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2000
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0.0 0.0 0.0
6 4 61 63
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22.1 2.3
2008 2007 2006 12 31
1.46 1.64 3.07 2008
1.5
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1231
2008 2007 2006
1,306 697 811
15,652 7,988 13,026
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20, 565 12, 792 16, 592
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2009 10, 8514
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2007 2006

12 31

2008 2007 2006

280,391 17% 315,515 13% 437,901 18%

110, 862 7% 157,118 6 % 201,930 8 %

287,607 18% 234,468 10% 395,812 16%

57,911 3% 53,214 2% 49,278 2%
879,588 54%1,664, 14767%1, 339, 496 55%
24,0090 1% 42,508 2% 34,444 1%

1,640, 449100%2, 466, 970100%2, 458, 861100%

12 31

2008 2007 2006

127,112 45% 109, 706 35% 203,501 46%

(3,516)(3) % 6,512 4 % (2,146) (1) %
39,015 14% 76,219 33% 118,459 30%
17,407 30% 8,923 17 % 1,005 2 %
69,005 8% 94,215 6 % 39,932 3 %

12,2109 51% 25,876 61% 24,993 73 %

261,242 16% 321,451 13% 385,744 16%
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12 31
2008 2007 2006
72,0097 44,975 143,357
(28,505) (22,785) (35,058)
(11,879) 24,8609 66, 391
14,103 5,147 (4,179)
53,488 62,896 5,796
(14,208) (10,467) (16, 359)
85, 096 104,635 159, 948

(261,312) (316,680)(298, 108)
(176,216) (212,045)(138, 160)
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14,812 19, 633 20, 231 13,116
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695,579 567,389 441,954 391, 850
8, 747 14,672 16, 561 8, 767

102,004 64, 433 79, 730 75,285

76, 146 74,297 88, 865 79, 837
40,575 41,881 42,158 43,662
3,824 4,046 4,046 4,046
19,912
14,474

(4,271)

154,931 115,953 135,069 127,545

(52,927)(51,520)(55,339)(52, 260)

3,130 3,029 3,395 4,910
42) (8,888) (7,321) (6,725)
18 4,347 158 3,970

(9,7
56, 3

(3,221)(53,032)(59,107)(50, 105)
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73,771 122,193
42,354
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249,071 384,924
26,327 136, 946
29,014 21,876
15,2091 5,310
470,294 768,054
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17,220 15,074
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6,501
7,434 37,393
18, 942 25,211
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274,600
20,754 25,527
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19, 435 18,851
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20,565 12,792 16,592
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(7,782) (4,271) (12,291)
19, 435 18,851
(40,206) (53,7009)
4,307 13,500
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2,229
27,154
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102, 524 8,845 (60, 182)
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95,879 (81,660) (7,832)
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214,051 4,271 35,965
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45,728 (5,227) (3,142) 37,3509

342,961 12,623 8,092(1) 363,676
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67,794 (9,730) (4,151) 53,913
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Table of Conlems

UTSTARCOM, INC.

CONSOLIDATED BALANCE SHEETS

Dywembeer 31,  Dewembser A0,
e bl 1l

Tl Mhimaandi, e dhare dara)
ASSETS
Current assets:
Cash and cash equivalents $ 309603 5 437449
Shori-term investmes. 4. 262 H5,629
Accounts receivable, net of allowances for doubtful accounts of $37,359 and 545,728 149.210 304,654
Aceounts receivable, related parties G166 26,256
Maotes receivable 11,120 12,613
Imventories 171,307 334467
Deferred costs 133,409 190,260
Prepaids and other curnent assets 127675 115194
Shoet term restricied cash 16,840 6442
Total current assets 932,592 1,492,966
Property, plant and equipment, nei 175,287 209,004
Long-term investments 17,691 16,667
Intungible nssets, net — 24,809
Long-term deferred costs 149,258 164,766
Long-term deferred tax assets 13 464 46277
Other long-term assets 22,514 30008
Total asscts $ 1310806 5 1,984,588
LIABILITIES, MINORITY INTEREST AND STOCKHOLDERS® EQUITY
Current fiabilities:
Accounts payable £ ITH3B4 § 148440
Short-term debt — 3B
Income taxes payable T.1462 1.174
Customer advances 144,700 229,050
Deferred revense 117,584 1003, 5002
Deferved tax linbilities 11,644 5392
Other current labilities 163,046 247,299
Total current linhilities 620,520 1,103,216
Long-term deferred revenoe 210,030 236,013
Long-term debt — 333
Other lomg-term liabilities 12,594 3325
Total linbilities 843,164 1,362,907
Commitments and contingencies (Note 14)
Minority interesi in consolidated subsidiaries 08 3,705
Stockhalders' equity:
Commion stock: $0.00123 par valoe; 730,000,000 suthorized shares;

126,566,394 shares issued and outstanding nt December 31, 2008;

123,467,204 shares issued and outstanding ai December 31, 2007 152 152
Additional paid-in capital 1,239.074 1,216,691
Aveumulated defict [B41.486)  (691170)
Accumulated ather comprehensive incoms 68,004 92,303

Total stockholders’ equity 466,834 617,976
Total linbilitics, minonty interest and stockholders’ equity 51310806 51,984,588

See accompanying notes to consolidated financial stasements.
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Table of Conlems

UTSTARCOM, INC.

CONSOLIDATED STATEMENTS OF OFPERATIONS

Vrars rgrmbrr 8
— dobk T bk
iln thowsands, except pe share smounts)

Net sales
Unrelated pany 51602166 S2300,178 $2,338,105
Related party 38283 67,792 130,756
1,640,449 2466970 2458861
Cost of net sales
Unrelated panty 1,356,689 2006772 | 990,967
Relaied party 518 4RT4T 82,150
Gross profit 261,242 321,451 3R T44
Diperating expenses (income):
Selling, general and adminisrative 257,559 319,145 334455
Rescarch and development 143,251 168,275 183,869
Amortization of intangible assets 4,111 15,961 18,5871
Imipairment of goodwill and other long-lived msels 27,220 19,912 -
Restructuring 13,059 14,474 -
Met gain on divestitures (7.782) (4271} (12.291)
Total net operating expenses 437,458 FJAee 51504
Opernting loss (176.216) (212.045) (138,160)
Interest income 7491 14,460 14,829
Interest expense (10439)  (32.676)  (11.688)
Other income (expense), met 35427 64,796 1,092
Loss before income taxes and minority interest (143,737)  (165465)  (133,927)
Income tax benefit (expense) (7,08T) (32 898) 15,024
Minority interest in bosses of consolidated subsidiaries 508 21,788 1,558
Met loss S (150,316} § (195,575) § (117.345)
Logs per share—Pasic pnd Diluted 5 (128 (L&) s  (0a7)

Weighted overape shares outstanding—Basic and Diluted 123,490 121,059 120,657

Sew accompanying notes io consolidated financial statemenis.
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Table of Conlems

UTSTARCOM INC.

CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY
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See accompanying notes 1o consolidated fnancial staiements.
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UTSTARCOM, INC.

CONSOLIDATEDR STATEMENTS OF CASHFLOWS
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
NOTE 1—BASIS OF PRESENTATION AND LIQUIDITY

LITSisreom Ine. (“Company™). a Delaware corporation incorporated in 1991 with headgquarters in Alameda,
California, designs, manufactures and sells telecommunications infrastructure and customer premises equipment and
wireless telephone handsets to telecommunications service providers or opefators theokghoul the world. It alwoe provides
telecommunications infrastructure installation, operations and maintenance services. The Company enables its customers
1o rapidly deploy revenue-generaling access services using their existing infrastructune, while providing s migration path
i cost-elficient end-to-end [P networks,

The accompanying consolidated financial statements include the accounts of the Company and its wholly -and
majority-owned subsidiaries. All significamt intercompany sccounts and transactions have been eliminated in the
preparation of the consolidated financial statements. The minority inlerest in consolidated subsidiaries is shown
separately in the consolidated financial statements. Certain reclassifications have been made to prior period amounts to
conform to current period presentation. Such reclissifications have no effect on net income as previously repored.

The aceonpanying conolidaed balance sheets o of Degember 31, 2008 and 2007, and consalidated statements of
operations for each of the three years in the pericd ended December 31, 2008 have been prepared by the Company
pursuant 1o the rubes and regulations of the Securities and Exchange Commission (“SEC") and in conformity with
generally secepted nccounting principles in the United States of America.

The accompanying consolidated financial statements are presented on the basis that the Company is o going
concem. The going concem assumption contermplates the realization of asscts and the sstisfaction of liabilitics in the
normeal course of business,

The Company has incurred net losses of $150.3 million, $195.6 million and 31173 million during the vears ended
December 31, 2008, 2007 and 2006, respectively, The Company has recorded opernting losses in 15 of the
16 eonsecutive quaners in the period ended December 31, 2008, Al December 31, 2008 the Company lid an
accumulated deficit of 3841.5 million. The Company incurred net cash outflows from operations of $55.2 million and
$225.1 million in 2008 and 2007 respectively. Management expects the Company (o continue (o imcur losses and
negative cash flows from operations over at least the next four quarters.

Al December 31, 2008 the Company had cash and cash equivalents of 53096 million, of which $200.8 million was
held by subsidiarics in China. The amount of cash available for transfer from the China subsidiaries for use by the
Company's non-China subsidiaries is limited both by the liquidity needs of the subsidiaries in Chinn and by Chinese -
government mandated limitations including currency exchange controls on transfers of funds owside of China.

The Company’s only commitied sources for borrowings are its credit facilities in Chine, Each borrowing under these
facilities is subject 1o the banks® then cument favorable opinion of the eredit worthiness of the Company's China
subsidiories, the banks having funds available for lending. and other Chinese banking regulations and practices, As o
result, management cannot be certain thal borrowings under these ficilities will be adequate, if availnble ot all, 1o meet
the Company's liquidity requirements. In addition, these credit facilities expire in August 2009, Upon expiration of these
facilitics, management is not certain that new credit facilities will be wvailable on commercially reasomable teoms or ot
ull. Even if these facilities are renewed upon expiration, based on the Company's recent fimancinl performance, the total
available credit may be reduced. Accordingly, management is not certain that borrowings under the Company's credit
facilitics in China will be adequate to meet the Company's financing requirements.

1

198/278



EDINETOOOO
OO00ooO00ooOo0obDo00oO00o0O00DbOO000DOO0Oo(eossrs)
oOoOooodn

Table of Conlems

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

In 20408, the Company took o number of sctions io improve its Liquidity. In March 2008 the Company paid
$289.5 million to retire the Company's convertible subordinated notes and related acorsed interest. On July 1, 2008 the
Company completed the sale of PCD for proceeds of $219.1 million, see Note 3. In sddition, the Company divested its
Mobile Solutions Business Unit in July 2008, In the fourth quarter of 2008, management initiated actions to disband its
Customs Solutions Business Unit and 1o wind down the Company's Korea based handset operations. As a result of these
actions and other restructuring nitatives undemaken by the management, the Company's vear-to-year quanerly selling,
general and administrative and research and development operating expenses have been reduced by 35-40%. In
December 2008, management announced further initintives including effons to eliminate Tunctional duplications by
consolidation of a number of functions into the Company®s China operations, Management believes that these inftimives,
if executed succeasfully, will help achieve significant operating expense reductions by the fourth quarter of 2009 and
ennble the Company’s fixed cost base (o be better aligned with operations, market demand and projected sales levels,
which management expects will incresse significantly in the latter half" of 2009 as compared to the first two quarners of
2009, Uncertainties about sales levels that may be achieved in 2009 are heightened by recent market turmoil and the
global economic downturn, IF the level of sales anticipaled by the Company's financial plan does nol matenialize, the
Compony will need 1o take farther actions to reduce costs and expenses or explore other cost reduction options,

Management believes that if the Company is able to achieve projected sales levels in 2009 and contain expenses and
cash used in operations o levels contemplated in the Company's 2009 financial plan, both the Company's China and non-
China aperations will have sufficient liquidity to finance working capital and capital expenditure needs during the next
12 months, [T the Comparny is not able to execute its 2004 financial plan successfully, the Company may need 1o abtain
funds from equity or debi financings. There can be no assurance that additional financing. i requined, will be available
on terms satisfactory to the Company or at all, and if funds are raised in the future throwugh issuance of preferred stock or
debt, these securities could have rights, mvﬂ:mwmf:rm:r senior to those of the Company's common stock and
newly issued debt coubd contain debt covenants that | impse restrictions on the Company's operations. Further, sy sale
of newly issued debt or equity securities could result in additional dilwtion to the Company's current shareholders,

Recently, global economies have experienced a significant downturn driven by a financial and credit crisis that will
contimse io challenge such cconomies for some period of time. Under the current macrocconomic environment there are
significant risks and uncertainties inherent in management’s ability to forecast future results. The operating environment
confronting the Company, both internally and externally, raises significant uncertainties. While improvements in the
Company's operating resulis, cash Nows and liquidity are anticipated as the Company's 20080 financial plan amd

ent's injtiatives (o contral and reduce costs while maintaining and growing the Company's revenue base are
fully implemented, the Company’s recurring bosses and expected negative cash flows from operufions raise subsiontial
doubt about the Company's ability to continueg as a going concern, The consolidated financial statements do ot include
any adjusiments relating w the recoverability and classilication of recorded assets amounts or the amounts and
classification of lizbilities or any other adjustments that may be necessary if the entity is unable 10 continue as a
Oing concemm.

NOTE 2—SUMMARY OF SIGNIFICANT ACCOUNTING PFOLICIES
Use af Extlanares;

The preparation of consolidated financial statements in conformity with genemlly accepted accounting prineiples in
the United States of America requires management 1o make estimates and assumptions that affect the reponted amounts
of msscts and linbilities and disclosure of contingent mssels
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

and liabilities a1 the date of the consolidated financial satements and the reported amounts of revenues and expensss
during the reporting period. Estimates are used for revense recognition, allowance for doubiful accounis and sales
returms, tnx valustion allowanees, reserves for inventony, defermed costs, sccrued product wormmmy costs, provisions for
contract losses, recovernbility of goodwill and intangible assets, other long-lived asset impainnents, stock-hased
compensation expense, loss contingencies and restructuring expenses among, others. Actual results could differ
materially from those estimates.

Cash and Cash Equivelents:

Cash nnd cash equivalents consist of highly liquid instruments with oniginal maturities of three months or less.
Approximately 24% of cash and cash equivalents is held in the LL5. as of December 31, 2008, The remainder is held by
the other UTStarcom entities throughout the world, Al December 31, 2008, 5200.8 million of the Company’s cash and
cash equivalems were held by ns subsidizries in China and China imposes curmency exchange controls on transfers of’
funds outside of China, Cash and ¢nsh equivalents ane invested in institutional maney market funds, shart-term bank
deposits and similar short duration instruments with fixed maturitics from ovemight 1o three months,

Mer resiricied asseis In China:

Pursuant to applicable regulations, foreign-invesied enterprises in China may pay dividends only owt of their
accumulated profits, if any, determined in accordance with Chinese accounting standards and regulations. In calculmting
accumulated prafits, foreign investment enterprises in China ane requined 1o allocate a1 least 10% of their accumulated
profits each year, if any, to fund cenain reserve funds unbess these reserves have reached 500 of the registered capital of
the enterprises. As o result of these and other restrictions under China's laws and regulations, the Company's China
subsidinries are restricted in their ability 1o transfer a portion of their net assets to the LS. parent in the form of
dividensds, loans or advances; this restricted portion amounted to approximotely 5186,1 million, or 40¢%% of the Company’s
total consoliduted net assets, as of Decemiber 31, 2008, At December 31, 2008, the Company had suflicient non-cash
msseis available to meet the above reserved net assets in China restriction; such that none of the Company®s cash balances
are legally restricted from transfer.

Investmenis:

The Company accounts far its investments in debt and equity secarities under Statement of Financial Accounting
Standards No, 115 ("SFAS No. 115", Accounting for Certain [nvestments in Debe and Equity Securities and FASB Siafl
Position, or FSP, SFAS No. 115-1, The Meaning of Other-Than-Tempomry Impairment and s Application o Certain
Investments. Management determines the appropriaie clissification of such securities a1 the time of purchase and
reevaluates such clossification os of each balance sheet date. The Company follows the guidance provided by Emerging
Issues Task Foree Issue ("EITF") No. 03-1, The Meaning of Ciher-Than-Temporary Impairment ond Its Application to
Certain Investments, to assess whether the investments with unrealized loss positions are other than temporarily
impaired. Realized gains and losses and declines in value judged 1o be other than temporary are determined based on ithe
specific identification meibod and are reporied in the siatements of operations.

The Company also has made sirategic investments in publicly raded and privately held companies for the
promotion of business and swategic objectives. The Company's investments in publicly raded equity securities are
classified as available-for-sale. Available-for-sale investments are initially reconded al cos and penodically adjusted 1o
fair value through comprehensive income, The investments in equity securities of non-publicly traded companies in
which the Company holds less than 20% voding interest
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and on which the Company does not have the ability to exercize significant influence are accounted for under the cost
method, Under the cost method, these invesiments are carried ai the lower of cost or fair value. Both rypes of invesiments:
are carried at fair value or cost, as appropriale, The Company periodically reviews these investments for other-than-
temporary declines in fair value based on the specific identification method and writes down investments to their fir
values when an other<than-temporary decline hns occourred.

Revenue Recognftion.

Revenues from sales of telecommunications equipment and handsets are recognized when persuasive evidence of an
arrangement exists, delivery has occurmed, the fee is Mixed or determinable and collectability is probable. 1T the payment
due from the customer 15 nod fixed or determinable due to extended payment terms, revenue i recognized as payments
become due and payable by the customer. ssuming all other criteria for revenue recognition are met, Any payments
received prior bo revenue recognition ane reconded as customer advances, Normal payment terms differ for viriows
reasons amongst different customer regions, depending upon common business practices for customers within a reghon,
Billing to customers for shipping and handling are recorded as revenues and the associated costs are recorded as costs of
revenses. Any expected losses on contructs are recognized when identified on an individual basis in secordance with the
prevailing accounting gusdance for the respective contract.

Sales may be generated from complex contractual arrangements that require significant revenue recognition
judgments, particularly in the area of contracts with muliiple deliverable elemenis (multiple element arrangements).
Where multiple elements exist in an arrangement, the contract price is allocated 1o the different elements based upon and
in propoftion Lo veriflable objective evidence o the fakr value of the various elements, as governed under EITF No. 00-
21, “Revenug Arrangements with Multiple Deliverables,” and SEC Staff Accounting Bulletin No. 104, "Revenue
Recognition.” Multiple element arrangements primarily involve the sale of equipment, installation, training and post-
contract suppon. Revenue is recognized as each element is eamed, namely upon insiallation and acceplance of
equipment or delivery of handsets, provided that the fair value of the undelivered element(s) has been determined, the
delivered element(s) has stand-alone value, there is no right of returm on delivered clement(s), and the Company is in
control of the undelivered clement(s). For srmngements that inclede service elements, including, promotional suppon and
installation, for which verifiable objective evidence of the fair value does not exist, revenue is deferred until such
services are deemed complete, or until the time the Company can establish venfiable objective evidence of the fiir value.

Finnl accepannce is required for revenoe recognition when installation servioes are not eonsidered perfunciory, Final
indicates that the customer has fully accepted delivery and insiallation, if any, of equipment and the Company
is entitled 1o full pavment. The Company does not recognize revenue before Ninal acceplance ks granted by the customer
if scceptance is considered substantive to the transact ion,

Where multiple ebements exist in an arrangement that incliedes software, and the software is considersd more than
incidental 10 the equipment or services in the arrangement, soflware and software related elements are recounized under
the provisions of Statement of Position {"S$0P7) No. 97-2, "Software Revenue Recognition,” ns amended, and EITF
Na, 03-05, " Applicability of Statement of Position No. 97-2 1o Non-software Deliverables in an Arrangement Contoining
More-Than-Incidenial Software.” The Company allocates revenues to each element of software arrangemenis based on
vendor specific objective evidonee (*VSOE") of fair value. ¥S0E of fair value of each element is based on the price
charged when the same element is sold separately. The Company uses the residual method 1o recognize revenue when an
arrangement inclodes one or more clements 1o
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bhe deliversd a1 2 future date and VSOE of the fair value of all the undelivered elements exists, Under the residual
methedd, the fair value of the undelivered elemenis ks deferred and the remnining poriion of the comract price is
recopnized as revenue when all other revenue recognition eriteria are met, IF VSOE of fair value of ane or more
undeliversd elements does not exist, all revenue for delivered and undelivered elements is deferred until delivery af all
clements ocours or when VSOE of fair value of the undelivered elements can be established. In some cases the Company
has agreed o give software upgrade rights ona “when and if madie available™ basis for equipment sold for no additional
consideration and for an unspecified period which could extend over the term of the contract. This additional contract
obligation is an elemem of "post-contract suppon.” The Company has not estnblished YSOE for such contract clement.
Accordingly, the revenues from such confracts are recognized ratably over the period during which the post-contract
supporl is expecied 1o be provided. The expected period of support is gencrally the term of the contract. In some cases
where there is no stated contractual term, revenue is recognized ratably over the estimated period of support. The
Company reviews assumpiions regarding the estimated post contract supporn periods on a regular basis. If the Company
determines that it is necessary to revise the Company’s estimates of the suppon periods, the amount of revenue
recognized over the life of the contract would not be affected. However, 1o the extent the new assumptions regarding the

suppont periods were different from the original assumpdions, the contract revenues would be recognized
over the remaining expected period of support.

Revenue from fixed priced contracts that include o requirement for significant softwane modification ar
customization i5 recognized in accordance with SOP Mo, 81-1, "Accounting for Pecformance of Construction-Type and
Certnin Procluction-Type Contracts”. In such instances, the Company sceouns for such contracts using the completesd
contraet method of accounting, whereby no revenue is recognized prior to the completion of the project, because for
coniracts involving unique requirements the Company is unable 1o make reasonably dependable estimates of its progress
towards meeting contractual requirements. In the event estimated tolal project costs excesd estimated tal project
revenues, the entire estimated loss is charged to operations in the period in which the loss becomes probable and can be
reasomably estimated. The complexity of the estimation process and judgments abowt indernal and external factors
inchsding labor utilization, changes to specifications and testing requirements, time required for performance and
resulting incurmence of contract penalties, and the performance of subcontractors affect the estimation process. During
the years ended December 31, 2008, 2007 and 2006, the Company recorded approximately S18.4 million, $6.2 million
and $32.1 million comract loss on a fixed price contract, respectively, Contract loss recorded during 2008 includes
$3.4 million relating to costs that should have been recorded in prior periods. The impact of recording these prios-period
costs on the prior wnd current periods is not material,

The Company recognizes revenue for system integration, imstallation and training upon completion of performance
and if all other revenue recognition criteria are met. Other service revenue, principally related o maintenance and
support contrcts, is recopnized raiably over the mainlenance term. Revenues from services were less than 1™ of
revenues for all periods presented.

