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(The Nasdaq Global Market)
Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. Yes © No x

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the Exchange
Act. Yes © No x

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject
to such filing requirements for the past 90 days. Yes x No ~

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not be
contained, to the best of registrant s knowledge, in definitive proxy or information statements incorporated by reference in Part III of this Form
10-K or any amendment to this Form 10-K. x

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer, or a smaller reporting
company. See the definitions of large accelerated filer, accelerated filer and smaller reporting company in Rule 12b-2 of the Exchange Act.
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Large accelerated filer ~ Accelerated filer x Non-accelerated filer ~ Smaller reporting company
(do not check if a smaller reporting company)
Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act). Yes © No x

As of June 30, 2008, the last business day of the registrant s most recently completed second fiscal quarter, there were 40,749,043 shares of the
registrant s common stock outstanding, and the aggregate market value of such shares held by non-affiliates of the registrant (based on the per
share closing sale price of $10.90 of such shares on the Nasdaq Global Market on June 30, 2008) was approximately $313.5 million. Shares of

the registrant s common stock held by each executive officer and director and by each entity that owns 5% or more of the registrant s outstanding
common stock have been excluded in that such persons may be deemed to be affiliates. This determination of affiliate status is not necessarily a
conclusive determination for other purposes.

As of February 28, 2009, 40,505,160 shares of the registrant s common stock, $.01 par value per share, were issued and outstanding.
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FORWARD-LOOKING INFORMATION

This report contains forward-looking statements within the meaning of the U.S. federal securities laws that involve risks and uncertainties.
Certain statements contained in this report are not purely historical including, without limitation, statements regarding our expectations, beliefs,
intentions or strategies regarding the future that are forward-looking. These statements include those discussed in Item 1, Business, including

General,  Markets,  Products and Services,  Product Development, ~ Marketing, Competition, and Government Regulation in
Item 1A, Risk Factors, in Item 2, Properties, in Item 7, Management s Discussion and Analysis of Financial Condition and Results of
Operations, including Critical Accounting Policies,  Results of Operations,  Off-Balance-Sheet Arrangements and Other Contractual
Obligations,  Liquidity and Capital Resources,  Related Party Transactions,  Recently Issued Accounting Standards, and elsewhere in
this report. In this report, the words anticipate,  believe,  expect, intend,  future, moving toward and similar expressions also
identify forward-looking statements. Our actual results could differ materially from those forward-looking statements contained in this report as
a result of a number of factors including, but not limited to, those set forth in the section entitled Risk Factors and elsewhere in this report.
All forward-looking statements and reasons why results may differ included in this report are made as of the date of this report, and we assume
no obligation to update any such forward-looking statement or reason why such results might differ.

PART I

ITEM1. BUSINESS
General

Echelon was incorporated in California in 1988 and reincorporated in Delaware in 1989. We are an ISO 9001 certified company that develops,
markets, and sells system and network infrastructure products that enable everyday devices such as air conditioners, appliances, electricity
meters, light switches, thermostats, and valves to be made smart and inter-connected. Working together, products and systems equipped with
our technology can monitor and save energy, lower costs, improve productivity and enhance service, quality, safety and convenience.

In the building, home, industrial, transportation, and other automation markets, we sell a suite of network infrastructure products to original
equipment manufacturers (OEMs). OEMs design in, or embed, our products into their products and systems in order to give their products local
intelligence and networking capability. We call the products that we sell to OEMs our LoxWorks® Infrastructure, or  LWI , product line. Our LWI
products include transceivers, control modules, routers, network interfaces, development tools, and software tools and toolkits. In December

2008, the protocols used in our LonWorks products and signaling used by our free topology and power line transceivers were approved as a

global control standard by the International Organization for Standardization (ISO) and the International Electrotechnical Commission (IEC).
Representative customers include BOC Edwards, EnerNOC, Fuji Electric, Fujitsu General, Groupe Schneider, Honeywell, Johnson Controls,

NTT Data, Samsung, Schindler Elevator, Siemens, and Trane. We believe that by using our LWI products, OEMs can reduce their development
time and expense and bring higher quality, more functional products to market than without our LWI products or than would be possible using
alternative development approaches. Most important, we believe the resulting products can also be energy aware and save energy, and are also
lower cost for end-users to install, maintain and operate.

For the electric utility industry we have developed an advanced metering infrastructure system that we call the Networked Energy Services
(NES) system. The NES system provides a two-way information and control path between the utility and its customer, which we believe enables
utilities to reduce operating costs; improve customer service; offer multiple tariff plans, including time-of-use metering and prepay metering;
promote energy efficiency; better utilize distribution assets; improve grid quality and reliability; control loads and reduce peak demand; and
respond more rapidly to changing customer and regulatory requirements. Our primary channel to market for the NES system is through
value-added resellers (VARs). Examples of NES VARSs and partners include ES Elektrosandberg AB, ES Mitteknik, EVB, Gorlitz, Limited
Liability Company Engineering Center ENERGOAUDITCONTROL, and Telvent. These VARs in turn add application software, project
management, and other value-added services to provide utilities with complete advanced metering systems offerings. Representative end-use
customers include Vattenfall and E.ON in Sweden, Nuon in the Netherlands, Limited Liability Company Engineering Center
ENERGOAUDITCONTROL in Russia, and Duke Energy in the United States.

For system integrators serving the street lighting, remote facility monitoring, and energy management markets, we have developed the i LON®
Internet server family of products, which provides a low-cost, robust Internet interface and local control capability for remote devices and
systems. We believe that the i. LON product family provides a compelling platform for applications that can monitor and substantially reduce
energy consumption, lower maintenance costs, and enhance safety and convenience. Representative resellers of . LON based, managed street
lighting solutions include EnerNOC, Streetlight Vision, Device Insight, and Intron. Representative end-use customers include the City of Oslo,
Norway and the City of Bremen, Germany.
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In quick-service restaurants, our LonWorks technology and i.LON Internet Server are used to monitor and control kitchen equipment and key
building systems (including HVAC and lighting) through a single network, in an effort to manage energy use and improve efficiency. For
example, the quick-serve giant McDonald s is encouraging its kitchen equipment manufacturers to incorporate our LonWorks technology into
new equipment as a way to lower operating costs and improve operations. The potential savings for quick-service restaurants is considerable
since the average restaurant, operating without an effective control system, spends thousands of dollars a year in energy costs.

We view our system infrastructure and network infrastructure product lines as complementary to each other, tied together by a common theme of
energy management. We believe that, while each offering has substantial value on its own, together they bring a more comprehensive and
valuable solution to the end user and that, over time, our success in system infrastructure applications helps drive success in the network
infrastructure applications and vice-versa. For example, we believe that utilities that adopt our NES system become better prospects for
i.LON-based street lighting systems and for in-home and in-building energy management applications based on our LWI products. We believe
the same synergy is present for utilities that first adopt an i.LON-based street lighting system. Likewise we believe that because our system
products are built on our LWI products, the availability of home and commercial devices based on our LWI products represents an opportunity
for utilities to extend the reach of energy management into homes and buildings.

