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PART |
Special Note Regarthg Forward Looking Statements

This Annual Report on Form 1K contains forwardooking statements as that term is defined in the federal
securities laws. The events described in forwaoding statements contained in this Annual Report on Form
10-K maynot occur. Generally these statements relate to business plans or strategies, projected or anticipat
benefits or other consequences of our plans or strategies, projected or anticipated benefits from acquisitions
be made by us, or projections invalgianticipated revenues, earnings or other aspects of our operating results.
The words fimay, o fAwill, o0 fiexpect, o0 fibelieve, 0 fia
Afcontinue, 0 and their opposi tadestfyomvardloekinghstatements.eWep r
caution you that these statements are not guarantees of future performance or events and are subject to a nt
of uncertainties, risks and other influences (including, but not limited to, those set fidorth in AirRiskl

Fa c t pymasyoof which are beyond our control, that may influence the accuracy of the statements and the
projections upon which the statements are based. Any one or more of these uncertainties, risks and other
influences could materially affectioresults of operations and whether forward looking statements made by us
ultimately prove to be accurate. Our actual results, performance and achievements could differ materially fro
those expressed or implied in these forwlaaking statements. Wendertake no obligation to publicly update

or revise any forwartboking statements, whether from new information, future events or otherwise. All
cautionary statements made in this Annual Report on Forkslbuld be read as being applicable to all

relaied forwardlooking statements wherever they appear.

ITEM 1. BUSINESS

OVERVIEW

We are a developer of analog and digital TV receiver and other products for the personal computer market.
Through our Hauppauge Computer Works, Inc. and Hauppauge Digitgdd=8k& L subsidiaries, we design,
develop,manufactureand market analog, digital and other types of TV receivers that allow PC users to watch
television on a PC screen in a resizable window. Most of our products also enable the recording of TV show:
aPCb6s hard disk, digital video editing, video cor
display of digital media stored on a computer to a TV set via a home network We were incorporated in
Delaware in August 1994 and are headquedén Hauppauge, New York. We have administrative offices in
Luxembourg, Ireland and Singapore and have sales offices in Germany, London, Paris, The Netherlands,
Sweden, Italy, Spain, Singapore, Taiwan and California.

OUR STRATEGY

Since our entry intthe PC video market in 1991, management believes that wéobaumea leader in
bringing TV content to PCs by focusing ownef primary strategic fronts:

innovating and diversifying our products

introducing new and desirable features in our products

exparding ourdomestic and inteationalsales and distribution channels
forging strategic relationships with key industry players

outsourcing our production to contract manufacturers

As more people are looking to PCs for a total entertainment experienbeliexe that our products are able to



enhance the capabilities of the PC to enable it to become stamantegrated entertainment system. We feel
our current products and products we may introduce in the future have the potential to be ubiquiteus in PC
based home entertainment systems.

Our engineering group works on updating our current products to add new and innovative features that the
marketplace seeks, while remaining vigilant in keeping our manufacturing costs low and trying to ensure that
our pioducts are compatible with new operating systems. This work is done in addition to our research and
development efforts in designing, planning and building new produmis.engineering department introduced
severmew products with interngdrojectnamesDuring fiscal 2007, our engineering department introduced
seven new products, the WinTMWR-1250, WinTVHVR1500, Win TV HVR-1600 and WinTV¥HVR1800 for

the North American market, and the Win‘F¥/R-1200, WinT\VHVR-1400 and WinTVHVR-1750 for the
European rarket. All of these productsvill run under theMicrosoft Vistaoperating systenm addition to

Windows XP. The products for North America all support the NTSC araldg TV standard plusverthe

air ATSC high definition TVand clear QAM digitatabe TV.

We believe that strategic relationships with key supplR@manufacturersechnology providers, and internet
and ecommerce solutions providers give us important advantages in developing new technologies and
marketing our productsBy jointly working with, and sharing our engineering expertise with a variety of other
companies, we seek to leverage our investment in research and development and minimize time to market.

Our domestic and international sales and marketing team cultivates a gadetlyibution channels comprised

of computer and electronic retailers, computer products distributors and PC manufacturers. Electronic retaile
include retail stores, web stores and t#pedty catalogs, both print and-tine, among othersWe workclosely

with our retailers to enhance sales through joint advertising campaigns and promotions. We believe that
developing our international presence contributes to our strategic position, allowing us to benefit from
investments in product development, anole firmly establishing our Hauppauge®, WinTV® and

Medi aMVPE brand names in the international mar k e
outside of the U.S. In fiscal 2004, we established a sales and R&D facility in Taiwan to sergiceniing

Asian market.

We seek to maintain and improve our profit margins by, among other things, outsourcing our production to
contract manufacturers suited to accommodate the type and volume of our needs. We also leverage internati
supplier relationsips to assist us in receiving competitive prices for the component parts we buy. We believe
this twotiered approach allows us to be the lowest cost / highest quality producer in our marketplace. This
approach enables us to focus our human and finamesialirces on developing, marketing and distributing our
products. Successfully engineering products to have low production costs and commonality of parts along
with the use of single platforms for multiple models are other important ways that weslmliedesign and

build strategy contributes to our financial performance.

PRODUCTS

Our products fall under three product categories:

e Analog TV receivers
e Digital TV receiversand combination analog + digital TV receivers
e Other non TV receiver products

See n-IMaemmg®e ment 6s Discussion and Analysis of Fin
Consolidated Financial Statements comprising part of this Annual Report on Fdtrfod @dditional
information relating to our operating segments.
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Analog TV Receivers

Our analog TV receiver products enable, among other things, a PC user to watch analog cable TV in a resize
window on a PC.n fiscal 2007, v have stopped developinmreanalog TV receiversconcentrating our
engineering resoaes on Digital TV receivers and combination analog and digital TV receivers, which is
detailed in the section entitléidigital TV Receivers.

Our WinTV analog TV receiver produdtscludecableready TV tuners with automatic channel scan and a

video digtizer which allows the user to capture still and motion video images. Some of our analog TV receive
products allow the user to listen to FM radio, vigemference over the internet (with the addition of a camera

or camcorder), and control these functianith a handheld remote control. In Europe, our WinTV® analog TV
receiver products can be used to receive teletext data broadcasts, which allow the reception of digital data th
transmitted along with the Alivedo TV signal

Some WInTV analog TV receer products are available as external devices which connect to the PC through
the USB port. The USB models are encased in an attractive case making USB models freely portable from F
to PC and from one desktop, laptop or notebook computer to another.

Our WInTV-PVR TV recording products include all of the basic features of our analog TV receiver products,
such as TV on the PC screen, channel changing and volume adjustment. They also add the ability to record
shows to disk using a builh high qualityhardware MPEG 2 encoder. This technology allows a typical desktop
computer system to record up to hundreds of hours of video to disk, limited only by the size of the disk (or
storage medium). In addition, the WinIRVR user can pause a live TV show, arehthesume watching the

TV show at a later time. The maximum amount of recording time and the maximum amount of paused TV is
dependent upon the hard disk space available on the PC.

The WIinTV-PVR user can record a TV show to the hard disk using a TV satethd then play the recording
back, edit it, and record the show onto aRDM or DVD-ROM, using a CD or DVD writer, for playback on a
homeor portable DVD player or on a PC. The user carsize the window during viewing, recording or
playback. Our WATV-PVR products also provide for instant replay and are available in both internal and
external USB models.

An added feature to the WinFFVR-150, WinTV®-PVR-250, WinTV-PVR-500 and WinTVPVR-USB2 is

that they support MicrosoBEdiEtdiso Wi ndMiwsrEo XdPf tMeg i Wi
Edition integrates digital entertainment experie
vi deo, DVDs and pictures. Users can pauswholej ump
series, and manage digital music, home movies, videos, photos and DVDs on the PC. Users can also acces
and control this new entertainment device with a large -eaggeon-screen menus and the Media Center
Remote Control.

We provide Microsoft ertified Media Center drivers for theseducts to PC manufacturers and value added
resellerdor integration into their Windows XP Media Center PC systems.

With the global shift to digital TV broadcasts, the sales of our analog family products hawsebkeing and
we expect this decline to continue during the transition from analog to digital broadcasts.

Digital TV and combination analog and digital TV receiver products

Our digital TV receiver products enable, among other things, a PC user todigital television in a resizable
window on a PC or laptop screen. There are many different digital TV standards throughout the world, and w
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develop products to receive on a PC many of these digital TV broadcasts. Examples of digital TV broadcasts
can receive on our TV tuner products include: ethexair high definition ATSC, clear QAM digital cable,

DVB-T, DVB-S, DVB-S2 and DVBC. To support these digital TV broadcasts, we are experiencing an on
going transition from analog TV receivers to eithigitdl only or combination analog plus digital TV receivers.

In 2007we discontinued developmenf pure analog TV receivers, thereby concentrating our resources on
Digital TV Receiver products.

Our WIinTV -NOVA products are digital only TV receivers for PCs. They support the various forms of
digital TV and come in either an internal or external form factor.

Our WinTV-NOVA-T is a DVBT digital terrestrialreceiverfor our European marketsvhich allows for the
viewing of digital terrestrial T\and ligening to digital radi@naPC. The product alsallows recording of
digital TV and radio t@hard drive This product is available as either a PCI card or an external USB device.

Our WinTV-NOVA-T-500 is a dual tuner DVB receiver for our European mkats which allows for the
viewing of digital terrestrial program while recording another program. The product also allows recording of
two digital TV programs simultaneously or watching one channel while recording another

OurWinTV-NOVA-T-USB?2 is an rternal high performance DB digital TV receiver, with dual tuners for
both recording of two digital TV programs simultaneously or watching one channel while recording another.

Our WinTV-NOVA-T-Stick is a pocket sized external DVIBreceiver for our Exopean markets which

allows for the viewing of digital terrestrial TV atigelistening of digital radio oaPC or laptopThe product

also dows recording of digital TVandradio mhar d dri ve. The productds p«
capabiliy is good for use in laptops while traveling.

Our WinTV-NOVA-TD-Stick, introduced during fiscal 2007, is a pocket sized external-Dv&:eiver for

our European markets employs the use of two antennas to maximize the reception for the viewtag of dig
terrestrial TV on a PC or laptop. The product also allows recording of digital TV to a hard drive in high
quality MPEG2 f or mat . The productds pocket size and UP
traveling.

Our WInTV -HVR produ cts are combinations of both digital TV and analog TV receivers in one board or
USB 6box©d.

Our WinTV-HVR-900-Stick is a pocket sized external receiver for our European markets which allows for th
viewing of digital terrestrial and analog terrestri/ onaPC or laptop. Allowshe recordingof digital and

analog programgo ahard drive in high quality MPE@ f or mat . The productdos p
capability is good for use in laptops while traveling.

Our WinTV-HVR-950-Stick is a paket sized external receiver for our North American markets which allows

for the viewing of ATSC high definition TV and NTSC cable TV on a PC or laptop. The product also allows
recording of digital and analog programs to a hard drive in higltgd4#PEG2 f or mat . The p
size and UPC plug in capability is good for use in laptops while traveling.

Our WinTV-HVR-1100 and WIinT¥YHVR-1300 are PCI based receivers for our European markets which
allow for the viewing of digital terrésal and analog terrestrial TV @PC in addition to the ability to listen
to FM radioandDVB-T radio. These products also allow the recording of digital and analog programs to
hard drive in high quality MPEQ@ format. The WIinTWYHVR-1300 is a higer performance of the two models,
in that it includes a hardware MPEXencoder for recording analog TV directly to adPigard disk.
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Our WIinTV-HVR-1400, introduced during fiscal 2007, idaal tuner ExpressCard/54 for our European
marketswhich allowfor the viewing of digital and analog TV on a laptofhis product also allows the
recording of digital programs to a hard drive in high quality MPEGrmatand the recording of analog
programs usinga Soft PVRIMPE&2 encoder.

Our WinTV-HVR-160Q introduced during fiscal 2007, @ual tuner PCI receiver for our North American
markets which allow for the viewing of ATSC high definition TV and NTSC cable TV on @aHeGIVR-
1600 allows the recording of all ATSGrmats including thel080i format. This product also allows the
recording of digital and analog programs to a hard drive in high quality MPt©&@Gnat. The WinTVHVR-
1600 also supports viewing and recording clear QAM channelsrarhagdes a remote control and IR blaster
which changes the channels on your satellite or cable TV set top box.

Our WinTV-HVR-1800, introduced during fiscal 2007, iglaal tunersingle slotPCl express receiver for our
North American markets which allow for the viewing of ATSC higtiniteon TV, QAM TV and NTSC

cable TV on a PC. These products also allow the recording of digital and analog programs to a hard drive i
high quality MPEG2 format. The WinTYHVR-1800 allowsviewing and recordingf all ATSC formats,

including the 080i format.

Our WinTV-HVR-3000 is a timode TV tuner PCIl based receiver for our European markets which allows
for the viewing of digital terrestrieDVB-T), satellite(DVB-S) and analog cable TV aPC in addition to

the ability to listen to M radioandDVB-T radio. The product also allows the recording of digital, satellite
and analog programs &hard drive

Our WinTV-HVR-4000 is a quadhode TV tuner PCI based receiver for our European markets which allows
for the viewing of dgital terrestrial (DVBT), satellite (DVBS), high definition digital satellite (DVE2) and
analog cable TV oaPC in addition to the ability to listen to FM radio and DV¥Badio. The product also

allows the recording of digital, satellite and laggprograms t@ hard drive, in addition to having the ability to
listen to FM, digital DVB or DVBS satelliteradio.

Our WinTV-NOVA-S is a low cost DVES receiver for our European markets which allows for the viewing
of satellite basedigital programming ora PC. The product also allow®r recording and playback of digital
TV, using thehigh qualityMPEG 2 format andfor listening to digital radio.

Other Non TV receiver products

()Medi a MVPE

OurMe di a MV P E ibasedaligitalimadigdevice, and is one of a new class of PC products which link

TV sets and PCs. Media, such as music, digital pictures, and digital videos, are transmitted from the PC, whe
they are stored, to the Medi aMVPE, winamaegforrhagy ar
enabling playback on a TV connected to the Medi a
fiscal 2003 ,and the firstshipmentgo customerswere madet the start of ou2004fiscal year.

OurMe d i a MV P E aeser tohwhtaasd listen to P@ased videos, music and picturesadfV set

t hrough a home net wor k. The Medi aMVPE connect s
network, plays back MP3 music, MPEIGand MPE&2 videos, JPEG and GIF digital picturestthave been
recorded and stored on a PC. The Medi aMVPE decod
and SVideo connections fanigh qualityvideoon TV setsand high qualityaudio through stereo audio output
connectors to TV sets or hontesaiter systems.
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OurMe di aMVPE al s o-T\pscreen displaysof needia doettory listings. It receives commands
from the supplied remote control, and sends these commands to the PC server. The TV menus are created c
PC server, sentovertheltEe r net LAN and di splayedThg Mbdi MMUPE?®
remote control allows a user to pause, fast forward and rewind through videos, plus pause music and picture
shows. A user can adjust the audi o dwgthewmeadto dsetbem M
TVOs remdh e Medit asdMdakailable in a wired or wireless version.

(i) Video Capture Products

Qur I mpactVCB Video Capture Board (Al mpactVCBO0)
digitizedvideo. Designed for PBased video conferencing and video capture in industrial applications, the
| mpact VCB f e a t-in-avanslowfistillimage @apture ahe drivers for Windows® 2000,
Windows® XP, Windows® NT and Windows® 98. There are thirdypdrivers and applications for use with
the Linux operating system.

Our USB Live is an easy way to watch video, grab images and video conference on the PC with the addition
a camer a. I't plugs into the PQobeso USB op ourste rfsodr PeC
camcorder or VCR. Users can create video movies, save still and motion video images onto their hard disk v
our software, and video conference over the internet with the addition of a camera or camcorder.

(iii) Software Reording Products

Our A Wi n g enaldes the uses to eecord TV shows on a personal computer for playback on the Sony
Playstation Portable (PSP), Apple iPod and other portable video players. Wing can also convert existing TV
recordings to the PSP aiRbd formats. With the emergence and popularity of portable video players, our Wing
product provides an easy solution for recording live TV shows for playback on these devices.

(iv)WIinTV-CI common interface module

Our WinTV-CI common interface moduighen coupled with a WinTV card, CAM and SmartCard
subscription allows the user to watch popular pay TV channels, such as movies and sporting events ®re r ¢
WinTV application.

(v) Xfones Wireless Headphones for PCO0s and Macs

Our XFones wirelesBeadsets allows users to listen to the audio produced by their PC or Mac through a
wireless over the ear headphone. The XPhone has the ability to broadcast to more than one headphone allo
multiple users to listen to the audio from their &®/ac.

(vip Digital Entertainment Center (ADECO)

Our DEC products, introduced in Europe during fiscal 2002, are set top boxes that enable analog TV sets to
receive digital satellite and digital terrestrial broadcasts. DEC products enable an ownenafanTa/ set to
enjoy the benefits of digital broadcasts, such as a greater choice of channels, clearer picture quality and
superior audio quality. The multurpose DEC set top box displays new digital channels while continuing to
allow a TV to displg analog programs. DEC set top boxes have the ability to receive, decode and display wid
screen broadcasts, and catiaenat the wide screen broadcast to fit older analog TV models without the need
to purchase a costly digital ready TV. Digital raditeractive television services and digital teletext are other
features that the DEC set top boxes deliver. In fiscal 2004, we introduced the DEIGCHLI@W cost digital
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TV receiver Adardigtal TVomarkdtshnghe UK amcGermany.

During fiscal 200, the combination of changing market trends and the high cost of the product caused sales
decline for this product family. We are evaluating the long term potential for this product.

TECHNOLOGY

Analog TV Technology

We have developeur generations of products which convert analog video into digital video since our first
such product was introduced in 1991.

The first generation of WinTV® products put the TV image on the PC screen using chroma keying, requiring
dedi catreed cfiofnenaetcut or cabl edo between the Wi nTVE anod
were mostly professional PC users, such as financial market professionals who needed to be able to view stc
market related TV shows while spending many hours on®&s; who found having TV in a window on their
desktop useful and entertaining.

I n 1993, we invented a technique called Asmartl o
cable. o I n 1994, w<eldbnitygenerdtioncoBldundr oards\based Drviitis smartlock
technology, greatly improving customer satisfaction. At the time, our CinemaPro series of WinTV® boards the
used smartlock and other techniques to further reduce cost and improve performance.

In June 1996, we imbduced the WinTV@PCI line of TV tuner boards for PCs. These boards were developed
to eliminate the relatively expensive smartlock circuitry and memory used on the Wi@E\&Brity and

CinemaPro products. The WINTV®CI used a t echningwasdeasignedtebed usedHdhe F
then emerging Intel® Pentium® market. These Pentitma®ed PCs had a new type of system expansion
Abuso, called the PClI bus, which allowed data to
the previousW n TVE generations used. The APCI Pusho tec
(in Europe the image is moved 25 times per second) over the PCI bus. In addition to being less expensive tc
manufacture, the WinTV@CI had higher digital video m@vcapture performance than the previous
generations, capturing video at up to 30 quarter screen frames per second. With this higher performance
capture capability, the WinTV@CI found new uses in video conferencing, video surveillance and internet
streaning video applications.

The fourth generation analog TV receivers are the WindR¥8R models which were first developed during

fiscal 2000 and introduced to the market in early fiscal 2001. The WinPVRs include both internal PCI and
externalUSBTVreei ver s which are designed to add the abi
core technology in the WinTV@®VR products is a hardware MPEG encoder, which compresses analog video
from a TV tuner or external video source into an MPEG formatahtime. MPEG is the compression format

used on DVDs and for the transmission of digital TV. This MPEG encoder is a purchased chip, to which we
add our driver and application software to create the recording and program pause functions. Our WinTV®2Q
apdication was enhanced to add the functions needed to record, pause and play back TV on a PC screen.

Digital TV Technology

Our WinTV®-D board, developed during the 1999 fiscal year and delivered to the market in the beginning of
fiscal 2000, was the firgtigital TV receiver for the U.S. market which allowed PCs to receive, display and
record digital TV signals, in addition to watching conventional analog TV. The software to control the digital
TV reception is based on our WinTV&D00 software, which wasdeloped during fiscal 1999. In fiscal 1999,
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we also introduced the WinTV\®VB board for the European market. This board brings digital TV to PCs, and
is based on the European Digital Video Broadcast standard. Both the WADTAr® the WinTV®DVB have

the ability to receive special data broadcasts which some broadcasters may send along with the digital TV
signal, in addition to displaying digital TV in a resizable window. Data broadcasts on digital TV are transmittet
at several million bits per second. IQuoprietary software can decode and display some of these special data
broadcasts. Wmay work on standardized reception and display software, if such broadcasts become
standardized.

Over the three fiscal years ended Septembe2(Bl7, we have futher developed the digital TV reception
capabilities of our digital family of products and as of September 30, 2007 we have 11 products-fbr DVB
terrestrial, DVBS and DVBS2 satellite, ATSC and clear QAM digital TV reception.

Our Medi aMVPEnewestai nscbuool ogy. Based on the Lin
works in a client/server system with a PC, commu
the PC and displaying the media on a TV set. The core technology tothe deMVPE compr i ses
configuration and enhancements to the Linux operating system, the user interface displayed on the TV set, a
the technology to transmit digital media reliably over the local area netvdtke Me di a MV P E i s
available in a wired owireless version.

RESEARCH AND DEVELOP MENT

Our development efforts are focused on extending the range and featuresurfdkistingproductsand

developing additional externally attached TV products and additionaldafyhition digital TV productswWe

intend todevelop more highly integrated versions of hardware products to further improve performance and
price points, and new versions of software to add features, improve ease of use, and provide support for new
operating systems.

As of Septembe30, 200, we had two research and developmeaperations: one based in our Hauppauge,
New York headquarte@ndone based in Taiwan, ROChe New York and TaiwaR&D operation is aimed
at extending the range and featureswf digital/analog produds, developing additional externally attached
TV products, additional higdefinition digital TV products and portable digital players.

The technology underlying our products and certain other products in the computer industry, in general, is
subject tarapid change, including the potential introduction of new types of products and technologies, which
may have a material adverse impact upon our busiSesse , 1A{-Riesnk Fact or so.