The Company also sells products through resellers. Revenue is generally recognized when the standard price
protection period, which ranges from 30 to 90 days, has lapsed. If collectability cannat be reasonably assured in a reseller
arrangemant, revenue is recognized upon 22ll-through 1o the end customer and receipt of cash. There may be additional
obligations in reseller armngements such as inventory roation, or stock exchange rights on the product. As such, revenue
is recognized in mccordance with SFAS No. 48, "Revenue Recognition When Right of Retum Exists.” In most cases, the
Company has developed reasonable estimates for stock exchanges based on histoncal experience with similar types of
sales of similar products,
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The Company hes sales agreemenis with certnin wireless customers that provide for a rebate of the selling price io
such customers if the panticular product is subsequently sold at a bower price to such customers or o a different
customer. The rebate period extends for o relatively shon period of time. Historically, the smounts of such rebaies paid o
customers have not been maierial. The Company estimates the amount of the rebate based upon the terms of each
individual arrangement, historical experience and future expectations of price reductions and then records its estimate of
the rebate amount at the time of the sale. The Company aleo enters into sales incentive programs, such as co-marketing
arrangements, with certain wireheas and handset customers, The Company records the incurred incentive as a reduction
of revense when the sales revenue is recognized.

The assessment of collectability is also a factor in determining whether revenue should be recognized. The
Company assesses collectability based on a number of factors, including payment history and the credit worthiness of the
customer. The Company does not request collateral from its customers. In international sales, the Company may require
letters of eredil from its customers that con be drawn on demand if the customer defaulis on its prymend. 15 the Company
determines that collection of a payment is not reasonably assured, the Company defers revenoe recognition until
collection becomes reasonably assured, which is generally upon receipt of cash.

Ocensbonally, the Company enters into revenoe sharing arrangements. Under these arrangements, thie Company
collects payment only after its customer, the telecommunications service provider, collects service revenues, When the
Company enters info a revenue sharing arrangement, the Company does nol recognize revense until collection is
reasonably assured.

Because of the nature of doing business in China and other emerging markets, the Company”s billings and’or
customer payvments may nod correlate with the contractual pavment terms amd the Company gencrally does not enforce
contractual payment terms prior to Mnal acceptance. Accordingly, accounts receivable are not recorded until the
Company recognizes the related customer revenee. Advances from customers are recognized when the Company has
colbected eash from the cusiomer, prior to recognizing revenwe. Deferred revenue is recorded if there are undelivered
elements afier final seceptance has been obtained. The Company had current defermed revenue of $117.6 million and
S100.5 million, and long-term deferred revenue of $210.1 million and $236.0 million at December 31, 2008 and 2007,
reapectively. Coata relmed 1o deferred revenue are also deferred until revenue is recognized. See "Delerred Costs™ below.

Product Warramy:

The Company provides a warranty on its equipment and handset sales for a period generally ranging from one to
twio vears from the time of final sceeptance. Very rarcly, the Company has entered into armngements to provide fimited
warraniy services for periods longer than two years. The Company provides for the expeeted cost of product warraniies
at the time that revenue is recognized based on an assessment of past warranty experience and when specific
circumatanees dictate. From time (o time, the Company may be subjeet to sdditional costs related to non-standard
warranty cknims from its customers. [T and when this eccurs, the Company estimates additional aceruals based on
historical experience, communication with its customers and various assumptions that the Comgpany believes to be
reasonmble under the circumstances. Such additional warranty sccruals are recorded in the periad in which the additionsl
costs are identified.

Receivables:

Although the Company evalustes customer credit worthiness prior 1o a sake, the Company provides an allowanee for
dowbtful accounts for the estimated loss on trade and notes reeeivable when collection
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may no longer be reasanably assured. The Company assesses collectability of receivables hased on a number of factors
including analysis of creditwonthiness. the Compary's hisiorical collection history and current economic conditions, its
ahility to collect ppyment and an the kength of time an individieal receivable balance is outstanding, The Company's
policy for determining the allowance for doubtful sccounts includes both specific allovwances for balances known to be
uncollectible and a formula-based portfolio spproach, based on aging of the accounts receivable, as a precursor 1o a
management review of the overnll allowance for doubtful accounts. This formula-based approach involves aging of the
Company's accounts receivable and applyving a percentage based on the Company’s historical experience; this approach
resnlts in the allowance being computed based on the aging of the reccivables. The Company evaluates the percentapges
applied to each category of aged accounts receivable periodically hased on sctunl history of write-offs and collections
and refines this formula-based approach sccordingly for use in future periods.

Thee Company hus certain acoounts receivable in Ching that have been outstanding for a significant period of time.
I'he Company provides allovwances for these receivables based on the criteria discussed above, While the Company
believes it has sufficient experience and knowledge of the China marked and customer paymem patterns io reasonably
estimate such allowances, actual payment patterns and customer behavior could differ from its expectations. The
Company uses actual collection experience to periodically adjust the percentages used in applying the formula-based
pertfolio sppronch as discussed above.

Trventories:

Inventories consist of product held at the Compamy’s manufacturing facility and warehouses, &3 well as finished
goods al customer sites for which the customer has taken possession, but based on specific comtractual terma, title has pot
vt passed to the customer, The Company may ship inventory to existing customers that require additional equipment 1o
expand their existing networks prior to the signing of an expansion contract, [nventories ane stated at the bower of cost or
market value, based on the FIFO method of sceouming. except for PCD which wiilized the weighted average method off
accounting that approximates FIFCY, net of write-downs for excess, slow maving and obsolete inventory, W rite-downs
are based on the assumplions about fslure market conditions and customer demand, including projected changes in
avernge selling prices resulting firom competitive pricing pressures, The Company continually moniters inventory
valuation for potentinl losses and obsolete imventory at its manufacturing facilities as well as ot customer sites, [ actual
market condilions are less favorable than those projecied by management, additional wrile-downs may be required. I
nciual market conditions are more favorable than anticipated, inventory previously written down may be sold 1o
customers, resulting in lower cost of sales and higher income from operntions than expected in that period.

Diferred costs;

Deferred costs consist of product shipped 1o the customer for which the rights and obligations of ownership have
passed to the customer but revenue has not vet been recognized. All deferred costs are stated ot cost, Management
periodically assesses the recoverability of deferred costs and provides reserves against deferred cost balances when
recovery of defermed costs s not probable. Recoverability is evaluated based on various factors including the length of
time the product has been hield at the customer site, the viability of payment, including assessment of product demand if o
revenue sharing armangement exists and'or the evaluation if a relsied transaction will result in a gross mangin loss. Ino
loss situation for a transaction, the deferred cost balance is adjusted for impairment equal to the value of the exeess of
cost over the smount of revenue that will be evennally recognized for the transaction. Revenue and cost of sales are
recorded when final acceplance is reccived from the custiomer. With
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greater concentration of product at customer sites under contract with specific or individual customers, the financial
conditions of such specific or individual customers may resuli in increased concentration risk exposure for the
Company's inventory,

For any post contract support services where the revenue is defierred, the entire related deferred direct costs ane
classified as a noncurrent ssset, consistent with the defimition of @ current asset per Accounting Research Bulletin Mo, 43,
“Working Capital: Current Assets and Carrent Liabilities.”

Research and Developent and Capitadized Soffware Devedogment Coxts:

Research and development costs are charged 10 expense as incurned, The Company capitalizes software
development costs incurred in the developmen of software that will ultimetely be sold, between the time technological
feasibility hos been attained and the related product is ready for general release. Management judgment is required in
mssessing technobogical feasibility, expected future revenues, estimited product lives and changes in product
technologses, and the ultimate recoverability of the Company's capstalized software development costs.

During 2048, 2007 and 2006, the Company capitalized $0.2 million, 30.2 million, and $1.0 millicn of software
developmient costs, respectively. Amortization ol eapitalized sofiware development costs was $0.6 million, $1.0 million,
and $2.1 million in 2008, 2007 and 2006, respectively. Unamonized capitalized sofiware development costs at
December 31, 2008 and 2007 were 50.4 million and 1.3 million, respectively. Direct costs of software developed for
intermn] use are expensed during the preliminnry project stage and capitalized during the application development stage.

FPraperty, Plant and Equipment:

Property, plant and equipment are recorded ot cost and are stated net of accumulated depreciation. Depreciation is
provided for on a straighi-line basis over the estimated useful lives of the related assets, Land wse rights related 1o
propesty beased by the Company in China are amortized over the life of the lease, Leasehold improvements are amortized
on a straight-lime basis over the shomer of the useful life of the improvements or the term of the lease. When assets are
disposed af, the cost and relmed sceumulmed depreciation are removed (rom the accounts and the reaulting gains or
losses are incleded in results of operations. The Company capitalizes imerest incurred relnted to construction of property,
plant or equipment until it is ready for use. No capitalized interest was reconded during the vears ended December 31,
2008, 2007 and 2006, Capitalized imterest primanily arose from construction of the Campany’s manufaciuring, rescarch
and development, and adminkstrative offices facility in Hangehow, Ching and i3 being amortized on a straight-line basis
over the life of the building.

The Company generally deprecinies its assets over the following periods:

Yars

Furniture, test or manufacturing equipment 5

Computers and software -3

Buildings 38

Automohdles 5

Land use rights Life of use rights

Leaschold improvements Liesser ol § years of
remaining lease life

Depreciation expense was $30.4 million, $39.2 million and $45.1 million for the vears ended December 31, 2008,
2007 and 2006, respectively.
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As discussed in Node 8, impairment reviews resulied in write downs o the carrying values of eertnin eqquipment and
fiurmiture, software, automobiles and leasehold improvements of approximately $22.3 million and 51.1 million in 2008
and 2007, respectively.

Coastruction lin progress ot December 31, 2007 incladed $11.9 millkon of projest costs resulting from upgrading the
Company's ERP system during 2007, This computer safbware, which was capitalized in secordance with Statement of
Position 98-1,"Accounting for Cosis of Computer Software Developed or Obtained for Iemal Use,” became operational
in carly 2008, The remnining carrying value of the ERP sysiem was writien off during the founth quaner of 2008, see
ote 8.

Croodwilf:

The Company reviews goodwill for impairment in sccordanee with Ststement of Financisl Accounting Sumdards
Mo, 142 ("SFAS 142") on an annual basis and between annual tests whenever events or changes in circumstances
indicate the carrying amount may nod be recoverable, Based upon its 2007 goodwill impairment assessment, the
Company recorded goodwill impairment charges of 53,1 million duning the vear ended December 31, 2007 wul, 43 a
result, the consolidated balance sheets as of December 31, 2008 and 2007 contain no goodwill balances, see Note 8.

Long-Lived Asseis nchuding Finite-Lived Purchased fniangible Assets;

The Company amorizes purchased intangible assets with finite lives over the estimated economic lives of the
asseis, Purchased intangible assets are carried at cost, less accumulated amortization.

Long-lived assets are reviewed for impairment whenever events or changes in circumstances indicate that the
crrving amount may wol be recoverable. 1§ undiscounted expected future cash flows are less than the carrying value of
the astets, an impainent boss 1 recognized based an the excess of the camyving amaunt over the farr value of the ssssts.
Long-lived assets that anc 1o be disposed of by sale are measured af the lower of book value or fair value bess cost to sl

As m result of amoriization, asset sales, and impainnent charges of approximately 54.9 million and $15.7 million in
2008 and 2007, respectively, the Company’s consolidated halance sheet as of Decernber 31, 2008 contained no balances
for finite-lived purchased intangible assets, see Mote &

Acheersining Coxts:

The Company expenses all advertising costs as incurred. Payment to customens for marketing development costs are
accounted for as a reduction of the revenue assocuated with customers s incurmed. For the vears ended December 31,
2008, 2007 and 2006, advertising costs totaled $4.3 million, S7.4 million and $8.1 millicn, respeetively.

Restrocturing Liakilities, Litigetion and (ther Comlingencies:

The Company accounts for its restructuring plans under Statement of Financial Accounting Stondards Mo, 146,
*Accounting for Cosis Associnted with Exit or Disposal Activities™ ("SFAS 146") and Stmement of Financial
Accounting Stundards Mo, 112, "Employers’ Accounting for Postemployment Benefits™ ("SFAS 112°). The Company
accounts for litigation and contingencies in accordance with Statement of Financial Accounting Standards Mo, 5,
"Accounting for Contingencies” ("SFAS 57). SFAS 5 requires that the Company record an estimated loss from o Joss
contingency when information available prior to issuance of the Company’s financinl statements indicates that it is
probable that an assei has been impaired or a liability has been mcurred af the date of the financial statemenis and the
amount of boss can be reasonably estimated.

e
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Steock-Based Compensalion:

Stmiement of Financial Accounting Standards Ma. 123 {revised 2004, "Share-Based Payment® ("SFAS 1 23(R)")
requires the measurement and recognition of compensation expense for all share-based pavment awards made to
employees and difectors based on eatimated fiir values, SFAS 123R) requires compankes 1o estimate that Gale valise of
share based payment gwards using an option-pricing madel, The value of awards that are ultimately expected 1o vest is
recognized as expense over the requisite service periods in the Company’s Consolidated Statements of Opertions.

Stock-hased compensation expense recognized in the Company's Consolidnted Ststements of Opertions for all
years presented include compensation expense for share-based payment awards granted prior to, but not yet vesied as of
December 31, 2005 based on the grant date fair value estimated in accordance with the pro forma provisions of
Statement of Financial Accounling Standards No. 123 "Accounting for Stock-Hased Compensation”, and compensation
expense for the share-based pavment awards granted subsequent to December 31, 2005 based on the grant date fair value
estimated in accordance with the provisians of SFAS 123(R)L

The Compary elected the altermmtive tranditon method provided in FASHE StfT Pasition Ma, FAS 123(R)-3,
“Transition Election Relned to Accounting for Tax Effects of Share-Based Payment Awands™ for caleulating the tax
effects of stock-based compensation pursuant to SFAS 123(R). The altiernative wransition method includes simplified
methaosds for establishing the beginning balance of the additional paid-in-capital pool {"APIC pool™) relmed 1o the tax
effects of emplovee stock-based compensation, and to detenmine the subsequent impact on the APIC pool and
consolidated stalements of cash flows of the tox efMects of employee stock-bused compensation nwards that sre
oulstanding upon adoption of SFAS 124{R). The Company acoounts for utilization of windfall tax benefits based on tax
law ordering and considered only the direct effects of stock-based compensation for purposes of mexsuring the windfall
i seftlement of an award. See Mote 12 for a further discussion on stock-based compensation.

Act lextedd (lver O fressive fncoume;

T

Comprebensive income includes all changes in equity (et assets) during a period from mon-owner sources, Ciher
comprehensive income or loss for 2008, 2007 and 2006 is shown in the consolidated statemient of stockholders’ equity.
As of December 31 of each of the vears indicated below, the components of sccumulated other comprehensive income
reparted in the consolidated balance sheets were as follows:

— Dweembaerdl

i i heswnda

Ll
Unrealized gain (loss) on available-for-sale securitics, net of tax 53,313} 535049
Forelgn currency translation, net of fax 72407 56354
Accumulated other comprehensive income S69.094 592303

Income Taxes:

The Company s subject to income taxes in both the Uinited States and numerous foreign jurisdictions. Significant
judgment is required in evaluating the Company's tax positions and determining its provision for income taxes, During
the ondinary course of business, there are many tmasactions and calculations for which the ultinmie tax determination is
uncertain, In July 2006 the Financial Accounting Standards Board, or FASE, issued Interpretation Mo. 48, "Accounting
for

1o
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Uncertainty in Income Taxes—aAn Interpretation of FASH Sttement No, 109" (*FIN 487) which requires income tax
positions o meet a mone-likely-than-not recognition threshold 1o be recognized in the financial simements. Under

FIN 48, tax positions that previcusly filed 1o meet the mone-likely-than-not threshald should be recognized in the firs
subssquent financial reporting period in which that threshold is met. Previously recognised tax positions that no longer
meet the more=likely-than-not threshold should be derecognized in the first subsequent financial reporting pervod in
which that threshold is no longer met. The Company recognizes interest expense and penalties related to income tax
matters as part of the provision for income taxes, The Company adopted FIN 48 on January 1, 2007, Prior to 2007, the
Company established reserves for tnx-related uncertaintics based on estimates of whether, pnd the oxtent to which,
additional tnxes ond interest will be due.

The Company recognizes deferred income taxes as the difference between the tax bases of assets and liabilities and
their financial statement amounts based on enacted 1ax mies. Management judgment i required in the assessment of the
recoverability of the Compamy’s deferred tax assets based on it assesament af projected taxable income. Numernous
factors could affect the Company’s resulis of operations in the fuiure. IT there was a significant decline in the Company's
future opemting results, its assessment of the recoverability of its deferred tax assets would need 1o be revised, and any
such adjustment to its deferred tax azsets would be charged to income in that period. If necessary, the Company reconds a
valuation allowance to reduce deferred tx assets to an amount manmgement belicves is more likely than not 1o
be realized.

In 206, due o developments in its business and the repatriations of cash via dividends ond settlements of
intercompany accounts as described in Note 1 above, the Company made a determination that earings from ceriain
subsidiaries were not permanently reinvested outside the United States. The Company provides LS. txes on forcign
undistributed earnings that are not considered 1o be permanently reinvested outzide the United States,

Fimareiol fnsirnmennts and Derivatives;

Financial instruments consist of eash and cash equivalents, short and long=term investments, notes receivahble,
accounts receivable and payvable, convertible subordinated debd, purchased and written call options and accrued
linbilities. The Company adopted SFAS Mo, 157, "Fair Value Measurements” ("SEAS 157" in the firsi quarier of 2008,
which did not have a material impact on the financial staterments of the Company. The new dischosures requined by
SFAS 1537 are included in Mote 4. The camrying amounts of cash and cash eguivalents, accounts receivable and pavable,
noles receivable, and scoreed liabilities approximate their fair values because of the shori-term nature of those
instruments. Short term investiments are marked 10 market which approximate their fair value because of the short-term
nature of the investments.

The Company may wse derivative financial instrumvents (o manage its exposures 1o foreign currency exchange rle
changes. The objectives for holding derivatives include reducing. climinating., and efficiently managing the economic
impact of these exposures as effectively as possible. Dervative instrumenits are recognized as either assets or linbilitics
o the bulunee sheet. The Company mensures those instruments at fiir value s recognizes changes in the fiir value of
derivatives in eamings in the period of change unless the dervative qualifies as an effective hedge that offsets certain
exposures. Such contracis are designated at inception to the related forcign currency exposures being hedged. The
Company has not hedged any such transactions in 20608 and 2007,
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The following table summarnizes the Company's carrving values and the fair valses of its other financial insiruments:

December 31,
2008 L
wmlue waber valig walue
{im Ehomeamdu)
Included in Asseis
Long-term investments £17.691 5174601 5 16667 § 16667
Ineluded in Liabilities
Bank loans = —  (47981) (47.981)
Convertible debt — —  (274.600) (275287)
Included in Stockholders' Equity
Convertible bond hedge — — 85,307 -
Written call option £ — 5 — 55430085 —

The Company determines the fvir value of its convertible debt and related convertible bond hedge and written call
oplion using estimates of fair values at the balence sheet date provided by a major securities firm. The fir value of bong-
term investments is determined based on quoted market prices or available information shout investees. Because of the
shori-lerm nature of the Company's bank loans, the Company believes carrving value approximales fmir value.

Foreign Currerrcy Transfanion:

The Company’s operations are conductes through international subsidiaries where the local curmrency is the
functional currency and the finnncial statements of those subsidianies are translated from their respective functional
cumrencies into LS. dollors, All foreign curmency assets and liabilitics pre transtated of the period-cnd exchange rate and
all revenues and expenses are translated at the average exchange rte for the perisd. The effects of translating the
financial statements of foreign subsidinries into U5, dollars sre reported as a cumulative translation sdjustment, 5
sepamate component of comprehensive income in stockholders’ equity. The forcign cumency translation gain/loss for
transactions demominated in other than the functional currency is included in other income, net on the Company's
consalidated stalements of operations. [n connection with this remeasurement process the Company recorded o loss of
59.9 million in 2008, and a gain of 34.6 million and 57.6 million in 207 and 2004, respectively.

Earnings Per Share:

Basic enmings per share ("EPS") is computed by dividing net income (loss) available to common stockholders by
the weighted average number of shares of the Company's commen stock oustanding during the period, which excludes
nonvested restricted stock. Diluted EPS presents the amount of net income (loss) available to each share of common
stock outstanding during the period plus each share of commion stock that would have been outstanding sssuming the
Company hod issuwed shares of common stock for all difutive potentinl common shares outstanding during the period. The
Company's potentially dilutive common shares include convertible subordinated notes prior 1o their maturity, cutstanding,
siock options, nonvested resiricied siock, restricied stock units and Employee Steck Purchase Plan ("ESPP*) shares. For
the years ended December 31, 2008, 2007 and 2006, no potential common shares were dilutive becanse of the net loss in
ench of these years, therefore basic and dilutive EPS are the same. The following table summarizes the total potential
shares of common siock thar

1l
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were excluded from the diluted per share calculation, because 10 include them would have been anti-dilutive for

the period,
—Xinee scd Dyppminir 2,
s T _G00h
(i thousands)
Weighted average stock options and swnnds outstanding 22439 19427 194634
Conversion of conventible subordinated notes 1,897 11,543 11543
Other 931 T65 TO5
25267 3,735 3192
Variable Imerest Emities:

The Financial Accounting Standards Board, ("FASE") issued FASB Interpretation Mo, 46{R ], ("FIN 46(R)").
FI 460K ) requires that if an entity ks the primary beneficiary of o variabbe interest entity, (*YIE"), the assets, liabilities,
and resuls of operations of the VIE should be incheded in the consolidated hnancial statements of the entity, The
Company evaluates its investments periodically or when “triggering” events oecur for the application of FIN 46(R),

Recent Acommnting Prosuscements:

In December 2007, the FASE issued Statement No. 141 (revised), "Business Combinations” ("SFAS 141(R)"). The
siandard changes the accouniing for business combinations including the measurement of acquirer shares issued in
consideration for a business combination, the recognition of contingent consideration, the accounting for preacquisition
gain and loss contingencies, the recognition of capitalized in-process research and development. the accounting for
neguisition-related restructuring cost accruals, the treatment of sequisition relmed transaction costs and the recognition off
changes in the scquirer’s income tox valuntion allowance, SFAS 14I(R) applies prospectively to business combinations
for which the scquisition date i on or after the beginning of the Girst annual reporting pernod begining on o afler
December 15, 2008, The Company will assess the impact of SFAS 141(R) il and when o futune acquisition ocours,

In December 2007, the FASH issued Statement Mo. 160, "Non-controlling Interests in Consolidated Financial
Statements, an amendment of ARB No. 517 ("SFAS 1607). The standard changes the accounting for non-controlling
{minority ) interests in consolidated financial statements including the requirements 1o classify non-controlling intenests
as a component of consolidated stockholders’ equity, and the elimination of “minority interest” accounting in results of
operations with camings atiributable 10 non-controlling interests reported as part of consolidated eamings. Additionally,
SFAS 160 revises the acoounting for both increnses and decreases in a parent’s controlling ownership interest. 3FAS 160
is effective for fiscal vears beginning afier December 13, 2008, with early adoption prohibited. The Compamy is currently
evaluating the impact of the pending adoption of SFAS 160 on its consolidated financial statements.