Markets

We market our products and services primarily in North America, Europe, Japan, China and other selected Asia Pacific countries. Our principal
target markets include the following:

Electric Utilities

We believe the worldwide electric metering industry is transitioning from stand-alone meters or limited-function automatic metering reading
(AMR) systems to advanced metering infrastructure (AMI) or smart grid systems. These advanced systems offer two-way communication and
multiple services over a common infrastructure to utilities and their customers, and provide the ability to add new functionality over time to

future proof the system. While the timing and speed of the transition varies by geography, and even within a given geography by utility, we
believe that two principal factors will drive this change: opening of energy markets to retail competition, which motivates utilities to increase
service quality and flexibility while lowering their cost-to-serve; and growing concerns regarding energy availability and sustainability, which
drive regulators and utilities toward time-of-use pricing, demand response, load shifting, and other programs to reduce both energy consumption
and peak-load demand.

To capitalize on this opportunity, Echelon developed the NES system. With a strategy of selling the NES system through our VAR partners, we
launched the NES VAR channel and shipped the first release of our NES system products for use in trials in December 2003. We, or more often
our VARSs or other partners, have installations that are underway or completed in Australia, Austria, Denmark, Germany, the Netherlands,
Russia, Sweden, the United States, and other countries. To date, we have shipped over 1.6 million NES meters to customers around the world
and, through our partners, have trials or deployments at nearly 100 utilities worldwide. We believe that the NES system serves a worldwide
market opportunity arising from the need to save energy and reduce carbon emissions. In addition to announced installations, Echelon, and more
often our VARSs, are participating in many trial and pilot projects.

In June 2000, we began working with the Italian utility Enel to incorporate our technology into Enel s Contatore Elettronico project. Under this
project, Enel replaced its existing stand-alone electricity meters with advanced, networked electricity meters at about 27 million of its customers
locations in Italy. We completed our scheduled deliveries under this project in 2005. In October 2006, we entered into a new development and
supply agreement and a software enhancement agreement with Enel. Under the development and supply agreement, Enel and its contract
manufacturers purchase additional electronic components and finished goods from us. Under the software enhancement agreement, we provide
software enhancements to Enel for use in the Contatore Elettronico system. The development and supply agreement expires in December 2011,
and the software enhancement agreement expires in December 2009, although delivery of products and services can extend beyond those dates
and the agreements may be extended under certain circumstances. Sales to Enel and its meter manufacturers accounted for 9.1% of our total
revenues in 2008, 10.3% in 2007, and 12.4% in 2006.

Building Automation

Our LWI product line is used by companies worldwide in most areas of the building automation industry, including access control; automatic
doors; elevators; energy management; fire/life/safety; heating, ventilation, and air conditioning (HVAC); lighting; metering; security; and
automated window blinds. We believe that our products are widely accepted because they lower installed system cost, reduce ongoing life-cycle
costs, and increase functionality. We also believe that an increased global interest in reducing energy consumption both to reduce cost and
minimize impact to the environment has become a driving force behind the adoption of our LWI and i. LON Internet server products. For
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example, using a LonWorks building management system to integrate and optimize HVAC, lighting, security, and other subsystems, the Crown
Estate headquarters building in London was able to achieve
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37% less carbon dioxide emissions than that of a comparable building and was awarded the highest rating possible by BREEAM, a U.K.
assessment method that rates the environmental performance of new and existing buildings. Our OEM customers in the building automation
market include Groupe Schneider, Honeywell, Johnson Controls, Philips Lighting, Schindler Elevator, Siemens, and Yamatake. Sales to
Honeywell, both direct and through distribution, accounted for approximately 4.5% of our total revenues in 2008, 4.3% in 2007, and 11.0% in
2006.

Industrial Automation

Our LWI products are used in a wide range of industrial automation applications, including semiconductor fabrication plants, gas compressor
stations, gasoline tank farms, oil pumping stations, water pumping stations, textile dyeing machinery, pulp and paper processing equipment,
automated conveyor systems, and many other industrial environments. In such industrial installations, among other advantages, our control
networks can replace complex wiring harnesses, reduce installation costs, eliminate expensive programmable logic controllers and distribute
control among sensors, actuators and other devices, thereby reducing system costs, improving control and eliminating the problem of a single
point of failure. For example, BOC Edwards, a leading supplier of vacuum pumping systems to the semiconductor industry, uses our
products within certain vacuum pump products to replace complex wiring used to connect various motors, sensors, actuators, and displays. In
addition to BOC Edwards, our OEM customers in the industrial automation market include Fuji Electric, Hitachi, and Yokagawa.

Demand Response

Echelon s products, including the i.LON Internet Server and i.LON SmartServer, are being used by several energy management companies,
including EnerNOC, Inc., to implement automated demand response solutions that help business customers manage energy use and control
energy costs during peak electricity periods.

Street Lighting

We believe that the street lighting market represents a large market opportunity for our LWI and i.LON Internet server products. Through the
combination of our power line smart transceiver product built into ballasts to provide local intelligence, control, and reliable networking, and our
i.LON Internet server, which provides local control and remote Internet connectivity, LoxWorks based street lighting systems can reduce energy
consumption and cut maintenance costs through remote diagnostics and predictive failure reporting while enhancing safety and lighting quality.
For example, the City of Oslo, Norway is in the process of replacing ballasts in 55,000 streetlights with electronic ballasts that communicate
over existing power lines using Echelon s power line technology. Preliminary results have demonstrated energy reduction of over 50% and
increased operating efficiencies on the order of 30%. Our OEM customers and reseller partners in the street lighting market include Device
Insight, Luminext, Kongsberg Analogic, Philips Lighting Control, SELC, and Streetlight Vision.

Home Control

While the market for home automation and control is still developing, we believe that product innovations we have made to simplify the
installation of such devices, coupled with a growing consumer demand for green products that can help devices manage and reduce and control
their energy costs, has created a new opportunity in the market for networked home control products.

Transportation

Our products are used in important transportation applications, including railcars, light rail, buses, motor coaches, fire trucks, naval vessels, and
aircraft. Our control networks can be used in these transportation systems to improve efficiency, reduce maintenance costs, and increase safety
and comfort. LonWorks technology is one of the standards required by the New York City Transit Authority when evaluating replacement
alternatives for its subway cars. Key OEMs in the transportation market include Bombardier, Kawasaki, New York Air Brake, and Siemens.

Products & Services

We offer a wide-ranging set of products and services. These products help our customers maximize development efficiency, minimize product
cost, and maximize the opportunity to integrate across product lines and industry segments. Our products are built on a common technology base
with sharing between products wherever possible.

Our LWI network infrastructure products include transceivers, control modules, routers, network interfaces, development tools, and software

tools and toolkits. Transceivers and control modules are products that our OEM customers use to embed networking and intelligence into their
products. Sales of transceivers and control modules generated approximately 25.4% of our revenues during both 2008 and 2007, and 53.5% of
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our revenues during 2006. In this product area, we offer an embedded control networking platform, called Pyxos , which is designed to be built
into the sensors and actuators embedded inside a machine. Routers are used to control and partition network traffic, increasing the total
throughput and speed of the system or to provide transparent support for multiple
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media, which makes it possible to signal between different types of media, such as twisted pair, power line, radio frequency, and optical fiber.
Network interfaces are products that can be used to connect computers and controllers to a LonWorks network. Our Mini EVK and

NodeBuilder® development tools are designed to make it easy for OEMs to design our transceivers and control modules into their products and
systems. Our software tools and toolkits include our LNS® network operating system, which provides a client-server platform for installing,
maintaining, monitoring, and interfacing with LonWorks networks, and the LNS based LonMaker® Integration Tool, which is built on the
Microsoft Visio technical drawing package to give users a graphical, drag and drop environment for designing their network s control system. In
March 2009, we announced a new set of products that we collectively call LonWorks 2.0. These products include the Neuron® 5000 processor,

the FT 5000 Smart Transceiver, LNS® FX network operating system, LonMaker® FX installation tool, the NodeBuilder® FX Development Tool
and the Mini FX Evaluation Kit. The new and updated products offer a number of benefits to OEMs including increased performance, reduced

cost, and simplified installation.

