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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 

 
 
To the Board of Directors and 
Shareholders of Metalink Ltd. 
 
 
 
We have audited the accompanying consolidated balance sheets of Metalink Ltd. ("the 
Company") and its subsidiaries as of December 31, 2006 and 2005, and the related 
consolidated statements of operations, shareholders' equity and comprehensive income (loss) 
and cash flows for each of the three years in the period ended December 31, 2006. These 
financial statements are the responsibility of the Company's management. Our responsibility 
is to express an opinion on these financial statements based on our 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 audit to obtain reasonable assurance about whether the financial statements are 
free of material misstatement. An audit includes consideration of internal control over 
financial reporting as a basis for designing audit procedures that are appropriate in the 
circumstances, but not for the purpose of expressing an opinion on the effectiveness of 
the Company's internal control over financial reporting. Accordingly, we express no such 
opinion. An audit also includes 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, as well as evaluating the overall financial 
statements presentation. We believe that our audits provide a reasonable basis for 
our opinion. 
 
In our opinion, such consolidated financial statements referred to above present fairly, in all 
material respects, the consolidated financial position of the Company and its subsidiaries as 
of December 31, 2006 and 2005 and the consolidated results of their operations and their 
cash flows for each of the three years in the period ended December 31, 2006, in conformity 
with U.S. generally accepted accounting principles. 
 
Brightman Almagor & Co. 
Certified Public Accountants  
A member firm of Deloitte Touche Tohmatsu 
 
Tel Aviv, Israel 
January 30, 2007 



The accompanying notes are an integral part of the financial statements. 
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METALINK LTD. 
 

CONSOLIDATED BALANCE SHEETS 
 
 
 
 December 31, 
 2 0 0 6 2 0 0 5 
 (in thousands) 
ASSETS   
Current assets   

Cash and cash equivalents $   4,775  $      7,134  
Short-term investments (Note 3)  18,317  20,142  
Trade accounts receivable  2,025  2,880  
Other receivables (Note 10)   422  1,498  
Prepaid expenses   584  695  
Inventories (Note 4)  3,171  4,250  

Total current assets  29,294  36,599  
   
Long-term investments (Note 3)   5,520  10,589  
   
Severance pay fund (Note 6)  1,955  1,802  
   
Property and equipment, net (Note 5)  3,517  3,863     

Total assets  $ 40,286  $    52,853  
   
LIABILITIES AND SHAREHOLDERS' EQUITY   
Current liabilities   

Trade accounts payable  $   2,280  $      1,639  
Other payables and accrued expenses (Note 10)  4,058  3,862  

Total current liabilities    6,338  5,501  
   
Commitments and contingent liabilities (Note 7)   
   
Accrued severance pay (Note 6)  3,065  2,747  
   
Shareholders' equity (Note 8)   

Ordinary shares NIS 0.1 par value 
(Authorized - 50,000,000 shares, issued and outstanding  
20,653,826 and 20,358,373 shares as of  
December 31, 2006 and 2005, respectively)  614  607  

Additional paid-in capital  133,119  130,810  
Deferred stock-based compensation  -  (6) 
Accumulated other comprehensive loss (52) (228) 
Accumulated deficit (92,913) (76,693) 

  40,768  54,490  
Treasury stock, at cost; 898,500 shares as of    

December 31, 2006 and 2005 (9,885) (9,885) 
Total shareholders’ equity  30,883  44,605     

Total liabilities and shareholders' equity $   40,286  $    52,853  
   



The accompanying notes are an integral part of the financial statements. 
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METALINK LTD. 
 

CONSOLIDATED STATEMENTS OF OPERATIONS 
 
 
 
 Year ended December 31, 
 2 0 0 6 2 0 0 5 2 0 0 4 
 (in thousands except share and per share data) 
    
Revenues (Note 11) $    14,476  $      14,529  $      22,112  
Cost of revenues (Note 11):    
Costs and expenses (excluding non-cash 

compensation of $0, $0 and $36, respectively)  7,071  6,938  11,637  
Royalties to the Government of Israel (Note 7)  436  392  648  

Total cost of revenues  7,507  7,330  12,285      
    
Gross profit  6,969   7,199    9,827   

    
Operating expenses:    
Gross research and development (excluding non-cash 

compensation of $0, $0 and $40, respectively) 20,498  20,117  18,950  
Less - Royalty bearing and other grants  2,882  3,477  4,083  
Research and development, net 17,616  16,640  14,867  
Selling and marketing (excluding non-cash 

compensation of $6, $17 and $109, respectively)  4,892  5,765  6,566  
General and administrative (excluding non-cash 

compensation of $0, $0 and $21, respectively) 1,985  2,254  2,471  
Non-cash compensation  -  17  206  

Total operating expenses 24,493  24,676  24,110      
    
Operating loss (17,524) (17,477) (14,283) 

    
Financial income, net 1,304  1,189  1,352  
    

Net loss  $   (16,220) $     (16,288) $     (12,931) 
    
Loss per ordinary share:    
Basic $       (0.83) $         (0.84) $         (0.68) 
Diluted $       (0.83) $         (0.84) $         (0.68) 

    
Shares used in computing loss per ordinary share:    

Basic 19,625,316  19,350,625  19,140,706  
Diluted 19,625,316  19,350,625  19,140,706  

    
 



The accompanying notes are an integral part of the financial statements. 
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METALINK LTD. 
 