In Muarch 2008, the FASB issued Statement Mo, 161, "Disclosures abowt Derivative Instruments and Hedging
Activities™ ("SFAS 1617), which amends and expands the dischosure requirements of FASH Sttement No. 133,
*Accounting for Derivative Instruments and Hedging Activities” ("SFAS 133"), with the intent 1o provide users of
financial statements with an enhanced understanding of: (a) how and why an entity uses denivative instruments; (b) how
derivative instruments wnd related hedged ftems are accounted for under SFAS 133 and its related interpretations; and
(e} how derivative instruments and related hedged items affect an entity's financial position, financial performance and

i
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cash flows. SFAS 161 requires qualitative disclosures ahout objectives and sirategies for using derivatives, quantitative
disclosures about fair value amounts of and gains and losses on derivative instruments and disclosures about credit-risk-
relmed comtingent featunss in derivative instruments. This ststement applies to all entities and all dervative nstruments.
SFAS 161 15 effective for financial ststements isseed for fiscal vears and interim periods beginning after November 15,
2B, Since SFAS 161 only provides for additional disclosure requirements, there will be no impact on the Company's
financial position or results of operations upon adopticn.

In April 2008, the FASB issued FASB Sl Position ("FSP”) No. 142-3, "Determination of the Useful Life of
Intangible Asscts.” FSP 142-3 amends the factors an entity should consider in developing renewal or extension
ions wsed in determining the useful life of recognized intangible assets under FASE Statement No. 142,
*Goodwill and Other Intangible Assets.” This new guidance applies prospectively 1o intangible assets that are acquired
individually or with & group of other pssets in business combinations and asset acquisitions. FSP 142-3 is eflfective for
financial statememts issued for fiscal vears and imterim periods beginning afler December 15, 2008, Early adogion is
prohibited. The Company will assess the impact of FSP 142-3 if and when i acquines intangible assets in the future.

In Muay 2008, the FASE issued FASB S1aiT Position No, APB 14-1, "Accounting for Convertible Debt Instruments
that May be Settled in Cash Upon Conversion ("APB 14-17). APB 141 requires that the linhility and equity components
of convertible debi instrumenis thal may be settled in cash upon conversion (incleding partial cash setilement) be
separately accounted for in a manner thot rellects an issuer's nonconvertible debt bormowing mate. The resulting debt
diseount is amortized over the period the convertible debt is expected 1o be cutstanding as additional non-cash interest
expense. APB 14-1 is effective for financial stslements issued for fiscal years beginning after December 15, 2008, and
interim periods within those fiscal vears. Retrospective application to all periods presented is required excep for
instruments that were not outstanding during any of the periods that will be presented in the anmual financial statements
for the period of adoption but were outstanding during an earlier period, Since the Company currently does not have any
debit securities, the Company does not anticipate the adoption of AFB 14-1 to have any impact on its fimancial condition,
resulis of operations and cash Mows.

In November 2008, the FASB mtified EITF No. 08-6, "Equity Method Investment A.Dcwnllng
Conssderations™ ("E[TF 08-6"), EITF 08-6 clarifies that the mitial carrving value of an equity method investment should
be determined i accordunce with SFAS No. 141(R). Other-than-iemporary impairment of an equity method mvestment
should be recognized in accondanece with FSP Mo, APB 18-1, "Accounting by an Investor for lis Proportionate Share of
Accumulated Other Comprehensive Income of an Investee Accounted for under the Equity Method in Accordance with
APB Opinion Mo. 18 upon a Loss of Significant Infleence.™ EITF 08-6 is effective on a prospective basis in fiscal years
beginning on or after December 15, 2008 and imterim periods within those fiscal vears, and will be adopted by the
Company in the first quarter of fiscal vear 2000, The Company is assessing the potential impact, if any, of the adoption
of EITF 08-6 on its consolidated resulls of operations and financial condition,

In Nowvember 2008, the FASB ratified EITF 08-7, " Accounting for Defensive Intangible Assets™ (“EITF 08-77),
EITF 08-7 applies to defensive assets which are soquired mtangible assets which the acquirer does not intend 1o actively
use, but intends 1o hold to prevent its competitors from obinining sccess 1o the asset. EITF 08-7 clarifies that defensive
intangible assets ane separately identifiable and should be sccounted for a5 a separate unit of accounting in accordance
with SFAS No. 141{R) and SFAS No. 157, "Fair Value Measurerments” ("SFAS No. 157, EITT 08-7 1s effective for
intangible sssets noquired in fiscal years beginning on or after Doecember 15, 2008 and will be adopied by the

14
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Company in the first quarter of fiscal vear 2009, The Company is assessing the potential impact, if any, of the adoption
of EITF 08-7 on its consolidsted resulis of operations and financial condition,

In November 2008, the FASB ratified EITF Issue No. 08-8, "Accounting for an [nstrument {or an Embedded
Feature) with a Settbement Amount That Is Bosed on the Stock of an Entitys Consolidated Subsidiany” {("EITF 08-8")
EITF 08-% clarifies whether a financinl instrument for which the payolT to the counierparty is based, in whole or in part,
on the stock of an entity’s consolidated subsidiary is indexed to the reporting entity's own stock and therefore should not
be preciuded from qualifying for the first part of the scope exception in paragraph 11 (a) of SFAS No. 133, "Accounting
for Derivative Instruments and Hedging Activities® or rom being within the scope of EITF No. 00-19, ®Accounting for
Derivative Financial Instruments Indexed 1o, and, Potentially Settled in, a Company’s Chwn Stock.” EITF 08-8 is effective
for fiscal vears beginning on of after December 15, 2008, and interim periods within those fiscal vears, and will be
adopted by the Comparnry in the first quanter of fiscal vear 2009, The Company is curmently assessing the potential impacy,
if any, of the adoption of EITF 08-8 on its consolidated results of operations and financial condition.

During the first guarter of fiscal pear 2008, the Company adopted the following acconmting standards:

In Sepiember 2004, ihe Financial Accounting Siandards Board ("FASB") issued Statement of Financial Accouniing
Stndards Mo, 157, "Fair Value Measurements”™ ("SFAS 157"). SFAS 157 defines fair value, establishes a framework for
maeasuring fair value in generally sccepied accounting principles, and expands disclosures abowt fair value
measurements. The provisions of this standard apply 1o current accounting pronouncements that requine or permil fair
value measurements. Upon adoption, the provisions of SFAS 157 are 1o be applied prospectively with limited exceptions,
Effective January 1, 2008, the Company adopted the measurement and diselosure requirements of SFAS 157 as it relates
o financial assets and financial liabilities measured af fair value on & recurring basis, [n October 2008, the FASB issued
FASB S1aff Position FAS 157-3, "Determining the Fair Yalue of a Financial Asset When the Market for That Asset |s
Kot Active® ("FSP 157-3"), which clarified the application of FAS 157, FSP 157-3 provides guidance on how the fair
value ol a financial asset is determined when the market for that financial asset is inactive, FSP 157-3 was effective upan
issuance, ineluding prior periods for which financial statements had not been issued. The adoption of SFAS No. 157 for
these financial pssets and financial liabilities did not have a materinl impact on the Company's financial condition or
results of operations, The new disclosures required by SFAS 157 are included in Note 4.

Inn Febeuary 2008, the FASE issued FASB Siaff Position Mo. 157-2, "Effective Date of FASE Statememt
Ko, 137" ("FSP 137-2°), which delays the effective date of SFAS 157 for non-financial psaets and non-financial
lighilities except those recorded or disclosed at fair value on a recurring basis. Therefore, the Company has delayed
application of SFAS 157 10 those non-financial assets and non-financial labilities until January 1, 2009, The Company is
currently evalunting the impact of SFAS 157 on thode nos-fimancial assets and non-finsncial lisbilities on the Company's
financial pasition and results of operations, While the Company does not expect the adoption of this statement to have a
material impact on iis consolidaied financial stalemenis in subsequent reporting periods, the Company continues 1o
madvitor any additional implementation guidance that is issued that sddresses the fir value messurements for non-
financial gssets and non-financial liabilites not disclosed a1 fair value in the consolidated financial statements on at least
an annusl hasis,

In Febauary 2007, the FASB issued Statement of Financial Accounting Standard Mo, 159, *The Fair Value Option
for Financial Assets and Financial Liabilities™ ("SFAS 159°), This statement permits, but does not require, companies o
repori ai Fair value the majority of recognized financial assets, financial liabilities and firm commitments. Under this
standard, unrealized gains and bosses on items for which the fair value option is elected are reported in earnings ot each
subasquent reporting date. The
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Company adopied SFAS 159 during the firm quamer of 2008. The Company has chosen not to elect the fair value aption
for any items that are pot alrepdy required 1o be measuned at fair value in accordance with accouniing principles
generally scoepted in the United States. As o result, the adoption of SFAS 159 did not have an impact on the Company's
financial position or results of operations.

NOTE 3—DIVESTITURES
2ons

Beginning in the fourth quarter of 2007, the Company launched a number of initiatives, incheding potential
divestitures of non-core assels, 10 focus on it core growth technologies, including IPTV, [P-based softswitch and
hroodband devices. During the thind quarner of 2068, the Company completed its divestitures of UTSarcom Personal
Communications LLC and Mobile Solutions Business Unit.

UTStarcem Personal Communications LLC (PCD)

On July 1, 2008, the Company completed the sale of UTStarcom Personal Communications LLC, a whally-owned
subsidiary of the Company (*PCD"), to Personal Communications Devices, LLC ("PFCD LLC®), an emity controlled by
AIG Global Investment Croup and cenain ather investors. The total sale considerstion 1o the Company wis based
prmarly on the working capital of PCD as of the closing of the transaction, subject to certain adjustments, Upon final
settlement of the working capital adjustments in the foarth quaner of 2008, the total sale consideration 1o the Company
was 5237.7 million. During 2008, the Company recorded net cash proceeds of $219.1 million from the sale of PCD,
which was represented by the total sake consideration of $237.7 million, less $8.6 million of tramsaction costs and
5100 million held in escrow. At December 31, 2008, the Company recorded an additional $1.3 million of transaction
costs which hod been incurred but not vet paid. The $10.0 million held in eserow is 1o be held for o period of one vear to
secure indemmification claims made by the purchaser, if any, and is included in prepaids and other curment assets in the
consolidated balance sheet at December 31, 2008, The Company also invested $1 .6 million in equity securities
represeniing approximaicly a 2.5% interest in FCD LLC. Pursuani to the ferms of the divestiture agreement, ihe
Company may be entitled to receive up to an additional 350 million earnowt payment in 2011 based on the achievement
of cumulative eamings levels of PCD LLC through December 31, 2010, Previously, PCD was a reportable segment of
the Company.

The Company reconded a 53.8 million gain on sale of PCD net assets during 2008, The following table summarizes
the components of the gain on sale {in thousands):

Purchise price § 237669

Less:
Accounts receivable, net (121,979)
Inventories (205,367)
Prepaids nnd other assets (BBES)
Property, plant and cquipment, net {1,339)
Intangible assels, net (15,783)
Accounts payuble B9.628
Crther linbilities 39,999
Estimated wransaction related costs (9.980)

(iain on sale, net of tax 5 31763
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Concurrent with ihe closing of the irmnsaction, the Company entered into a three-year supply agreement with
PCD LLC wherchy the Company indicated its intent to supply handset products to PCD LLC. Due to the expected
ongoing direet cash Mows pursuant o the supply agreement, the sale of the PCD asseis did not meet the criteria for
presemation as a discontinued operation under SFAS 144, "Accounting for the Impairment or Disposal of Long-Lived
Assets™ (SSFAS 144")

Muobile Selutions Business Unit (MSELY

On July 31, 2008 the Company completed the divestiture of its Mobile Soltions Business Unit {("MSBLU™) 1o n
global private equity firm. During the third quarter of 2008, the Company reconded a net gain on divestiture of
53.9 million. This gain resubied from transferring net labilities of approximately $9.0 million, netied against cash
payments made by the Company of approximately 55.1 million, including transaction related costs of 503 million. The
net liability primarily consisted of deferred revenue and other liabilities totaling $27.8 million offset by deferred costs
and other assets of approximately $18.E million. Previously, MSBL was reponied as part of the Compamy®s Other
segment. Concurrent with the closing of the transaction, the Company entered into a manufacturing agreement whereby
the Company will continue 1o develop and manufisciure wirebess IP-based products for sale to the divested entity. Due 1o
the ongoing direct cash Mows pursaant 1o the manufbcturing sgreement, the aale of the MSBU assets did not meet the
criteria for presemation as a discontinued operation under SFAS 144,

2086
Sole of Assers to Marvell Technology Gronp Lid-

In February 2006, the Company sold substantially all of the asaets and selected liakilities of its semiconductor
design business division to Marvell Technology Group Lud. ("Marvell™). The assets sold included the azsets relared to the
prior acquisition of Advanced Communications Devices Corporation in 2001, and other system=on-chip semiconductors,
The Company recognized a gain on ths sale of assets of $12.3 million during 2006, The gain was determined based upon
todal net proceeds less the net book value of assets =old of $2.9 million and the value of the supply agreement of
520.2 million. Included in the cosh received was $16.0 million exmed by the Company s o result of achieving certain
defined milestones. The Company received payment of this $16.0 millson in October 2006. Upon satisfaction of certain
escrow conditions, the Company received an additional 34.3 million in cash in August 2007 which was recorded in the
consolidated stalement of operntions as gain on divestiture in 2007, In connection with the sale of pssets, the Company
entered into a supply agreement with Marvell to purchase chipsets for the Company's handset products over the next five
yenrs, The value allocated 1o the supply agreemient of 320.2 million is inchsded in other current and long-1erm linbilitics,
and is being amortized in proportion to the quantities of chipsets purchased under the supply agreement over five years,
For the years ended December 31, 2008, 2007 and 2046, approximately $8.8 million, $1.3 million and $1.7 million,
respectively, have been amortized against cost of sales.

MOTE 4—CASH, CASH EQUIVALENTS AND INVESTMENTS

Cash and cash equivalents, consisting primarily of bank deposits and money market funds, are recorded at cost
which approximates fair value becouse of the short-term nature of these instruments, There were no available-for-sale
securities included in cash and cash equivalents at December 31, 2008 or December 31, 2007. Short-term investments,
consisting of bank notes and avoilable-for-sale securities, were $4.3 million and $55.6 million at December 31, 2008 and
December 31, 2007, respectively.
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The Company accepis bank noles receivable with maturity dates of between three and six months from its
customers in China in the normal course of business. The Compary may discount these bank notes with banking
institutions in China. A sale of these notes is reflected xs o reduction of cash and eash squivalents or shor-term
invesiments and ihe proceeds of the settlement of these noles are inchsded in cash Nows from operting activities in the
consolidated staternent of cash flows, The Company sold 330.5 million of bank notes, and recorded costs of $0.4 million
a8 @ fegult of diseounting the potes, during 2008. There were no bank notes gold during 2007 and 2006, see Note 6.

Shon-aerm investiments decreased at December 31, 2008 from December 31, 2007 primarily due 1o sale of
investments with a camyving value of $42.4 million at Desember 31, 2007, The available-for-sale securities investments
are recorded at fair value (see below). Any unrealized holding gains or losses are reported as a component of other
comprehensive income, net of related income tax effects. Realized gains and losses are reported in camings. At
December 31, 2008, the long-term investments included 53.3 million of unrealized holding boss which was recorded in
accumulated other comprehensive income. There was no unrealized holding gain or loss in shori-term invesiments, Af
December 31, 2007, the bong-term and short-term investments included 51.0 million unrealized holding loss and
%369 million of unrealized holding gain, respectively.

The Rallowing table shows the break-down of the Company's total investments ot December 31, 2008 and
December 31, 2007 (in thousands

December 31, December 31,
R ... I ..., -

i thousmnils)
Exquity Securities:
Giemdabe Company, Lid £ — & 30,595
Infinera -— L1.75%
Global Asia Partners P, —_ 2,113
Cortina 3348 3,013
MRY 1,170 3,523
GET SemiConductor, Inc. 3,000 3,000
Xalted Networks 3,302 3,302
FITEL —_ 123
PCD LLC (HIe —
Tumstone 4,800 -
Diher 471 1,593
Total Equity Securities 17,681 59,021
Bank notes 4,262 33,275
Toial investments £ 21953 § RE1294
Shon-term investments $ 4262 § 65629
Long-term investments £ 1769 § 16667

Cremdale

Cierndale Co., Lud {“Gemdake"} is a renl estate company that invests and develops propenies in China, primarily in
Shanghai, Beijing, Shenrhen and Wuhan, The investrment was classilfied as equity securities svailable-for-sale and
recorded @ fair valie, Durng 2007, the Company sold a portion of the investment for approximotely 554.5 million cash
and recorded a gain of $53.7 million in other income (expensel, net, During the first quaner of 2008, the Company sold
its remmining investment for

215/278



EDINETOOOO
OO00ooO00ooOo0obDo00oO00o0O00DbOO000DOO0Oo(eossrs)
oOoOooodn

Table of Contems
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

approximately $32.9 million cash and recorded a gain of 532.4 million in sther income (expense), net. At December 31,
2007, Gemdale was included in shon-lerm invesimenis.

Infinera

Infimera Corporation ( "Infinera™) develops optical telccommunications systems using photonic integrated circuits.
Infinera became a public company os a result of its initial public offering in June 2007. The investment was classified as
an equily security available-for-sale and recorded at fair value. During 2007, the Company recosded a net unrealized gain
of 399 million, in other comprehensive income, representing the difference between the fair value of the investment on
Drecember 31, 2007 and the initial investment amount of $1.9 million. Dhring the first quarter of 2008, the Company sold
all of its ivvestment in Infinera for total procesds of $9.2 million and recognized o gain of $7.3 million in other income
{expense), net, AL December 31, 2007, Infinera was included in short-term investments,

Crlobal Azia Paviners L.P

Gilobal Asia Pariners LP. ("GAP*) is a venture capital fund formed 1o make privaie equity invesiments in privaie
and pre-1PO technolegy and telecommunications companies in Asia, Between June 2002 and April 2005, the Company
invested a total ol 52,6 million in the fund. As of December 31, 2007, the Company owned 49% of the fund's oulstanding
parinership units and the invesiment is accounted for under the equity method. Eamings in the equity imerest in GAP
were 30,1 million and 0.4 million for 2008 and 2007, respectively. There were no eamings recognized in the equity
interest in GAP for 2006

During the third quarter of 2008, the Company's review of this investment included, but was pat limited 10, o review
of GAP's cash position, recent financing activities, financing needs, camings/revenue outlook, operotional performance,
manngement/ownership changes, and competition. Based on this review, the Company determingd thnt the enrmying
value of the investment exceeded the fair value of the investment, and the decline was other-than-temporary. As a result,
during the third quarter of 2008, the Company recorded a $2.2 million write-down in the value of this investiment in odher
income (expensc), net.

Corting Systems / fmnenSiar

In September 2004, the Company invested 32.0 million in Series A preferred stock of ImmenStar, Inc.
{“lmmenStar”). ImmenStar was a development stage compony that designed a chip that was used in the Company’s
product. This investment was accounted for under the cost method. In February 2007, ImmenStar was acquired by
Cortina Systems. Inc. ("Cortina”™). In exchange for the Company's investment in ImmenStar, the Company received
3.6 million shares of Series 1) Preferred Stock of Corting ot $0.837 per share, $1.8 millson cash in March 2007 and
received an additional (.4 million shares of Series I Preferred Stock at $0.837 per share and $0.2 million cash from
escrow during 2008, As a result of the acquisition, the Company recorded a gain on investment of $2.8 million, in other
income, net in 2007 and $0.5 million in 2008. The Company owns approximadely 1% interesi of Coriina ai both
December 31, 2008 and 2007 and accounts for the investment in Cortina using the cost method.

MRV Fiberxon

On July 1, 2007, Fiberson, an investment in which the Company hod n 7% ownership interest, completed o merger
with MEV Communications {"MRY" ), which is a publicly-traded company in an

(L
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active market, [n exchange for the Company's interest in Fiberxon, the Company was entitled to receive $1.5 million in
cash, 1,519,365 shares of MRY common stock valued at approximately $4.5 million and defermed considermion of
appraximately 52,7 million, The deferned considerntion becomes payable upon the completion of certain milestones and
may be reduced by legitimate claims of MRV for certain matters relsted to the merger. In the third quarter of 2007, the
Company received cash consideration of $1.5 million and 1,519,365 shares of MRV common stock and recognized a
gain on investment of 2.9 million,

During 2008 and 2007, the Company recorded an unrealized loss of 52.4 million and $1.0 million, respectively, in
other comprehensive income representing the change in fair value of the investrent during 2008 and 2007, respectively.
Because the Company has the ability and intent to hold this invesiment until a recovery of fair value, the Company docs
nol consider this investment 10 be other-than-temporarily impaired. At December 31, 2008, MRV is the only investment
accounted for under SFAS 115, "Accounting for Certain Investments in Diebt and Equity Securities” as equity securitics
available-for-sale and recorded at fair value.

GCT Semicendncior

In Ciciober 2004, the Company invesied $3.0 million in GCT Semiconducior, Inc. This invesiment represenis
approximately o 2% interest in GCT Semiconductor, Inc., which designs, develops and markets integrated circuit
products for the wireless communieations industry. This investment is accounted for under the cost method.

Nalred Nevworks

Tn May 2005 and August 3008, the Company invested $2.0 million and $1.0 million, respectively, in Xahed
Metworks (" Xalted"). In March 20086, the Company invested an additional $0.3 million in Xalted. Xalted is a
development stage company providing telscommunication operator customers with & comprehensive set of network
systems, software solutions and service offerings. The Comipany had a %% and 11% ownership interest at December 31,
2008 and December 31, 2007, respectively, on a fully diluted basis, in Xalied and accounts for the investment using the
cost method.