Our system infrastructure products include the i. LON family of Internet servers and the NES system. Our i.LON products provide cost-effective,
secure LAN, WAN, and Internet connectivity to everyday devices in control networks. The i.LON 100 Internet server also includes a number of
capabilities specifically designed to simplify the implementation and increase the functionality of LonWorks-based street lighting and remote
facility monitoring and energy management applications.

Our NES system is designed to provide the core networking infrastructure necessary to build and deploy an advanced metering system. It
includes a family of digital electricity meters, a family of data concentrators, and the NES system software. NES electricity meters are designed
to meet the needs of residential and light commercial users. Since electricity meters are measurement devices used to bill consumers, some
countries require that meters be certified (or homologated ) by a recognized authority to verify their accuracy. As of December 31, 2008, NES
meters had been homologated in 17 countries and also had been homologated under the EU Measurement Instrumentation Directive (MID). As
new versions of our meters are introduced, they generally must be re-homologated in a given country before they can be installed and used there.
The mechanical form-factor and characteristics also vary by country. Our initial set of NES meters conformed to the IEC standards used
throughout most of Europe and parts of Asia. In 2006, we added additional products that meet the BS standards used in the UK and many former
British Colonies, the AS standards used in Australia, and meters that conform to the ANSI form-factor used throughout the United States and
Canada. NES data concentrators are designed to reduce system cost by enabling all of the electricity on a given low voltage transformer to share
a single wide area connection. Data concentrators are offered in different configurations based upon the number of meters that they are designed
to manage. Data concentrators connect to the wide area network using an industry standard modem interface. They communicate using Internet
standard TCP/IP, allowing our resellers and their utility customers to select a wide variety of available connectivity options including GPRS
(general packet radio service), GSM (Global System for Mobile communications), PSTN (public switched telephone networks), BPL
(broadband over power line), WiFi, WiMax, Fiber Optic, Ethernet and others. The NES system software is enterprise software designed to allow
our customers to quickly integrate the NES system into a utility s business processes and systems. Through the NES system software, the NES
system, in effect, looks like a collection of web services and events, allowing a wide range of industry standard tools and operating environments
to be used. The NES system software is designed to scale from low cost, single server implementations for small pilots, to large scale systems
distributed physically and geographically across multiple servers to support millions of meters with high reliability, availability, and scalability
requirements.

We also offer a variety of technical training courses covering our products and technology. These courses are designed to provide hands-on,
in-depth and practical experience that can be used immediately by our customers to build products and systems based on our products. In some
instances these classes are licensed to third-parties in foreign markets who present them in the local language. Additionally, we offer a variety of
computer-based training courses that can be taken over the Internet. We also offer telephone, e-mail, and on-site technical support to our
customers on a term contract or per-incident basis. The goal of these support services is to resolve customers technical problems on a timely
basis, ensure that our products will be used properly, and shorten the time required for our customers to develop products that use our
technology.

Product Development

Our future success depends in large part on our ability to enhance existing products, reduce product cost, and develop new products that
maintain technological competitiveness. We have made and intend to continue to make substantial investments in product development. We
obtain extensive product development input from customers and by monitoring end-user needs and changes in the marketplace. We continue to
make significant engineering investments in developing and enhancing our products and broadening the markets they serve.

Our total expenses for product development were $37.8 million for 2008, $32.6 million for 2007, and $28.2 million for 2006. Included in these
totals were stock-based compensation expenses of $6.0 million, $2.8 million, and $2.1 million, for the years ended December 31, 2008, 2007,
and 2006, respectively. We anticipate that we will continue to commit substantial resources to product development in the future and, as a result,
product development expenses may continue to increase over historical levels. To date, we have not capitalized any software development costs
from our development efforts.
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Marketing

Our marketing efforts focus on creating awareness of our brand, the products and solutions that we offer, and the capabilities and benefits that
they bring. We conduct an integrated marketing program comprised of press releases, brochures, published papers, case studies, participation in
industry trade shows, speaking at industry conferences, webinars, advertising, direct mail, newsletters, our global website, and the LovWoRLD®
industry exhibition and conference. We have also formed and actively participate in two associations directly focused on the adoption of our
products, LoNMark® International and the Energy Services Network Association (ESNA), and participate in other relevant industry
organizations.

Sales and Distribution

In most regions of the world we market and sell our products and services using our direct sales organization, distributors, value-added resellers,

and integration partners. We rely solely on distributors in certain markets in the Asia Pacific and Latin America regions. During the three years
ended December 31, 2008, we had six customers that accounted for a majority of our revenues: EBV Electronik GmbH ( EBV ), our primary
distributor of our LonWorks® Infrastructure products in Europe, Enel S.p.A. ( Enel ), an Italian utility company (including Enel s third party meter
manufacturers), Duke Energy Corporation ( Duke ), a U.S. utility company that purchases NES products directly from us, and Telvent Energia y
Medioambiente SA ( Telvent ), Limited Liability Company Engineering Center ENERGOAUDITCONTROL ( EAC ), and ES Elektrosandberg
AB (' ES ), European based value added resellers of our NES products. For the years ended December 31, 2008, 2007, and 2006, the percentages

of our revenues attributable to sales made to these customers were as follows:

Year Ended December 31,
2008 2007 2006
EBV 15.3% 12.8% 27.1%
ES 14.9% 11.4% 0.1%
Duke 10.3% % %
Enel 9.1% 10.3% 12.4%
Telvent 8.9% 28.3% %
EAC 8.3% 7.2% %
Total 66.8% 70.0% 39.6%

We support our worldwide sales personnel with application engineers and technical and industry experts working in our headquarters. Outside
the United States, direct sales, applications engineering, and customer support are conducted through our offices in China, France, Germany,
Hong Kong, Italy, Japan, the Netherlands, South Korea, and the United Kingdom. Each of these offices is staffed primarily with local
employees.

Our international sales include both export sales and sales by international subsidiaries and accounted for 75.0% of our total revenues for 2008,
86.6% of our total revenues for 2007, and 65.5% of our total revenues for 2006.

Manufacturing

Our manufacturing strategy is to outsource production to third parties where it reduces our costs and to limit our internal manufacturing to such
tasks as quality inspection, system integration, custom configuration, testing, and order fulfillment. We maintain manufacturing agreements with
Cypress and Toshiba related to the Neuron® Chip. Toshiba has informed Echelon that it does not intend to renew its Neuron Chip agreement

with Echelon when it expires in January 2010. However, Toshiba and Echelon have agreed that Toshiba will continue to accept orders for

Neuron Chips from its customers through September 2011 for deliveries through December 2012. In the meantime, Echelon is working closely
with Toshiba to provide a smooth migration path for Toshiba s customers using Echelon s new Neuron 5000 processor, which Echelon intends to
purchase from Open-Silicon. We also maintain manufacturing agreements with STMicroelectronics for production of our power line transceiver,
with Cypress for production of our free topology transceiver, and with Cypress, On Semiconductor, and AMI Semiconductor for the production

of certain other components we sell.

