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Part I. Financial Information

Item 1. Financial Statements

DOT HILL SYSTEMS CORP. AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS

(unaudited in thousands, except per share information)

ASSETS

CURRENT ASSETS:

Cash and cash equivalents $
Restricted cash

Accounts receivable, net of allowance of $942 and $751

Inventories

Prepaid expenses and other

Total current assets

PROPERTY AND EQUIPMENT, net
OTHER ASSETS
Total assets $

LIABILITIES AND STOCKHOLDERS EQUITY

CURRENT LIABILITIES:

Accounts payable $
Accrued compensation

Accrued expenses

Deferred revenue

Income taxes payable

Short-term debt

Current portion of restructuring accrual

Total current liabilities

RESTRUCTURING ACCRUAL, net of current portion
BORROWINGS UNDER LINES OF CREDIT
OTHER LONG-TERM LIABILITIES

Total liabilities

CONTINGENCIES (Note 8)

March 31,

2003

21,554

12,042
6,760
2,418

42,774

4,430
437
47,641

18,928
2,123
1,919

985
935

3717
25,267

1,102
295

84
26,748

December 31,

2002

10,082
2,000
6,304
6,959
2,313

27,658

4,110
460
32,228

14,446
1,754
1,614
1,110
1,020
4,552

407

24,903

1,179
275

86
26,443
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STOCKHOLDERS EQUITY:
Preferred stock, $.001 par value, 10,000 shares authorized, 6 shares issued and outstanding
Common stock, $.001 par value, 100,000 shares authorized, 29,982 and 25,172 shares issued and

outstanding at March 31, 2003 and December 31, 2002, respectively 30 25
Additional paid-in capital 126,315 109,562
Deferred compensation (43) (48)
Accumulated other comprehensive loss (404) (318)
Accumulated deficit (105,005) (103,436)
Total stockholders equity 20,893 5,785
Total liabilities and stockholders equity $ 47641 $ 32,228

See accompanying notes to condensed consolidated financial statements.
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DOT HILL SYSTEMS CORP. AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
AND COMPREHENSIVE OPERATIONS

(unaudited in thousands, except per share information)

2003
NET REVENUE $

COST OF GOODS SOLD
GROSS MARGIN

OPERATING EXPENSES:

Sales and marketing

Engineering and product development
General and administrative

Total operating expenses

OPERATING LOSS

OTHER INCOME (EXPENSE):

Interest income

Interest expense

Loss on foreign currency transactions, net
Other expense, net

Total other expense, net

NET LOSS $

NET LOSS ATTRIBUTABLE TO COMMON STOCKHOLDERS:

Net loss $
Dividends on preferred stock

Net loss attributable to common stockholders $

BASIC AND DILUTED NET LOSS PER SHARE $

WEIGHTED AVERAGE SHARES USED TO CALCULATE BASIC AND DILUTED NET
LOSS PER SHARE

COMPREHENSIVE OPERATIONS:
Net loss $
Foreign currency translation adjustments

Unrealized loss on marketable securities

Three Months Ended
March 31,
2002
30,522 $ 10,890
24,985 8,526
5,537 2,364
3,422 4,859
2,057 2,350
1,459 1,324
6,938 8,533
(1,401) (6,169)
26 99
47) (33)
(18) (56)
24) 21
(63) (11)
(1,464) $ (6,180)
(1,464) $ (6,180)
(105)
(1,569) $ (6,180)
(0.06) $ (0.25)
26,147 24,794
(1,464) $ (6,180)
(86) 114
(79)
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Comprehensive loss $ (1,550) $ (6,145)

See accompanying notes to condensed consolidated financial statements.




Edgar Filing: DOT HILL SYSTEMS CORP - Form 10-Q

DOT HILL SYSTEMS CORP. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(unaudited in thousands)

CASH FLOWS FROM OPERATING ACTIVITIES:
Net loss

Adjustments to reconcile net loss to net cash used in operating activities:
Depreciation and amortization

Loss on disposal of property and equipment
Provision for doubtful accounts and notes receivable
Stock-based compensation expense

Changes in operating assets and liabilities:

Accounts receivable

Inventories

Prepaid expenses and other assets

Accounts payable

Accrued compensation and other expenses

Deferred revenue

Income taxes payable

Restructuring accrual

Other liabilities

Net cash used in operating activities

CASH FLOWS FROM INVESTING ACTIVITIES:
Purchases of property and equipment
Purchases of short-term investments

Net cash used in investing activities

CASH FLOWS FROM FINANCING ACTIVITIES:

Decrease in restricted cash and investments

Proceeds from bank and other borrowings

Payments on bank and other borrowings

Proceeds from issuance of common stock and stock warrants, net of issuance costs
Proceeds from exercise of stock options

Proceeds from sale of stock to employees

Net cash provided by financing activities

EFFECT OF EXCHANGE RATE CHANGES ON CASH

NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS
CASH AND CASH EQUIVALENTS, beginning of period

Three Months Ended
March 31,

2003

(1,464)

499
27
191

(5,929)
199
(82)

4,482

569
(125)
(85)
(107)
2
(1,822)

(846)

(846)

2,000

14,253

(18,785)

16,543

215

14,226

(86)

11,472
10,082

$

2002

(6,180)

351

608
13

(1,093)
1,307
(359)
1,869
(442)
(251)

(386)

(4,550)

(351)

(44)
(395)

7,211
(4,713)

133

2,631

114

(2,200)
7,785
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CASH AND CASH EQUIVALENTS, end of period $ 21,554
SUPPLEMENTAL DISCLOSURES OF CASH FLOW INFORMATION:
Cash paid for interest $ 41
Cash paid for income taxes $ 85
SUPPLEMENTAL DISCLOSURES OF NON-CASH FINANCING ACTIVITIES:

Dividends payable on preferred stock $ 105

See accompanying notes to condensed consolidated financial statements.

5,585

12

10
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DOT HILL SYSTEMS CORP. AND SUBSIDIARIES
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(unaudited)

1. Basis of Presentation

The accompanying unaudited condensed consolidated financial statements have been prepared by Dot Hill Systems Corp. ( Dot Hill , we , our ,or
us) pursuant to the rules and regulations of the Securities and Exchange Commission (the SEC ). Accordingly, they do not include all of the

information and disclosures required by accounting principles generally accepted in the United States of America for complete financial

statements. In the opinion of management, all adjustments and reclassifications considered necessary for a fair and comparable presentation have

been included and are of a normal recurring nature. Certain reclassifications have been made to prior year financial statements to conform with

the current year financial statement presentation. The unaudited condensed consolidated financial statements should be read in conjunction with

the audited consolidated financial statements and notes thereto included in our Annual Report on Form 10-K/A for the year ended December 31,

2002. Operating results for the three months ended March 31, 2003 are not necessarily indicative of the results that may be expected for the year

ending December 31, 2003.

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

2. Stock-Based Compensation

We account for stock-based employee compensation using the intrinsic value method prescribed in Accounting Principles Board ( APB ) Opinion
No. 25, Accounting for Stock Issued to Employees, and related interpretations for all periods presented. Accordingly, compensation cost for

stock options issued to employees is measured as the excess, if any, of the fair value of our stock at the date of grant over the amount an

employee must pay to acquire the stock.

Had compensation cost for our stock option awards been determined based upon the fair value at the date of grant, in accordance with Statement
of Financial Accounting Standards ( SFAS ) No. 123, Accounting for Stock-Based Compensation, our net loss and basic and diluted net loss per
share would have been increased to the following amounts (net loss amounts in thousands):

Three Months Ended
March 31,

2003 2002

Net loss attributable to common stockholders as reported $ (1,569) $ (6,180)

11
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Stock-based employee compensation expense included in reported net loss
attributable to common stockholders

Stock-based employee compensation expense determined under fair value based
method

Pro forma net loss attributable to common stockholders

Basic and diluted net loss per share:
As reported

Pro forma

5 13
(774) 771)
(2,338) $ (6,938)
(0.06) $ (0.25)
(0.09) $ (0.28)

The fair value of each option grant was estimated on the date of grant using the Black-Scholes option-pricing model with the following weighted

average assumptions:

Risk free interest rate
Expected dividend yield
Expected life

Expected volatility

Three Months Ended
March 31,
2003 2002
2.78% 3.03%
5 years 5 years
86% 105%

12
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3. Earnings Per Share

Basic net loss per share is calculated by dividing net loss attributable to common stockholders by the weighted average number of common
shares outstanding during the period. Diluted net loss per share reflects the potential dilution of securities by including other common stock
equivalents, such as stock options and warrants, in the weighted average number of common shares outstanding for a period, if dilutive.

The following table sets forth the reconciliation of the denominator of the net loss per share calculation (in thousands):

Three Months Ended
March 31,
2003 2002
Shares used in computing basic net loss per share 26,147 24,794
Dilutive effect of stock options, stock warrants and convertible preferred stock
Shares used in computing diluted net loss per share 26,147 24,794

As of March 31, 2003, options to purchase 3,847,852 shares of our common stock at exercise prices ranging from $0.50 to $15.94 per share and
warrants to purchase 2,021,337 shares of our common stock at exercise prices ranging from $2.97 to $4.50 per share were outstanding, but were
not included in the calculation of diluted net loss per share because their effect was antidilutive. Additionally, preferred stock convertible into
1,846,152 shares of our common stock has also been excluded from the calculation of diluted net loss per share because its effect was
antidilutive.