FITEL

First Intemational Telecom Corporation ("FITEL™), which was a publicly-traded company in an active market in
Tarwan, is n provider of telecommunieations and data transmission services in Taiwan und Hong Kong, providing mobile
paging. mobile data and wireless services. The Company invested $0.1 million in July 2003 and $2.0 million in
March 2008 in FITEL. As of December 31, 2007, the Company had bess than 2% of ownership interest in FITEL. During
2007, FITEL was voluntarily temiporarily delisted from the publicly-traded market for mising funds through a private
placement for developing its new WiMAX business. Prior to the delisting, the investment was accounted for under
SFAS 115. During the third quarter of 2008, FITEL filed a petition for reorganization under Taiwanese law. As a result
of the filing, management re-evalunied the carryving value of this investment, including reviewing FITEL's cash position,
recent fimancing activities, financing needs, camings‘revenue outlook, operational performance, management'ownership
changes, and competition. Based on this review, the Company recorded a 2.1 million write-clown in the value of this
invesiment in other income (expense}, net in the third quarster of 2008,

1o
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PCDLLC

In eonnection with the divestiture of PCD, the Company invested $1.6 million in shares of common stock

representing approximately a 2.5% ownership interest of PCD LLC. The invesiment is accounted for under the
cost method,

Turnstone

In October 2008, the Company invested 54.8 million inte Tumstone Environment Technologies LLC ("TET"),
established in fourth quarier of 2008, in cxchange for 5,180,788 Scrics A Preferred units representing approximately
2% of voting interest at December 31, 2008 and 500,000 Serics A Preferred warrants ab an exercise price of $0.9265 per
unit and with an expiration term of 3 years. The Company is not obligated to make further capital coniributions. TET's
miissbon is 1o secure the licensing rights to environmentally friendly, renewable energy technologics for distribution 1o
various emerging markets, with an initial focus on India. TET is considered as a Variable Interest Entity ("VIE"), where
the Company is the primary beneficiary and does nol hobd a majority voling interest, The asset, the liabilities and
aperating resalts of the VIE wene determined 1o be imisaterial as of December 31, 2008 and, therefore, has aot been
consolidated. The creditors of the VIE do net have recourse 1o the Company, thereby limiting the lability risks
asgocised with the Company’s variable interests in the VIE, see Note 20,

Fair Value Measurements

As discussed in Note 2, effective January 1. 2008, the Company adopied SFAS 157 as it relates to financial assets
and liabilities that are being measured and reported at fair value on a recurring basis. Although the adoption of SFAS 157
did not materially impact s financial condition, results of opermtions, or cash flows, the Company is now required 1o
provide additional disclosures as pant of its financial statements. In accordance with FSP 157-2, the Company deferred
adoption of SFAS 157 as il relates to non-financial mssets and labilities measured a1 fair value on o nonrecurring basis,

FAS No. 157 clanifies that fair value is an exit price, representing the amount that would be received 10 sell an asset
or paid to transfer a liability in an orderly transaction between mm'hﬁ[nrlicipa.rls. As such, fair value is a market-based
mensurement that should be determined basced on assumptions that market participants would use in pricing an asset or
linbility. As a basis for considering such assumptions, SFAS Mo. 157 establishes o three-tier valoe hierarchy, which
pricritizes the inputs used in measuring fair value as follows: {Level 1) observable inpuls such as quoted prices in active
markets; {Level Z) inputs other than the quoted prices in active markets that are observable either directly or indirectly, or
quoted prices. in bess active markets; and {Level 3) unobservable inputs with respect to which there is little or no market
data, which require the Company to develop its own assumptions. This hierarchy requires the Company 1o use
observable market data, when available, and 10 minimize the use of unobservable nputs when determining fir value, On
a recurring basis, the Company measures cenzin financial assets ot fair value, including its marketable securities.

At December 31, 2008, the Company's money market funds and its investment in MRY are reconded at fair value,
classified within Level | of the fair vahse hiernrchy. The Company has no other finoncial sssets or Habilities that are
being measured a1 fair value at December 31, 2008,
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NOTE 3—RESTRICTEIN CASH

At December 31, 2008, the Compary had short-term restricted cash of 5168 million, and had bong-term resiricted
cash of $18.2 million included in other long-term assets. Al December 31, 2007, the Comparry had short-term restricted
cash ol $6.4 million, and had long-term restricted cash of $20.2 millkon included in other long-term mssets. These
armounts primarily collateralize the Company's issuances of standby and commercial letters of eredic

NOTE 6—NOTES RECEIVABLE AND RECEIVABLE PURCHASE AGREEMENT

The Company sccepis hank notes and commercial noles receivable from its customers in China in the normal course
of business. The notes are typically non-interest bearing, with maturity dates between three and six months. Bank notes
are included in short-term invesiments. Commercial notes receivable were 5111 million and 512.6 million at
December 31, 2008 and 2007, respectively. The Company muy discount these notes with banking instiutions in China.
A sale of these notes is reflected as a reduction of notes receivable and the proceeds of the settfement of these notes are
incheded in cash fNlows from operating activities in the consolidated statement of cash Nows. Any notes that are sold are
el e lusded in the Company's consalidated balanee sheets if the criterin for sabe treatment citablished by SFAS Na, 140,

“Accounting for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities," has been met, There
were no notes receivable sobd during 2008 and 2007,

In August 2005, the Company entered into a Commitied Receivables Purchase Agreement (™A greement™) with o
financial institution, whereby the Company could sell up to S100.0 million of its eligible accounts receivable, os defined
in the Agreement. In March 2008, the Company terminated the Agreement. No reccivables were sold pursuant 1o this
arrangement and no premiums or penaliies were incurmed by the Company in connection with the termination of this
Agreement. The Company recorded immaterial commitment fees during the vears ended December 31, 2008, 2007
and 2004,
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NOTE T—BALANCE SHEET DETAILS
The following tables provide details of selected balance sheet items (in thousands):

Dotemsber 31,  Deember 31,
—t T

Inventories:
Raw materals § 15545 § 34413
Work in process. 33,524 35853
Finished goods 122238 264.201
Total § 171,307 § 334,467
Property, plint snd equipment, net:
Buibdings § 184353 § 172370
Leasehold improvemnents 15,855 18,090
Automobiles 4835 5450
Software 39427 24,532
Equipment and fumiture 184,897 197,961
Construction in progress 3,001 13.307
432388 431,650
Less: socumulated depreciation (257,001)  (232.556)
Tatal $ 175287 S 200004
e ——s
Diher current Habilithes:
Accrued contract costs 3 37006 3 42,353
Accrued payroll and compensation 39256 61,203
Warranty costs 29,540 52,734
Accrued other taves 15,149 17.911
Accrued interest expenses -_— 10,255
Accrued advertising 1,543 14,598
Restructuring cosls 9511 3191
Onher 30,739 45,054
Total $ 163046 § 247,209
NOTE 3—LONG-LIVED ASSETS

2008

Druring the third quaner of 2008, the Company divested intangible sssets with & net carrying amount of
approximarely 5158 millicn in connection with the sale of PCD, see Note 3. In the fourth quarter of 2008, the Company
decided o exit the CSBLU market and reconded a charge of approximately $4.9 million to write-ofT the remaining
unamoriized balance of a customer relationships intangible asset arising from the Company®s previous acquisition of
Commworks. As a result the Comparny’s consolidated balance sheet a1 December 31, 2008 contains no balances for
finite-lived intangible assels subject 1o amortzation.

During the fourth quarter of 2008, the Company’s intermal forecasts were revised dowmwards as 1o take account of
the rapidly deteriorating business environment. In addition, the combined effect of recurring operating losses and a
sustained decline in the Company's stock price were determined, in the
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aggregate, o be a "significant sdverse change in the business climate®, which is o triggering event for long-lived assets
impairment smalysis.

The Company determined its long-lived asset groups, which the Company considers 1o be "held and used” in its
operations. based upon certain factors including assessing the bowest level for which identifinble cash flows are larpely
independent of the cash flows of other groups of asscis and linbilities. The assel groups consist of the Company's
operating segments and entitv-wide assets such as the Company’s China hesdquaners building. Estimates of future cash
flows developed during the 2009 budgeting process indicated that each of the Company's business segments had an
inability 1o fully recover the camrying value of each segment’s assets and on an entity-wide level had an inability o fully
recover the carryving value of the asset group. Accordingly, the Company tested the carrving values at December 31,
2008 of all of its peoperty, plant and squipment for impairment. For all asset groups except the Company's China
hendquarters building, the testing involved estimating the fair value in an exchange transaction of ench ssset group,
comparing such fair value to the carrying value of the aswet grouping, and recording impairment charges o reduce the
carrying value to estimated fair value in those cases where the pre-impainment carrying value of sn assei group was
abave its estimated fair value,

The Company made various estimates as discussed below, which management believes to be both reasonable and
appropriale, in detenmining the estimated fair villues of the Company's assel groups ai December 31, 2008. In concluding
on fair values management also considered, in part, the results of appraisals made as of December 31, 2008 by valuation
firms of the fair value of the Company’s facility in Hangzhouw, China and certnin of the Company's squipment and
furniture, software, automobiles and leaschold improvements which the Company obtained to confirm the
reasonableness of its estimates,

The Company’s manufacturing, research and development, and adminksirative offices facility in Hangrhou, China,
which had a carrying value of approximately $167.4 million st December 31, 2008, was the largest single asset subject 10
impairment testing, Management initially considered whether using comparable market transaction activity (market
comparison approach) to estimote the current fair value of the Hangzhou facility would be both feasible and sufficiently
objective in the circumstances but discovened the secondury murket for similar industrial properties from which 1o derive
sales data was not sufficiently robust 1o place primary reliance on this valuation approach. Therefore. management
primarily used the meome capitaliztion approach Lo estimate fair value; this valuation appreach involves estimaling a
gument market restal for the Facility through an analysis of rents of similar facilitics, cither in the kocality orin
comparable districts, and then using an applicable capitnlization rate to estimate fair valee. This resulted in determining
the estimated fair value for the Hangehou facility 1o be approximately $183.2 million at December 31, 2008, or
approximately 5158 million greater than the corryving value. No impairment charge was recorded as the estimoted fair
value of the Hangzhou facility exceeded camrying value,

The Company also wested individually significant equipment and fumilure, software, automobiles and leasehold
improvements located in China, India, Japan, Koren, and the United States for impainment, primarily wsing the cost
approsch o estimate related fair values. To determing each tested asset's estimoted fair value at December 31, 2008,
adjusiment fisctors were applied 1o the mset’s original cost first 1o estimate curment replacement cost snd then to estimate
deductions from the estimated current replacement costs 1o recognize the effects of deterioration and obsolescence from
all causes as well as de-installation costs, This effort resulted in an impairment chirge of approximately $22.3 million,
which consisted of $11.9 million for the Company’s enterprise resourcs planning {"ERP*) system, $6.7 million for
equipment and furniture and 53.7 million primarily for copitnlized software.
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Management believes it is reasonably possible thai sdditional impairment charges thai would reduce furiher the
carrving values of the Company’s property, plant end equipment may arise in 2009 if the Company is unable to achieve
operzting results anticipated by the Company®s 2009 financial plan.

2087

Tn 2067, in light of then current market conditions, management conducted an in-depth stratzgic analysis, which was
completed in the fourth quarter of 2007, to define a new corporate straegy. In its review management challenged the key
mssumptions in the Company's overal] strategic business and monufacturing capoeity plans in light of continued declines
in the Company's revenues, exchuding the PUD segment, which appeared to be persistent. As a result, the Company
revised its near and medium term revenue expectations downward significantly to take into scoount persisiend weak
global and industry economic conditions, the new strafegic direction, as well as the declines in revenues the Company
had experienced. The material changes in the Company's outlook and plans, which the Company was first able to
guantify in the fourth quarer of 2007 as a result of the strategic review and its 2008 budgeting process, trigeered an
impairment review of its long-lived assets.

Based upon its 2007 goodwill impairment assessment, the Comparry reconded goodwill impairment chargess of
approximately $3.1 million during the vear ended December 31, 2007, The impairment charges represented the excess of
the carrying amount of the goodwill of the Other segment over its implied fir value, The consalidated balance sheets as
of Decemnber 31, 2008 and 20607 contain no goodwill balances.

The Company also determined that estimated undiscounted cash flows within the Other segmient were not sufficient
io recover the carrying value of certain long-lived assets. The Company caleulated the estimaied fair values of intangible
assets subject to amortization in the Other segment using expected discounted future cash flows and recorded an asset
impairment charge of apgroximately $10.5 million Tor the customer relationships and 53.2 million fior the existing
technology intangible assets. An appreximate 31.1 million impairment charge was recorded to recognize impairment in
the carrying value of certain equipment in the Other segment s well.

As of December 31, 2008 and 3007, imangible maets consisted of the following:

Decomber 31, D Decrmbar 31, 3907
s O Amouni Nl Caprying Amousi  Grows Caryieg Amoent N Ca Amouni

iim iowamds
Existing technology 5 - 5 - Mile 3 473
Customer relaticiships — — 46,762 22,086
Trade names -_— _ 4,540 _
Non-compete agreement —_ — 10,800 2,250
5 — 5 — ¥ wEIE § 24,809

Amortizaiion expense was 54,1 million, $16.0 millkon and $18.% million for the years ended December 31, 2048,
2007 and 2006, respectively, During 2006, the Company did not record any impairment charges related 1o technology
intangible assels because there were no circumstnces or events thal occurmed which indicated a possible impairmen,
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NOTE 9—DEBT
The following represents the cutstanding borrowings at December 31, 2008 and 2007:

December 30, 2000 December 31, 20T

(i thowsands)
Bank boans 13 - 3 47,981
Capital lease obligations, at 4.7%-10.0% — 581
Convertible subordinated notes. due March 1, 2008 — 274,600
Total Debt 5 — 323,182
Long-term debt - 333
Short-term debt 5 — % 322829

A December 31, 2008, the Company had no bank boans outstanding. Al Diecember 31, 2007, the Company had
loans with various banks totaling 3450 million with interest rates ranging from 3.75% to 7.10% per annum.

At December 31, 2008, the Company had a credit facility in China totaling $263.8 millkon, of which $146.6 million
was for working capital purposes and the remainingz $117.2 million was for use in support of betters of credit and
corponate guarantess. This facility was entered into during the third quorter of 2008 and requires collateralization for
working capital draws in excess of $29.3 million and‘or non-working capital draws in excess of $44.0 million. As of
December 31, 2008, $219.0 million of the total credit facility remmined available. This China line of eredit expires in the
third quarter of 2008, As of December 31, 2008, the Companmy had not guaranteed any debt nod included in the
condensed consolidated balance sheet.

O March 21, 3008, the Company entered imo a eredil agreement providing for a $75.0 million secured revolving
credit facility that wis subject to an accounts receivable and inventory borrowing hase formuln and was used during the
second quaner of 2008 to fumd the Company’s generil working capital requirements, During the second quarter, the
Company repaid all outstanding borrowings under this eredit agreement. On June 30, 2008, in connection with the entry
into an agreement for the sale of PCD (see Note 3), the Company terminated the commitments under the credit
agreement. Upon termination of the credil spreement, the Company expensed the remaining unamorized debl ssuance
costs of approximately $1.1 million,

Oin March 12, 2003, the Company completed nn offering of $402.5 million of 7% convertible subordinnted notes
due March 1, 2008 1o qualified buyers pursuant to Rule 1444 under the Securitics Act of 1933, The notes were
convertible into the Company's common stock, under certain conditions, a1 a conversion price of 523,79 per share and
were subondinated 1o all present and fiture senior debl of the Compary. Al the initial conversion price, cach 51,000
principal amount of notes will be convertible into 42,0345 shares of commion stock, Expenses associnted with the
convertible subordinated notes issuance were $11.7 millkon and were recorded in other [ong-term assets and were
amortized over the life of the notes.

Concurrent with the issuance of the convertible notes, the Company entered into a convertible bond hedge and o call
oplion transaction. The convertible bond hedpe, as amended, allowed the Company to purchase 1 1.5 million shares of its
commaon stock ai $23.79 per share from the other party io the agreemend. The written call option, a5 amended, allowed
the holder 1o purchase 11.5 million shares of the Company’s common stock from the Company at 532025 per share.
Both the bond hedge and call option transactions expired on March 1, 2008.

126

223/278



EDINETOOOO
OO00ooO00ooOo0obDo00oO00o0O00DbOO000DOO0Oo(eossrs)
oOoOooodn

Table of Conlems

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

The Company recorded these instrumenis al cosi, s their carrving value ai December 31, 2007 equaled their
original cost a5 adjusted for amendments reloted to the early extinguishment of debt. The convertible bond hedge and call
oplion transactions were expected (o reduce the potential dilufion from conversion of the notes. The options have been
inchsded in siockholders' equity in aceordance with the guidance in EITF Mo, 00-19, *Accounting for Derivative
Financial Instruments Indexed to, and Potentially Settled in, a Company®s Own Stock.”

Effective January 9, 2007, the Company and the holders of the remaining 5274.6 million of converible
subordinated notes entered into a First Supplemental Indenture, providing that any failere by the Company 1o comply
with certain provisions of the oniginal agreement will not result in o default or an event of default through May 31, 2007,
The convertible subordinuied notes accrued an wdditional 6.75% per anmum in special interest from and after January 9,
20007 o the Manch 1, 2008 matunity date of the notes. Payments of the special imterest were made in sdkditson 1o and at the
same time and in the same manner as regularly scheduled payments of interest 1o holders entitled to such regularly
sehesluled poyments of inferest. As a result of the First Supplemental Indenture, the converiible subordinated notes bore a
stated interest rate of 7.625%.

Subsequently, the Comparry solicited and obtained the requisite consents firom the holders of the notes 1o o waiver,
effective July 26, 2007, of any default which may hive oceurred prior 1o such date die 1o the delay in fling and son-
compliance with cenain covenants, and the Company entered into a Second Supplemental Indenture with the Trustes,
dated July 26, 2007, after receiving consent from holders of more than 50% of the cutstanding aggregste principal
amount of the convertible subordinaied notes in connection with the Company’s comsent soliciation announced July 19,
2007, The Second Euppl:nmnl Indemture provided that the convertible subordinated notes accrue additional imerss: ata
rute of (a) 6.75% per annum in gpecial interest from and after January 3, 2007 1o and including Jube 25, 2007, and
{b) 10% per annum in special interest from and after July 26, 2007 to the date the notes are paid, prepaid,
converted urnlhrrwu:mm be outstanding. The specinl interest mie provided by the Second Supplemental Irldrnrnn
represented an incrcase of 3.25% per annum over the special interesi mic of 6.75% provided by the First Supplemental
Indenture. As a resall of the Second Supplemental Indenture, the convertible subordinated notes hod a siated interest rafe
of 10.875%. Payments of special interest were made in addition to, and at the same time and in the same manner as,
regularly schedubed payments of interest to holders entitled o such regularty schedubed pay ments of intenest.

On March 3, 2008, the Company repaid the convertible subordinated nofes of $289.5 million which included a
principal pavment of $274.6 million and the accrued interest of $14.9 million.
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NOTE I0—WARRANTY OBLIGATIONS AND OTHER GUARANTEES

Warranty obligations, included in other current liabilities are as follows (in thousands}:

Balance w December 31, 2005 § 79,227
Aceruals for warranties msued during the period 3B148
Setllements made during the period (30.967)

Halance at December 31, 2006 5 66,408
Accruals for warranties issued during the period 32987
Settlements made during the period (46,6561)

Halance a1 December 31, 2007 552,734
Accruals for warranties issued during the period 16,665
Settlements made during the period (25.435)
Wrranty obligations divested upon the sale of PCD (10,1243

Balance m December 31, 2008 £ 29,840

During 2005, the Company recorded a special warranty charge for equipment sold to Softhonk during 2003 and
200, Since the agreement to repair these parts exceeded the Company's normal warranty terms, the Company recorded
special warranty charges of $1 1.7 million for certain asvnchronous digital subscribeer line (" ADSL) products,
$4.0 million primarily for multi-service optical imnsport product {"NetRing™™) equipment and $14.% million for Gigabii
Ethernet Passive Optical Network ("GEPON™) equipment. During 2006, the Company recorded an additional warranty
charge of $5.6 million, consisting of 529 million for the NetRing equipment and 527 million for the GEPON equipment
sold to Softbank, based on the resulis of the Company's analysis of warranty costs incurred and revised estimates of the
remaining liability. During 2007, the NetRing reserve was reduced by $2.3 million based on the change in scope of the
project, warranty cost mcurred and estimated remaining liability. In addition, a previously established reserve of
$2.5 million in 2005 was reversed in 2007 due to the cancellation of a retrofit project. The remaining reserve balance
related to Softbank special warranty costs is $1.5 million at December 31, 2008,

Certain of the Company’s sules contracts include provisions under which customers would be imdemnified by the
Company in the event of, among other things. a third-party claim against the customer for intellectual property rights
infringement relsed to the Company’s products, There are no limitations on the maximum potential future pavments
undder these puarantees, The Company hus nol secrued any amount in relation to these provisions xs no such chiims have
een made and the Company believes it has valid, enforceable rights to the intellectual property embedded in
its products.

NOTE 11—PROVISION FOR INCOME TAXES

United States and foreign mcome {loss) before income taxes and minonty irmnerest were as follows:

—Yrurs ruded Drgymibeer M,
a0 DT 1N
im ihousanids)
United States S (3B100) S{114,600) S(177,762)
Foreign (I05,637)  (50,855) 43,833

S{143,737) S{165465) S{133,927)
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The components of the provision (benefit) for income taxes are as follows:

YWeurs Endod Decomber 3,

FIT Fod 0o
[ln iR malks |

Curment

Federal £ (s — 5 —
Stnte 8 (4) 7
Foreign 13,561 20,994  (13,808)
Todal Curremt S13,527 520990 S{13.801)
Deferred

Federal - - —
State — — —
Foreign (64400 11908 (1,239
Total Deferred (6,440) 11908 (1223)
Todal 5 7087 S3LE9R S(15.004)

The Company adopled the provisions of FASH Interpretation Mo, 48, "Accounting for Uncertainty in Income
Taxes-an inerpretation of FASB Statement Mo, 109" ("FIN 48%) on January 1, 2007,

As of December 31, 2008, the Company’s gross unrecognized tax benefis istaled $92.8 million and are included in
Other Long Term Liabilities, net of certain deferred tax assets and the federal 1ax beneffit of state incame 12 items
idaling SE2. 1 million, 17 recognized, the portion of gross unrecognized tax benefis that would decrease the provision for
ngome loes and increase the Company's nel income & approaximately 510.7 millioa, The tolal unrecognized 1ax benelits
and increase for the current period of these unrecognized tax benefits relate primarily o the allocations of revenue and
costs among the Company's global opertions.

As of December 31, 2007, the Company’s groas unrecognized tax benefits totaled $79.7 million and are included in
Other Long Term Liabilities, net of certain deferred tax assets and the fiederal tax benefit of stale income tax items
totaling $71.3 million 1T recognized, the portion of gross unrecognized tax benefils that would decrease the provision for
income iaxes and increase the Company's net income is appreccimately 58.4 million. The total unrecognized tax benefits
and increase for the current period of these unrecognized tax benefits relate primarily 1o the allocations of revenue and
costs among the Company's global operatiens.

The Company recognizes mmterest expense and penalties related to the above wiresognized tax benefits within
ingome tax expense. The Company had accrued imterest and penalties of approximately $3.2 million as of December 31,
2007 nned npproximately 539 million as of December 31, 2008,

The Company is subject to taxation in the U5, federal jurisdiction and various U5, state mnd foreign jurisdictions,
The Company's income tax returns for the 2003, 2004, and 2005 tax vears were aodited by the United States Internal
Revenue Service. The Company has paid $0.2 million during the vear in connection with the sudit. The Company is also
under audit by the txing authorities in China on a recurring basis, The material jurisdictions that the Company is subject
o examination are in the United States and China. The Company’s tax years for 1998 through 2008 are still open for
examination in Ching. The Company's tax years for 2003 through 2008 are still open for examination in the
United States. The Company believes that it is reasonably possible that the amount of gross unnecognized 1ax benefits
reluted to the resolution of income i matters could be reduced by
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approximately $26.6 million during the next 12 months as income iy audits are sertled and statute of limitations expire.
The portion of the $26.6 million of gross unrecognized 1ax benefits that would decnease the provision for income taxes
ond ingrease the Company's net income i approximately 51.3 million.

FIN 48 established criteria for recognizing or continuimg to recognize only maore-likely-than not tax positions, which
may resuli in income tax expense volatility in fiulune periods. While the Company believes that it has adequately
provided for all tax positions, amounts asserted by taxing outhorities could be greater than the Company's accrued
position. Accordingly, additional provisions on income tax related matters could be recorded in the future s revised
estimates are made or the underlying matters are seiiled or otherwise resolved.