For most of our products requiring assembly, we use contract electronic manufacturers including Jabil, Flextronics, and TYCO. These contract
electronic manufacturers procure material and assemble, test, and inspect the final products to our specifications.

Table of Contents 12



Table of Contents

Edgar Filing: ECHELON CORP - Form 10-K

13



Edgar Filing: ECHELON CORP - Form 10-K

Table of Conten
Working Capital

As of December 31, 2008, we had working capital, defined as current assets less current liabilities, of $108.8 million, which was a decrease of
approximately $17.9 million compared to working capital of $126.7 million as of December 31, 2007.

As of December 31, 2008, we had cash, cash equivalents, and short-term investments of $87.3 million, which was a decrease of approximately
$19.9 million compared to a balance of $107.2 million as of December 31, 2007. Cash used in operating activities in 2008 of $3.5 million was
primarily the result of our net loss of $25.8 million and a net increase in our operating assets and liabilities of $242,000, all of which was
partially offset by non-cash charges for stock-based compensation expenses of $14.5 million, depreciation and amortization expenses of

$7.4 million, and a decrease in accrued investment income of $721,000.

Competition

Competition in our markets is intense and involves rapidly changing technologies, evolving industry standards, frequent new product
introductions, and changes in customer requirements. To maintain and improve our competitive position, we must keep pace with the evolving
needs of our customers and continue to develop and introduce new products, features and services in a timely and efficient manner. The
principal competitive factors that affect the markets for our products include:

our ability to anticipate changes in customer requirements and to develop new or improved products that meet these requirements in
a timely manner;

the price and features of our products such as adaptability, scalability, functionality, ease of use, and the ability to integrate with
other products;

our product reputation, quality, performance, and conformance with established industry standards;

our customer service and support;

warranties, indemnities, and other contractual terms; and

customer relationships and market awareness.
In each of our markets, our competitors include both small companies as well as some of the largest companies in the electronics industry
operating either alone or together with trade associations and partners. Our key competitors include companies such as Siemens in the building
industry; Allen-Bradley (a subsidiary of Rockwell Automation), Groupe Schneider and Siemens in the industrial automation industry; Aclara,
Elster, Enel, GE, IBM, Iskraemeco, Itron/Actaris, the Landis+Gyr group of companies, Siemens, and Silver Springs Networks in the utility
industry; Siemens in the transportation industry; and Ember and Texas Instruments in the home control market. Key industry standard and trade
group competitors include BACnet, Konnex, and DALI in the buildings industry; DeviceNet, HART, and Profibus in the industrial control
market; DLMS in the utility industry; Zigbee and the ZWave alliance in the home control market; and the Train Control Network (TCN) in the
rail transportation market. Each of these standards and/or alliances is backed by one or more competitors. For example, the Zigbee alliance
includes over 300 member companies with promoter members such as Eaton, Ember, Freescale, Huawei Technologies, Itron, Landis+Gyr,
Philips, Reliant Energy, Samsung, Schneider Electric, Siemens, STMicroelectronics, Tendril, and Texas Instruments.

Additionally, while our product implementations are proprietary to Echelon and are often protected by unique, patented implementations,
LonWorks technology is open, meaning that many of our basic control networking patents are broadly licensed without royalties or license fees.
For instance, all of the network management commands required to develop software that competes with our LNS software are published. As a
result, our customers are capable of developing hardware and software solutions that compete with many of our products.
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Government Regulation

Many of our products and the industries in which they are used are subject to U.S. and foreign regulation as well as local, industry-specific codes
and requirements. While we believe that changes in environmental regulations can benefit our sales due to the demonstrated ability of our
products to reduce and better manage energy consumption, government regulatory action could also greatly reduce the market for our products
or cause us to undertake significant development efforts to make our products compliant, as was the case with the Restriction of Hazardous
Substances (RoHS) regulations that went into effect in Europe in 2006. Some of our competitors have also attempted to use regulatory actions to
reduce the market opportunity for our products or to increase the market opportunity for their products. We have resisted these efforts and will
continue to oppose competitors efforts to use regulation to impede competition in the markets for our products.
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Proprietary Rights

We own numerous patents, trademarks, and logos. As of February 28, 2009, we had received 100 United States patents, and had 7 patent
applications pending. Some of these patents have also been granted in selected foreign countries. Many of the specific patents that are
fundamental to LonWorks technology have been licensed to our customers with no license fee or royalties. At present, the principal value of the
remaining patents relates to our specific implementation of our products and designs.

We hold several trademarks in the United States, many of which are registered, including Echelon, LonBuilder®, LonMark, LonTalk®,
LonWorks, Neuron, LON, LonPoint®, LonUsers®, LonMaker, 3120®, 3150®, LNS, LonManager®, Digital Home, and NodeBuilder. We have
also registered some of our trademarks and logos in foreign countries.

Employees

As of February 28, 2009, we had 325 employees worldwide, of which 152 were in product development, 70 were in sales and marketing, 53
were in general and administrative, 37 were in operations, and 13 were in customer support and training. About 214 employees are located at our
headquarters in California and 45 employees are located in other offices throughout the United States. Our remaining employees are located in
eleven countries worldwide, with the largest concentrations in Germany, Hong Kong, the Netherlands, the United Kingdom, and Japan. None of
our employees is represented by a labor union. We have not experienced any work stoppages and we believe relations with our employees are
good.

Where to Find More Information

We make our public filings with the Securities and Exchange Commission, or SEC, including our Annual Report on Form 10-K, Quarterly

Reports on Form 10-Q, Current Reports on Form 8-K, and all exhibits and amendments to these reports, available free of charge at our website,
www.echelon.com, as soon as reasonably practicable after we file such material with the SEC. These materials are located in the Investor

Relations portion of our Web site under the link SEC Filings. The inclusion of our Web site address in this report does not include or incorporate
by reference into this report any information on our Web site. Copies of our public filings may also be obtained from the SEC Web site at

WWW.SEC.ZOV.

Executive Officers of the Registrant

M. Kenneth Oshman, age 68, has been our Chairman and Chief Executive Officer since December 1988. He also served as our President from
1988 to 2001. Prior to joining Echelon, Mr. Oshman, with three associates, founded ROLM Corporation, a telecommunications equipment
company, in 1969. He was Chief Executive Officer, President, and a director of ROLM from its founding until its merger with IBM in 1984.
Following the merger, he became a Vice President of IBM and a member of the Corporate Management Board. He remained in that position
until 1986. Prior to founding ROLM, Mr. Oshman was a member of the technical staff at Sylvania Electric Products from 1963 to 1969. In
addition to his responsibilities at our company, Mr. Oshman serves as a director of Sun Microsystems. Mr. Oshman earned B.A. and B.S.E.E.
degrees from Rice University and M.S. and Ph.D. degrees in Electrical Engineering from Stanford University.