We maintain an ongoingsearclanddevelopmenprogram. Our futursuccess, of which there can be no
assurances, will depend, in part, on our ability to respond quickly to technological advances by developing ar
introducing new products, successfully incorporating such advances in existing products, and obtaining
licenses, patents, or other proprietary technologies to be used in connection with new or existints pYéduc
continue to invest iresearch athdevebpment We spent approximatef§3,480,000, $3,165000 and

$2,494,000 forresearch and developmeexpenses fothe years ended September 30,2@D06 and 206,
respectively. There can be no assurance that our future research and development will be successful or that
will be able to foresee, and respond to, advances in technological developments anes&idlycdevelop

other products. Additionally, there can be no assurances that the development of technologies and products |
competitors will not render our products or technologiescxanmp et i ti ve or IlAbRskh| et e.
Factors. o

PRODUCTION AND SUPPLIERS
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We design the hardware for most models of the WinTV, and MediaMVP products, and also write the operatil
software to be used in conjunction with many versions of the popular Microsoft Windows and Apple Macintos
operating systems, includiMyindows Vista. During fiscal 2007 we subcontracted the manufacturing and
assembly of most of these products to five independent third parties at facilities in various Asian countries. W
monitor and test the quality of the completed products at any ane fdcilities in the U.S. (Hauppauge, New
York), Singapore, and Ireland before packaging the products and shipping them to our customers. We also b
finished products, such as the WinfNovaT digital stick, WinT\ANovaT-TD stick, some models of
WinTV-HVR hybrid stick, WinT\ACI module and XFones from other companies, add Hauppauge software
and sell under our name or on a private label basis.

Certain component parts, such as TV tuners, video decoder chips and software compression chips, plus cert.
assembled products, such as the WirHIVR stick products that are essential to our business, are available
from a single source or limited sources. Other essential component parts that are generally available from
multiple sources may be obtained by s only a single source or limited sources because of pricing
concerns. -BeskiFaemornlsa. o

Components are subject to industry wide availability and pricing pressures. Any availability limitations,
interruption in supplies, or price increaseslddwave a material adverse effect on our business, operating
results and financial condition. In addition, our new products may initially utilize custom components obtained
fromonlyone source&s e e i I-Riesnk 1 RAWe typecallygattampt to evaluatnd qualify additional

suppliers for these components.

Where a product utilizes a new component, initial capacity constraints of the supplier of that component may
exist until such time as the supplier's yields have matured.

Components are normally acopd through purchase orders, either issued by us or by our contract
manufacturers, typically covering our requirements for-4ABDday period from the date of issue. Purchased
assembled products are normally covered by longer term purchase orders.

If the supply of a key component, or a purchased assembled product, were to be delayed or curtailed, or in tf
event a key manufacturing vendor delays shipment of completed products to us or our contract manufacturer
our ability to ship products in desired quées, and in a timely manner, will be adversely affected. Our
businessoperating resultand financiaconditionwill likely be adversely affected, depending on the time
required to obtain sufficient quantities from the original source or, if possibigentify and obtain sufficient
guantities from an alternative source S e e fRIi ts&km F Xk dttemptsta nitigate these potential risks

by working closely with our key suppliers on product introduction plans, strategic inventories, coordinated
product introductions, and internal and external manufacturing schedules and levels.

We have, from time to time, experienced significant price increases and limited availability of certain
components. Similar occurrences in the future could have a nhaidverse effect on our business, operating
results and financial conditioB.e e A I-Riesnk 1RAact or s. 0

During fiscal 200, 2006 and 208, other than for purchased assembled productstlike NovaT digital stick,

the NovaT-TD stick, the HVR hybridstick and WinT\-USB2, all manufacturing was performed byete

unrelated contract manufacturers in Asia, which produce products for our domestic, Asian and European
markets. Product design specifications are provided to ensure proper assembly. @amuéatturing is

primarily done on a consignment basis, in which we provide all the significant component parts and we pay fc
assembly charges and for certain parts for each board produced. Some boards are purchased on a turnkey k
in which all compoents and labor are provided by the manufacturer, and the manufacturing price includes pa
and assembly costs. We monitor the quality of the finished product produced by our contract manufasturers.
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of September 30, 200we havefive qualified contratmanufacturers who are capable of producing our
products to our standards, but only utilize two out of the five contract manufacturers. If demand were to
increase dramatically, we believe additional production could be absorbed by these and theldibeér qua
contract manufacturers.

For fiscal2007, 2006 and 208, we did not engage any contract manufacturers in Europe.

CUSTOMER SERVICE AND TECHNICAL SUPPORT

We maintain customer service and technical support departments in our Hauppauge, Newd¢urarteza, as

well as in the U.K., Germany, France, Italy, Scandinavia, Taiwan, the Netherlands and in Singapore. Technic
support is provided to help with installation problems orgaie and possale questions on our products, while
customer servicerpvides repair serviciee of charge for product that is within the warranty period

CUSTOMERS AND MARKET S

We primarily market our products to the personal computer mank&idingboth Microsoft Windows and

Apple Macintoshbased system3 o reach thisnarket, we sell to a network of computer retailers in the U.S.,
Europe and Asia and through computer products distributors and manufacturers. To attract new users to our
productsfrom time to timewe run special promotions and participate in cooperatilertising with computer
retailers. We actively participate in trade shows to educate and train key computer retail marketing personnel
Most of our sales and marketing budget is aimed at the consumer market.

Apart from the typical home user, we alsggt business users. One example of a business application is in the
securities brokerage industry where our product is primarily used to display financial TV shows in a window @
a brokerdés PC screen while the .RMehavessaldournind\® t o r
products on @irect corporate salebasis to two large financial services information providers for incorporation
into their workstations, and several independent financial institutions. This market segment is typically project
based.

We also offer our products to PC manufacturers that either embed a WinTV® product in a PC that they sell,
sell the WIinTV® as an accessory to the PC.

Sales Channels f@aur Products

We primarily sell through a sales channel which congisetailers, PC manufacturers and distributors. We
have no exclusive distributors and retail€is. fiscal 2007 we had mcustomers, Hon Hai Precision Industry
Co. LTD and Asustek Computer Inc., who accounted for more than 10% of our Baleisal 2006 and

2005 we had no single customer which accounted for more than 10% of our net sales.

Marketing and Sales

We market our products both domestically and internationally through our sales offices in the U.S. (New York
and California), Germanyhe United Kingdom, France, Taiwan and Singapore, plus through independent sales
representative offices in the Netherlands, Spain, Scandinavia, Poland and Italy. For the fiscal years ended
September 30, 200200 and 206, approximately56%, 46% and46% of our net sales were made within the
U.S., respectively, while approximatel%, 54% and54% were made outside the United States, respectively.

More information on our geograp-Managemeehtés Dasac
Analysi s of Financial Condiandn Bahd Resestsoof h®©pecC
Statementdwhich comprise part of this Annual Report on FormKLO
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From time to time w advertis®ur products in a number obnsumer computenagazies. We also participate

in retailersd mar ket promotion programs, such as
in-store promotional programs, magazine advertisements, plus a public relations program aimed at editors of
key PC corputer magazines and an active website on the internet, are the principal means of getting our
product introduced to end users. Our sales in computer retail stores are closely related to the effectiveness o
these programs, along with the technical capadsliof the products. We also list our products in catalogs of
various mail order companies and attend trade shows.

We currently havéourteensales people located in Europiereesales people in the Far East dncesales
people in the U.S. located Mew York and California. In addition to our sales people we also utilize the
services of 7 manufacturer representatives in the United Statéseemtufacturer representatives in Europe.

See A-Maemgément 6s DiscussiondahdoAnahgsResaoft&io
reference to a discussion on the impact seasonality has on our sales.

FOREIGN CURRENCY FLU CTUATIONS

For each of the three fiscal yearsded September 30, 2Q@0D06 and 2004&t leasd0 % of our sales were
generagd by our European subsidiary and were invoiced and collected in local currency, which was primaril
the Euro. On the supply side, singe predominantly deal with North American and Asian suppliers and
contract manufacturers, approximately 90% ofateinventory required to support our European sales
purchased and paid in U.S. Dollars.

The combination of sales billed in Euros supported by inventory purchased iDdllé8s results in an absence
of a natural local currency hedge. Consequenilyr financial results are subject to market risks resultiogfr
the fluctuations in the Euto U.S. Dollar exchange rates.

Seefil t eRi $ A FafclttobMadm agement 6 s Di scussion and Ana
Results ofan@Opdara-@Gimemisiot ati ve and Qualitati vih Di
reference to the impact of foreign currency exchange fluctuations.

COMPETITION

Our business is subject to significant competition. Competition exists from larger companpestess
substantially greater technical, financial, human, sales and marketing resources than we do. The dynamics o
competition in this market involve short product life cycles, declining selling prices, evolving industry standarc
and frequent new prodt introductions. We compete against companies such as ATl Technologies Inc., a
division of AMD Corp., and Avid Technol ogi es
electronics market, where competition comes from Sony Corp., Toshiba Conpo@itico Systems Inc. and
others.

We believe that competition from new entrants into our market will increase as the market for television in a F
expands. There can be no assurance that we will not experience increased competition in the future. Such
increased competition may have a material adverse affect on our ability to successfully market our products.
Competition is expected to remain intense and, as a result, we may lose some of our market share to our
competitors. Further, we believe that the ke&rfor our products will continue to be price competitive and thus
we could continue to experience lower selling prices, lower gross profit margins and reduced profitability leve
for such products Rhakh Factbespast. Al tem 1A
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Though managment believes that the delivery of TV via the internet will become more popular in the future,
we believe that TV delivered to the PC via cable, broadcast or satellite will continue to dominate. As our
products connect directly to cable, broadcast arellisatreceivers, and deliver a high quality image, we view
our products as the preferred way to watch TV on the PC versus the delivery of TV via the internet.

PATENTS, COPYRIGHTS AND TRADEMARKS

With the proliferation of new products and rapidly chandeahnology, there is a significant volume of patents
and other intellectual property rights held by third pamrgh regard to our markeThere are a number of
companies that hold patents for various aspects of the technologies incorporated in senCodind TV
industries' standards. Given the nature of our products and development efforts, there are risks that claims
associated with such patents or intellectual property rights could be asserted by third parties against us. We
expect that partieeesking to gain competitive advantages will increase their efforts to enforce any patent or
intellectual property rights that they may have. The holders of patents from which we may have not obtained
licenses may take the position tha arerequired to btain a license from them.

If a patent holder refuses to offer such a license or offers such a license on terms unacceptable to us, there i
risk of incurring substantial litigation or settlement costs regardless of the merits of the allegation$ or whic
party eventually prevails. If we do not prevail in a litigation suit, we may be required to pay significant damagge
and/or cease sales and production of infringing products and accordingly, may incur significant defense costs
Additionally, we may neetb attempt to design around a given technology, although there can be no assuranc
that this would be possible or economical.

We currently use technology licensed from third parties in certain products. Our business, financial condition
and operating mailts could be adversely affected by a number of factors relating to thespatiyd
technologies, including:

failure by a licensor to accurately develop, timely introduce, promote or support the technology
delays in shipment of products

excess customaupport or product return costs due to problems with licensed technology and
termination of our relationship with such licensors

We may not be able to adequately protect our intellectual property through patent, copyright, trademark and
other means of ptection. If we fail to adequately protect our intellectual property, our intellectual property
rights may be misappropriated by others, invalidated or challenged, and our competitors could duplicate our
technology or may otherwise limit any competitieetinological advantage we may have. Due to the rapid pace
of technological change, we believe our success is likely to depend more upon continued innovation, technic:
expertise, marketing skills and customer support and service rather than upon legébprof our proprietary
rights. However, we shall aggressively assert our intellectual property rights when necessary.

Even though we independently develop most of our products and copyright the operating software which our
products use, our successlwliépend, in a large part, on our ability to innovate, obtain or license patents,
protect trade secrets and operate without infringing on the proprietary rights of others. We maintain copyright
on certain of our designs and software programs, but cirmathave no patent on the WinTV® board or

other products.

The trademarksfiHauppauge® , i Sof t PVREO,fi M& Ha an M&E® EWIDTV®", have been
registered with the United States Patent and Trademark Office.

See Nl-Remk FEFAciAtbwrrManagdment 6s Discussion and Ana
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Results of Operations. 0

EMPLOYEES

As of September 30, 2@0we employed 45 peopledomestically and internationallincluding our executive
officers, all of which aremployed on afull-time basis and none of which are represented by a union.

CORPORATE STRUCTURE

Hauppauge Digital Inc. was incorporated in the state of Delaware on August 2, 1994. Listed below is a chart
depictingour corporate structure.

Corporate Organization Chart

-,
Hauppzauge Digital Inc
Delaware
| -
1 1 1 1
a
Hauppauge Computer Warks nc Hauppauge Oigital Europe SARL HCW Distributing Corp Hauppauge Digital
Mew ark Luxernbourg Mew ark Taiwan
A
Hauppauge Computer Viborks Lid Hauppauge I:Iirgitae:_lljurope SARL
5 [Branch of
US virgn lslands I (e
Hauppzuge Oigital Bsia Pte Litd auppauge Computer Wiorks GMEH Hauppzauge Computer Works Lid Hauppauge Computer Works SORL
Singapore Germany United Kingdom France
[Sales Agent) [Sales Agent) [Sales Agent) [Cormmission Agent)

Hauppauge Digital Inc. was incorporated in Delaware and is the parent hadipgny. Our subsidiaries
function as follows:

Hauppauge Computer Works, Inc., incorporated in New York, is our United States operating compasy. It
locations in Hauppauge, New York and Danville, California. The Hauppauge, New York location functions as
ourcompany headquarters and houses the executive offices and is responsible for somehafallafing
functions:

Sales

TechnicalSupport
Research andevelopment
Warehousing and shipping
Finance and Administrative
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U Inventory planning and forecasting

Hauppauge Digital Europ®ARL, incorporated in Luxembourg, is our European subsidiary. It has the
following wholly-owned subsidiaries:

U Hauppauge Digital Asia Pte Ltd (incorporated in Singapore)

] Hauppauge Computer Works, GmbH (incorporated in Germany)

J Hauppauge Computed Works Limited (incorporated in the United Kingdom)
] Hauppauge Computer Work&BL (incorporated in France)

The subsidiarig above function as sales and commission agents, and are primarily responsiesfor all of
thefollowing functions:

Directing and overseeing European sales, marketing and promotional efforts
Procuring sales and servicing customers

Sales administradn

Technical support

Product and material procurement support

Contract manufacturer and production support

In addition to Hauppauge Digital EuropA R Ls &vholly owned subsidiaries, Hauppauge Digital Europe
SARL also has a branch office in Blanchar@ato Ireland, which functions as our European distribution center
and is responsible f@ome or all of our following functions:

] Warehousing of product
J Shipment of product

] Repair center

J European logistics center

Hauppauge Digital Taiwan was incorpaatduring fiscal 2004 in Taiwan, ROC and is responsible for some or
all of the following functions:

o Sales administration for Asia and China
] Research and development activities

Hauppauge Computer Works, Inc. is in turn the holding company of a foreggcsaporation, Hauppauge
Computer Works, Ltd (incorporated in the U.S. Virgin Islands).

HCW Distributing Corp., incorporated in New York, is an inactive company

Our executive offices are located at 91 Cabot Court, Hauppauge, New York 11788, tatelptnane number
at that address is (631) 43600. Our internet address is http://www.hauppauge.com.

ITEM 1A. RISK FACTORS

Our operating results and financial condition are subject to various risks and uncertainties, including those
described belw, that could adversely affect our business, operating results and financial condition, any of
which could negatively affect the trading price of our Common Stock. Because of the following factors, as we
as other variables affecting our business, dpgyaesults and financial condition, past performance may not be
a reliable indicator of future performance, and historical trends should not be used to anticipate results or trer
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for future periods.

If TV technology for the PC, or our implementation of this technology, is not accepted, we will not be able
to sustain or expand our business

Our future success depends on the growing use and acceptance of TV and video applications for PCs. The
market for these applications is still evolving, and maydewelop to the extent necessary to enable us to
further expand our business. We have invested, and continue to invest, significant time and resources in the
development of new products for this market.

Our:

dependence on sales of TV and video prodiactthe PC

lack of market diversification

lack of development of the market for our products

potential inability to remain ahead of the development of competing technologies

could each have a material adverse effect on our business, operating relsfittaramal conditionf we are
unable to address any of the factors listed above

We rely upon sales of a small number of product lines, and the failure of any one product line to be
successful in the market could substantially reduce our sales.

We curently rely upon sales from owxisting product lines ointernal and external products to generate a
majority of our sales. While we continue to develop additional products within these and other product line
there can be no assurance that we willumesssful in doing so. Consequently, if the existing or future products
are not successful, sales could decline substantially, which would have a material adverse effect on
business, operating results and financial condition.

We rely heavily on the secess of dealers and PC manufacturers to market, sell and distribute our
products. If these channels are not effective in distributing our products, our sales could be reduced.

These resellers and manufacturers may not effectively promote or markebductpror they may experience
financial difficulties and even close operations. Our sales chaawggiot contractually obligated to sell our
products, and they typically sell on an fias need

o refuse to promoteur products
. discontinue the use of our products in favor of a competitor's product

Also, with adistribution channel standing between us and the actual end user, we may not be able to accurats
gauge current demand and anticipate future demand f@roducts. For example, dealers and manufacturers
may place large initial orders for a new product just to keep their stores and products stocked with the newes
TV receivers and not because there is a significant demand for them.

We operate in a highlycompetitive market, and many of our competitors have much greater resources,
which may make it difficult for us to remain competitive.

Our business is subject to significant competition. Competition exists from larger companies that possess
substantiallygreater technical, financial, human, sales and marketing resources than we do. The dynamics of
competition in this market involve short product life cycles, declining selling prices, evolving industry standarc
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and frequent new product introductions. ¥éenpete against companies such as ATI Technologies Inc., a

di vision of AMD Corp. and Avid Technol ogi es Ou
electronics market, where competition comes from Sony Corp., Toshiba Corporation, Cisco Systems Inc. anc
others.

We believe that competition from new entrants will increase as the market for digital video in a PC expands.
There can be no assurance that we will not experience increased competition in the future. Such increased
competition may have a matdradverse affect on our ability to successfully market our products. Competition
is expected to remain intense and, as a result, we may lose some of our market share to our competitors. Fu
we believe that the market for our products will continulee@rice competitive and thus we could continue to
experience lower selling prices, lower gross profit margins and reduced profitability levels for such products
than in the past.

Rapid technological changes and short product life cycles in our industryoald harm our business.

The technology underlying our products and other products in the computer industry, in general, is subject to
rapid change, including the potential introduction of new types of products and technologies, which may have
material @verse impact upon our business, operating results and financial condition. We will need to maintail
an ongoing research and development program, and our potential future success, of which there can be no
assurances, will depend, in part, on our abibtyespond quickly to technological advances by developing and
introducing new products, successfully incorporating such advances in existing products, and obtaining
licenses, patents, or other proprietary technologies to be used in connection with ristingr groducts. We
expended approximately\3#80,000, $,165000 and 8,494,000 for research and development expenses for the
fiscal years ended September 30, 202005 and 206, respectively. There can be no assurance that our
research and developmemitl be successful or that we will be able to foresee and respond to such advances in
technological developments and to successfully develop additional products. Additionally, there can be no
assurances that the development of technologies and prodwtimpgtitors will not render our products or
technologies norwompetitive or obsolete.

If TV or video capabilities are included in PCs or in operating systems, it could result in a reduction in the
demand for ad@n TV and video devices. Although welibge that our software is a competitive strength, as
operating systems such as Windows move to integrate and standardize software support for video capabilitie
we will be challenged to further differentiate our products. Our operating results andtalyéitain our market
share are also dependent on continued growth in the underlying markets for PC, TV and video products.

We may not be able to timely adopt emerging industry standards, which may make our products
unacceptable to potential customers, @ay our product introductions or increase our costs.

Our products must comply with a number of current industry standards and practices established by various
international bodies. Failure to comply with evolving standards, including video compredsasidards, TV
transmission standards, and PC interface standards, will limit acceptance of our products by the market. If ne
standards are adopted in the industry, we will be required to adopt those standards in our products. It may tal
significant amout of time to develop and design products incorporating these new standards, and we may no
succeed in doing so. We may also become dependent upon products developed by third parties and have to
royalty fees, which may be substantial, to the develogfetge technology that constitutes the newly adopted
standards.

We are dependent upon foreign markets for sales of our products, primarily the European market, and
adverse changes in these markets could reduce our sales.
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Our future performance willkely be dependent, in large part, on our ability to continue to compete
successfully in the European markets, where a large portion of our current and potential customers are locate
Our ability to compete in these markets will depend on many factaehsding:

. the economic conditions in these regions

. the stability of the political environment in these regions

. adverse changes in the relationships between major countries in these regions

. the state of trade relations among these regions and the Urdted St

o restrictions on trade in these regions

o the imposition or changing of tariffs by the countries in these regions on products of the type the
we sell

. changes in the regulatory environment in these regions

. export restrictions and export license requiretae

. restrictions on the export of critical technology

. our ability to develop PC TV products that meet the varied technical requirements of customers
in each of these regions

. our ability to maintain satisfactory relationships with our foreign customerdiambutors

. changes in freight rates

. our ability to enforce agreements and other rights in the countries in these regions

. difficulties in staffing and managing international operations

. difficulties assessing new and existing international markets anitl Gsid

. potential insolvency of international customers and difficulty in collecting accounts

If we are unable to address any of these factors, it could have a material adverse effect on our business,
operating results and financial condition.

We are havily dependent upon foreign manufacturing facilities for our products, primarily facilities in
Asia, which exposes us to additional risks.

The majority of our products are built at contract manufacturing facilities in Asia . Our ability to successfully
build products at overseas locations will depend on several factors, including:

the economic conditions in these regions

the stability of the political environment in these regions

adverse changes in the relationships between major countries in thess regi
the state of trade relations among these regions and the United States
restrictions on trade in these regions

the imposition or changing of tariffs by the countries in these regions on products of the type thg
we sell

changes in the regulatory enviroant in these regions

import restrictions and import license requirements

our ability to maintain satisfactory relationships with our foreign manufacturers
changes in freight rates

difficulties in staffing and managing international operations

potential irsolvency of vendors and difficulty in obtaining materials

If we are unable to address any of these factors, it could have a material adverse effect on our business,
operating results and financial condition.
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Foreign currency exchange fluctuations could dversely affect our results.

For the three fiscal yeaesded September 30, 20@006 and 2004t leasd0 % ofour sales were generated

by our European subsidiary and were invoiced and collected in local currency, which was primarily the Euro
On thesupply side sinceve predominantly deal with North American and Asian suppliers and contract
manufacturers, approximately 90%aufrinventory required to support our European sales are purchased and
paid in U.S. Dollars.

The combination of salesll@d in Euros supported by inventory purchased in D@lars results in an absence
of a natural local currency hedge. Consequently, our financial results are subject to market risks resulting fror
the fluctuations in the Euro to U.S. Dollar exchangesia

See A-tMaemmag7ement 6s Di scussion and Analysis of Fin
AltemQuwaAntitative and Qualitative Disclosures Ab«
foreign currency exchange fluctuations.

We may be unable to develop new products that meet customer requirements in a timely manner.

Our success is dependent on our ability to continue to introduce new products with advanced features,
functionality and performance that our customers demafedmay not be able to introduce new products on a
timely basis, that are accepted by the market, and that sell in quantities sufficient to make the products viable
for the longterm. Sales of new products may negatively impact sales of existing protfuatidition, we may

have difficulty establishing our products' presence in markets where it does not currently have significant brat
recognition.

