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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION

Washington, D. C. 20549

Form 10-Q

þ QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the quarterly period ended September 30, 2008

OR

¨ TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the transition period from                      to                     

Commission file number: 001-33823

3PAR Inc.
(Exact name of registrant as specified in its charter)

DELAWARE 77-0510671
(State or other jurisdiction

of incorporation or organization)

(I.R.S. Employer

Identification No.)

4209 Technology Drive

Fremont, CA 94538
(Address of principal executive offices) (Zip Code)

registrant�s telephone number, including area code: (510) 413-5999

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days.

Yes  þ            No  ¨
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Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting
company. See the definitions of �large accelerated filer,� �accelerated filer� and �smaller reporting company� in Rule 12b-2 of the Exchange Act.

Large accelerated filer  ¨ Accelerated filer  ¨ Non-accelerated filer  þ Smaller reporting company  ¨
(Do not check if a smaller
reporting company)

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).    Yes  ¨    No  þ

The number of shares of the registrant�s Common Stock, $.001 par value, outstanding at October 31, 2008 was: 60,989,655
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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements
3PAR Inc.

CONDENSED CONSOLIDATED BALANCE SHEETS

(in thousands, except share data)

(unaudited)

September 30,
2008

March 31,
2008

ASSETS
Current assets:
Cash and cash equivalents $ 48,376 $ 97,585
Short-term investments 59,948 18,058
Accounts receivable, net 33,173 34,596
Inventory 26,081 18,057
Deferred cost 5,083 4,273
Prepaid and other current assets 2,051 2,077

Total current assets 174,712 174,646
Property and equipment, net 18,235 14,781
Deferred cost, non-current �  251
Other non-current assets 131 156

Total assets $ 193,078 $ 189,834

LIABILITIES AND STOCKHOLDERS� EQUITY
Current liabilities:
Line of credit $ �  $ 4,000
Accounts payable 12,324 12,527
Accrued compensation and benefits 10,995 11,651
Other accrued liabilities 4,909 5,020
Deferred revenue 30,588 26,051
Accrued warranty 3,453 3,371
Current portion of notes payable �  883

Total current liabilities 62,269 63,503
Accrued warranty, non-current 2,840 2,813
Deferred revenue, non-current 5,915 5,945
Other long-term liabilities 1,143 1,173

Total liabilities 72,167 73,434

Commitments and contingencies (Note 11)
Stockhoders� equity:
Preferred stock, $0.001 par value; 20,000,000 shares authorized at September 30, 2008 and March 31, 2008;
No shares issued and outstanding at September 30, 2008 and March 31, 2008 �  �  

61 61
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Common stock, $0.001 par value; 300,000,000 shares authorized at September 30, 2008 and March 31, 2008;
60,985,227 and 60,539,612 shares issued and outstanding at September 30, 2008 and March 31, 2008,
respectively
Additional paid-in capital 295,675 290,558
Stockholders� notes receivable �  (36)
Deferred stock-based compensation (66) (186)
Accumulated other comprehensive loss (264) (15)
Accumulated deficit (174,495) (173,982)

Total stockholders� equity 120,911 116,400

Total liabilities and stockholders� equity $ 193,078 $ 189,834

The accompanying notes are integral part of these condensed consolidated financial statements.

3

Edgar Filing: 3PAR Inc. - Form 10-Q

Table of Contents 5



Table of Contents

3PAR Inc.

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS AND

COMPREHENSIVE LOSS

(in thousands, except per share amounts)

(unaudited)

Three Months Ended September 30, Six Months Ended September 30,
2008 2007 2008 2007

Revenue:
Product $ 41,427 $ 26,775 $ 81,351 $ 49,898
Support 3,720 1,206 6,749 1,891

Total revenue 45,147 27,981 88,100 51,789

Cost of revenue:
Product 14,551 9,126 28,572 17,236
Support 1,157 239 2,163 455

Total cost of revenue (1) 15,708 9,365 30,735 17,691

Gross profit 29,439 18,616 57,365 34,098
Operating expenses:
Research and development (1) 12,034 8,909 22,191 16,716
Sales and marketing (1) 15,078 9,936 29,379 20,393
General and administrative (1) 3,747 2,212 7,120 4,266

Total operating expenses 30,859 21,057 58,690 41,375

Loss from operations (1,420) (2,441) (1,325) (7,277)
Other income (expense), net:
Interest income 718 390 1,496 838
Interest expense (168) (320) (185) (617)
Other, net (425) 46 (433) 77

Total other income, net 125 116 878 298

Loss before income tax benefit (provision) (1,295) (2,325) (447) (6,979)
Income tax benefit (provision) 104 (38) (66) (68)

Net loss $ (1,191) $ (2,363) $ (513) $ (7,047)

Other comprehensive loss:
Net loss $ (1,191) $ (2,363) $ (513) $ (7,047)
Unrealized gain (loss) on short-term investments, net 5 17 (249) �  

Comprehensive loss $ (1,186) $ (2,346) $ (762) $ (7,047)

Net loss per common share, basic and diluted $ (0.02) $ (0.13) $ (0.01) $ (0.38)
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Shares used to compute basic and diluted net loss per common share 60,608 18,534 60,421 18,431

(1)    Includes stock-based compensation as follows:
Cost of revenue $ 66 $ 36 $ 114 $ 79
Research and development 551 155 1,004 410
Sales and marketing 722 266 1,277 412
General and administrative 372 182 603 278

The accompanying notes are integral part of these condensed consolidated financial statements.
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3PAR Inc.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)

(unaudited)

Six Months Ended September 30,
2008 2007

Cash flows from operating activities:
Net loss $ (513) $ (7,047)
Adjustments to reconcile net loss to net cash provided by (used in) operating activities:
Depreciation and amortization 2,721 1,449
Stock-based compensation expense 2,998 1,179
Non-cash interest expense �  38
Accretion of purchase discounts on short-term investments, net (25) (328)
Provision for doubtful accounts 351 60
Writedown for excess and obsolete inventory 710 255
Changes in assets and liabilities:
Accounts receivable 1,072 (5,710)
Inventory (8,770) 661
Deferred cost (559) (641)
Prepaid expenses and other current assets 26 (2,582)
Other non-current assets 25 1
Accounts payable 821 (536)
Accrued liabilities (516) 457
Deferred revenue 4,507 6,769
Accrued warranty 109 402
Other long-term liabilities (30) 133

Net cash provided by (used in) operating activities 2,927 (5,440)

Cash flows from investing activities:
Proceeds from maturities of short-term investments 7,123 21,495
Proceeds from sales of short-term investments 800 �  
Purchases of short-term investments (50,037) (20,363)
Purchase of property and equipment (7,199) (2,731)

Net cash used in investing activities (49,313) (1,599)

Cash flows from financing activities:
Proceeds from issuance of common stock 2,171 184
Repurchase of shares of unvested common stock (111) (8)
Proceeds from line of credit �  6,500
Repayments on line of credit (4,000) (2,500)
Repayment of notes payable (883) (798)

Net cash provided by (used in) financing activities (2,823) 3,378

Net change in cash and cash equivalents (49,209) (3,661)
Cash and cash equivalents, beginning of period 97,585 16,722

Cash and cash equivalents, end of period $ 48,376 $ 13,061
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The accompanying notes are integral part of these condensed consolidated financial statements
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3PAR Inc.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL

STATEMENTS

(unaudited)

1. The Company and its Significant Accounting Policies
The Company

3PAR Inc. (the �Company�) began operations in May 1999 and is a provider of utility storage solutions for large to medium enterprises,
business-oriented service providers, consumer-oriented Internet/Web 2.0 companies and government entities. Its utility storage products offer
simple, efficient and scalable tiered storage arrays designed to enhance the economics and performance of storage. The Company�s utility storage
solution is designed to provision storage services rapidly and simply, reduce administrative cost, improve server and storage utilization, lower
power requirements and scale efficiently to support the continuous growth of data.

Fiscal Year

The fiscal year ends on March 31. References to fiscal 2009, for example, refer to the fiscal year ending March 31, 2009.

Initial Public Offering

In November 2007, the Company completed an initial public offering (�IPO�) of its common stock in which it sold and issued 7,702,479 shares of
common stock, including 202,479 shares issued in December 2007 in connection with the partial exercise of the underwriters� over-allotment
option, at an issue price of $14.00 per share. A total of $107.8 million in gross proceeds was raised from the IPO, or approximately $97.4 million
in net proceeds after deducting underwriting discounts and commissions of $7.5 million and other offering costs of $2.9 million. Upon the
closing of the offering, all shares of the Company�s then-outstanding convertible preferred stock automatically converted into 33,256,720 shares
of common stock.

Significant Accounting Policies

Basis of Presentation

The unaudited condensed consolidated financial statements have been prepared in accordance with accounting principles generally accepted in
the United States of America (�GAAP�) and with the instructions to Securities and Exchange Commission (�SEC�) Form 10-Q and Article 10 of
SEC Regulation S-X. Accordingly, they do not include all of the information and footnotes required by GAAP for complete financial statements.
For further information, these financial statements should be read in conjunction with the audited consolidated financial statements and related
notes contained in the Company�s Annual Report on Form 10-K (File No. 001-33823) for the year ended March 31, 2008 (�Form 10-K�).

The unaudited condensed consolidated financial statements contain all normal recurring accruals and adjustments that, in the opinion of
management, are necessary to state fairly the Company�s consolidated financial position at September 30, 2008, and the consolidated results of
its operations for the three and six months ended September 30, 2008 and 2007, and the consolidated cash flows for the six months ended
September 30, 2008 and 2007. The results of operations for the three and six months ended September 30, 2008 are not necessarily indicative of
the results to be expected for the full year.

The condensed consolidated balance sheet at March 31, 2008 has been derived from the audited consolidated financial statements at that date but
does not include all of the information and footnotes required by GAAP.
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3PAR Inc.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL

STATEMENTS�(Continued)

(unaudited)

The Company�s significant accounting policies are disclosed in the Company�s Form 10-K. With the exception of those discussed below, there
have been no significant changes to these policies and no recent accounting pronouncements or changes in accounting pronouncements during
the three and six months ended September 30, 2008 that are of significance or potential significance to the Company.

Revenue Recognition

The Company derives its revenue from sales of storage solutions that include hardware, software and related support. Because the embedded
software of its storage solution is deemed to be more than incidental to the product as a whole, the Company accounts for revenue for the entire
sale in accordance with the guidance provided by the American Institute of Certified Public Accountants (�AICPA�) Statement of Position 97-2
(�SOP 97-2�), Software Revenue Recognition, as amended by SOP 98-9, Modification of SOP 97-2, Software Revenue Recognition with Respect to
Certain Transactions.

The Company recognizes revenue when persuasive evidence of an arrangement exists, the product has been delivered, the fee is fixed or
determinable, collection of the resulting receivable is reasonably assured and, if applicable, upon satisfaction of evaluation criteria or expiration
of the evaluation period, as the case may be. The Company�s fees are considered fixed or determinable at the execution of an agreement, which
comprises the final terms of sale including the description, quantity and price of each product purchased. The Company�s sales arrangements with
customers and resellers do not include rights of return or rebates and to date, product returns have been negligible. The Company assesses its
ability to collect from its customers based on a number of factors, including creditworthiness of the customer and past transaction history.

Prior to March 2007, the Company provided only basic and premium hardware warranty and software warranty, which was limited to bug fixes
for any non-conforming software products. The Company also offered an extended hardware and software warranty after the initial contract
term. The Company recognized as product revenue all revenue associated with sales of its products at the time of shipment or installation,
depending on the terms of the arrangement, provided that all other revenue recognition criteria were met. In accordance with Financial
Accounting Standard Board�s (�FASB�) Technical Bulletin 90-1, (�FTB 90-1�), Accounting for Separately Priced Extended Warranty and Product
Maintenance Contracts, the Company recognized revenue relating to its premium hardware warranty and extended hardware and software
warranties ratably as support revenue over the warranty period, which was typically three years for premium warranty and one year from
termination of the basic warranty for extended warranty.

In March 2007, in anticipation of evolving customer requirements for software support, the Company changed its product offering from a
software warranty model to a software support model. Under the software support model, the customer receives, in addition to bug fixes,
unspecified software upgrades and enhancements, on a when-and-if available basis, over the term of the support period. Commencing in March
2007, all systems are sold together with software support. This new software support is considered post-contract customer support (�PCS�) under
SOP 97-2.

The Company�s sales are comprised of multiple elements, which include hardware, software and PCS. The Company allocates revenue to each
delivered element of the sale using the residual method. Under the residual method, when PCS is the only undelivered element, the Company
defers revenue from the sale equivalent to the vendor specific objective evidence (�VSOE�) of fair value of PCS, or the undelivered element, and
applies any discounts to the hardware and software elements in accordance with the provisions of SOP 97-2, as amended by SOP 98-9. VSOE of
fair value of PCS within a sale is based upon stated renewal rates included within the evidence of arrangement with the customer. In
circumstances where the arrangement does not include stated renewal rates, VSOE of fair value of PCS is based on actual renewal rates for
separate sales of PCS to other customers.

7
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3PAR Inc.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL

STATEMENTS�(Continued)

(unaudited)

During the first quarter of fiscal 2008, the Company established VSOE of the fair value for software support based on stated renewal rates
offered to customers within the arrangement. As a result, beginning in the first quarter of fiscal 2008, the Company applied the residual method,
as allowed by SOP 98-9, to revenue recognition of the software support. The Company defers revenue recognition of the software support and
recognizes it on a straight-line basis over the support period, which is primarily one year. The Company allocates the remainder of the revenue
associated with the sale to product revenue using the residual method. Premium and extended hardware warranties continue to be recognized in
accordance with FTB 90-1 and are classified as support revenue.

During the month of March 2007, the Company did not have VSOE of fair value for its new software support model. Accordingly, through
March 31, 2008, the Company was recognizing all of the hardware and support revenue from transactions that included software support during
the month of March 2007 as product revenue ratably over the support period of one to three years. During the first quarter of fiscal 2009, the
Company established VSOE of fair value of PCS for these March 2007 transactions based on actual renewal rates for separate sales of PCS to
other customers. Accordingly, in the first quarter of fiscal 2009 the Company applied the residual method to the remaining deferred revenue
associated with the March 2007 transactions.

The Company typically recognizes product revenue upon installation for transactions sold directly to end users, provided that the remaining
revenue recognition criteria discussed above are satisfied. In cases where the arrangement includes acceptance criteria, the Company recognizes
revenue upon the earlier of receipt of customer acceptance or the lapse of the acceptance period. For sales through its resellers, the Company
generally recognizes product revenue upon shipment, based on freight terms of FOB Shipping Point or FOB Destination, assuming all other
criteria for revenue recognition discussed above have been satisfied.

Recent Accounting Pronouncements

In March 2008, Financial Accounting Standard Board (�FASB�) issued SFAS No. 161, Disclosures about Derivative Instruments and Hedging
Activities - an amendment of FASB Statement No. 133 (�SFAS 161�), which expands the disclosure requirements for derivative instruments and
hedging activities. Entities are required to provide enhanced disclosures about (a) how and why an entity uses derivative instruments, (b) how
derivative instruments and related hedged items are accounted for under Statement 133 and its related interpretations, and (c) how derivative
instruments and related hedged items affect an entity�s financial position, financial performance, and cash flows. The Company is required to
adopt SFAS 161 effective April 1, 2009. SFAS 161 does not change the accounting treatment for derivative instruments and therefore, the
Company does not expect the adoption of SFAS 161 to have a material effect on its financial position, results of operations, or cash flows.

In December 2007, FASB issued SFAS No. 141 (R), Business Combinations (�SFAS No.141(R)�), which becomes effective for fiscal periods
beginning after December 15, 2008. SFAS No. 141 (R) requires all business combinations completed after the effective date to be accounted for
by applying the acquisition method (previously referred to as the purchase method). Companies applying this method will have to identify the
acquirer, determine the acquisition date and purchase price and recognize at the acquisition-date the fair values of the identifiable assets
acquired, liabilities assumed, and any noncontrolling interests in the acquiree. In the case of a bargain purchase, the acquirer is required to
reevaluate the measurements of the recognized assets and liabilities at the acquisition date and recognize a gain on that date if an excess remains.
The Company is required to adopt SFAS No 141(R) effective April 1, 2009. The Company does not expect the adoption of SFAS No. 141(R) to
have a material effect on its financial position, results of operations, or cash flows.

In December 2007, the FASB issued SFAS No. 160, Noncontrolling Interests in Consolidated Financial Statements, an Amendment of ARB 51
(�SFAS 160�), which becomes effective for fiscal periods beginning after December 15, 2008. This statement amends Accounting Research
Bulletin No. 51 to establish accounting and reporting standards for the noncontrolling interest in a subsidiary and for the deconsolidation of a
subsidiary.
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3PAR Inc.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL

STATEMENTS�(Continued)

(unaudited)

The statement requires consolidated net income to be reported at amounts that include the amounts attributable to both the parent and the
noncontrolling interest. It also requires disclosure on the face of the consolidated statement of income, of the amounts of consolidated net
income attributable to the parent and to the noncontrolling interest. In addition this statement establishes a single method of accounting for
changes in a parent�s ownership interest in a subsidiary that do not result in deconsolidation and requires that a parent recognize a gain or loss in
net income when a subsidiary is deconsolidated. The Company is required to adopt SFAS 160 effective April 1, 2009. The Company does not
expect the adoption of SFAS 160 to have a material effect on its financial position, results of operations, or cash flows.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements (�SFAS 157�), which addresses how companies should measure
fair value when they are required to use a fair value measure for recognition or disclosure purposes under GAAP. As a result of SFAS 157, there
is now a common definition of fair value to be used throughout GAAP. The FASB believes that the new standard will make the measurement of
fair value more consistent and comparable and improve disclosures about those measures. In February 2008, the FASB issued FASB Staff
Position (�FSP�) 157-1, Application of FASB Statement No. 157 to FASB Statement No. 13 and Other Accounting Pronouncements That Address
Fair Value Measurements for Purposes of Lease Classification or Measurement under Statement 13 (�FSP 157-1�) and FSP 157-2, Effective Date
of FASB Statement No. 157 (�FSP 157-2�). FSP 157-1 amends SFAS No. 157 to remove certain leasing transactions from its scope. FSP 157-2
delayed the effective date of SFAS No. 157 for all non-financial assets and non-financial liabilities, except for items that are recognized or
disclosed at fair value in the financial statements on a recurring basis (at least annually), until the beginning of the first quarter of fiscal 2010.
The measurement and disclosure requirements related to financial assets and financial liabilities became effective for the Company beginning in
the first quarter of fiscal 2009. The adoption of SFAS No. 157 did not have a significant impact on the Company�s consolidated financial
statements.