As of March 31, 2002, options to purchase 3,571,945 shares of our common stock at exercise prices ranging from $0.50 to $15.94 per share were
outstanding, but were not included in the calculation of diluted net loss per share because their effect was antidilutive.

4. Inventories

Inventories are stated at the lower of cost (first-in, first-out) or market value and consist principally of purchased components used as raw
materials. The following is a summary of inventories (in thousands):

March 31, 2003 December 31, 2002
Purchased parts and materials $ 4477 $ 4,509
Work-in-process 69 120
Finished goods 2214 2,330
$ 6,760 $ 6,959

13
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During the three months ended March 31, 2003 and 2002, we recorded inventory write downs of approximately $0.1 million and $0.8 million,
respectively.

5. Product Warranties

We generally extend to our customers the warranties provided to us by our suppliers and, accordingly, the majority of our warranty obligations
to customers are covered by supplier warranties. For warranty costs not covered by our suppliers, we provide for estimated warranty costs in the
period the revenue is recognized. There can be no assurance that our suppliers will continue to provide such warranties to us in the future, which
could have a material adverse effect on our operating results and financial condition. Our warranty cost activity for the three months ended
March 31 is as follows (in thousands):

Balance at Deductions Balance at
Beginning of Charged to for Costs End of
Accrued Warranty Costs Quarter Operations Incurred Quarter
2003 $ 336§ 204 $ 204) $ 336
2002 316 314 (314) 316

6. Restructurings

In March 2001, we announced plans to reduce our full-time workforce by up to 30% and reduce other expenses in response to delays in
customer orders, lower than expected revenues and slowing global market conditions (the March 2001 Restructuring ). The

14
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cost reduction actions were designed to reduce our breakeven point in light of an economic downturn. The cost reductions resulted in a charge
for employee severance, lease termination costs and other office closure expenses related to the consolidation of excess facilities. We recorded
restructuring expenses in the first quarter of 2001 of approximately $2.9 million, as follows (in thousands):

Employee termination costs $ 1,271
Impairment of property and equipment 1,007
Facility closures and related costs 637
Professional fees and other 20
Total $ 2,935

In June 2001, we announced plans to further reduce our full-time workforce by up to 17% and reduce other expenses in response to a continuing
economic downturn and overall decrease in revenue (the June 2001 Restructuring ). As a result of these additional restructuring actions, we
recorded additional restructuring expenses during the second quarter of 2001 of approximately $1.5 million, as follows (in thousands):

Employee termination costs $ 259
Impairment of property and equipment 350
Facility closures and related costs 861
Total $ 1,470

Employee termination costs consist primarily of severance payments for 180 employees. Impairment of property and equipment consists of the
write-down of certain fixed assets associated with facility closures. The facility closures and related costs consist of lease termination costs for
five sales offices and closure of the New York City branch location.

During the fourth quarter of 2001, we increased our March 2001 Restructuring accrual by approximately $0.2 million and our June 2001
Restructuring accrual by approximately $0.3 million due to the continuing deterioration of various real estate markets and the inability to sublet
excess space in our Carlsbad and New York City facilities.

During the fourth quarter of 2002, we again increased our March 2001 Restructuring accrual by approximately $0.7 million and our June 2001
Restructuring accrual by approximately $0.9 million to reflect additional deterioration of real estate markets in Carlsbad and New York City, as
well as the effects of lease buyouts negotiated on several facilities and a sublease arrangement reached on another facility.

The following is a summary of restructuring activity recorded through March 31, 2003 (in thousands):

March 2001 Restructuring

15
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Accrued Additional Amounts Accrued Amounts Accrued
Restructuring Restructuring Utilized in Restructuring Utilized in Restructuring
Expenses at Expenses in 2002 Expenses at 2003 Expenses at

December 31, 2001 2002 December 31, 2002 March 31, 2003
Employee termination
costs $ 2 $ $ 2 $ $ $
Facility closures and
related costs 394 693 (426) 661 (59) 602
Total $ 396 $ 693 $ 428) $ 661 $ (59) $ 602

6

16
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June 2001 Restructuring

Accrued
. Additional Accrued Accrued
Restructuring Restructuring Amounts Restructuring Amounts Restructuring
Expenses at Expenses in Utilized in Expenses at Utilized in Expenses at
December 31, 2001 2002 2002 December 31, 2002 2003 March 31, 2003
Facility closures and
related costs $ 845 § 857 $ 77 $ 925 § 48) $ 877

We believe that there are no unresolved issues or additional liabilities that may result in a significant adjustment to restructuring expenses
accrued as of March 31, 2003.

7. Stockholders' Equity

During March 2003, we raised net proceeds of approximately $16.8 million in a private placement of 4,750,000 shares of our common stock at a
price of $3.75 per share. The shares in the private placement were sold at a price per share that was approximately 14% less than the five-day
volume weighted average price of our common stock. We agreed to sell the shares in the private placement at a discount to the market price
because the purchasers could not resell the shares to the public until the resale was registered, and the volume of shares sold in the private
placement was very large. In connection with the private placement, we granted a warrant to the placement agent to purchase 183,000 shares of
our common stock for $4.50 per share.

In December 2002, we received gross proceeds of $6,000,000 from the sale of 6,000 shares of preferred stock and warrants in a private
placement. The preferred stock carried a 7% cumulative dividend. On May 1, 2003, we converted all of the outstanding shares of preferred
stock into 1,846,152 shares of our common stock at a per share price of $3.25. The warrants granted to the holders of the preferred stock entitle
them to purchase an aggregate of 369,229 shares of our common stock at a per share price of $3.25. The warrants terminate upon the earlier of
December 19, 2007 or our consummation of certain acquisition transactions.

8. Legal Matters

We are subject to various legal proceedings and claims, asserted or unasserted, which arise from time to time in the ordinary course of business.
The outcome of such claims against us cannot be predicted with certainty. We believe that such litigation and claims will not have a material
adverse effect on our financial condition or operating results.

9, Segment and Geographic Information
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Operating segments are defined as components of an enterprise about which separate financial information is available that is evaluated
regularly by our chief operating decision-maker, or decision making group, in deciding how to allocate resources and in assessing performance.
Our chief operating decision-maker is the Chief Executive Officer. Our operating segments are managed separately because each segment
represents a strategic business unit that offers different products or services.

Our operating segments are organized on the basis of products and services. We have identified operating segments that consist of our SANnet
family of systems, legacy and other, services, and tape backup. We currently evaluate performance based on stand-alone segment revenue and
gross margin. Because we do not currently maintain information regarding operating income at the operating segment level, such information is
not presented.

We previously also maintained and disclosed information by market segment, which consisted of e-commerce, telecommunications and service
providers, or xSPs; government; and commercial and other customers. In 2001, we began to focus on indirect sales through channel partners
regardless of the market segment served by those channel partners. In May 2002, we signed a key agreement with a particular channel partner,
and that partner began to ship product to its own customers during October 2002. Sales to that channel partner accounted for approximately 60%
of our revenue during the fourth quarter of 2002, approximately 25% of our revenue during the year ended December 31, 2002, and
approximately 75% of our revenue during the first quarter of 2003. We have limited visibility into the type of market segments to which that
channel partner, and many other channel partners, sell, and therefore we have no way to identify or track revenue generated by those channel
partners by market segment. Going forward, we expect sales to channel partners to increase. Therefore, we have ceased to disclose information
by market segment.

Information concerning revenue by product and service is as follows (in thousands):

SANnet Legacy and Tape

Families Other Services Backup Total
Three months ended:
March 31, 2003:
Net revenue $ 27,930 $ 1,242 $ 734 $ 616 $ 30,522
Gross margin (loss) $ 6,762 $ (1,698) $ 264 $ 209 $ 5,537
March 31, 2002:
Net revenue $ 7,484 $ 2217 $ 762 $ 427 $ 10,890
Gross margin (loss) $ 2,287 $ 82) $ 37 $ 122 $ 2,364

7
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Information concerning operating assets by product and service, derived by specific identification for assets related to specific segments and an
allocation based on segment volume for assets related to multiple segments, is as follows (in thousands):

SANnet Legacy and Tape

Families Other Services Backup Total
As of:
March 31, 2003: $ 40,816 $ 1,897 $ 4581 $ 347 $ 47,641
December 31, 2002 $ 23,590 $ 2,744 $ 5,605 $ 289 $ 32,228

Information concerning principal geographic areas in which we operate is as follows (in thousands):

Three Months Ended March 31,

2003 2002
Net revenue:
United States $ 28,143 $ 7,058
Europe 1,630 2,995
Asia 749 837
$ 30,522 $ 10,890
Operating (loss) income:
United States $ (1,125) $ (6,161)
Europe (224) 85
Asia (52) (93)
$ (1,401) $ (6,169)

10. Sun Microsystems Loan Agreement

On October 24, 2002, we entered into a loan and security agreement with Sun Microsystems, Inc. ( Sun ), pursuant to which Sun loaned us
approximately $4.5 million. The loan was secured by all of our assets. The loan was subject to a fixed interest rate of 2.0% per annum and due to
be repaid no later than June 30, 2003. We repaid all principal and interest due under the loan and terminated our loan and security agreement
with Sun during the first quarter of 2003.
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Item 2. Management s Discussion and Analysis of Financial Condition and Results of Operations

Cautionary Statement for Forward-Looking Information

Certain statements contained in this report, including, but not limited to, statements regarding the development, growth and expansion of our
business, our intent, belief or current expectations, primarily with respect to our future operating performance, and the products we expect to
offer and other statements contained herein regarding matters that are not historical facts, are 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, and are
subject to the safe harbor created by these sections. Future filings with the SEC, future press releases and future oral or written statements
made by us or with our approval, which are not statements of historical fact, may also contain forward-looking statements. Because such
statements include risks and uncertainties, many of which are beyond our control, actual results may differ materially from those expressed or
implied by such forward-looking statements. Some of the factors that could cause actual results to differ materially from those expressed or
implied by such forward-looking statements can be found under the caption Management s Discussion and Analysis of Financial Condition
and Results of Operations, and elsewhere in this quarterly report on Form 10-Q. Readers are cautioned not to place undue reliance on
forward-looking statements. The forward-looking statements speak only as of the date on which they are made, and we undertake no obligation
to update such statements to reflect events that occur or circumstances that exist after the date on which they are made.