We may experience declining margins.
For several yearnse haveexperienced declining gross margins duthtfollowing factors, among others:

larger sales mix of lower margin products

changes in foreign currency exchange rates

allowances for excess inventory

increases in costs charged by contract manufacturers
increases in duty and tariff rates

increases ishipping costs

lower average selling prices

increases in material acquisition costs and

different gross margins for like products in different markets

Consequently, as margins may decline, our profitability will be more dependent upon effective cost
mana@ment controls. There can be no assurances that such cost and management controls can be impleme
and maintained, and if implemented, that they will be successful.

We have experienced, and expect to continue to experience, intense downward pricirrggsure on our
products, which could substantially impair our operating performance.

We are experiencing, and are likely to continue to experience, downward pricing pressure on our products. A
result, we have experienced, and we expect to continesgtrience, declining average sales prices for our
products. Increases in the number of units that we are able to sell and reductions in per unit costs may not be
sufficient to offset reductions in per unit sales prices, in which case our net incomebeoattliced and we
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could incur losses. Since we typically negotiate supply arrangements far in advance of delivery dates, we ma
need to commit to price reductions for our products before we are aware of how, or if, these cost reductions ¢
be obtained. Aa result, any current or future price reduction commitments and our inability to respond to
increased price competition could have a material adverse effect on our business, operating results and finar
condition.

We are dependent upon contract maniacturers for our production. If these manufacturers do not meet
our requirements, either in volume or quality, then we could be materially harmed.

During fiscal 2007 we subcontracted the manufacturing and assembly of our producisnidependent thd
parties at facilities in various Asian countries.

Relying on subcontractors involves a number of significant risks, including:

loss of control over the manufacturing process

potential absence of adequate production capacity

potential delays in prodtion lead times

unavailability of certain process technologies

reduced control over delivery schedules, manufacturing yields, quality and costs, and
unexpected increases in component costs

We may need to hold more inventory than is immediately requirednipensate for potential manufacturing
disruptions.

If our significantsubcontractors beconumable or unwilling to continue to manufacture these products in
required volumes, we will have to identify qualified alternate subcontractors. Additionalegplialif

subcontractors may not be available, or may not be available on a timely or cost competitive basis. Any
interruption in the supply of, or increase in, the cost of the products manufactured by third party subcontracto
could have a material adverseesff on our business, operating results and financial condition.

We are dependent upon single or limited source suppliers for our components and assembled products.
If these suppliers do not meet the demand, either in volume or quality, then we could betarially
harmed.

If the supply of a key component or assembled product, such BYR®00, NovaT-Stickand NovaTD-

stick were to be delayed or curtailed or in the event a key manufacturing or sole vendor delays shipment of st
components or compled products, our ability to ship products in desired quantities and in a timely manner
would be adversely affected. Our business, operating results and financial condition could also be adversely
affected, depending on the time required to obtain suffigjeantities from the original source or, if possible,

to identify and obtain sufficient quantities from an alternative source. We attempt to mitigate these potential
risks by working closely with our key suppliers on product introduction plans, strategidories, coordinated
product introductions, and internal and external manufacturing schedules and levels. We are also seeking ol
alternative sources for assembled products, making us less dependent on a single or limited source.

We may need to holshore inventory than is immediately required to compensate for potential component
shortages or discontinuation. This could lead to an increase in the costs of manufacturing or assembling our
products.

If any single or limited source supplier becomes lmab unwilling to continue to supply these components or
assembled products in required volumes, we will have to identify and qualify acceptable replacements or
redesign our products with different components. Additional sources may not be availpbdeluat redesign
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may not be feasible on a timely basis. Any interruption in the supply of or increase in the cost of the
components and assembled products provided by single or limited source suppliers could have a material
adverse effect on our businespgrating results and financial condition.

We may incur excessive expenses if we are unable to accurately forecast sales of our products.

We generally ship products within one to four weeks after receipt of orders. Therefore, our sales backlog is
typicaly minimal. Accordingly, our expectations of future net sales and our product manufacturing and
materials planning are based largely on our own estimates of future demand and not on firm customer orders

If we obtain orders in excess of our internal éags, we may be unable to timely increase production to meet
demand which could have a material adverse effect on our business, operating results and financial conditior
If our net sales do not meet expectations, our business, operating resultsracidl fowadition would be

adversely affected, we may be burdened with excess inventory, and we may be subject to excess costs or
inventory writeoffs.

We may experience a reduction in sales if we are unable to respond quickly to changes in the market for
our products.

Our net sales can be affected by changes in the quantity of products that our distributor and PC manufacture
customers maintain in their inventories. We may be directly and rapidly affected by changes in the market,
including the impact ofray slowdown or rapid increase in end user demand. Despite efforts to reduce
distribution channel inventory exposure, distribution partners and PC manufacturer customers may still choos
to alter their inventory levels, which could cause a reduction im@wsales; this could have a material adverse
effect on our business, operating results and financial condition.

We may accumulate inventory to minimize the impact of shortages from manufacturers and suppliers,
which may result in obsolete inventory thatwe may need to write off resulting in losses.

Managing our inventory is complicated by fluctuations in the demand for our products as well as the issues o
using contract manufacturers and procuring components from suppliers mentioned above. As ‘st p
have sufficient quantities of products available to satisfy our customers' demands, we sometimes accumulate
inventory for a period of time to minimize the impact of possible insufficient capacity or availability of
components from our manufacturarsd suppliers. Although we expect to sell the inventory within a short
period of time, products may remain in inventory for extended periods of time and may become obsolete
because of the passage of time and the introduction of new products or new camptghenexisting

products. In these situations, we would be required to write off obsolete inventory which could have a materic
adverse effect on our business, operating results and financial condition.

We may need financing, and may not be able to ra¢ financing on favorable terms, if at all, which could
limit our ability to grow and increase our costs.

We anticipate that we may need to raise additional capital in the future to continue our long term expansion
plans, to respond to competitive pragsuor to respond to unanticipated requirements. We cannot be certain
that we will be able to obtain additional financing on commercially reasonable terms, if at all. Our failure or
inability to obtain financing on acceptable terms could require us tbdimiplans for expansion, incur
indebtedness that has high rates of interest or substantial restrictive covenants, issue equity securities that w
dilute existing stockholdersd holdings or @eascon
material adverse effect on our business, operating results and financial condition.
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We may become involved in costly intellectual property disputes.

With the proliferation of new products and rapidly changing technology, there is a significant wblpatents

and other intellectual property rights held by third parties. There are a number of companies that hold patents
for various aspects of the technologies incorporated in some of the PC and TV industries' standards. Given t
nature of our produs and development efforts, there are risks that claims associated with such patents or
intellectual property rights could be asserted by third parties against us. We expect that parties seeking to ge
competitive advantages will increase their effosteforce any patent or intellectual property rights that they
may have. The holders of patents from which we may have not obtained licenses may take the position that
required to obtain a license from them.

If a patent holder refuses to offer suechcense or offers such a license on terms unacceptable to us, there is a
risk of incurring substantial litigation or settlement costs regardless of the merits of the allegations, or which
party eventually prevails. If we do not prevail in a litigatioit,sve may be required to pay significant damages
and/or to cease sales and production of infringing products and accordingly, may incur significant defense co
Additionally, we may need to attempt to design around a given technology, althoughathbeero assurances
that this would be possible or economical.

We currently use technology licensed from third parties in certain products. Our business, financial condition
and operating results could be adversely affected by a number of factorgreldtiase thirgarty
technologies, including:

failure by a licensor to accurately develop, timely introduce, promote or support the technology
delays in shipment of products

excess customer support or product return costs due to problems with licaiseddgy
termination of our relationship with such licensors

We may be unable to enforce our intellectual property rights.

We may not be able to adequately protect our intellectual property through patent, copyright, trademark and
other means of protgon. If we fail to adequately protect our intellectual property, our intellectual property
rights may be misappropriated by others, invalidated or challenged, and our competitors could duplicate our
technology or may otherwise limit any competitive tealbgical advantage we may have. Due to the rapid pace
of technological change, we believe our success is likely to depend more upon continued innovation, technic:
expertise, marketing skills and customer support and service rather than upon legabprotextr proprietary
rights. However, we intend to aggressively assert our intellectual property rights when necessary.

Even though we typically develop our products independently, our success, of which there can be no
assurances, will depend, in a langart, on our ability to innovate, obtain or license patents, protect trade
secrets, copyrights and trademarks, and draw upon our proprietary technology without infringing on the
proprietary rights of others. We maintain copyrights on our designs améhsafdrograms, but currently we
have no patent on the WinTV® board as we believe that such technology cannot be patented.

We have no patents issued or pending that relate to our technology. We are subject to a number of risks rela
to intellectual proprty rights, including the following:

o the means by which we seek to protect our proprietary rights may not be adequate to prevent
others from misappropriating our technology or from independently developing or selling
technology or products with featureased on or similar to our products
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. our products may be sold in foreign countries that provide less protection to intellectual propert
than is provided under U.S. laws

o our intellectual property rights may be challenged, invalidated, violated or ciecued/and may
not provide us with any competitive advantage

We may not be able to attract and retain qualified managerial and other skilled personnel.

Our success, of which there can be no assurances, depends, in part, on our ability to identjfjytitraie

and retain qualified managerial, technical and sales personnel. Our success, of which there can be no
assurances, is dependent on our ability to manage effectively the enhancement and introduction of existing a
new products and the marketiofjsuch products. We are particularly dependent on our ability to identify,
attract, motivate and retain qualified managers, engineers and salespersons. The loss of the services of a
significant number of engineers or sales people or one or more sergerfr managers could be disruptive

to product development efforts or business relationships and could seriously harm our business.

We depend on a limited number of key personnel, and the loss of any of their services could adversely
affect our future growth and profitability and could substantially interfere with our operations.

Our products are complex and our market is evolving. The success of our business depends in large part upc
the continuing contributions of our management and technical peisdime loss of the services of any of our

key officers or employees could adversely affect our future growth and profitability and could have a material
adverse effect on our business, operating results and financial condition.

Our dependence upon owrkofficers and employees is increased by the fact that they are responsible for our
sales and marketing efforts as well as our overall operations. We do not have key person life insurance polici
covering any of our employees other than Mr. Plotkin, BuesidentChairman of the Board, Chief Executive
Officer, Chief Operating OfficerThe insurance coverage that we have on him may be insufficient to
compensate us for the loss of his services.

We may not be able to effectively integrate businessesassets that we acquire

We may identify and pursue acquisitions of complementary companies and strategic assets, such as custom
bases, products and technology. However, there can be no assurance that we will be able to identify suitable
acquisition opprtunities.

If any such opportunity involves the acquisition of a business, we cannot be certain that:

we will successfully integrate the operations of the acquired business with our own
all the benefits expected from such integration will be realized
management's attention will not be diverted or divided, to the detriment of current operations
amortization of acquired intangible assets will not have a negative effect on operating results or
other aspects of our business
o delays or unexpected costs relat@dhe acquisition will not have a detrimental effectaur
business, operating results and financial condition
o customer dissatisfaction with, or performance problems at, an acquired company will not have «
adverse effect on our reputation
o respective perations, management and personnel will be compatible

In most cases, acquisitions will be consummated without seeking and obtaining stockholder approval, in whic
case stockholders will not have an opportunity to consider and vote upon the meritsast aaghisition.
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Although we will endeavor to evaluate the risks inherent in a particular acquisition, there can be no assuranct
that we will properly ascertain or assess such risks.

Our products could contain defects, which could result in delays in regmition of sales, loss of sales, loss
of market share, or failure to achieve market acceptance, or claims against us.

We develop complex products for TV and video processing. Despite testing by our engineers, subcontractors
and customers, errors may beral in existing or future products. This could result in, among other things, a
delay in recognition of sales, loss of sales, loss of market share, failure to achieve market acceptance or
substantial damage to our reputation. We could be subject to rhel@nes by customers, and may need to

incur substantial expenses to correct any product defects. We do not have product liability insurance to prote
against losses caused by defects in our products, and we also do not have "errors and omissioos.' Asaran
result, any payments that we may need to make to satisfy our customers may be substantial and may result i
substantial charge to earnings.

We may experience fluctuations in our future operating results, which will make predicting our future
results difficult.

Historically, our quarterly and annual operating results have varied significantly from period to period, and we
expect that our results will continue to do so. These fluctuations result from a variety of factors, including:

market accptance of our products

changes in order flow from our customers, and their inability to forecast their needs accurately
the timing of our new product announcements and of announcements by our competitors
increased competition, including changes in pridiggis and our competitors

delays in deliveries from our limited number of suppliers and subcontractors; and

difficulty in implementing effective cost management constraints

As our sales are primarily to the consumer market, we have experienced cagamasesvenue trends. Our

peak sales quarter, due to holiday season sales of computer equiptyeidally our first fiscal quarter

(October to December), followed by our second fiscal quarter (January to March). In addition, our internation:
sales, rostly in the European market, weté%, 54% and54% of sales for théiscal years ended September

30, 200, 20® and 206 respectively. Our fiscal fourth quarter sales (July to September) can be potentially
impacted by the reduction of activity experienae&urope during the July and August summer holiday period.
Accordingly, any sales or net income in any particular period may be lower than the sales and net income in
preceding or comparable period. Pertoeperiod comparisons of our results of opierag may not be

meaningful, and should not be relied upon as indications of our future performance. In addition, our operating
results may be below the expectations of securities analysts and investors in future periods. Failure to meet <
expectationsshould such an event occur, will likely cause our share price to decline.

Our Common Stock price is highly volatile.

The market price of our Common Stock has been, and may continue to be, subject to a high degree of volatil
Numerous factors may haegesignificant impact on the market price of our Common Stock, including:

general conditions in the PC and TV industries
product pricing

new product introductions

market growth forecasts

technological innovations

mergers and acquisitions
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. announcements @fuarterly operating results
o overall U.S. andnternationaleconomic health
. stability of the U.S. andhternationakecurities markets

In addition, stock markets have experienced extreme price volatility and broad market fluctuations in recent
years. Thisvolatility has had a substantial effect on the market price of securities issued by many high
technology companies in many cases for reasons unrelated to the operating performance of the specific
companies. The price of our Common Stock has experiendaiilityonot necessarily related to our
performance.

Our Amended and Restated ByLaws and the Rights Agreement in whiclwe areparty to may have antr
takeover effects, limiting the ability of outside stockholders to seek control of management, and any
premium over market price that an acquirer might otherwise pay may be reduced and any merger or
takeover may be delayed.

Effective August 16, 2001, the Board of Directors unanimously approved Amended and RestasatsByr

us( t helL @By 0 ) .-Lawddb mot pBrmit stockholders to call a special meeting of stockholders and
consequently, an expensive proxy contest cannot occur other than in connection with the annual meeting of
stockholders. The Bizaws also impose strict requirements for shareholdgrgsals and nominations of
prospective Board members other than those nominated by or at the discretion of the Board of Directors. Thi
amendments may collectively or individuall guri mpa
Company ad may have antiakeover effects in that any merger or takeover may be delayed. Accordingly, any
premium over market price that an acquirer might otherwise pay may be reduced.

On July 19, 2001, the Board of Directors declared a dividend distributimmedRight for each outstanding

share obbur Common $ockto stockholders of record at the close of business on August 5, 2001. Each Right
entitles the registered holder to purchase fusmne Common Share at a purchase price of $11.00 per share,
subjectto adjustment and terms set out in the Rights Agreement betweed Continental Stock Transfer &
Trust Companyas Rights Agent. The Rights may have certaintakgover effects. The Rights will cause
substantial dilution to a person or group th&trapts to acquirasin a manner which causes the Rights to
become discount Rights unless the offer is conditional on a substantial number of Rights being acquired.
Accordingly, any premium over market price that an acquirer might otherwise pay maybteded

No dividends and none anticipated.

We have never paid any cash dividends onGammon Stoclkand do not contemplate or anticipate paying any
cash dividends on our Common Stock in the foreseeable future. It is currently anticipated that eaamyngs, if
will be used to finance the development and expansion of the business.

Forward looking statements.

From time to time, information provided by us, statements made by our employees or information provided in
our Securities and Exchange Commissiangs, including information contained in this Annual Report on

Form 10K, may contain forward looking information. Our actual future results may differ materially from
those projections or statements made in such forward looking information as a reatithws risks and
uncertainties, including, but not limited to, rapid changes in technology, lack of funds for research and
development, competition, proprietary patents and rights of others, loss of major customers, loss of sources ¢
supply for our compaeents, noravailability of management, government regulation, currency fluctuations and
our inability to profitably sell our products. The market price of our Common Stock may be volatile at times in
response to fluctuations in our quarterly operatinglt®sthanges in analysts' earnings estimates, market
conditions in the computer hardware industry, seasonality of the business cycle, as well as general condition:
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and other external factors.

ITEM 1B. UNRESOLVED STAFF COMMENTS
Not applicable

ITEM 2. PROPERTES

We occuyy a facility locatedat 91 Cabot Court, Hauppauge, New Yarkuse it for executive offices and for

the testing, storage and shipping of our products. In February 1990, Hauppauge Computer Works, Inc.,
(AHCWO0), enaee efdorn ntlope apdemi ses (the A1990 Lease:q
partnership which is principally owned by Kenneth Plotku, President, Chairman of the Board, Chief
Executive Officer, Chief Operating Officeand the holder of approximedy 8.1% of our shares of Common

Stock as ofSeptember 30, 2007Dorothy Plotkin, the wife of Kenneth Plotkin, holder of approximatedy®.

of our shares of Common Stoas September 30, 200Gnd Laura Aupperle, believed by us to be the holder

of appoximately7.8% of our shares of Common Stock, including shares of Common Stock attributed to the
Estate of Kenneth R. Aupperlas of September 30, 2001.adokk Realty Co., LLC is the successor to
Ladokk Realty Co. (iALadd®alease prokided forfann&aerént ofi sgoproximatedy 0
$454,000, payable monthly, and subject to 5% annual increases effective FeBfaegndh year We were

also obligated to pay real estate taxes and operating costs of maintaining the premises shbj@600 Lease.
Until February 17, 2004, the premises subject to such lease were subject to two mortgages guaranteed by us

On February 17, 2004, HCW and Ladokk terminated the 1990 Lease and HCW entered into a new lease
agreement wiPBOladekkedp) he Mhe 2004 Lease term w
February 16, 2009. The annual rent under the 2004 Lease was $360,000, payable Wantirdyealso

obligated to pay real estate taxes and operating costs of maintaining the pseijsetsto such lease.
Concurrently with the new lease, Ladokk completed a refinancing of its mortgages, and the new lender did nc
require us to sign a guarantee. Accordingly, we

On October 17, 2006JCW executecan amendment to the 2004 Leagth Ladokk for the premisgshe
ALease AmeThadleesenAmendment commedes of September 1, 2006 and ends on August 31,
2011 The base rent under the Lease Ammeadt for the first year of thetm is $80,000, payable monthly in
the amount of $25,000. Rent is subject to an annual increase of 3% otenth&he execution of the Lease
Amendment was approved byr Board of Directors, following the recommendatioroaf Audit Committee

The Lease Amendent provides for the payment of rent arrearages in the aggregate amowdg,66%1the
AArrearageo) to be paid in the amount of $5, 000
Subiject to the terms and conditions of the 2004 ¢, gd€W is obligated to pay for utilities, repairs to the
Premises, and taxes during tleent.

The Lease Amendment provides that HCW has the option to reneurtieat lease terror an additional 5
year term after the expiration of tharrent lease ternupon written notice given to Ladokk between six and
twelve months prior to expiration of ticarrentlease Rent de during the first year of the renewatmn is to be
equal to the market rate at the end ofdherent leasgbut not less than rent paddiring the last year of the
current leasgand is subject tarentincreass for the seond through fifth years of the renewatm by CPI plus
1% per annum

HCW occupies a shared office facility at the Danville Business Center in Danville, Califovt@aise the
California office as our western region sales of
lease expires on May 31, 208nd requires us to pay an annual rent, which includes telecommunications
services, of approximatel\9§600.
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Our German subsidiary, Hauppauge Computer Works GmbH, occupies approximately 6,000 square feet in
Monchengladbach, Germany. It is used as our European sales office and customer support center. It also he
product demonstration room and a storegdity. Hauppauge Computer Works GmbH pays an annual rent of
approximately $52,000 for this facility pursuant to a rental agreement, which expires on OctobeB31, 200

Our Singapore subsidiary, Hauppauge Digital Asia Pte. Ltd., occupies approximd@flysquare feet in
Singapore, which it uses as a sales and administration office and for the testing, storage and shipping of our
products. The lease expires on November 30, 2008 and calls for an annual rent of approxirBaey. $oe

rent includes m allocation for common area maintenance charges.

On May 1, 2001, Hauppauge DigitaABL. commenced a lease of a 15,642 square foot building in
Blanchardstown, Dublin, Ireland. The facility houses our European warehousing and distribution center. Th
lease, which is for the standard twefitye year term in Ireland with the right to terminate on the fifth and tenth
year of the lease, calls for an annual rent of approximaggg 0. The rent includes an allocation for

common area maintenance charges

ITEM 3. LEGAL PRO CEEDINGS

We arepresently party to no pending material legal proceedings.
ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS
None

PART I1

ltem 5. MARKET FOR REGISTRANT & COMMON EQUITY, RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

Our Common Stock trades on the Nasdaq Global Markger the symbol HAUP. The range of high and low
sales prices for our Commono8k during the two fiscal years ended September 30, 2007, were as follows:

Year endedSeptember 30, 200 High Low
First Quarter 7.46 4.82
Second Quarter 9.06 6.68
Third Quarter 1.27 4.89
Fourth Quarter 5.28 348
Year endedSeptember 30, 2060 High Low
First Quarter 6.53 3.12
Second Quarter 5.69 3.61
Third Quarter 4.35 3.61
Fourth Quarter 5.50 3.66

We have been advised by our transfer agent, Continental Stock Transfer & Trust Company that the approxirnr
number of holders of record of our Common Stock adasfember 14, 200Was 161. We believe there are in
excess of 4,000 beneficial holders of our Common Stock.

No cash dividends have been paid during the two fiscal years ended September 30, 2007. We have no pres
intention of paying any cash dividends ur doreseeable future and intend to use our net income, if any, in our
operations.
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On November 8, 1996, we approved a stock repurchase program. The program authorized us to repurchase
to 850,000 shares of our own stock. The stock repurchase progsexigaded by a resolution of our Board of
Directors on December 17, 1994t our August 3, 2007 Board meeting, our Board of Directors approved an
increase in the number of shares which can be repurchased under the plan to 1,200,000.