In October 2008, the FASB issued FSP SFAS No. 157-3, Determining the Fair Value of a Financial Asset When The Market for That Asset Is
Not Active (�FSP 157-3), to clarify the application of the provisions of SFAS 157 in an inactive market and how an entity would determine fair
value in an inactive market. FSP 157-3 is effective immediately and applies to the Company�s September 30, 2008 financial statements. The
application of the provisions of FSP 157-3 did not materially affect the Company�s financial position, results of operations, or cash flows.

2. Net Loss per Common Share
The Company applies the provisions of the Emerging Issues Task Force EITF Issue No. 03-6, Participating Securities and the Two�Class
Method under FASB Statement 128 (�EITF No. 03-6�), which established standards regarding the computation of earnings per share by companies
with participating securities or multiple classes of common stock. Prior to its conversion to common stock upon the closing of the IPO, the
Company�s redeemable convertible preferred stock were participating securities due to their participation rights related to cash dividends
declared by the Company.

EITF No. 03-6 requires net loss attributable to common stockholders for the period to be allocated to common stock and participating securities
to the extent that the securities are required to share in the losses. The Company�s redeemable convertible preferred stock did not have a
contractual obligation to share in losses of the Company. Basic net loss per share is calculated by dividing net loss by the weighted average
shares of common stock outstanding during the period that are not subject to vesting provisions. Diluted net loss per common share is calculated
by giving effect to all potentially dilutive common shares, including options, common stock subject to repurchase, contingently issuable
common stock, warrants and redeemable convertible preferred stock.
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3PAR Inc.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL

STATEMENTS�(Continued)

(unaudited)

The following table sets forth the computation of net loss per common share:

Three Months Ended September 30,Six Months Ended September 30,
2008 2007 2008 2007

(in thousands, except per share amounts)
Numerator:
Net loss $ (1,191) $ (2,363) $ (513) $ (7,047)

Denominator:
Weighted average number of shares outstanding 60,608 18,534 60,421 18,431

Basic and diluted net loss per share $ (0.02) $ (0.13) $ (0.01) $ (0.38)

The following potential shares of common stock (prior to application of treasury method) outstanding at September 30, 2008 and 2007 were
excluded from the computation of diluted net loss per common share for the periods presented because including them would have had an
antidilutive effect:

September 30,
2008 2007
(in thousands)

Options to purchase common stock 7,693 5,740
Unvested restricted stock awards 350 �  
Employee stock purchase plan 560 �  
Common stock subject to repurchase 159 657
Warrants to purchase common stock 80 337
Redeemable convertible preferred stock (as converted basis) �  33,257

8,842 39,991

3. Balance Sheet Components
The following tables provide details of selected balance sheet accounts:

September 30,
2008

March 31,
2008

(in thousands)
Accounts Receivable, Net
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Trade accounts receivable $ 33,742 $ 34,823
Less: Allowance for doubtful accounts (569) (227)

Total $ 33,173 $ 34,596

September 30,
2008

March 31,
2008

(in thousands)
Inventory
Raw materials $ 17,791 $ 8,725
Work in process 4,737 5,696
Finished goods 3,553 3,636

Total $ 26,081 $ 18,057
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3PAR Inc.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL

STATEMENTS�(Continued)

(unaudited)

4. Short-term Investments
The following tables summarize the available-for-sale securities presented as short-term investments:

September 30, 2008

Amortized
Cost

Gross
Unrealized
Gains

Gross
Unrealized
Losses

Estimated
Fair Value

(in thousands)
Short-term Investments
United States Government and agency securities $ 39,178 $ 3 $ (162) $ 39,019
Municipal bonds 6,154 1 (1) 6,154
Commercial paper 9,189 �  (2) 9,187
Corporate debt securities 5,691 �  (103) 5,588

Total short-term investments $ 60,212 $ 4 $ (268) $ 59,948

March 31, 2008
Amortized

Cost
Basis

Gross
Unrealized
Gains

Gross
Unrealized
Losses

Estimated
Fair Value

(in thousands)
Short-term Investments
United States Government and agency securities $ 7,506 $ 7 $ �  $ 7,513
Municipal bonds 5,194 �  (23) 5,171
Commercial paper 4,567 �  �  4,567
Corporate debt securities 806 1 �  807

Total short-term investments $ 18,073 $ 8 $ (23) $ 18,058

As of September 30, 2008, all of the Company�s short-term investments were classified as available-for-sale and certain investments had
contractual maturities of greater than one year. However, management has the ability and intent, if necessary, to liquidate any of these
investments in order to meet the Company�s liquidity needs within the next 12 months. Accordingly, all investments are classified as current
assets on the consolidated balance sheets.

The cost basis and fair value of available-for-sale securities, by contractual maturity, are as follows:

September 30, 2008

Due in
Cost
Basis

Fair
Value

(in thousands)
Less than 1 year $ 42,404 $ 42,315
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1 to 2 years 2,617 2,545
2 to 5 years 15,191 15,088

Total short-term investments $ 60,212 $ 59,948

March 31, 2008

Due in
Cost
Basis

Fair
Value

(in thousands)
Less than 1 year $ 10,470 $ 10,469
1 to 2 years 2,602 2,586
2 to 5 years 5,001 5,003

Total short-term investments $ 18,073 $ 18,058
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3PAR Inc.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL

STATEMENTS�(Continued)

(unaudited)

The Company invests in securities that are rated investment grade or better. The unrealized losses at September 30, 2008 on the Company�s
investments are due to the current volatility in the credit markets. At September 30, 2008, none of these securities have been in a continuous
unrealized loss position for more than 12 months. The Company has determined that these unrealized losses are temporary as the duration of the
decline in value of investments has been short, the extent of the decline, in both dollars and as a percentage of costs, is not significant, and the
Company has the ability to hold the investments until recovery, if necessary.

Unrealized gains and losses are recorded as a component of cumulative other comprehensive loss in stockholders� equity. If these investments are
sold at a loss or are considered to have other than temporarily declined in value, a charge to operations is recorded. The specific identification
method is used to determine the cost of securities disposed of, with realized gains and losses reflected in other income (expense), net.

5. Fair Value Measurements
SFAS No. 157 defines fair value as the price that would be received from selling an asset or paid to transfer a liability in an orderly transaction
between market participants at the measurement date. When determining the fair value measurements for assets and liabilities required to be
recorded at fair value, the Company considers the principal or most advantageous market in which it would transact and it considers assumptions
that market participants would use when pricing the asset or liability, such as inherent risk, transfer restrictions, and risk of nonperformance.

Fair Value Hierarchy

SFAS No. 157 establishes a fair value hierarchy that requires an entity to maximize the use of observable inputs and minimize the use of
unobservable inputs when measuring fair value. A financial instrument�s categorization within the fair value hierarchy is based upon the lowest
level of input that is significant to the fair value measurement. SFAS No. 157 establishes three levels of inputs that may be used to measure fair
value:

Level 1 - Quoted prices in active markets for identical assets or liabilities. The Company�s Level 1 assets consist of money market fund deposits,
municipal bonds, commercial paper, United States government and agency securities, and corporate debt securities, that are traded in active
markets with sufficient volume and frequency of transactions.

Level 2 - Observable inputs other than Level 1 prices such as quoted prices for similar assets or liabilities; quoted prices in markets with
insufficient volume or infrequent transactions (less active markets); or model-derived valuations in which all significant inputs are observable or
can be derived principally from or corroborated by observable market data for substantially the full term of the assets or liabilities. As of
September 30, the Company had no financial assets or liabilities for which fair value was determined using Level 2 inputs.

Level 3 - Unobservable inputs to the valuation methodology that are significant to the measurement of fair value of assets or liabilities. As of
September 30, 2008, the Company had no financial assets or liabilities for which fair value was determined using Level 3 inputs.

12

Edgar Filing: 3PAR Inc. - Form 10-Q

Table of Contents 19



Table of Contents

3PAR Inc.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL

STATEMENTS�(Continued)

(unaudited)

The following table summarizes our financial assets measured at fair value on a recurring basis as of September 30, 2008 (in thousands):

Fair Value
Measurements at

Reporting Date Using
Quoted Prices in
Active Markets for
Identical Assets

(Level 1)
Description
Cash equivalents:
Money market funds $ 5,348
United States Government and agency securities 3,980
Commercial paper 1,499
Short-term investments:
United States Government and agency securities 39,019
Municipal bonds 6,154
Commercial paper 9,187
Corporate debt securities 5,588

$ 70,775

6. Property and Equipment, Net
Property and equipment, net consists of the following:

Estimated Useful
Life

September 30,
2008

March 31,
2008

(in thousands)
Property and Equipment, Net
Computer equipment 3 years $ 25,351 $ 21,344
Computer software 5 years 2,797 2,211
Machinery and equipment 3-5 years 2,612 1,715
Furniture and fixtures 7 years 2,166 1,913
Leasehold improvements Shorter of lease

term or 5 years 8,174 7,804

41,100 34,987
Less: accumulated amortization and depreciation (22,865) (20,206)

Total $ 18,235 $ 14,781
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7. Deferred Revenue
Deferred revenue consists of the following:

September 30,
2008

March 31,
2008

(in thousands)
Deferred Revenue
Product $ 19,726 $ 15,810
Support 10,862 8,132
Ratable product and related support �  2,109

Total deferred revenue, current 30,588 26,051
Support, non-current 5,915 4,894
Ratable product and related support, non-current �  1,051

Total deferred revenue, non-current 5,915 5,945

Total deferred revenue $ 36,503 $ 31,996

The Company recognizes revenue when persuasive evidence of an arrangement exists, the product has been delivered, the fee is fixed or
determinable, collection of the resulting receivable is reasonably assured and, if applicable, upon completion of installation and/or satisfaction of
evaluation criteria or expiration of the evaluation period, as the case may be. Deferred product revenue relates to arrangements where all the
above revenue recognition criteria have not been met.

Deferred support revenue primarily represents customer billings in excess of revenue recognized for PCS contracts, which the Company is
legally entitled to invoice and collect. Revenue is recognized ratably over the support period, which typically ranges from one to three years.

The Company�s sales are comprised of multiple elements, which include hardware, software and PCS. Deferred ratable product and related
support revenue consisted of March 2007 transactions where VSOE of fair value of PCS had not been established and the entire arrangement fee
was being recognized ratably over the support period of one to three years. During the first quarter of fiscal 2009, the Company established
VSOE of fair value of PCS for the March 2007 transactions that had been previously deferred based on renewal rates for separate sales of PCS
to other customers. Accordingly, the Company applied the residual method to the remaining deferred revenue associated with the March 2007
transactions and recognized $2.8 million of revenue associated with the March 2007 transactions in the first quarter of fiscal 2009. At
September 30, 2008, the deferred PCS revenue of $312,000 associated with these transactions is included in deferred support revenue and will
be recognized ratably over the life of the remaining contract period.

8. Debt Obligations and Line of Credit
Notes Payable

In June 2005 and under amendments through March 2008, the Company entered into a loan and security agreement with a financial institution
for borrowings of up to $6.0 million (the �Notes Payable�). The borrowings were available through March 31, 2006. Borrowings under this
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agreement bore interest at the 3-year Treasury Note rate plus 5.97%, fixed at the time of each advance. The interest payable on these notes
ranged from 9.66% to 10.28% per annum. The Company borrowed an aggregate of $4.0 million on three notes through March 31, 2006. Each
note was repayable ratably over a 30-month-period from the date of the borrowing. The final payment on the notes was made in September
2008.

Line of Credit

In connection with the Notes Payable, the Company was granted an additional $6.0 million revolving line of credit which provided for
borrowings of up to 80% of eligible domestic accounts receivable. In fiscal 2007, the Company was extended an additional $6.0 million under
its revolving line of credit and the total borrowing capacity was increased to $12.0 million. The line of credit bore interest at a variable rate
which was linked to the prime lending rate. Under the terms of the revolving line of credit the Company was required to maintain a minimum
tangible net worth level of $1.5 million plus 50% of all issuances of new equity or subordinated debt after September 30, 2007. The Company
was in compliance with this requirement at March 31, 2008 and through the expiration date of May 30, 2008.
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The revolving line of credit was repaid in full in April 2008. Prior to the expiration of the revolving line of credit on May 30, 2008, the Company
entered into an amended and restated loan and security agreement, which provides for borrowings up to $15.0 million. The revolving line of
credit agreement contains a financial covenant that requires the Company to maintain a minimum tangible net worth of $70.0 million, which is
increased by 50% of any new net equity proceeds and/or 50% of quarterly profits. Tangible net worth is defined as the consolidated total assets
minus any amounts attributable to goodwill and intangible assets, reserves not already deducted from assets and total liabilities including all
subordinated debt. In addition, the Company is required to maintain a quick ratio of at least 1.25 to 1.0. The Company was in compliance with
these financial covenants as of September 30, 2008. The revolving line of credit provides the Company two options for interest rate: (i) the
lender�s variable prime rate or (ii) LIBOR plus 200 basis points for the applicable period in effect at the time of the borrowing. The revolving line
of credit expires on May 29, 2009. To date there have been no borrowings under the revolving line of credit.

The revolving line of credit is collateralized by an interest in all of the Company�s assets, excluding intellectual property. The Company is not
permitted to sell its intellectual property other than to issue a nonexclusive license in the ordinary course of business.

9. Income Taxes
The Company has incurred annual operating losses since inception. As a result of those continuing losses, management has determined that it is
more likely than not that the Company will not realize the benefits of the deferred tax assets and therefore has recorded a valuation allowance to
reduce the carrying value of the deferred tax assets to zero. The Company�s tax provision relates primarily to alternative minimum tax (�AMT�) in
the United States (�U.S.�) and provisions for income tax related to the Company�s international subsidiaries.

During the three and six months ended September 30, 2008, the Company recorded a net income tax benefit of $104,000 and an income tax
provision of $66,000, respectively. The net income tax benefit for the three months ended September 30, 2008 was primarily due to recognition
of a benefit of $181,000 during the second quarter of fiscal 2009 for a U.S. federal refundable credit as provided by the Housing and Economic
Recovery Act of 2008 (�Act�). This amount was offset in part by a provision of $77,000 for state income taxes. The Act, signed into law in July
2008, allows taxpayers to claim refundable AMT or research and development credit carryovers if they forego bonus depreciation on certain
qualified fixed assets placed in service from the period between April and December 2008. The Company estimated and recognized the credit
based on fixed assets placed into service through the six months ended September 30, 2008.

On September 30, 2008, California enacted Assembly Bill 1452 which among other provisions, suspends net operating loss deductions for 2008
and 2009 and extends the carryforward period of any net operating losses not utilized due to such suspension; adopts the federal 20-year net
operating loss carryforward period; phases-in the federal two-year net operating loss carryback periods beginning in 2011 and limits the
utilization of tax credits to 50% of a taxpayer's taxable income. The Company incorporated the impact of this new law to the income tax
provision during the second quarter of fiscal 2009. As a result, only 50% of California tax liability was off-set by the available state research &
development tax credit carryover, yielding $75,000 of tax liability for the second quarter of fiscal 2009.

On October 3, 2008, the United States enacted a law, �Emergency Economic Stabilization Act of 2008,� which contains the �Tax Extenders and
Alternative Minimum Tax Relief Act of 2008.� Under this act, the research credit was retroactively extended for amounts paid or incurred after
December 31, 2007 and before January 1, 2010. The Company anticipates no impact to its effective tax rate or tax provision in the third quarter
of fiscal 2009 as the result of this law change due to the Company�s valuation allowance.
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The Company�s only material uncertain tax position is its research and development credits, none of which would affect its income tax expense if
recognized to the extent that the Company continues to maintain a full valuation allowance against its deferred tax assets. The Company
estimates that there will be no material changes in its uncertain tax positions in the next 12 months. The Company recognizes interest and
penalties related to income tax matters as part of the provision for income taxes. To date, the Company has incurred no such charges.

The Company files annual income tax returns in the U.S. federal jurisdiction, various U.S. state and local jurisdictions, and in various foreign
jurisdictions. The Company remains subject to tax authority review for all jurisdictions for all years.

10. Share Based Payments
Stock-Based Benefit Plans:

2007 Equity Incentive Plan: The Company adopted the Amended and Restated 2007 Equity Incentive Plan (�2007 Plan�) subsequent to
stockholder approval at the Company�s annual stockholder meeting in September 2008. This plan was implemented to amend the Company�s
2007 Equity Incentive Plan, which was adopted in October 2007, to include limitations to the number of shares that may be granted on an annual
basis through individual awards. Additionally, the 2007 Plan allows the inclusion in awards of specific performance objectives upon
achievement of which certain awards will vest or be issued, which in turn will allow the Company to be eligible to receive income tax
deductions under Section 162(m) of the Internal Revenue Code.