STATEMENTS OF SHAREHOLDERS' EQUITY AND COMPREHENSIVE INCOME (LOSS) 
(in thousands, except share data) 

 
       Accumulated    
 Number  of Number of  Additional Deferred Treasury other  Total  
 outstanding treasury Share paid-in stock-based stock comprehensive Accumulated comprehensive  
 shares shares Capital  capital Compensation  (at cost) income (loss) deficit income (loss) Total 

Balance at           
   December 31, 2003 19,855,317  898,500  596  129,005  (209) (9,885)  268  (47,474)   72,301  
           
Changes during 2004:          
Exercise of employee options and shares  309,431   -   7   1,094   -   -  -   -   -   1,101  
Exercise of consultant options   10,000   -   -   18   -   -  -   -   -   18  
Deferred stock-based compensation related to           

stock option grants to consultants   -   -   -   17  (17)  -  -   -   -   -  
Amortization of deferred stock-based          

compensation  -   -   -   -   206   -  -   -   -   206  
Other comprehensive income:          

Unrealized loss on marketable securities  -   -   -   -   -   - (405)  -  (405) (405) 
Loss for the year  -   -   -   -   -   -  -  (12,931) (12,931) (12,931) 
Total comprehensive loss        $   (13,336)  
          
          
Balance at          
   December 31, 2004 20,174,748   898,500 $         603 $     130,134 $           (20) $   (9,885) $     (137) $    (60,405)  $  60,290  
          
Changes during 2005:          
Exercise of employee options  183,625  -  4  673  -  - -  -   677  
Deferred stock-based compensation related to           

stock option grants to consultants  -  -  -  3  (3) - -  -  -  -  
Amortization of deferred stock-based          

Compensation -  -  -  -  17 - -  -   - 17  
Other comprehensive income:          

Unrealized loss on marketable securities -  -  -  -  -  - (91) -  (91) (91) 
Loss for the year -  -  -  -  -  - -  (16,288) (16,288) (16,288) 
Total comprehensive loss        $    (16,379)  
          
  20,358,373     898,500  $         607  $     130,810  $           (6) $   (9,885) $     (228) $    (76,693)  $  44,605  
          

 



The accompanying notes are an integral part of the financial statements. 
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METALINK LTD. 
 

STATEMENTS OF SHAREHOLDERS' EQUITY AND COMPREHENSIVE INCOME (LOSS) (CONT.) 
 (in thousands, except share data) 

 
 
 

       Accumulated    
 Number  of Number of  Additional Deferred Treasury other  Total  
 Outstanding treasury Share paid-in stock-based stock comprehensive Accumulated Comprehensive  
 Shares shares Capital  capital compensation  (at cost) income (loss) deficit income (loss) Total 

          
Balance at          
   December 31, 2005 20,358,373  898,500  $        607  $    130,810  $           (6) $   (9,885) $   (228) $   (76,693)  $  44,605  
          
Changes during 2006:          
Exercise of employee options  295,453  -  7  2,309  -  - -  -   2,316  
Deferred stock-based compensation related to           

stock option grants to consultants  -  -  -  -  -  - -  -  -  -  
Amortization of deferred stock-based          

Compensation -  -  -  -  6  - -  -  -  6  
Other comprehensive income:          

Unrealized gain on marketable securities -  -  -  -  -  - 176  -  176  176  
Loss for the year -  -  -  -  -  - -  (16,220) (16,220) (16,220) 
Total comprehensive loss        $    (16,044)  
Balance at          
   December 31, 2006  20,653,826     898,500   $         614  $     133,119  $             -  $   (9,885) $     (52) $    (92,913)  $  30,883  
          

 
 



The accompanying notes are an integral part of the financial statements. 
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METALINK LTD. 
 

CONSOLIDATED STATEMENTS OF CASH FLOWS 
 
 
 

 Year ended December 31, 
 2 0 0 6 2 0 0 5 2 0 0 4 
 (in thousands) 
   
Cash flows from operating activities:   
Net loss $    (16,220) $    (16,288) $    (12,931)
Adjustments to reconcile net loss to net cash 

used in operating activities (Appendix)  7,154   4,339   1,359 
Net cash used in operating activities (9,066) (11,949) (11,572)
   
Cash flows from investing activities:   
Purchase of marketable debt securities and certificates of deposits (34,492) (14,648) (16,218)
Proceeds from maturity and sales of marketable debt securities and 

certificates of deposits  41,366   22,091   24,189 
Purchase of property and equipment (1,245) (1,276) (1,504)
Net cash provided by investing activities  5,629   6,167   6,467 
   
Cash flows from financing activities:   
Proceeds from issuance of shares and exercise of options, net  1,078   677   1,119 
Net cash provided by financing activities  1,078   677   1,119     
   
Increase (decrease)  in cash and cash equivalents (2,359) (5,105) (3,986)
Cash and cash equivalents at beginning of year  7,134   12,239   16,225 
Cash and cash equivalents at end of year $       4,775  $       7,134  $     12,239 
   

 
 



The accompanying notes are an integral part of the financial statements. 
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METALINK LTD. 
 

APPENDIX TO CONSOLIDATED STATEMENTS OF CASH FLOWS 
 
 
 
 Year ended December 31, 
 2 0 0 6 2 0 0 5 2004 
 (in thousands) 
   
   
   
Adjustments to reconcile net loss to net    

cash used in operating activities:   
   
Depreciation and amortization $       1,591  $       2,004  $       2,020 
Amortization of marketable debt securities and deposit  

premium and accretion of discount  176   577   786 
Increase in accrued severance pay, net 165   6   117 
Amortization of deferred stock-based compensation  1,244   17   206 
Capital loss  -   155   - 

   
Changes in assets and liabilities:   
   
Decrease (increase) in assets:   
Trade accounts receivable  855   1,348  (976)
Other receivables and prepaid expenses  1,207   797  (1,449)
Inventories  1,079   611  (427)

Increase (decrease) in liabilities:   
Trade accounts payable   641  (684)  672 
Other payables and accrued expenses  196  (492)  410 

   
   $      7,154   $      4,339   $      1,359 
   
 

 



METALINK LTD. 
 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 
(in thousands, except share and per share data) 
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NOTE 1 - GENERAL 

 
Metalink Ltd. (the "Company"), an Israeli fabless semiconductor Company, is engaged in the research and 
development of high-throughput wireless local area network chipsets, develops and markets high 
performance broadband access chip sets used by telecommunications and networking equipment 
manufacturers. Company’s broadband silicon solutions enable very high speed streaming video, voice and 
data transmission and delivery throughout worldwide communication networks. The Company operates in 
one business segment. The Company generates revenues from the sale of its products mainly in Asia, 
Europe and North America. 
 

NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES 
 

The financial statements have been prepared in accordance with U.S. generally accepted accounting 
principles. 
 
A. Use of Estimates in Preparation of Financial Statements 

 
The preparation of financial statements in conformity with generally accepted accounting principles 
requires management to make estimates and assumptions that affect the reported amounts of assets 
and liabilities, the disclosure of contingent assets and liabilities at the date of the financial 
statements and the reported amounts of revenues and expenses during the reported period. Actual 
results could differ from those estimates. 
 

B. Financial Statements in U.S. Dollars 
 
The reporting currency of the Company is the U.S. dollar ("dollar" or "$"). The currency of the 
primary economic environment in which the operations of the Company and its subsidiaries are 
conducted is the dollar, and the dollar has been determined to be the Company's functional 
currency. 
 
Transactions and balances originally denominated in dollars are presented at their original amounts. 
Non-dollar transactions and balances have been remeasured into dollars in accordance with the 
principles set forth in Statement of Financial Accounting Standard ("SFAS") No. 52. All exchange 
gains and losses from remeasurement of monetary balance sheet items resulting from transactions in 
non-dollar currencies are reflected in the statements of operations as they arise. 
 

C. Principles of Consolidation 
 
The consolidated financial statements include the financial statements of the Company and its 
wholly-owned subsidiaries. All material inter-company transactions and balances have been 
eliminated. 
 



METALINK LTD. 
 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 
(in thousands, except share and per share data) 
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NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
D. Cash Equivalents 

 
Cash equivalents consist of short-term, highly liquid investments that are readily convertible into 
cash with original maturities when purchased of three months or less. 

 
E. Marketable Debt Securities  

 
The Company accounts for its investments in marketable securities in accordance with SFAS No. 
115, "Accounting for Certain Investments in Debt and Equity Securities" (“SFAS 115”). 
 
Management determines the appropriate classification of the Company’s investments in marketable 
debt securities at the time of purchase and reevaluates such determinations at each balance sheet 
date. Held-to-maturity securities include debt securities for which the Company has the intent and 
ability to hold to maturity. Debt securities for which the Company does not have the intent or ability 
to hold to maturity are classified as available-for-sale.   
 
As of December 31, 2006 and 2005 all marketable debt securities are designated as available-for-
sale and accordingly are stated at fair value, with the unrealized gains and losses reported in 
shareholders' equity under accumulated other comprehensive income (loss). Realized gains and 
losses on sales of investments, as determined on a specific identification basis, are included in the 
consolidated statement of operations. 
 

F. Allowance for doubtful accounts 
 
The allowance for doubtful accounts has been made on the specific identification basis. 

 
G. Inventories 

 
Inventories are stated at the lower of cost or market. Cost is determined as follows:  
Raw materials, components and finished products - on the moving average basis. 
Work-in-process - on the basis of actual manufacturing costs. 
 

H. Property and Equipment 
 
Property and equipment are stated at cost. Depreciation is calculated by the straight-line method 
over the estimated useful lives of assets, as follows: 
 
Computers and equipment 3-7 years 
Furniture and fixtures 10-15 years 
 
Leasehold improvements are amortized by the straight-line method over the shorter of the term of 
the lease or the estimated useful life of the improvements. 
 



METALINK LTD. 
 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 
(in thousands, except share and per share data) 

- 11 - 

 
NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
H. Property and Equipment (Cont.) 

 
The Company periodically assesses the recoverability of the carrying amount of property and 
equipment based on expected undiscounted cash flows. If an asset’s carrying amount is determined 
to be not recoverable, the Company recognizes an impairment loss based upon the difference 
between the carrying amount and the fair value of such assets, in accordance with SFAS No. 144 
"Accounting for the Impairment or Disposal of Long-Lived Assets”. 
 

I. Revenue Recognition 
 
The Company recognizes revenue upon the shipment of its products to the customer provided that 
persuasive evidence of an arrangement exists, title has been transferred, the price is fixed, collection 
of resulting receivables is probable and there are no remaining significant obligations. The 
Company generally provides a warranty period for up to 12 months at no extra charge. No warranty 
provision has been recorded for any of the reported periods, since based on the past experience, 
such amounts have been insignificant. 

 
J. Research and Development Expenses 

 
Research and development expenses, net of third-parties grants, are expensed as incurred. The 
Company has no obligation to repay the grants, if sales are not generated. 

 
K. Deferred Income Taxes  

 
Deferred income taxes are provided for temporary differences between the assets and liabilities, as 
measured in the financial statements and for tax purposes, at tax rates expected to be in effect when 
these differences reverse, in accordance with SFAS No. 109 “Accounting for Income Taxes” 
(“SFAS 109”). 
 

L. Net Loss Per Ordinary Share 
 
Basic and diluted net loss per share have been computed in accordance with SFAS No. 128 
“Earning per Share” using the weighted average number of ordinary shares outstanding. Basic loss 
per share excludes any dilutive effect of options and warrants. A total of 355,708, 286,913 and 
753,515 incremental shares were excluded from the calculation of diluted net loss per ordinary 
share for 2006, 2005 and 2004, respectively due to the anti-dilutive effect. 

 



METALINK LTD. 
 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 
(in thousands, except share and per share data) 
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NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
M. Stock-based compensation 

 
In January 2006, the Company initially adopted SFAS No. 123(R), “Share-Based Payment” (“SFAS 
No. 123(R)”). As a result of the adoption of SFAS No. 123(R), the Company’s net loss for the year 
ended December 31, 2006 includes $1,238 of compensation expenses related to the Company’s 
share-based compensation awards. Until the initial adoption of SFAS No. 123(R) the Company 
accounted for employees and directors stock-based compensation in accordance with Accounting 
Principles Board Opinion No. 25, “Accounting for Stock Issued to Employees” (“APB 25”) and in 
accordance with FASB Interpretation No. 44 (“FIN 44”). Pursuant to these accounting 
pronouncements, the Company records compensation for stock options granted to employees and 
directors over the vesting period of the options based on the difference, if any, between the exercise 
price of the options and the market price of the underlying shares at that date. With respect to 
variable awards, changes in the market price of the underlying shares at each balance sheet date 
affect the aggregate amount of compensation recorded. Deferred compensation is amortized to 
compensation expense over the vesting period of the options.  