The following discussion of our financial condition and results of operations should be read in conjunction with our consolidated financial
statements and notes thereto included elsewhere in this quarterly report on Form 10-Q and our consolidated financial statements and notes
thereto included in our annual report on Form 10-K/A for the year ended December 31, 2002.

Overview

We are an independent provider of highly reliable, high-performance disk-based data storage and networking solutions for the open systems
computing environment, including Windows, Linux and all variations of Unix. Our solutions encompass a broad range of scalable products from
stand-alone storage systems to complete, turnkey storage area networks (SANs). Our systems run on different protocols including Small
Computer Systems Interface (SCSI) and Fibre Channel.

Beginning in 2001, we shifted our sales and marketing efforts away from direct sales and toward indirect sales through channel partners,
including OEMs, VARs and system integrators. Our sales force is now focused on sales to channel partners regardless of the end-user market
that those channel partners serve.

Our channel partners either integrate our systems into their products, private-label our products or simply sell our products off the shelf. In
May 2002, we signed an OEM agreement with a key channel partner, Sun Microsystems, or Sun. Based on our anticipated need to manufacture
product in large volume for Sun and other channel partners, we further refined our business strategy to include a third-party manufacturer,
Solectron Corporation, or Solectron, to supply the bulk of our new product production capacity going forward, particularly for our
next-generation, SANnet II family of disk systems.
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During October 2002, we began shipping to Sun the first product in our SANnet II family of systems, SANnet II SCSI, for resale to Sun s
customers. Sales from this product accounted for approximately 60% and 47% of our net revenue in the fourth quarter of 2002 and the first
quarter of 2003, respectively. We began shipping a second product, SANnet II Fibre Channel, or SANnet II FC, to Sun for resale to its
customers in February 2003. We expect Sun to make generally available to its customers two additional products awarded under the OEM
agreement during the second and third quarters of 2003.

Solectron manufactured a large portion of the pre-production units of SANnet II systems, and all of the SANnet II systems since the products
release. We believe that the decision to outsource manufacturing will allow us to reduce expenses related to our internal manufacturing
operations between the first and third quarters of 2003, and to instead enhance our research and development activities and provide continued
engineering support to our channel partners.

Our on-site manufacturing operations, which are conducted from our headquarters in Carlsbad, California, consist primarily of the assembly and
integration of components and subassemblies into our products, with certain of those subassemblies manufactured by independent contractors.

We generally extend to our customers the warranties provided to us by our suppliers. For warranty costs not covered by our suppliers, we

provide for estimated warranty costs in the period the revenue is recognized and these costs have been insignificant. On a quarterly and annual
basis our gross margins have been and will continue to be affected by a variety of factors, including competition, product configuration, product

mix, the availability of new products and product enhancements and the cost and availability of components.
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Pricing pressures exist in the data storage market, and have had and may in the future continue to have an adverse effect on our revenue and
earnings. These pricing pressures are due, in part, to continuing decreases in component prices, such as disks and RAID controllers. These
decreases in component price are customarily passed on to customers by storage companies through the continuing decrease in price of storage
hardware systems. Pricing pressures are also due, in part, to the current difficult economic conditions, which have led many companies in our
industry to pursue a strategy of decreasing prices in order to win sales, the narrowing of functional differences among competitors, which forces
companies to compete on price as opposed to features of products, and the introduction of new technology, which leaves older technology
vulnerable to pricing pressures. From December 2002 to March 2003, we reduced the SANnet II SCSI and SANnet II FC selling prices to
customers who are not purchasing product pursuant to contracts with fixed prices by approximate figures of up to 14% and 15%, respectively.
We expect decreases in the selling price of our products to continue going forward. However, we cannot predict the level of such decreases at
this time.

We market and distribute our products and services through channel partners and through our direct sales force currently employed in 3
domestic offices and 6 overseas sales offices located in Japan, the United Kingdom, the Netherlands, Germany and Singapore.

Operating expenses consist primarily of rent, payroll, commissions, other selling and administrative expenses and engineering and product
development costs and are recognized in the period incurred.

Critical Accounting Policies and Estimates

Our discussion and analysis of our financial condition and results of operations are based upon our consolidated financial statements, which have
been prepared in accordance with accounting principles generally accepted in the United States of America. The preparation of these financial
statements requires us to make estimates and use judgment that may impact the reported amounts of assets, liabilities, revenues, expenses and
related disclosure of contingent assets and liabilities. As a part of our on-going internal processes, we evaluate our estimates, including those
related to inventory write-downs, warranty provisions, revenue recognition, allowances for bad debt, long-lived assets valuation, intangible
assets valuation, income taxes, deferred income tax asset valuation and contingencies and litigation. We base these estimates upon both
historical information and other assumptions that we believe are valid and reasonable under the circumstances. These assumptions form the basis
for making judgments and determining the carrying values of assets and liabilities that are not apparent from other sources. Actual results could
vary from those estimates under different assumptions and conditions.

We believe the following critical accounting policies affect our more significant estimates and assumptions used in the preparation of our
consolidated financial statements.
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Revenue Recognition

We recognize revenue from non-software product sales when the risks and rewards of ownership have been transferred to the customer based on
the respective shipping terms. Reductions to revenue for estimated sales returns are recorded at the time of shipment. These estimates are based
on historical sales returns, changes in customer demand and other factors. If actual future returns and allowances differ from past experience,
additional allowances may be required. Certain of our sales arrangements include multiple elements. Generally these arrangements include
delivery of the product, installation, training and product maintenance. Maintenance related to product sales entitles the customer to basic
product support and significantly greater response time in resolving warranty-related issues. We allocate revenue to each element of the
arrangement based on its relative fair value. For maintenance contracts, this is typically the price charged when such contracts are sold
separately or renewed. Because professional services related to installation and training can be provided by other third party organizations, we
allocate revenue related to professional services based on rates that are consistent with other like companies providing similar service, i.e., the
market rate for such services. Revenue from product maintenance contracts is deferred and recognized ratably over the contract term, generally
twelve months. Revenue from installation, training and consulting is recognized as the services are performed.

For software sales, we apply Statement of Position No. 97-2, Software Revenue Recognition, whereby revenue is recognized from software
licenses at the time the product is delivered, provided there are no significant obligations related to the sale, the resulting receivable is deemed
collectible and there is vendor-specific objective evidence supporting the value of the separate contract elements. For arrangements with
multiple elements, we allocate revenue to each element using the residual method based on vendor specific objective evidence of the undelivered
items. A portion of the arrangement fee equal to the fair value of the undelivered elements, typically software maintenance contracts, is deferred
and recognized ratably over the contract term, generally 12 months. Vendor specific objective evidence is based on the price charged when the
element is sold separately. A typical arrangement includes a software licensing fee and maintenance agreement.

Valuation of Inventories

Inventories are comprised of purchased parts and assemblies, which include direct labor and overhead. We record inventories at the lower of
cost or market value, with cost generally determined on a first-in, first-out basis. We perform periodic valuation assessments based on projected
sales forecasts and analyzing upcoming changes in future configurations of our products and record inventory reserves for excess and obsolete
inventory. Although we strive to ensure the accuracy of our forecasts, we periodically are faced with uncertainties. The outcomes of these
uncertainties are not within our control, and may not be known for prolonged periods of time. Any significant unanticipated changes in demand
or technological developments could have a significant impact on the value of our inventories and commitments, and consequently, on our
operating results. If actual market conditions become less favorable than those forecasted, inventory write-downs and/or increases to inventory
reserves might be required, adversely affecting operating results.

Results of Operations

The following table sets forth certain items from the Company s statements of operations as a percentage of net revenue for the periods indicated:

Three Months Ended
March 31,

2003 2002
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Net revenue

Cost of goods sold

Gross margin

Operating expenses:

Sales and marketing

Engineering and product development
General and administrative

Total operating expenses

Operating loss

Net loss attributable to common stockholders

100.0%
81.9
18.1

11.2
6.7
4.8

22.7

(4.6)%

5.1)%

Three Months Ended March 31, 2003 Compared to Three Months Ended March 31, 2002

Net revenue

Net revenue reflects the invoiced amounts of products shipped, less reserves for estimated returns, and revenues from service contracts. Net

100.0%
78.3
21.7

44.6
21.6
12.2
78.4
(56.7)%
(56.8)%

revenue increased 180% to $30.5 million for the three months ended March 31, 2003 from $10.9 million for the three
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months ended March 31, 2002. The increase in net revenue was attributable to increased orders for our product from our channel partner, Sun,
which accounted for approximately 75% of net revenue for the first quarter of 2003. Sales of our SANnet and SANnet II products accounted for
approximately 92% of net revenue, tape backup for approximately 2% of net revenue, services for approximately 2% of net revenue and legacy
products and other for approximately 4% of net revenue for the first quarter of 2003. Sales to our OEM, system integrator and reseller partners
accounted for approximately 89% of net revenue, and sales to direct customers accounted for approximately 9% of net revenue for the first
quarter of 2003, with service and other revenue accounting for approximately 2% of net revenue for the first quarter of 2003. For the three
months ended March 31, 2002, sales of our SANnet and SANnet II products accounted for approximately 69% of net revenue, tape backup for
approximately 4% of net revenue, services for approximately 7% of net revenue and legacy products and other revenue for approximately 20%
of net revenue. For the three months ended March 31, 2002, sales to OEM, system integrator and reseller partners accounted for approximately
59% of net revenue, sales to direct customers accounted for approximately 32% of net revenue and service and other accounting for
approximately 9% of net revenue.