The maximum aggregate number of shares that may be issued under the 2007 Plan is 10,375,000 shares, plus an automatic increase on the first
day of each fiscal year beginning with the 2009 fiscal year, in an amount equal to the lesser of (A) five million shares of the Company�s common
stock, (B) five percent of the Company�s outstanding common stock on the last day of the immediately preceding fiscal year or (C) such number
of shares of the Company�s common stock determined by the Company�s board of directors. In accordance with these provisions, on April 1, 2008
the number of shares available for issuance under the plan was increased by 3.0 million shares.

The 2007 Plan provides for the grant of incentive stock options, nonstatutory stock options, restricted stock awards, restricted stock unit awards,
stock appreciation rights, performance stock awards, and other forms of equity compensation, which may be granted to employees (including
officers), directors, and service providers. The 2007 Plan provides that a participant may not receive options for more than 1,000,000 shares in
any fiscal year, except in connection with his or her initial service with the Company, in which case he or she may be granted an option covering
up to an additional 4,000,000 shares. Under the 2007 Plan, incentive options granted to an employee who owns more than 10% of the voting
power of all classes of the Company�s stock shall have an exercise price no less than 110% of the fair market value per share on the date of the
grant. Options generally vest at the rate of 25% on each anniversary of the date of service contingent upon employment with the Company and
expire no later than ten years after the date of grant. As of September 30, 2008, there were 11.0 million shares available for future issuance under
the 2007 Plan.

2007 Employee Stock Purchase Plan: In October 2007, the Company�s stockholders approved the 2007 Employee Stock Purchase Plan (the
�ESPP Plan�) and the Company reserved 1,550,000 shares for future issuance plus an annual increase to be added on the first day of each fiscal
year beginning with the 2009 fiscal year, equal to the lesser of (i) 1.5 million shares of common stock, (ii) two percent of the outstanding shares
of common stock on such date or (iii) an amount determined by the administrator. In accordance with these provisions, on April 1, 2008 shares
available for issuance under the plan was increased by 1.2 million shares.
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Under the ESPP Plan, the Company grants stock purchase rights to all eligible employees during one-year overlapping offering periods with
purchase dates at the end of each 6-month purchase period except for the first offering period, which commenced in November 2007 and had its
first purchase date on August 1, 2008. Shares are purchased through employees� payroll deductions, up to a maximum of 10% of an employee�s
compensation for each purchase period at a purchase price equal to 85% of the lesser of the fair market value of the Company�s common stock on
the first trading day of the applicable offering period or the purchase date. If the fair market value of the common stock on any purchase date in
an offering period is lower than the fair market value of the common stock on the first trading day of the offering period, then all participants in
the offering period will be automatically withdrawn from the offering period immediately after the stock has been purchased on the purchase
date and automatically re-enrolled in the immediately following offering period. The number of shares that may be purchased by a participant
during any purchase period is limited to 1,250 shares. The ESPP Plan is compensatory and results in compensation expense. Through
September 30, 2008, the Company has issued 214,852 shares under the ESPP Plan. As of September 30, 2008, there were 2.5 million shares
available for future issuance under the ESPP Plan.

During the three months ended September 30, 2008, the Company modified the terms of certain existing awards under its ESPP pursuant to the
reset provisions of the plan. Consequently, the Company recognized $59,000 incremental stock-based compensation in the three months ended
September 30, 2009 and will recognize $118,000 of additional stock-based compensation over the remaining vesting period of four months.

1999 Stock Plan and 2000 Management Stock Option Plan: The Company�s 1999 Stock Plan (the �1999 Plan�) and the 2000 Management Stock
Option Plan (the �2000 Plan�) authorize the board of directors to grant incentive and nonstatutory stock options and stock purchase rights to
employees, directors and consultants of the Company. Under the 1999 Plan and the 2000 Plan, incentive and nonstatutory stock options may be
granted at prices not less than 100% of the estimated fair value of the stock at the date of grant, as determined by the board of directors. For
options granted to an employee who owns more than 10% of the voting power of all classes of stock of the Company, the exercise price shall be
no less than 110% of the fair market value of the stock at the date of grant. Options generally vest over a four year period and expire no later
than ten years after the date of grant. The Company�s board of directors concluded not to grant any additional options or other awards under the
1999 Plan and 2000 Plan following the IPO. However, the 1999 Plan and 2000 Plan will continue to govern the terms and conditions of the
outstanding awards previously granted under these plans.

Stock Option Activity:

Activity with respect to outstanding stock options for the first half of fiscal 2009 is as follows:

Options Outstanding

Number
of

Shares

Weighted
Average
Exercise
Price per
Share

Balance at March 31, 2008 6,417,924 5.69
Options granted 1,826,335 8.89
Options exercised (238,251) 6.57
Options cancelled (312,993) 7.80

Balance at September 30, 2008 7,693,015 $ 6.34
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Restricted Stock Unit Awards:

Restricted stock unit awards may be granted under the 2007 Plan on terms approved by the Board of Directors. Stock awards generally provide
for the issuance of restricted stock which vests over a fixed period. Activity with respect to outstanding restricted stock units for the first half of
fiscal 2009 is as follows:

Number of
Shares

Weighted
Average Grant
Date Fair Value

Balance as of March 31, 2008 �  $ �  
Granted 350,000 7.50

Balance as of September 30, 2008 350,000 $ 7.50

During the three months ended September 30, 2008, the Company awarded non-vested restricted stock units to its officers and certain
senior-level employees under the 2007 Plan. The shares will be released to the recipients on July 21, 2009, the day the restricted stock units vest.
If a participant terminates employment prior to the vesting date, the unvested restricted stock will be canceled and returned to the 2007 Plan.

Fair Value Disclosures:

The fair value of each option and employee stock purchase right was estimated on the date of grant using the Black-Scholes model with the
following weighted average assumptions:

Three Months Ended September 30, Six Months Ended September 30,
2008 2007 2008 2007

Employee Stock Options
Risk-free interest rate 3.10% 4.46% 2.85% 4.58%
Expected life (years) 4.12 4.32 4.11 4.33
Dividend yield 0.00% 0.00% 0.00% 0.00%
Expected volatility 51.2% 42.0% 51.6% 42.0%

Three
Months
Ended

September
30,
2008

Six
Months
Ended

September
30,
2008

Employee Stock Purchase Plan1
Risk-free interest rate 1.36% 1.36%
Expected life (years) 0.75 0.75
Dividend yield 0.00% 0.00%
Expected volatility 48.0% 48.0%
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1 The Employee Stock Purchase Plan was adopted during the third quarter of fiscal 2008. Subsequent to the adoption, rights to purchase
shares are only granted during the second and fourth quarters of each fiscal year.

The risk-free interest rate for the expected term of the option is based on the yield available on United States Treasury Zero Coupon issues with
an equivalent expected term. The expected term represents the period of time that share-based awards are expected to be outstanding, giving
consideration to the contractual terms of the awards, vesting schedules and expectations of future employee behavior. Given the Company�s
limited operating history, comparable companies from a representative peer group selected on industry data were used to determine the expected
term. The computation of expected volatility was based on the historical volatility of the Company and comparable companies from a
representative peer group selected based on industry data. As required by SFAS No. 123 (revised 2004), Share-Based Payment, management
made an estimate of expected forfeitures and is recognizing stock-based compensation costs only for those equity awards that the Company
expects to vest.
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Shares Subject to Repurchase:

Certain stock options granted by the Company are exercisable at the date of grant, with unvested shares subject to repurchase by the Company in
the event of voluntary or involuntary termination of employment of the stockholder. Such exercises are recorded as a liability on the balance
sheet and reclassified into equity as the options vest. As of September 30, 2008 and March 31, 2008, a total of 158,781 shares and 410,275
shares of common stock, respectively, were subject to repurchase by the Company at the original exercise price of the related stock option. The
corresponding exercise value of $107,000 and $329,000 as of September 30, 2008 and March 31, 2008, respectively, was recorded in accrued
liabilities.

Activity with respect to non-vested shares subject to repurchase for the first half of fiscal 2009 is as follows:

Number of
Shares

Non-vested as of March 31, 2008 410,275
Vested (225,445)
Repurchased (26,049)

Non-vested as of September 30, 2008 158,781

Stock Repurchase Program

On July 31, 2008, the board of directors of the Company approved the investment of up to $10 million for the purchase of shares of the
Company�s common stock in the open market under a stock repurchase program, subject to applicable securities laws, rules and regulations. The
shares may be repurchased at the Company�s discretion from time to time in the open market. Such purchases will be made at times and in
amounts as the Company deems appropriate, based on factors such as market conditions, legal requirements, and other corporate considerations.
As of November 10, 2008, the Company has purchased 80,000 shares under this program at an average purchase price of $6.61 per share.

11. Commitments
Legal Matters

From time to time, third parties assert claims against the Company arising from the normal course of business activities. There are no claims as
of September 30, 2008 that, in the opinion of management, might have a material adverse effect on the Company�s financial position, results of
operations or cash flows.

Lease Obligations

The Company leases equipment and office space under non-cancelable operating leases with various expiration dates through May 2014. In
April 2005, the Company�s primary facilities lease was renegotiated with a new lease expiration date in May 2014, an option to cancel in May
2010 and two consecutive options to extend the lease, each for an additional five-year period. To the extent the Company elects to terminate the
lease in 2010, it will be required to pay an early termination fee of approximately $1.0 million. The Company currently has no plans to exercise
the early termination option.
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Future minimum lease payments under non-cancelable operating leases, assuming no early termination, are as follows (in thousands):

For the years ending March 31,
Rent

Commitment
2009 (remaining six months) $ 919
2010 1,818
2011 1,732
2012 1,527
2013 1,445
Thereafter 1,365

Total minimum lease payments $ 8,806

Warranties

The Company provides for future warranty costs upon product delivery. The specific terms and conditions of those warranties vary depending
upon the product sold and country in which the Company does business. The warranties are generally for three years from the date of installation
of equipment.

Factors that affect the Company�s warranty liability include the number of installed units, historical experience and management�s judgment
regarding anticipated rates of warranty claims and cost per claim. The Company assesses the adequacy of its recorded warranty liabilities each
period and makes adjustments to the liability as necessary.

Changes in the warranty liability are as follows:

Three Months Ended
September 30,

Six Months Ended
September 30,

2008 2007 2008 2007
(in thousands)

Beginning balance $ 6,086 $ 5,688 $ 6,184 $ 5,548
Provision 1,251 1,055 2,121 1,897
Settlements made (1,044) (793) (2,012) (1,495)

Ending balance $ 6,293 $ 5,950 $ 6,293 $ 5,950

Warranty liabilities are classified based on the assumption that the claims will be made ratably over the three-year term, which to date has been
consistent with the Company�s actual warranty experience, as follows:
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September 30,
2008

March 30,
2008

(in thousands)
Current $ 3,453 $ 3,371
Non-current 2,840 2,813

Total $ 6,293 $ 6,184
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Noncancelable Purchase Commitments

The Company outsources the production of its hardware to third-party contract manufacturers. In addition, the Company enters into various
inventory related purchase commitments with these contract manufacturers and suppliers. The Company had $15.1 million and $13.6 million in
noncancelable purchase commitments with these providers as of September 30, 2008 and March 31, 2008, respectively. The Company records a
liability for firm, noncancelable purchase commitments with contract manufacturers and suppliers for quantities in excess of its future demand
forecasts. As of September 30, 2008 and March 31, 2008, the liability for these purchase commitments was $258,000 and $295,000,
respectively.

Guarantees and Indemnifications

The Company indemnifies its officers and directors for certain events or occurrences, subject to certain limits, while the officer or director is or
was serving at the Company�s request in such capacity. The maximum amount of potential future indemnification is unlimited; however, the
Company has a director and officer insurance policy that limits its exposure and enables it to recover a portion of any future amounts paid. The
Company is unable to reasonably estimate the maximum amount that could be payable under these arrangements since these obligations are not
capped but are conditional to the unique facts and circumstances involved. Accordingly, the Company has no liabilities recorded for these
agreements as of September 30, 2008 and March 31, 2008.

In its sales agreements, the Company may agree to indemnify its indirect sales channels and end-user customers for any expenses or liability
resulting from claimed infringements of patents, trademarks or copyrights of third parties. The terms of these indemnification agreements are
generally perpetual any time after execution of the agreement. The maximum amount of potential future indemnification is unlimited. To date
the Company has not paid any amounts to settle claims or defend lawsuits. The Company is unable to reasonably estimate the maximum amount
that could be payable under these arrangements since these obligations are not capped but are conditional to the unique facts and circumstances
involved. Accordingly, the Company has no liabilities recorded for these agreements as of September 30, 2008 and March 31, 2008.

12. Segment Information and Significant Customers
FASB Statement No. 131, Disclosures about Segments of an Enterprise and Related Information, defines operating segments as components of
an enterprise about which separate financial information is available and which is regularly evaluated by management, namely the chief
operating decision maker of an organization, in order to make operating and resource allocation decisions. The Company has concluded that it
operates in one business segment, the development, marketing and sale of information storage solutions. The Company�s headquarters and most
of its operations are located in the U.S.; however, it conducts limited sales, marketing and customer service activities through small offices in
Europe and Asia. Revenue is attributed by geographic location based on the ship-to location of the Company�s reseller or customer, as applicable.
The Company�s assets are primarily located in the U.S .and not allocated to any specific region. Therefore, geographic information is presented
for total revenue only.

The following presents total revenues by geographic region:

Three Months Ended September 30,Six Months Ended September 30,
2008 2007 2008 2007

(in thousands)
United States $ 37,871 $ 23,634 $ 77,252 $ 44,726
International 7,276 4,347 10,848 7,063

Edgar Filing: 3PAR Inc. - Form 10-Q

Table of Contents 34



Total $ 45,147 $ 27,981 $ 88,100 $ 51,789

No customer represented 10% or more of total revenue in the three months ended September 30, 2008 and 2007. One customer represented 10%
and 15% of total revenue in the six months ended September 30, 2008 and 2007, respectively. One customer accounted for 10% of accounts
receivable, net at September 30, 2008, and one customer accounted for 11% of accounts receivable, net at March 31, 2008.
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Item 2. Management�s Discussion and Analysis of Financial Condition and Results of Operations
In addition to historical information, this report contains forward-looking statements within the meaning of Section 27A of the Securities Act of
1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended, which are subject to the �safe harbor� created by
those sections. These statements include, among other things, statements concerning our expectations regarding:

� the growth and growth rate of our operations, business, revenues, operating margins, costs and expenses;

� fluctuations in our gross margins;

� the effect of recent accounting pronouncements on our financial position, results of operations, and cash flows;

� our future stock-based compensation charges;

� our foreign exchange risk and our practices related to hedging those risks;

� our future uncertain tax positions;

� the impact of our storage solution on the total lifetime cost of storage for our customers;

� the increase of research and development, sales and marketing and general and administrative expenses in the future;

� our future capital expenditures, including investments in our infrastructure and in test and development equipment to support our
research and development efforts;

� the availability of individuals with the specific skills required for key positions, as well as our ability to attract, hire and retain
required employees and key personnel;

� our future hiring of substantial additional personnel and the impact such hiring may have on our business, growth and competitive
position;

� the future yield on our investment portfolio;

� the sufficiency of our existing cash balances to meet our future capital requirements;

� the materiality of our exposure related to contractual guarantees and indemnities;
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� the materiality of the exposure of our cash equivalents to changes in value and the projected value of our investment portfolio;

� future changes in competitive practices and landscape in our industry;

� our future reliance on establishing relationships with resellers and authorized service providers to sell, service and support our
products in select markets;

� our continued investments in international markets and our expansion strategies in those markets;

� the contribution of international sales as a percentage of our total revenue on an annual basis;
as well as other statements regarding our future operations, financial condition and prospects and business strategies. Forward-looking
statements are based on our management�s beliefs and assumptions, and on information currently available to our management, as of the date
of this filing. These forward-looking statements are subject to certain risks and uncertainties that could cause our actual results to differ
materially from those reflected in the forward-looking statements. Factors that could cause or contribute to such differences include, but are not
limited to, those discussed in this report, and in particular, the risks discussed under the heading �Risk Factors� in Part II, Item 1A of this
report and those discussed in other documents we file with the Securities and Exchange Commission. We undertake no obligation to revise or
publicly release the results of any revision to these forward-looking statements. Given these risks and uncertainties, readers are cautioned not to
place undue reliance on such forward-looking statements.

The following discussion should be read in conjunction with our financial statements and the related notes contained elsewhere in this Quarterly
Report on Form 10-Q and in our other Securities and Exchange Commission, or SEC, filings, including our Annual Report on Form 10-K for
the year ended March 31, 2008.
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Overview

We are the leading global provider of utility storage for large to medium enterprises, business-oriented service providers, consumer-oriented
Internet/Web 2.0 companies and government entities. Our utility storage products offer simple, efficient and scalable tiered-storage arrays
enabling the delivery of computing as a utility service to organizations with significant data storage requirements. Our 3PAR InSpire
Architecture delivers a modular, highly scalable storage solution that we believe can significantly reduce the total lifetime cost of storage for our
customers.

Our company was founded by engineers with substantial experience in the high-end server and storage markets and began operations in 1999.
From inception, our corporate and product development objectives have focused on finding ways to use physical storage resources more
efficiently and effectively by reducing unused storage and power consumption and by providing our customers with systems that are simpler and
less expensive to maintain and operate on an ongoing basis. Our utility storage solution is comprised of the 3PAR InServ Storage Servers and
the 3PAR InForm Suite, which includes the 3PAR InForm OS and other software applications.