The table below sumarized repurchases of ddommonStock under our stock repurchase program:

Total Number Maximum
Average of Shares Number
Total Price Purchased as Of Shares
Numbe Paid Part of That May Yet
of per Publicly Be Purchasec
Share Paid Annourced Under the
Purchase Share Plan Plan
Purchases as of September 30, 2006 607,54 $2.8¢ 607,547 592453
June 1 to June 30, 2007 10,00( $5.34 10,00( 582,45!
July 1 to July 31, 2007 10,000 $4.92 10,00 572,453
August 1 to August 31, 2007 88,83C 4.21 88,830 483,623
September 1, to September 30, 2007 33,202 3.8¢ 33,202 450,421

Purchases as of September 30, 2007 749,57¢ $3.15

The following graph shows a five year comparison of cumulative total stockholder return, calculated on a
dividend reinvested basis, for us, the NASDAQ Market Index and the Hemscott Group (Computer Peripheral)
|l ndex (the ARMdmzodPptt TGheuprhaph assumes $100 was
Stock, the NASDAQ Market Index and the Hemscott Group Index on October 1, 2002 and that all dividends
were reinvested. Data points on the graph are annual. Note that histckipréte performance is not

necessarily indicative of future stock performance.
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ITEM 6. SELECTED FINANCIAL DATA

The following selected financial data with respect to our financial position and our results of operataics fo
of the fivefiscal years in the period ended September 3072@0 forth below has been derived from our
audited consolidated financial statements. The selected financial information presented below should be reac

conjunction with the Consolidatd Fi nanci al St atements ahkdnagémeéerdo:d
Di scussion and Analysis of Financi al Condition a
Form 10K.
Consolidated Statement of Operations Data 2007 2006 2006 2004 20
(In thousands except for per share amounts)
Net Sales $ 11089€¢ $ 97,66:$ 78,45($ 6533¢$% 50,96
Cost of sales 88,652 77,817 60,59¢ 48,045 38,715
Gross Profit 22,244 19,84% 17,85¢ 17,294 12,241
Selling , general and administrative expes 14,66¢ 14,11¢ 13,90: 12,320 10, 818
Researclanddevelopment expenses 3480 3,165 2,494 2,021 1,902
Legal expenses related to arbitration and litigapimoteedings - - - 354 78
Arbitration proceeding - - - 206 -
Litigation proceeding - - - 427 -
Income (loss) from operations 4,096 2,564 1,462 1,966 (557)
Other Income (Expense):
Interest income 43 28 13 7 16
Foreign currency (31) 7 61 2 34
Income (loss) before taxes 4,108 2,599 1,536 1,975 (507)
Income taxprovision(benefit) (1,197) 190 149 150 307
Net income (loss) $ 5,305 $ 2409 _$ 1387 _$ 1,825 _$ (814)
Net income (loss) per share:
Basic $ 054 % 02t $ 0.1t $ 0.2( $ (0.09
Diluted $ 051 % 0.2 $ 01/ $ 0.1¢ $ (0.09
Weighted average shares outstanding:
Basic 9,863 9,58 9,431 8,999 8,867
Diluted 10,368 10,01¢ 9,988 9,668 8,867
Consolidated Balance Sheet Data (at period end):
Working capital $22,086 $17,084 $ 15,335 $13,760 $10,86
Total assets 51,920 36,650 32116 32071 21,650
Stockhol dersd equity 22,941 17,780 15,941 14,327 11468
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ITEM7. MANA GE ME NOISCESSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

Results of operations
Twelve months ended September 30, 200compared to September 302006.

Results of operations for the twelve months ended Septepb20@ compared to September 30, BOf@re as follows:

Twelve Twelve
Months Months
Endec Endec  Variance Percentage of sales

9/30/07 9/30/®% $ 2007 2006  Variance
Net Sales $110,896,011 $ 97,662,321 $ 13,233,68  100.00% 100.00% -
Cost of sales 88,651,88: 77,817,27¢ 10,834,60¢ 79.94% 79.68% 0.26%
Gross Profit 22,244,12¢ 19,845,05: 2,399078 20.06% 20.32% -0.26%
Gross Profit % 20.06% 20.32% -0.26%
Expenses
Sales &marketing 10,132,58" 9,565,78 566,85 9.14%  9.79% -0.65%
Technicalsupport 600,074 556,86% 43,20¢ 054% 0.57% -0.03%
General &administrative 3,618,81: 3,730,031 (111,218 3.26%  3.82% -0.56%
Selling, general and administratigégock compensation expense 316,292 263,36< 52,92¢ 0.29% 0.27% 0.02%
Total Selling,general anddministrative expense 14,667,76¢ 14,115,89 551,77 13.23% 14.45% -1.22%
Researchanddevelopment 3,294,441 3,072,0a 222,480 297%  3.15% -0.18%
Research andevelopmenstock canpensation expense 185,57¢€ 92,923 92,653 0.17% 0.10% 0.07%
Total expenses 18,147,78: 17,280,91! 866,87C 16.37% 17.70% -1.33%
Net operating income 4,096,34¢ 2,564,13¢ 1,532,20¢ 3.69% 2.62% 1.07%
Other income
Interest income 43,135 28,422 14,713 0.04% 0.03% 0.01%
Foreign currency (31,676, 7,292 (38,968; -0.03%  0.01% -0.04%

Total other income 11,45¢ 35,714 (24,255 0.01%  0.04% -0.03%

Income before taxgenefit) on income 4,107,80¢ 2,599,852 1,507,95: 3.70% 2.66% 1.04%
Income tax provisiorfbenefit) (1,197,579 190,24C _ (1,387,819 -1.08%  0.19% -1.26%
Net income $ 5.30538% 2,409,61 $ 2,895,77 4.78%  2.47% 2.31%

Net sales for the twelve months ended September 30, @@Beased $3,233684 compared to the twedv
months ended September 30, @88 shown on the table below.

Increase
(decrease) Increase Percentage of sales by
Twelve Months Twelve Months Dollar (decrease)  Geographic region
Location Ended 9/30/07 Ended 9/30/06 Variance  Variance % 2007 2006
Domestic 62,649,883 45,231,98 17,417,89 39% 56% 46%
Europe 45,585,721 49,803,392 (4,217,671) -8% 42% 51%
Asia 2,660,406 2,626,948 33,48 1% 2% 3%
Total $ 110,896,01C $ 97,662,32¢ $ 13,233,684 14% 100%  100%

Net sales to domestic customers wWeBé6 of net sales for the fiscal year ended Septembh@08U andi6%

of net ales for thdiscal year ended September, 2006. Net sales to European customers wit# of net

sales for the fiscal year ended September 30, 200 5a¥#dof net salefor the fiscal yearended September

30, 2006 Net sales to Asian customers re/8% of net sales for the fiscal year ended September 30, 2007 and
3% of net sales for the fiscal year ended September 30, 2006experienced an increase in unit sales of
about22% while the dynamics of new production and changes in sales mix lotixerederage sales price by
about7%.
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Seasonahature of sales

Percent of quarterly sales to annual sales-fiscal 2006 through fisci
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As the chart above indicates, there is a seasonal pattern to our quarterly sales. Listed below are the primaryurauses c

seasonal sales:

e We primarily sell through a sales channel islthconsist of retailers,
distributors. Spurred on by the holiday spending, our sales during our fisstl quarter, which encompasses
the holiday season, have historically beéher the highesbr the second highesf our fiscal year.

e Post holiday sales, mid year school computer purchagés certificates, holiday cash gifts ardisposable

PC manufacturers and

income generated from year end bonus$asl the sales of our second quarded have historically resulted in
sales for our secorgliarter being either the highest or second highest of our fiscal year.

For each of the fiscal years ended September 30, 2007 an&Re@6140% of our salesvere generated by our
Europeansubsdiary. During our fiscal third quarter and into the fitslf of our fiscal fourth quartenve
typically experience a slowdown due to the summer holiday period in Europe. We also see decreased spendin
the U.S during the summer months. This has historically caused sébesh#f last six months of our ial year

to be the lowr than the first six months of our fiscal year. As the chart above indicates our sales for the last si
months of fiscal 2006 and 2007 were lower than the sales for the first six months of fiscal 2006 and fiscal 2007.

Although ou strategy has been to diversify our sales to minimize the seasonal nature of our business, we anticip

similar seasonal trends for the near term future.

Grossprofit

Gross profitincreased $2,399,078r thetwelve months ended September 30,268mpared to thewelve months
ended September 30, 2006.

The increases and (decreases) in the gross profit are detailed below:

Increase

(decrease)
Due to increased sales $ 3,726900
Lower gross profit on sales mix (909934
Production and production related costs (417,888
Total increase in gross profit $ 2399078
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Gross profit percentage for the twelve months ended September 30Ww2802.06% compared to232%
for the twelve months ende&september 30, 260a decrease @ 26%.

The increases and (decreases) in the gross profit percent are detailed below:

Increast

(decrease

Lower gross profit on sales mix (0.82)%
Production and productiorlated costs 056%
Net decrease in gross profiercent (0.26)%

The decrease in the gross profit percer.26 % for the twelve months ended September 307 20tnpared
to the twelve months ended September 306 2@8s prinarily due to:

e A higher percentage of lower gross profit margin products contributed®i®2% decrease in gross profit

e Production angbroduction relatedcostsdeclined as a percentage of sales which contributed 86&0ncrease
in gross profit perent. The increase in net sales was atidUt while the increase in producticand production
relatedcosts was aboub%.

Volatility of grossprofit percentage

Gross profit percentage (%) by quarter-fiscal 2006 through fiscal
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The chart above indicates the quarterly fluctuations in gross profit percenth@weghtquartersendedwith
the fourth quarter of fiscal 2@0the gross profit percent has ranged from a low83f9% to a high of 2.7%%.

Factors affecting the volatility of our gross profit pereg@sare:

e Mix of product. Gross profit percentagegary within our retail family of products as well as for
products sold to manufacturers. Varying sales mix of these different product lines affect the quarter
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gross profit percentage

Fluctuating quarterly sales caused by seasonal treindtudedin cost of sales are certain fixed costs,
mainly for productionabor, warehouse labor and the overhead cost of our Ireland distribution facility.
Due to this, vmen unit and dollar sales decline due to seasaiastrends these fixed costs get spread

over lower unit and dollar sales, whidncreasdhe product unit costs anthcrease the fixed costs as
a percentage of sales.

e Competitive pressures. Our market is constantly changing with new competitors joining our establish

competitors. These comigate pressures from time to time resultanowering of ouraverage sales
prices which can reduce gross profit.

e Supply of component parts. In times when component parts are in short supply we have to manage p

increases. Conversely, wheamponent pa t ssipply is high wenay beable to secure price decreases

e Sales volume. As unit sales volume increases we have more leverage in negotiating volume pr

decreases with our component suppliers and our contract manufacturers.

e Cost reductions. We evalaathe pricing we receive from our suppliers and our contract manufacturers

and weoften seek t@chieve component part and contract manufacturer cost reductions.
o Volatility of fuel prices. Increases in fuel costs are reflected in the amounts we phg fielivery of

product from our suppliers and the amounts we pay for deliveries to our customers. Therefore increas

fuel prices increase our freight costs and negatively impact our gross profit.

Managing product mix through market strategy and neadymts, moderating seasonal trends, efficiently
managing shipments and achieving cost reductions@mpany priority andrecritical to our competitive
position in the market. Although our goal is to optimize gross profit and minimize grossipabéiafions, in
light of the dynamics of our market we anticipate the continuance of gross profit percent fluctuations

Selling, general and administrative expenses
The chart below illustrates the components of Selgeral anddministrativeexpenses

Twelve months ended September 30,

Dollar Costs Percentage of Sales

Increase Increase

2007 2006 (Decrease) 2007 2006 (decrease

Sales andnarketing $10,132,58 $ 9,565,780 $ 566,88 9.14%  9.79%  -0.65%
Technical support 600,074 556,865 43209 054%  057%  -0.03%
General angdministrative 3,618,813 3,730,031  (111,218) 3.26%  3.82%  -0.56%
Selling and general administratigéock compensation expense 316,29 263,363 52.929 0.29% 0.27% 0.02%
Total $14,667,766 $ 14,11589 $ 551,77 13.23% 14.45%  -1.22%

Selling,general an@dministrative expenses increasdib$777 from the priorfiscal year. As a percentage of
sales, Selhg, general anc&dministrative expenses decreabgdl.22% when compared to the twelve months
ended September 30, )T heincreasen sales and marketing expense 666857 was mainly due to
increased commission expense due to higher sales and $edgecompensation expense due to sales
personnel increasethe increase in technical support expenses 8PB@was primarily due tdigher
compensatiorxpenses in Asia and Eurogee to increased personndlhedecreasén general and
administratie expenses oflf1,218was primarily due tdower rent expense due to a rent reductions

negotiated under a new lease, lower professional fees due lower usage of outside consultants and lower ba

and credit card processing fees

Stock compensation expse related to SG&A personnel was $52,929 higher than in fiscal 2006. During fisca
2006, we had run out of options authorized in our stock option plan. Accordingly, we did not issue as ma

options as we would have in fiscal 2006 had there been addisbares authorized. At our October 2006
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Annual Meeting of Stockholders, our stockholders approved the addition of 1 million shares of Common Sto
to our 2003 Performance and Equity Incentive Plan. As a result, we were able to grant more optioais in fis
2007 than fiscal 2006, thus increasing the stock compensation expense recorded in fiscal 2007.

Selling general and administrative expenses as a percentage of sales
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The chart abovendicatesthe quarterly fluctuations for technical support, egahand administrative, sales
and marketing and total selling, general and administrative expenses. Due to fixedhadsthictuate
minimally with changes in sale®upled with the seasonal nature of our busirseskng general and
administratie expenseas a percentage of salase sensitive to seasonal sales fluctuationgr @he eight
guartereending with the fourth quarter of fiscal 2ZQ@he pattern of selling general and administraéixpenses
as a perceageof saleshas resulted ithe following trends

Due to our firstand secondquartes yielding the highest quarterly sales levels of our fiscal yeaur

selling, general and administrative expenses as a percentage of salypicallg been the lowest

during our first queter and second quartes reflectedin the chartselling, general and administrative
expense as a percentage of sales were the lowbst finst and second quarterfs fiscal 2006 and

2007.

Reflecting the seasonal tremdwhich our third and fotth quartersjield the lowest quarterly sales of
ourfiscal year, our selling, general and administrative expenses for the third and fourth quarters are th
highest as a percentage of salds reflected in the chart, selling, general and administratiperse as

a percentage of sales were the highest in the third and fourth quarters of fiscal 2006 and 2007.
Selling, general and administrative expenses as a percent of sales for the twelve months ended
September 30, 200declined to its lowest level the two fiscal yearsended September 30, 200he

result of salepercentage increases growing in excess of percentage increases in selling, general anc
administrative expenses.

With the expecation that theseasonal naturgales willcontinuefor the near future we expect selling, general
and administrative expenses as a percentage of sales to refiléoteairend that is similar to the historical
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trends we have experienced over the prarfiscal years.
Research and developmdrexpenses

Research and development expenses incregd&gdB. The increase was mainly due to the hiring of
additional engineering personnel and increased program developxensesdue to higher volume of new
product and product enhancement pamgs.Stock compensation expense relatetesearch andevelopment
personnel was $92,653 higher than fiscal7200

Other income

Other income for the twelve months ended September 30, 288 $1,459compared to other income of
$35,714for the tvelve months ended September 30,6280 detailed below:

Twelve months ended September 30,

2007 2006
Interest income $ 43,13 $ 28,42
Foreign currency transaction gains (losses) (31,676 7,292
Total other income (expense) $ 11,45 $ 35,71

Accumulated other comprehensive income (loss)

Accumulated other comprehensive income (loss) consists of two components: translation gains and losses
FAS 133 mark to market gains and losses on our open foreign exchange contracts.

During fiscal 2007 werecoedd on our bal ance sheet in the equi
comprehensi ve (loss)o a |l oss of $816, 652, w h
$90,023 due to the mark to market differences between theovdlue t he Companyds ope
contracts at the contract rates versus the same contracts valued at the period ending forward rate. The table
below details the gains and losses that make up the accumulated other comprehensive loss9@fl$1,325
recorded on our balance sheet as of September 30, 2007:

Accumulated Other Comprehensive Income (LosS) Balance as ¢ Oct 6 to Sept @ Balance as ¢
Fiscal 200 activity Sept 302006 (losses Sept 302007
Translation gains and losses $ (531,289 $ (726,629 $ (1,257,918
FAS 133 mark to market adjustment 21,97C (90,0) (68,08)

509,318 $ (816.62) $ (1,325,97)

Tax provision
Our net tax provision for the year ended Septendfer200 and 206 is as follows:

Twelve months ended September 30,

_2007 _2006
AMT Tax attributable to U.S operations $ 108343 $ 60,000
Income tax benefit due reduction of valuation allowance (1,490,689) -
Tax expense European operations 146,767 110,240
State taxes 38,000 20,000
Net tax(benefit)provision $ (1,197579) $_190,240

Thedeferred tax assets and the offsetting tax valuation allowance is attributableltomestic operationgor
the last threefiscal yearsourdomestic operatiohas had taxable incomdés of September 3007, we
evaluated the future realizationair deferred tax assets and the corresponding valuation allowsateok
into consideration:
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o the taxable income of oudomestic operationsor the lastthreefiscal yearsended September 30, 2007
2006 and 2005

o anticipated taxable income for fis@008

o the utilization in fiscal 2007 of the remainder of our net operating loss carry forward

After evaluating the circumstances listed above, itewa®pinionto reduce the deferred tax valuation
allowanceby $3010253whichwasreduced by deferred taxpenseresuling in a tax benefit for fiscal 2007
of $1,490,689.

As a result of all of the above items mentioned
Condition and Results of Operations, we had net income5@0%384for the twelve months ended
September 30, 20Qwhich resulted in basic net income per share d4@nd diluted net income per share of
$051 on weighted average basic and diluted share862855and 10,367,775, respectively, compared to
net income 0%2,409,61Xor the twelve months ended September 3062@0ich resulted in basic net income
per share of $@5 and diluted net income per share ofZ80on weighted average basic and diluted shares of
9,593,050 and 10,019,51respectively

Options to purchase 540,250, 193,856 and 48,453 shares of Common Stock at prices ranging $4.67 to $ 8.7
$4.13 to $8.75 and 4.40 to $8.75, respectively, were outstanding as of September 30, 2007, 2006 and 2005,
respectively, but were not included in the gariation of diluted net income per share of Common Stock
because they were adwdilutive.
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Results of operations
Twelve months ended September 30, 2006 compared to September 30, 2005.

Results of operations for the tweli®nths ended September 30, 2006 compared to September 30, 2005 are as follow:

Twelve Twelve
Months Months
Endec Endec Variance Percentage of sales

9/30/06 9/30/05 $ 2006 2005 Variance
Net Sales $ 97,662,3201$ 78,457,78 $ 19,204,54 100.00% 100.00%
Cost of sales 77,817,27¢ 60,599,06¢ 17,218,20¢ 79.68% 77.24% 2.44%
Gross Profit 19,845,051 17,858,71¢ 1,986,33: 20.32% 22.76% -2.44%
Gross Profit % 20.32% 22.76% -2.44%
Expenses:
Sales &marketing 9,565,73( 9,907,60¢€ (341,876, 9.79% 12.63% -2.84%
Technicalsupport 556,86¢ 516,53¢ 40,332 0.57% 0.66% -0.09%
General &administrative 3,730,031 3,479,27¢ 250,753 3.82% 4.4% -0.62%
Selling, general and administrativ@ock compensation expense 263,363 - 263,362 0.27% 0.00% 0.27%
Total Selling,general an@dministrative expense 14,115,98¢ 13,903,41% 212,57z 14.45% 17.73% -3.28%
Researchanddevelopment 3,072,001 2,493,71( 578,291 3.15% 3.18% -0.03%
Research and developmestibck compensation expense 92,923 - 92,923 0.10% 0.00% 0.10%
Total expenses 17,280,91: 16,397,12% 883,78¢ 17.70% 20.91% -3.21%
Net operating income 2,564,13¢ 1,461,592 1,102,54¢ 2.62% 1.85% 0.77%
Other income :
Interest income 28,422 13,684 14,738 0.03% 0.02% 0.01%
Foreign currency 7,292 60,833 (53,541) 0.01% 0.08% -0.07%

Total other income 35,714 74,517 (38,803) 0.04% 0.10% -0.06%

Income before taxeon income 2,599,852 1,536,10¢ 1,063,74: 2.66% 1.95% 0.71%
Taxes on income 190,24C 149,356 40,884 0.19% 0.19% 0.00%
Net income $ 2,409,61:$ 1,386,75'$ 1,022,85¢ 247% 1.76% 0.71%

Net sales for the twelve months ended September 30, 2006 increased $19,204,541 compared to the twelve
months ended September 30, 2005 as shown on the table below.

Increase
(decrease) Increase Percentage of sales by

Twelve Months Twelve Months Dollar (decrease)  Geographic region

Ended 9/30/06 Ended 9/30/05 Variance  Variance % 2006 2004

Domestic 45,231,986 $ 36,508,35¢ $ 8,723,632 24% 46% 46%

Europe 49,803,392 39,928,765 9,874,627 25% 51% 51%
Asia 2,626,948 2,020,666 606,282 30% 3% 3%
Total $ 97,662,32¢ $ 78,457,78¢ $ 19,2@,541 24% 100%  100%

Net sales to domestic customers were 46% of net sales for the fiscal years ended September 30 2006 and 2
Net sales to European customers were 51% of net sales for the fiscal years ended September 30, 2006 and
2005,respectively. Net sales to Asian customers were 3% of net sales for the fiscal years ended Septembe
30, 2006 and 2005, respectively. We experienced an increase in unit sales of about 54% while the dynami
of new production and changes in salex lowered the average sales price by about 19%.

Seasonal nature of sales
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Percent of sales by quarter-fiscal 2005 through fiscal :
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As the chart above indicates, there is a seasonal pattern to our quarterly sales. Listed below are the primaryuauses c
seasonal sales:

e We sell primarily sell through aales channel which consist of retailers, PC manufacturers and
distributors. Spurred on by the holiday spending, our sales during our first fiscal quarter, which encompasst
the holiday season, have historically been either the highest or the d@gbedt of our fiscal year.

e Post holiday sales, mid year school computer purchases, (gift certificates, holiday cash gifts and disposa
income generated from year end bonuses fuel the sales of our second quarter and have historically resulte
sales for our second quarter being either the highest or second highest of our fiscal year.

e For each of the fiscal years ended September 30, 2006 and 2005 at least 50% of our sales were generated b
European subsidiary. During our fiscal third quarter amid the first half of our fiscal fourth quarter, we
typically experience a slowdown due to the summer holiday period in Europe. We also see decreased spendin
the U.S during the summer months. This has historically caused sales of for the lamithix ofi our fiscal year
to be the lower than the first six months of our fiscal year. As the chart above indicates our sales for the last
months of fiscal 2005 and 2006 were lower than the sales for the first six months of fiscal 2005 and fiscal 2006

Although our strategy has been to diversify our sales to minimize the seasonal nature of our business, we anticil
similar seasonal trends for the near term future.