Oliver R. Stanfield, age 59, has been our Executive Vice President & Chief Financial Officer since September 2001. He served as our Vice
President and Chief Financial Officer from March 1989 to August 2001. Mr. Stanfield joined our company from ROLM, where he served in
several positions since 1980, including: Director of Pricing; Vice President, Plans and Controls; Vice President, Business Planning; Vice
President, Financial Planning and Analysis; Treasurer; and Controller, Mil Spec Division. Prior to joining ROLM, Mr. Stanfield worked for
ITEL Corporation, Computer Automation and Rockwell International. Mr. Stanfield began his business career with Ford Motor Company in
1969 in various accounting positions while completing a B.S. degree in Business Administration and an M.B.A. degree from the University of
Southern California.

Anders B. Axelsson, age 49, has been our Senior Vice President of Sales & Marketing since June 2003. Prior to joining our company, he was
Chief Executive Officer of PowerFile, Inc. From 1999 to 2001, he was President/General Manager of Snap Appliances, Inc. Between 1992 and
1999, he worked for Measurex, which was later acquired by Honeywell, and served in several positions, including Vice President of Engineering
and Marketing and President/Managing Director for Europe. Mr. Axelsson started his career with ABB in 1981 where he worked for 11 years in
various sales, marketing, and engineering management positions. He holds a B.S. in Electrical Engineering from ED Technical Institute in
Jonkpoing, Sweden and is a graduate of the Executive Program at the University of Michigan.

Kathleen Bloch, age 52, has been our Senior Vice President and General Counsel since February 2003. Prior to joining our company, Ms. Bloch
was a partner in the law firm of Wilson Sonsini Goodrich & Rosati, P.C., where she practiced from 1996 to 2003. Prior to joining Wilson
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Sonsini Goodrich & Rosati, she was a partner with the San Francisco and Los Angeles offices of Sheppard Mullin Richter & Hampton.
Ms. Bloch received a B.S. degree in Business Administration from the University of Southern California and her law degree from Stanford Law
School.

Table of Contents 17



Edgar Filing: ECHELON CORP - Form 10-K

Table of Conten

Frederik Bruggink, age 53, has been our Senior Vice President and General Manager of our Service Provider Group since July 2002. He served
as our Senior Vice President of Sales and Marketing from September 2001 to June 2002, and as our Vice President, Europe, Middle East and
Africa, from April 1996 to August 2001. Mr. Bruggink joined our company in 1996 from Banyan Systems, where he was Vice President,
Europe. From 1985 to 1993, Mr. Bruggink held several positions at Stratus Computer, including General Manager for Holland, Benelux, and
Northern Europe. His last position at Stratus was Vice President, Northern Europe. Prior to joining Stratus, he held sales positions at Burroughs
Computers. Mr. Bruggink attended the University of Leiden.

Russell Harris, age 47, joined us in September 2001 as our Senior Vice President of Operations. Prior to joining our company, he served as the
Vice President of Operations for NetDynamics from 1996 until its acquisition by Sun Microsystems in 1998. From 1998 to 1999, Mr. Harris
served in a management transition role for Sun Microsystems. From 1991 to 1996, Mr. Harris was the Director of Operations at Silicon
Graphics, Inc. From 1985 through 1991, he held various positions at Convergent Technologies and Unisys Corporation. His last position at
Unisys was as Director of IT for Worldwide Operations. Mr. Harris earned B.S. and M.S. degrees in Industrial Engineering from Stanford
University.

Robert Machlin, age 51, has been our Senior Vice President of Products since August 2008. Prior to joining our company, he served as President
and CEO of SkyPilot Networks, AirFlow Networks and Catena Networks (now part of Ciena). He also held executive positions at Ascend
Communications (now Alcatel-Lucent), Cascade Communications (now Alcatel-Lucent), Motorola, and Honeywell Information Systems.

Mr. Machlin holds a B.S. degree in mechanical engineering from Tufts University and an M.B.A from Harvard Business School.

ITEM 1A. RISK FACTORS

Interested persons should carefully consider the risks described below in evaluating our company. Additional risks and uncertainties not
presently known to us, or that we currently consider immaterial, may also impair our business operations. If any of the following risks actually
occur, our business, financial condition or results of operations could be materially adversely affected. In that case, the trading price of our
common stock would likely decline.

Adverse changes in general economic or political conditions in any of the major countries in which we do business could adversely affect
our operating results.

Our business can be affected by a number of factors that are beyond our control, such as general geopolitical, economic, and business conditions.
Recent turmoil in the worldwide financial markets, and the present economic slowdown and the uncertainty over its breadth, depth and duration
will continue to put pressure on the global economy and have a negative effect on our business. Further, the recent worldwide financial and
credit crisis has reduced the availability of liquidity and credit to fund the continuation and expansion of business operations worldwide. The
shortage of liquidity and credit combined with recent substantial losses in worldwide equity markets may lead to an extended economic
recession in the United States or worldwide.

While we currently do not depend on access to the credit markets to finance our operations, there can be no assurance that the deterioration in
financial markets will not impair our ability to obtain financing in the future, including, but not limited to, our ability to draw on funds under our
existing credit facilities or our ability to incur indebtedness if that became necessary. In addition, there could be a number of follow-on effects
from the credit crisis on our business, including insolvency of certain of our key customers, which could impair our distribution channels, and
result in the inability of our customers to obtain credit to finance purchases of our products. Also, the recently enacted U.S. economic stimulus
legistlation may also cause potential customers to delay their deployments until they can determine whether the economic incentives may
become available to them under the legislation.

This uncertainty about future economic and political conditions makes it difficult for us to forecast operating results and to make decisions about
future investments. If economic activity in the United States and other countries economies remains weak, many customers may delay, reduce,
or even eliminate their purchases of networking technology products. This could result in reductions in sales of our products, longer sales cycles,
slower adoption of new technologies, increased price competition, and increased exposure to excess and obsolete inventory. For example,
distributors could decide to reduce inventories of our products. Also, the inability to obtain credit could cause a utility to postpone its decision to
move forward with a large scale deployment of our NES system. If conditions in the global economy, U.S. economy or other key vertical or
geographic markets we serve remain uncertain or weaken further, we would experience material negative impacts on our business, financial
condition, results of operations, cash flow, capital resources, and liquidity.
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Our NES revenues may not be predictable.

We and our partners sell our NES system to utilities. For several reasons, sales cycles with utility companies are generally extended and
unpredictable. Utilities generally have complex budgeting, purchasing, and regulatory processes that govern their capital spending. In addition,
in many instances, a utility may require one or more field trials of an automated meter infrastructure (AMI) system (such as one based on our
NES system) before moving to a volume deployment. There is also generally an extended development and integration effort required in order to
incorporate a new technology into a utility s existing infrastructure. A number of other factors may also need to be addressed before the utility
decides to engage in a full-scale deployment of our NES system, including:

regulatory factors that may affect the requirements of the AMI system or the timing of its deployment;

the time it takes for utilities to evaluate multiple competing bids, negotiate terms, and award contracts for large scale metering
system deployments;

the deployment schedule for projects undertaken by our utility or systems integrator customers; and

delays in installing, operating, and evaluating the results of an AMI field trial that is based on our NES system.
In addition, shipment of NES products to a particular jurisdiction or customer is generally dependent on either obtaining regulatory approval for
the NES meter or other products from a third party for the relevant jurisdiction, or satisfying the customer s internal testing requirements, or
both. This certification approval process is often referred to as homologation. Further, shipment of NES products into some jurisdictions requires
our contract manufacturers to pass certain tests and meet various standards related to the production of our NES meters. Failure to receive any
such approval on a timely basis or at all, or failure to maintain any such approval, would have a material adverse impact on our ability to ship
our NES system products, and would therefore have an adverse affect on our results of operations and our financial condition.