In November 2007, we completed an initial public offering, or IPO, of our common stock in which we sold and issued 7,702,479 shares of
common stock, including 202,479 shares issued in December 2007 in connection with the partial exercise of the underwriters� over-allotment
option, at an issue price of $14.00 per share. A total of $107.8 million in gross proceeds was raised from the IPO, or approximately $97.4 million
in net proceeds after deducting underwriting discounts and commissions of $7.5 million and other offering costs of $2.9 million. Upon the
closing of the offering, all shares of our then-outstanding convertible preferred stock automatically converted into 33,256,720 shares of common
stock.

We have sales offices in the United States, United Kingdom, Germany and Japan and research and development facilities in California and
Northern Ireland. We expect to continue to add sales, engineering and customer services personnel in the United States and internationally.

The last day of our fiscal year is March 31. Our fiscal quarters end on June 30, September 30, December 31 and March 31. Our current fiscal
year, which we refer to as fiscal 2009, will end on March 31, 2009.

Revenue, Cost of Revenue and Operating Expense

Revenue

We derive our revenue from sales of our InServ Storage Servers, licenses of our InForm Suite and other software applications and related
support.

Prior to March 2007, we typically sold our products with a three-year basic hardware warranty and software warranty. The software warranty
was limited to bug fixes for any non-conforming software products. We generally recognized as product revenue all revenue associated with
sales of our products at the time of shipment or installation, depending on the terms of the arrangement, provided that all other revenue
recognition criteria were met.

During this period, we also offered a premium hardware warranty and an extended hardware and software warranty beyond the initial contract
term. Our premium hardware warranty offers faster service response time than our basic hardware warranty. We recognized as support revenue
all revenue attributable to these premium and extended warranties on a ratable basis over the contract term, which was typically three years for
premium warranty and one year from termination of the basic warranty for extended warranty.

In March 2007, in anticipation of evolving customer requirements for software support, we changed from a software warranty model to a
software support model. Under the software support model, the customer receives, in addition to bug fixes, unspecified software upgrades and
enhancements, on a when-and-if available basis, over the term of the support period. Commencing in March 2007, we sell all of our systems
together with software support.

During the first quarter of fiscal 2008, we established VSOE of the fair value of our new software support based on the rates we offer to our
customers for renewal in our arrangements with them, or stated renewal rates. Accordingly, commencing April 1, 2007, we recognize revenue
attributable to our software support as support

Edgar Filing: 3PAR Inc. - Form 10-Q

Table of Contents 38



23

Edgar Filing: 3PAR Inc. - Form 10-Q

Table of Contents 39



Table of Contents

revenue on a straight-line basis over the software support period. We sell a significant portion of our software support with a one-year term.
Support revenue continues to include our premium and extended hardware warranties. We generally recognize the balance of the sale as product
revenue at the time of shipment or installation, depending on the terms of the arrangement, provided that all other revenue recognition criteria
are met.

During the month of March 2007, the Company did not have VSOE of fair value for its new software support model. Accordingly, through
March 31, 2008, the Company was recognizing all of the product and support revenue from transactions that included software support during
the month of March 2007 as product revenue ratably over the support period of one to three years. During the first quarter of fiscal 2009, the
Company established VSOE of fair value of PCS for these March 2007 transactions based on renewal rates for separate sales of PCS to other
customers. Accordingly, in the first quarter of fiscal 2009 the Company applied the residual method to the remaining deferred revenue associated
with the March 2007 transactions.

As a result of the implementation of our software support model in March 2007, our support revenue has increased significantly. Consequently
comparing the elements of our revenue on a period-to-period basis may not be meaningful and should not be relied upon as an indication of our
future performance.

Cost of Revenue

Cost of product revenue consists primarily of raw materials, manufacturing cost for our products, shipping and logistics cost, expenses for
inventory obsolescence and warranty obligations. Cost of premium and extended warranty obligations are included in cost of support revenue.
We utilize third parties to manufacture subcomponents of our products, which are then shipped to our Fremont, California operations facility for
final assembly and testing prior to customer shipment. We outsource onsite support to third-party support vendors.

Prior to March 2007, we recognized all our hardware and software warranty costs as cost of product revenue at the time of revenue recognition
based on our estimated time and material costs of providing hardware and software warranty support. In March 2007, during the implementation
of our software support model, we deferred all hardware related costs associated with product sales bundled with software support for which we
had not been able to establish VSOE of fair value at the outset of the arrangement. The hardware related costs associated with these sales were
recognized ratably together with the product revenue until the first quarter of fiscal 2009 when we established VSOE of fair value of PCS for the
March 2007 transactions and recognized the remaining product costs associated with the revenue recognized. We no longer incur software
warranty cost beginning March 2007, as this was replaced by our new software support sold together with our systems. For periods subsequent
to March 2007, we continue to recognize hardware warranty costs as cost of product revenue at the time of revenue recognition.

Cost of support revenue consists of personnel cost and outside vendor cost to support premium and extended warranty services for all periods
presented. Beginning March 2007, cost of support revenue also includes costs associated with providing software support. As a result of the
implementation of our software support model in March 2007, we expect cost of support revenue to increase significantly in future periods.

Gross Margin

Gross profit is the difference between revenue and cost of revenue, and gross margin is gross profit expressed as a percentage of revenue.
Product mix and system configurations affect our gross margin because our software and support margins are higher than our hardware margins.
Larger systems tend to have greater software and support components and thereby result in a higher margin. Our gross margin tends to be higher
for direct sales than for indirect sales because we generally sell our products to resellers at a discount. Our gross margin has fluctuated
significantly in the past, and we expect it will continue to fluctuate in the future primarily as a result of product mix and order size.

Operating Expense

Operating expense consists of research and development, sales and marketing, and general and administrative expense. The largest component
of our operating expense in each case is personnel cost. Personnel cost consists of salaries, benefits and incentive compensation for our
employees. We grew from 312 employees at March 31, 2007 to 451 employees at March 31, 2008 and to 533 employees at September 30, 2008.
We expect to continue to hire a significant number of new employees to support our growth. The timing of these additional hires could
materially affect our operating expenses, both in absolute dollars and as a percentage of revenue, in any particular period.

24

Edgar Filing: 3PAR Inc. - Form 10-Q

Table of Contents 40



Table of Contents

Research and Development Expense

Research and development expense consists primarily of personnel cost, prototype expense, consulting services and facilities cost associated
with personnel. Consulting services generally consist of contracted engineering consulting for specific projects. We expense research and
development expense as incurred. We expect to continue to devote substantial resources to the development of our products. We believe that
these investments are necessary to maintain and improve our competitive position. In particular, we anticipate that we will hire substantial
additional engineering personnel in future periods.

Sales and Marketing Expense

Sales and marketing expense consists primarily of personnel cost, sales commission, marketing programs and facilities cost associated with sales
and marketing and certain customer service and support activities not associated with cost of revenue. We plan to continue to invest heavily in
sales and marketing by increasing the number of sales and marketing personnel we employ. Our sales personnel are not immediately productive
and therefore the increase in sales and marketing expense we incur when we add new sales representatives is not immediately offset by increased
revenue and may never result in increased revenue. The timing of our hiring of new sales personnel and the rate at which they generate
incremental revenue could therefore affect our future period-to-period financial performance.

General and Administrative Expense

General and administrative expense consists primarily of personnel and facilities costs related to our executive, finance, human resources,
information technology and legal organizations, as well as fees for professional services. Professional services consist of fees for outside legal,
audit, compliance with the Sarbanes-Oxley Act of 2002, or Sarbanes-Oxley, and information technology consulting. We expect to continue to
incur significant accounting and legal costs related to compliance with rules and regulations implemented by the SEC, as well as additional
insurance, investor relations and other costs associated with being a public company.

Other Income (Expense), Net

Other income (expense), net includes interest income on cash balances and short-term investments, interest expense on our outstanding debt and
borrowings under our revolving line of credit, and losses or gains on remeasurement of non-United States dollar transactions into United States
dollars. If we are successful in growing our international sales we may be subject to increased currency conversion risks because a larger portion
of our sales could be denominated in foreign currencies. We have historically invested our available cash balances in money market funds,
short-term United States Government and agency obligations, municipal bonds, corporate debt securities and commercial paper.

Critical Accounting Policies and Estimates

Our consolidated financial statements are prepared in accordance with generally accepted accounting principles in the United States, or GAAP.
These accounting principles require us to make estimates and judgments that can affect the reported amounts of assets and liabilities as of the
date of the consolidated financial statements as well as the reported amounts of revenue and expense during the periods presented. We believe
that the estimates and judgments upon which we rely are reasonable based upon information available to us at the time that we make these
estimates and judgments. To the extent there are material differences between these estimates and actual results, our consolidated financial
statements will be affected. The accounting policies that reflect our more significant estimates and judgments and which we believe are the most
critical to aid in fully understanding and evaluating our reported financial results are revenue recognition, stock-based compensation, inventory
valuation, warranty provision, allowances for doubtful accounts and income taxes.

With the exception of the discussion noted below a description of our critical accounting policies that involve significant management judgment
appears in our 2008 Annual Report on Form 10-K under �Management�s Discussion and Analysis of Financial Condition and Results of
Operations � Critical Accounting Policies and Estimates.�
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Revenue Recognition

We derive our revenue from sales of storage solutions that include hardware, software and related support. Because the embedded software of
our storage solution is deemed to be more than incidental to the product as a whole, we account for revenue for the entire sale in accordance with
the guidance provided by American Institute of Certified Public Accountants Statement of Position, or SOP, 97-2, Software Revenue
Recognition, as amended by SOP 98-9, Modification of SOP 97-2, Software Revenue Recognition with Respect to Certain Transactions.

We recognize revenue when persuasive evidence of an arrangement exists, the product has been delivered, the fee is fixed or determinable,
collection of the resulting receivable is reasonably assured and, if applicable, upon satisfaction of evaluation criteria or expiration of the
evaluation period, as the case may be. Our fees are considered fixed or determinable at the execution of an agreement, which comprises the final
terms of sale including the description, quantity and price of each product purchased. Our sales arrangements with customers and resellers do not
include rights of return or rebates and to date, product returns have been negligible. We assess our ability to collect from our customers based on
a number of factors, including creditworthiness of the customer and past transaction history.

Prior to March 2007, we typically sold our products with a three-year basic hardware warranty and software warranty. The software warranty
was limited to bug fixes for any non-conforming software products. We generally recognized as product revenue all revenue associated with
sales of our products at the time of shipment or installation, depending on the terms of the arrangement, provided that all other revenue
recognition criteria were met. During this period, we also offered a premium hardware warranty and an extended hardware and software
warranty after the initial contract term. Our premium hardware warranty offers faster response time than our basic hardware warranty. In
accordance with Financial Accounting Standards Board, or FASB, Technical Bulletin 90-1, Accounting for Separately Priced Extended
Warranty and Product Maintenance Contracts, we recognized revenue relating to our premium hardware warranty and extended hardware and
software warranties ratably as support revenue over the warranty period, which was typically three years for premium warranty and one year
from termination of the basic warranty for extended warranty.

In March 2007, in anticipation of evolving customer requirements for software support, we changed from a software warranty model to a
software support model. Under the software support model, the customer receives, in addition to bug fixes, unspecified software upgrades and
enhancements, on a when-and-if available basis, over the term of the support period. Commencing in March 2007, we sell all of our systems
together with software support. This new software support is considered post-contract customer support, or PCS, under SOP 97-2.

Our sales are comprised of multiple elements, which include hardware, software and PCS. We allocate revenue to the delivered elements of the
sale, typically hardware and software, using the residual method. Under the residual method, we defer revenue from the sale equivalent to the
VSOE of the fair value of the PCS and apply any discounts to the delivered elements in accordance with the provisions of SOP 97-2, as amended
by SOP 98-9. VSOE of the fair value of PCS within a sale is based upon stated renewal rates included within the evidence of the arrangement
with the customer. In circumstances where the arrangement does not include stated renewal rates, VSOE of fair value of PCS is based on actual
renewal rates for separate sales of PCS to other customers.

During the first quarter of fiscal 2008, we established VSOE of the fair value of our new software support based on stated renewal rates offered
to customers within the arrangement. As a result, beginning in the first quarter of fiscal 2008, we defer revenue recognition of the software
support and recognize it as support revenue on a straight-line basis over the support period, which is primarily one year. We allocate the
remainder of the revenue associated with the sale to product revenue using the residual method, as allowed by SOP 98-9. Support revenue also
continues to include our premium and extended hardware warranties.

During the month of March 2007, the Company did not have VSOE of fair value for its new software support model. Accordingly, through
March 31, 2008, the Company was recognizing all of the product and support revenue from transactions that included software support during
the month of March 2007 as product revenue ratably over the support period of one to three years. During the first quarter of fiscal 2009, we
established VSOE of fair value of PCS for these March 2007 transactions based on renewal rates for separate sales of PCS to other customers.
Accordingly, in the first quarter of fiscal 2009 we applied the residual method to the remaining deferred revenue associated with the March 2007
transactions.
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We typically recognize product revenue upon installation for transactions sold directly to end users, provided that the remaining revenue
recognition criteria discussed above are satisfied. In cases where the arrangement includes acceptance criteria, we recognize revenue upon the
earlier of receipt of customer acceptance or the lapse of the acceptance period. For sales through our resellers, we generally recognize product
revenue upon shipment, based on freight terms of FOB Shipping Point or FOB Destination, assuming all other criteria for revenue recognition
discussed above have been satisfied.

Results of Operations for the Three and Six Months Ended September 30, 2008 and 2007

Revenue

The following tables present period over period comparisons of our revenue by revenue source for the three and six months ended September 30,
2008 and 2007 (dollars in thousands):

Three Months Ended
September 30, Change in

Six Months Ended
September 30, Change in

2008 2007 $ % 2008 2007 $ %
Types of Revenue:
Product $ 41,427 $ 26,775 $ 14,652 55% $ 81,351 $ 49,898 $ 31,453 63%
As % of total revenue 91.8% 95.7% 92.3% 96.3%
Support 3,720 1,206 2,514 208% 6,749 1,891 4,858 257%
As % of total revenue 8.2% 4.3% 7.7% 3.7%

Total revenue $ 45,147 $ 27,981 $ 17,166 61% $ 88,100 $ 51,789 $ 36,311 70%

Three Months Ended
September 30, Change in

Six Months Ended
September 30, Change in

2008 2007 $ % 2008 2007 $ %
Revenue by geography:
United States $ 37,871 $ 23,634 $ 14,237 60% $ 77,252 $ 44,726 $ 32,526 73%
As % of total revenue 83.9% 84.5% 87.7% 86.4%
International 7,276 4,347 2,929 67% 10,848 7,063 3,785 54%
As % of total revenue 16.1% 15.5% 12.3% 13.6%

Total revenue $ 45,147 $ 27,981 $ 17,166 61% $ 88,100 $ 51,789 $ 36,311 70%
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Our total revenue increased by $17.2 million, or 61%, to $45.1 million in the three months ended September 30, 2008 from $28.0 million in the
three months ended September 30, 2007, and by $36.3 million, or 70%, to $88.1 million in the six months ended September 30, 2008 from $51.8
million in the six months ended September 30, 2007. Product revenue increased by $14.7 million, or 55%, to $41.4 million in the three months
ended September 30, 2008 from $26.8 million in the three months ended September 30, 2007, and by $31.5 million, or 63%, to $81.4 million in
the six months ended September 30, 2008 from $49.9 million in the six months ended September 30, 2007. The increases in fiscal 2009 were
principally due to an increase in repeat sales to existing customers and the expansion of our customer base. Revenue in the six months ended
September 30, 2008 also benefited from the recognition of $2.8 million of deferred revenue associated with certain March 2007 transactions that
we were previously recognizing on a ratable basis. Revenue from our existing customers represented 79% and 83% of total revenue in the three
and six months ended September 30, 2008, respectively, as compared to 73% and 76% of total revenue in the three and six months ended
September 30, 2007, respectively. We increased the number of our sales and marketing personnel to 178 at September 30, 2008, from 129 at
September 30, 2007, which contributed to our ability to expand our customer base.

Support revenue increased by $2.5 million to $3.7 million in the three months ended September 30, 2008 from $1.2 million in the three months
ended September 30, 2007, and by $4.9 million to $6.7 million in the six months ended September 30, 2008 from $1.9 million in the six months
ended September 30, 2007. The increases in support revenue in the three and six months ended September 30, 2008 compared to the same
periods in the prior year are primarily attributable to the growth in the installed base of our storage solutions, which resulted in a higher number
of initial PCS, extended and premium warranty contracts and support renewals from existing customers.

In the three and six months ended September 30, 2008, we derived 73% and 79% of our total revenue from direct sales to customers,
respectively, compared to 66% and 72% in the three and six months ended September 30, 2007. The increase in direct sales as a percentage of
revenue in the fiscal 2009 periods compared to the fiscal 2008 periods reflects our increased focus on expanding our direct sales by hiring
dedicated sales personnel for both domestic and international markets. We increased the number of our direct sales personnel to 162 at
September 30, 2008 from 118 at September 30, 2007.