A summary of the Company's unrecognized tax benefits is as follows:

bl [ ]

imm {bousandy)
unrecognized tax benefits (UTBs) 5 79,678 § 79,667

Additions based on tax positions relsted to the current year 11.916 B.764
Reductions based on tax positions related to the curment yeor = (B,359)
Additions for tax positbons related to prior years 1,962 B4l
Reductions for txx positions related 1o prior venrs (783} (B535)
Selements — —
Lapse of statute of limitstions. —_ —_
Ending balance-—gross unrecognized tox benefits (UTH's) 92,7973 To.6T8
UTB's as a credit in deferred taxes {TB.344)  (6T.586)
Federal benefit of state taxes (3,767} (3,718}
UTHs that would impact the effective tax rate 5 10662 § B3N

In establishing its deferred income tax assets and liabilities, the Company makes judgments and interpretations
based on the enacted tax laws and published tax guidance applicable 1o its operations. The Company records deformed tax
nssets and linhilities and evaluates the need for valuntion allowances to reduce the deferred tax assets 1o realizable
amounts. The likelihood of a material change in the Compamy's expecied realization of these assets is dependent on
future taxable income wmd its ability to use foreign s credit carry forwards and carrybacks.
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A summary of the components of net deferred iax asseis is as follows:

Dwcymber ¥1, D08 Decomber 31, 2007

{1 thuEsamdsj
Deferred Tax Assels
Allowances and reserves s TO.E96 S 67,837
Deferred revenue mnd customer advances, et 23,197 26,687
Met operating loss carryforward 142,341 135,500
Tix credit cammy forwands 74,555 53,387
Capital loss camry forwards 17,749 0
Writedown ‘amoriization of intangible assets and goodwill 34,812 67.946
Fixed assets 18,950 13,211
Demo equipment incoms 4,485 T.290
Accrued warranties 3.931 10,429
Onher 17,346 6,920
Total Deferred Tax Assels s 408,262 & 389216
Deferred Tax Linbilities
Prepaid expense 5 {5.882) & 2,162)
Deferred taxes on unremitted eamings of subsidiaries (32,987} 140,773
Other (3,131) (9,808)
Total Deferred Tax Liabilities {42,000} (52,743}
Total Deferred Tax Assets (Liabilitics) 366,261 336,473
Less: Valuation Allowance (363,676} (342.961)
Total Deferred Tax Assets (Liabilities) 5 2586 5 [&A8E)

Under APB 23 "Accounting for Income Taxes—Special Areas,” deferred income taxes must be provided on the
unremitied camings of foreign subsidiaries unless such camings are deemed 1o be permanently reinvested outside the
United States. In 2008, the Company has a LS, deferred income tax lability of $33.0 million on foreign eamings of
$150.1 million that it considers 1o not be permanently reinvested outside the United States,

As of December 31, 2008, the Company siill hos undisiribated camings of ppproximaichy $51.8 million from
investments in forcign subsidiaries that are considersd permanently reinvested. The determination of the amount of
deferred tnies on these earmings is not practicable since the computation would depend on a number of faciors that
cannaot be known unlil o decision to repairiste the eamings is made.

As of December 31, 2008, the Company’s L5, federal met operating loss carry forwards were 52138 million and
expire in varving amoums between 2025 and 2028, As of December 31, 2008, state net operating loss camry forwards
were $138.0 million and expire in varying amounts between 2010 and 2028, The Company has concluded that these
federal and state net operating losses did not meet the more likely than not standard contained in SFAS No. 109,
*Accounting for Income Taxes,” ("SFAS 109"} and has therefore placed a $83.6 million valustion allowance agninst the
related deferred tnx assets. In the event the tnx benefits refated to the valuntion allowance are realized, an immaterial
amount would be credited to paid-in capital. As of December 31, 2008, the Company aleo had net operating loss
corryforwards {*MOLs") in China of approximately $217.2 million. The China net operating loss carmy forwards wall
expire in varying amounts between 2010 and 2013, The Company has
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alzo concluded that these China net operating Iosses did not meet the more likely than not standand contained in

SFAS 109 and has therefore placed a 544.7 million valuation allowance against the relaied defierred tax asseis. As of
December 31, 2008, the Company had NOLs in countries other than the U8, and China, These NOLs are approximately
SE7.2 million. The majority of the NOLs do not expire and can be carried forward indefinitely. However, the Company
concluded these losses did not meet the more likely than not standard contained in SFAS 109 and has therefore placed a
valuation allowance of §13.4 million against the related deferred tax assets.

As of December 31, 2008, the Company has U.S. alternative minimum tax credit carryforwards of $1.0 million
which have an indefinite life. The Company also las U5, research and development eredit carry forwands of
514.4 million, $2.5 million off the credits have an indefinite life and 5119 million of the credits expire in varying
amounts between 2010 and 2028, The Company has LS. foreign tax credits of $58.8 million which expire in varying
amounts between 2012 and 2008, The Comparny hes concluded that these U5, tax credit carryforwands did not mect the
made likely than not standard contained in SFAS 109 and has therefore placed a 574.2 million valuation allowance
against the related deferred iax assets. As of December 31, 2008, the Company has foreign research and development
eredit carrvforwards of 5004 million which expire in 2008, The Company also has concluded that these foreign
research & developmient credit carryforwards did not meet the more likely than not standard contained in SFAS 109 and
has therefore placed a $0.4 million valuation allowance against the related deferred fax assets.

The differenee between the Company’s effective income tox rate and the federal statutory rate is reconciled below:

Wewry emibed Decrmber 3
D DowT 06
(i ihosaaneds)

Federal tax expense {benefit) at statutory rate £ (50.308) $457.913) 5(46.874)
Stmte tax expense {benefit), net of fedeml income tax benefit 2410 (5,587  (6,818)
Tax Benefit of Convertible Debentures (1.223} (6990}  (6396)
Stock Compensation Expense 3,549 2245 3,577
Other Permanent Differences 8,209 405 70
Effect of Differences in Foreign Tax Rates 53012 29506 18133
Tax on Unremitied Barings of Subsidiarics (10,695} (31700 43943
Tax Settlements = —  [28976)
Effect of Tax Rate Changes on Deferred Taxes 13,803 (27,104 o
Change in Deferred Tax Valuation Allowance 12623 103455 13,918
Tax Credits [(4.870) (1207  (6.466)
Other 577 3258 855
Total Tax Expense{Benefil) § 7.087 § 32398 S5{15024)

On March 16, 2007, Chinas top legiskature, the Mational People's Congress, passed the Ching Corporate Income
Tax Law (the "CIT Law®}. The CIT Law became effective on Jameary 1, 2008, Under the CIT Law, China's dual tax
system for domestic enterprizes and foreign investment enterprizes ("FIES") was effectively replaced by a unified system.
Tl oo bavov establishies & tax rate of 25% for most enterprises and & reduced tax rate of 15% for certain qualified kigh
technology enterprises,
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Prior to this change in tax law, ceriain subsidiaries and joint ventures located in Ching enjoyved tax benefiis in China
which were generally available to FIEs. The tax holidays/incentives for FIEs were applicable or potentially applicable to
UTStarcom ChongQing Telecom Co. Ltd. ("CUTS"), UTStarcom Telecom Co., Ltd, ("HUTS"), and UTStarcom
China Co, Led, ("UTSC"), the Company®s active subsidiaries in China, becouse these entities may qualify as acereditod
technologically advanced enterprises.

The CIT Law targets cenain industries for the reduced 15% tax rate for certain qualified high technology
enterprises. For FIEs established befone the promulgation of the new law who currently enjoy lower tx mies, any
ingrease i their tax rates would be gradually phased in over five vears. During the fourth quarter of 2008, two of the
Company's China subsidiaries, HUTS and UTSC, were approved for the reduced 15% tax rate. The approval lasts for
three years and is retroactive to January 1, 200K,

In 2004, the $13.8 million tax expense for the effect of tax rate changes is attributable to the revaluation of the
Company's deferred tax assels in China related 1o decrease in tax rales due 1o the HUTS and UTSC gualifving for the
reduced 15% tax rate in 2008 discussed above. In 2007, the $27.1 million toe benefit for the effect of 1ax rate changes is
artributable 1o the revaluation of the Company's deferred tax assets in China related to increase in fax rates due 1o the
passage of the new law discussed above. Based on the CIT Law as of December 31, 2007, the Company's subsidiarea
had ot qualified for the reduced 15% wx rate. In 2006, the tax on wunremined earnings of $43.9 million is stributable 1o
recording LS, deferred income taxes on foreign eamings of $206.5 million that the Company considers 10 nod be
permanently reinvested ouiside the Lnited States.

In establishing its deferred income tax assets and linbilities, the Company makes judgments and interpretations
basexd on the enacted tax laws and published tax guidance applicable (o its operations as well as the amount and
jurisdiction of futwre taxable income. The Company records deferred tac nssets and liabilities and evaluates the need for
valuation allowances to reduce the deferred tax assets 1o realizable omounts, As of September 30, 2005, the Company did
not believe it was more likely than not that it would generate a sufficient level and proper mix of txable income within
the appropriste period 1o wilize all the deferred tax assers in China ond the United States. As a resull of the review
undertaken at September 30, 2005, the Company has concluded that it was appropriate to establish a full valuation
allowance for the net deferred tax assets in Ching and the United States wherein the cumulative losses welgh beavily in
the overall assessment.

In 206K, the change in deferred tax valuation allowance of 512.6 million is primanily sttributable to the tax expense
relmted 1o continuing o provide o full valustion allowance on the Company’s net deferred tax assets a1 December 31,
2008 in the United States and China. In 2007, the change in deferred tax valuation allowance of $105.5 million is
primarily attributable 1o the tax expense related 1o continuing to provide a full valuation allowance on the Company’s net
deferred tax assels al December 31, 2007 in the United States and Chinn.

In 208, the income tnx benefit of $24.9 millien related to tax eredits is primarily atvibuiable to an inerease in the
amount of foreign tax credits generated in the United States due to foreign withholding taxes pabd and repatriations of
dividends from the Company's foreign operatione.

Tn 20065, the Compary reconded a $29.0 million income tax benefit related 1o the sentlement of a tax audit in China
for the 2003 through 2005 tax years for UTStarcom Tebecom Co., Lid, ("HUTS”) and Hangzhou UTStarcom
Teblecom Co., Lid ("HSTC™), two of its subsidiaries in China and the neceptance of its tax holiday for HSTC.
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NOTE 12—COMMON STOCK AND STOCK INCENTIVE PLANS
Stock IncentivePlans

At December 31, 2008, the Company has the steck incentive plans described below, Substantially all owtstanding
awards are subject to potentinl accelerated vesting in the event of o change in comrol of the Company. The Company
repurchases and cancels shares of its common stock forfeited with respect 1o the tax liability essociated with certain
vesting of restricted stock and restricted stock unit grants under these plans.

2004 Equity Incentive Plan:

The 2006 Equity Incentive Plun (2006 Plan®) was implemented on July 21, 2006 after being adopted by the Board
of Directors on June &, 2006 and approved by the Company's stockhelders on July 21, 2006. The 2006 Plan replaces the
1997 Plan, the 2001 Plan, and the 2003 Plan (collectively, the “Prior Plans®) and no further awards will be granted
pursweint to the Prior Plans, The 2006 Plan provides for the grant of the following types of incentive awards: (1) stock
options, (i1} sock appreciation rights, (ii) restricted stock, (iv) restricted stock units, {v) performance shares and
performmnee units, und (vi) and other stock or cash awerds (*Avwand,” collectively, "Awands®), Those who are eligihle for
Avwards under the 2006 Plan include employees, directors and consultants whe provide services 1o the Company and
its affiliates.

The maximum aggregale number of shares that may be awarded and sold umder the 2006 Plan is 4,500, 000 sharcs
plus (i} any shares that have been reserved but remain unissued under the Prior Plans as of July 21, 2006, and {ii) any
shares subject to stock options or similar awards granied under the Prior Plans that expire or become exercisable without
having been exercised in full and shares Baued pursuant bo awands granted under the Prioe Plans that are forfeited to or
repurchased by the Company. As of December 31, 2008, the number ol shares trensferred from the Prior Plans to the
2006 plan totaled 20,900,238, As of December 31, 2008, options to purchise 4,174,300 shares of common stock were
oulstanding wider the 2006 Plan.

The Board of Directors or the Compensation Commities of the Board ("Compensation Committes™) administers the
2006 Plan (" Administrator” ). Subject (o the terms of the 2006 Plan, the Administrator has the sole discrction to select the
emplovees. consultants, and directors who will recsive Awards, determine the terms and conditions of Awards, and 1o
interpret the provisions of the 2006 Plan and outstanding Awards. Options granted under the 2006 Plan gencrally vest
and bocome exercisable over four years.

Awards gramted wnder the 2006 Plan are generally mot tranafierable, and all rights with respeect 1o an Award granted
o a panticipant generally may be exercised during a participant’s lifetime only by the panicipant provided. however, that
with the Administrators approval, a paciicipant may (i) transfer an Award (0 a participant’s spouse or former spouse
pursieant to 4 court-approved domeste relations ander which relates 1o the pravision of ehild support, alimony payments
or marital property rights, or (i) tranafer an Award by gift 1o o for the benefit of the participam's immediote family.

The exercise price of all stock options and steck appreciation rights granted under the 2006 Plan must be af least
equal to 100% of the fair market voloe of the Common Stock on the date of grant (or ot least 110% of such fuir market
value for an incentive stock option (“150") granted to a stockholder with greater than 0% vioting power of the
Company's stock ). The maximmem term of a stock option granted to any panticipant mist not exceed seven years from the
date of grant {or five years for an 150 gramted 10 a siockhelder with greater than 10%s of the voting power of the
Common
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Stock), The Admindstrator will determine the terms and condithons of all other Awards granted under the Plan.
Prior Plans—The 1997 Stock Plan, 2001 Director Option Plan, and 2003 Nen-Statutary Stock Option Plan;
The 0T Stock Plan:

Prior to the implementation of the 2006 Plan on July 21, 2006, officers. employees and consubians of the Company
and its affiliates were eligible to receive options to purchase shares of common stock and stock purchase rights under the
1907 Stock Plan (" 1997 Plan™), The 1997 Plan was terminated in July 2006 effective upon stockholder approval of the
2006 Plan, As of December 31, 2008, there were options to purchase 3,632,600 shares of common stock outstanding
under the 1997 Plan.

Options granted under the 1997 Plan prior to July 21, 2006 were gither 1S0s intended to qualify for favorable
federnl imcome tax treatment under the provisions of Section 422 of the Intermal Revenue Code of 1986, as amended, or
non-gualified stock options ("NS0s"), which did not so qualify. The Compensation Commilice oversaw the selection of
eligible persons for option grants and deiermined the grant dote, amounts, exercise prices, vesting periods and other
relevant terms of the options, including whether the options would be [50s or NS0s. The exercise price of 150s granted
wisder the 1997 Plan could not be less than 100% of the [ir markel value of common stock on the grant date (or al least
1 10#% of such fair market value for an 150 granted 1o a stockhobder with greater than 10% voting power of the
Company's stock), while the exercise price of N3Os could be determined by the Compensation Commitiee in its
diserstion. Options granted under the 1997 Plan were generally not transferable during the life of the optiones,

Under the 1997 Plan, options vest and become exercisable as determined by the Compensation Committee,
generally over four years. Options may generally be exercised at any time after they vest and before their expiration date
us determined by the Compensntion Committee. However, no option may be exercized more than ten vears after the gront
date (or five years for [50s granted to a stockbolder with greater than 10% voting power of the Common Stock). Options
will generally lerminate (i) 12 months after the death or permanent disability of an optionee and (i) three months after
terminaiion of employment for amy other reason. The aggregate fair market value of ithe shares of common siock
represented by [S0s that become exercisable in any calendar year by any one option holder may not exceed 5 100,000,
Options in excess of this limit are ireated as N5SOs,

Prioe to the implementation of the 2006 Plan, the Company could also grant stock purchase rights to eligible
panticipants under the 1997 Plan, Under the 1997 Plan, any shares purchased pursuant 10 stock purchase rights were
subject 10 a restricted stock purchase agreement. Unless the Compensation Committee determined otherwise, this
agreement granded the Company n right 1o repurchase the restricted stock upon the voluntary o involumany rermination
of the emploves for anv reason, including death or disability prior to vesting. The purchoss price for repurchased shares
was the original price paid and could be paid by cancellntion of sy indebiedness owed to the Company. The Company's
repunchase right lapsed at a rate determined by the Compensation Committiee.

2000 Director Oywton Plan:

Prior to the implementation of the 2006 Plan on July 21, 2006, these directors who were not emplovees of the
Company ("Outsade Directors” ) were eligible o receive options to purchase shires of common stock under the 2001
Direstor Crption Plan ("2001 Plan™), The 2001 Plan was terminated in July 2006 effective upon stockholder approval of
the 2006 Flan. As of December 31, 2008, there were oplions (o purchase 360,000 shares of common stock outstanding
under the 2001 Plan, The Compensation Commitiee was the administrator of the 2001 Plan.
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Under the terms of the 2001 Plan, the exercise price of each option granted equaled the market value of the common
stock on the date of grant. Such options have terms of ten years, but terminate earlier if the individual ceases to serve as o
director. The First Option gramis vest as to 25% of shares subject o the First Option on each of the first four
anniversaries of its dabe of grant, subject to the Outside [virector continuing to serve s a director on such dates. The
Subsequent Option grants vest as to 100% of the shares subject 1o the Subsequent Option on the first anniversary of its
date of grant.

The 2003 Nowstatutory Stock Option Plan:

Prior to the implementation of the 2006 Plan on July 21, 2006, directors, officers, employees and consultants of the
Company and its affilinles were eligible to receive oplions to purchase shares of the Company’s common stock under the
2013 Monstatutory Stock Option Plan ("2003 Plan”). Only nonstatulory siock options. which would not qualify for
favorable federal income tax treatment under the provisions of Section 422 of the Internal Revenue Code of 1986, as
amended, could be granted under the 2003 Plan. The 2003 Plan was terminated in Juby 2006 effective upon siockloslder
approval of the 2004 Plan, As of December 31, 208, options to purchase 394,635 shares of common stock were
ousianding under the 2003 Plan.

The 2003 Plan has been administered by the Compensation Committee. The Compensstion Commiites oversaw the
sebection of the eligible persons 10 whom options would be granied and determined the number of shares subject to the
option, exercise prives. vesting periods and other terms applicable to each option.

Options granted under the 2003 Plan generally vest and become exercisable over four years, and may be exercised
at any time after they vest but before their expiration date. Options will generally terminate (i) 12 months afier the death
or employment termination due to disability of an option hobder and (ii] three months afier termination of an option
holder's service for amy other reason other than for disability or due to the option bolder's death. No option, however,
may be exercised more than ten years after the grant daze.

Stock Award and Stock Optlon Activiey

In past years, the Company has granted equity awards consisting primarily of stock options. During fiscal 2008, the
Company pranted equity nwards using o mixture of restricted stock units, restricted stock. and stock options. As of
December 31, 2008, 2007, and 2006, the number of shares of common stock available for issuance pursuant to future
grants under equity compensation plans was 10,7100921, 5973 324 and 11,238 850, respectively.

On October 1, 2008, the Company completed a tender offer 1o exchange cortain omstanding emplovee stock oplions
o purchase shares of the Company's common stock. Eligible for exchange were outstanding options, vested or unvested,
heckd by current employees {excluding directors and excewtive officers) and granted under the Company’s 1997 Siock
Plam with an exercise price grester than or equal to 56,00 per share, which mcluded options with an éxercise price les
than the fair market value of the Company's common stock on the date of grant, Subject 1o the terms and conditions of
the tender offer, the Company mecepted for exchange and cancelled options to purchase mn aggrepste of 6,072,818 shares
with a weighted average exercise price of 514.15 per share, and issued new options to purchase an aggregate of
1,983,920 shares with an exercise price of 53,24 per share, the closing stock price of the Company’s common stock on
Cictober 1, 2008. The new options were granted under the Company's 2066 Equity Incentive Plan and generally vest over
two vears. Because of the exchange rtio, the number of options canceled pursuant 1o the offer excoeded the mumber of
oplions o be granted in connection with the offer. As a result, no incremental cxpense was recopnized.
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There was no incremental compensation expense resulting, from the completion of the tender offer.

The following summarizes the Company’s stock options activity:

Pt bl

shares Wrighied avirage

oy Settil g

Options Outstanding. January 1, 2006 19908010 S5 1834
Options Granted 5430957 614
Options Exercised (281,077 1.39
Options Forfelted o Expired (5,424,040 19.04
Options Ouistanding, December 31, 2006 19,633,850 35 1501
Options Granted 1,637.475 4.50
Options Exercised (2.246) 025
Options Forfeited or Expired (3,621.962) 1567
Options Outstanding, December 31, 2007 17647017 5 1391
Options Granted 2 BRE.060 3.20
Oipticns Exercised {61,923) 2.05
Optsons Foarfeited or Expired (11,705,950) 14.52
Options Ouistanding. December 31, 2008 B767304 5 963

In November 2007, the Compensation Committee granted 962,249 shares of performance-based restricted stock
unils 1o certain senior executive officers, On February 26, 2008, the Commiiles determined, based on the Company’s and
ench exccutive officer’s level of performance during the Company’s 2007 fiscal year, that 783,324 shares underlying the
previously granted performance-based resiricted stock units had been eamed, with 50%. vesting immediately and 50%
vesting on February 28, 2009, Each performance-based restricied stock unit has a fair valoe of $2.99 per share, which
equals the elosing price of the Company's commaon stock on the MASDAD Stock Morket on the measurement date of
February 26, 2008, In February 2008, the Compensation Committee also granted an additional 1,073,333 performance-
basexd awards 1o certain senior cxecutive officers, subject 1o the attainment of goals determined by the Comgsensation
Commitize. During the third quarter of 2008, 233,333 of these contingenly issuable shares wene forfeited as o result of
employee terminations, The Company may be subject (o variable levels of expense related primarily to the varying levels
of performance, as well as for Muctuations in the Company’s stock price as these awards are "marked to market™ at each
reporting period prior to the date of the Compensation Commimnee’s determination on performance.