Once a utility decides to move forward with a large-scale deployment of an AMI project that is based on our NES system, the timing of and our
ability to recognize revenue on our NES system product shipments will depend on several factors. These factors, some of which may not be
under our control, include shipment schedules that may be delayed or subject to modification, other contractual provisions, such as customer
acceptance of all or any part of the AMI system, and our ability to manufacture and deliver quality products according to expected schedules. In
addition, the complex revenue recognition rules relating to products such as our NES system may also require us to defer some or all of the
revenue associated with NES product shipments until certain conditions, such as the acceptance of software deliverables, are met in a future
period. As a consequence, our ability to predict the amount of NES revenues that we may expect to recognize in any given fiscal quarter is likely
to be limited. As NES revenues account for an increasing percentage of our overall revenues, we and our investors may have increasing
difficulty in projecting our financial results.

Sales of our NES system may fail to meet our financial targets.

We have invested and intend to continue to invest significant resources in the development and sales of our NES system. Our long-term financial
goals include expectations for a reasonable return on these investments. However, to date the revenues generated from sales of our NES system
products have not yielded gross margins in line with our long term goals for this product line, while our NES related operating expenses have
increased significantly.

In order to achieve our financial targets, we must meet the following objectives:

Increase market acceptance of our NES system products in order to increase revenues;
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Increase gross margin from our NES revenues by continuing to reduce the cost of manufacturing our NES system products, while at
the same time managing manufacturing cost pressures associated with commodity prices and foreign exchange fluctuations;

Manage the manufacturing transition to reduced-cost NES products; and

Manage our operating expenses to a reasonable percentage of revenues.
We cannot assure you that we will meet any or all of these objectives to the extent necessary to achieve our financial goals.
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We are exposed to credit risk and payment delinquencies on our accounts receivable, and this risk has been heightened during the
current decline in economic conditions.

Almost none of our outstanding accounts receivables are covered by collateral or credit insurance. In addition, our standard terms and conditions
permit payment within a specified number of days following shipment of product, or in some cases, after the customer s acceptance of our
products. While we have procedures to monitor and limit exposure to credit risk on our receivables, there can be no assurance such procedures
will effectively limit our credit risk and avoid losses. As economic conditions change and worsen, certain of our customers may face liquidity
concerns and may be unable to timely satisfy their payment obligations to us, which could have a material adverse effect on our financial
condition and results of operations.

We depend on a limited number of key suppliers.

Our future success will depend significantly on our ability to timely manufacture our products cost-effectively, in sufficient volumes, and in
accordance with quality standards. For most of our products requiring assembly, we rely on a limited number of contract electronic
manufacturers (CEMs), principally Jabil and TYCO. These CEMs procure material and assemble, test, and inspect the final products to our
specifications. This strategy involves certain risks, including reduced control over quality, costs, delivery schedules, availability of materials,
components, finished products, and manufacturing yields. In addition, CEMs can experience turnover and instability, exposing us to additional
risks as well as missed commitments to our customers.

We also maintain manufacturing agreements with a limited number of semiconductor manufacturers for the production of key products,
including those used in our NES system. The Neuron Chip, which is an important component that we and our customers use in control network
devices, is currently manufactured and distributed by two providers, Toshiba and Cypress Semiconductor. Toshiba has informed Echelon that it
does not intend to renew its Neuron Chip agreement with Echelon when it expires in January 2010. However, Toshiba and Echelon have agreed
that Toshiba will continue to accept orders for Neuron Chips from its customers through September 2011 for deliveries through December 2012.
In the meantime, Echelon is working closely with Toshiba to provide a smooth migration path for Toshiba s customers using Echelon s new
Neuron 5000 processor, which Echelon intends to purchase from Open-Silicon. Another semiconductor supplier, STMicroelectronics,
manufactures our power line smart transceiver products, for which we have no alternative source. In addition, we currently purchase several key
products and components from sole or limited source suppliers with which we do not maintain signed agreements that would obligate them to
supply to us on negotiated terms.

We are currently reviewing the impact the ongoing worldwide financial crisis is having on our suppliers. Some of these suppliers are large, well
capitalized companies, while others are smaller and more highly leveraged. In order to mitigate these risks, we may take actions such as
increasing our inventory levels and/or adding additional sources of supply. Such actions may increase our costs and increase the risk of excess
and obsolete inventories. Even if we undertake such actions, there can be no assurance that we will be able to prevent any disruption in the
supply of goods and services we receive from these suppliers.

We may also elect to change any of these key suppliers. For example, we are currently in the process of ending our relationship with a former
CEM partner, Flextronics. As part of this transition, we have moved the production of products Flextronics built for us to alternative CEMs. We
have also been required to purchase certain raw material and in-process inventory from Flextronics that Flextronics procured in anticipation of
our production requirements. In addition, we currently have capital equipment located at Flextronics that must be relocated to another CEM in
order to continue manufacturing our products there. In addition, if any of our key suppliers were to stop manufacturing our products or supplying
us with our key components, it could be expensive and time consuming to find a replacement. Also, as our NES business grows, we will be
required to expand our business with our key suppliers or find additional sources of supply, as we have recently done with Jabil. There is no
guarantee that we would be able to find acceptable alternative or additional sources. Additional risks that we face if we must transition between
CEMs include:

moving raw material, in-process inventory, and capital equipment between locations, some of which may be in different parts of the
world;

reestablishing acceptable manufacturing processes with a new work force; and
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exposure to excess or obsolete inventory held by contract manufacturers for use in our products.
The failure of any key manufacturer to produce a sufficient number of products on time, at agreed quality levels, and fully compliant with our
product, assembly and test specifications could adversely affect our revenues and gross profit, and could result in claims against us by our
customers, which could harm our results of operations and financial position.

Our products use components or materials that may be subject to price fluctuations, shortages, or interruptions of supply.

We may be vulnerable to price increases for products, components, or materials, such as copper and cobalt. In addition, in the past
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we have occasionally experienced shortages or interruptions in supply for certain of these items, including products or components that have
been or will be discontinued, which caused us to delay shipments beyond targeted or announced dates. To help address these issues, we may
decide to purchase quantities of these items that are in excess of our estimated requirements. As a result, we could be forced to increase our
excess and obsolete inventory reserves to provide for these excess quantities, which could harm our operating results.

If we experience any shortage of products or components of acceptable quality, or any interruption in the supply of these products or
components, or if we are not able to procure them from alternate sources at acceptable prices and within a reasonable period of time, our
revenues, gross profits or both could decrease. In addition, under the terms of some of our contracts with our customers, we may also be subject
to penalties if we fail to deliver our products on time.

If we are not able to develop or enhance our products in a timely manner, our revenues will suffer.