 
Had compensation cost for the Company’s stock option plans been determined based on fair value 
at the grant dates for all awards made in 2005 and 2004 in accordance with the provisions of SFAS 
No. 123 (“SFAS 123”), as amended by SFAS No. 148 “Accounting for Stock-Based 
Compensation” (“SFAS 148”), the Company’s pro forma net loss per share would have been as 
follows: 

 

 

 2 0 0 5 2 0 0 4 
 (in thousands) 
Pro forma net loss   
Net loss for the year, as reported $ (16,288) $ (12,931) 
Deduct - stock-based compensation  
 determined under APB 25  -  79  
Add - stock-based compensation  
 determined under SFAS 123 (2,000) (3,013) 
Pro forma net loss $ (18,288) $ (15,865) 

   
   

Basic and diluted net loss per share   
As reported $    (0.84) $    (0.68) 
Pro forma $    (0.95) $    (0.83) 
   



METALINK LTD. 
 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 
(in thousands, except share and per share data) 
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NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
M. Stock-based compensation (Cont.) 

 
 

For purposes of estimating fair value in accordance with SFAS No. 123(R) in 2006 and SFAS 123 
in 2005 and 2004, the Company utilized the Black-Scholes option-pricing model. The following 
assumptions were utilized in such calculations for the years 2006, 2005 and 2004 (all in weighted 
averages): 

 
 2 0 0 6 2 0 0 5 2 0 04 
    
Risk-free interest rate 4.69% 4.33% 3.33% 
Expected life (in years) 2.95  3.25  5  
Expected volatility 42% 48% 51% 
Expected dividend yield none none none 

 
Upon adoption of SFAS No. 123(R) the Company started to utilize the simplified method, 
prescribed in Staff Accounting Bulletin (“SAB”) 107 of the U.S. Securities and Exchange 
Commission (SEC), to determine the expected life used in fair valuation of newly granted awards. 
The calculation of awards' fair value prior to the adoption of FASB 123R was not changed. 

 



METALINK LTD. 
 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 
(in thousands, except share and per share data) 
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NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
 

N. Concentrations of Credit Risk 
 
Financial instruments that potentially subject the Company to concentrations of credit risk consist 
principally of cash and cash equivalents, bank deposits, marketable securities and trade receivables. 
 
(i) As of December 31, 2006 and 2005, the Company had cash and cash equivalents, short-term 

and long-term investments totaling $28,612 and $37,865, respectively, most of which are 
deposited in major U.S. financial institutions. Management believes that the financial 
institutions holding the Company's cash and cash equivalents and its deposits are financially 
sound. In addition, the marketable debt securities held by the Company consist of highly 
rated corporate bonds and U.S. quasi-governmental agencies. Accordingly, limited credit risk 
exists with respect to this item. 

 
(ii) Most of the Company's revenues are generated in Asia, Europe and North America from a 

small number of customers (see Note 11). The Company generally does not require security 
from its customers. The Company maintains an allowance for doubtful accounts, which 
management believes adequately covers all anticipated losses in respect of trade receivables. 
As of December 31, 2006 and 2005 no amounts for doubtful accounts were required. 

 
O. Concentrations of Available Sources of Supply of Products 

 
Certain components used in the Company's products are currently available to the Company from 
only one source and other components are currently available from only a limited number of 
sources. The Company does not have long-term supply contracts with its suppliers. In addition, the 
Company employs several unaffiliated subcontractors outside of Israel for the manufacture of its 
chipsets. While the Company has been able to obtain adequate supplies of components and has 
experienced no material problems with subcontractors to date, in the event that any of these 
suppliers or subcontractors is unable to meet the Company's requirements in a timely manner, the 
Company may experience an interruption in production. Any such disruption, or any other 
interruption of such suppliers' or subcontractors' ability to provide components to the Company and 
manufacture its chipsets, could result in delays in making product shipments, which could have a 
material adverse impact on the Company's business, financial condition and results of operations. 
 

P. Fair Value of Financial Instruments 
 
The financial instruments of the Company consist mainly of cash and cash equivalents, short-term 
investments, current accounts receivable, long-term investments, accounts payable and accruals. In 
view of their nature, the fair value of the financial instruments included in working capital and long-
term investments of the Company is usually identical or substantially similar to their carrying 
amounts. 



METALINK LTD. 
 

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 
(in thousands, except share and per share data) 
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NOTE 2 - SIGNIFICANT ACCOUNTING POLICIES (Cont.) 

 
Q. Reclassification 

 
Certain prior years amounts have been reclassified in conformity with current year's financial 
statements presentation. 
 

R. Recently issued accounting pronouncements 
 

On July 13, 2006, the FASB issued Interpretation No. 48, “Accounting for Uncertainty in Income 
Taxes - an interpretation of FASB Statement No. 109” (“FIN 48”), which clarifies the accounting for 
uncertainty in tax positions. This Interpretation requires recognition in the financial statements of the 
impact of a tax position, if that position is more likely than not of being sustained on audit, based on the 
technical merits of the position. The provisions of FIN 48 are effective for the 2007 fiscal year with the 
cumulative effect of the change in accounting principle recorded as an adjustment to opening balance 
of retained earnings. The Company is  currently evaluating the impact of FIN 48 but do not expect the 
adoption of  FIN 48 to have a material impact on its consolidated financial statements. 
 