Cost of Revenue and Gross Margin

The following table presents period over period comparisons of our cost of revenue by cost of revenue source for the three and six months ended
September 30, 2008 and 2007 (dollars in thousands):

Three Months Ended
September 30, Change in

Six Months Ended
September 30, Change in

2008 2007 $ % 2008 2007 $ %
Cost of product revenue $ 14,551 $ 9,126 $ 5,425 59% $ 28,572 $ 17,236 $ 11,336 66%
As % of product revenue 35% 34% 35% 35%
Cost of support revenue 1,157 239 918 384% 2,163 455 1,708 375%
As % of support revenue 31% 20% 32% 24%

Total cost of revenue 15,708 9,365 6,343 68% 30,735 17,691 13,044 74%

Gross profit $ 29,439 $ 18,616 $ 10,823 58% $ 57,365 $ 34,098 $ 23,267 68%
Gross margin 65.2% 66.5% 65.1% 65.8%
Cost of revenue increased by $6.3 million, or 68%, to $15.7 million in the three months ended September 30, 2008 from $9.4 million in the three
months ended September 30, 2007 and by $13.0 million, or 74%, to $30.7 million in the six months ended September 30, 2008 from $17.7
million in the six months ended September 30, 2007 primarily due to increased product shipments.

Cost of product revenue increased by $5.4 million, or 59%, to $14.6 million in the three months ended September 30, 2008 from $9.1 million in
the three months ended September 30, 2007, compared to a 55% increase in our product revenue during the same period. Cost of product
revenue increased by $11.3 million, or
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66%, in the six months ended September 30, 2008 compared to a 63% increase in our product revenue during the same period. The decreases in
our product margins in the three and six months ended September 30, 2008 are due primarily to inventory write-downs for excess and
obsolescence of our S-Class platform inventory in anticipation of increased customer demand for our new T-Class InServ storage server.

Cost of support revenue increased by $918,000, or 384%, to $1.2 million in the three months ended September 30, 2008 from $239,000 in the
three months ended September 30, 2007 and by $1.7 million, or 375%, to $2.2 million in the six months ended September 30, 2008 from
$455,000 in the six months ended September 30, 2007 primarily due to increased personnel cost and outside vendor cost required to support the
growth in our installed base as well as premium and extended warranties.

Research and Development

The following table presents period over period comparisons of our research and development expense for the three and six months ended
September 30, 2008 and 2007 (dollars in thousands):

Three Months Ended
September 30, Change in

Six Months Ended
September 30, Change in

2008 2007 $ % 2008 2007 $ %
Research and development $ 12,034 $ 8,909 $ 3,125 35% $ 22,191 $ 16,716 $ 5,475 33%
As % of total revenue 27% 32% 25% 32%
Our research and development expense increased by $3.1 million, or 35%, to $12.0 million in the three months ended September 30, 2008 from
$8.9 million in the three months ended September 30, 2007and by $5.5 million, or 33% to $22.2 million in the six months ended September 30,
2008 from $16.7 million in the six months ended September 30, 2007. The increases in these periods were primarily due to increases in research
and development personnel to 189 employees at September 30, 2008 from 137 employees at September 30, 2007 resulting in an increase in
employee compensation and related cost.

As a percentage of our total revenue, research and development expense decreased to 27% and 25% in the three and six months ended
September 30, 2008, respectively, from 32% in the three and six months ended September 30, 2007. This percentage decrease is attributable
principally to the significant increase in our total revenue, which grew at a higher rate than our research and development expenses in the six
months ended September 30, 2008.

Of the $3.1 million increase in research and development expense in the three months ended September 30, 2008, employee compensation and
related benefits and allocated facilities/IT expense accounted for $2.3 million and $655,000, respectively. The remainder of the increase in the
three months ended September 30, 2008 related to higher stock-based compensation and depreciation of research and development equipment
partially offset by lower engineering equipment and prototype expenses. Of the $5.5 million increase in the six months ended September 30,
2008, employee compensation and related benefits, allocated facilities/IT expense and stock-based compensation accounted for $4.1 million,
$1.2 million and $594,000, respectively. These higher expenses were partially offset by lower engineering equipment and prototype expenses.

We expect research and development expense to increase on an absolute dollar basis for the foreseeable future as we continue to increase the
number of our engineering personnel and devote substantial resources to the development of our products.
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Sales and Marketing

The following table presents period over period comparisons of our sales and marketing expense for the three and six months ended
September 30, 2008 and 2007 (dollars in thousands):

Three Months Ended
September 30, Change in

Six Months Ended
September 30, Change in

2008 2007 $ % 2008 2007 $ %
Sales and marketing $ 15,078 $ 9,936 $ 5,142 52% $ 29,379 $ 20,393 $ 8,986 44%
As % of total revenue 33% 36% 33% 39%
Our sales and marketing expense increased by $5.1 million, or 52%, to $15.1 million in the three months ended September 30, 2008 from $9.9
million in the three months ended September 30, 2007 and by $9.0 million, or 44%, to $29.4 million in the six months ended September 30,
2008 from $20.4 million in the six months ended September 30, 2007. This increase reflects in part the increase in sales and marketing personnel
to 178 employees at September 30, 2008 from 129 employees at September 30, 2007.

As a percentage of our total revenue, sales and marketing revenue decreased to 33% in both the three and six months ended September 30, 2008,
from 36% and 39% in the three and six months ended September 30, 2007, respectively, principally due to the significant increase in our total
revenue, which grew at a higher rate than our sales and marketing expense in the six months ended September 30, 2008.

Of the $5.1 million increase in sales and marketing expense in the three months ended September 30, 2008, salaries, bonus and employee-related
benefits, commission, advertising and allocated facilities/IT expense accounted for $1.3 million, $1.7 million, $502,000 and, $648,000,
respectively. The remainder of the increase in the three months ended September 30, 2008 related to higher travel, recruiting and stock-based
compensation. Of the $9.0 million increase in the six months ended September 30, 2008, employee compensation and related benefits,
commission, travel, allocated facilities/IT expense and stock-based compensation accounted for $3.3 million, $2.0 million, $1.2 million, $1.2
million and $896,000, respectively.

General and Administrative

The following table presents period over period comparisons of general and administrative expense for the three and six months ended
September 30, 2008 and 2007 (dollars in thousands):

Three Months Ended
September 30, Change in

Six Months Ended
September 30, Change in

2008 2007 $ % 2008 2007 $ %
General and administrative $ 3,747 $ 2,212 $ 1,535 69% $ 7,120 $ 4,266 $ 2,854 67%
As % of total revenue 8% 8% 8% 8%
Our general and administrative expense increased by $1.5 million, or 69%, to $3.7 million in the three months ended September 30, 2008 from
$2.2 million in the three months ended September 30, 2007 and by $2.9 million, or 67%, to $7.1 million in the six months ended September 30,
2008 from $4.3 million in the six months ended September 30, 2007. This increase reflects in part the increase in general and administrative
personnel to 62 employees at September 30, 2008 from 38 employees at September 30, 2007. The remainder of the increase relates primarily to
higher professional fees and allocated infrastructure costs.

As a percentage of our total revenue, general and administrative expenses remained constant at 8% in all periods presented.
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Other Income, Net

The following table presents period over period comparisons of our other income, net for the periods presented (dollars in thousands):

Three Months Ended
September 30, Change in

Six Months Ended
September 30, Change in

2008 2007 $ % 2008 2007 $ %
Other income (expense), net:
Interest income $ 718 $ 390 $ 328 84% $ 1,496 $ 838 $ 658 79%
Interest expense (168) (320) 152 (48)% (185) (617) 432 (70)%
Other, net (425) 46 (471) (1,024)% (433) 77 (510) (662)%

Total other income (expense), net: $ 125 $ 116 $ 9 8% $ 878 $ 298 $ 580 195%

Other income, net increased by $9,000, or 8%, to $125,000 in the three months ended September 30, 2008 from $116,000 in the three months
ended September 30, 2007 and by $580,000, or 195% to $878,000 in the six months ended September 30, 2008 from $298,000 in the six months
ended September 30, 2007. The increase in other income, net in the three and six months ended September 30, 2008 compared to the same
periods in the prior year relate to higher interest income due to higher average cash and investment balances during fiscal 2009 compared to the
same periods in the prior year. Additionally, interest expense decreased due to lower debt balances in the fiscal 2009 periods compared to the
prior year. The increases in other income, net were partially offset by foreign currency losses of $425,000 and $5,000 in the three and six months
ended September 30, 2008, respectively, primarily related to our British Pound denominated accounts receivable.

In light of the current turmoil in the financial markets, we moved the majority of our corporate cash assets into very short-term and liquid
investments during the second quarter of fiscal 2009. As a result, we expect that the yield on our investment portfolio will decrease in the near
term.

Income Tax Benefit (Provision)

We recorded an income tax benefit of $104,000 and an income tax provision of $66,000, respectively, for the three and six months ended
September 30, 2008 and a provision of $38,000 and $68,000, respectively, for the three and six months ended September 30, 2007. The income
tax benefit for the three and six months ended September 30, 2008 was primarily due to recognition of a benefit of $181,000 during the three
months ended September 30, 2008 for a U.S. federal refundable credit as provided by the Housing and Economic Recovery Act of 2008 (or
Act). This amount was offset in part by a provision of $77,000 for state income taxes. The Act, signed into law in July 2008, allows taxpayers to
claim refundable alternative minimum tax or research and development credit carryovers if they forego bonus depreciation on certain qualified
fixed assets placed in service in the period between April and December 2008. We estimated and recognized the credit based on fixed assets
placed into service through the six months ended September 30, 2008. The provision for the three and six months ended September 28, 2007 was
primarily for our international operations.

On September 30, 2008, California enacted Assembly Bill 1452 which among other provisions, suspends net operating loss deductions for 2008
and 2009 and extends the carryforward period of any net operating losses not utilized due to such suspension; adopts the federal 20-year net
operating loss carryforward period; phases-in the federal two-year net operating loss carryback periods beginning in 2011 and limits the
utilization of tax credits to 50% of a taxpayer's taxable income. We incorporated the impact of this new law to the income tax provision during
the second quarter of fiscal 2009. As a result, only 50% of California tax liability was offset by the available state research & development tax
credit carryover yielding $75,000 of tax liability for the second quarter of fiscal 2009.

On October 3, 2008, the United States enacted a law, �Emergency Economic Stabilization Act of 2008,� which contains the �Tax Extenders and
Alternative Minimum Tax Relief Act of 2008.� Under this act, the research credit was retroactively extended for amounts paid or incurred after
December 31, 2007 and before January 1, 2010. We anticipate no impact to our effective tax rate or tax provision in the third quarter of fiscal
2009 as the result of this law change due to our valuation allowance.

We file annual income tax returns in the U.S. federal jurisdiction, various U.S. state and local jurisdictions, and in various foreign jurisdictions.
We remain subject to tax authority review for all jurisdictions for all years.
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Liquidity and Capital Resources

The following table summarizes our cash, cash equivalents and short-term investments at September 30, 2008 and March 31, 2008 (dollars in
thousands):

September 30,
2008

March 31,
2008

Increase/
(Decrease)

Cash and cash equivalents $ 48,376 $ 97,585 $ (49,209)
Short-term investments 59,948 18,058 41,890

Total $ 108,324 $ 115,643 $ (7,319)

Our cash equivalents and short-term investments are invested primarily in money market funds, short-term United States Government and
agency obligations, municipal bonds and commercial paper.

Since our inception in 1999 through our IPO in November 2007, we funded our operations primarily with proceeds from the issuance of
convertible preferred stock, customer payments for our products and services, proceeds from the issuance of notes payable and borrowings under
our revolving line of credit facility. In November 2007, we completed our IPO which provided us with approximately $97.4 million in net
proceeds after deducting underwriting discounts and commissions of approximately $7.5 million and other offering costs of $2.9 million.

On July 31, 2008, our board of directors approved the investment of up to $10 million for the purchase of shares of our common stock in the
open market under a stock repurchase program. Subject to applicable securities laws, rules and regulations, the shares may be repurchased at our
discretion from time to time in the open market. Such purchases will be made at times and in amounts as we deem appropriate, based on factors
such as market conditions, legal requirements, and other corporate considerations. As of November 10, 2008, we have purchased 80,000 shares
under this program at an average purchase price of $6.61 per share.

We had a term loan agreement with a venture lending firm under which borrowings were available through March 31, 2006 and which was
repaid in full during September 2008. On May 30, 2008, we entered into a loan and security agreement with a commercial bank, which provides
for a revolving line of credit, under which the aggregate amount available for borrowing is $15.0 million. The borrowings are collaterized by all
of our assets with the exception of intellectual property. Our revolving line of credit agreement expires on May 29, 2009 and it contains a
financial covenant that requires us to maintain a minimum tangible net worth of $70.0 million, which is increased by 50% of any new net equity
proceeds and/or 50% of quarterly profits. Tangible net worth is defined as the consolidated total assets minus any amounts attributable to
goodwill and intangible assets, reserves not already deducted from assets and total liabilities including all subordinated debt. In addition, we are
required to maintain a quick ratio of at least 1.25 to 1.0. We were in compliance with these financial covenants as of September 30, 2008. The
interest rate on the line of credit equals, at our election, either the lender�s variable prime rate, or LIBOR, plus 200 basis points for the applicable
period in effect at the time of the borrowing. There have been no borrowings under the revolving line of credit.

The following table summarizes our cash flows from operating, investing and financing activities for the periods presented (dollars in
thousands):

Six Months Ended September 30,
2008 2007

Net cash provided by (used in) operating activities $ 2,927 $ (5,440)
Net cash used in investing activities (49,313) (1,599)
Net cash provided by (used in) financing activities (2,823) 3,378
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Cash Flows from Operating Activities

Our cash flows from operating activities continue to be significantly influenced by our cash investments to support the growth of our business in
areas such as research and development, sales and marketing and corporate administration. Our operating cash flows are also influenced by our
working capital needs to support growth and fluctuations in inventory, accounts receivable, accounts payable and other current assets and
liabilities. Certain metrics such as inventory and accounts receivable turns historically have been impacted by our product mix and the timing of
orders from our customer base.

During the first six months of fiscal 2009, operating activities provided $2.9 million of cash compared to $5.4 million of cash used in operating
activities during the first six months of fiscal 2008. Cash provided by operating activities is due primarily to a decrease in accounts receivable
and increases in deferred revenue and accounts payable, as well as non-cash items such as stock-based compensation and depreciation. Cash
provided by operating activities was offset in part by our net loss, and increases in inventory and deferred cost, as well as a decrease in accrued
liabilities. During the six months ended September 30, 2008, we increased our raw materials inventory in anticipation of increased customer
demand for our new T-Class InServ storage server products.

Cash Flows from Investing Activities

Cash flows from investing activities primarily relate to investments of our available cash and cash equivalent balances and capital expenditures
to support our growth. Net cash used in investing activities was $49.3 million and $1.6 million in the first six months of fiscal 2009 and 2008,
respectively.

The increase in net cash used in investing activities in the first six months of fiscal 2009 is attributable to a an increase in purchases of short-term
investments of $30.0 million and a $4.5 million increase in capital expenditures offset by a decrease in the sale and maturities of short-term
investments of $13.6 million. The purchases of property and equipment in the first six months of fiscal 2009 were due to acquisition of test
equipment to support our product development and purchases related to the continual build out of our infrastructure to support our growth.

We expect that in the remainder of fiscal 2009 we will continue to invest in our infrastructure and in test and development equipment to support
our research and development efforts.

Cash Flows from Financing Activities

Prior to our IPO in November 2007, we financed our operations primarily with net proceeds from private sales of convertible preferred stock
totaling $183 million and borrowings under various debt arrangements with aggregate proceeds of $14.7 million.

Net cash used in financing activities in the first six months of fiscal 2009 was $2.8 million as compared to net cash provided by financing
activities of $3.4 million for the same period of fiscal 2008. Cash used in the first six months of 2009 was primarily due to a $4.0 million
repayment of our line of credit.

We believe that our existing cash balances will be sufficient to meet our anticipated capital requirements for the next 12 months. However, we
may need to raise additional capital or incur additional indebtedness to continue to fund our operations in the future. Our future capital
requirements will depend on many factors, including our rate of revenue growth, if any, the expansion of our sales and marketing and research
and development activities, the timing and extent of our expansion into new geographic territories, the timing of introductions of new products
and enhancements to existing products and the continuing market acceptance of our products. Although we currently are not a party to any
agreement or letter of intent with respect to potential material investments in, or acquisitions of, complementary businesses, services or
technologies, we may enter into these types of arrangements in the future, which could also require us to seek additional equity or debt
financing. Additional funds may not be available on terms favorable to us or at all.
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Contractual Obligations

The following table summarizes our contractual obligations as of September 30, 2008 (in thousands):

Payments due by period

Total
Less than 1

Year
1 to 3
Years

3 to 5
Years

More than 5
Years

Operating lease obligations $ 8,806 $ 919 $ 3,550 $ 2,972 $ 1,365
Non-cancellable inventory purchase commitments 15,127 15,127 �  �  �  

Total $ 23,933 $ 16,046 $ 3,550 $ 2,972 $ 1,365

Guarantees

In the ordinary course of business, we have entered into agreements with, among others, customers, resellers, system integrators and distributors
that include guarantees or indemnity provisions. Based on our historical experience and information known to us as of September 30, 2008, we
believe that our exposure related to these guarantees and indemnities as of September 30, 2008 was not material. In the ordinary course of
business, we also enter into indemnification agreements with our officers and directors and our certificate of incorporation and bylaws include
similar indemnification obligations to our officers and directors. It is not possible to determine the amount of our liability related to these
indemnification agreements and obligations to our officers and directors due to the lack of prior indemnification claims and the unique facts and
circumstances involved in each particular potential case.

Off-Balance Sheet Arrangements

During the periods presented, we did not have any relationships with unconsolidated entities or financial partnerships, such as entities often
referred to as structured finance or special purpose entities, which would have been established for the purpose of facilitating off-balance sheet
arrangements or other contractually narrow or limited purpose.

Recent Accounting Pronouncements

See Note 1 of �Notes to Condensed Consolidated Financial Statements� for recent accounting pronouncements that could have an effect on us.