Due to the nature of development efforts in general, we often experience delays in the introduction of new or improved products beyond our
original projected shipping date for such products. Historically, when these delays have occurred, we experienced an increase in our
development costs and a delay in our ability to generate revenues from these new products. We believe that similar new product introduction
delays in the future, particularly with respect to the NES system, could also increase our costs and delay our revenues.

We may incur penalties and/or be liable for damages with respect to sales of our NES system products.

In the event of late deliveries, late or improper installations or operations, failure to meet product specifications or other product failures, failure
to achieve performance specifications, indemnities or other compliance issues, the agreements governing the sales of the NES system may
expose us to penalties, damages and other liabilities. Even in the absence of such contractual provisions, we may agree to assume certain
liabilities for the benefit of our customers. Any such liabilities would have an adverse effect on our financial condition and operating results.

The markets for our products are highly competitive.

Competition in our markets is intense and involves rapidly changing technologies, evolving industry standards, frequent new product
introductions, rapid changes in customer or regulatory requirements, and localized market requirements. In each of our markets, we compete
with a wide array of manufacturers, vendors, strategic alliances, systems developers and other businesses.

The principal competitive factors that affect the markets for our products include the following:

our ability to anticipate changes in customer or regulatory requirements and to develop or improve our products to meet these
requirements in a timely manner;

the price and features of our products such as adaptability, scalability, functionality, ease of use, and the ability to integrate with
other products;

our product reputation, quality, performance, and conformance with established industry standards;

our ability to meet a customer s required delivery schedules;

our customer service and support;

warranties, indemnities, and other contractual terms; and
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customer relationships and market awareness.
Competitors for our NES system products include Aclara, Elster, Enel, GE, IBM, Iskraemeco, Itron/Actaris, the Landis+Gyr group of
companies, Siemens, and Silver Springs Networks, which directly or through IT integrators such as IBM or telecommunications companies such
as Telenor, offer metering systems that compete with our NES system offering.

For our LWI products, our competitors include some of the largest companies in the electronics industry, operating either alone or together with
trade associations and partners. Key company competitors include companies such as Siemens in the building industry; Allen-Bradley (a
subsidiary of Rockwell Automation), Groupe Schneider and Siemens in the industrial automation industry; Siemens in the transportation
industry; and Zensys in the home control market. Key industry standard and trade group competitors include BACnet, DALI, and Konnex in the
buildings industry; DeviceNet, HART, and Profibus in the industrial control market; DLMS in the utility industry; Echonet, Zigbee and the
Z-Wave alliance in the home control market; and the Train Control Network (TCN) in the
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rail transportation market. Each of these standards and/or alliances is backed by one or more competitors. For example, the Zigbee alliance
includes over 300 member companies with promoter members such as Eaton, Ember, Freescale, Huawei Technologies, Itron, Landis+Gyr,
Philips, Reliant Energy, Samsung, Schneider Electric, Siemens, STMicroelectronics, Tendril, and Texas Instruments.

Many of our competitors, alone or together with their trade associations and partners, have significantly greater financial, technical, marketing,
service and other resources, significantly greater name recognition, and broader product offerings. In addition, the utility metering market is
experiencing a trend towards consolidation. As a result, these competitors may be able to devote greater resources to the development,
marketing, and sale of their products, and may be able to respond more quickly to changes in customer requirements or product technology. If
we are unable to compete effectively in any of the markets we serve, our revenues, results of operations, and financial position would be harmed.

Liabilities resulting from defects in or misuse of our products, whether or not covered by insurance, may delay our revenues and
increase our liabilities and expenses.

Our products may contain undetected errors or failures when first introduced, as new versions are released, or as a result of the manufacturing or
shipping process. In addition, our customers or their installation partners may improperly install or implement our products, which could delay
completion of a deployment or hinder our ability to win a subsequent award. Furthermore, because of the low cost and interoperable nature of
our products, LONWORKS technology could be used in a manner for which it was not intended.

If errors or failures are found in our products, we may not be able to successfully correct them in a timely manner, or at all. Such errors or
failures could delay our product shipments and divert our engineering resources while we attempt to correct them. In addition, we could decide
to extend the warranty period, or incur other costs outside of our normal warranty coverage, to help address any known errors or failures in our
products and mitigate the impact on our customers. This could delay our revenues and increase our expenses.

To address these issues, the agreements we maintain with our customers may contain provisions intended to limit our exposure to potential
errors and omissions claims as well as any liabilities arising from them. In certain very limited instances, these agreements require that we be
named as an additional insured on our customers insurance policies. However, our customer contracts and additional insured coverage may not
effectively protect us against the liabilities and expenses associated with errors or failures attributable to our products.

Defects in our products may also cause us to be liable for losses in the event of property damage, harm or death to persons, claims against our
directors or officers, and the like. Such liabilities could harm our reputation, expose our company to liability, and adversely affect our operating
results and financial position.

To help reduce our exposure to these types of liabilities, we currently maintain property, general commercial liability, errors and omissions,
directors and officers, and other lines of insurance. However, it is possible that such insurance may not be available in the future or, if available,
may be insufficient in amount to cover any particular claim, or we might not carry insurance that covers a specific claim. In addition, we believe
that the premiums for the types of insurance we carry will continue to fluctuate from period to period. Significant cost increases could also result
in increased premiums or reduced coverage limits. Consequently, if we elect to reduce our coverage, or if we do not carry insurance for a
particular type of claim, we will face increased exposure to these types of claims.

If we do not maintain adequate distribution channels, our revenues will be harmed.

We market our NES system products directly, as well as through selected VARs and integration partners. We believe that a significant portion of
our NES system sales will be made through our VARs and integration partners, rather than directly by our company. To date, our VARs and
integration partners have greater experience in overseeing projects for utilities. As a result, if our relationships with our VARs and integration
partners are not successful, or if we are not able to create similar distribution channels for our NES system products with other companies in
various geographic areas, revenues from sales of our NES system products may not meet our financial targets, which will harm our operating
results and financial condition.

Currently, significant portions of our LWI revenues are derived from sales to distributors, including EBV, the primary independent distributor of
our products to OEMs in Europe. Historically, sales to EBV, as well as sales to our other distributor partners, have accounted for a substantial
portion of our total LWI revenues. Agreements with our distributor partners are generally renewed on an annual basis. If any of these agreements
are not renewed, we would be required to locate another distributor or add our own distribution capability to meet the needs of our end-use
customers. Any replacement distribution channel could prove less effective than our current arrangements. In addition, if any of our distributor
partners fail to dedicate sufficient resources to market and sell our products, our revenues would suffer. Furthermore, if they significantly reduce
their inventory levels for our products, service levels to our end-use customers could decrease.
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We face financial and operational risks associated with international operations.

We have operations located in ten countries around the world. Revenues from international sales, which include both export sales and sales by
international subsidiaries, accounted for about 75.0%, 86.6%, and 65.5% of our total net revenues for the years ended December 31, 2008, 2007,
and 2006, respectively. We expect that international sales will continue to constitute a significant portion of our total net revenues.

Changes in the value of currencies in which we conduct our business relative to the U.S. dollar have caused and could continue to cause
fluctuations in our reported financial results. The three primary areas where we are exposed to foreign currency fluctuations are revenues, cost of
goods sold, and operating expenses.