Gross profit

Gross profit increased $1,986,332 for the twelve months endech&ept80, 2006 compared to the twelve months
ended September 30, 2005.

The increases and (decreases) in the gross profit are detailed below:

Increase

(decrease)

Due to increased sales $ 5,938,681
Lower gross profit on sales mix (2,559,581)
Production and production related costs (1,392,768)
Total increase in gross profit $ 1,986,332
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Gross profit percentage for the twelve months ended September 30, 2006 was 20.32% compared to 22.76%

for the

twelle months ended September 30, 2005, a decrease of 2.44%.

The increases and (decreases) in the gross profit percent are detailed below:

Increast

(decrease

Lower gross profit on ades mix (2.62)%
Production and production related costs 0.18%
Net decrease in gross profit percen (244%

The decrease in the gross profit percent of 2.44 % for the twelve months ended September ca3on 2@l
to the twelve months ended September 30, 2005 was primarily due to:

A higher percentage of lower gross profit margin products contributed to a 2.62% decrease in gross profit

Production and shipping costs declined as a percentage of salescaichuted to a 0.18% increase in gross
profit percent. The increase in net sales was about 24% while the increase in production costs was about 22

Volatility of gross profit percentage:

Gross profit percentage (%) by quarter-fiscal 2005 through fiscal
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The chart abovindicatesthe quarterly fluctuations gross profit percent. Over the last eigbarters ending
with the fourth quarter of fiscal 260the gross profit percent has ranged from a [ohOaef2% to a high of
23.67%.

Factors affecting the volatility of our gross profit percentages are:

Mix of product. Gross profit percentages vary within our retail family of products as well as for
products sold to manufacturers. Varying sales mix of these different product lines affect the quarter
gross profit percentage

Fluctuating quarterly salesaused by seasonal trends. Included in cost of sales are certain fixed cost
mainly for production labor, warehouse labor and the overhead cost of our Ireland distribution facility
Due to this, when unit and dollar sales decline due to seasonalrealds these fixed costs get spread
over lower unit and dollar sales, which increase the product unit costs and increase the fixed cost
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a percentage of sales.

e Competitive pressures. Our market is constantly changing with new competitors miniagtablished
competitors. These competitive pressures from time to time result in a lowering of our average sal
prices which can reduce gross profit.

e Supply of component parts. In times when component parts are in short supply we have to manage p
increases. Conversely, when component parts?o

e Sales volume. As unit sales volume increases we have more leverage in negotiating volume pr
decreases with our component suppliers and our contracifacdurers.

e Cost reductions. We evaluate the pricing we receive from our suppliers and our contract manufactur
and we often seek to achieve component part and contract manufacturer cost reductions.

o Volatility of fuel prices. Increases in fuel coste aeflected in the amounts we pay for the delivery of
product from our suppliers and the amounts we pay for deliveries to our customers. Therefore increas
fuel prices increase our freight costs and negatively impact our gross profit.

Managing producmix through market strategy and new products, moderating seasonal trends, efficiently
managing shipments and achieving cost reductions@mpany priority andrecritical to our competitive
position in the market. Although our goal is to optimirzasg profit and minimize gross profit fluctuations, in
light of the dynamics of our market we anticipate the continuance of gross profit percent fluctuations

Managing product mix through market strategy and new products, moderating seasonafiieigafdly
managing shipments and achieving cost reductions are a Company priority and critical to our competitive

position in the market. Although our goal is to optimize gross profit and minimize gross profit fluctuations, ir
light of the dynamis of our market, we anticipate the continuance of gross profit percent fluctuations

Selling, general and administrative expenses
The chart below illustrates the components of Selling, general and administrative costs.

Twelve months ended September 30,

Dollar Costs Percentagefdsales

Increase Increase

2006 2006  (Decrease) 2006 2006 (decrease,

Sales andnarketing $ 9,565,73 $ 9,907,606 $(341,876) 9.79%  12.63%  -2.84%
Technical support 556,86! 516,533 40,332 0.57% 0.66%  -0.09%
General an@dministrative 3,730,03 3,479,278 250,753 3.82% 4.44% -0.62%
Selling, general and administrativeock compensation expense 263,36. - 263,363 0.27% 0.00% 0.27%
Total 14,115,98 13,903,41 212,57, 14.45% 17.73% -3.28%

Selling, general and administrative expenses increased $212,572 from ttisqalgear. As a percentage of
sales, Selling, general and admsirative expenses decreasnd3.28% when compared to the twelve months
ended September 30, 2005. The decrease in sales and marketing expense of $341,876 was mainly due to Ic
advertising and promotional expenses. The increase in technical suggrsex of $40,332 was primarily

due to compensation related costs. The increase in general and administrative expenses of $250,753 was
primarily due to compensation increases for additional managerial and support staff and incentive related
expenses. Readtted in selling, general and administrative expenses for the twelve months ended September 2
2006 was $263,363 in stock compensation expenses related to the issuance of stock eptiade@ed

SFAS 123R on October 1, 2005.

Research and developnmd expenses

Research and development expenses incre&#$4. The increase was mainly due to the hiring of
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additional engineering management and staff personnel and increased program development costs due to
higher volume of new product and pratlenhancement programs. Reflected in research and development
expenses for the twelve months ended September 30, 2006 was $92,923 in stock compensation expenses
related to the issuance of stock options not included in selling, general and administ@atees.

Selling general and administrative expenses as a percentage of sales
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The chart above indicates the quarterly fluctuations for technical support, general and administrative, sales
and marketing and total selling, general and admatige expenses. Due to fixed costs which fluctuate
minimally with changes in sales coupled with the seasonal nature of our business, selling general and
administrative expenses as a percentage of sales are sensitive to seasonal sales flucteatiobagighw

guarters ending with the fourth quarter of fiscal @d@e pattern of selling general and administragixpenses

as a perceageof saleshas resulted in the following trends

Due to our first and second quarters yielding the higheatteyly sales levels of our fiscal year, our
selling, general and administrative expenses as a percentage of sales have typically been the lowest
during our first quarter and second quarters. As reflected in the chart, selling, general and adweinistrati
expense as a percentage of sales were the lowest in the first and second quarters of fiscal 2005 and
2006.

Reflecting the seasonal trend in which our third and fourth quarters yield the lowest quarterly sales of
our fiscal year, our selling, geneaaid administrative expenses for the third and fourth quarters are the
highest as a percentage of sales. As reflected in the chart, selling, general and administrative expens:
a percentage of sales were the highest in the third and fourth quarfesabP005 and 2006.

Selling, general and administrative expenses as a percent of sales for the twelve months ended
September 30, 2006 declined to its lowest level of the two fiscal years ended September 30, 2006, tl
result of sales percentage ri@ases growing in excess of percentage increases in selling, general and
administrative expenses.

With the expectation that the seasonal nature sales will continue for the near future, we expect selling, gen
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and administrative expenses as acpertage of sales to reflect a future trend that is similar to the historical
trends we have experienced over the prior two fiscal years.

Other income

Other income for the twelve months ended September 30, 2006 was $35,714 compared ncoatkepf
$74,517 for the twelve months ended September 30, 2005 as detailed below:

Twelve months ended September 30,

_2006 2005
Interest income $ 28.42: $ 13,68
Foreign currency transaction gains (losses) 7,292 60,833
Total other income (expense) _$ 35714 _$ 7451

Accumulated other comprehensive income (loss)

Accumulated other comprehensive income (loss) consists of two components: translation gains and losses
FAS 133 mark to market gains and losses on our open foreign exchangetsontra

During fiscal 2006 we recorded on our balance s
comprehensi ve (loss)o a |l oss of $1,192, 089 w h
of $114,448 due to the mark teanm k e t di fferences bet ween t he vV a

exchange contracts at the contract rates versus the same contracts valued at the period ending forward rate.
The table below details the gains and losses that make up the accunthiatecomprehensive loss of
$509,319 recorded on our balance sheet as of September 30, 2006:

Accumulated Other Comprehensive Income (LosS) Balance as ¢ Oct 05 to Sept O Balance as ¢
Fiscal 2006 activity Sept 302005 (losses Sept 302006
Translation gains and losses $ 546,35: $ (1,077,64: $ (531,28¢
FAS 133 mark to market adjustment 136.,41¢ (114,448 21,97C

$ 682,77( $ (1,192,08¢ $ (509,31¢

Tax provision
Our net tax provision for thiescal years ended September 30, 2006 and 2005 is as follows:

Twelve months ended September 30,

_2006 _2005
AMT Tax attributable to U.S operations $ 60,000 $ 20,000
Tax expense European operations 110,240 109,356
State taxes 20,000 20,000
Net tax provision $ 190,240 $_149,356

The ceferred tax assets and the offsetting tax valuation allowance is attributabledtomestic operations. For
threeout of the five fiscal yeareended September 30, 2Q06ur domestic operation incurred tax losses. Fiscal
2005 was the first year out thfe five yearended September 30, 20@6which our domestic operations had

pre tax income. As ddeptember 3006, we evaluated the future realization of our deferred tax assets and
the corresponding valuation allowant@ée took into consideratian

o the tax losses incurred by our domestic operatiorthraeout of the last fivdiscal yearsended
September 30, 2006
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o the seasonal nature and cyclical nature of the business, which makes it difficult to predict the future
realization of the deferredx asset

o the dynamic market and technological changes that occur in our industry

After evaluating the circumstances listed above, iteea®pinion that as ofeptembeB0, 2006, the valuation
allowance was still applicable

Asaresultofalloftt above items mentioned in the Managemer
Condition and Results of Operations, we had net income of $2,409,612 for the twelve months ended
September 30, 2006, which resulted in basic net income per share of i§) @futed net income per share of
$0.24 on weighted average basic and diluted shares of 9,593,050 and 10,019,514, respectively, comparec
net income of $1,386,753 for the twelve months ended September 30, 2005, which resulted in basic net incc
per share of $0.15 and diluted net income per share of $0.14 on weighted average basic and diluted shares
9,431,695 and 9,988,646, respectively.

Options to purchase 193,856, 48,453 and 123,701 shares of Common Stock at prices rangingb®l.45 to
$4.40 to $8.75 and 5.25 to $10.06, respectively, were outstanding as of September 30, 2006, 2005 and 2004
but were not included in the computation of diluted net income per share of Common Stock because they w
antidilutive.

Liquidity and Capital Resources

Our cash, working capital seafartthbelowt ockhol der sdé equi
As of September 30,
_2007. 2006 2006
Cash $ 11,581,657 $ 9,020,941 $ 7,567,393
Working Capital 21,198184 17,084,175 15,334,855
Stockhol der s 6 22,941,081 17,779,725 15,941,492

We had cash and cash equivalents as of SepteBb 200 of $11,581,657, anincreaseof $2,560,716from
September 30, 2@0

Theincreasewvas due to:
Sources of cash:

Net income adjusted for non cash items $5,140,165
Increase accounts payable and accrued expenses 10108153
Proceds from employee stock purchases 776,310
Decreasén prepaid expenses and other current assets 92,648
Less cash used for:

Increase in accounts receivable (8,443712

Increase in inventories (3,344,225

Effect of exchange rates on cash (816,652)
Capital equipment purchases (346417)

Purchase of treasury stock (605,554)
Net increase in cash and cash equivalents $2,560,716

Net cash of $,553,029 providedby operating activities was primarily duenet income adjusted for non cash
items of $,140,165 increasesn accounts payable and accrued expeos&10,108153due to the timing of
purchasesoupled with the timing of vendor paymen#nd a decrease prepaid expenses and other current
assets of $92,648ncreases in cash wenéset by anncrease in accounts receivable 8f483712 due
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primarily tothe24% sales increase for the fourtjuarterof fiscal 2007 over the fourth quarter of fiskca006,
timing of sales withthe last two months of the fiscal 2007 fourth quarter accounting for 70% of theasales
increases in inventory of3{844,225 due to inventory required to suppdhe 24%increase irfourth quarter
salesin addition toinventory purchasei meet the demandas the historically high sales lewle
experience duringurfirst fiscal quarter

Cash of 846417 was sed to purchase fixed asset and $605ib®4sh was usetb purchase shares on the
open markepursuant to our stock repurchase progréroceeds from stock purchased by employees through
the purchase of options and through the employee stock purchase plan provided additional7Gés3ilof $

The effect ofexchange ratessed caslf $816652

On November 8, 1996, we approved a stock repurchase program. The program autkddazepurchase up

to 850,000 shares of our own stock. The stock repurchase program was extended by a resolution of our Boal
Directors on December 17, 199°At our August 3, 2007 Boartheeting,our Board of Directors approved an
increase in the number of shares which can be repurchased under the plan to 1,200,000. As of September
2007, we held 749,579 treasury shares purchased for $2,363,505 at agegwarchase price of approximately
$3.15 per share

Sources and (usage) of cash components

The chart below shows by quarter éarchthe three fiscal yeaended September 30, 20@ur cash
balances, sources of cash and (usage) of cash

Oursouces and (usage) of caghmarily comes from the items listed below

Net income adjusted for non cash items
e Changes in the levels of current assets and current liabilities, primarily accounts receivable, inventorie
and accounts payable
Employee purchses of stock options
e Purchase of capital equipment
Purchase of treasury stock

Since accounts receivable, inventory and current liabilities make up the majority of our current asset and curr
liability levels, our cash balanceare quite sensitive iretationship tadhe increase and decrease of these assets
and liabilities As noted in thdollowing graph forthdi c hange s i sancliabilitessnt i ass e bm
to the fcash bal an aem uskdcask tpindrease thdeatraspet levels @ desreaseltthe
current liability levels, as indicated by the downward sloping lines (which wefeghandthird quarter of

fiscal 20(, the first andsecondquarter of fiscal 200and the first, second and fourth quarters of fisc@lr30

there was a corresponding decreaseeutral positionin the cash balances during those quarters.

Conversely, in the quarters when we generated cash by reducing the current asset levels or increasing the
current liability levels, as indicated blye upward sloping line (whickerethe second anfburth quarter of

fiscal 20, thethird quarter of fiscal 200and thethird quarter of fiscal 200, there was a corresponding
increase in the cash balances during those quarters.

We expect for the neaerm future thabur operatingtructure will remain similar to past yeatiserefore our

investmentaind subsequent changes in @urrrent assets and current liabilitregjuired tofund our operating
cycleswill continue to have a material impact orr@ash generation, cash usage and cash balances.
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Cash balance, cash sources and cash (usage) by component per quarter-fiscal 2005 through
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Line of Credit

On December 1, 2005, HCW entered into a $3,000,000 line of credit borrowing facility with JP Morgan Chas
Bank, N.A. (the "Bank™)On February 28, 2007 the Bank reviewed our linereflit and increased the line to
$5,000,000The line of credit is subject to renewal on March 31,8200 may, at our option, borrow money

at the Prime Rate minus one percent (1.0%) or the adjusted Eurodollar Rate plus one and 85/100 percent
(1.85%). In accordance with the terms of the limes haveentered into a Guaranty with the Bank amalve

entered into a Share Pledge Agreement anugntine Bank and Hauppauge Digital EurogeR&..

Pursuant to the Guarantye guarantee to the Bank the paymehall liabilities of HCW to the Bank, secured
by a continuing lien and right of seff for the amount of the liabilities of HCW to the Bank upon any and all
monies, securities, propertpur deposits and credits with the Bank, J.P. Morgan Securitie®irany other
affiliate of the Bank.

Pursuant to the Share Pledge Agreemeagranted a first priority right of pledge on approximately tvivds
of the outstanding capital sharesldduppaugé®igital EuropeSARL in favor of the Bank as securityrfthe
payment under the Nate

There were no borrowingsutstanding and $920,000 letters of credit outstandim@f the filing date of this
Annual Report ofForm 10-K.

We believe that our cash and cash equivalents as of SeptemberBZ@wdfiernally generated cash flow
andour existingline of credit will provide us with sufficient liquidity to meet our currently foreseeable-short
term and longerm capital needs.

Future Contractual Obligation
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The following table showsur cortractual obligations related to lease obligations as of September 3@, 200

Payment due by period

Contractual obligations Total Less thanl year 1-3 years 3to 5 years More than 5 years
Operating lease obligatis $ 2,026,297 $ 600,472 $1,383312 $ 42513

Critical Accounting Policies and Estimates

We believe the following critical accounting policies affect the significant judgments and estimates used in the
preparation of our financial statements:

° Revenue Recognition

o Management 6s esti mates

o Translation of assets and liabilities denominated in-foantional currencies on our European
financial statements

. Inventory obsolescence and reserves

. Accounts recefable relatedreserve

Revenue Recognition

We sell through a sales channel which consist of retailers, PC manufacturers and distributors. The majority o
our customers are granted lines of credit. The product is shipped on account with the majostgroérs

typically given 30 to 45 day payment terms. Those customers deemed as large credit risks either pay in adva
or issue us a letter of credit.

We require the customer to submit a purchase order to us. The price of the product and paysars feced
per the terms of the purchase order. Upon shipment of the order to the customer, the title to the goods is pas
to the customer. The customer is legally obligated to pay for the order within the payment terms stated on the
cust ome rséaderp The abhgation to insure the boards and the cost of any pilferage while in the

customer6s possession is the responsibility of t
computer boards that are stocked on the shelvesadlerstand are subject to the normal consumer traffic that
retail stores attract. Aside from normal store p

no further obligation to assist in the resale of the products.

We offer some of ar customers a right of return. Our accounting complies with SFAS 48 Revenue Recognitior
when Right of Return Exists, as typically at the end of every quartdvaged on historical data, evaluate our
sales reserve level based on the previous six moalths. sDue to the seasonal nature of the business coupled
with the changing economic environment, management exercises some judgment with regard to the historice
data to arrive at the reserve.

We offer maitin rebates on certain products at certairesras we may determine. The rebates are recorded as a
reduction to sales. We also participate in limited cooperative advertising programs with retailers and distribut
and accounts for these in accordance with EIT®®., #fA Account i ng vanbyaVéhdontea der
Customer (lncluding a Reseller of the Vendordés P

Management 6s Esti mat es

The discussion and analysis of our financial condition and results of operations are based cposotidated
financial statements which have bgeepared in accordance with accounting principles generally accepted in
the United States. The preparation of these financial statements requires management to make estimates a
judgments that affect the reported amounts of assets, liabilities atebrdlsclosure of contingent assets and
liabilities at the date of the consolidated financial statements and the reported amounts for revenues and
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expenses during the reporting period. On an ongoing basis, management evaluates estimates, including thos
related to sales provisions, as described above, income taxes, bad debts, inventory allowances and
contingencies. We base our estimates on historical data, when available, experience, and on various other
assumptions that are believed to be reasonaldleruhe circumstances, the combined results of which form the
basis for making judgments about the carrying values of assets and liabilities that are not readily apparent frc
other sources. Actual results may differ from these estimates.

Translation of assets and liabilities denominated in nofunctional currencies on our European financial
statements

The functional currency of our European subsidiary is the Euro. In preparing our consolidated financial
statements, we are required to translatgetasand liabilities denominated in a ffanctional currency, mainly
U.S.Dollars, to Euros on the books of our European subsidiary. This process results in exchange gains and
losses depending on the changes in the Euro toDélr exchange rateUnder the relevant accounting
guidance, with the exception of iteompany accounts which are considered long term in nature, we are
obligated to include these gains and losses on our statement of operations, which we report in other income
expensainder the caption fAforeign currencyo.

The extent of these gains and losses can fluctuate greatly from month to month depending on the change in
exchange rate, causing results to vary widely. Due to the past volatility of the Euro, itust ddfforecast
the long term trend of these gains and losses.

Inventory obsolescence and reserves

The technology underlying our products and other products in the computer industry, in general, is subject to
rapid change, including the potential intuation of new types of products and technologies. Due to this we
maintaina program in which we review on a regular basis our invefitoegastingjnventorypurchasing and

our inventory levels. We review our inventory realizatiand inventory resrveson a quarterly basis

Accounts receivable and related reserves

On a daily basis we credit approve all orders scheduled for shipment. Customers who are over their credit li
or who have invoices that are past their due date are typicatlgcptan credit hold until the credit problem is
resolved. Credit review are performed on new customers. EXxisting customers who request an increased ci
are subject to a new credit review before increases in their credit line is approved.

Our reservdor bad debt is done using a specific identification method. On a quarterly basis we review the ax
and quality of our accounts receivable. We reserve amounts due us from Companies that have gone bankru
Companies that we evaluate are near bankrupt.

Our producs are sold through a sales channel which consist of retailers, PC manufacturers and distributors. C
product is primarily a retail product sold to end user consumers. Similar to other companies in the compu
industryour products are sudgt to returns by the end usen recognition product that may be returned at a
later dateat the end of every quartdrased on historical datag evaluate our sales reserve level based on the
previous six months sales and we adjust our sales resereguired.

Inflation

While inflation has not had a material effect on our operations in the past, there can be no assurance that we
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be able to continue to offset the effects of inflation on the costs of our products or services through price
increases to our customers without experiencing a reduction in the demand for our products; or that inflation
will not have an overall effect on the computer equipment market that would have a material affect on us.

Euro

On January 1, 1999, the Euro was adopted in Europe as the common legal currencgieveonfthefifteen
member countries of the European Commur@ty.that date, the participating countries established fixed Euro
conversion rates (i.e. the conversion exchange rate between their existing currencies and the Euro). The Eu
now trades on currency exchanges and is available fecasimtransactions. Aew European Central Bank

was established to direct monetary policy for the participating countries.

Prior to the adoption of the Euro, we billed our European customers in German Marks or British Pound
Sterling, depending upon which currency the custgmefierred to be billed in. Effective January 1, 1999, we
began invoicing our customers, who are located ititieen member countries, in Euros. We continue to bill
customers located in the United Kingdom in British Pound Sterling. The benefitsrig billstomers in Euros
were twofold:

Our foreign currency hedging program was streamlined to the Euro and the British Pound Sterling
The pricing from country to country was harmonized, eliminating price differences between countries due to t
fluctuating local currencies

We handled the conversion to the Euro without any material disruptions to our operatioriste s &é-
Quantitative and Qualitative Disclosures Abbldarket Risk®.

Recent Accounting Pronouncements

On July 13, 2006, FASB Interpréian (FIN) No. 48, Accounting for Uncertainty in Income Taxds

Interpretation of FASB Statement No. 109, was issued. FIN 48 clarifies the accounting for uncertainty in
income taxes recognized in an enterprise's financial statements in accordanc&SEtStatement No. 109,
Accounting for Income Taxes. FIN 48 also prescribes a recognition threshold and measurement attribute for 1
financial statement recognition and measurement of a tax position taken or expected to be taken in a tax retu
The new FAB standard also provides guidance ometgnition, classification, interest and penalties,
accounting in interim periods, disclosure, and transit®sB Interpretation (FIN) No. 4&kes effect for

years beginning after December 15, 2006ich for tte Company will be the fiscal year beginning October 1,
2007. Managemenis in the process of quantifying the impact the adoption of this accounting
pronouncement will have on its financial statements.