Item 3. Quantitative and Qualitative Disclosures about Market Risk
Foreign Currency Risk

Most of our sales contracts are denominated in United States dollars. As we expand our international sales, we expect that an increasing portion
of our revenue could be denominated in foreign currencies. As a result, our cash and cash equivalents and operating results could be increasingly
affected by changes in exchange rates. Our international sales and marketing operations incur expenses that are denominated in foreign
currencies. These expenses could be materially affected by currency fluctuations. Our exposures are to fluctuations in exchange rates for the
United States Dollar versus the British Pound, the Euro, the Swiss Franc and, to a lesser extent, the Japanese Yen, the Korean Won and the
Chinese Yuan.

Changes in currency exchange rates could adversely affect our consolidated operating results or financial position. Additionally, our
international sales and marketing operations maintain cash balances denominated in foreign currencies. In order to decrease the inherent risk
associated with translation of foreign cash balances into our reporting currency, we have not maintained excess cash balances in foreign
currencies. We have not hedged our exposure to changes in foreign currency exchange rates in the past. However, since the recent fluctuations in
the foreign currency exchange rates, in particular the British Pound and the Euro against the United States dollar, had a negative impact on our
cash flows and operating results in the three months ended September 30, 2008, we are exploring foreign currency hedging options and may
decide to start hedging our foreign currency denominated accounts receivable in the future.
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Interest Rate Sensitivity

We had cash equivalents totaling $10.8 million at September 30, 2008. These amounts were invested primarily in money market funds and
commercial paper. We believe that our cash equivalents do not have a material exposure to changes in the fair value as a result of changes in
interest rates due to the short term nature of our cash equivalents. Declines in interest rates, however, would reduce future interest income. Based
on our cash equivalents at September 30, 2008, a hypothetical 100 basis points decline in interest rates would reduce our interest income by
approximately $108,000 over a one year period.

Short-term investments consist of United States Government and agency obligations, municipal bonds, corporate debt securities and commercial
paper. We do not enter into investments for trading or speculative purposes. If we sell our investments prior to their maturity, we may incur a
charge to operations in the period the sale takes place.

The following tables present the hypothetical changes in fair values in the securities, excluding cash equivalents, held at September 30, 2008 that
are sensitive to changes in interest rates. The modeling technique used measures the change in fair values arising from hypothetical parallel
shifts in the yield curve of plus or minus 50 basis points (BPS) and 100 BPS over six and twelve-month time horizons.

The following table estimates the fair value of the portfolio at a twelve-month time horizon (in thousands):

Valuation of
Securities Given an

Interest Rate
Decrease of X Basis

Points

Current
Fair

Market
Value

Valuation of
Securities Given an

Interest Rate
Increase of X Basis

Points
100 BPS 50 BPS 100 BPS 50 BPS

United States Government and agency securities $ 39,516 $ 39,267 $ 39,019 $ 38,521 $ 38,770
Municipal bonds 6,181 6,168 6,154 6,129 6,142
Commercial paper 9,208 9,198 9,187 9,166 9,177
Corporate debt securities 5,634 5,611 5,588 5,541 5,564

Total short-term investments $ 60,539 $ 60,244 $ 59,948 $ 59,357 $ 59,653

The following table estimates the fair value of the portfolio at a six-month time horizon (in thousands):

Valuation of
Securities Given an

Interest Rate
Decrease of X Basis

Points

Current
Fair

Market
Value

Valuation of
Securities Given an

Interest Rate
Increase of X Basis

Points
100 BPS 50 BPS 100 BPS 50 BPS

United States Government and agency securities $ 40,013 $ 39,516 $ 39,019 $ 38,024 $ 38,521
Municipal bonds 6,206 6,181 6,154 6,104 6,129
Commercial paper 9,229 9,208 9,187 9,145 9,166
Corporate debt securities 5,681 5,634 5,588 5,494 5,541

Total short-term investments $ 61,129 $ 60,539 $ 59,948 $ 58,767 $ 59,357

At September 30, 2008, we had no interest rate exposure to our existing obligations since we had no outstanding principal under our
subordinated term loan agreement and have not made any borrowings under our revolving line of credit. However, we could be exposed to
interest rate risk if we make borrowings under our revolving line of credit.
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Item 4T. Controls and Procedures

(a) Disclosure Controls and Procedures
Our management evaluated, with the participation of our Chief Executive Officer and our Chief Financial Officer, the effectiveness of our
disclosure controls and procedures as of the end of the period covered by this Quarterly Report on Form 10-Q. Based on this evaluation, our
Chief Executive Officer and our Chief Financial Officer have concluded that as of the end of the period covered by this Quarterly Report on
Form 10-Q, our disclosure controls and procedures were effective to provide reasonable assurance that information we are required to disclose in
reports that we file or submit under the Securities Exchange Act of 1934 (i) is recorded, processed, summarized and reported within the time
periods specified in Securities and Exchange Commission rules and forms, and (ii) is accumulated and communicated to our management,
including our Chief Executive Officer and our Chief Financial Officer, as appropriate to allow timely decisions regarding required disclosure.

(b) Changes in Internal Control over Financial Reporting.
There were no changes in our internal control over financial reporting that occurred during the period covered by this Quarterly Report on Form
10-Q that have materially affected, or are reasonably likely to materially affect, our internal control over financial reporting.
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PART II. OTHER INFORMATION

Item 1. Legal Proceedings
We are not currently a party to any material litigation, and we are not aware of any pending or threatened litigation against us that we believe
would adversely affect our business, operating results, financial condition or cash flows. The software and storage infrastructure industries are
characterized by frequent claims and litigation, including claims regarding patent and other intellectual property rights as well as improper hiring
practices. As a result, in the future, we may be involved in various legal proceedings from time to time.

Item 1A. Risk Factors
Risks Related to Our Business and Industry

We have a history of annual losses.

Since our formation, we have recorded a net loss in all of our annual fiscal periods. In fiscal 2008, our net loss was $10.1 million and we
experienced net losses of $1.2 million and $513,000 for the three and six months ended September 30, 2008, respectively. As of September 30,
2008, our accumulated deficit was $174.5 million. During fiscal 2009, we expect to significantly increase expenditures in connection with the
expansion of our business, including the hiring of additional direct sales and engineering personnel. In addition, as a public company, we
anticipate that we will incur additional legal, auditing, accounting and other expenses resulting from regulatory requirements that did not apply
to us as a private company. As a result of these increased expenditures, we will be required to increase our revenue substantially in order to
achieve consistent profitability.

Our operating results may fluctuate significantly, which makes our future operating results difficult to predict. If our operating results fall
below expectations, the price of our common stock could decline.

Our annual and quarterly operating results have fluctuated in the past and may fluctuate significantly in the future due to a variety of factors,
many of which are outside of our control. We typically receive a substantial portion of our orders in the last two weeks of each fiscal quarter,
which makes forecasting our future operating results difficult. In addition, many of the orders we receive may include conditions, such as
customer acceptance provisions, or may not ship or be installed during the quarter in which they are received, in which case we cannot recognize
revenue for those orders. Many of our orders are conditioned upon successful testing of our products, and orders placed with our resellers by
governmental entities may generally be terminated unilaterally or may be subject to additional conditions. As a result, predicting when orders
will translate to revenue, and consequently predicting our future operating results, is extremely difficult.

In any quarter, our revenue may be largely attributable to a single customer�s orders. While in the second quarter of fiscal 2009 no customer
represented 10% or more of our total revenue, in the first quarter of fiscal 2009, 20% of our revenue was attributable to sales to one customer. In
addition, our quarterly and annual expenses as a percentage of our revenue may be significantly different from our historical or projected rates,
and our operating results in future quarters may fall below expectations. For these reasons, comparing our operating results on a period-to-period
basis may not be meaningful. You should not rely on our past results as an indication of our future performance.

In addition to other risk factors listed in this �Risk Factors� section, factors that may affect or result in period-to-period variability in our operating
results include:

� reductions in customers� budgets for information technology purchases and delays in their budgeting and purchasing cycles,
especially given current economic conditions, could have an adverse effect on our business and operating results because the
purchase of our products requires our customers to make strategic and capital investment decisions about their storage requirements
and IT infrastructures;

� the length of time between our receipt of orders and the recognition of revenue from those orders, which can be several quarters
because many of our orders contain terms that do not permit us to recognize revenue until certain conditions have been satisfied;
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� reductions in the size of our individual sale transactions, because smaller transactions tend to have a smaller software component
and, therefore, could decrease our gross margins;

� our ability to develop, introduce and ship, in a timely manner, new products and product enhancements that meet customer
requirements; and

� the timing of product releases or upgrades by us or by our competitors, which could have an adverse effect on our revenue if
customers delay orders pending the new release or upgrade.

We face significant competition from a number of established companies, which may offer substantial pricing discounts and pursue other
aggressive competitive tactics in order to attract and maintain customers.

We face intense competition from a number of established companies that seek to provide storage solutions similar to our utility storage
solution. Currently, these competitors include EMC Corporation, Hitachi Data Systems Corporation, IBM, NetApp, Inc., Hewlett-Packard
Company, Sun Microsystems, Inc. and Dell Inc. All of these competitors, as well as other potential competitors, have longer operating histories,
significantly greater resources, more employees, better name recognition, a larger base of customers and more established customer relations
than we have. Consequently, some of these companies have substantial control and influence regarding acceptance of a particular industry
standard or competing technology. These companies may also be able to devote greater resources to the development, promotion and sale of
products and may be able to deliver competitive products or technologies at a lower price than our products. In addition, they may be able to
adopt more aggressive pricing policies than we can adopt. For example, our competitors may offer their products at significant discounts in
response to our efforts to market the technological merits and overall cost benefits of our products.

Some of our competitors may also have the ability to manufacture competitive products at lower costs. Our current or potential competitors may
also offer bundled arrangements that include IT solutions, such as document management or security, that we do not currently offer and that are
unrelated to storage, but that may be desirable and beneficial features for our current and prospective customers. We also face competition from
current and prospective customers that continually evaluate our capabilities against the merits of manufacturing storage products internally.
Competition may also arise due to the development of cooperative relationships among our current and potential competitors or third parties,
some of which already exist, to increase the ability of their products to address the needs of our prospective customers. Accordingly, it is
possible that new competitors or alliances among competitors may emerge and rapidly acquire significant market share.

We also have many competitors that have developed competing technologies. For example, some of our competitors have recently released or
announced plans to release a storage technology that will directly compete with our utility storage solution, including our 3PAR Thin
Provisioning software application. We expect our competitors to continue to improve the performance of their current products, reduce their
prices and introduce new services and technologies that may offer greater performance and improved pricing compared to our products, any of
which could harm our business. In addition, our competitors may develop enhancements to, or future generations of, competitive products that
may render our services or technologies obsolete or uncompetitive. These and other competitive pressures may prevent us from competing
successfully against current or future competitors.

Many of our established competitors have long-standing relationships with key decision makers at many of our current and prospective
customers. As a result, we may not be able to compete effectively and maintain or increase our market share.

Many of our competitors benefit from established brand awareness and long-standing relationships with key decision makers at many of our
current and prospective customers. We expect that our competitors will seek to leverage these existing relationships to discourage customers
from purchasing our products. In particular, when competing against us, we expect our competitors to emphasize the importance of data storage
retention, the high cost of data storage failure and the perceived risks of relying on products from a company
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with a shorter operating history and less predictable operating results. These factors may cause our current or prospective customers to be
unwilling to purchase our products and instead to purchase the products of our better-known and more established competitors. In the event that
we are unable to successfully sell our products to new customers, persuade customers of our competitors to purchase our products instead, or
prevent our competitors from persuading our customers to purchase our competitors� products, we may not be able to maintain or increase our
market share. This would have a negative impact on our future operating results.

Our ability to increase our revenue will depend substantially on our ability to attract and retain key sales and engineering personnel, and any
failure to attract and retain these employees could harm our future revenues, business, operating results and financial condition.

Our ability to increase our revenue will depend substantially on our ability to attract and retain qualified sales personnel, and our ability to offer
competitive products will require that we attract and retain additional qualified engineers. In particular, we anticipate hiring a significant number
of direct sales and engineering personnel in fiscal 2009, and our operating plan assumes that we will be able to attract and retain required
employees. These positions require candidates with specific sales and engineering backgrounds in the storage industry, and competition for
employees with this required expertise is intense. In addition, we believe that there are only a limited number of individuals with the specific
skills required for many of our key positions in these areas. We face substantial competition in our hiring efforts and also in our retention efforts
as our personnel are frequently recruited by other companies, including our competitors. As a result, we may be unable to locate, hire, and retain
sufficient numbers of qualified individuals, which could have a material adverse effect on our future revenues, business, operating results, and
financial condition.

To the extent that we are successful in hiring new employees to fill these positions, we need a significant amount of time to train the new
employees before they can become effective and efficient in performing their jobs. As a result of the difficulty in finding and training qualified
candidates, it is critical for us to retain the individuals who currently fill these positions. In particular, because competition for highly skilled
sales and engineering employees is intense in our industry, recruitment practices can be aggressive. Substantial groups of our employees in key
functional areas such as sales and systems engineers have recently been targets of aggressive recruiting efforts, which could continue and which
could result in a loss of additional employees. Many of the employers with whom we compete for talent, or who may target our employee base,
are larger with substantially greater resources than we have and may be able to offer compensation packages or other benefits that we do not
provide or that are substantially more lucrative than our operating budgets permit. Any loss of our existing or future key sales, system engineers,
or management personnel could harm our business, operating results and financial condition.

Our future success depends on the continued service of our key management personnel. All of the members of our management and other
employees can terminate their employment at any time, and the loss of the services of any of our executive officers or other key employees
could harm our business. Our future success is also dependent upon our ability to attract additional personnel for all other areas of our
organization, including our customer services and finance department. Competition for qualified personnel is intense, and we may not be
successful in attracting and retaining such personnel on a timely basis, on competitive terms, or at all. If we are unable to attract and retain the
necessary technical, sales and other personnel on a cost-effective basis, we may be unable to grow our business and increase our revenue.

Our sales cycle can be long and unpredictable, and our sales efforts require considerable time and expense. As a result, our sales are
difficult to predict and may vary substantially from quarter to quarter, which may cause our operating results to fluctuate.

Our sales efforts involve substantial education of our current and prospective customers about the use and benefits of our products, including
their technical merits and capabilities and potential cost savings to the organization as compared to the incumbent storage solutions or other
storage solutions that our customers or prospective customers may be considering. This education process can be extremely time consuming and
typically involves a significant product evaluation process. Historically, our sales cycle averages three to four months, but has, in some cases,
exceeded 12 months. Despite the substantial time and money that we invest in
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our sales efforts, we cannot assure you that these efforts will produce any sales. In addition, product purchases by our current and prospective
customers are frequently subject to their budget constraints, approval processes, and a variety of unpredictable administrative, processing and
other delays. A substantial number of our purchase orders do not include a shipment date, and shipments to customers may be delayed for
substantial periods based on the customer�s specific needs. Our sales cycle may prevent us from recognizing revenue in a particular quarter, is
relatively long and costly and may not produce any sales, which may cause our operating results to fluctuate and harm our business.

We purchase our disk drives, power supplies and certain components for our processor nodes from a limited number of qualified suppliers.
If these or any of our other suppliers are not able to meet our requirements, it could harm our business.

We purchase sophisticated components from a limited number of qualified suppliers. We purchase our disk drives from Xyratex Technology
Limited or Hitachi Global Storage Technologies, our power supplies from Power-One Inc., and application-specific integrated circuits, or
ASICs, for our processor nodes from Renesas Technology Corp. Initially, suppliers of our disk drives, power supplies and ASICs require up to
several months to qualify through a lengthy testing process, and a substantial amount of work to enable interoperability with our products. In the
event that it became necessary for us to find another supplier of these or any of the other components of our products, the time required to
transition to the new supplier could take up to 12 months, due to the lengthy qualification and technology development process.

We have in the past and may in the future experience quality control issues and delivery delays with our suppliers due to factors such as high
industry demand or the inability of some vendors to consistently meet our quality or delivery requirements. We do not have a long-term contract
with any of our current suppliers, and we purchase all components from our suppliers on a purchase order basis. If any of our suppliers were to
cancel or materially change their commitments with us or fail to meet the quality or delivery requirements needed to satisfy customer orders for
our products, we could lose time-sensitive customer orders, be unable to develop or sell certain products cost-effectively or on a timely basis, if
at all, and have significantly decreased revenue, which would harm our business, operating results and financial condition.

Additionally, we periodically transition our product line to incorporate new technologies developed by us or our suppliers. For example, from
time to time our suppliers may discontinue production of underlying components and products due to new technologies that have been
incorporated into such components and products. Such discontinuance often occurs unexpectedly and our suppliers may require a significant
amount of time to qualify the new technologies to ensure that they are compatible with our products.

We rely principally on two contract manufacturers to assemble portions of our products, and our failure to accurately forecast demand for
our products or successfully manage our relationships with our contract manufacturers could negatively impact our ability to sell our
products.

We rely principally on two contract manufacturers to assemble the disk chassis and processor nodes for each of our InServ Storage Server
products, manage our supply chain and, alone or together with us, negotiate component costs. Specifically, we rely on Flash Electronics, Inc., or
Flash, to assemble our processor nodes and on Flash and Xyratex Technology Limited to assemble our disk chassis. Our reliance on our contract
manufacturers for these disk chassis and processor nodes reduces our control over the assembly process, quality assurance, production costs and
product supply. If we fail to manage our relationship with our contract manufacturers or if either of our contract manufacturers experiences
delays, disruptions, capacity constraints or quality control problems in its operations, our ability to ship products to our customers could be
impaired and our competitive position and reputation could be harmed. If we or our contract manufacturers are unable to negotiate with suppliers
for reduced component costs, our operating results could be harmed.