In September 2006, the  FASB issued Statement of Financial Accounting Standards No. 157 (“SFAS 
157”), “  Fair Value Measurements,” which defines fair value, establishes guidelines for measuring fair 
value and expands disclosures regarding fair value measurements.  SFAS 157 does not require any new 
fair value measurements but rather eliminates  inconsistencies in guidance found in various prior 
accounting pronouncements.  SFAS 157 is effective for fiscal years beginning after November 15, 2007. 
Earlier adoption is permitted, provided the company has not yet issued financial  statements, including 
for interim periods, for that fiscal year. The Company is currently evaluating the impact of SFAS 157, 
but do not expect the adoption of  SFAS 157 to have a material impact on our consolidated financial 
statements. 
 
In February 2007, the FASB issued FASB No. 159, The Fair Value Option for Financial Assets and 
Financial Liabilities - Including an Amendment of FASB Statement No. 115. This standard permits an 
entity to choose to measure many financial instruments and certain other items at fair value. Most of the 
provisions in FASB No. 159 are elective; however, the amendment to FASB No. 115, Accounting for 
Certain Investments in Debt and Equity Securities, applies to all entities with available-for-sale and 
trading securities. The fair value option established by FASB No. 159 permits all entities to choose to 
measure eligible items at fair value at specified election dates.  
A business entity will report unrealized gains and losses on items for which the fair value option has 
been elected in earnings (or another performance indicator if the business entity does not report 
earnings) at each subsequent reporting date. The fair value option: (a) may be applied instrument by 
instrument, with a few exceptions, such as investments otherwise accounted for by the equity method; 
(b) is irrevocable (unless a new election date occurs); and (c) is applied only to entire instruments and 
not to portions of instruments. FASB No. 159 is effective as of the beginning of an entity’s first fiscal 
year that begins after November 15, 2007. The Company does not expect the adoption of FASB No. 
159 to have a material impact on its consolidated financial statements. 
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 
(in thousands, except share and per share data) 
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NOTE 3 - INVESTMENT IN MARKETABLE SECURITIES AND DEPOSITS 
 

A. Short-term investments  
 

Comprised as follows: 
 December 31, 
 2 0 0 6 2 0 0 5 
 (in thousands) 
   

   
Corporate bonds $    10,126  $    11,009  
U.S. quasi-governmental agencies  3,030   5,577  
Certificates of deposit  5,161   3,556  

 $    18,317  $    20,142  
   
B. Long-term investments  
 

Comprised as follows: 
 December 31, 
 2 0 0 6 2 0 0 5 
 (in thousands) 
   

   
Auction Rate Securities (ARS) $     4,025  $     4,375  
U.S. quasi-governmental agencies  -   2,972  
Certificates of deposit  -   2,197  
Corporate bonds  1,495   1,045  

 $     5,520  $   10,589  
   

 
As of December 31, 2006 the aggregate maturities of marketable debt securities and deposits are as 
follows: 

 
Year (in thousands) 
2007 - 2008 3,620 
ARS 1,900 
  

 
As of December 31, 2006 and 2005, all the investments are classified in accordance with SFAS 115 
as available-for-sale. 
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NOTE 4 - INVENTORIES 

 
Comprised as follows:  
 December 31, 
 2 0 0 6 2 0 0 5 
 (in thousands) 
   
Raw materials and components  $      994   $    2,826  
Work-in-process  201   65  
Finished products  1,976   1,359  
  $    3,171   $    4,250  
 
The balances are net of write-downs of $1,624 and $863 as of December 31, 2006 and 2005, respectively. 

 
NOTE 5 - PROPERTY AND EQUIPMENT 

 
Comprised as follows:  

 

 

 December 31, 
 2 0 0 6 2 0 0 5 
 (in thousands) 
   
Cost:   
Computers and equipment  $  12,177   $  10,990  
Furniture and fixtures  596   583  
Leasehold improvements  1,336   1,291  

  $  14,109   $  12,864  
Accumulated depreciation and amortization:   
Computers and equipment  $   9,708   $    8,321  
Furniture and fixtures  224   184  
Leasehold improvements  660   496  

  $  10,592   $    9,001  
Property and equipment, net  $    3,517   $    3,863  
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NOTE 6 - ACCRUED SEVERANCE PAY, NET 

 
The Company's liability for severance pay is calculated in accordance with Israeli law based on the latest 
salary paid to employees and the length of employment in the Company. For employees joining the 
Company subsequent to November 2006 the Company adopted the provisions of Section No.14 of the 
Severance Compensation Act, 1963 ("Section 14"). Section 14 allows the Company to make deposits in 
the severance pay fund according to the employees' current salary. Such deposits are releasing the 
Company from any further obligation with this regard. The deposits made are available to the employee 
at the time when the employer - employee relationship ends, regardless of cause of termination. The 
Company's liability for severance pay is fully provided. Part of the liability is funded through individual 
insurance policies. The policies are assets of the Company and, under labor agreements, subject to certain 
limitations, they may be transferred to the ownership of the beneficiary employees.  

 
The severance pay expenses for the years ended December 31, 2006, 2005 and 2004 were $768, $817 and 
$768, respectively. 
 
The Company has no liability for pension expenses to its employees. 

 
 
NOTE 7 - COMMITMENTS AND CONTINGENT LIABILITIES 

 
A. Royalties  

 
(i) The Company is committed to pay royalties to the Government of Israel on proceeds from the 

sale of products in the research and development of which the Government has participated 
by way of grants (received under the Chief Scientist program), up to the amount of 100% - 
150% of the grants received plus interest at LIBOR rate (in dollar terms). The royalties are 
payable at a rate of 4% for the first three years of product sales and 4.5% thereafter. The total 
amount of grants received, net of royalties paid or accrued, as of December 31, 2006 was 
$22,670. 
The research and development grants are presented in the statements of operations as an 
offset to research and development expenses. 
The refund of the grants is contingent upon the successful outcome of the Company’s 
research and development programs and the attainment of sales. The Company has no 
obligation to refund these grants, if sales are not generated. The financial risk is assumed 
completely by the Government of Israel. The grants are received from the Government on a 
project-by-project basis. If the project fails the Company has no obligation to repay any grant 
received for the specific unsuccessful or aborted project. 
Royalty expenses to the Government of Israel for the years ended December 31, 2006, 2005 
and 2004 were $436, $392 and $648, respectively. 
 