In September 2006, the FASB issued SFAS No, 155ir Value Measurements”("SFAS No. 157"). SFAS No.
157 establishes a common definition for fair value to be applied to US GAAP guidance requiring use of fair
value, establishes a framework for measurimgv@ue, and expands disclosure about suchvidire
measurements. SFAS No. 157 is effective for fiscal years beginning after November 1&x2@07 for the
accounting related to certain rinancial assets and liabilities where SFAS No. 157 is effective for fiscal
years beginning after NovembEd, 20@B. Management is in the process of quantifying the impact the
adoption of this accounting pronouncement will have on its financial statements.

In February 2007, the FASB issued SFAS No. 159, "The Fair Value Option for Financial Asdeitsaarcthl
Liabilities--Including an Amendment of FASB Statement No. 115" (" SFAS No. 159"). SFAS No. 159 allows
companies the choice to meas many financial instruments and certain other items at fair valoeealized

gains and losses on items for whibe fair value option has been elected will be recognized in earnings at eacl
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subsequent reporting date. The provisions of SFAS No. 158ewdffective for fiscal years beginning after
November 15, 2007Management is in the process of quantifyiing impact the adoption of this
accounting pronouncement will have on its financial statembatgever it is not expected to be material.

ITEM 7A. QUANTITATIVE AND QUA LITATIVE DISCLOSURE SABOUT MARKET RISKS

For each of the three fiscal yearsded $ptember 30, 20QAt leastl0 % ofour sales were generated by our
European subsidiary and were invoiced and collected in local currency, which was primarily the Euro. On th
supply side, sincere predominantly deal with North American and Asian suggliand contract manufacturers,
approximately 90% obur inventory required to support our European sales are purchased and paid in U.S.
Dollars.

The combination of sales billed in Euros supported by inventory purchased iDdllé8s results in aabsence
of a natural local currency hedge. Consequentlyfinancial results are subject to market risks resulting from
the fluctuations in the Euro to U.S. Dollar exchange rates.

We attempt to reduce these risks by entering into foreign exchangartbcontracts with financial institutions.
The purpose of these forward contracts is to hedge the foreign currency market exposures underlying the U.¢
Dollar denominated inventory purchases required to support our European sales.

See 1
I

-Rieskm FlaAct or s eMamag dime ertmdé & Di scussion and Ana
Resu S

I
t of Operationso with reference to the i mp
ITEM 8. FINANCIAL S TATEMENTS AND SUPPLEMENTARY DATA

The financial steements required by this Item 8 are included in this Annual Report on Form
10-K following Item 15 hereof.

ITEM 9. CHANGES IN AND DISAGREEMENTS WI TH ACCOUNTANTS ON
ACCOUNTING AND FINANC IAL DISCLOSURE

None

ITEM 9A. CONTROL S AND PROCEDURES

Our Chief Executive Officer and Chief Financial Officer conducted an evaluation of the effectiveness of our
disclosure controls and procedures. Based on this evaluation, our Chief Executive Officer and Chief Financiz
Officer concluded that ourngtlosure controls and procedures were effective as of September 3@ 200

alerting them in a timely manner to material information required to be included in our SEC reports. In
addition, no change in our internal control over financial reporting catwluring the fiscal quarter ended
September 30, 20Ghat has materially affected, or is reasonably likely to materially affect, our internal control
over financial reporting.

ITEM9B. OTHER INFORMATION

None
PART Il

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE
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The information required by Item 10 is incorporated by reference from our definitive Proxy Statement for our
2008 Annual Meeting of Stockholder (t he fAProxy Statemento) to be f
Commission pursuant to Regulation 14A of the Securities Exchange Act of 1934, as amended.

ITEM 11. EXECUTIVE COMPENSATION

The information required by Item 11 is incorporated by refer&ooe our definitive Proxy Statement to be
filed with the Securities Exchange Commission pursuant to Regulation 14A of the Securities Exchange Act of
1934, as amended.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED ST OCKHOLDER MATTERS

The information required by Item 12 is incorporated by reference from our definitive Proxy Statement to be
filed with the Securities Exchange Commission pursuant to Regulation 14A of the Securities Exchange Act of
1934, as amended.

ITEM 13. CERTAIN RELATIONSHIP S, RELATED TRANSACTIONS AND DIRECTOR
INDEPENDENCE

The information required by Item 13 is incorporated by reference from our definitive Proxy Statement to be
filed with the Securities Exchange Commission pursuant to Regulationfl#ha Securities Exchange Act of
1934, as amended.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

The information required by Item 14 is incorporated by reference from our definitive Proxy Statement to be
filed with the Securities Exchange Commisspursuant to Regulation 14A of the Securities Exchange Act of
1934, as amended.

PART IV

ITEM 15. EXHIBITS AND FINANCI AL STATEMENT SCHEDUL ES

(a)(1) Financial Statements

The following financial statement schedules are included in Item 8 of this Anapaltfon Form 14K following the
consolidated financial statements:

Page
Report of Independent Registered Public Accounting Firm F-2
Consolidated Balance Sheeas of September 30, ZDand 20@ F-3
Consolidated Statnents ofncome
for the years ended September 30,2@D0® and 206 F-4
Consolidated Statements of Other Comprehensive Income
for the years ended September 30,72@D0® and 206 F-5
Consolidated Statements of Stocklwids 6 Equi ty for the years
ended September 30, ZQ@00 and 206 F-6
Consolidated Statements of Cash Flows for the
years ended September 30, 208006 and 206 F-7
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Notes to Consolidated Financial Statements F-8 to 25
(a)(2) Financial Statement Schedules

Report of Independent Retered Public Accounting Firm F-26

Schedule Il Valuation and Qualifying Accouat#llowance for Doubtful AccountsF-27

Schedule Il Valuation and Qualifying Accouadtfeserve for Obsete and Slow Moving Inventory-28
Schedule Il Valuation and Qualifying Accouadtfeserve for Sales Returis29

(2)(3) Exhibits.

Exhibit
Number Description of Exhibit

3.1  Certificate of Iitorporation(1)

3.1.1 Certificate of Amendment of the Certiéite of Incorporation, dated July 18, 2000

3.2 By-laws, as amended to date (2)

4.1  Form of Common Stock Certificate (1)

4.2 1994 Incentive Stock Option Plan (1)

4.3 1996 NonQualified Stock Option Plan (7)

4.4 1998 Incentive Stock Option Plan (7)

4.5 2000 Hauppauge Digital, In®erformance and Equity Incentive Plan (3)

4.6  Hauppauge Digital, IncEmployee Stock Purchase Plan (4)

4.7  Stockholder Rightagreemen(5)

4.8 2003 Hauppauge Digital, InBerformance and Equity Incentive Plan (6)

4.9 Amendmentd 2003 Hauppauge Digital, InPerformance and Equity Incentive P(d2)

4.10 Amendment to the Hauppauge Digital, Inc. Employee Stock Purchasé F&an

4.11 Second Amendment to the Hauppauge Digital, Inc. Employee Stock Purchagé#lan

4.12 Third Amendment to the Hauppauge Digital, Inc. Employee Stock Purchase Plan (12)

10.1 Form of Employment Agreement with Kenneth Plotkin (7)

10.2 Lease dated February 7,9Bbetween Ladokk Realty Cand Hauppauge Computer Works, Inc. (1)

10.2.1 Modification mae February 1, 1996 to lease dated 1990 between Ladokk Realty and Hauppauge
ComputeWorks, Inc. (7)

10.2.2 Lease, dated February 17, 2004, between Ladokk Realtyl@oand Hauppauge Computer Works Inc
(8)

10.2.3 Amendmentdated October 17, 200® lease dated February 17, 20®etween Ladokk Realty Co. LLC
and Hauppaug€omputer Works Inc (9)

10.9 Second Amended and RestaRr@missory Note, dated aseébruary 282007made payable by
Hauppaige Computer Works, Inc. to the ora# JPMorgan Chase Bank, N.A. in tleeiginal principal
amount ofFive Million ($5,000,000)Dollars. (5)

10.91 Guaranty, dated as of December 1, 2005, by Hauppauge Digital, Inc. in favor of JPMorgan Chase
Bank, N.A.(11)

10.92 Share Rédge Agreement, dated as of December 1, 2005, among Hauppauge Digital, Inc., JPMorgan
Chase Bank, N.A. and Hauppauge Digital Europe S.a.r.l. (11)

14 Code of Ethics, as amended to date (10)

21 Subsidiaries

23 Consent of BDO Seidman, LLP

32.1 Certification of Chief Executive Officer pursuant to Rule 413§a) or Rule 15d.4(a) as adopted
pursuant to Section 302 of the Sarba@stey Act of 2002

31.2 Certification of the Chief Financial Officer pursuant to Rule-13¢) or Rule 15d.4(a) as adopted
pursuant to Section 302 of the Sarbaii®dey Act of 2002
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(1)
(2)

(3)
(4)

(5)
(6)

(7)
(8)
(9)
(10)
(11)
(12)

(13)

(14)

(15)

Certification of Chief Executive Officer and Chief Financial Officer pursuant to 18 U.S.C. Section 1350
as adopted pursuant to Section 906 of the Sarbarkey Act of 2002

Denotes documentléid as an Exhibit tour Registration Statement on Form-88No. 33

85426), as amended, effective January 10, 1995 and incorporated herein by reference.
Denotes document filed as an Exhibibtar Form 8K datedDecember 26, 200andincorporated
herein

by reference.

Denotes document filed as an Exhibibtar Registration Statement on ForrlBgNo. 333

46906), and incorporated herein by reference.

Denotes document filed as an Exhibibtar Registration Statement orofn S8 (No. 333

46910), and as an annexdor Proxy Statement on Schedule 14A dated September 18, 2006 and are
incorporated herein by reference.

Denotes document filed as an Exhibibtar Form 8K dated July 20, 2001 and as an Exhitaitthe

our Registration Statement on ForrA82G and incorporated herein by reference.

Denotes document filed as an Exhibiotar Registration Statement on ForrlB§No. 333

109065), and as an annexatar Proxy Statement on Schedule 1dated September 12006 and
incorporated herein by reference.

Denotes document filed as an Exhibibtar Form 10K for the period ended September 3003,

and incorporated herein by reference.

Denotes document filed as &xhibit toour Form 10Q for the period ended March 31, 2004 and
incorporated herein by reference

Denotes document filed as an Exhibibtar Form 8K dated October 17, 2006 and incorporated herein
by reference.

Denotes dcument filed as an Exhibit tmur Form 8K dated August 23, 2004 amacorporated herein
by reference.

Denotes document filed as an Exhibibtar Form 8K dated December 6, 2005 and incorporated herein
by reference.

Derotes document filed as an Exhibitdor Form 8K dated October 17, 2006 aimttorporated herein
by reference.

Denotes document filed as an Exhibitdar Registration Statement on ForrB§No. 333

46910), and as an annexdor Praxy Statement on Schedule 14A dag&sptember 18, 2006d are
incorporated herein by reference

Denotes document filed as an Exhibibtar Registration Statement on Forr8§No. 333

46910), and as an annexdor Proxy Statement oncBedule 14A date8eptember 8, 2006 and are
incorporated herein by reference

Denotes document filed as an Exhibit to our ForiK @ated December 26, 2007 and incorporated
herein by reference.
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Report of Independent Registered Public Accountig Firm

To the Board of Directors and Stockholders of
Hauppauge Digital, Inc. and Subsidiaries
Hauppauge, New York

We have audited the accompanying consolidated balance sheets of Hauppauge Digital, Inc. and Subsidiaries
of September 3®007 and 20® and the related consolidated statementa@me other comprehensive

income , stockholders' equity and cash flows for each of the three years in the peric8egtdetber 30, 200
These financial statements are the responsibility ofmfai@agement of Hauppauge Digital, .IQur

responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Bog
(United State). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstaterhenCompany is not required to have,
nor were we engaged to perform, an audit ofntsrnal control over financial reporting. Our audits included
consideration of internal control over financial reporting as a basis for designing audit procedures that are
appropriate in the circumstances, butfootthe purpose of expressing an opiniantioe effectiveness of the
Companyds internal control over fi nanciAaduditalsopor t
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial,statem
assesing the accounting principles used and significant estimates made by management, as well as evaluat
the overall presentation of the financial statements. We believe that our audits provide a reasonable basis fo
our opinion.

In our opinion, theonsolidated financial statements referred to above present fairly, in all material respects, tf
financial position of Hauppauge Digital, Inc. and Subsidiaries as of September 3@n20206 and the

results of their operations and their cash floarsefach of the three years in the period ended September 30,
2007 in conformity with accounting principles generally accepted in the United States of America.

/s/ BDO Seidman, LLP
BDO Seidman, LLP

Melville, New York
Decemberl, 2007

F-2
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HAUPPAUGE DIGITAL, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

September 30 September30,

2007 2006
ASSETS
Current Assets:
Cash and cash equivalents $ 11,581,65 $ 9,020,94
Accounts receivable, net of various allowances 23,667,82¢ 16,132,92¢
Inventories 13,521,86: 9,905, 74¢
Deferred tax assefcurrent 603078 -
Prepaid expenses and other current assets 802,57¢ 895,22:
Total current assets 50,177,000 35,954,83¢
Property, plant and equipment, net 745,121 612,311
Security deposits and other non current assets 110,16¢ 83,23¢
Deferred tax assetnon current 887,611 -
Total assets $ 51,919,89° $ 36,650,38
LIABILITIES AND STOCKHOLDERS' EQUITY :
Current Liabilities:
Accounts payable $ 20,635,13 $ 12,011,23
Accrued expenses fees 5,827,35¢ 5,481,00¢
Accrued expenses 2,374,41( 1,174,32
Income taxes payable 141,91z 204,10z
Total current liabilities 28,978,81¢ 18,870,66:
Stockholders' Equity
Common stock $.01 par value; 25,000,000 shares authorized,
10,597,0022and 10,260,464 issued, respectively 105,97( 102,60¢
Additional paid-in capital 15,497,70: 14,222,89(
Retained earnings 11,026,884 5,721,50(
Accumulated other comprehensive (loss) (1,325,971 (509,319
Treasury Stock at cost, 49,579 and 607,547 shares, respective (2,363,505 (1,757,951
Total stockholders' equity 22,941,08: 17,779,72¢
Total liabilities and stock $ 51,919,89 $ 36,650,38
See accompanying notes to consolidated financial statements
F-3
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HAUPPAUGE DIGITAL, INC AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF INCOME

Years ended September 30,

2007 2006 2006
Net sales $110,896,011 $97,662,32¢ $78,457,785
Cost of sales 88,651,88: 77,817,27* 60,599,066
Grossprofit 22,244,12¢ 19,845,05. 17,858,719
Selling, general and administrative expenses 14,667,76¢ 14,115,98¢ 13,903,417
Research and development expenses 3,480,017  3,164,92¢ 2,493,710
Income from operations 4,096,34¢t  2,564,13¢ 1,461,592
Other Income (expense)
Interest income 43,13E 28,422 13,684
Foreign currency (31,676 7,292 60,832
Total other income 11,45¢ 35,714 74,517
Income before taxegbenefit) on income 4,107,80t  2,599,85: 1,536,10¢
Income tax provision (benefit) (1,197,5DB) 190,24(C 149,35¢
Net income $5,305,38: $2,409,61: $1,386,75:
Net income per share:
Basic $054 $0.25 $0.15
Diluted $051 $0.24 $0.14

See accompanying notes to consolidatdidancial statements
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HAUPPAUGE DIGITAL, INC AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OTHER COMPREHENSIVE INCOME

Years ended September 30

Other comprehensive income : 20 2006 2006

Net income $5,305,38: $2,409,61: $ 1,386,75:
Forward exchange contracts marked to market (90,0) (114,448 235,817
Foreign currency translation (los9 (726,629 (1,077,641 (528,558
Other comprehensive income $448373R $1.21752: $1.094.01;

See accompanyg notes to consolidated financial statements
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HAUPPAUGE DIGITAL, INC. AND SUBSIDIARIES
CONSOLI DATED STATEMENTS OF STOCKHOLDERSS®

FOR THE YEAR S ENDED SEPTEMBER 30, 200, 2006 AND 2005

Common Stock

Accumulated

Number Additional Other
Of Paid-in Retained Comprehensive Treasury
Shares Amount Capital Earnings Income (loss) Stock Total
BALANCE AT SEPTEMBER 30, 2004 9,759,468 $ 97,59t $ 12,913,49% 1,92513 $ 975,511 $ (1,584,313 $14,327,42
Net income for the year ended September 30, 2005 - - - 1,386,75: - - 1,386,75
Purchase of treasury stock - - - - - (173,638) (173,638
Exercise of stock options 330,00C 3,300 632,53¢ 635,83¢
Foreign currency translation loss (528,558 (528,558
Change in fair value of forward contracts 235,817 235,817
Stock issued through Employee Stock Purchase plan 18,471 185 57,669 - - - 57,854
BALANCE AT SEPTEMBER 30, 2005 10,107,93¢ $ 101,08C$ 13,603,70'$ 3,311,88¢ $ 682770 $ (1,757,951 $15,941,492
Net income for the year ended September 30, 2006 2,409,61: 2,409,61:
Stock compensation 356,286 356,28¢
Exercise of stock options 131,597 1,316 199,818 201,134
Foreign currency translation loss - - - - (1,077,641 - (1,077,64)
Change in fair value of forward contracts - - - - (114,448 - (114,448
Stock issued through Employee Stock Purchase plan 20,931 209 63,081 - - - 63,29C
BALANCE AT SEPTEMBER 30, 2006 10,260,46¢ $ 102,60t$ 14,222,89($ 5,721,50(% (509,31¢$ (1,757,951 $17,779,72E
Net income for the year ended Septnber 30, 2007 - - - 5,305,38¢ - - 5,305,38¢
Stock compensation - 501,86¢ - - 501,86¢
Purchase of treasury stock - - - - (605,554, (605,554
Exercise of warrants 103,80C 1,08 194,96C - - - 195,98¢
Exercise of Stock Options 220,42t 2,215 526,13t - - 528,30
Foreign currency translation loss - - - - (726,629, - (726,629
Change in fair value of forward contracts (90,023) (90,023;
Stock issued through Employee Stock Purchase plan 12,313 122 51,85C - - - 51,972
BALANCE AT SEPTEMBER 30, 2007 10,597002 $ 105,97($ 15,497,70 $ 11,026,88'$ (1,325,971 $ (2,363,505$ 22,941,08:

See accompanying notes to consolidated financial statements
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HAUPPAUGE DIGITAL, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

Years ended September 30,

2007 2006 2006
Cash Flows From Operatirg Activities:
Net income $5,305,38:- $2,409,61. $1,386,75:
Adjustments to reconcile net income to net cash
Provided by (used in) operating activities:
Depreciation and amortization 213,207 195,08( 211,03:
Stock compensation charges 501,86¢ 356,28¢ -
Deferred tax benefit (1,490,689 - -
Inventory, bad debt and sales reserves 636,921 385,947 69,38¢€
Other non cash items (26,526) (1,710) (3,595)
Changes in current assets and liabilities:
Accounts receivable (8,443,712 (3,204,852 543,771
Inventories (3,344,225 (364,908 (1,396,857
Prepaid expenses and other current assets 92,64¢ 192,23( (316,708
Accounts payable 8,623,90¢ 1,260,67: (2,493,406
Accrued expenses and income taxes 1,484,24¢ 1,435,13¢ 924,884
Total adjustments (1,752,355 253,88¢ (2,461,492
Net cash provided by (used in ) operating activities 3,553,02¢ 2,663,49¢ (1,074,739
Cash Flows From Investing Activities:
Purchases of progrty, plant and equipment (346,417 (282,283 (246,771
Net cash used in investing activities (346,417 (282,283 (246,771
Cash Flows From Financing Activities:
Proceeds from employee stock purchases 776,31C 264,42¢ 693,69:
Purchase of treasury stock (605,554 - (173,638
Net cash provided by financimg activities 170,75¢ 264,424 520,05¢
Effect of exchange rates on cash (816,652 (1,192,089 (292,741
Net increase (decrease) in cash and cash equivalents 2,560716 1,453,54¢ (1,094,196
Cash and cash equivalents, beginning of year 9,020,941 7,567,39: 8,661,58¢
Cash and cash equivalerst, end of year $ 1158165 $ 9,020,94 $ 7,567,39
Supplemental disclosures:
Income taxes paid $ 273,71¢ $ 14252 $ 179,70

See accompanying nes to consolidated financial statements
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1. Summary of Significant Accounting Policies

Principles of Consolidatia

The consolidated financial statements include the accounts of Hauppauge Digifalt ice A Camdsa n y ¢
wholly-owned subsidiaries, Hauppauge Computer Works, Inc., HCW Distributing @odoHauppauge

Digital EuropeSARL, its branch Hauppauge Digital Europe IrelamdlHauppauge Digital Europ@ARLS s
wholly-owned subsidiaries, Hauppauge Digital Asia Rte IHauppauge Computer Works, GmbH, Hauppauge
Computer Works, Ltd., and Hauppauge Computer WoARLS All inter-company accounts and transactions
have been eliminated.

Nature of Business

TheCompany is a developer of analog and digital TV receiverymtsdor the personal computer market.
Through its Hauppauge Computer Works, Inc. and Hauppauge Digital Es#éfiesubsidiaries, the Company
designs, develops, manufactures and markets analog, digital and other types of TV receivers that allow PC
users ® watch television on a PC screen in a resizable window, and enables the recording of TV shows to a F
hard disk, digital video editing, video conferencing, and the display of digital media stored on a computer to a
TV set via a home network. The Compaiirycorporated in Delaware in August 1994, is headquartered in
Hauppauge, New York, with administrative offices in Luxembourg, Ireland and Singapore and with sales
offices in Germany, London, Paris, The Netherlands, Sweden, Italy, Spain, Singapore,araivzalifornia.

Our products fall under three product categories:

e Analog TV receivers
e Digital TV receivers, and combination anakgddigital TV receivers
e Other non TV receiver products

Our analogand digitalTV receiver products enable, among ottieéngs, a PC user to watch TV in a resizable
window on a PC.

Our other non TV receiver products enable, among other things, a PC user to video confetehamd
listen to PC based videos, music and pictures on a TV set through a home netwa&peth@V shows on a
PC for playback on portable videtayes.

Product Segment and Geographic Information

The Company operates in one business segment, which is the development, marketing and manufacturing o
analog and digital TV receiver products fbe personal computer market. The products are similar in function
and share commonality of component parts and man
sold, or can be sold, by the same retailers and distributors in our marketinglciit@@Company also sells our

TV tuner products directly to PC manufacturers. The Company evaluates its product lines under the functionz
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categories of ahag TV receivers, digital TV and combination digital and analog TV receivers and other non
TV tuner products. Sales by functional category are as follows:

Twelve months ended September 30,

2007 2006 2006
Product line sales
Analog sales $ 45571,13: $ 62,767,57! $ 59,328,02.
Digital 63,385,21¢ 33,075,91: 14,199,05¢
Other non TV tuners products 1,939,66C 1,818,83¢ 4,930,7®
Total sales $ 110,896,01! $ 97,662,32! $ 78,457,78!