The recent worldwide financial and credit crisis may adversely impact the financial condition and manufacturing capacity of our contract
manufacturers, which could impair their ability to perform under our agreements. In addition, our contract manufacturers may terminate our
agreements with them upon prior notice to us or for reasons such as if we become insolvent, or if we fail to perform a material obligation under
our agreements with them. If we are required to change contract manufacturers or assume internal manufacturing operations for any reason,
(including financial problems of our contract manufacturers, reduction of
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manufacturing output made available to us, or the termination of one of our contracts), we may lose revenue, incur increased costs and damage
our customer relationships. Qualifying a new contract manufacturer and commencing volume production are expensive and time-consuming. We
are required to provide forecasts to our contract manufacturers regarding product demand and production levels. We maintain with our contract
manufacturers a rolling 90-day firm order for products they manufacture for us, and these orders may only be rescheduled or cancelled under
certain limited conditions. If we inaccurately forecast demand for our products, we may have excess or inadequate inventory or incur
cancellation charges or penalties, which could adversely impact our operating results.

We intend to introduce new products and product enhancements, which could require us to achieve volume production rapidly by coordinating
with our contract manufacturers and component suppliers. We may need to increase our component purchases, contract manufacturing capacity
and internal test and quality functions if we experience increased demand. If our contract manufacturers are unable to provide us with adequate
supplies of high-quality products, or if we or either of our contract manufacturers are unable to obtain adequate quantities of components, it
could cause a delay in our order fulfillment, in which case our business, operating results and financial condition could be adversely affected.

Because of a change to our business model in March 2007, our past results may not be meaningful as compared to our current and future
results, and you should not rely on them as an indication of our future performance.

Beginning in March 2007, in connection with sales of our products, we began offering our customers post-contract customer support, which we
refer to as PCS, that includes obligations to provide unspecified software upgrades and enhancements to our customers on a
when-and-if-available basis. Thus, beginning with the first quarter of fiscal 2008, we began recognizing software support revenue ratably over
the term of our software support contract, rather than recognizing the entire arrangement at the time of shipment or installation as we had done
previously, provided that the remaining revenue recognition criteria were satisfied. As a result of this change to our business model, and because
revenue in the first half of fiscal 2009 benefited from recognition of an incremental $2.2 million of deferred revenue associated with the
establishment of vendor specific objective evidence, or VSOE, of fair value on March 2007 transactions that we were previously recognizing on
a ratable basis, comparing our operating results on a period-to-period basis may not be meaningful, and you should not rely on our past results,
particularly the growth in our revenue in absolute dollars on a year-over-year basis, as an indication of our future performance. In addition, if for
whatever reason we are unable to maintain VSOE of fair value of our software support, decide to discontinue offering PCS or otherwise change
our business model, it could further complicate period-to-period comparisons of our operating results.

Our ability to sell our products is highly dependent on the quality of our support and service offerings, and any failure to offer high-quality
support and services would harm our business, operating results and financial condition.

Once our products are deployed within our customers� networks, our customers depend on our support organization to resolve any issues relating
to our products. Our products provide mission-critical services to our customers and a high level of post-sale support is necessary to maintain
our customer relationships. We rely on authorized service providers in certain locations in the United States to deliver our initial level of
customer support. As a result, it may be more difficult for us to ensure the proper delivery and installation of our products or the quality or
responsiveness of our support and service offerings. Our ability to provide effective support and service offerings is largely dependent on our
ability to attract, train and retain qualified service personnel. As we expand our operations internationally, our support organization will face
additional challenges, including those associated with delivering support, training and documentation in languages other than English. In
addition, our sales process is highly dependent on strong word-of-mouth recommendations from our existing customers. We believe that
communication among our customers is both rapid and frequent. Any failure to maintain high-quality support and services, or a market
perception that we do not maintain high-quality support and services, could harm our reputation, adversely affect our ability to sell our products
to existing and prospective customers, and could harm our business, operating results and financial condition.
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We rely on resellers and authorized service providers to sell, service and support our products in markets where we do not have a direct sales
force or support and service personnel. Any disruptions to, or failure to develop and manage, our relationships with resellers and authorized
service providers could have an adverse effect on our existing customer relationships and on our ability to increase revenue.

Our future success is highly dependent upon establishing and maintaining successful relationships with a variety of resellers and authorized
service providers in markets where we do not have a direct sales force or service and support personnel. We currently have a direct sales force in
the United States, the United Kingdom, Germany and Japan. In other markets, we rely and expect to continue to rely on establishing
relationships with resellers and authorized service providers. Our ability to maintain or grow our revenue will depend, in part, on our ability to
manage and expand our relationships with our existing resellers and authorized service providers and to establish relationships with new
resellers and authorized service providers. In addition to their sales activities, our resellers also, in certain instances, provide post-sale service
and support on our behalf in their local markets. We also have agreements with authorized service providers that, although they do not sell our
products, provide delivery and installation of our products as well as post-sale service and support on our behalf in their local markets. In
markets where we rely on resellers and authorized service providers, we have less contact with our end customers and less control over the sales
process and the quality and responsiveness of our resellers and authorized service partners. As a result, it may be more difficult for us to ensure
the proper delivery and installation of our products or the quality or responsiveness of our service and support offerings. Any failure on our part
to train our resellers and authorized service providers and to manage their sales, service and support activities could harm our business, operating
results and financial condition. For example, many of our customers are large, multinational organizations that may from time to time purchase
products intended for deployment in markets where we do not have operations, which would require us to qualify and retain reliable service and
support offerings in those markets. If our resellers or authorized service providers, as the case may be, fail to provide high-quality service and
support in those local markets, it could harm our relationships with key customers in our principal markets.

Recruiting and retaining qualified resellers and authorized service providers and training them in our technology and product offerings requires
significant time and resources. In order to develop and expand our relationships with our resellers and authorized service providers, we must
continue to scale and improve our processes and procedures that support our resellers and authorized service providers, including investments in
systems and training. Those processes and procedures may become increasingly complex, difficult and expensive to manage, particularly as the
geographic scope of our customer base expands.

We typically enter into non-exclusive, written distribution and service agreements with our resellers and authorized service providers. These
agreements generally have a one-year, self-renewing term, have no minimum sales commitment and do not prohibit our resellers and authorized
service providers from offering products and services that compete with ours. Accordingly, our resellers and authorized service providers may
choose to discontinue offering our products and services or may not devote sufficient attention and resources toward selling our products and
services. Our competitors may provide incentives to our existing and potential resellers and authorized service providers to use or purchase their
products and services or to prevent or reduce sales of our products and services. The occurrence of any of these events could harm our business,
operating results and financial condition.

If we fail to manage future growth effectively, our business would be harmed.

In recent years, we have experienced substantial growth in the size and scope of our business, and if that growth continues, it will place
significant demands on our management, infrastructure and other resources. In fiscal 2008, our number of employees increased from 312 to 451
and in the six months ended September 30, 2008, we increased our number of employees to 533.We currently anticipate hiring additional
employees in future periods. We have also expanded the geographic scope of our business during that period, including the recent establishment
of research and development operations in Northern Ireland. We expect to continue to expand internationally through direct sales efforts and by
establishing indirect sales and support relationships with vendors in select international markets. Continued growth in the size and scope,
including the geographic scope, of our business operations will require substantial management attention with respect to recruiting, hiring,
integrating and retaining highly skilled and motivated individuals; managing increasingly dispersed geographic locations and facilities;
establishing an integrated information technology infrastructure; and
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establishing company-wide processes and procedures to address human resource, financial reporting and financial management matters that are
consistent across our organization but that address both U.S. and international regulatory and legal requirements. If we are not successful in
effectively managing any future growth, it could harm our business, operating results and financial condition.

Our international sales and operations introduce risks that can harm our business, operating results and financial condition.

In fiscal 2008, we derived 17% of our revenue from end customers outside the United States and in the three and six months ended
September 30, 2008, we derived 16% and 12% of our revenue from end customers outside the United States, respectively. We expect that our
international sales will contribute in the mid-teens percentage of our total revenue on an annual basis. We have direct sales personnel in the
United States, the United Kingdom, Germany and Japan, and agreements with third-party resellers in Poland, Japan, the United Kingdom,
Korea, Italy, the Netherlands, Australia and South Africa. In addition, we currently have international subsidiaries in the United Kingdom,
Germany and Japan. We expect to continue to hire additional personnel and enter into agreements with third-party resellers in additional
countries, and as a result may need to establish additional international subsidiaries and offices. Our international operations subject us to a
variety of risks, including:

� our inability to attract, hire and retain qualified management and other personnel;

� the increased travel, infrastructure and legal compliance costs associated with multiple international locations;

� difficulties in enforcing contracts, collecting accounts receivable and longer payment cycles, especially in emerging markets;

� the need to localize our products and licensing programs for international customers;

� tariffs and trade barriers and other regulatory or contractual limitations on our ability to sell or develop our products in certain
foreign markets;

� increased exposure to foreign currency exchange rate risk; and

� reduced protection for intellectual property rights in some countries.
As we continue to expand our business globally, our success will depend, in large part, on our ability to anticipate and effectively manage these
and other risks associated with our international operations. Our failure to manage any of these risks successfully could harm our international
operations and reduce our international sales, which in turn could adversely affect our business, operating results and financial condition.

We are subject to governmental export and import controls that could subject us to liability or impair our ability to compete in foreign
markets.

Because we incorporate encryption technology into our products, our products are subject to United States export controls and may be exported
outside the United States only with the required level of export license or through an export license exception. In addition, various countries
regulate the import of certain encryption technology and have enacted laws that could limit our ability to introduce products or could limit our
customers� ability to implement our products in those countries. Changes in our products or changes in export and import regulations may create
delays in the introduction of our products in international markets, prevent our customers with international operations from deploying our
products throughout their global systems or, in some cases, prevent the export or import of our products to certain countries altogether. Any
change in export or import regulations or related legislation, shift in approach to the enforcement or scope of existing regulations, or change in
the countries, persons or technologies targeted by such regulations, could result in decreased use of our products by, or an inability to export or
sell our products to, existing or prospective customers with international operations and harm our business.
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We are subject to laws and regulations governing the environment and may incur substantial environmental regulation costs, which could
harm our operating results.

We are subject to various state, federal and international laws and regulations governing the environment, including those restricting the
presence of certain substances in electronic products and making producers of those products financially responsible for the collection,
treatment, recycling and disposal of certain products. These laws and regulations have been enacted in several jurisdictions in which we sell our
products, including various European Union, or EU, member countries. For example, the EU has enacted the Restriction of the Use of Certain
Hazardous Substances in Electrical and Electronic Equipment, or RoHS, and the Waste Electrical and Electronic Equipment, or WEEE,
directives. RoHS prohibits the use of certain substances, including lead, in certain products, including hard drives, sold after July 1, 2006. The
WEEE directive obligates parties that sell electrical and electronic equipment in the EU to put a clearly identifiable mark on the equipment,
register with and report to EU member countries regarding distribution of the equipment and provide a mechanism to take back and properly
dispose of the equipment. There is still some uncertainty in certain EU countries as to which party involved in the manufacture, distribution and
sale of electronic equipment will be ultimately responsible for registration, reporting and disposal. Similar legislation may be enacted in other
locations where we sell our products. We will need to ensure that we comply with these laws and regulations as they are enacted, and that our
component suppliers also comply with these laws and regulations. If we or our component suppliers fail to comply with the legislation, our
customers may refuse or be unable to purchase our products, which could harm our business, operating results and financial condition.

In connection with our compliance with these environmental laws and regulations, we could incur substantial costs and be subject to disruptions
to our operations and logistics. In addition, if we were found to be in violation of these laws, we could be subject to governmental fines and
liability to our customers. If we have to make significant capital expenditures to comply with environmental laws, or if we are subject to
significant expenses in connection with a violation of these laws, our business, operating results and financial condition could suffer.

As we seek to increase our sales to the public sector, we may face difficulties and risks unique to government contracts that may have a
detrimental impact on our business, operating results and financial condition.

Historically, we have sold products to United States government agencies through third-party resellers. We recently established a wholly owned
subsidiary through which we intend to sell directly to more entities and agencies within the United States government and state and local
governments. Developing new business in the public sector often requires companies to develop relationships with different agencies or entities,
as well as with other government contractors. If we are unable to develop or sustain such relationships, we may be unable to procure new
contracts within the timeframes we expect, and our business, operating results and financial condition may be adversely affected. Contracting
with the United States government often requires businesses to participate in a highly competitive bidding process to obtain new contracts. We
may be unable to bid competitively if our products or services are improperly priced, or if we are incapable of providing our products and
services at a competitive price. The bidding process is an expensive and time-consuming endeavor that may result in a financial loss for us if we
fail to win a contract on which we submitted a bid. Further, some agencies within the United States government may also require some or all of
our personnel to obtain a security clearance or may require us to add features or functionality to our products that could require a significant
amount of time and prevent our employees from working on other critical projects. If our key personnel are unable to obtain or retain this
clearance or if we cannot or do not provide required features or functionality, we may be unsuccessful in our bid for some government contracts.

Contracts with governmental entities also frequently include provisions not found in private sector contracts and are often governed by laws and
regulations that do not affect private sector contracts. These unique provisions may permit public sector customers to take actions not available
to customers in the private sector. These actions may include termination of contracts for convenience or due to a default. The United States
government can also suspend operations if Congress does not allocate sufficient funds to a particular agency or organization, and the United
States government may allow our competitors to protest our successful bids. The occurrence of any of these events may negatively affect our
business, operating results and financial condition.
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In order to maintain contracts we may obtain with government entities, we must also comply with many rules and regulations that may affect our
relationships with other customers. For example, the United States government could terminate its contracts with us if we come under foreign
government control or influence, may require that we disclose our pricing data during the course of negotiations, and may require us to prevent
access to classified data. If the United States government requires us to meet any of these demands, it could increase our costs or prevent us from
taking advantage of certain opportunities that may present themselves in the future. United States government agencies routinely investigate and
audit government contractors� administrative processes. They may audit our performance and our pricing, and review our compliance with rules
and regulations. If they find that we have improperly allocated costs, they may require us to refund those costs or may refuse to pay us for
outstanding balances related to the improper allocation. An unfavorable audit could reduce our revenue, and may result in civil or criminal
liability if the audit uncovers improper or illegal activities. This could harm our business, operating results and financial condition.

If we are unable to protect our intellectual property rights, our competitive position could be harmed and we could be required to incur
significant expenses to enforce our rights.

We depend on our ability to protect our proprietary technology. We rely on trade secret, patent, copyright and trademark laws and confidentiality
agreements with employees and third parties, all of which offer only limited protection. Despite our efforts, the steps we have taken to protect
our proprietary rights may not be adequate to preclude misappropriation of our proprietary information or infringement of our intellectual
property rights, particularly outside of the United States. Further, with respect to patent rights, we do not know whether any of our pending
patent applications will result in the issuance of patents or whether the examination process will require us to narrow our claims, and even if
patents are issued, they may be contested, circumvented or invalidated over the course of our business. Moreover, the rights granted under any of
our issued patents or patents that may be issued in the future may not provide us with proprietary protection or competitive advantages, and, as
with any technology, competitors may be able to develop similar or superior technologies to our own now or in the future. Protecting against the
unauthorized use of our products, trademarks and other proprietary rights is expensive, difficult and, in some cases, impossible. Litigation may
be necessary in the future to enforce or defend our intellectual property rights, to protect our trade secrets or to determine the validity and scope
of the proprietary rights of others. This litigation could result in substantial costs and diversion of management resources, either of which could
harm our business. Furthermore, many of our current and potential competitors have the ability to dedicate substantially greater resources to
enforce their intellectual property rights than we do. Accordingly, despite our efforts, we may not be able to prevent third parties from infringing
upon or misappropriating our intellectual property.

Claims by others that we infringe their proprietary rights could harm our business.

Third parties could claim that our products or technology infringe their proprietary rights. In addition, we have in the past and may in the future
be contacted by third parties suggesting that we seek a license to certain of their intellectual property rights that they may believe we are
infringing. We expect that infringement claims against us may increase as the number of products and competitors in our market increases and
overlaps occur. In addition, to the extent that we gain greater visibility, we believe that we will face a higher risk of being the subject of
intellectual property infringement claims. Any claim of infringement by a third party, even those without merit, could cause us to incur
substantial costs defending against the claim, and could distract our management from our business. Furthermore, a party making such a claim,
if successful, could secure a judgment that requires us to pay substantial damages. A judgment against us could also include an injunction or
other court order that could prevent us from offering our products. In addition, we might be required to seek a license for the use of such
intellectual property, which may not be available on commercially reasonable terms, or at all. Alternatively, we may be required to develop
non-infringing technology, which could require significant effort and expense and may ultimately not be successful. Any of these events could
seriously harm our business. Third parties may also assert infringement claims against our customers, resellers and authorized service providers.
Because we generally indemnify our customers, resellers and authorized service providers if our products infringe the proprietary rights of third
parties, any such claims would require us to initiate or defend protracted and costly litigation on their behalf, regardless of the merits of these
claims. If any of these claims succeed, we may be forced to pay damages on behalf of our customers, resellers and authorized service providers.
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We may not generate positive returns on our research and development investments.