Gross margin

Gross margin for the first three months of 2003 was $5.5 million, or 18.1% of net revenue, compared to a gross margin of $2.4 million, or 21.7%
of net revenue, for the first three months of 2002. The products that we sell to Sun generally carry a lower gross margin than products sold to
other customers. Since the majority of our product mix was predominantly Sun-related items, our gross margin as a percentage of net revenue
more closely approximated those lower gross margins. Our first quarter 2003 gross margin was further reduced by a charge of $0.6 million for
ramp-up costs and inefficiencies related to the launch of SANnet II FC.

As projected, our ramp-up costs for our SANnet II SCSI product diminished during the first quarter of 2003 as compared to the fourth quarter of
2002, and is on schedule to be phased-out by the end of the second quarter of 2003. The conclusion of ramp-up costs for our SANnet II SCSI
product is expected to have a positive effect on gross margin, but is expected to be offset by the ramp-up costs for SANnet II FC, which were
incurred in the first quarter of 2003 and are expected to be incurred in the second quarter of 2003. We also expect to incur ramp-up costs for our
SANnet II Blade and SANnet II NAS products in the second and third quarters of 2003, but anticipate those costs to be substantially lower than
the costs for the SANnet II SCSI and SANnet II FC products. By the fourth quarter of 2003, we anticipate that continuing cost reduction efforts
in areas such as hard tooling and sub-assembly processes, as well as the conclusion of ramp-up costs on new SANnet II products, will enable us
to attain overall gross margins in the mid-20% range.

Sales and marketing expenses

Sales and marketing expenses typically consist of salaries and commissions, advertising and promotional costs and travel expenses. During the
first three months of 2003, sales and marketing expenses were $3.4 million, or 11.2% of net revenue, compared to $4.9 million, or 44.6% of net
revenue for the first three months of 2002. The decrease in sales and marketing expenses is attributable to fixed cost reduction measures, such as
geographical restructuring of the sales force and our efforts to focus our marketing resources on a smaller population of potential channel
partners rather than broad and diverse direct sales markets.

During 2002, we engaged in an effort to leverage our existing sales force and marketing resources as part of our change in business strategy and
reduce sales and marketing expenses. Accordingly, headcount in our sales and marketing areas decreased by 33 employees between March 31,
2002 and March 31, 2003. We expect to maintain approximately our current level of sales and marketing expenses throughout 2003.
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Engineering and product development expenses

Engineering and product development expenses consist of project-related expenses and salaries for employees directly engaged in research and
development. Engineering and product development expenses decreased 12.5% to $2.1 million for first three months of 2003 from $2.4 million
for the first three months of 2002. The decrease in engineering and product development expenses
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is attributable to a reduction of prototype costs related to the development of our SANnet II product line of $0.7 million, offset by an increase in
salary expense of $0.2 million as a result of our increasing the number of full-time direct engineering team members by 10, and an increase of
product qualification expenses for our SANnet II fiber channel product line of $0.2 million. We expect to add 11 more members to our
engineering team over the course of 2003.

General and administrative expenses

General and administrative expenses consist of compensation to officers and employees performing administrative functions and expenditures
for administrative facilities. General and administrative expenses increased 10.2% to $1.5 million for the first three months of 2003 from

$1.3 million for the first three months of 2002. The increase was attributable to additional legal and other professional expenses incurred during
the quarter ended March 31, 2003.

Liquidity and Capital Resources

As of March 31, 2003, we had $21.6 million of unrestricted cash and cash equivalents. As of March 31, 2003, working capital was
$17.5 million.

On October 24, 2002, we entered into a loan and security agreement with Sun, pursuant to which Sun loaned us approximately $4.5 million. The
loan was secured by all of our assets and carried an interest rate of 2.0% per annum, compounded daily. We repaid all principal and interest due
under the loan and terminated our loan and security agreement with Sun in the first quarter of 2003.

In December 2002, we received gross proceeds of $6,000,000 from the sale of 6,000 shares of preferred stock and warrants in a private
placement. The preferred stock carried a 7% cumulative dividend. On May 1, 2003, we converted all of the outstanding shares of preferred
stock into 1,846,152 shares of our common stock at a per share price of $3.25. The warrants granted to the holders of the preferred stock entitle
them to purchase an aggregate of 369,229 shares of our common stock at a per share price of $3.25. The warrants terminate upon the earlier of
December 19, 2007 or our consummation of certain acquisition transactions.

During March 2003, we raised net proceeds of approximately $16.8 million in a private placement of 4,750,000 shares of our common stock at a
price of $3.75 per share. The shares in the private placement were sold at a price per share that was approximately 14% less than the five-day
volume weighted average price of our common stock. We agreed to sell the shares in the private placement at a discount to the market price
because the purchasers could not resell the shares to the public until the resale was registered, and the volume of shares sold in the private
placement was very large. In connection with the private placement, we granted a warrant to the placement agent to purchase 183,000 shares of
our common stock for $4.50 per share.

Our Japanese subsidiary has three lines of credit with Tokyo Mitsubishi Bank and one line of credit with National Life Finance Corporation in
Japan, for borrowings of up to an aggregate of 70 million yen (approximately US $594,000 at March 31, 2003) at interest rates ranging from
1.7% to 2.6%. Interest is due monthly, with principal due and payable on various dates through August 2008. Borrowings are secured by the
inventories of the Japanese subsidiary. As of March 31, 2003, the total amount outstanding under the four credit lines was approximately
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35 million yen (approximately US $295,000).

We have an agreement with Wells Fargo Bank, National Association (the Line of Credit ), which provides for borrowings of up to $15 million
under a revolving line of credit that expires May 1, 2004. The maximum amount we may borrow under the Line of Credit is limited by the
amount of our cash and investment balances held at the bank at any given time and may be reduced by the amount of any outstanding letters of
credit with the bank. Borrowings under the Line of Credit are collateralized by a pledge of our deposits held at the bank. As of March 31, 2003,
the amount available on this Line of Credit was approximately $15 million. Borrowings under the Line of Credit incur interest at the bank s
prime rate or 50 basis points above LIBOR, at our option. Monthly payments consist of interest only, with the principal due at maturity. As of
March 31, 2003, there was no balance outstanding under the Line of Credit.
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We presently expect cash, cash equivalents and cash generated from operations to be sufficient to meet our operating and capital requirements
for at least the next twelve months. However, we may need additional capital to pursue acquisitions or significant capital improvements, neither
of which is currently contemplated. Although we expect to achieve profitability in the second quarter of 2003, we currently do not generate
sufficient cash from operations to meet our capital requirements. The actual amount and timing of working capital and capital expenditures that
we may incur in future periods may vary significantly and will depend upon numerous factors, including the amount and timing of the receipt of
revenues from continued operations, our ability to manage third party manufacturers, the course of our relationship with key customers
(including Sun), partners (including Solectron) and suppliers (including Infortrend, our supplier of controllers), the timing and extent of the
introduction of new products and services, and growth in personnel and operations.

Certain Risk Factors Related to the Company s Business

Our business faces significant risks. The risks described below may not be the only risks we face. Additional risks that we do not yet know of or
that we currently think are immaterial may also impair our business operations. If any of the events or circumstances described in the following
risks actually occur, our business, financial condition or results of operations could suffer, and the trading price of our common stock could
decline.

We experienced net losses of $34.3 million for the year 2002 and $1.5 million for the three-month period ended March 31, 2003 and may
continue to experience losses and may need to raise additional funds to continue our operations.

For the years ended December 31, 2002, 2001 and 2000, we incurred net losses of $34.3 million, $43.3 million and $948,000, respectively. For
the three-month period ended March 31, 2003, the Company incurred a net loss of $1.5 million. We cannot provide assurance that we will be
profitable in any future period. We have expended, and will continue to be required to expend, substantial funds to pursue research and
development projects, enhance marketing efforts and otherwise operate our business. Our future capital requirements will depend on, and could
increase substantially as a result of, many factors, including:

the progress of our research, development and product testing programs;

the success of our sales and marketing efforts;

costs of filing, prosecuting, defending and enforcing intellectual property rights;

the extent and terms of any development, manufacturing, marketing or other arrangements; and

changes in economic, regulatory or competitive conditions.
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Our available cash and cash equivalents balance as of March 31, 2003 was $21.6 million. We cannot provide any assurance that we will not be
required in the future to restrict our cash in connection with our supplier relationships or otherwise. As of March 31, 2003, our accumulated
deficit was $105.0 million. Under our line of credit with Wells Fargo, we can borrow up to $15 million. Any amounts borrowed must be
secured by cash or cash equivalents. As of March 31, 2003, there was no outstanding balance on this line of credit. Other than credit related to
trade payables incurred in the normal course of business and our line of credit with Wells Fargo, we do not have any other significant credit
arrangements in place as of the date of this report.