(ii) The Company is obligated to pay royalties to certain third parties, based on agreements, 
which allow the Company to incorporate their products into the Company's products. Royalty 
expenses to these parties for the years ended December 31, 2006, 2005 and 2004 were $197, 
$254 and $371, respectively. 
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NOTE 7 - COMMITMENTS AND CONTINGENT LIABILITIES (Cont.) 

 
B. Lease Commitments 

 
(i) The premises of the Company in Israel are rented under an operating lease agreement 

expiring in September 2010. In addition, the premises of the subsidiary in the United States is 
rented under an operating lease agreement expiring in October 2007.  
 
Future aggregate minimum annual rental payments pursuant to the existing lease 
commitments in effect as of December 31, 2006, are as follows: 
 
Year                   $ 
  
2007  987 
2008 987 
2009 987 
2010 and thereafter 741 

 
The Company arranged for a bank guarantee in favor of the lessor of the premises in Israel in 
the amount of $201. 
Total rent expenses for the years ended December 31, 2006, 2005 and 2004 were $905, 
$1,121 and $1,044, respectively. 

 
B. Lease Commitments (Cont.)  

 
(ii) The Company leases its motor vehicles under cancelable operating lease agreements, for 

periods through 2009. The minimum payment under these operating leases upon cancellation 
of these lease agreements, amounted to $186 as of December 31, 2006. Lease expenses for 
the years ended December 31, 2006, 2005 and 2004, were $1,066, $1,019 and $948, 
respectively. 
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NOTE 7 - COMMITMENTS AND CONTINGENT LIABILITIES (Cont.) 

 
C. Legal Claim 

 
In July 1998, a former employee filed a claim against the Company in the Tel Aviv District Labor 
Court (the “Court”) demanding that the Company issue him ordinary shares and pay on his behalf any 
taxes relating to such issuance; that the Company pay him statutory severance pay together with the 
statutory penalty for late payment of such severance pay and travel expenses; and that the Company 
release his managers insurance and continuing education fund.  The Company filed a counterclaim 
against this former employee.  In March 2001 the Court ordered that certain of the disputes between 
the parties be referred to a two-stage arbitration and pursuant to the Court’s order the Company issued 
75,765 ordinary shares (which are held in trust) in favor of the former employee. In addition, in 
January 2002, the Company paid the former employee $16 in payment of statutory severance pay and 
reimbursement of travel expenses. In August 2002, the arbitrators in the first stage of the arbitration 
awarded $391 to the former employee (which the Company paid in September 2002).  
 
In December 2003 the former employee filed a claim in the second phase of the arbitration in the 
amount of $3.9 million. The Company contested this claim and filed a claim for damages against the 
former employee in the amount of $950 and for a refund of the $435 already paid to him according to 
the foregoing judgment and of the $35 paid as statutory severance pay and reimbursement of travel 
expenses.   
 
The parties failed to reach agreement as to identity of the arbitrators who will adjudicate the second 
phase of the arbitration and the former employee filed a motion petitioning the Court to appoint an 
arbitrator. The Company filed a claim in which it seeks a declaratory judgment that the arbitration 
agreement between the parties and all the arbitration proceedings under it are null and void. The 
foregoing proceedings, which were consolidated into one case, have been completed. The Court 
resolved in June 2006, to dismiss either the Company’s or the former employee’s claims as discussed 
in this paragraph herein. Furthermore in August 2006, the Court ordered the Company and the former 
employee to appoint additional arbitrator who will adjudicate the second phase of the arbitration 
together with the current arbitrator. 
 
In March 2007, the Court appointed arbitrators to perform the arbitration process, and the former 
employee filed a motion to the arbitrators to set the arbitration meetings. 
  
The Company believes that the resolution of this matter will not have a material adverse effect on the 
results of operations, liquidity, or financial condition, nor cause a material change in the number of 
outstanding ordinary shares, but there can be no assurance that the Company will necessarily prevail, 
due to the inherent uncertainties in litigation. 
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NOTE 8 - SHARE CAPITAL  

 
A. In December 1999, the Company completed an initial public offering in the United States and 

issued 4,600,000 ordinary shares (including the underwriters' over-allotment) for net proceeds of 
$49,838. Following the public offering, the Company's shares are traded on the Over-the-counter 
market and are listed on the NASDAQ National Market.  
In March 2000, the Company completed a second public offering in the United States and issued 
1,500,000 ordinary shares for net proceeds of $62,702. 
Since December 2000, the shares of the Company are also traded on the Tel-Aviv Stock Exchange. 
In October 2000 and March 2001, the Board of Directors of the Company approved the purchase of 
up to 1,000,000 of the Company's ordinary shares for up to $10,000. Through December 31, 2003, 
the Company had purchased 898,500 of its ordinary shares, in the aggregate amount of $9,885. 
In April 2005, the Board of Directors of the Company approved the purchase of shares of the 
Company for up to $10,000, subject to market conditions and approval by the Board of Directors. 
Through December 31, 2006 no shares were purchased. 
 

B. Employee Stock Purchase Plan 
 
During 2000, the Board of Directors approved an Employee Stock Purchase Plan (the "ESPP"), 
effective October 2000. Under the ESPP, the maximum number of shares to be made available is 
160,000 with an annual increase to be added on the first day of the year commencing 2001 equal to 
the lesser of 140,000 shares or 3/4% of the outstanding shares on such date or a lesser amount 
determined by the Board of Directors. 
Any employee of the Company is eligible to participate in the ESPP. Employee stock purchases are 
made through payroll deductions. Under the terms of the ESPP, employees may not deduct an 
amount exceeding $25 in total value of stock in any one year. The purchase price of the stock will 
be 85% of the lower of the fair market value of an ordinary share on the first day of the offering 
period and the fair market value on the last day of the offering period. The offering period was 
determined to be six months. The ESPP shall terminate on October 31, 2010, unless terminated 
earlier by the Board of Directors. As of December 31, 2004, 329,080 ordinary shares were issued 
under the ESPP, and an additional 108,143 ordinary shares are available for issuance. 
In April 2005 the Board of Directors of the Company resolved to suspend the ESPP until further 
notice. 
 