In general, we sell our products to foreign customers primarily in U.S. dollars. As such, fluctuations in exchange rates could have an impact on
revenues. As the value of the dollar rises, our products will become more expensive to our foreign customers, which could result in their
decision to postpone or cancel a planned purchase.

With respect to the relatively minimal amount of our revenues generated in foreign currencies, our historical foreign currency exposure has been
related primarily to the Japanese Yen and has not been material to our consolidated results of operations. However, in the future, we expect that
some foreign utilities may require us to price our NES system in the utility s local currency, which will increase our exposure to foreign currency
risk. In addition, we have agreed with EBV, our European distributor, that upon notice from EBV, we will sell our products to EBV in European
Euros rather than U.S. dollars. If EBV were to exercise this right, our revenue exposure to foreign currency fluctuations would increase.

For our cost of goods sold, our products are generally assembled by CEMs in China. Although our transactions with these vendors have
historically been denominated in U.S. dollars, in the future they may require us to pay in their local currency, or demand a U.S. dollar price
adjustment or other payment to address a change in exchange rates, which would increase our cost to procure our products. This is particularly a
risk in China, where any future revaluations of the Chinese currency against the U.S. dollar could result in significant cost increases. In addition,
any future increase in labor costs in the markets where our products are manufactured could also result in higher costs to procure our products.

We use the local currency to pay for our operating expenses in the various countries where we have operations. If the value of the U.S. dollar
declines as compared to the local currency where the expenses are incurred, our expenses, when translated back into U.S. dollars, will increase.

To date, we have not hedged any of our foreign currency exposures and currently do not maintain any hedges to mitigate our foreign currency
risks. Consequently, any resulting adverse foreign currency fluctuations could significantly harm our revenues, cost of goods sold, or operating
expenses.

Additional risks inherent in our international business activities include the following:

timing of and costs associated with localizing products for foreign countries and lack of acceptance of non-local products in foreign
countries;

inherent challenges in managing international operations;

the burdens of complying with a wide variety of foreign laws and unexpected changes in regulatory requirements, tariffs, and other
trade barriers;

economic and political conditions in the countries where we do business;

differing vacation and holiday patterns in other countries, particularly in Europe;
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labor actions generally affecting individual countries, regions, or any of our customers, which could result in reduced demand for, or
could delay delivery or acceptance of, our products;

international terrorism and anti-American sentiment; and

potentially adverse tax consequences, including restrictions on repatriation of earnings.
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Any of these factors could have a material adverse effect on our revenues, results of operations, and our financial condition.
Our executive officers and technical personnel are critical to our business.

Our company s success depends substantially on the performance of our executive officers and key employees. Due to the specialized technical
nature of our business, we are particularly dependent on our Chief Executive Officer and our technical personnel. In May 2008, our President
and Chief Operating Officer, Beatrice Yormark, passed away unexpectedly. Her duties have been assumed by our Chief Executive Officer. Our
future success will depend on our ability to attract, integrate, motivate and retain qualified technical, sales, operations, and managerial personnel,
as well as our ability to successfully implement a plan for management succession.

Competition for qualified personnel in our business areas is intense, and we may not be able to continue to attract and retain qualified executive
officers and key personnel. Our product development and marketing functions are largely based in Silicon Valley, which is a highly competitive
marketplace. It may be particularly difficult to recruit, relocate and retain qualified personnel in this geographic area. Moreover, the cost of
living, including the cost of housing, in Silicon Valley is known to be high. Because we are legally prohibited from making loans to executive
officers, we will not be able to assist potential key personnel as they acquire housing or incur other costs that might be associated with joining
our company. In addition, if we lose the services of any of our key personnel and are not able to find suitable replacements in a timely manner,
our business could be disrupted, other key personnel may decide to leave, and we may incur increased operating expenses in finding and
compensating their replacements.

The sales cycle for our LWI products is lengthy and unpredictable.

The sales cycle between initial LWI customer contact and execution of a contract or license agreement with a customer or purchaser of our
products, can vary widely. Initially, we must educate our customers about the potential applications of and cost savings associated with our
products. If we are successful in this effort, OEMs typically conduct extensive and lengthy product evaluations before making a decision to
design our products into their offerings. Once the OEM decides to incorporate our products, volume purchases of our products are generally
delayed until the OEM s product development, system integration, and product introduction periods have been completed. In addition, changes in
our customer s budgets, or the priority they assign to control network development, could also affect the sales cycle.

We generally have little or no control over these factors, any of which could prevent or substantially delay our ability to complete a transaction
and could adversely affect the timing of our revenues and results of operations.

If we sell our NES system products directly to a utility, we will face additional risks.

If we sell our NES system products to a utility directly, we may be required to assume responsibility for installing the NES system in the utility s
territory, integrating the NES system into the utility s operating and billing system, overseeing management of the combined system, and
undertaking other activities. To date, we do not have any significant experience with providing these types of services. As a result, if we sell
directly to a utility, it may be necessary for us to contract with third parties to satisfy these obligations. We cannot assure you that we would find
appropriate third parties to provide these services on reasonable terms, or at all. Assuming responsibility for these or other services would add to
the costs and risks associated with NES system installations, and could also negatively affect the timing of our revenues and cash flows related

to these transactions.

Fluctuations in our operating results may cause our stock price to decline.

Our quarterly and annual results have varied significantly from period to period, and we have sometimes failed to meet securities analysts
expectations. Moreover, we have a history of losses and cannot assure you that we will achieve sustained profitability in the future. Our future
operating results will depend on many factors, many of which are outside of our control, including the following:

the mix of products and services that we sell may change to a less profitable mix;

shipment, payment schedules, and product acceptance may be delayed;
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we may be required to modify or add to our NES product offerings to meet a utility s requirements, which could delay delivery and/or
acceptance of our products;

the complex revenue recognition rules relating to products such as our NES system could require us to defer some or all of the
revenue associated with NES product shipments until certain conditions, such as delivery and acceptance criteria for our software
and/or hardware products, are met in a future period;
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our contract electronic manufacturers may not be able to provide quality products on a timely basis, especially during periods where
capacity in the CEM market is limited;

our products may not be manufactured in accordance with specifications or our established quality standards, or may not perform as
designed;

our products may not be accepted by utilities, OEMs, systems integrators, service providers and end-users at the levels we project;

downturns in any customer s or potential customer s business, or declines in general economic conditions, could cause significant
reductions in capital spending, thereby reducing the levels of orders from our customers;

recording of expense relating to equity compensation as required under SFAS No. 123R, Share-Based Payment, will decrease our
earnings;

we may incur costs associated with any future business acquisitions; and

results of impairment tests for goodwill and other intangible assets in accordance with SFAS No. 142, Goodwill and Other
Intangible Assets, and SFAS No. 144, Accounting for the Impairment or Disposal of Long-Lived Assets, with respect to goodwill and
other identified intangible assets that we acquired in the past or that we may acquire in the future may negatively affect our earnings
and financial condition.
Any of the above factors could, individually or in the aggregate, have a material adverse effect on our results of operations and our financial
condition, which could cause our stock price to decline.

We may be unable to promote and expand acceptance of our open, interoperable control systems over competing protocols, standards,
or technologies.

LonWorks technology is open, meanin