The Company sells its product througamestic and internationaktwork of distributors and retailers. Net
sales to international and domestic customers were approximad¥land56%, 54% and46%, and54% and
46% of total sales for the years ended September 3@, 2006 and 20®, respectively. It maintains sales
offices in both Europe and Asia.

Net sales to customers by geographic location consist of:
Years ended September 30,

Sales to: 2007 2006 2006
The Americas 56% 46% 46%
Northern Europe 12% 18% 14%
Southern Europe 8% 9% 12%
Central and Eastern Europt 21% 24% 25%
Asia 3% 3% 3%
Total 100% 100% 100%

Net long lived assets located in the United States, Europe and Asia locatrereppeximately5%, 15% and
10% of total net long lived assets, respectively, at September 30,82@Y 0%, 20% and10% , respectively ,
at September 30, 260

Use of Estimates

In preparing financial statements in conformity with accownginnciples generally accepted in the United
States of America, management is required to make estimates and assumptions that affect the reported amc
of assets and liabilities and the disclosure of contingent assets and liabilities at the datmantial

statements and the reported amounts of revenues and expenses during the reporting period. The Company
reviews all significant estimates affecting the financial statements on a recwsisgahd records the effect of

any adjustments when necessary.

Cash and Cash Equivalents

For purposes of the statement of cash flows, the Company considers all highly liquid debt instruments
purchased with an original maturity date of three months sittebe cash equivalents.

Concentrations of Credit Risk

Financial instruments which potentially subject the Company to concentrations of credit risk consist principall
of cash and accounts receivable. At times such cash in banks are in excess ¢Ctimsi#Rance limit.

Concentration of credit risk with respect to accounts receivable exists because the Company operates in one
industry (also see Note 7). Although the Company operates in one industry segment, it does not believe that
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Concentratons of Credit RiskContinued)

it has a material concentration of credit risk either from an individual counter party or a group of counter
parties, due to the large and diverse user group for its products. The Company performs ongoing credit
evaluationof its customers and generally does not require collateral. The Company maintains allowances to
cover potential or anticipated losses for uncollectible amounts.

Shipping and Handling Costs
The Company records all shipping and handling chargessha@ &ales.
Revenue Recognition

The Company sells through a sales channel which consist of retailers, PC manufacturers and distributors. Tt
majority of our customers are granted lines of credit. The product is shipped on account with the majority of
customersypically given 30 to 45 day payment terms. Those customers deemed as large credit risks either pe
in advance or issue us a letter of credit.

The Company requires the customer to submit a purchase order to the Company. The price ofcthenprodu
payment terms are fixed per the terms of the purchase order. Upon shipment of the order to the customer, tr
title to the goods is passed to the customer. The customer is legally obligated to pay for the order within the
payment terms statedonthbeu st omer 6 s pur chase order. The oblig
pil ferage while in the customerds possession is
hybrid video recorders or digital computer boards thatstocked on the shelves of retailers and are subject to
the normal consumer traffic that retail stores attract. Aside from normal store promotions such as
advertisement s itheCdmpamy hastno furth€r sbligatiorn ta asdistirr the resale of the
products.

The Company offerssonté it s customers a right of return. Th
48 Revenue Recognition when Right of Return Exists, as typiaathe end of every quartéret Company,

based on historical data, evaluates its sales reserve level based on the previous six months sales. Due to
seasonal nature of the business coupled with the changing economic environment, management axercises s
judgment with regard to thadtorical data when calculatiribe reserve.

The Company offers maih rebates on certain products at certain times as determined by the Company. The
rebates are recorded as a reduction to sales. The Company alspatestic limited cooperative advertising
programs with retailers and distributors and accounts for these in accordance with®ITF01 A Account
ConsiderationGven by a Vendor to a Customer (lncluding
Warranty Policy

The Company warrants that its products are free from defects in material and workmanship for a period of on
year from the date of initial retail purcha3é&e warranty does not cover any losses or damage that occur as a
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Warranty Policy(Continued)

result of improper installation, misuse or neglect and repair or modification by anyone other than the Compar
or its authorized repaigant. The Company accrues anticipated warranty costs based upon historical
percentages of items returned for repair within
product under warranty has been minimal and the warranty reserve l@enahaterial.

Inventories

Inventories are valued at the lower of cost (principally average cost) or market. A reserve has been provided
reduce obsolete and/or excess inventory to its net realizable value.

Property, Plant and Equipment

Depreciatbn of office equipment and machinery and amortization of leasehold improvements is provided for
using both accelerated and straight line methods over the estimated useful lives of the related assets as follo

Office Equipment and Machinery: 5 toy&ars
Leasehold improvements: Asset life or lease term, whichever is shorter

Income taxes

The Company follows the liability method of accounting for income taxes. i2dfarcome taxes are recorded

to reflect the temporary differences in the tax bases of the assets or liabilities and their reported amounts in t
financial statements.

Long-Lived Assets

Longlived assets, such as property and equipment, are ex@ligatimpairment when events or changes in
circumstances indicate that the carrying amount of the assets may not be recoverable through the estimated
undiscounted future cash flows from the use of these assets. When any such impairment exists, the related
assets will be written down to fair value.

Research and Development

Expenditures for research and development are charged to expense as incurred.

Foreign Currency Translations and Transactions

The Companyds Asian subsidiary reports its finan
currency of the Company.

The financi al position and results of operahg ons

Euros as the functional currency. Assets and liabilities of these subsidiaries are translated at the exchange r
in effect at each period end. Income statement accounts are translated at the prevailing average spot rate. |
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periods prior tAApril 2006 the Company translated sales amounts at the average forward exchange contract

rate. The change in this account curentanhdrpeoinenuia nt wa
statements. Translation adjustments arising from the translation to Ddars at differing exchange rates are
included in the accumul ated other comprehensive

losses resulting from transactions that are denominated in currencies other than Euros are included in earnin
as a component of other incomehe Companyad a translatiotossof $531,289recorded on the balance

sheet as of September 30, @0Bor the twk/e months ended September 30, 26 Company recorded on

the balance sheet deferred translation losseg28 &29resulting in a translatiolossof $1,257918recorded

as a component of accumulated other comprehensive income as of Septemberf.30, 200

Derivatives and Hedging Activities

For each of the three fiscal yearsded September 30, ZQ@2006 and 20Q%tleasd0 % of t he Co
sales were generated by our European subsidiary andrweieed and collectedin local currencywhich was
primarily the EuroOn the supply side, sintee Companypredominantly dealwith North American and

Asian suppliers and contract manufacturers, approxim&ely oft h e C o rmpeatary régsired to

support our European sales are purchasédgaid in U.S. Dollars.

The combination of sales billed in Euros supported by inventory purchased in U.S. dollars results in an abser
of a natural local currency hedge. Consequentlll,e  C o rfipaacralye3idts are subject to market risks
resultirg from the fluctuations in the Euro to U.S. Dollar exchange rates.

The Companyattempsto reduce these risks by entering into foreign exchange forward contracts with financial
institutions. The purpose of these forward contracts is to hedge thenfotgrgncy market exposures
underlying the U.S. Dollar denominated inventory purchases required to support our European sales.

The Companyloesnot try to hedge against all possible foreign currency exposures because of the inherent
difficulty in esimating the volatility of the EuroThe contractshe Companyrocures are specifically entered
into to as a hedge against forecasted or existing foreign currency expbiser@ompanyloesnot enter into
contracts for speculative purposes. Althotigl Companynaintairs these programs to reduce the short term
impact of changes in currency exchange rates, long term strengthening or weakening ofiodldy. &gainst
the Euro impactd h e C o meges,grpss profit, operating income and rethesrnings. Factors that could
impact the effectiveness of our hedging program are:

e volatility of the currency markets
e availability of hedging instruments
e accuracy of our inventory forecasts

Additionally, there is the risk that foreign exchange fluctuations will make our products less competitive in
foreign markets, which would substantially reduceh e Company o s sal es.

As of September 30, 2@0the Companyad foreigncurrency contracts outstanding of approximately
$1,074,000against the delivery of the Euro. These contraxfsred in October 20@. The loss on the contracts
that expired in October 20@asnot material.

T he Co mgeamyng molicies for thesestruments designate such instruments as cash flow hedging
transactions. Th€ompanydoes not enter into such contracts for speculative purpbsesCompanyecords

all derivative gains and | osses on tyuaderdhe taptiorc e s
AAccumul ated otlbsgdr. comprehensi ve
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Fair Value of Financial Instruments

The carrying amounts of certain financial instruments, including caskivadtes and accounts payable,
approximate fair value as of September 30,728d 20® because of the relatively short tematurity of these
instruments.

Net income per share

Basic net income per share includes no dilution and is computegiiyngdinet income (loss) by the weighted
average number ghares oCommon Stock outstanding for the period. Diluted net income (loss) per share
reflect, in periods in which they have a dilutive effect, the dilution which would occur upon the emércise
stock options. A reconciliation of the shares used in calculating basic and diluted earnings (loss) per share
follows:

Years ended September,30

2007 2006 2006
Weighted averag€ommonsStock outstandindpasic 9,862,655 9,593,050 9,431,695
CommonStock equivalentstock options 505120 426,464 556,951
Weighted average shem outstandingliluted 10367775 10,019,514 9,988,646

Options to purchas&40250, 193856and48,453shares of Common Stock at prices rangia®®% to $ 8.75,
$4.13to 8.75and4.40to $8.75 respectively, were outstand as of September 30, ZQR0G% and 206,
respectivelyput were not included in the computation of diluted net income per share of Common Stock
because they were adwdilutive.

Stock Based Compensation

Prior to October 1, 2005, the Company actedrior employee stock option plans based on the intrinsic value
method in accordance with Accounting Principles Board (APB) Opinion N8.A&&0unting for Stock Issued

to Employees,and related Interpretations and had adopted the disclosure regptisesh SFAS No. 123,
Accounting for StoecBased CompensatiofSFAS No0.123). Accordingly, compensation cost for stock options
was measured as the excess, i f any, of the quote
amount an enlpyee must pay to acquire the stock. The Company granted stock options with exercise prices
equal to the market price of the underlying stock on the date of grant, therefore, the Company did not record
stockbased compensation expense under APB Opiniar2blo

Effective October 1, 2005, theB&€empgaRaymdaopseéedus§
prospective method, which requires measurement of compensation cost for atlagedlkawards at fair value

on date othegrant and recogndn of compensation over the service period for awards expected to vest.
Therefore, prior period financial statements have not been restated. The fair value of stock options were
determined using the Blagkcholes valuation model, which is consistent weitin valuation techniques

previously utilized for stock options in footnote disclosures required under SFAS No. 123. Such fair value is
recognized aanexpense over the service period, net of estimated forfeitures. The adoption of SFAS No0.123R
resulted m no cumulative change in accounting as of the date of adoption.

F-13

67



The Company had as 8eptembeB0, 200 options issued from four incentive option plans and one non
gualified option plan. These options typically weser a period of four to five years. Options granted
subsequent to the Companyédés October 1, 2005 adop
fair value for these options was estimated at the date of grant using aBlaales optiopricing model with

the foll owing weighted average assumptions based
Stock option grandssumptions: 2007 2006
Weighted average fair value of gran  $3.40 $1.89
Risk free interest rate 4.25% 4.25%
Dividend yeeld - -
Expected volatility 50% 50%
Expected life in years 7 7

For the options outstanding that were granted pr
the fair value for these options was estimated usiBlgek-Scholes option pricing model on the date of grant.
Options granted prior to October 1, 2005 were accounted for based on the intrinsic value method in
accordance with Accounting Principles Board (APB) Opinion No" 28counting for Stock Isgd to
Employees,and related Interpretations. Additionally, the Company had adopted the disclosure requirements
of SFAS No. 123} Accounting for StocBased CompensatioiSFAS No.123).

As of September 30, 2@0there was $,951457 of total unrecogried compensation expense net of estimated
forfeitures, related to nevested share based compensation arrangements which is expected to be recognized
over a weighed average period ofByears. The total fair value of shares vested during thes geded

September 30, 200and 2006vas $01,868and 856,286 consisting of $95,376and $2,285for options
grantedsince October 1, 2005%and $206,492and $264,001for options for options granted prior to October 1,
2005. For September 30, 2007 and 206t6ck compensation expense &156,292and $263,36Bave been

recorded to SG&A expense antigh576and $92,923ave been recorded tesearch andevelopment

expense.

In recognition that stock compensation is a-tash expense, the effect of expegwptions had no affect on
the Companyds cash fl ow. However, it wascashterhl!| ec
which wasaddedback in the determination of cash flows from operating activities.

A summary of our nowvested shareas ofSeptember30, 200 and changes during tielve months ended
September30, 200 is presented below:
Weighted average

Grant date
_Shares fair value
Non-vested as of October 1, 200 357,750 $ 2.24
Granted 510,250 3.40
Vested (176,125) 2.85
Forfeited - -
Non-vested as of September 30, 200 691,875 $ 29

Using risk free interest rates of 4.25%, a volatility factor of 35% and expected lives of five to tenlyears, t
following table illustrates the effect on net income and net income per share yeatrendedSeptember 30

2005 asifthe Companyhasonsi stently measured the compensatic
programs under the fair value method adopted on October 1, 2005
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Year ende
September 30, 20

Net income as reported $ 1,38G75:
Deduct: Total stockhased employee compensation expense

determined under fair value method — (13753
Pro forma net income $1,37300¢
Net income per shareas reported:

Basic $ 01f
Diluted 014
Net income per sha- pro forma:

Basic $ 012
Diluted $ ou

Accrued expensedees

The Company usdechnology licensed from third parties in certain products. Gdmpany enters into
agreements to license thechnology and in return for the use tife technologythe Company pays a license
fee for each unisoldthat includes the licensd@rechnolay. The licensing amount per unit v@sby licensor.
The Company is obligated to provide the licensor with reports which quantify the licenses used. In most
instances, the licensor has the right to audit the usage reports.

Thelicensing feesre acconted for as @omponent of product coahd are charged to cost of salElse
Companyaccrus a licensing fee for each unit sold that uses the liceasmrisnology.

Recent Accounting Pronouncements

On July 13, 2006, FASB Interpretation (FIN) No. A8counting for Uncertainty in Income Taxefn

Interpretation of FASB Statement No. 109, was issued. FIN 48 clarifies the accounting for uncertainty in
income taxes recognized in an enterprise's financial statements in accordance with FASB Stateriént No. 1
Accounting for Income Taxes. FIN 48 also prescribes a recognition threshold and measurement attribute for 1
financial statement recognition and measurement of a tax position taken or expected to be taken in a tax retu
The new FASB standard alscopides guidance on eecognition, classification, interest and penalties,
accounting in interim periods, disclosure, and transit®sB Interpretation (FIN) No. 4&kes effect for

years beginning after December 15, 20@fhich for the Company will béhe fiscal year beginning October 1,
2007. Management is in the process of quantifying the impact the adoption of this accounting
pronouncement will have on its financial statements.

In September 2006, the FASB issued SFAS No. 157, "Fair Valueuxégasnts"("SFAS No. 157"). SFAS No.
157 establishes a common definition for fair value to be applied to US GAAP guidance requiring use of fair
value, establishes a framework for measurimgvaue, and expands disclosure about such fair value
measuremest SFAS No. 157 is effective for fiscal years beginning after November 15208t for the
accounting related to certain rinancial assets and liabilities where SFAS No. 157 is effective for fiscal
years beginning after November 19, 800Managenent is in the process of quantifying the impact the
adoption of this accounting pronouncement will have on its financial statements.

In February 2007, the FASB issued SFAS No. 159, "The Fair Value Option for Financial Assets and Financia

Liabilities--Including an Amendment of FASB Statement No. 115" (" SFAS No. 159"). SFAS No. 159 allows

companies the choice to meas many financial instruments and certain other items at fair valoeealized

gains and losses on items for which the fair valueogtas been elected will be recognized in earnings at each
F-15
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subsequent reporting date. The provisions of SFAS No. 158ewdffective for fiscal years beginning after
November 15, 2007Management is in the process of quantifying the imphet adoption of this
accounting pronouncement wilake on its financial statements, however it is not expected to be material.

Reclassifications
Certain reclassifications have been made to the prior period consohdatecial statements to confortm the

current year presentation .

2. Accounts receivable
Receivables consist of:

. Trade receivables from sales to customers
Receivables pertaining to component parts purchased from us by our contract mansfacture
which are excluded from sales

. General services tax (GST) and value added tax (VAT) reclaimable on goods purchased by c
Asian andEuropeariocations

o Allowances, consisting of sales and bad debt

o Other minor non trade receivables

Attached below is a listing by category off @ccounts receivable as of September 307 200 206.

As September 30

2007 2006
Trade receivables $ 19,324,56! $ 13,910,10:
Receivable from contract manufacturers 6,673021 4,916,40:
GST and VAT taxes receivables 1,912,49: 616,11¢
Allowances (4,285,814 (3,377,000
Other 43,562 67,30€

$ 23,667,82 $16,132,92!

3. Inventories

Inventories corist of the following:
September 30,

2007 2006
Component Parts $ 6,298,489 $ 4,868,483
Finished Goods 7,223,375 5,037,263

$ 13521864 $ 9,905,746

4. Property, Plant and Equipment
The following is a summary of property, ptaand equipment:

September 30,
2007 2006
Office Equipment and Machinery $ 3,151,570 $ 2,834,868
Leasehold Improvements 115,971 86,256
3,267,541 2,921,124
Less: Accumulated depreciation andatization (2,522420) (2,308,813)

$ 74921 $ 612311
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Depreciation and amortization expense totale2l 3207, $ 195080and $211,033for the years ended
September 30, 200 2006 and 208, respectively

5. Income Taxes

The Companyds income tax provision consists of
Years ended September 30,
2007 2006 2006
Current taxbenefit)expense:
State income taxe $ 38,000 $ 20,000 $ 20,000
Foreign income taxes 146,767 110,240 109,356
Federal income taxes due to AMT 108343 60,000 20,000
Total currentax (benefit) expense 293,110 190,240 149,356
Deferred tax benefit)
Federal (1,351,695) - -
State (138,994) - -
Totaltax provision(benefit) $(1,197,579) $ 190,240 $ 149,356

Components ofleferred taxes are as follows:

Years ended September 30,
2007 2006

Deferred tax assets:

Net operating loss domestic $ - $ 2,258,762
Net operating lss foreign 475,693 -

Sales reserve 380,764 316,193
US Inventory obsolescence 520,600 387,600
Allowance for bad debts 167,200 159,600
Vacation accrual 24,588 24,588
Warranty reserve 9,158 9,158
263 A inventory capitalization 55,114 72,201
Depreciation 7,122 4,944
Goodwill 155,896 176,416
Other - 12,380
AMT credit 170,247 64,104
R&D credit 407,971 407,971
Subtotal 2,374,353 3,893,917
Valuation allowance (883,664) (3.893.917)
Net deferred tax assets $ 1,490,89 $ -

The deferred tax assets and the offsetting tax
operationsFor the threefiscal yeareended September 30,200h e Company 6s dasmast i
taxabk income.As of September 3®R007 we evaluated the future realization of our deferred tax assets and
the corresponding valuation allowance. The Company took into consideration:

o the tavable income of oudomestic operation$or the lastthree years

o anticipated taxable income for fiscal 2008

o the utilization in fiscal 2007 of the remainder of our net operating loss carry forward
F-17
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After evaluating the circumstances listed aboweyasour opinionto reduce the deferred tax valuation
allowanceby $3,010,253 which was reduced by deferred tax expense, resulting in a tax benefit for fiscal 2007
of $1,490,689.The remaining valuation allowance relates to certain research and development credits and
foreign net operating losses whose realizatioridikely.

As of September 30,200 t he Company had ut iuhrastaceed netoperating Ibssest h e
As of September 30, 200he Company e tax credit carry forwardfor research and development expenses
totaling $408,00@which expire between 2010 and 2014).

No provision has been made for income taxes on substantially all of the undistributed earnings of the
Companyo6s f or ei groximatelytis 188844ar Semesnbeo 30, 2@@ hhe Company intends
to indefinitely reinvest such earnings.

The difference between the actual income tax provision (benefit) and the tax provision (benefit) computed by
applying the Federal statutory incomae rate of 34% to the income before income tax is attributable to the

following: Years ended September 30,
_2007 2006 20®
Income tax expense at federal statutory rate $ 1,396,654 $ 883,950 $522,276
Decrease in deferred income tax valuatiallowance (3,010253 (909,928) (192,341)
Change in estimate of prior year income taxes 42,674 137,108 (201,808)
Permanent differencdse insurance 4,420 2,550 3,400
Permanent differencasompensation expense 170,635 - -
Permanent differencesgther (49,594) 1,190 1,700
Stak income taxes, net of federal benefit (53,376) 108,982 13,200
Foreign earnings taxed at rates other than the federal statutory 301,261 (33612) 2,929
Taxes(beneit) on income $ (1,197579, $ D0,240 $ 149856
The Compwuxemsour g corporation functions as the e

customers. Th€ompany haseparate domestic and foreign tax entities, viiéh Luxembourg entity paying a
royalty fee to the Companydés domestic operation

For the years ended September 30, 72(0D® and 206, net of royalty fees charged to our European
subsidiary, t he C oimpuaead g fretax grafingE$d,562,198$2,184167aandi o
$1,223,090respectivelyThe Company6s i nternational operations
paid to the U.S. subsidiary of 549,730, $465695and 813020, respectively.

6. Stockhd der sé6 Equity
a. Treasury Stock

On November 8, 199@he Companyapproved a stock repurchase program. The program authtvee
Companyto repurchase up to 850,000 sharegsadwn stock. The stock repurchase program was extended by a
resolution ot h e C o nBoarchoy Mirectors on December 17,1998t t he Companyds Al
Boardme et i ng, the Companydés Board of Directors appr
repurchased under the plan to 1,200,000. As of Septenth@0F, the Companyheld 749,579 treasury

shares purchased for $2,363,505 at an average purchase price of approximately $3.15 per share

b. Stock Compensation Plans
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In August 1994, the Company adopted an Incentive St@tio@Plan ("ISO"), as defined in section 422(A) of
the Internal Revenue Code. Pursuant to the ISO, 400,000 options may be granted for up to ten years with
exercise prices at the fair market value of the Common Stock at the date of the pjacittsadjustment as
provided in the plan. As of September 30, 2D and 206, 33,867, 45867 and53,467 options were
outstanding, respectively, ranging in prices from $1.35 to $2.54.