We may need to raise additional funds to continue our operations, either through borrowings or the sale of our debt or equity securities.
Unanticipated events, such as Sun s failure to meet its product purchase forecast or extraordinary expenses or operating expenses in excess of our
projections, may require us to raise funds sooner than we expect. We may not be able to raise additional funds in the future on commercially
reasonable terms or at all. Any sales of our debt or equity securities in the future may have a substantial dilutive effect on our existing
stockholders. We may be required to grant liens on our assets to the provider of any source of financing or enter into operating, debt service or
working capital covenants with any provider of financing that could hinder our ability to operate our business in accordance with our plans. As a
result, our ability to borrow money on a secured basis may be impaired, and we may not be able to issue secured debt on commercially

reasonable terms or at all.

Our shift in business strategy to focus on channel partners will further increase our dependence on sales to a relatively small number of
customers.

Historically, a material percentage of our net revenue in each year has been derived from a limited number of customers. For the years ended
December 31, 2002, 2001 and 2000, our top five customers accounted for approximately 47%, 36% and 37% of our net revenue, respectively.
Sales to Sun accounted for 25% of our net revenue for the year ended December 31, 2002. Sales to

14

30



Edgar Filing: DOT HILL SYSTEMS CORP - Form 10-Q

Comverse Network Systems, an OEM customer, accounted for 10% and 15% of our net revenue for the years ended December 31, 2002 and
2001, respectively. For the quarter ending March 31, 2003, sales to Sun accounted for 75% of net revenue. Changes in timing or volume of
purchases by such major customers could harm our results. In addition, a significant portion of our net revenue to date has been concentrated in
the UNIX marketplace, and within the UNIX marketplace, a significant portion of our net revenue is associated with versions of UNIX
manufactured by Sun.

As we shift our business strategy to place greater emphasis on sales to channel partners, we expect to experience further concentration in our
customer base. We expect many of our existing customers that buy directly from us to stop purchasing directly from us and begin purchasing our
products through our channel partners. In particular, we expect to receive a substantial portion of our projected net revenue for the year ended
December 31, 2003 from sales of our products to Sun. As a result, if our relationship with Sun or other significant channel partners does not
expand or is otherwise disrupted, we could lose substantially all of our anticipated net revenue. There is no guarantee that these relationships will
expand or not otherwise be disrupted. Factors that could influence our relationship with significant channel partners, including Sun, include:

Our ability to maintain our products at a price level that is competitive with other OEM suppliers;

Our ability to maintain quality standards for our products sufficient to meet the expectations of our
channel partners; and

Our ability to timely produce, ship and deliver a sufficient quantity of our products to meet the
needs of our channel partners.

None of our contracts with our existing channel partners, including Sun, contain any minimum purchasing commitments. Further, we do not
expect that any future contracts with channel partners will include any minimum purchasing commitments. In addition, these contracts do not
require our channel partners to purchase our products exclusively or on a preferential basis over the products of any of our competitors. As a
result, our channel partners are free to sell the products of our competitors.

Our net revenue from existing or potential direct sales customers may decline significantly if such customers purchase our storage products
from our channel partners.

Our channel partners are able to compete directly with us in the storage product market, and are able to offer our products under their labels as a
stand-alone product or packaged as part of a larger, more complete system. Furthermore, our channel partners are generally larger and more
widely recognized than we are, have greater resources than we do, and are able to offer a wider variety of storage products and systems,
including our storage systems, as well as complete computer systems. We may be unable to compete with our channel partners for direct sales.
Our net revenue from existing direct sales customers may decline if such customers choose to purchase from our channel partners and we may
lose potential direct sales customers to our channel partners in the future. We expect that some of our largest customers will start buying from
our channel partners and no longer buy directly from us. Even if our volume of units sold does not decline as a result, our net revenue may be
reduced since our price per unit is normally less for units sold through indirect sales channels. Further, we expect our gross margins for sales
through our channel partners to be lower than our gross margins for direct sales.
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A portion of our existing inventory may become obsolete which could harm our operating results during any period in which we must take
charges related to such inventory.

As of March 31, 2003, we had approximately $6.8 million in inventory. As a result of our transition to outsource manufacturing, our shift in our
business strategy to primarily indirect channel sales and the continued slow economy, we expect that a material portion of our current SANnet
inventory may become obsolete. We may be required to take additional charges in the future for excess and obsolete inventory if our transition
from direct to indirect sales occurs more rapidly or completely than we presently anticipate or if our product sales do not meet our projected
sales levels.

Our results have varied in the past and we may have difficulty predicting results due to both internal and external factors affecting our business
and operations.

Our quarterly operating results have varied in the past as shown in the following table:
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Quarter

First Quarter 2001
Second Quarter 2001
Third Quarter 2001
Fourth Quarter 2001
First Quarter 2002
Second Quarter 2002
Third Quarter 2002
Fourth Quarter 2002
First Quarter 2003
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Net Revenue

($ millions)

18.6
14.9
12.3
10.5
10.9
11.2

8.6
16.3
30.5

Our operating results may vary significantly in the future depending on a number of factors, including:

basis;

the level of competition;

the size, timing, cancellation or rescheduling of significant orders;

product configuration, mix and quality issues;

Net Loss

($ millions)

28.7
5.7
33
5.7
6.2
8.9
7.3

11.9
1.5

market acceptance of our new products and product enhancements and new product
announcements or introductions by our competitors;

deferrals of customer orders in anticipation of new products or product enhancements;

changes in pricing by us or our competitors;

our ability to develop, introduce and market new products and product enhancements on a timely
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hardware component costs and availability, particularly with respect to hardware components
obtained from Infortrend, a sole-source provider;

our success in creating brand awareness, and in expanding our sales and marketing programs;

technological changes in the open systems storage market;

levels of expenditures on research, engineering and product development;

changes in our business strategies;

personnel changes; and

general economic trends and other factors.

Our current backlog may not be indicative of future sales.

Sales for any future period are not predictable with any degree of certainty. Although we have historically operated with limited order backlog,
we expect that we will experience increased backlog as we shift our business strategy to focus on indirect sales. As of March 31, 2003 we had an
order backlog of $36.7 million principally attributable to commitments to purchase by Sun. However, the backlog does not represent actual sales
and our customers, including Sun, generally have the right to cancel, extend or reschedule orders at any time. Our backlog is comprised almost
entirely of orders that can be cancelled and rescheduled. If our customers do not cancel or reschedule orders in a given period, our backlog will
be a reliable indicator of revenue levels for that period. However, if customers cancel or reschedule orders in the backlog, then our backlog will
not be a reliable indicator of revenue levels for that period. Without the benefit of hindsight, we do not and cannot know when backlogged
orders will be cancelled or rescheduled. Therefore, although we do not expect that a significant portion of our backlog orders will be cancelled
in 2003, our backlog may not be a reliable indicator of future sales.

We generally do not enter into long-term purchase contracts with customers, and customers usually have the right to extend or delay shipment of
their orders, as well as the right to return products and cancel orders in some circumstances. We cannot provide
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assurance that actual returns will not exceed our recorded allowances. In addition, our channel partners generally do not have any minimum
purchasing obligations from us. As a result, sales in any period are generally dependent on orders booked and shipped in that period.

Our sales cycles vary substantially and future net revenue may be lower than our historical revenues or forecasts. Sales are difficult to forecast
because the open systems storage market is rapidly evolving and our sales cycles vary substantially from customer to customer. Customer orders
for us can range in value from a few thousand dollars to over a million dollars. The length of time between initial contact with a potential
customer and sale of a product may last from three to twenty-four months. This is particularly true during times of economic slowdown, for sales
to channel partners, and for the sale and installation of complex, turnkey solutions. Our net revenue is difficult for us to predict since it is directly
affected by the timing of large orders. Due to the unpredictable timing of customer orders, we may ship products representing a significant
portion of our net sales for a quarter during the last month of that quarter. Further, with our increased use of third party manufacturers, our
ability to control the timing of shipments will decrease. Any significant deferral of these sales could harm our results of operations in any
particular quarter. Net revenue for a period may be lower than predicted if large orders forecasted for that period are delayed or are not realized.

Factors that may delay or defer an order, particularly orders for new products include:

the amount of time needed for technical evaluations by customers;

customers budget constraints and changes to customers budgets during the course of the sales
cycle;

a slowdown in the overall economy or in the particular industries into which we sell;

customers internal review and testing procedures; and

our engineering work to integrate a storage solution with a customer s system.

Our business strategy is to focus primarily on channel partners, with whom sales cycles are generally lengthier, more costly and less certain than
sales to end-users. Also, we are in the process of launching our new SANnet II product line; SANnet II SCSI was made generally available in
October 2002, SANnet II FC was made generally available in February 2003 and SANnet II Blade and NAS are yet to be made generally
available. This shift toward new products may affect the sales cycles and predictability of orders. To the extent that we complete significant sales
earlier than expected, operating results for subsequent quarters may be adversely affected. Our expense levels are based, in part, on our
expectations as to future sales. As a result, if sales levels are below expectations, our operating results may be disproportionately affected. There
is no assurance that we will experience sales growth in future periods.
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Our industry has experienced an economic downturn that has significantly harmed our net revenue and operating results and may continue to do
so in the future. Historically, our net revenue has been derived primarily from direct sales to customers in the xSPs, telecommunications,
e-commerce and government sectors. For the years ended December 31, 2002, 2001 and 2000, sales to e-commerce, telecommunications, and
xSPs customers were 22%, 37% and 39%, respectively, and sales to the government sector were 18%, 16% and 13%, respectively, of our net
revenue. Although our strategic focus on indirect sales has already shifted our customer base away from our traditional direct sales markets, such
as xSPs, telecommunications and e-commerce sectors, an economic downturn in any industry targeted by our channel partners could
significantly adversely impact our sales.