Under the 2006 and 1997 Plans, the Company granted restricted stock awards. Restricted stock awards are
nonvested stock awards that may inclode grants of restricted stock or grants of restricted stock wnits. Such swands
generally vest over a periad of one to four vears from the date of grant. Restricted stock has the voting nghts of common
stock amall the shares underlying restricted stock sre considered 1o be curmently issued and outstanding. Restricted stock
units do pot have the voting rights of common stock, and the shares underlying the restricted stock units are not
considered issued and outstanding. The expense for such awards is based on the fair market value of the shares a1 the
date of grant and is recognized on a straight-line basis over te requisite service period, The weighted average fair value
of restricted stock awards granted under our equity incentive plans during the years ended December 31, 2008, 2007 and
2006 was 52,91, $2.96 and 5769, respectively. The grant of restricted stock swands is deducted from the shares available
for grant under the Company's stock plan.
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Monvested restricted stock as of December 31, 2007 and changes during the vear ended Decernber 31, 2008 are

summarized below:
Waighted
| L}
grani daie
Besiricted stech swprds sethity -, -
ln thvomgmeds |
Nonvesied at December 31, 2007 6370 5§ 309
Granied 6022 § 29]
Viested (2.633) § 307
Forfeied (3.047) & 305
Total nonvested af December 31, 2008 6712 § 29

During the year ended December 31, 2008, 2.6 million shares of restricied siock awards vested. The iotal fair value
of restricted stock awards vested, 05 measured on the date of vesting. during the year ended December 31, 2008 was
SE4 million. The Company also granted 6.0 million restricted stock awarnds,

During the year ended Diecember 31, 2607, 1.4 million shares of restricted stock awands vested. The wdal fuir value
of restricted stock vested duning the vear ended December 31, 2007 was $4.8 million, The Company also granted
7.2 million shares of restricted stock awards,

During ihe year ended December 31, 200, 72,442 shares of resiricted stock vesied and were no longer subject to
repurchase rights of the Company. The total fair value of restricted stock vested during the year ended December 31,
2006 was 5006 million. The Company also granted rights o purchase 301,133 shares of restricted stoek o executive
officers of the Company which were allowed 1o lapse unexcrcised in Manch 206,

In their place, in February 2007, the Compensation Committee of the Board of Directors of the Company
determined that certmin executive officers, based on their level of performance during the Company®s 2006 fiscal vear,
are eligible to receive 203,000 shares of common stock in the aggregate. On Movember 30, 2007, the Commiitee
approved the issuance of 163,000 of such shares, The remaining 40,000 shares that were issuable were forfeited as a
result of the resignation of the executive officer. The Performance Stock is inchuded in the Company's compatation of
stock-based compensation expense for the year ended December 31, 2006 and the related forfeiture recognized in
fiscal 2007,

In eonnection with the October 2002 acyuisition of Shanghai ¥i Yun Telecom Technology Co. Lid, {"Shanghai Yi
Yun®}, the Company issued 514,290 shares of restricted stock valued a that fime at $9.0 million to the Shanghai ¥'i Yun
emplovees that were hired by one of the Comparmy’s subsidiaries. Such shares of restricted stock cliff vested over five
vears through 2007, with accelerated vesting upon the achievement af specificd milestones, The Company has treated
these 514,290 shares of restricted stock as deferred compensation, During 2003, 226,302 of these shares vested upon
achievement of specified milestones, During 2007, 281,120 shares vested and 6,868 shares were forfeited leaving no
oulsinnding shares rermmining s of December 31, 2007.
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The following table summarizes significant ranges of outstanding and exercisable siock options ns of December 31,
200 (in thousands, except years and share pricesk:

Suach Chpliss Cursinniisg Stk Enrrrinable
Weighied- averige Wielghtod-
TR romainisg aviTage
enercise  Agpregaic  contraciul eanrele  Agmregane
Rangy ol Number prEw per imtriesic lifr Numibser pricy par imrimair
aneroise price oubianding alare valug i ymarsj Exercable share b

S0.06 5185 T 5021 511 0.95 i) 5021 511

S1.ER 53.20 1,797 83102 — 593 L] 5303 —

2. $3.24 1,854 83 - ia7 0 — —

5325 54.50 899 5358 — 359 541 24 —

- Nk 6,25 181 S6.18 - 713 Ti5 56.23 —_

56,31 $10.53 877 797 - 6.60 T2 S8.00 —

$11.07 $19.04 927 Sld42 - 382 77 51443 —

$19.20 $2R.55 1,198 82644 - 337 1198 526,04 —

$2921 #4302 am sM - 495 - T —

4521 $45.21 50 54531 4,64 50 $45.21 —

50,06 £45.21 B,76T 59,63 511 323 5122 31396 p18]
Options exercisable
and expected 1o vest

December 31, 2008 E115  510.14 511

The intrinsic value represents the total pre-tax intrinsic valoe and is calculated as the difference between the market
value as reported by NASDAG on December 31, 2008 of §1.85 and the exercise price of the in-the-money shares. During,
the vears ended December 31, 2008 and 2007, the total pre-tax intrinsic value of options exercised was negligible, and
during the vear ended December 31, 2006 the iotal pre-tax intrinsic value of options exercised was $0.5 million,
determined as of the dale of the exercise. The weighted average remaining contractual life of options exercisable was
4.0 vears, and the weighted average remaining contractunl fife of options expected 1o vest was 4.7 years as of
December 31, 2008,

2000 Employver Stock Purchase Pl

In February 2004, the Company's stockholders approved the 2000 Employes Stock Purchase Plan ("ESPP), The
purchase plan is intendad to qualify as an emploves stock purchase plan under Section 423 of the Intemal Revenue Code.
The Company has reserved 1,180,261 shares of commaon stock for sale under the stock purchase plan m December 31,
2008, The stock purchase plan & administered by the Board or o committee appointed by the Board.

The siock purchose plan s implemented by coneurrent offering periods, the duration of which may not exceed
24 months. An offering period may contain up to four interim purchase periods. Shares purchased under the siock
purchase plan will be held in separate accounts for each participant. The first offering period began in March 2000 and
ended oi the last irading day before Apeil 30, 2002

Employees will be eligible to participate in the stock purchase plan if they are employed by the Company for more
than 20 hours per week and more than five months in a calendar vear. The stock purchase plan permits eligibke
emplovees to purchase the Company’s commaon stock through payroll deductions, which may not excesd 15% of the
employee's tolnl compensation. Stock may be purchased
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under the plan at a price equal to 85% of the fair markes value of the Company's stock an either the dase of purchaze or
the first day of the offering period, whichever is lower. However, the Board of Directors may in its discretion provide
that the price st which shares of common stock are purchased umder the plan shall be £5% of the fuir market value of the
Company's shares on the date of purchase. Participants may not purchase shares of common stock having a value greater
than 525,000 during any calendar year.

Participants may increase or decrease their payroll deductions ot any time during an of fering period, subject to limits
imposed by the Board of Directors. If a participant withdraws from the stock purchase plan, any contributions that have
nol been used to purchase shares shall be refunded. A participant who has withdrawn may not participate in the siock
purchase plan again until the next offering period. In the event of retirement or cesaation of employment for any reason,
any contributions that have not vet been used to purchase shares will be refunded to the participant, or (o the panicipant's
designated beneficiary in the case of death, and a centificate will be issugd for the fLll shares in (e participant's scoount.

The Board of Directors may terminate or amend the stock purchase plan, subject to stockholder approval in same
circumstances, Unless terminated earlier by the Board, the stock purchase plan will have a term of 12n vears.

Keock-Based Compensation

SFAS 123(R) requires the use of option-pricing models that were not developed for use in valuing employee stock
options, The Company has used the Black-Scholes option pricing model (“Black-Scholes model™) method of valuation
for shure-hased awards granted prior 1o December 31, 2005, and has continued to use the Black-Scholes maodel for
subwsquent share-based poyment awards, The Black-Scholes model wos developed for use in estimating the fair value of
short=lived exchange traded options that have no vesting restrictions and are fully tmnsferable. In sddition, option pricing
mixdels requine the input of highly subjective msumptions, inchsding the expected stock price volatility over the term of
the wwards, actual and projested emplovee stock option exercise behaviors, risk-free interest rate and expected dividends,

The Company uses historical volatility a5 management believes it is more representative of future stock price trends
than implied volatility due to the relatively small number of actively traded opfions on the Company's common stock
available 1o determine implied volatility, The Company estimates an expected term of options granted based upon the
Company's historical exercise and cancellation dma for vested options. In addition, separate groups of emplovess that
have similar exercise behavior are considered separately, The expected term of employee stock purchase plan shares is
the average of the remaining purchase periods under each offering period.

The Company bases the risk free interest rate used in the option valuation model on U.S. Treasury zero-coupon
issties with remaining serms similar fo the expected term on the options. The Company doces net anticipale paying any
cosh dividends in the foreseeable future and therefore uses an expected dividend yield of zere in the option valuation
madel. The Company ks required o estimmbe forfeitures af the time of grant and revise those estimales in subsequent
periods if actual forfeitures ditfer from those estimates, The Company uses historical data to estimate pre-vesting option
forfeitures and record stock-based compensation expense onby for those awards that are expected 1o vest.

Prioe to Jamuary 1, 3006, stock-hased payment awands were amonlized on an accelermied basis by treating each
vested tranche as a separate stock option gram (graded vesting). Following adoption of SFAS 123(R) on January 1, 2006,
all stock-based pavment awards are amontized on a straight-line basis over the requisite service periods of the awards,
which are generally the vesting periods.
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The fnir value of stock-based payment awnrds was estinsated using the Black-Scholes option pricing model with the
following assumptions:

Nears eniled Devember 31
Staeth Chphams: T ey 3ok
Expected term in years iy 4.5 4.0
Weighted average risk-free imerest rate 231% 383 4.66%
Expected dividend rate 0 e 0%
Volasiliey 63% 6% 5T

Vears éndedl Devember 11,

EAFP Sharea: i 2T ik
Expected term in years 05w20 05w20 05120
Weighted pverage risk-free inlerest mie 1.6T% id6% 442%
Expected dividend rie 0% 0,08 0.7
Volatility 4% 61% 63%%

Al December 31, 2008, there was approximately 522, 1 million of total unrecopnized compensation cost, as
measured, related to non-vested stock options and restricted stock and restricted stock wnits, which is expecied to be
recognized over o weighted-average period of 2.3 vears. The weighted average fair value of options granted under the
stock plans during the years ended December 31, 2008, 2007 and 2006 was 51.46, $1.64 and 33,07 per share,

ively, The 2008 stock-based compensation expense includes approximately $1.5 million resulting from award
modifications related to the retirement of one of the Company’s executives,

The following table summarizes the stock=based compensation expense recognized in the Company's consolidated
statement of operntions:

e tenrs yuer) Diocwenbyy M),

T

[l e mab |
Cost of net sales $1306 § 697 § Bl
Selling, general pnd adminkstrative 15,6352 TO088 13026
Research and development 3607 4107 2755
Grand Todnl $20,565 512,792 S16,592

Ai December 31, 2008, there was no stock-based compensation capialized within inventory. Siock-based
compensation for 2008 includes 52.5 million of charges relating to prior periods resulting from the correction of the
forfeinere rate applicatbon. The impact of reconding tsese prior-period charges on the prior and current periods is not
materinl,

NOTE 13—401(K) PLAN

On Jevuary 1, 2004, the Company adopted the UTStarcom, Ine. 401(k) Savings Plan ("401(k) Plan"}, a cash-or-
deferred arrangement, which covers the Company's eligible employess who have attsined the age of 21. The Company
contributed 30.50 for cach dollar contributed by qualified employees to the 401k} Plan, to o maximum of $3,500 for the
2008, 2007 and 2006 plan vears. The Company’s maiching contributions are subject 1o a five-vear vesting schedule hased

upon bongevity of
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emplovee service with the Company. Marching contributions were $1.9 million, 32,5 million and 52.7 million, for 2008,
2007, and 2006, respectively.
NOTE 14—COMMITMENTS AND CONTINGENCIES
Leases

The Company lexses certain facilities under nop-cancelable operating leases that expire al various dates through
2013 The minimum fulure lease payments under the leases at December 31, 2008 were as follows:

persiing_
Lin Eommad vy

Years ending December 31:
2008 10,854
01n 4,466
2011 1,956
012 1352
2013 617
Todal minimum lease payments $ 19245

Rent expense for the yvears endad December 31, 2008, 2007 and 2006 was 517.3 million, $19.9 million and
$21.3 million, respectively,

Contractual obligations and comnrerciol connmiinne s
Letiers of credir:

The Company issues standby Fetters of eredit primarily 1o support intemational sales activities outside of Ching and
in support of purchase commitments. As of December 31, 2008, the Company has approximately 3735 million
outstanding under betters of credit, 3535.3 million of which are due in less than a year and 518.2 million of which are due
i aise to throe vears, When the Company subimits a bid for o sale, often the patential customer will require that the
Company kssuwe a bid bond or a standby letter of credit 1o demonstrate its commitment through the bid process. In
addition, the Company may be required (o issue stendby betters of credil as gusrantees foe sdvance customer payments
upon contract signing or performance guaranises. The standby letters of credit usually expire without being drawn by the
beneficiary thereof. Finally, the Company may issue commercial letters of credit in suppont of purchase commitmients.

Long-term purchase oblgations:
In eonnection with the sale of assets 10 Marvell Technology Group Ltd ("Marvell”), the Company agreed to

purchase from Marvell certain chipsets that are being incleded in the Company's PAS handsets through 201 1. These
chipsets are being inchsded in certain handset products designed and manufaciured by the Company.

Inteflechr propersy;

Certnin sales contracts include provisions under which customers would be indemnified by the Company in the
event of, smoag other things, a third party claim against the customer for imellectual property rights infringement related
1o the Company's products. There are no limitations on the
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maximum potential future payments under these guarantees. The Company has not acerued any amounts in relation 1o
these provisions as no such claims have been made and the Company believes it has valid enforceable rights to the
intellectual propenty embedded in its products,

Uncertain Tax Pasitions

Effective January 1, 2007, the Company adopted the provisions of FIN 48. As of December 31, 2008, the
Company's gross unrecognized iax benefits 1otmled 592.8 million and ere included in Other Long Term Liabilities, net off
certain deferred tax assets and the federal ax benefit of state income tax items totaling 582 1 million. IT recognized, the
portion of gross unfecegnized tax benelits that would decrease the proviskon fof income tixes and increase the
Company's net incoms is approximately $10.7 million.

Litfgation

Secuwerivtes Class Action Linigasion

Beginning in October 2004, severnl sharcholder elass sction lawsuits alleging federal sccurities violations were ilsd
against the Company and various officers and directors of the Company. The actions have been consolidated in
United States District Court for the Northern District of California under the caption fu re UT Strcoms, Ine, Securifies
Litrgention, Master File No, C-04-4908-JW {PV T The lead plaimtifTs in the case filed o First Amended Consalidabed
Complaint on July 26, 2005, The First Amended Complaint alleged violations of the Securties Exchange Act of 1934,
and was brought on behalf of a putative class of shareholders who purchased the Company's stock afler April 16, 2003
and before September 30, 2004, On April 13, 2006, the lead plaimtiffs filed o Second Amended Complaint adding new
allegations and extending the end of the class period to October 6, 2005, In addition to the Company defendants, the
plaintifTs pre also suing Softbank. Plaintiffs' complaint seeks recovery of damages in on unspecified amoumt.

O June 2, 2006, the Company and the individual defendants filed a motion 1o dismiss the Second Amended
Complaint, On March 21, 2007, the Court granted defendants’ motion and dismissed plaintiffs’ Second Amended
Complaint. The Court granted plaimifls leave 1o ke o Third Amended Complaing, which plaimifls filed on May 25,
2T, On July 13, 2007, the Company and the individual defendants filed a motion 1o dismiss and a motion 1 strike the
Third Amended Complaint, On March 14, 2008, the Coun granted defendants’ motion and dismissed plainifls’ Third
Adended Complaint. The Court granted plainti T leave to file a Fourth Amended Complaiit, which plaintilfs filed on
May 14, 2008, On June 13, 2008, consistert with the Cour’s March 14, 2008 dismissal order, the Company and the
individunl defendants filed objections to the form and content of the Fourth Amended Complaint. On July 24, 2008, the
Court overruled the objections. On September 8, 2008, the Company and the individunl defendants filed & motion 1o
dismiss and o motion to strike certain allegations from the Fourth Amended Complaint.

On Sepiember 4, 2007, a second sharcholder class action complaint captioned Perer Rudelpl v, UTStarcom, ef al,
Case No, C-A7-4578 51, was filed in the United Staies District Court for ihe Northern Disirict of Califomia against the
Company and some of its current and former directors and officers. The complaint alfeges violations of the Securities
Exchange Act of 1934 through undisclosed improper sccounting practices concerning the Company's historical equity
award grants. Plaintilf seeks unspecified domages on behalf of o purporied class of purchasers of the Company's common
stock between July 24, 2002 and Seprember 4, 2007, On December 14, 2007, the Cour appointed James E. Bartholomew
lead plaintiff. COn January 25, 2008, the lead plasatifl filed an amended complaint. On Apnl 14, 2008, the Coun gramed
defendants’ mation to dismiss the amended complaint, The Court
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granted the lead plaintiff leave o file a second amended complaint no later than May 16, 2008 which was filed by the
lead plaintiiT on May 16, 2008, On June 6, 2008, defendams filed a motion 1o dismiss the second amended complaini. On
August 21, 2008, the Count granted in part and denied in pant the motion to disniss,

Duse to the preliminary status of these lawsuits and uncertainties related to litigation, management is unable to
evaluate the likelihoed of cither o favornble or unfavorable cutcome. Accordingly, management is unable i this time o
estimate the effiects of these complaints on the Comipany's financial position, results of operations, or cash flows.

Cravernmmeial fnvestigations

On May 1, 2008, the U5, Securities and Exchange Commizssion (the "SEC") announced a final setlement
agreement with the Company in connection with an imvestigation commenced by the SEC in September 2005, The
investigation involved the Company’s financial disclosures during prior reporting periods, historic option grant awands
practices, certsin historical sales contracts in China and other matters, Withowt admitting or denying the allegations in the
SEC's complaint, the Company consented to a permanent injunction against any future violations of certain books-and-
records and intermal control provisions of the federal securities laws, No monetary penaltics were assessed against the
Company. In connection with the same investigation, Mr. Lu, the Company’s Chiel Exeeutive Cificer at the time of the
settlement and the current Chairman of the Board of Directors, individunlly entered into a settlement agreement with the
SEC. Without admirting or denying the allegations in the SEC's complaint, Mr. Lu agreed to pay o civil penalty of
S 100,000 and consented to a permanent injunetion on similar lerms as the Company.

In December 2005, the LIS, Embassy in Mongolis informed the Company that it had forwarded 1o the Depanment
of Justice (the “[D}0J") allegations that an agent of the Company’s Mongolia joint venture had offered payments toa
Mongolinn government official in possible violation of the Foreign Cormupt Practices Act (the "FCPA"L The Company.
through its Audit Committes, authorized an independent investigation into possible violations of the FCPA. and it has
been in contact with the DOJ and SEC reganding the investigation. The investigation has identified possible FCPA
violations in Mongolia, Southeast Asin, India, and Chinn, as well s possible violations of LS, immigration laws. The
D0 has requested that the Company voluntarily produce documents related to the investigation, the SEC has
subpocnaed the Company for documenis, and the Company has received o Grand Jury Subpoena resuiring the
production of documents related to ane aspect of the DOJ investigation, that is, imining programs the Company had
sponsored. The SEC has indicated it regards travel arrangements provided to customers in China in conpection with
certain systems conlracts, and other conduct, a5 violations. The Company has executed iolling agreemenis extending the
statuie of limitations for the FCPA issues under investigation by the DOJ, Such proceedings may result in criminal or
civil sanctions, penalties and disgorgements against the Comparry. IT it is probable that an obligation of the Company
exists and will result in an owtflow of resources, a provision will be recorded if the amount can be reasonably catimated.
Regulatory and legal proceedings as well as government investigation often invelve complex legal issues and are subject
i substantial uncerainties, Accordingly, management exercises considerable judgment in determining whether ii is
probable that such o proceeding will result in outflow of resources and whether the amount of the obligation can be
reascnably estimated. The Company periodically reviews the status of thess proceedings and these judgments are subject
1o change as new information becomes available, At this time, the Company cannol predict when sy inquiry will be
completed or what the outcome of any inquiry will be, The Company is unable to reasonably estimate the total amount of
loss, if any, associated with the

144

241/278



EDINETOOOO
OO00ooO00ooOo0obDo00oO00o0O00DbOO000DOO0Oo(eossrs)
oOoOooodn

Table of Contems

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

proceedings, A judgment againat the Company may have a material adverse effect on the Company’s financial pogition,
resulis of operations and cash Mows.

Shareholder Derivative Litigation

On November 17, 2006, a sharcholder derivative complaint captioned Ernesio Espiraca v. Yiag Wa et al., Case No.
RGOG298T75, was filed against certain of the Company's eurrent and former officers and direciors in the Superior Count
of the County of Alameda, Califomis. The complaint alleges that the individual defendanis, among other things,
breached their duties, were unjustly enriched, and violated the California Corporations Code in connection with the
timing of stock option grants. The complaint names the Company as a nominal defendant and seeks unspecified
maonetary damages against the individusl defendants and various forms of injunctive relief, On February 2, 20407, the
Company and the individual defendants filed demurrers against the complaint. On April 11, 2007, the Court sustained the
individunl defendants’ demurrer, overruled the Company's demurrer, ordered the plaintifl to file an amended complaint,
and ordered the Company 1o answer the ariginal complaint, The plaintiff filed an amended complaint and the Company
has filed an answer to the amended complaint. On August 21, 2007, the individual defendants filed demurrers agninst the
amended complaint. The Court sustnined the individual defendants” demurrers nnd ordered the plaintiff 1o file a second
amended complaing. On September 26, 2008, plaintiff filed his second amended complaint. On November 21, 2008, the
Company and the individunl defendants filed demurrers agained the second amended complaini.

Due to the: preliminary staius of this complaint and uncerininties relaied 1o litigation, managemeni of the Company
is unable to evaluate the likelihood of either a favorable or unfovorable outcome. Accordingly, management of the
Company ks unable a1 this time o estimate the effects of this camplaint on the Company’s linancial position, results of
aperations, of cash flows,

1PO Alfocation

On Ckctober 31, 2001, a complaint was filed in United States District Court for the Southern District of New York
againsi the Company. some of the Company’s directors and officers and various underwriters for the Company’s initial
public offering. Substantially similar actions were filed concerning the initial public offerings for more than 300 different
issuers, and the cases were coondinated as In re faial Public Offering Secwritles Litganian, 21 MC 92 for pretrial

In April 2002, a consolidated amended complaint was filed in the matter against the Company, captioned fu re
LT Searcom, fnftial Prblic Offering Securittes Lirigattan, Civil Action No, 01-CV-9604, Plaintiifs allege violations of the
Securitbes Act ol 1933 and the Securities Exchange Actof 1934 through undisebsed improper underwriting practices
concerning the allocation of [P0 shares in exchange for excessive brokerage commissions, agreemsms 1o purchase
shares ot higher prices in the aftermarket and misbeading analyst reponts. Plaintiffs seek unspecified damages on behalfl of
a purported cliss of purchasers of the Company's common stock between barch 2, 20060 and December 6, 2060, The
Company's directors ond officers have been dismissed without prejudice pursuant to @ stipulation. On February 19, 2003,
the Court granted in part and denied in part a motion 1o dismiss the claims brought by defendants including the
Company. The order dismissed all chains against the Company except for a claim brought under Section 11 of the
Securities Act of 1933, which alleges that the registration stastement filed in accordance with the [P0 was misleading. In
Jume 2004, a stipulation of setilement and release of claims againsi the issuer defendamis, including the Company, was
submmitted 10 the court for approval. The terms of the settlement, iT approved, would have dismissed amd released all
claims ngainst the panicipating defendants (including the Company). In August 2003, the Court preliminarily approved
the settlement. In December 2006, the Court of Appeals for the Second Cireuit reversed the
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Court's Cictober 2004 arder cenifving a class in £ix test cases that were selected by the underwriter defendants and
plaintifTs in the coordinated proceedings. The Compamy's case is not one of the 1651 cases. Because class centification was
o condition of the settlement, it was unlikely that the settlement would receive final Court appraval, On June 25, 20607,
the Count entered an order terminating the proposed settlemient based on a stipulation among the parties 1o the settlement.
Plaintiffs have filed amended master allegations and amended complaints in the six test cases, On March 26, 2008, the
Court largely denied the defendants' motion to dismiss the amended complaints. The parties have reached o global
settlement of the Ltigation and have 5o advised the Courl. Under the setilement, which remains subject to Court approval,
the insurers would pay the full amount of settlement share allocated to the Company, and the Compamy would bear no
financial liabifity. The Company, os well as the officer nnd director defendants who were previously dismissed from the
action pursuani 1o 1olling agreements, would receive complete dismissals from the case. It is unceriain whether the
settlement will receive final Count approval. [T the settlement does not receive final Court approval, and litigastion against
the Company continues, the Company believes it has meritorious defenses and intends to defend the action vigorously.