C. Stock Options 
 
(i) Under the Company's six Stock Option Plans (the "Plans"), up to 8,042,433 options approved 

to be granted to employees and directors of the Company or its subsidiary. 
 

(ii) Pursuant to the Plans, as of December 31, 2006, an aggregate of 2,264,183 options of the 
Company are still available for future grants. 

 
(iii) The options granted vest over periods of up to five years from the date of the grant. Most of 

the options granted in previous years expire after 10 years from the date of the grant while 
most of the options granted in 2005, and in 2006 expire after 4 years.  
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NOTE 8 - SHARE CAPITAL (Cont.) 

 
C. Stock Options (Cont.) 

 
A summary of the status of the Company's stock option plans as of December 31, 2006, 2005 and 
2004 and changes during the years then ended are as follows: 
 
 December 31, 2006 December 31, 2005 December 31, 2004 
  Weighted  Weighted  Weighted 
  average  Average  average 
  exercise  Exercise  exercise 
 Shares Price Shares Price Shares Price 
Options outstanding at       
   beginning of year 4,128,676 $       5.86 3,316,703 $       6.54  3,144,079 $       6.63 
Granted during year 440,200 5.50 1,795,493 4.74  688,855 5.03
Forfeited during year (537,244) 6.28 (799,895) 6.67 (264,167) 6.63
Exercised during year (270,003) 3.68 (183,625) 3.58 (252,064) 3.45
       
Outstanding at end of year 3,761,629 4.46 4,128,676 5.86  3,316,703 6.54
       
Options exercisable at end       

of year 2,319,364 6.50 2,261,666 6.74  2,443,491 $       6.91 
       
Weighted average fair       

value of options granted       
during year $         1.87   $         1.79   $         2.41   

   
 

The following table summarizes information relating to stock options outstanding as of December 
31, 2006: 
 Options outstanding Options exercisable 
  Weighted    
 Number Average Weighted Number Weighted 
 outstanding at remaining average exercisable at average 
 December 31,  contractual exercise December 31,  exercise 
Exercise price 2006 life (in years) price 2006 price 

      
$ 0.00 – 2.66 206,953 13.94 $1.00 206,953 $1.00 
$ 2.76 – 3.28 72,700 5.14 3.08 71,100 3.08 
$ 3.39 – 4.00 307,780 1.77 3.91 301,938 3.92 
$ 4.04 – 5.00 1,827,970 4.08 4.66 803,247 4.57 
$ 5.04 – 7.00 586,150 4.68 5.80 176,050 6.38 
$ 7.01 – 8.95 288,042 3.35 7.73 288,042 7.73 
$ 9.00 – 22.06 472,034 3.78 13.64 472,034 13.64 
 3,761,629 4.46 5.91 2,319,364 6.50 
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NOTE 8 - SHARE CAPITAL (Cont.) 

 
D. Options issued to consultants 

 
In April 2000, the Company adopted the "Share Option Plan - 2000" to provide for the grant of 
options to members of the advisory board of the Company and independent contractors. The options 
are exercisable over five years. As of December 31, 2006, 231,200 options have been granted 
(6,000 in 2006, 1000 in 2005 and 9,460 in 2004) under this plan to certain sales representatives and 
advisors of the Company at an exercise price of $ 1.85 - $ 15.75 per share. The Company accounted 
for these options under the fair value method of FAS No. 123 and EITF 96-18. The fair value was 
determined using the Black-Scholes pricing model with the following assumptions: risk-free 
interest rate of 2.6%-6.50%; volatility rate of 47%- 109%; dividend yields of 0% and an expected 
life of one to five years. 
Compensation expenses of $6, $17 and $127 were recognized for the years ended December 31, 
2006, 2005 and 2004, respectively. 
 
 

NOTE 9 - TAXES ON INCOME 
 
A. Taxation under Various Laws 

 
(i) The Company and its subsidiaries are assessed for tax purposes on an unconsolidated basis. 

The Company is assessed under the provisions of the Israeli Income Tax Law (Inflationary 
Adjustments), 1985, pursuant to which results for tax purposes are measured in NIS in real 
terms in accordance with changes in the Israeli CPI. The Company's foreign subsidiaries are 
subject to the tax rules in their countries of incorporation. 

 
(ii) “Approved Enterprise” 
 

The production facilities of the Company have been granted "Approved Enterprise" status in 
two separate programs under the Law for the Encouragement of Capital Investments, 1959, 
as amended. Under this law, income attributable to each of these enterprises, is fully exempt 
from tax for two years, commencing with the first year in which such enterprise generates 
taxable income, and is entitled to a reduced tax rate (25%) for a further eight years, 
respectively. The expiration date of the period of benefits is limited to the earlier of twelve 
years from commencement of production or fourteen years from the date of the approval. As 
of December 31, 2006, the period of benefits had not yet commenced. 
Income derived from sources other than the "Approved Enterprise" is taxable at the ordinary 
corporate tax rate of 31% in 2006 (regular "Company Tax"). The regular Company Tax rate 
is to be gradually reduced to 25% until 2010 (29% in 2007, 27% in 2008 and 26% in 2009). 

 
In the event of a distribution of cash dividends to the Company’s shareholders of earnings 
subject to the tax-exemption, the Company will be liable to tax at a rate of 25% of the 
amounts of dividend distributed. 
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NOTE 9 - TAXES ON INCOME (Cont.) 
 