Under our OEM Agreement, Sun is not required to make minimum purchases or purchase exclusively from us, and we cannot provide assurance
that our relationships with our channel partners, and Sun in particular, will not be terminated or will generate significant sales.

Our agreements with our channel partners, particularly Sun, are an important element of our strategy to focus on indirect sales channels. Prior to
1999, we derived a majority of our net revenue from our direct sales to customers. In the future we expect to derive a substantial majority of our
net revenue from our channel partners. In particular, we expect to receive the majority of our projected net revenue for the year ended

December 31, 2003 from sales of our products to Sun. We cannot provide assurance that we will achieve expected sales levels from Sun. There
are no minimum purchase commitments or guarantees in our agreement with Sun, and the agreement does not obligate Sun to purchase its
storage solutions exclusively from us. Further, none of our other agreements with channel partners provide for minimum purchase commitments,
and we cannot expect that future channel partner agreements will provide for minimum purchase commitments. If we do not achieve the sales
levels we expect to receive from Sun and other channel partners in the foreseeable future, our business and result of operations will be
significantly harmed.
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The loss of one or more suppliers could adversely affect our ability to manufacture and sell products.

We rely on third parties to supply key components of the products that we sell. Many of these components are available only from limited
sources in the quantities and quality we require. We purchase the majority of our disk drives from Seagate, and purchase the majority of our
RAID controllers from Infortrend. Approximately 18%, 11% and 14% of our total raw material purchases were from Seagate, and approximately
11%, 7% and 10% were from Infortrend for the years ended December 31, 2002, 2001 and 2000, respectively. We purchase a significant portion
of our raw materials pursuant to purchase orders, rather than long-term purchase agreements (except for controllers from Infortrend). As a result,
although we have not had any material difficulties with our suppliers to date, we cannot be assured of our ability to purchase from these
suppliers as needed in the future. We attempt to maintain minimum inventory levels. However, we have ordered and likely will continue to order
certain materials in advance of anticipated customer demand, which has resulted in past, and could result in future, excess inventory levels and
unanticipated inventory write-downs due to a failure of the orders to materialize.

From time to time there is a significant market demand for disk drives, tape drives, RAID controllers, and other components, and we may
experience component shortages, selective supply allocations and increased prices of such components. Even if alternative sources of supply for
critical components such as disk drives and controllers become available, incorporating substitute components could delay our ability to deliver
our products in a timely manner. For example, we estimate that replacing Infortrend s RAID controllers with those of another supplier would
involve several months of hardware and software modification, which could significantly harm our ability to meet our customers orders for our
products and therefore damage our customer relationships and result in a loss of sales.

In May 2002, we entered into an agreement with Solectron under which we will rely on Solectron to manufacture our new products including

our SANnet II family of systems. Approximately 32% of our total raw material purchases for the year ended December 31, 2002 consisted of
payments to Solectron for such services. If our agreement with Solectron terminates or if Solectron does not perform its obligations under our
agreement, it could take several months to establish alternative manufacturing for these products and we may not be able to fulfill our customers
orders for these products in a timely manner. Under our OEM agreement with Sun, Sun has the right to require that we use a third party to
manufacture our products. Such an external manufacturer must meet Sun s engineering, qualification and logistics requirements. If our agreement
with Solectron terminates, we may be unable to find another suitable external manufacturer.

In addition, we subcontract some of our other manufacturing, such as plastic molding, sheet metal bending, PCB fabrication and certain
assemblies, to qualified suppliers in the United States and Asia. We own the design and tools/molds associated with the manufacture of these
parts. The third parties that we rely on for these production activities include, but are not limited to, Pan Dimensional for PCBA assemblies and
Paris Precision for sheet metal assemblies. If we were required to have other third parties provide subassembly products and services work, it
could take several months to achieve the same levels of productivity and quality with new third party suppliers. These delays could significantly
harm our ability to meet our customers orders for our products and therefore could damage our customer relationships and result in a loss of
sales.

Our success depends significantly upon our ability to protect our intellectual property and to avoid infringing the intellectual property of third
parties, which could result in costly, time-consuming litigation or even the inability to offer certain products.

We rely primarily on copyrights, trademarks, trade secrets, nondisclosure agreements and common law to protect our intellectual property. For
example, we have registered trademarks for the SANnet, SANpath, SANscape, SANnet Axis, Dot Hill and the Dot Hill logo. We also have eight
U.S. patents and no patents pending as of March 31, 2003. We do not expect that our patents will provide us with any meaningful competitive
advantage relative to the other protections we rely on. Despite our efforts to protect our intellectual property, unauthorized parties may attempt
to copy aspects of our products or obtain and use information that we regard as proprietary. In addition, the laws of foreign countries may not
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adequately protect our intellectual property rights. Our efforts to protect our intellectual property from third party discovery and infringement
may be insufficient and third parties may independently develop technologies similar to ours, duplicate our products or design around our
patents.

From time to time third parties may assert exclusive patent, copyright or other intellectual property rights relating to technologies that are
important to us or the industry in which we operate. We have been contacted by a third party that has asserted that we may require a license
from that third party to manufacture or commercialize our products. We are evaluating those assertions and are in active discussions with that
party regarding the terms of a possible license. Any such license will likely require us to pay upfront and/or ongoing royalty payments, which
payments may be substantial. If we are unable to obtain licenses to protected technology used in our products, we could be prohibited from
marketing our products. We could also incur substantial costs resulting from legal proceedings in which we may become involved, or in
redesigning our products. If our products were found to infringe a third party s intellectual property rights, we could be required to pay damages
to that party and/or be prohibited from selling those
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products. We expect that providers of storage will increasingly be subject to infringement claims as the number of products and competitors
Srows.

Further, if any of such third parties lodged formal infringement claims against us, we cannot assure you that we would prevail in any litigation.
Moreover, we cannot assure you that additional third parties will not assert infringement claims against us in the future. If we were to become
party to any litigation to protect our intellectual property from infringement by a third party, or as a result of a claim that our products and
technologies infringe the intellectual property of a third party, we would likely incur substantial legal fees and expenses and our management s
attention would be distracted from the operations of our business. Further, any settlement or adverse judgment involving a determination that our
products or technology infringe the intellectual property of a third party could require us to pay substantial damages or royalties to a third party
which could impede our ability to price our products competitively and could adversely affect our gross margins. In such event we could also be
required to obtain a license from the third party to continue to sell our products or use our technologies. We may not be able to obtain a license
from a third party on commercially reasonable terms, or at all. If we or our suppliers were unable to license protected technology, we could be
prohibited from marketing products that incorporate the protected technology. We could also incur substantial costs to redesign our products in a
manner to avoid infringement of third party intellectual property rights.

We compete in an intensely competitive market for storage systems and our results of operations, pricing and business could be harmed as a
result.

The storage system market is intensely competitive. We compete with traditional suppliers of computer systems including, but not limited to,
Hewlett Packard Company, Sun, IBM Corporation and Dell Computer Corporation, which market storage systems as well as other computer
products and which have become more focused on storage during the past few years. We also compete against independent storage system
suppliers in both the high-end and mid-range open systems market including, but not limited to, EMC Corporation, Hitachi Data Systems,
Network Appliance, nStor, Ciprico, Procom, MTI Technology, Eurologic Systems, LSI Logic Storage Systems, Xyratex and Storage
Technologies, Inc.

Many of these competitors are significantly larger than us and have significantly greater name recognition and engineering, manufacturing and
marketing capabilities, as well as greater financial and personnel resources. As a result, competitors may be able to respond more quickly to new
or emerging technologies and changes in customer requirements, devote greater resources to the development, promotion and sale of products or
to deliver competitive products at a lower price than us.

We also expect that competition will increase as a result of industry consolidations and the formation of new companies with new, innovative
product offerings. Current and potential competitors have established or may establish cooperative relationships among themselves or with third
parties 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. Increased competition is likely to result in price
reductions, reduced operating margins and loss of market share, any of which could harm our business. In fact, competitive pricing pressures
have had, and may continue to have, an adverse impact on our net revenues and earnings.

We believe that the principal competitive factors affecting our markets include fault-tolerance, reliability, performance, ease of use, scalability,
manageability, price and customer service and support. There can be no assurance that we will be able to successfully incorporate these factors
into our products and to compete against current or future competitors or that competitive pressures we face will not harm our business. If we are
unable to develop and market products to compete with the products of competitors, our business will be materially and adversely affected. In
addition, if major channel partners who are also competitors cease purchasing our products in order to concentrate on sales of their own
products, our business will be harmed.
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We sell our products to channel partners, who may carry competing product lines, and may reduce or discontinue sales of our products, which
could harm our business. In addition, we cannot ensure that existing end-user customers will not purchase storage equipment from the
manufacturer that provides their network computing systems and, as a result, reduce or eliminate purchases from us.