LT Searcow, fnc. v. Starent Patens Infringement Livgations

On Fehomry 16, 2005, the Company filed a suit against Starent for patent infringement in the LS. District Coun for
the Northern District of Califomia. [n the Complaint, the Company asserted that Starent infringes UTStarcom patent
US. Reg. Mo. 5,829,473 ({"the 473 paleni”) through Stareni's development and festing of a software upgrade for iis
customer's installed ST-16 Intelligenm Mobile Gatewnys. The Company secks declaratory and injunctive relicf, Starent
subssquently filed its answer and counterclaims, and the Company then filed o motion to dismiss Starent’s counterelaim.
Om July 19, 2003, the partics stipulated that Starent would Mle an amended answer and counterclaim and the Company
then responded to Starent's amended counterclaim. In early December 2006, the Company filed a reissue application for
the 473 patent with the United States Patent and Trademark Office. Starent has alao filed for reexamination of the
473 patent. The recxamination and relssue ane cummently co-pending. The liigation is still in a preliminary stage, snd is
stayed pending the outcome of the reissue. The litigation and its oucome cannot be predicted, ahthough management of
the Company believes ihe litigation has meril. Noneiheless, management of the Company believes that any adverse
judgment an Starent’s counterclaims will ned have a material adverse effect om the Company's business, financial
condition. results of operations or cash flows.

On May 8, 2007, the Company filed an additional suit sgainst Starent and sixteen individual defendants {who were
all former employess of 3om's CommWorks division, of which the Company acquined certain assets in May of 2003 in
the Northemn District of lllinois. The causes of action include cluims for patent infringement, misapproprintion of trade
secrets, intentional interference with business relations and prospective cconomic advantage and declarations of
ownership of cenain petent rights. The Company seeks compensatory damoges. punitive damages and injunctive relief,
After the court denied the defendnnt’s motion to dismiss the misapproprintion of trade secrets claims, on August 30,
2007, Defendants answened the Company's complaint, denying the Company’s allegations and asserting a number of
affirmative defenses and counterclaims. The Company filed an Amended Complaint 1o allege additional related cowses of
action. Starent moved 1o dismiss cerlain causes of action of the Amended Complaini. On May 30, 2008, the Company
amended its complaing to remove from suit LS. patent 6,978,128, and to add additional factual allegations relating to all
defendants in the case, On July 23, 2008, the Court dismizsed the Company's trade secret and contract-based counts, The
Company asked the Count o elarify thar ruling and filed a motion for leave 1o file a Fourth Amended Complaim
containing the trde seenct and contmct-based counts, After initially granting Defendants’ motion 1o strike that complaint,
the Court reconsidered its order and granted the Company leave to
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file it. The Fourth Amended Complaint has been filed. Defendants have moved 1o dismiss various counts of that
Complaint. The Company is opposing that motion.

On August 27, 2008, the Company moved to dismiss Starent's counterelaims. On December 5, 208, the Court
partindly granted this motion. On January 9, 2009, Starent filed amended counterclaims for non-infringement, mvalidity
and unenforceability of the ssseried patenis, torfsous interference with prospective economic sdvaniage and trade secret
misappropriation. On January 26, 2009, the Company filed an answer 1o the eounterclaims and asserted various
affirmative defenses, Discovery and motion practice is ongoing. The Court has appointed a special master o handle
discovery, issues related 1o identification of the trade secrets and summary judgment motions. The Company believes
that any adverse judgment on Starent’s counterclaims will ot have o material adverse effiect on the Company’s business,
financial condition, results of operations or cash flows.

Telempirix, Inc. Arbitration

On October 19, 2006, Telemetring Inc. ("Telemetrin™) filed o fiormal Request for Arbitration against the Company to
the World Intellsctual Property Organization (*WIPO") in Geneva, Switzerland. The Request for Arbitration sought
unspecified damages arising from a coniract beiween Telemetrix and Telos Technology, Inc., daied Oceober 22, 2003,
The Company assumed Telos' rights and obligations under this contract pursuant to the Company”™s purchase of Telos
assels on May 19, 2004, Telemetrix alleged nine causes of action, including breach of contract, frawd, negligem
misrepresentation, interfizrence with coniraciual relations, and interference with prospeciive economic advantage, In
December 2006, the Company filed a formal response 1o the Request for Arbitration, denying all material factual
allegations asserted by Telemetrix. An arbitrator was selected by the partbes, and, on August 2, 2007, the arbitrator
granted a pleading motion in faver of the Company due to Telemetrix's failure to allege sulficient facts in suppon ofa
majority of its couses of action. On August 17, 2007, Telemetrix filed an Amended Statement of Claim, alleging six
causes of action, including bresch of contract and fraud. Telemetrix seeks damages totaling approcimately 5750,000 plus
costs and attomneys” fees, The evidentiory hearing occurred on July 28-30, 2008, Chn Movember 7, 2008, the Arbitrator
issued o Final Award in faver of the Company on all claims and awarded the Company an immaterial amount in

nblormeys' fees.
Chher Litigeniion

The Company is a party to other litigation marers and claims that are normal in the course of operations, and while
the results of such litigation matters and cliims cannot be predicted with cenainty, management of the Company believes
that the final eutcome of such maners will not have a material adverse impact on the Company's firancial position,
results of operations or cash MNows.

NOTE I5—CONCENTRATION OF CREDIT RISK
Fimancial Rivks:

Financial instruments, which potentially subject the Company to concentrations of credit risk, consist principally of
cash, cash equivalents, shom-term investments and scoounts and notes receivable. The Company pleces its temporary
cish and short-term mvestments with several fnanciml institutions, Approximately S246.9 millbon and $424.9 million of
the Company's cash and cash equivalents and short-term investments were on deposit in foreign accounts at
December 31, 2008 and 2007, respectively.

The Company's exposure to market risk for changes in imterest rates relotes primarily 1o its investment portfalio. The
fair value of its investment porifolio would not be significantly affected by
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either a 10% increase or decreass in interest rates due mainky 1o the shart 1erm nanere of most of its investment portfolio.
Hewever, the Companys inlerest income can be sensitive to changes in the general level off U5 and China interest rtes
since the majority of its funds wre invested in instnements with maturities of less than one vear, In a declining intercst mte
environmient, as short term investments mature, reinvestment occurs at less favorable market rates. Given the shott term
nature of certain investments, anticipated declining interest rtes will negatively impact the Company’s

investment income.

The Company maintains an investment portfofio of various holdings, tvpes and maturities. The Company does not
use derivative financial instruments. The Company places its cash investmenis in instruments that meet high eredit
quality standards, as specified in its investment policy guidelines. The Company’s policy is to limit the risk of principal
loss and 1o ensure the safery of invested funds by generally attemmpting to limit market risk. Funds in excess of current
operaling reguirements are mostly ivwested in money market funds which are rated AAA

Comcentration of Credit Risk and Major Customers:

Most Chinese carriers have three levels of operations: the central headquarters level, the provincial kevel and the
local city/county bevel. Both ceniral and provincial levels are independent legal entiiies and have their own corporate
mandate. The purchasing decision making process may take various forms for different projects and may also differ
significantly from carrier 1o carrier. The Company groups all China customers together by provinee and ireats each
province o one customer sinee that is the level ot which purchasing decisions are made.

At December 31, 2008, the Company's sccounts receivable balance included pmounts due from PCD LLC
representing approximately 39% of the total sccounts receivable of the Company. At December 31, 2007, Sprint
Spectrum LP. and T-Mobile USA, Inc. secounted for approximately 16% and 13%, respectively, of the total sccoumis
receivable of the Company.

The following customens accounted for 10% or more of the Company’s net revenues:

For the enifedd rvembsr 11

_Teok_ _jeeT_ w06 _
Verizon Wireless 2% % 14%
T-Mobile LISA, Ine. — 15% 1%
Sprint Spectrum L.P. 2% 13% i

Sales to Verizon, T-Mobile and Sprint Spectrem L.P. were primarily from the PCL segment which was sold in
July 2008, see Note 3, Approsimately 16%5, 17% and 23% of the Company’s net sabes during 2008, 2007, ol 2006,
respectively, were to entitics affiliated with the government of China, Accounts receivable balances from these China
government affiliated entitics or stale owned enterprises were $56.2 million and $129.5 million, respectively, as of
December 31, 2008 and 2007, The Company extends credit bo its customers in Chinn generally without requiring
collateral, In global sales outside of China, the Company may require letters of enedit from its customers. The Compamy
magitors its exposure for credit losses and maintains allowances for doubtifl scoounts.

Cenmriry Rixks;

Approximately 27%, 23% and 32% of the Company’s salés for the year ended Deécember 31, 2008, 2007, and 2006,
respectively, were made in China. Accordingly, the political. sconomic and legal
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environment, as well as the general state of Chinoa's economy may influence the Company’s business, financial condition
and resulis of operations. The Company's operations in China are subjeci 1o special considerations and significant risks
not typically mssocented with companies in the Uinited Stes, These include risks mssocimted with, among others, the
political, economic and legal environments and foreign cumrency exchange. The Company's results may be adversely
affected by, among other things, changes in the political, economic and social conditions in China, and by changes in
governmental policies with respect 1o laws and regulations, changes in China's telecommunications industry and
régulatory mules and policies, anti-inflationary measures, currency conversion and remittance abroad, and rates and
mithods of taxation.

NOTE 16—SEGMENT REFORTING

During the fourth quarter of 2007, the Company announced a new organization strecture (o align the business unils
with ils corporaie strmegy. This new organization structure changed the reporting segments on which the Company
measures performance and allocates resounces. Effective Ogtober 1, 2007, the new reparting segments were as follows:

. Multimedin Commumications—Focused on development mnd market opporumities in IPTV solutions and
Wireless infrastructure techmologies.

L] Broadband Infrastructure—Focused on the Company's world class portfolio of broadband products.

% Handsets—Focused on mobile phone business with continued focus on the PAS and CDMA handset
market, as well as data cands markets, Hondset sales to PCD LLC, which commenced afier the July 1,
2008 zale of PFCD, are included in this segment.

. Services—Focused on providing services and support of the Company's Broadband Infrastructure and
Multimedia Communications product lines.

. Personal Communications Division (PCD}—Focused on distribution of mobile handsets, mainly in the
United States. On July 1, 2008 the Company sold PCD to PCD LLC, see Mote 3.

. Other—includes Mobile Solutions which focused on development, sales and services for the IPCDMA
market; and Custom Solutions which focused on cistomized telecommamication solutions. On July 31,
20008, the Company divested it Mobile Solutions Business Unit, see Note 3. During the fourth quarter off
28 the Company iniiated actions to disband its Custom Solutions business unit

The Company’s management makes finencial decistons based on information il receives from its internal
management system and currently evaluates the operating performance of and allocates resources 1o the reporting.
segments based on segment revenue and gross prefit, Cost of sales and direct expenses in relation to production ane
nssigned 1o the reporting segments, The accounting policies wsed in mensuring segment assets amd operating performance
are the sume ns those used at the consalidated level.

Summarized below are the Company’s segment net sales, gross profit and segment margin for the year ended
December 31, 2008, 2007 and 2006 based on the current reporting segment structure, The previously allocated revenues
into the Services segment from Multimedia Communications gnd firom
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Broadband Infrastructure segment sabes in China wene reclassified into the respective segments for 2007 and 2006 to
confiaem to the currend year's segment preseniation,

——ky [ A L eI -
—il _ Gofeviisley __ 300 eofeicely __300¢  eelevissle

{lm thopsamds )
Net Sales by
Multimedia Communications 5§ 280,39] 1% 5 315515 13% 5§ 437901 18%
Broadhand Infrastruciure 110,862 T 157,118 6% 201,930 %%
Handseis 287607 18% 234 468 10% 395812 16%
Services 57911 L 53,214 % 49,278 %
PCD B9, 588 54%  1.664,147 6% 1,339,406 £59%%
Other 24,000 1% 42508 % 34444 1%
51640449 100% 52,466,970 100%% 52458861 o0
—_— Viars Ended December 31, =
DR Gres Profatc 10T Grow Prefii®e 3006 Gross Profi S
Lin Bsamandh)
Geross profif (foss) by Segment
Multimedia Communications £127,112 45% 5109706 35% 503,501 i
Broadband Infrastructure (3.516) 3% 6512 % [2146) (1%
Handsets 19,015 14% 76,219 3% 11BA59 I
Services 17,407 3% 8923 1% L008 2%
PCD 49,005 B% M2 6% 39932 3%
Cither 12219 5% 25876 6l% 24993 3%
5261.242 16% 5321.451 13% %385744 16%%
Vemirs Emdid Neveniber 30
T ToaT
{im thousanids)
Scgment Margin and Operating (Loss)
Multimedia Communication § 71087 § 44975 S 143357
Broadband Infrastructure (28,505) (22,785} (35.058)
Handscls (1 L.ET%) 24,869 66,391
Services 14,103 5,147 {4.179)
FCD 53,488 62,396 5,796
Dither (14208)  (10467) (16,350)
Total segment margin ES, 096 14,635 159,948
General and Corporate (261,312) (316,680} (298.108)
Operating Loss S176,216) S(212,045) (138,160}
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The sepment margin includes all direct expenses related to operations of the segment such as direct product
management and research and development expenses. General and corporate expenses include all un-allocated expenses
such as sales and marketing, general and administrtion, common research and development expenses, equity award
relnted eharges, amoriization of intangibles and restructuring and impairment charges. The Company excludes these
items consistent with the manner in which it imernally evaluates the performance of the segments.

Assets by segment are as folbows:

—Duember M,
-t £
[ ihousands)
Properiy, Plam and Eguipment, mer
Multimedia Communications £ 7RA90 5 BT.0M4
Broadband Infrastinscture 39,649 53,306
Handsets 30975 49,208
Services 16,773 17659
rcD — 1,513
Other —_ 234
Total BITS 28T 5209094
Derember 31,
. T
iin sl
Tonderl enswers
Multimedia Communications 5 602,207 5 615626
Broadband Infrastructure 337.571 519202
Handsets 288,050 366,002
Services 75,633 59,006
PCDY — 357,004
Other 1.3 37,568
Total $1,310,806 51,984,388

The methodology used (o allocate certain assets (o segments was revised in 2008, Assets by sepment s of
December 31, 2007 have been reclassified to conform to the current year's segment presentation.
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Sales are attributed to a geographical area based wpon ihe location of the cusiomer. Salbes data by geographical arcas

are as follows:
Wewrs Enided Devember 31
— e R %
. om0 _jAle o 10y
{im ihousands)

Sales by region
United Siates 51,003,072 G61% 51,665,021 67% 51,351,839 55%
China 435 840 ™ 560,548 23% TR5.525 I
Japan 40,644 ' TO 155 3% 136,877 %
Other 160,887 10 171,246 T 184,620 i)

51,640,449 100 52466970 100% S2458861  100%

Laong-lived assets, consisting of property, plant and equipment, by geographical area are os follows:

g

{im (housani)

us, § 827 S 18470

China 172844 185070

Orther 1816 5,554

Tatal long-lived assets SI1T5.287 209004
P——

NOTE I7—RELATED PARTY TRANSACTIONS

Snfibererk and affiliones

The Company recognizes revenue with respect to sales of telecommunications equipment to affiliates of Softbank, a
significan stockholder of the Company, Sofibank offers ADSL covernge throughout Japan, which ks marketed under the
name “YAHCO! BB.* The Company supports Softbank's fiber-to-the-home service through zales of its carrier class
GEPON product as well as its NetRing™ product. In addition, the Company supports Softbank's new internet protocol
television ("IPTV™), through sales of its RallingStream™ product.

Dhuring 2008, 2007 and 20046, the Company recognized revenue of 5383 million, $67.8 million and $130.8 million,
respectively, for sales of telecommunications equipment and services to affiliates of Softbank. Included in revenue for
the year ended December 31, 2006 was a fee ol $31.2 million charged for the cancellation of onders. for broadband
products and $10.0 million charged for the cancellation of orders for multimedia communications products,

Included in sccounts receivable st December 31, 2008 and 2007 were $9.2 million and $26.2 million, respectively,
relmted 1o these iransactions. The Company had immaterial smounts of sceounts pavable from Sofibank and its affilistes
at December 31, 2008 and 2007,

Sales to Softbank include a three vear service period and a penalty clause if product failure mtes exceed a certain
level over a seven year period. As of December 31, 2008 and 2007, the Comparny®s customer sdvance balance relnted o
Softbank agreements was 50.7 million and 303 million, respectively. The current deferred revenue balance related to
Sofibank was $4.0 million and 55.6 million as of December 31, 2008 and December 31, 2007, respectively. As of
December 31, 2008,
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the Company's noncurrent deferred revenue balance related 1o Softhank was $9.2 million compared 10 $10.1 million as of
Becember 31, 2007,

On July 17, 2003, the Company emtered into a Mezzanine Loan Agreement with BB Modem Rental PLC
("BB Modem"}, an affiliate of Softbank. Under the terms of the agreement, the Company loaned BB Modem
S10.1 million af an effective interest rate of 12.01% per annum, for the purpose of investing in a porifolio of ADSL
madems and associated modem remtal agreements, from Sofibank. Sofibank will continue to service such modems and
maodem rental agreements. The Company’s loan was subordinated 1o certain senior lenders of BB Modem, umd
repayments were paid to the Company over a 42-month period through January 31, 2007, with a substaniial portion of
the principal amount of the loan schedule repaid during the last 16 months of this period. During the year ended
December 31, 2007 and 2006 the Company recorded an immaterial amount and $0.6 million, respectively, in interest
income with respect 1o this lean, The loan reccivable was Tully senled during the firs) quaner of 2007,

As of December 31, 2008, Softbank beneficially owned approximately 12% aof the Company's oatstanding stock.
Andlovar

Prioe to the gale of PCD on July 1, 2008, ene of the Company’s former olficers served 4s a director for Awdiovox
Corporation ( *Audbowvenc™). During 2008, 2007 and 2006, the Company paid approximately S0.8 million, $2.1 million and
514 million, respectively, for IT services provided by Andiovox,

NOTE 18—RESTRUCTURING

During the fourth quarters of Ascal 2006 and 2007, the Company announced restrecturing initistives focused on
aligning the Company's cost base with revenues. As of December 31, 2008, the Company's todal restructuring sccrual
was 59,5 million. The Company continues 1o review ifs business for opportunities to reduce operating expenses and
focus on executing iis sirategy based on core competencies and cost efficiencies.

2008 Plar

Dhuring fiseal 2008, the Company recorded $13.1 million in restructuring charges which included $12.2 million for
severance and benefits, $0.5 million for costs associated with cancellntion of eustomer projects, and $0.3 millioen for
lease termination costs. These charges were primarily related to a global reduction in force across all functions and
emploves lenminmions ot certain non-core operations which the Company is in the process of winding down. The 1oial
numbeer off emiplovees affected totaled approximmely 700, incloding 400 in China, 200 in Korea and 100 in other
locations including the United States. Poyment of accrued amounts related 1o severance and benefits aggregating
SE.0 million at Deocmber 31, 2008 are expectad 1o be completed by the second quaner of fiscal 2009,

2007 Plan

In the fourth quarter of 2007, the Company implementad o restructuning plan (the 2007 Plan™) to reduce operating
gosts, During the first quarner of 2008, the Company completed the planned reduction in foree, reducing the Company's
hendoount by approximately 13%, or approximately 800 emplovees. The workforce reduction was primarily in the
United States and China and, 1o a lesser degree, other international locations.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

The Company incurred a resiructuring charge of $14.5 million during the fourih quarier of 2007, comprised larpely
of cash payments associnted with one-time severance benecfits and facilities related cost. During the fouwrth quarter of
2007, 511.3 million was paid and as of December 31, 2007, the remaining 332 million of the restructuring expense was
inchaded in other current lisbilities. At December 31, 2008 the restructuring aceran] for the 2007 Plan included within
other liabilities of approximately 50.8 million was related 1o a lease obligation and will be settled over the remaining

lease e, which expies in fscal year 2010,

The acuivity in the accrwed restructuring balences related 1o the plans deseribed above was as follows for the years

ended December 31, 2007 and 2008;

Balamar at
Decembser 31, Bevirocinrisg  Cosh

Halsnir ot
Decomber 31, Kesiruoiuring  Cash  December 31,

Halance ai

M Charges  Paymenm 3007 Charges  Payments 2008
{bm ihousands)

2008 Plan
Worloree Reduction § — 5 —5 — 5 — § 12232 $4.256)% 7976
Leuse Costs = = = — 29 (8 249
Dther Costs — — — — 498 — 498

2007 Plan
Warforee Reduction - 13,169 {11,2486) 1,923 — {1923 -
Leage Costs —_ 1,308 {37) 1,268 — (480 T8
§ — % MATESII2ENS 3191 § 13,09 6,730 5 9511

The following table shows the total amount of costs incurmed by segment in connection with the restructuring

programs:

Multimedia Communications
Broadband Infrastructure
Handsets
Serviees
Orher

Total restructuring by segment
General and Corporate

Total restructuring

¥ears r i
pi 5
{im Whousamds )
£ 1707 § 2489
508 1,127
4,067 1,475
448 1.948
1252 1301
7.982 8,340
3077 6,134
513059 § 14474
—
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)
NOTE 19—OTHER INCOME (EXPENSE), NET

Other income (expense), net consists of the Tollowing:

Woea s ol [becember 31
008 T T4

T fnthomasdy
Gain on sale of investments S40.206 559471 S —_
Gain on liquidation of investment in o varishle interest entity (soe Note 20 8,169 — —
Gain on sale of nssets - — 2,527
Dividend income — 451 2107
Impairment of lang-term investments (4.30%) —  (13.500)
Foreign exchange (losses) gains (9.908) 4615 7,596
Onher 1,268 259 2362
Tatal §35427 564796 S5 1,092

NOTE 20—VARIABLE INTEREST ENTITIES

In October 2008, the Compuny made an investment in Tumstene Environment Technologies LLC (*TET"), a
Delaware limited linbility company formed for the purpose of licensing and developing energy efficient renewable
cooling solutions for cell towers in the telecommunications industry. In exchange for its 22% interest in TET, the
Company contributed 54.8 million in cash. The Company curvently docs not have any representalion on TET's board of
directors nor the ability to control the management and operation decisions of TET, The operations of TET are in the
preliminary stages and the entity is actively seeking additional investors. The Company does not intend to and has no
obligation 10 fund future bosses or make sdditional contributions other than the invesiment deseribed above. As of
December 31, 2008, TET was in effect entively funded by the Company”s initial investment as the capital contributions of
the current investors were not substantive. The Company has determined that the venture is a variable inlerest entity
{"VIE®) and the Company is the primary beneficiary beeause it is exposed to the majority of the variable inferest entity's
expected losses. Therefore, the Company is required to consolidate the VIE's financial statements under FIN 46K,
*Consolidation of Variable Interest Entities®. However, the Company did not consolidaie the financial statemends of the
VIE for 2008 as the operations of this varisble intercst entity wene not material to the consolidated balance shoet or
sintement of operations of the Company.