Developing our products is expensive. In fiscal 2008, our research and development expenses were $34.1 million, or 29% of our total revenue,
and in the three and six months ended September 30, 2008, our research and development expenses were $12.0 million, or 27% of our total
revenue, and $22.2 million, or 25% of our total revenue, respectively. Our future plans include significant investments in research and
development and related product opportunities. We believe that we must continue to dedicate a significant amount of resources to our research
and development efforts to maintain our competitive position. However, our ability to generate positive returns on these investments may take
several years, if we are able to do so at all.

If we do not successfully anticipate market needs and develop products and product enhancements that meet those needs, or if those products
do not gain market acceptance, our business, operating results and financial condition could be adversely affected.

We compete in a market characterized by rapid technological change, frequent new product introductions, evolving industry standards and
changing customer needs. We cannot assure you that we will be able to anticipate future market needs or be able to develop new products or
product enhancements to meet those needs in a timely manner, or at all. For example, our failure to develop additional features that our
competitors are able to provide could adversely affect our business. In addition, although we invest a considerable amount of money into our
research and development efforts, any new products or product enhancements that we develop may not achieve widespread market acceptance.
As competition increases in the storage industry and the IT industry in general, it may become even more difficult for us to stay abreast of
technological changes or develop new technologies or introduce new products as quickly as our competitors, many of which have substantially
greater financial and engineering resources than we do. Additionally, risks associated with the introduction of new products or product
enhancements include difficulty in predicting customer needs or preferences, transitioning existing products to incorporate new technologies, the
capability of our suppliers to deliver high-quality components required by such new products or product enhancements in a timely fashion, and
unknown defects in such new products or product enhancements. If we are unable to keep pace with rapid industry, technological or market
changes or effectively manage the transitions to new products or new technologies, it could harm our business, operating results and financial
condition.

Our products are highly technical and may contain undetected software or hardware errors or failures, which could cause harm to our
financial condition and our reputation and adversely affect our business.

Our products are highly technical and complex and are critical to the operation of storage networks. We test our products prior to commercial
release and during such testing have discovered and may in the future discover errors and defects that need to be resolved prior to release.
Resolving these errors and defects can take a significant amount of time and prevent our technical personnel from working on other important
tasks. In addition, our products have contained and may in the future contain one or more errors, defects or security vulnerabilities that were not
detected prior to commercial release to our customers. Some errors in our products may only be discovered after a product has been installed and
used by customers. Any errors, defects or security vulnerabilities discovered in our products after commercial release, as well as any computer
virus or human error on the part of our customer support personnel or authorized service providers that result in a customer�s data unavailability,
loss or corruption, could result in loss of revenue or delay in revenue recognition, loss of customers and increased service and warranty cost, any
of which could adversely affect our business, operating results and financial condition. In addition, we could face claims for product liability,
tort or breach of warranty, including in relation to changes to our products made by our resellers or authorized service providers. Our contracts
with our customers contain provisions relating to warranty disclaimers and liability limitations, which may not be upheld. Defending a lawsuit,
regardless of its merit, is costly and may divert management�s attention and adversely affect the market�s perception of us and our products. In
addition, if our business liability insurance coverage proves inadequate or future coverage is unavailable on acceptable terms or at all, our
business, operating results and financial condition could be harmed.

If flaws in the design, production, assembly or testing of our products or our suppliers components were to occur, we could experience a rate of
failure in our products that would result in substantial repair, replacement or service costs and potential damage to our reputation. Continued
improvement in manufacturing capabilities, control of material and manufacturing quality and costs and product testing are critical factors in our
future
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growth. We cannot assure you that our efforts to monitor, develop, modify and implement appropriate test and manufacturing processes for our
products will be sufficient to permit us to avoid a rate of failure in our products that results in substantial delays in shipment, significant repair or
replacement costs or potential damage to our reputation, any of which could harm our business, operating results and financial condition.

Adverse economic conditions and reduced information technology spending may adversely impact our business.

Our business depends on the overall demand for information technology, and in particular for storage infrastructure, and on the economic health
of our current and prospective customers. In addition, the purchase of our products is often discretionary and may require our customers to make
significant initial commitments of capital and other resources. The recent worldwide financial and credit crisis has dramatically reduced business
spending on technology infrastructure. The shortage of liquidity and credit combined with recent substantial losses in equity markets could lead
to an extended economic recession, which could adversely impact the economic health of our current and prospective customers and further
reduce their spending on technology infrastructure. Continued or increased weakness in economic conditions, or a further reduction in
information technology spending even if economic conditions improve, could adversely impact our business, operating results and financial
condition in a number of ways, including longer sales cycles, lower prices for our products and services and reduced unit sales.

Changes in financial accounting standards or business practices may cause adverse, unexpected financial reporting fluctuations and affect
our reported operating results.

A change in accounting standards or business practices can have a significant impact on our operating results and may affect our reporting of
transactions completed before the change is effective. New accounting pronouncements and varying interpretations of existing pronouncements
have occurred and may occur in the future. Changes to existing accounting rules or our business or accounting practices, such as our change to a
software support model in March 2007, may adversely affect our reported financial results.

We may seek to engage in future acquisitions, all or many of which could be viewed negatively, lead to integration problems, disrupt our
business, increase our expenses, reduce our cash, cause dilution to our stockholders and harm our financial condition and operating results.

In the future, we may seek to acquire companies or assets that we believe may enhance our market position. We may not be able to find suitable
acquisition candidates and we may not be able to complete acquisitions on favorable terms, if at all. If we do complete acquisitions, we cannot
assure you that they will not be viewed negatively by customers, financial markets or investors. In addition, any acquisitions that we make could
lead to difficulties in integrating personnel and operations from the acquired businesses and in retaining and motivating key personnel from these
businesses. Acquisitions may disrupt our ongoing operations, divert management from day-to-day responsibilities and increase our expenses.
Future acquisitions may reduce our cash available for operations and other uses and could result in an increase in amortization expense related to
identifiable assets acquired, potentially dilutive issuances of equity securities or the incurrence of debt, any of which could harm our business,
operating results and financial condition.

We are incurring significantly increased costs as a result of operating as a public company, and our management is required to devote
substantial time to new compliance initiatives.

As a public company, we are incurring significant legal, accounting and other expenses that we did not incur as a private company. In addition,
the Sarbanes-Oxley Act of 2002, or Sarbanes-Oxley, as well as rules subsequently implemented by the Securities and Exchange Commission, or
the SEC, and NYSE Arca have imposed various new requirements on public companies, including requiring changes in corporate governance
practices. Our management and other personnel are required to devote a substantial amount of time to these new compliance initiatives.
Moreover, these rules and regulations have increased our legal and financial compliance costs and made some activities more time-consuming
and costly. For example, these new rules and regulations made it more expensive for us to obtain director and officer liability insurance. These
rules and regulations could also make it more difficult for us to attract and retain qualified persons to serve on our board of directors, our board
committees or as executive officers.
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In addition, Sarbanes-Oxley requires, among other things, that we maintain effective internal control over financial reporting and disclosure
controls and procedures. In particular, for our fiscal year ending on March 31, 2009, we must perform system and process evaluation and testing
of our internal control over financial reporting to allow management and our independent registered public accounting firm to report on the
effectiveness of our internal control over financial reporting, as required by Section 404 of Sarbanes-Oxley. Our testing, or the subsequent
testing by our independent registered public accounting firm, may reveal deficiencies in our internal control over financial reporting that are
deemed to be material weaknesses. Our compliance with Section 404 will require that we incur substantial expenses and expend significant
management time on compliance-related issues.

In order to respond to additional regulations applicable to public companies, such as Section 404, we have recently added a number of finance
and accounting personnel. We are also currently using independent contractors to fill certain positions and provide certain accounting functions.
We intend to hire additional full-time accounting employees in fiscal 2009 to fill these and other related finance and accounting positions. Some
of these positions require candidates with public company experience, and we may be unable to locate and hire such individuals as quickly as
needed, if at all. In addition, new employees will require time and training to learn our business and operating processes and procedures. If our
finance and accounting organization is unable for any reason to respond adequately to the increased demands that result from being a public
company, the quality and timeliness of our financial reporting may suffer, which could result in identification of internal control weaknesses.
Any consequences resulting from inaccuracies or delays in our reported financial statements could have an adverse effect on the trading price of
our common stock as well as an adverse effect on our business, operating results, and financial condition.

Moreover, if we are not able to comply with the requirements of Section 404 in a timely manner, or if we or our independent registered public
accounting firm identifies deficiencies in our internal control over financial reporting that are deemed to be material weaknesses, the market
price of our stock could decline and we could be subject to sanctions or investigations by the SEC, NYSE Arca or other regulatory authorities,
which would require additional financial and management resources.

If we need additional capital in the future, it may not be available on favorable terms, or at all.

We may require additional capital from equity or debt financing in the future to fund our operations, or respond to competitive pressures or
strategic opportunities. We may not be able to secure additional financing on favorable terms, or at all. The terms of additional financing may
place limits on our financial and operating flexibility. If we raise additional funds through further issuances of equity, convertible debt securities
or other securities convertible into equity, our existing stockholders could suffer significant dilution in their percentage ownership of our
company, and any new securities we issue could have rights, preferences or privileges senior to those of existing or future holders of our
common stock. If we are unable to obtain necessary financing on terms satisfactory to us, if and when we require it, our ability to grow or
support our business and to respond to business challenges could be significantly limited.

Interruption or failure of our information technology and communications systems or services provided by our suppliers and manufacturers
could impair our ability to effectively provide our products and services, which could damage our reputation and harm our operating results.

The availability of our products and services depends on the continuing operation of our information technology and communications systems.
Our servers are vulnerable to computer viruses, break-ins and similar disruptions from unauthorized tampering with our computer systems. Any
damage to or failure of our systems could result in interruptions in our service, which could reduce our revenue. Our systems are vulnerable to
damage or interruption from earthquakes, terrorist attacks, floods, fires, power losses, telecommunications failures, computer viruses, computer
denial of service attacks or other attempts to harm our systems. In addition, our corporate headquarters, inventory storage facilities and product
assembly centers, as well as the facilities of many of our suppliers and manufacturers, are located in areas with a high risk of major earthquakes.
Some of our manufacturers also have facilities located in Asia, which could be adversely impacted by political or economic stability, inadequacy
of local infrastructure to support our needs and difficulty in maintaining sufficient quality control over manufactured components and products.
The occurrence of a natural disaster or other unanticipated problems at one or more of these locations could result in delays or cancellations of
customer orders or the deployment of our products, and lengthy interruptions in our service, any of which could adversely affect our business,
operating results and financial condition.
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Risks Related to Ownership of Our Common Stock

The trading price of our common stock is likely to be volatile.

The trading prices of the securities of technology companies have been highly volatile, and our common stock has limited trading history.
Factors that could affect the trading price of our common stock include:

� market conditions in our industry, the industries of our customers and the economy as a whole;

� variations in our operating results;

� announcements of technological innovations, new or enhanced services, strategic alliances or significant agreements by us or by our
competitors;

� gain or loss of significant customers;

� recruitment or departure of our key personnel;

� the volume of shares of our common stock available for public sale including for sale by affiliates and other stockholders that own
substantial amounts of our common stock;

� changes in the estimates of our operating results or changes in recommendations by any securities analysts that elect to follow our
common stock; and

� adoption or modification of regulations, policies, procedures or programs applicable to our business.
In addition, if the market for technology stocks or the stock market in general experiences loss of investor confidence, the trading price of our
common stock could decline for reasons unrelated to our business. The trading price of our common stock might also decline as a result of
events that affect other companies in our industry even if these events do not directly affect us. Some companies that have had volatile market
prices for their securities have had securities class actions filed against them. If a suit were filed against us, regardless of its merits or outcome, it
could result in substantial costs and divert management�s attention and resources. This could harm our business, operating results and financial
condition.

Reports published by securities or industry analysts, including projections in those reports that exceed our actual results, could adversely
affect our stock price and trading volume.

Securities research analysts establish and publish their own quarterly projections regarding us and our business. These projections may vary
widely from one another and may not accurately predict the results we actually achieve. Our stock price may decline if we fail to meet securities
research analysts� projections. Similarly, if one or more of the analysts who covers us downgrades our stock or publishes inaccurate or
unfavorable research about our business, our stock price could decline. If one or more of these analysts ceases coverage of our company or fails
to publish reports on us regularly our stock price or trading volume could decline.

In addition, if securities or industry analysts cease coverage of our company, the trading price for our stock and the trading volume could
decline.
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Insiders have substantial control over us and are able to influence corporate matters.

At September 30, 2008, our directors and executive officers and their affiliates beneficially own, in the aggregate, approximately 56% of our
outstanding common stock. As a result, these stockholders are able to exercise significant influence over all matters requiring stockholder
approval, including the election of directors and approval of significant corporate transactions, such as a merger or other sale of our company or
its assets. This concentration of ownership limits our stockholders� ability to influence corporate matters and may have the effect of delaying or
preventing a third party from acquiring control over us.
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Anti-takeover provisions in our charter documents and under Delaware law could discourage, delay or prevent a change in control of our
company and may affect the trading price of our common stock.

Provisions in our certificate of incorporation and bylaws may have the effect of delaying or preventing a change of control or changes in our
management. Our amended and restated certificate of incorporation and amended and restated bylaws include provisions that:

� authorize our board of directors to issue, without further action by the stockholders, up to 20,000,000 shares of undesignated
preferred stock;

� require that any action to be taken by our stockholders be effected at a duly called annual or special meeting and not by written
consent;

� specify that special meetings of our stockholders can be called only by our board of directors, the chairman of the board, the chief
executive officer or the president;

� establish an advance notice procedure for stockholder approvals to be brought before an annual meeting of our stockholders,
including proposed nominations of persons for election to our board of directors;

� establish that our board of directors is divided into three classes, Class I, Class II and Class III, with each class serving staggered
terms;

� provide that our directors may be removed only for cause;

� provide that vacancies on our board of directors may be filled only by a majority of directors then in office, even though less than a
quorum;

� specify that no stockholder is permitted to cumulate votes at any election of directors; and

� require a super-majority of votes to amend certain of the above-mentioned provisions.
In addition, we are subject to the provisions of Section 203 of the Delaware General Corporation Law regulating corporate takeovers.
Section 203 generally prohibits us from engaging in a business combination with an interested stockholder subject to certain exceptions

Item 2. Unregistered Sales of Equity Securities and Use of Proceeds
Purchases of Equity Securities by the Issuer and Affiliated Purchasers

Total Number
of Shares

Purchased(1)

Average
Price

Paid per
Share

Shares Purchased
as Part of Publicly
Announced Plans
or Programs

Maxium Number of
Shares that May
Yet Be Purchased
Under the Plans or
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Programs
July 1 - July 31, 2008 1,392 $ 11.20 �  �  
August 1 - August 31, 2008 �  �  �  �  
September 1 - September 30, 2008 �  �  �  �  

Total 1,392 $ 11.20 �  �  

(1) Represents unvested shares of common stock repurchased by us upon the termination of employment pursuant to the provisions of our
1999 Stock Plan and 2000 Management Stock Option Plan.
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Item 3. Defaults Upon Senior Securities
None

Item 4. Submission of Matters to a Vote of Security Holders
Our 2008 Annual Meeting of Stockholders was held on September 10, 2008. The proposals submitted to a vote and the results of the voting are
as follows:

1. To elect three Class I directors to hold office until the 2011 annual meeting of stockholders.

Name For Withhold
Kevin Fong 48,862,477 803,596
Jeffrey A. Price 49,617,168 48,905
Mark A. Siegel 48,862,477 803,596

2. To ratify the selection by the audit committee of the board of directors of PricewaterhouseCoopers LLP as independent registered public
accounting firm of the Company for its fiscal year ending March 31, 2009.

For Against Abstain
49,660,133 5,510 430

3. To approve the 2007 Equity Incentive Plan, as amended and restated.

For Against Abstain Non-Vote
41,286,945 2,015,945 21,080 6,342,103

Item 5. Other Information
None

Item 6. Exhibits

Exhibit No. Description

10.04 Amended and Restated 2007 Equity Incentive Plan of registrant.

10.23 Amended and Restated Standard NNN Lease by and between registrant and Brandin Court Partners, LLC dated October 15,
2008.

31.1  Certification of Principal Executive Officer Pursuant to Exchange Act Rule 13a-14(a) or 15d-14(a), as Adopted Pursuant to
Section 302 of The Sarbanes Oxley Act of 2002.

31.2  Certification of Principal Financial Officer Pursuant to Exchange Act Rule 13a-14(a) or 15d-14(a), as Adopted Pursuant to
Section 302 of The Sarbanes Oxley Act of 2002.
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32.1  Certifications of Chief Executive Officer and Chief Financial Officer Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant
to Section 906 of the Sarbanes-Oxley Act of 2002.
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the
undersigned thereunto duly authorized

Dated: November 12, 2008

3PAR Inc.

By: /s/ ADRIEL G. LARES
Adriel G. Lares
Vice President of Finance, Chief Financial Officer
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EXHIBIT INDEX

Exhibit No. Description

10.04 Amended and Restated 2007 Equity Incentive Plan of registrant.

10.23 Amended and Restated Standard NNN Lease by and between registrant and Brandin Court Partners, LLC dated October 15,
2008.

31.1  Certification of Principal Executive Officer Pursuant to Exchange Act Rule 13a-14(a) or 15d-14(a), as Adopted Pursuant to
Section 302 of The Sarbanes Oxley Act of 2002.

31.2  Certification of Principal Financial Officer Pursuant to Exchange Act Rule 13a-14(a) or 15d-14(a), as Adopted Pursuant to
Section 302 of The Sarbanes Oxley Act of 2002.

32.1  Certifications of Chief Executive Officer and Chief Financial Officer Pursuant to 18 U.S.C. Section 1350, as Adopted Pursuant
to Section 906 of the Sarbanes-Oxley Act of 2002.
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