B. Losses from Continuing Operations 
 

 Year ended December 31, 
 2 0 0 6 2 0 0 5 2 0 0 4 
 (in thousands) 
    
Israeli company $  (16,310) $  (16,451) $  (12,454) 
U.S. subsidiary  90   163  (477) 
 $  (16,220) $  (16,288) $  (12,931) 
    

C. Reconciliation of Income Taxes 
 
The following is a reconciliation of the taxes on income assuming that all income is taxed at the 
ordinary statutory corporate tax rate in Israel and the effective income tax rate: 
 
 Year ended December 31, 
 2 0 0 6 2 0 0 5 2 0 0 4 
 (in thousands) 
Net loss as reported in the    

consolidated statements of operations  $  (16,220) $  (16,288) $  (12,931) 
Statutory tax rate 31% 34% 35% 
Income Tax under statutory tax rate $    (5,028) $    (5,538) $    (4,526) 
    
Tax benefit arising from the Approved    

Enterprise  4,160   4,771   3,736  
Increase in valuation allowance 1,401   453   896  
Permanent differences, net  (533)  314  (106) 
    
Actual income tax  $            -  $            -  $             -  
 

D. Deferred Taxes 
 
The main components of the Company's deferred tax assets are as follows: 
 December 31, 
 2 0 0 6 2 0 0 5 
 (in thousands) 
   
Net operating loss carry forwards in Israel   $      5,092   $      3,758  
Net operating loss carry forwards of non-Israeli subsidiary  1,378   1,305  
Other allowances  845   851  

Total gross deferred tax assets  7,315   5,914  
Less - Valuation allowance  7,315   5,914  

Total deferred tax asset $            -  $            -  
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NOTE 9 - TAXES ON INCOME (Cont.) 

 
D. Deferred Taxes (Cont.) 

 
Under SFAS No. 109, deferred tax assets are to be recognized for the anticipated tax benefits 
associated with net operating loss carryforwards and deductible temporary differences, unless it is 
more likely than not that some or all of the deferred tax assets will not be realized. The adjustment 
is made by a valuation allowance. 
 
Since the realization of the net operating loss carryforwards and deductible temporary differences is 
less likely than not, a valuation allowance has been established for the full amount of the 
tax benefits. 
 
Tax loss carryforwards of the Company totaling $101,842 are unlimited in duration, denominated in 
NIS and linked to the Israeli CPI. 
 
Tax loss carryforwards of a U.S. subsidiary totaling $3,744 expire between 2017 and 2021. 

 
E. Tax Assessments 

 
The Company and its subsidiary have not received final tax assessments for income tax purposes 
since incorporation. 

 
NOTE 10 - SUPPLEMENTARY BALANCE SHEET INFORMATION 

 
A. Other Receivables 

 
Comprised as follows:  
 December 31, 
 2 0 0 6 2 0 0 5 
 (in thousands) 
   
Research and development participation from the Government 

of Israel  $      187   $      857  
Interest receivable on long- term investments   15   80  
Loan to former employee (*)  132   132  
Others  88   429  
  $     422   $   1,498  
   
(*) Interest bearing loan granted to former employee under mediation and arbitration proceedings 

between the Company and the former employee. The loan is secured by a pledge of shares of 
the Company. For further details see Note 7C. 
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NOTE 10 - SUPPLEMENTARY BALANCE SHEET INFORMATION (Cont.) 
 
B. Other Payables and Accrued Expenses 

 
Comprised as follows:  
 December 31, 
 2 0 0 6 2 0 0 5 
 (in thousands) 
   
Payroll and related amounts $     2,352  $     2,298  
Accrued expenses  930   1,294  
Royalties to the Government of Israel  237   241  
Others  539   29  
 $     4,058  $     3,862  

 
NOTE 11 - SUPPLEMENTARY STATEMENT OF OPERATIONS INFORMATION 

 
A. Geographic Information 

 
The following is a summary of revenues and long-lived assets by geographic area. Revenues are 
attributed to geographic region based on the location of the customers. 
 
 Year ended December 31, 
 2 0 0 6 2 0 0 5 2 0 0 4 
 (in thousands) 
Revenues:    
Korea  $    4,070  $     2,351   $    6,348  
Malaysia  -   2,200   330  
Israel  2,185   2,021   2,520  
Taiwan  -   1,762   920  
United States  1,517   1,049   4,034  
Mexico  -   -   37  
Other foreign countries (mainly European)  6,704   5,146   7,923  
  $  14,476   $  14,529   $  22,112  

 
 December 31, 
 2 0 0 6 2 0 0 5 2 0 0 4 
 (in thousands) 
Long-lived assets:    
Israel  $     3,203   $     3,404  $      4,247  
United States  314   459   499  

 $     3,517   $     3,863  $      4,746  
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NOTE 11 - SUPPLEMENTARY STATEMENT OF OPERATIONS INFORMATION (Cont.) 
 
B. Sales to Major Customers 

 
The following table summarizes the percentage of revenues from sales to major customers 
(exceeding 10% of total revenues for the year): 
 
 Year ended December 31, 
 2 0 0 6 2 0 0 5 2 0 0 4 
    
Customer A (*) 16% (*) 
Customer B 13% 15% (*) 
Customer C 14% 13% 10% 
Customer D 13% 12% 23% 
Customer E 12% (*) 12% 
 
(*) Less than 10%. 

 
C. Cost of Revenues: 
 

 Year ended December 31, 
 2 0 0 6 2 0 0 5 2 0 0 4 
 (in thousands) 
    
Materials and production expenses   $    6,906   $    4,209   $    9,464  
Salaries, wages and  employee benefits  294   324   329  
Depreciation and amortization  176   563   468  
Other manufacturing costs  448   388   529  
  7,824   5,484   10,790  
Decrease (increase) in finished     

products and work-in-process  (753)  1,454   847  
  7,071   6,938   11,637  
Royalties to the Government of Israel  436   392   648  
  $    7,507   $    7,330  $   12,285  
    

 
 

NOTE 12 - RELATED PARTIES 
 
Payroll and related amounts to related parties in 2006, 2005 and 2004 were $246, $244 and $151, 
respectively. 