During the fourth quarter of 2005, the Company provided an interest free, $12.4 million loan to a party in China as
seesd capital for m venture organized (o participate in providing technical service, networking technology and equipment
o the emenging market for IPTV products in China, The loan, partially secured by an indirect ownership interest in the
venture, was payable in 10 years and could be called early without penaliy. As a resull of the foregoing, and the fact that
the venture's continuing viability was heavily dependent on the further provision of network and terminal equipment by
the Company, the Company determined that the venture was a VIE and that the Company was the primary beneficiary of
the veniure. Therefore, the Company was. required 1o consolidate the VIE's financinl statements. The consolidation of this
VIE in prior years did not have a significant impact on the Company's consolidated financial statements. In March 2008,
the Company received a repaymeni in full of the loan®s principal balance, eliminafing its interest in the VIE, and resulting
in reconsideration of the Company's position as the primary beneficiary. Based on this recons ideration cvenl,

has concluded the Company is no longer the primary beneficiary under FIN 46R and is no longer required
1o consolidate the VIE's financial statements, The Company's Consolidated Siatement of
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

Oiperations for the vear ended December 31, 2008 includes the opernting resuls of the VIE through February 2008, af
which point the VIE was deconsolidated from the Company's financial siatemenis. In the first quaner of 2008, the
Company recorded an §8.2 million gain upon the repayment of the loan and deconsolidation that was included in mher
income, expense, nel. As management expects continuing invalvement with the ongoing entity's business as a supplier of
IPTV equipment, the Company has determined the conditions for presentation as a discontinued operation were not mel.

NOTE 2I—QUARTERLY FINANCIAL DATA (UNAUDTEDY

Three menihs  Three months  Three monibia  Three moniin
etk wndied emdlid rvded
Deormber 31, Sepiember 39, Sy M, March 31,
—ob e el oM
{18 ihnisa ads, eicepl per shinre smennis)

Met sales
Unrelated party § 233705 § 1TORTE 5 6233MR 5 574,195
Related party 7392 9,729 9368 11,74
240,097 180,607 632,756 585,989
Cost of net sales
Unrelated pary 07412 117,501 244523 487053
Related party 3,797 5679 6285 6,757
Giross profit 20,888 §7,327 £1,948 92,079
expenies (income):
Selling, general o pdministrative 46,360 50,445 72,010 79,744
Research and development 26,634 35971 39,286 41,400
Amonization of intengible assets 278 279 1,730 1,824
Impairment of keng-lived assets 11220 — — -
Restructuring 13,059 — — —
Met pain on divestitures (4.327) (3,455) -— -
Total net operating expenses 109,224 92,240 113,006 122,968
Operating boss (79336) (34913) (3L0T8) (30,889
Interest mcame 1,241 2,143 1,290 2817
Interest expense (465) (446) {3.457) (6.071)
Ohher income {expensel, nel (2.680) {14.943) (920} 53,9?_0
{Lozs) income before income txes and minority imerest (B1.240) (48,1590  (34,165) 19,827
Income tax benelit {expense) ElL (7.791) {4,625) 5,000
Minority interest in losses of consolidated subsidinries (18) f 1t 510
Met loss § (BO949) S (55944) § (3B78D) 5 25337
{Loss) earnings per share—hbasic and diluied § (D65 5 (045§ (031) 5 021

In the first and fourth quarter of 2008, the Company entified and recorded additional contract loss reserves of
51.5 million and 51.6 million, respectively, relating to 2006 and 2007, These prior-period charges related 1o loss
coniracts resulied in an understatement of cost of sales and related undersiatement of net loss for 2006 and 2007, The
Company also idemtified and recorded on additional 52.5 millian charge in the fourth quarter of 2008 relating 10
comection of the forfeiture rate application for the stock compensation expense associnted with prior periods. This prior-
period churpe resulied in the understmement of operating expenses and relted understatesnent of net loss for 206 and
2007, The impact of these prior-period charges was not material 1o any of the prior annual or ivterim period,
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (Continued)

nor was the impact of recording these charges in 2008 material 1o the consolidated financial statements as of and for the
year ended Deoember 31, 2008,

Theer manths  Three months  Theee manths  Theee manths

ended wnded amaded wmedeil
Dewembeer 31, Saplomber 3, FIT RN Mlarch 31,
—r B B
il m Evopramds, vvoept per shary amoumts )
et sales
Unrelated party § 701518 S B26861 S 31014 S 462786
Related party 14,812 19,633 20,231 13,116
Bl 330 646,494 538,245 475,902
Cost of net sales
Unrelated party 95,579 SATIR9 441,954 391850
Related party B,747 14,672 16,561 B, 767
Giroas profit 102,004 04,433 9,730 75,245
Operating expenses (Income):
Selling, general and administrative Th, 146 74,2497 BE, 265 T9,837
Resenrch and development 40,575 41,881 42,158 43,662
Amartization of intangible assets 1824 4,046 4,046 4,046
Impairment of goodwill and long-lived asseis. 19912 -_— —_— —_—
Resructunng 14,474 =iy — -
Met gain on divestitlures -— 4.271) = =
Total net operating expenscs. 154,931 115,953 135,068 127,545
Operating boss (52.927) (SL.520)  (55339)  (53.260)
Imberest income 3,130 3029 3395 4910
Interest expense (9,742) (R558) (73210 (6.725)
Other income (expense), et 36318 4,347 158 3970
Loss before income taxes and minosity inferest (3.221) (53,032  (59.107)  (50,105)
Income tox benefit (expense) (22, 164) 13,0495) (3,298) (4.341)
Minority interest in losses of consolidated subsidiarics 528 799 698 A
Net loss 5 (24,557) § (55,328) § (61,707) § (53.982)
Less per share—basic and diluted: § (02005 (048 5 (051) 5 (0L45)
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SCHEDULE
UTSTARCOM, INC. (UNCONSOLIDATED—PARENT COMPANY BASIS)
REGISTRANT BALANCE SHEETS
(in thousands, excepl share data)
ki wlseF 11
0% 047
ASSETS

Current assets:

Cash and cosh equivalems £ 73T s 12219

Short-term investments - 42,354

Accounts receivable-unreluted party, net of allowances for doubtful sccounts BE,063 28,195

Accounts receivable-related party B 757 26,256

Accounts receivable-imtercompany 249,071 384,924

Inventories and deferred costs 26,327 136,946

Prepaids and other current assets 29014 21,876

Restricted eash 15,291 5310
Total current assets 470,294 Tos,054
Property, plant and equipment, net 792 17,582
Long-term investment 17,220 15,074
Investment in affilisted companics 214,433 320,379
Intangible assets, net — 6,501
Kon-current defemed tax asset 7434 37,393
COther long-term assets 18,942 25211

Toual assets § 729,115 S1,090,194

LIABILITIES AND STOCKHOLDERS' EQUITY

Current linbilities:

Short-term notes payable 3 — 5§ 274,600

Accounts payable 20,754 25,527

Accounts payable-intercompany 114,162 11,941

Incom taxes paynhle 11,113 7,701

Customer advances 15,647 i3, 950

Deeferred revenue 10,302 18,042

Current deferred tax liability B.S05 52126

(nher current liabihies 61,005 86,297
Total current lishilities 241,490 3224
Long-term defermed revemse 20,791 28,994

Total Habilities 262,281 572218
Stockholders” equiry:

Common stock: 500123 par value; authorized: 750,000,000 shares; izsued and cutstanding:

126,566,394 and 123,467,204 at December 31, 2008 and 2007, respectively 152 152
Additional paid-in capinal 1.230.074 1. 216,691
Accumulated deficit (B41,486) (691170
Accumulated other comprehensive income 69,064 92,303
Total stockholders’ equity 466,834 617976

Total Liabilities and stockholders’ equity $ 729,115 51,190,194

The accompanying notes are an inlegral par of these finmncial siatements.
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UTSTARCOM, INC. (UNCONSOLIDATED—PARENT COMPANY BASIS)

CONDENSED INFORMATION AS TO THE RESULTS OF OFERATIONS OF THE REGISTRANT

{in thousands)
Vears eniled Devember 3
FL
Met sales
Unrelated parties § 204,835 5 111,475 5131292
Related panties 28,702 BEA600 129782
Intencom pany 75,630 B6070 129,326
319,193 264,145 390,400
Cost of sales
Unrelated parties 118,774 10E, 705 148015
Related parties 17476 48197  BDA450
Intercom pany 79,110 83310 125920
Gross profit 103,833 30953 36015
Selling, general and administrative 19336 133,196 150,170
Research and development 39555 26,173 181
Amonization of intangible asses 1.586 49,800 4,904
Restructuring charges 1728 3972 —
Impairment of longe-lived asets 19,435 18,851 -
Tatal operating expenses 17840 191,992 160,235
Operating loss (B4,007) (160,059) (124,240)
Interest income 4,645 T418 8327
Interest expense (7.763)  (26004)  (4,516)
Oither income, net 35651 15006 (52.942)
Loss before income taxes and equity in loss of affilinted companies (514700 (164,708  (173.371)
Equity in net (loss) income of alfiliated companies (102,524)  (6B45) o182
Income tax benefit (expense) 3678 (22020) (4,156
et loss H150316) S(195,575) S(117,345)
S S S—

The accompanying notes are an integral pant of these financial satements.
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UTSTARCOM, INC. (UNCONSOLIDATED—PARENT COMPANY BASIS)
CONDENSED INFORMATION AS TO THE CASH FLOWS OF THE REGISTRANT

(Im thonsands)
Yeurs endead M
ThiA 3007
CASH FLOWS FROM OPERATING ACTIVITIES:
et loss S130,316) S(193575) S(117.345)
Adjustment to reconcile net loss to net cash provided by (used in) operating
activities:
Depreciation and amortization a9 180 17971 23,8931
Stock-based compensation expense 20,565 12,792 16392
(Craim) boss on sale of asses 264 334 (2,527
Met gain on long-term investment — (6.223) —
Met gain on divestitures {7,782} (42717 (12,291)
Impairment of long-lived assets 12435 18,851 —
Ciain on sale of short=term investment (dAl20G) (53,7060
Impairment of long-term investments 4,307 _— 13,500
Provision (recovery) for doubliul accounts 57 516 {1,150)
Prowision for deferred cost —_ 2,229 —
Provision for invendory reserve — — 27,154
Dicferred income taxes (13.662) 10357 .
Equiry in {net income) bess of affiliated companies 102,524 8845 (6L 182)
Oiher 265 1,591 2,050

Changes in opersting assets and liabilities, net of scquisitions:

Accounts receivable (60.443) 199568 92,566
Inveniories 95879 (81.660) (7.832)
Deferred coats — (9,726) 8,034
Onher paseis (19,383} 10,063 {481)
Accounts payable 97463  (36628) 23688
Income taxes payvable 3414 5,645 465
Customer advances (40,0300 18673 (31.B58)
Deferred revenue 5,568 (514) 6,331
Dither current labilities (31.188)  (6,702) 4,174y
et cash used in operating activities (4,089) (845641 (21,562)
CASH FLOWS FROM INVESTING ACTIVITIES:
Additions 10 property, plant and equipment (5018) {12,893) (8.945)
Investment in affilistes {8,360 (230)  {13,179)
Met proceeds from divestitures 214,051 4271 35,965
Change in restricted cash {8.048) 7.192 20,976
Sale of shon-term invesiments 42 084 54,5246 —
Orther B J.022 B30
et cash provided by investing activities 234,773 55,388 35447
CASH FLOWS FROM FINANCING ACTIVITIES:
Repayment of borrowings [274,600) - -
Other (4.506) 3930 351
et cash provided by (used in) inancing activitics {279, 106) 3,930 351
Met increase in cash and cash equivalents {48422} (25248) 14,236
Cash and cazh equivalents at beginning of period 122,193 147,239 133,203
Cash and cash equivalents at end of period § 73,771 S 122,193 5147439

The accompanying nodes are an iniegral part of these financial siatements.
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UTSTARCOM, INC.

NOTES T CONDENSED FINANCIAL STATEMENTS
MNOTE 1—BASIS OF FRESENTATION

UTSuarcom, Ine., a Delaware corpormion, iz the parent company of all UTSarcom, Inc. subshdlarics. The
accompanying condensed financial statements reflect the financial position, results of operations and cash Nows of
UTS1arcom, Inc. on & separate, parent company basis, All subsidiaries of UTStrcom, Inc, are reflected as investments
acoounted for wsing the equity method. Accordingly, iMercompany iransactions have not been eliminated. [nventory
balances at December 31, 2008 and 2007 include intercompany profit of $1.8 million and 52.4 million, respectively.
There was 5100 million and 5150 million of cash dividends paid by its subsidiaries in Chinn during the years ended
December 31, 2008 and 2007, respectively. In February 2009, there was an additional $50 million of cash dividends paid
by its subsidiaries in China. For sccounting policies and other information, see the Notes to Consolidated Financial
Statements ncluded elsewhere herein.

NOTE 2—INVENTORY
A majoriny of the Company's inventory as at December 31, 2008 and 2007 i3 finkshed goods.
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SCHEDULE 11
UTSTARCOM, INC,
VALUATION AND QUALIFYING ACCOUNTS AND RESERVES
For the Years Ended December 31, 2008, 2007, and 2006
Charged

Balance @l e rodited) o Carpnl Halance as

beglmnlng ol cosis amad Cemedlied ) in i Dreducninms ) el wif
Dcription Jheperied _gaprees | - fleiacosinie  Adjewmens - theporisd

(in (Rssandy]

Year ended December 31, 2008
Allowance for doubtful accounts § 45,728 5§ (5,237 § — 5 (3,142) S 37359
Tax valustion allowance $342061 S5 12623 § BO91)S — S363.676
Year ended December 31, 2007
Allowance for doubtful accounts $ 53,913 5§ (8,652) § — 5§ 467 5 45728
Tax valuation allowance $235564 SID5455 § 1942 % — £342981
Year ended December 31, 2006
Allowance for doubtful accounts % 67,794 5 (9.730) § — & (4.151) % 53913
Tax valuation allowance $244204 5 13918 5 (22558)1)% — 5235564

(n Charged {eredited) against other comprehensive income
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ITEM 2—CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

MNone.,
ITEM 9A—CONTROLS AND PROCEDURES
Evaluation of Disclosure Controls and Procedures

The Company maintains disclosure controls and procedures that are designed to ensure that information required to
e disclosed in the reports the Compary files or submits under the Securities Exchange Act of 1934, as amended
{the "Exchange Act"}, is recorded, processed, summarized and reported within the time periods specified in the Securities
and Exchange Commission's {"SEC™) rubes and forms, and that such information is accumubated and commumicated to
the Company's managemend, including its chief executive officer ("CECQ" ) and chief financial officer ("CFO), as
appropriate, o allow timely decisions regarding required financial disclosure.

In connection with the preparstion of this anmusl report on Form 10K (“Form 10-K7), the Company carried out an
evishiation as of December 31, 2008 under the supervision and with the pamicipation of the Comparny's management,
inghuding the CEC and CFO, of the effectiveness of the design and operation of the Company’s disclosure controls and
procedures, s such term is defined in Rules 13n=15{¢) sl 15d=15(e) under the Exchange Act. Bosed upon this
evaluation. the CEC and CFO concluded that as of December 31, 2008 the Company's disclosure controls and
procedures were nol effective because of the material weaknesses described below under "Mamagement's Annual Report
on Intermal Contral over Financinl Reporting.”

T wddress these material weaknesses, the Company performed additional analyses and other procedures (described
bebow under the subheading "fnterfm Measures”) to ensure that the Company's consolidated financial statements were
pregered in sccondance with generally accepled accounting principles in the United States ("GAAP®). Accordingly,
Company managernent believes that the consolidated financial statements incleded in this Form 10-K fairly present in all
materiel respects the Company's financial condition, results of operations and cash Nows for the periods presented and
that this Farm 10-K does nol contain any untiue statement of a matenal fact of omil W state o material el necezary o
make the statements made, i light of the circumstances under which such statements were made, not misleading with
respect io the periods covered by this report.

260/278



EDINETOOOO

OO00ooO00ooOo0obDo00oO00o0O00DbOO000DOO0Oo(eossrs)

Table of Contems

company's annual or interim financial statements will not be prevented or detected on a timely basis. The following
materinl weaknesses in internal control over financial reporting have been identified as of December 31, 2008,

1. The Company did nat meintain effeciive comtrols ot is ULS, headigmarters over the apprapriaie mealohing
of costy af werles with revenne and the recording of reserves for fosses ov customer covirpcts, Specifically,
the Company's controls did not operate effectively 1o ensure that cost of sales was recorded completely
and sccurmtely when revenue was recognized, ns well as ensuring thot all cosis relmed 10 reserves for
losses on customer contracts were recorded in the appropriate period and that the existing loss reserves
were adequate. These processes were not slways performed comectly or timely, and there was inndequate
manngement review to detect caleulation and/or posting ermors. These control defickencies resulied in audit
adjustments to the consolidated financial statements for each of the quarers ended March 31, 2008,

Jume 30, 2008 and Seplember 30, 2008 and for the year ended December 31, 2008,

) The Company did nai malmtain effective comirols ai s US headgrariers over ihe period-end financial
reparting process. Specifically, the Company's controls did net operate effectively to ensure the
appropriate and tmely analysis wnd moniloring of the underlying information related 1o 12 period-end
financial reporting process and preparation of consolidated financial sistements. This conrol deficiency
resulted in adjustments, including audit adjusirments 1o the consolidated financial satements for each of
the quarters ended March 31, 2008, Jume 30, 2008 and September 30, 2008 and for the vear ended
December 31, 2008,

The material weaknesses described above could result in misstatement of the Company’s consolidated financial
statements that would result in 8 material misstatement to the quarterly or annunl consolidated financial statements that
waould not be prevented or detected.

Because of these material weaknesses described sbove, management has concluded that the Comparry did not
maintain effective internal control over financial reporting ss of December 31, 2008, based on criteria established in
Internal Cantral—Inwregrated Framework issued by the COS0,

The effectivensss of the Company”s internal control over financial reporting as of December 31, 2008 has been
audited by PricewnterhouseCoopers LLP, an independent registered accounting firm, s stated in their report which
nppears herein,

Management's Planned Remediation Inltatives and Interim Measures

The Company continues 10 make necessary changes and improvements (o the overall design of s control
environment 1o address the material weaknesses in intermal control over financial reporting described above, [n
particular, the Company has implemented and’or plans to implement during 2009 the specific remediation initiatives
deseribed bebow, In addition, in connection with preparation of the 2008 pnmml consolidated financial satements
inchsded in this Form 10-K, the Company has undertnken the additional messures described under the subheading
“Interim Measures™ below to provide reasonable assurance regarding the reliability of financial reporting and the
preparntion of the Company’s 2008 annual consolidated financial statements and (o ensure thet material information
relating 1o the Company and its consolidated subsidiaries was made known 1o management and included in this Form 10-
K.

Remediation Tnitlathves

1. Toremedinte the materinl weakness described above over " The apropriate matehing of costs of sales
wiith revemmine aird the recovding of reserves for losses on eustomer confracts,” the Company's planned remediation
measures are intended 1o mddress material weaknesses. that have
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
UTStarcom, Inc.:

In our opinion, the accompanying consolidated financial statements present fairly, in all material respects, the financial
position of UTStarcom, Inc. and its subsidiaries at December 31, 2008 and 2007, and the results of their operations and their
cash flows for each of the three years in the period ended December 31, 2008 in conformity with accounting principles
generally accepted in the United States of America. In addition, in our opinion, the accompanying financial statement
schedules present fairly, in all material respects, the information set forth therein when read in conjunction with the related
consolidated financial statements. Also in our opinion, the Company did not maintain, in all material respects, effective internal
control over financial reporting as of December 31, 2008, based on criteria established in Internal Control - Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission ("COSQ") because material
weaknesses in internal control over financial reporting related to 1) the lack of complete and accurate matching of cost of sales
upon the recognition of revenue and estimating and recording the reserves for losses on customer contracts, and 2) the lack of
effective controls over the appropriate and timely analysis and monitoring of the underlying information related to period end
financial reporting process and preparation of consolidated financial statements, existed as of that date. A material weakness is
a deficiency, or a combination of deficiencies, in internal control over financial reporting, such that there is a reasonable
possibility that a material misstatement of the annual or interim financial statements will not be prevented or detected on a
timely basis. The material weaknesses referred to above are described in the accompanying Management's Annual Report on
Internal Control over Financial Reporting. We considered these material weaknesses in determining the nature, timing, and
extent of audit tests applied in our audit of the 2008 consolidated financial statements, and our opinion regarding the
effectiveness of the Company's internal control over financial reporting does not affect our opinion on those consolidated
financial statements. The Company's management is responsible for these financial statements and financial statement
schedules, for maintaining effective internal control over financial reporting and for its assessment of the effectiveness of
internal control over financial reporting included in management's report referred to above. Our responsibility is to express
opinions on these financial statements, on the financial statement schedules, and on the Company's internal control over
financial reporting based on our integrated audits. We conducted our audits in accordance with the standards of the Public
Company Accounting Oversight Board (United States). Those standards require that we plan and perform the audits to obtain
reasonable assurance about whether the financial statements are free of material misstatement and whether effective internal
control over financial reporting was maintained in all material respects. Our audits of the financial statements included
examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, and evaluating the overall financial statement
presentation. Our audit of internal control over financial reporting included obtaining an understanding of internal control over
financial reporting, assessing the risk that a material weakness exists, and testing and evaluating the design and operating
effectiveness of internal control based on the assessed risk. Our audits also included performing such other procedures as we
considered necessary in the circumstances. We believe that our audits provide a reasonable basis for our opinions.

The accompanying consolidated financial statements have been prepared assuming that the Company will continue as a
going concern. As discussed in Note 1 to the consolidated financial statements, the Company has suffered recurring losses and
negative cash flows from operations. These conditions raise substantial doubt about the Company's ability to continue as a
going concern. Management's plans in regard to these matters are also described in Note 1. The consolidated financial
statements do not include any adjustments that might result from the outcome of this uncertainty.
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As discussed in Note 2 to the consolidated financial statements, the Company changed the manner in which it accounts for

uncertain tax positions in 2007.

A company's internal control over financial reporting is a process designed to provide reasonable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles. A company's internal control over financial reporting includes those policies and procedures
that (i) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of the company; (ii) provide reasonable assurance that transactions are recorded as necessary to
permit preparation of financial statements in accordance with generally accepted accounting principles, and that receipts and
expenditures of the company are being made only in accordance with authorizations of management and directors of the
company; and (iii) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the company's assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. Also,
projections of any evaluation of effectiveness to future periods are subject to the risk that controls may become inadequate
because of changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

/sl PricewaterhouseCoopers LLP

San Jose, California
March 2, 2009
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