Pricing pressures exist in the data storage market, and have had and may in the future continue to have an adverse effect on our revenue and
earnings. These pricing pressures are due, in part, to continuing decreases in component prices, such as disks and RAID controllers. These
decreases in component price are customarily passed-on to customers by storage companies through the continuing decrease in price of storage
hardware systems. Pricing pressures are also due, in part, to: the current difficult economic conditions, which have led many companies in our
industry to pursue a strategy of decreasing prices in order to win sales; the narrowing of functional differences among competitors, which forces
companies to compete on price, as opposed to features of products, and; the introduction of new technology, which leaves older technology
vulnerable to pricing pressures. From December
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2002 to March 2003, we reduced the SANnet II SCSI and SANnet II FC selling prices to customers who are not purchasing product pursuant to
contracts with fixed prices, by approximate figures of up to 14% and 15%, respectively. We expect decreases in the selling price of our products
to continue going forward, however, we cannot predict the level of such decreases at this time.

The open systems storage market is rapidly changing and we may be unable to keep pace or properly prepare for the effects of those changes.

The open systems data storage market in which we operate is characterized by rapid technological change, frequent new product introductions,
evolving industry standards and consolidation among our competitors, suppliers and customers. Customer preferences in this market are difficult
to predict and changes in those preferences and the introduction of new products by our competitors or us could render our existing products
obsolete. Our success will depend upon our ability to address the increasingly sophisticated needs of customers, to enhance existing products,
and to develop and introduce on a timely basis, new competitive products (including new software and hardware, and enhancements to existing
software and hardware) that keep pace with technological developments and emerging industry standards. If we cannot successfully identify,
manage, develop, manufacture or market product enhancements or new products, our business will be harmed. In addition, consolidation among
our competitors, suppliers and customers may harm our business by increasing the resources of our competitors, reducing the number of
suppliers available to us for our product components and increasing competition for customers by reducing customer-purchasing decisions.

A significant percentage of our expenses are fixed, which may harm our operating results if aspects of our business fluctuate from period to
period.

During the years ended December 31, 2002 and 2001, we reduced costs through workforce reductions and a consolidation of excess facilities.
We believe strict cost containment is essential to achieving positive cash flow from operations and profitability in future periods. We may
attempt to take further measures to reduce expenses if we continue to experience operating losses or do not achieve a stable net income. A
number of factors could preclude us from successfully bringing costs and expenses in line with our net revenue, such as the fact that our expense
levels are based in part on our expectations as to future sales, and that a significant percentage of our expenses are fixed, which limits our ability
to reduce expenses quickly in response to any shortfalls in net revenue. As a result, if net revenue does not meet our projections, operating
results may be disproportionately affected. We may experience shortfalls in net revenue for various reasons, including:

significant pricing pressures that occur because of declines in selling prices over the life of a
product or because of increased competition;

sudden shortages of raw materials or fabrication, test or assembly capacity constraints that lead our
suppliers to allocate available supplies or capacity to other customers, which, in turn, may harm our ability to meet our
sales obligations; and

the reduction, rescheduling or cancellation of customer orders.
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In addition, we typically plan our production and inventory levels based on internal forecasts of customer demand, which is highly unpredictable
and can fluctuate substantially. From time to time, in response to anticipated long lead times to obtain inventory and materials from our outside
suppliers, we may order materials in advance of anticipated customer demand. This advance ordering has and likely will continue to result in
excess inventory levels or unanticipated inventory write-downs due to expected orders that fail to materialize.

Our business and operating results will suffer if we encounter significant product defects.

Our products may contain undetected errors or failures when first introduced or as new versions are released. During 2003, we plan to introduce
a number of new products, particularly in our next-generation family of systems, SANnet II. We cannot ensure that, despite testing, errors will
not be found in products after shipments, resulting in a loss of or delay in market acceptance, which could harm our business. Our standard
warranty provides that if the system does not function to published specifications, we will repair or replace the defective component or system
without charge. Significant warranty costs, particularly those that exceed reserves, could adversely impact our business. In addition, defects in
our products could result in our customers claiming damages against us for property damage or consequential damage and could also result in
our loss of customers and goodwill. Any such claim, if successful, could distract management s attention from operating our business and result
in damage claims against us that may not be covered by our insurance.
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Our success depends on our ability to attract and retain key personnel.

Our performance depends in significant part on our ability to attract and retain talented senior management and other key personnel. Our key
personnel include: James Lambert, our President and Chief Executive Officer; Dana Kammersgard, our Chief Technical Officer; and Preston
Romm, our Chief Financial Officer. If any one of these individuals were to terminate his or her employment with us, we would be required to
locate and hire suitable replacements. Competition for attracting talented employees in the technology industry is intense. We may be unable to
identify suitable replacements for any employees that we lose. In addition, even if we are successful in locating suitable replacements, the time
and cost involved in recruiting, hiring, training and integrating new employees, particularly key employees responsible for significant portions of
our operations, could harm our business by delaying our production schedule, our research and development efforts, our ability to execute on our
business strategy and our client development and marketing efforts. Since many of our customer relationships are based on personal
relationships between the customer and our sales representatives, if these representatives were to terminate their employment with us, we may be
forced to expend substantial resources to attempt to maintain the customers that the sales representatives serviced. Ultimately, we may be
unsuccessful in retaining these customers, which would harm our sales.

We have recently made several reductions in our workforce. Although the reductions were designed to reduce our operating costs, the reductions
have increased the responsibility of our remaining employees. As a result, we face risks associated with transferring the duties of our former
employees to our remaining employees. In addition to the expense involved in retraining employees, there is a risk that our current work force
will be unable to effectively manage all of the duties of our former employees, which could adversely impact our research and development
efforts, our general accounting and operating activities, our sales efforts and our production capabilities.

Our international business activities subject us to risks, which could harm our business and operating results.

Our international sales represented approximately 25% of net revenue for the year ended December 31, 2002 and we currently have sales offices
in Japan, Singapore, the United Kingdom, Germany and the Netherlands. Our international operations are subject to a variety of risks associated
with conducting business internationally, including the following, any of which could harm our business:

longer payment cycles;

unexpected changes in regulatory requirements;

import and export restrictions and tariffs, and increases in tariffs, duties, price controls or other
restrictions on foreign currencies;

the burden of complying with a variety of foreign laws;
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potentially adverse tax consequences;

currency exchange rate fluctuations;

the imposition of trade barriers or price controls;

political and economic instability abroad;

difficulties in staffing and managing international operations;

seasonal reductions in business activity during the summer months in Europe and other times in
other parts of the world; and

problems in collecting accounts receivable.

A portion of our international business is presently conducted in currencies other than the U.S. dollar. Foreign currency transaction gains and
losses arising from normal business operations are credited to or charged against earnings in the period incurred. As a result, fluctuations in the
value of the exchange rates may adversely impact our operating results. We do not engage in any hedging transactions to cover our currency
exposure.
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Proprietary rights and intellectual property may be more difficult to protect outside of the United States. Also, we are continuing to gain
experience in marketing and distributing our products internationally. We cannot be certain that we will be able to successfully grow our
international presence in a timely manner, which could harm our business.

Our executive officers and directors and their affiliates own a significant percentage of our outstanding shares, which could prevent a change in
control of us and adversely affect our stock price.

As of March 31, 2003, our executive officers, directors and their affiliates beneficially owned approximately 17.2% of our outstanding shares of
common stock. These individual stockholders may be able to influence matters requiring approval by our stockholders, including the election of
a majority of our directors. The voting power of these stockholders under certain circumstances could have the effect of delaying or preventing a
change in control of us. This concentration of ownership may also make it more difficult or expensive for us to obtain financing. Further, any
substantial sale of shares by these individuals could depress the market price of our common stock and impair our ability to raise capital in the
future through the sale of our equity securities.

Our Certificate of Incorporation and Bylaws contain a number of provisions that could impede a takeover or change in control of us, including
but not limited to a classified board of directors, the elimination of our stockholders ability to take action by written consent and limitations on
the ability of our stockholders to remove a director from office without cause. Our board may issue additional shares of common stock or
establish one or more classes or series of preferred stock with such designations, relative voting rights, dividend rates, liquidation and other
rights, preferences and limitations as determined by our Board without stockholder approval. Each of these provisions gives our Board, acting
without stockholder approval, the ability to prevent, or render more difficult or costly, the completion of a takeover transaction that stockholders
might view as being in their best interests.

Our stock price is volatile, which may increase the likelihood that we will become involved in expensive, time-consuming litigation.

The market price of our common stock has been, and is expected to continue to be, volatile. Following periods of market volatility in the past,
many companies have been sued by stockholders alleging violations of U.S. securities laws, including us. Any future securities litigation against
us would be costly and time-consuming and could result in significant liability if resolved against us. Further, any such allegation would distract
our management from operating our business and may increase our insurance rates.

Item 3. Quantitative and Qualitative Disclosures About Market Risk

Interest Rate and Credit Risk

Our exposure to market rate risk for changes in interest rates relates to our investment portfolio. Our primary investment strategy is to preserve
the principal amounts invested, maximize investment yields, and to maintain liquidity to meet projected cash requirements. Accordingly, we
invest in instruments such as money market funds, certificates of deposit, U.S. Government/Agencies bonds, notes, bills and municipal bonds
that meet high credit quality standards, as specified in our investment policy guidelines. Our investment policy also limits the amount of credit
exposure to any one issue, issuer, and type of instrument. We do not currently use derivative financial instruments in our investment portfolio
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and we do not enter into market risk sensitive instruments for trading purposes. We do not expect to incur any material losses with respect to our
investment portfolio.
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The following table provides information about our investment portfolio at March 31, 2003 and December 31, 2002 (in thousands). For
investment securities, the table presents carrying value at March 31 and December 31, as applicable, and related weighted average interest rates
by expected maturity dates.

March 31, December 31,
2003 2002

Cash equivalents $ 5824 $ 10,084
Average interest rate 1.5% 3.3%
Short-term investments $ $
Average interest rate
Total portfolio $ 5824 $ 10,084
Average interest rate 1.5% 3.3%

We have a line of credit agreement, which incurs interest at a variable rate. We do not currently have any balances outstanding under this line.
However, if we were to borrow funds under this line of credit, we would be exposed to interest rate risk on this debt. Our lines of credit with a
Japanese bank are at fixed interest rates, therefore, we do not have any interest rate risk exposure on these debts.

Foreign Currency Exchange Rate Risk

A portion of our international business is presently conducted in currencies other than the U.S. dollar. Foreign currency transaction gains and
losses arising from normal business operations are credited to or charged against earnings in the period incurred. As a result, fluctuations in the
value of the currencies in which we conduct our business relative to the U.S. dollar will cause currency transaction gains and losses, which we
have experienced in the past and continue to experience. Due to the substantial volatility of currency exchange rates, among other factors, we
cannot predict the effect of exchange rate fluctuations upon future operating results. There can be no assurances that we will not experience
currency losses in the future. We have not previously undertaken hedging transactions to cover currency exposure and we do not intend to
engage in hedging activities in the future.

Item 4. Controls and Procedures

Evaluation of Disclosure Controls and Procedures

Our chief executive officer and chief financial officer, after evaluating the effectiveness of our disclosure controls and procedures (as defined in
Exchange Act Rule 13a-14) as of a date within 90 days of the filing date of this Periodic Report on Form 10-Q (the Evaluation Date ), have
concluded that as of such date, our disclosure controls and procedures are adequate and sufficient to ensure that information required to be
disclosed by us in the reports that we file under the Securities Exchange Act of 1934 is recorded, processed, summarized and reported within the
time period specified in the Commission s rules and forms.

Changes in Internal Controls
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There have been no significant changes in our internal controls since the Evaluation Date. We are not aware of any significant change in any
other factors that could significantly affect our internal controls subsequent to the Evaluation Date.
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Part II. Other Information

Item 1. Legal Proceedings

We are subject to various legal proceedings and claims, asserted or unasserted, which arise in the ordinary course of business. The outcome of
the claims against us cannot be predicted with certainty. We believe that such litigation and claims will not have a material adverse effect on our
financial condition or operating results.

Item 2. Changes in Securities and Use of Proceeds

In March of 2003, we completed a private placement of 4,750,000 shares of common stock to certain select institutional investors at a price of
$3.75 per share. The offering generated net proceeds of approximately $16.8 million for the Company. In connection with the private

placement, we granted a warrant to the placement agent to purchase 183,000 shares of our common stock for $4.50 per share. We intend to
use the proceeds from this transaction for general corporate purposes.

The sale and issuance of common stock in the transaction described in the preceding paragraph was deemed to be exempt from registration
under the Securities Act of 1933, as amended, by virtue of Regulation D promulgated under such Act. The recipients in each case represented
their intention to acquire the securities for investment only and not with a view to the distribution thereof.

Item 3. Defaults Upon Senior Securities

None.

Item 4. Submission of Matters to a Vote of Security Holders

None.

Item 5. Other Information

None.
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Item 6. Exhibits and Reports on Form 8-K

a.
Exhibit
Number
3.1
3.2
4.1
4.2
10.1
10.2

List of Exhibits

Description
Certificate of Incorporation of the Registrant (filed as Exhibit 4.1 to the Registrant s Current Report on Form 8-K filed with the
SEC on September 19, 2001 and incorporated herein by reference).

By-laws of the Registrant (filed as Exhibit 4.2 to the Registrant s Current Report on Form 8-K filed with the SEC on
September 19, 2001 and incorporated herein by reference).

Warrant to Purchase Shares of Common Stock dated February 14, 2003 (filed as Exhibit 4.7 to the Registrant s Annual Report on
Form 10-K/A for the year ended December 31, 2002 and incorporated herein by reference).

Common Stock Warrant dated March 14, 2003 (filed as Exhibit 4.8 to the Registrant s Annual Report on Form 10-K/A for the
year ended December 31, 2002 and incorporated herein by reference).

Securities Purchase Agreement, dated as of March 11, 2003, between the Registrant and each of the purchasers listed on the
signature pages thereto (filed as Exhibit 10.32 to the Registrant s Annual Report on Form 10-K/A for the year ended
December 31, 2002 and incorporated herein by reference).

Registration Rights Agreement, dated as of March 11, 2003, between the Registrant and each of the purchasers listed on the
signature pages thereto (filed as Exhibit 10.33 to the
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Registrant s Annual Report on Form 10-K/A for the year ended December 31, 2002 and incorporated herein by reference).

Registration Rights Agreement, dated as of March 4, 2003, between the Registrant and each of the individuals listed on the
signature pages thereto (filed as Exhibit 10.34 to the Registrant s Annual Report on Form 10-K/A for the year ended
December 31, 2002 and incorporated herein by reference).

Certification pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002.

Reports on Form 8-K

The registrant filed a report on Form 8-K, dated January 14, 2003, announcing the completion and terms of a private placement of
the Company s common stock closed in December 2002.

The registrant filed a report on Form 8-K, dated January 30, 2003, announcing the Company s fourth quarter 2002 earnings.

The registrant filed a report on Form 8-K, dated March 19, 2003, announcing the completion of a private placement of the
Company s common stock closed in March 2003.
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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.

Date: May 15, 2003 By /s/ James L. Lambert
James L. Lambert

Chief Executive Officer
(Principal Executive Officer)

Date: May 15, 2003 By /s/ Preston Romm
Preston Romm

Chief Financial Officer and Treasurer
(Principal Financial and Accounting Officer)
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CERTIFICATION

I, James L. Lambert, certify that:

1. I have reviewed this quarterly report on Form 10-Q of Dot Hill Systems Corp.;

2. Based on my knowledge, this quarterly report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the
period covered by this quarterly report;

3. Based on my knowledge, the financial statements, and other financial information included in this quarterly report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this
quarterly report;

4. The registrant s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in
Exchange Act Rules 13a-14 and 15d-14) for the registrant and we have:

a) designed such disclosure controls and procedures to ensure that material information relating to the registrant, including its consolidated
subsidiaries, is made known to us by others within those entities, particularly during the period in which this quarterly report is being prepared;

b) evaluated the effectiveness of the registrant s disclosure controls and procedures as of a date within 90 days prior to the filing date of this
quarterly report (the Evaluation Date ); and

c¢) presented in this quarterly report our conclusions about the effectiveness of the disclosure controls and procedures based on our evaluation as
of the Evaluation Date;

5. The registrant s other certifying officer and I have disclosed, based on our most recent evaluation, to the registrant s auditors and the audit
committee of registrant s board of directors:

a) all significant deficiencies in the design or operation of internal controls which could adversely affect the registrant s ability to record, process,
summarize and report financial data and have identified for the registrant s auditors any material weaknesses in internal controls; and
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b) any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant s internal
controls; and

6. The registrant s other certifying officer and I have indicated in this quarterly report whether or not there were significant changes in internal
controls or in other factors that could significantly affect internal controls subsequent to the date of our most recent evaluation, including any
corrective actions with regard to significant deficiencies and material weaknesses.

Date: May 15, 2003
/s/ James L. Lambert

James L. Lambert
Chief Executive Officer
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CERTIFICATION

I, Preston Romm, certify that:

1. I have reviewed this quarterly report on Form 10-Q of Dot Hill Systems Corp.;

2. Based on my knowledge, this quarterly report does not contain any untrue statement of a material fact or omit to state a material fact
necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the
period covered by this quarterly report;

3. Based on my knowledge, the financial statements, and other financial information included in this quarterly report, fairly present in all
material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this
quarterly report;

4. The registrant s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in
Exchange Act Rules 13a-14 and 15d-14) for the registrant and we have:

a) designed such disclosure controls and procedures to ensure that material information relating to the registrant, including its consolidated
subsidiaries, is made known to us by others within those entities, particularly during the period in which this quarterly report is being prepared;

b) evaluated the effectiveness of the registrant s disclosure controls and procedures as of a date within 90 days prior to the filing date of this
quarterly report (the Evaluation Date ); and

c¢) presented in this quarterly report our conclusions about the effectiveness of the disclosure controls and procedures based on our evaluation as
of the Evaluation Date;

5. The registrant s other certifying officer and I have disclosed, based on our most recent evaluation, to the registrant s auditors and the audit
committee of registrant s board of directors:

a) all significant deficiencies in the design or operation of internal controls which could adversely affect the registrant s ability to record, process,
summarize and report financial data and have identified for the registrant s auditors any material weaknesses in internal controls; and
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b) any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant s internal
controls; and

6. The registrant s other certifying officer and I have indicated in this quarterly report whether or not there were significant changes in internal
controls or in other factors that could significantly affect internal controls subsequent to the date of our most recent evaluation, including any
corrective actions with regard to significant deficiencies and material weaknesses.

Date: May 15, 2003
/s/ Preston Romm

Preston Romm
Chief Financial Officer
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