On December 14, 1995, the Board of Directors authorizeddbption of the 1996 NeQualified Stock Option

Plan (the "1996 NolQu al i fi ed Pl an") which was approved by t
The 1996 NorQualified Plan authorizes the grant of 500,000 shares of Common Stock, subject to adjustme
as provided in the plan. The plan terminkde March 5, 2006. This plan does not qualify for treatment as an
incentive stock option plan under the Internal Revenue Code. There are various tax benefits which could acci
to the Company upon exercisermin-qualified stock options that may not be available to the Company upon
exercise of qualified incentive stock options. The purpose of the plan is to provide the Company greater
flexibility in rewarding key employees, consultants, and other entiiesvhn o ut bur deni ng t h
resources. As of September 30, 200006 and 206, 248975, 285,975and272,9750ptions ranging in prices

from $1.08 to 8.13were outstanding under the 1996 NQualified Plan.

On December 17, 1carf gf Ditedtoes adopted arad aughorzed B new incentive stock option
plan (A1997 |1 S0O0) pursuant to section 422A of th
Companyods stoeklColmMpamghtat2, 1998 anmg dhe199%I18Ccplkam o | ¢
as adopted authorizes the grant of up to 700,000 shares of Common Stock, subject to adjustment as provide
the plan. This plan terminat®n December 16, 2007. The option terms may not exceed ten years. Options
cannot be granted kess than 100% of the market value at the time of grant. Options granted to employees wh
own more than 10% of GGommonSibokmgnaohbe granted at less thaa a1d% of the
market value at the time of grant. As of September 307,206 and 206, 300,960 375,785and413,135

options were outstanding with exercise prices from $1.083t3%

The Comp a miyDirectorBan Mayd, 2000adopted the 2000 Performance and Equity Incentive Plan
(the A2000 Pl an oJyedbyfhdstoskhoérsath ew aCso niglpel8,r20®Gannual
stockhol dersd meeting. The purpose of the 2000 P
and noremployee consultants.

The 2000 Plan as adopted reserves 500,000 sbia@xsnmon Stock to be issued pursuant to stock options
grants or other awards, subject to adjustment for any merger, reorganization, consolidation, recapitalization,
stock dividend, stock split or any other changes on corporate structure affect@arim®n Stock. This plan is

to be administered by the Board of Directors. Grants of awards temptoyee directors require the approval

of the Board of Directors.

The 2000 plan allows the granting of options as either incentive stock options-gualfied options. Non
employee directors and n@mployee consultants may only be granted-Quoralified Stock Options. Incentive
stock options are priced at the market value at the time of grant and shall be exercisable no more than ten ye
after the datefahe grant. Incentive stock options granted to employees who own 10% or more of the
Companybds combined voting power cannot be grante
grant. Nonqualified options shall be granted at a price determinyeithe Board of Directors, or a committee
thereof, and shall be exercisable no more than 10 years and one month after the grant. The aggregate fair m
value of shares subject to an incentive stock option granted to an optionee in any calendai yeaesicakd
$100,000. As of September 30, Z0Q0® and 20®, 208667, 259,142and323,5170ptions were outstanding

from this plan ranging in prices from $1.05to $ 5.78.
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The Companyds Board of Di re20d3@earfarmamae and Equity In€entiveP@ard 3
(the A2003 Plano). This pl a&r ewao nBepamped 2k 2003anynuat h e
stockhol dersd meeting. The purpose of the 2003 P
performance based incentives to attract and retain the services of key employees, Directorseamol oyee
consultants of the Company and to motivate such individuals to put forth maximum efforts on behalf of the
Company.

The 2003 Plan as adopted ressrup to 500,000 shares of Common Stock to be issued pursuant to stock
options grants or other awards, subject to adjustment for any merger, reorganization, consolidation,
recapitalization, stock dividend, stock split or any other changes on corporaterstaffecting th€ommon

Stock. All of the Common Stock which may be awarded under the 2003 Plan may be subject to delivery
through Incentive Stock Option Plans. The 2003 Plan will be administered by the Board of Directors or a
Committee thereof compged of two or more members who aresgomp | oyee Directors (t
Grants of awards under the 2003 Plan to-employee Directors require the approval of the Board of Directors.
On September 5, 2006 t he Co mp mengniestwHch iacredsedaHe nunber e
of shareof Common Stockauthorized and reserved for issuance under the plan by an additional 1,000,000
shares. The amendment was approved by our shareholdets at C o n(Qc@beryld, 2006 Annual
Shareholders Meieig.

The Board or the Committee may amend, suspend or discontinue the 2003 Plan or anthpoetidat any

time, but no amendment, suspension or discontinuation shall be made which would impair the right of any
hol der without tubjecttdtleelfoccgom@ the Boardos tkenCommitteeShas the authority to
amend the 2003 Plan to take into account changes in law and tax and accounting rules, as well as other
developments. The Board or the Committee may institute loan programs t@asgigiants in financing the
exercise of options through full recourse interest bearing notes not to exceed the cash consideration plus all
applicable taxes in connection with the acquisition of shares.

This plan allows the granting of options as eitihheentive stock options or nagualified options. Non

employee directors and n@mployee consultants may only be granted-Quorlified Stock Options. Incentive
stock options are priced at the market value at the time of grant and shall be exercisadrie than ten years

after the date of the grant. Incentive stock options granted to employees who own 10% or more of the
Companyd6s combined voting power cannot be grante
grant. Nonqualified options séll be granted at a price determined by the Board of Directors and shall be
exercisable no more than 10 years and one month after the grant. The aggregate fair market value of shares
subject to an incentive stock option granted to an optionee in any aajerad shall not exceed $100,000y

fair value at the time of grant that exceeds $100,000 in any calendar year will not be deemed as incentive stc
options. As of September 30, 200 2006 and2006, 932,125 468,000and369,000wereoutstanding frm

this plan ranging in prices from $3.02 tG .45

The Board or the Committee may grant options with a reload feature. A reload feature shall only apply when
the option price is paid by delivery of Common Stock held by the optionee for at leasnfl’s. The

agreement for options containing the reload feature shall provide that the option holder shall receive,
contemporaneously with the payment of the option price in Common Stock, a reload stock option to purchase
the number of Common Stock eqt@athe number of Common Stock used to exercise the option, and, to the
extent authorized by the Board or the Committee, the number of Common Stock used to satisfy any tax
withholding requirement incident to the underlying Stock Option. The exerciseoptioe reload options shall

be equal to the fair market value of the Common Stock on the date of grant of the reload option and each relc
option shall be fully exercisable six months from the effective date of the grant of such reload option. The ter
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of the reload option shall be equal to the remaining term of the option which gave rise to the reload option. N
additional reload options shall be granted to optionees when Stock Options are exercised following the
terminationofth@ pt i oneeds empl oyment . Subject to the fo
the option shall be equally applicable to the reload option.

Stock Appreciation Rights may be granted in conjunction with all or part of any stock option gnad¢edhe

2003 Plan or independent of a stock option grant. Stock Appreciation Rights shall be subject to such terms a
conditions as shall be determined by the Board or the Committee. Upon the exercise of a Stock Appreciatior
Right, a holder shall bentitled to receive an amount in cash, Common Stock, or both, equal in value to the
excess of the fair market value over the option exercise price per Common Siaies of Restricted Stock

may also be issued either alone or in addition to other amgrarited under the 2003 Plan. The Board or the
Committee shall determine the officers, key employees anémguhoyee consultants to whom and the time or
times at which grants of Restricted Stock will be made, the number of shares to be awarded pthintiese

within which such awards may be subject to forfeiture and any other terms and conditiorsnarihel ong
term performance awards (or AAward) may be award
the 2003 Plan. The Board e Committee shall determine the nature, length, and starting date of the
performance period which shall generally be at least two years. The maximum award for any individual with
respect to any one year of any applicable performance period shall,080dsltares oCommon Stock.

Upon a Change in Control as defined in the 2003 Plan, but only to the extent determined by the Board or the
Committee, stock options, stock appreciationrightslandlg t er m per f or mance awar ¢
providedthat no award granted to an employee of the Company shall vest or be exercisable unless the
empl oyeebs empl oyment is terminated within 24 mo
the 2003 Plan) unless the employee is terminated fose€;as defined in the 2003 Plan or if the employee
resigns his employment without Good Reason, as defined in the 2003 Plan. Otherwise, the Award shall not v
and be exercisable upon a Change in Control, unless otherwise determined. The empldyaeesB@ltiays

from after his employment is terminated due to a Change in Control to exercise all unexercised Awards.
However, in the event of the death or disability of the employee, all unexercised Awards must be exercised
within twelve (12) months aftehe death or disability of the employee.

The Companyds Board of Directors on May 9, 2000
approved by th€ o mp a stgckhslderSatt he CormMmudryy ds8, 2000 annuals st
plan is intended t o-timperemployedsan dopphoetuniy tompyrchase am swnérahip |
interest in the Company through the purchase of Common Stock. The Compaagdraed 100,008hares of
Common Stock for issuance under the pldnsPlan is to be administered by the Board of Directors.
Employees who have completed six months of employment and who work more than 20 hours per week for
more than five months in the year are eligible to participate in the plan. The employee miaypeigall
deductions up to 10% per pay period. The purchase price shall either be the lower of 85% of the closing price
on the offering commencement date or the offering termination date. No employee will be granted an option t
purchaseshares oCommonStock if such employee would own shares or holds options to purchase shares
which would cause the employee to own more than 5% of the combined voting power of all classes of stock.
Non-employees are not eligible to participateephand s i terminaioradate wa®ecember 31, 2003. The
maximum number of shares that may be issued in any quarterly offering is 10,000 islsiseginshares from
prior offerings whether offered or not. Ath e Co Segrnt b er 6, 2002thet ockho
Compastydskhol dersd approved an increase in share:
plan termination date to December 31, 2004.t At e C o nBeapntyednsb er 2 7, 2004 sto
t he Compgarykhso!|l der s a psiparedpreserded under thisyptam te 268,000, and extended
the plan termination date to December 31, 206@Bn May2 5 , 2006 the Companyo6s B
approved a third amendment to the plan increasing the number of shares available to 420 Xt@ddind the
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expiration date of the plan to December 31, 2010. The amendment was approvedeby Co mpany 6 s
st oc k hatt dher € nQr@beryld, 2006nnualstockhdderdmeeting. As of September 30, 2@0
2006 and 206, 155,409 142, 736and121,805shares of Common Stock were purchased under this plan.

A summary of the status of t he Companyobs fix
changes during the years ending those dates is presented belo
Weighted
Weighted Weighted average
Average Average  contracted Aggregate
Exercise Non Exercise term intrinsic
1SO Price Qualified Price (years) value
Balance at September 30, 2004 1,213,369 $2.65 345,975 $4.04
Granted 199,250 4.09 - -
Exercised (190,000) 2.19 - 1.63
Forfeited (63,500) 3.77 (73,000) 4.14
Balance at September 30, 2005 1,159,119 $2.91 272,975 $4.02
Granted 136,000 3.40 50,000 3.38
Exercised (87,462) 161 (24,935) 1.38
Forfeited (58,863) 3.28 (12,065) 1.50
Balance at September 30, 2006 1,148,794 $ 3.05 285,975 % 4.24
Granted 510,250 5.98 - 3.38
Exercised (183,425) 2.25 (37,000) 3.10
Balance at September 30, 2007 1475619 $ 4.16 248975 $ 3.24 414 $2,246,217
Options exercisable at SeptemBer 2007 783,744 $4.23 248,975 $3.24 354 $1,803,304

The aggregate intrinsic value of options exercised during the wrmtedSeptember 3R007and 2006nvas
approximately $1,002,00énd $389,000.

The following table summarizésformation about stock options outstanding at September 3@; 200
Options Outstanding

Range of Weighted Average Weighted Options Exercisable Weighted
Exercise Number Remaining Average Number Average
Prices Outstanding Contractual Lié (in years) Exercise Price Exercisable Exercise Price
$ 135 10,000 1.10 $ 1.35 10,000 $ 135
1.87 3,200 0.64 1.87 3,200 1.87
2.07 9,000 1.07 2.07 9,000 2.07
2.54 40,000 0.37 2.54 40,000 2.54
2.32 60,000 0.33 2.32 60,000 2.32
2.25 31,800 1.25 2.25 31,800 2.25
3.87 10,000 1.53 3.87 10,000 3.87
3.94 98,402 1.33 3.94 98,402 3.94
2.82 60,000 0.16 282 60,000 2.82
8.75 20,000 1.64 8.75 20,000 8.75
5.25 41,900 1.83 5.25 41,900 5.25
5.78 34,600 2.80 5.78 34,600 5.78
4.13 37,500 3.08 4.13 37,500 4.13
1.38 46,050 2.25 1.3 46,050 1.38
1.05 48,000 4.00 1.05 48,000 1.05
3.05 40,000 5.75 3.05 40,000 3.05
1.08 152,017 4.04 1.8 152,017 1.08
3.023.64 161,125 6.85 3.02.3.64 109,000 3.023.64
4.45 30,000 6.50 4.45 22,500 4.45
4.40 16,000 6.75 4.40 12,000 4.40
4.62 70,000 7.43 4.62 60,000 4.62
3.56 91,250 7.88 3.56 - 3.56
3.193.21 93,500 8.04 3.19-3.21 33,000 3.193.21
4.67 10,000 7.16 4.67 5,000 4.67
5.72 144,750 9.04 5.72 48,750 5.72
4.96 200,000 9.17 4.96 - 4.96
7.45 165,500 9.75 7.45 - 7.45
1,724594 1,082,719
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c. Stockhol dersd Rights Agreements

OnJuy 19, 2001, the Companyds Board of Directors &
Agreement, dated as of July 20, 2001 (the "Rights Agreement") between the Company and North American
Transfer Company as Rights Agent. Pursuant¢oRights Agreement, one Righéasissued for each share of
Common Stockhe Company outstanding as of August 5, 2001. Each of the Rightssg¢hgtlegistered

holder to purchase from the Company one share of Common Stock at a price of $11.00 psulgbatdo
adjustment. The Rights generally will not become exercisable unless and until, among other things, any perst
acquires 10% to 12% or more of the outstanding Common Stock or makes a tender offer to acquire 10% or
more of the outstanding Comm®&iock. The 10% threshold will not be applicable to institutional investors who
stay below a 20% ownership level and who report their ownership on a Schedule 13G under the Securities
Exchange Act of 1934. In addition, stockholders of more than 10% of tmenGo Stock as of July 19, 2001
weregrandfathered at a thelencurrent level plus 1% unless they later fall below the 10% threshold. The
Rights are redeemable under certain circumstances at $0.001 per Right and will expire, unless earlier redeer
or extended, on July 19, 2011.

7. Significant Customer Information

For fiscal 2007 we havo customes, Hon Hai Precision Industry Co. LTD and Asustek Computey Wi
accounted for more than 10% of our sales. For fiscal 2006 and 2005 wediaglecustomer which
accounted for more than 10% of our net sal@s. of September 30, 2@@he Company hd 22 customers who
accounted for 90% of the net accounts receivalienty seven customers whaccounted for 86 of the net
accountgeceivableas of September 30, 2006.

8. Related Party Transactions

The Company occupies a facility locatatl91 Cabot Court, Hauppauge, New Yaurkd uses it for executive
offices and for the testing, storage and shipping of our products. In FebruaryHegfpauge Computer
Wor ks, Il nc. (AHCW0) entered into a | ease for the
estate partnership which is principally owned by Kenneth Plotkin,e Companyds Pr esi de
Board, Chief ExecutiveOfficer, Chief Operating Officeand the holder of approximately 8.1% of the
Companyod6s shares of Common Stock as of Septembe
hol der of approximately 5. 6% of astoh Sept€oberB@ 2008 sands |
Laura Aupperle, believed by the Company to be th
Common Stock, including shares of Common Stock attributed to the Estate of Kenneth R. Aupperle, as of

September 30 200 7. Ladokk Realty Co., LLC is the su
February 2004, the 1990 Lease provided for annual rent of approximately $454,000, payable monthly, &
subject to 5% annual increases effective Febru#iof ach yar. The Company was also obligated to pay real
estate taxes and operating costs of maintaining the premises subject to the 1990 Lease. Until February
2004, the premises subject to such lease were subject to two mortgages guaranteed by the Company.

On February 17, 2004, HCW and Ladokk terminated the 1990 Lease and HCW entered into a new le
agreement with Ladokk (the n2004 Leaseo). The
February 16, 2009. The annual rent under the 2004 Leas&368,000, payable monthly. The Company was
also obligated to pay real estate taxes and operating costs of maintaining the premises subject to such I
Concurrently with the new lease, Ladokk completed a refinancing of its mortgages, and the eewitendt
require the Company to sign a guarantee. Accord
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On On October 17, 20064CW executedan amendment to the 2004 Leasgi¢éh Ladokk for the premise@he
ifLease Atmehe lmasea Amendment commedas of September 1, 2006 and ends on August 31,
2011 The base rent under the Lease Anrmardt for the first year of thetm is $300,000, payable monthly in
the amount of $25,000. Rent is subject to an annual incre@% oler theterm. The execution of the Lease
Amendment was approved by the Companyo6és Board
Companyds Audit Committee

The Lease Amendment provides for the payment of rent arrearages in the aggregateofi®bbB8,667 (the
AiArrearageo) to be paid in the amount of $5,000
Subject to the terms and conditions of the 2004 Lease, HCW is obligated to pay for utilities, repairs to t
Premises, anthxes during thestm.

The Lease Amendment provides that HCW has the option to renesurtieat lease terrfor an additional 5
year term after the expiration of ticarrent lease termupon written notice given to Ladokk between six and
twelve months por to expiration of theurrentlease Rent de during the first year of the renewafr is to be
equal to the market rate at the end of ¢herent leasebut not less than rent paid during the last year of the
current leaseand issubject torentincreass for the seond through fifth years of the renewalm byCPI plus

1% per annum

On December 17, 1996, the Board of Directors approved the issuance of wartaatskioin consideration of
Ladokk's agreement to cancel the last three years of thp&uvg/'sthen currentease and to grant an option to
the Company to extend the lease for three years. The Stock Option Committee authorized the grant of a wat
to Ladokk to acquire 120,000 shares of Common Stock at an exercise price of $1.91, whiaht weas
exercisable for a term of ten years. The market price of the option equaled the exercise price at the date of
grant. The effect of imputing the fair value of the options granted was immaterial. On December 11, 2006
of the warrants werexercised.

The Company had amounts payable to this related party for unpaid re®86&68and #68667as of
September 30, 200and 20®, respectively Rent expense to related parties and non related third parties
totaled approximately $63%00, $597,000 and $604,000 for the years ended September 30, 2007, 2006 and
2005 respectively. The Company pays the real estate taxes and it is responsible for normal building
maintenance.

Minimum annual lease payments to related parties and unrelatkganties are as follows:
Years Ended September 30,

2008 $ 600472
2009 517,595
2010 498,699
2011 367,018
2012 42513

Total $ 2,026,297
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9. Litigation
Litigation

In the normal course of business the Company is party to various claims and/iotitigeo the best of its
knowledge management believes that there is currently no material litigation which, considered in the
aggregate, that woul d have a materi al adverse
operations.

10. Quarterly Information (Unaudited)
The following presents certain unaudited quarterly financial data:

(In thousands, except per share data)
Net Income Net Income

Net Gross Operating Net PerShare Per Share
Fiscal 2007 Sales Profit Income Income Basic Diluted
First quarter $ 29919 $ 6818 $ 2,262 $ 2,203 $0.23 $0.22
Second quarter 29,892 5,644 1,343 1,277 $0.13 $0.12
Third quarter 23,540 4,607 215 181 $0.02 $0.02
Fourth quarter 27,545 5,175 276 1,644 $017 $0.16

(In thousands, except per share data)
Net Income Net Income

Net Gross Operating Net Per Share Per Share
Fiscal 2006 Sales Profit Income Income Basic Diluted
First quarter $ 25,045 $ 5232 $ 1,057 $ 1,020 $0.11 $0.10
Second quarter 26,685 5,18 983 958 $0.10 $0.10
Third quarter 23,776 4,62 450 380 $0.04 $0.04
Fourth quarter 22,156 4,79 74 51 $0.01 $0.01
As t he Co mp ammaélgtotheacbnsumer marlddie Companyas experienced certaseasonal
revenue trend¥heCompanyo6s products, which are primarily
hi storically been stronger d aberitorDgcermblery whizlo dog@tathey 6 s
holi day season is a strong quarter for computer
mostly in the European market, wel49o, 54% and54% of sales for the years ended September 30, ZI6
and 206,r espectively. Due to this, the Companyods sal

potentially impacted by the reduction of activity experienced with Europe during the July and August summer
holiday period.

As of September@ 2007 the Company evaluated the future realization of its deferred tax assets and its
corresponding valuation allowance. The Company took into considetaéidaxable income of ourdomestic
operationsfor the lastthree years anticipated taxablecome for fiscal 2008 the utilization in fiscal 2007 of
the remainder of our net operating loss carry forwafler evaluating the circumstances listed above, it was
ouropinionto reduce the deferred tax valuation allowance by $3,010,253 which dvadeby deferred tax
expense, resulting in a tax benefit for fiscal 2007 of $1,490,688.remaining valuation allowance relates to
certain research and development credits and foreign net operating losses whose realization is not likely.
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Report of Independent Registered Public Accounting Firm

To the Board of Directors and Stockholders of
Hauppauge Digital, Inc. and Subsidiaries
Hauppauge, New York

The audits referred to in our report dai@ecembeRl, 2007, relating to the consolidated financial
statements of Hauppauge Digital, Inc. and Subsidiaries included the audits of the fstatemaént schedules
for each of the three years in the period ended September 30, PBEse financial statement schedules are the
responsibility of management. Our responsibility is to express an opinion on these schedules based on our
audits.

In our opinion, such financial statement schedules presents fairly, in all material respects, the
information set forth therein.

/s/ BDO Seidman, LLP

BDO Seidman, LLP

Melville, New York
Decembef1, 2007
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SCHEDULE Il -VALUATION AND QUALIFYING ACCOUNTS

Allowance for D ful A nt Balance at Charged to
SWAnee o oubtful Accounts of Charged to Cos Other Bad Deb  Balance at
Description Beginning Yea and Expense  Accounts  Deductions (1 _Recoveries (2) End of Year

YEAR ENDED SEPTEMBER 30, 200
Reserve and allowances deducted fasset accounts :
Allowance for doubtful accounts $ 420,000 $  20,00( $ - $ - $ - $ 440,001

YEAR ENDED SEPTEMBER 30, 2006
Reserve and allowances deductenhrfrasset accounts:
Allowance for doubtful accounts $ 300,000 $ 120,00 $ - $ - $ - $ 420,00

YEAR ENDED SEPTEMBER 30, 2005
Reserve and allowances deducted from asset accounts:
Allowance for doubitil accounts $ 250,000 $ 50,00( $ - $ - $ - $ 300,00(
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SCHEDULE II -VALUATION AND QUALIFYING ACCOUNTS

Reserve for Obsolete and Slow Moving Invagt

Balance Charged to
at Costs
Description Beginning of Year And Expenses

YEAR ENDED SEPTEMBER 3@007
Reserve and allowances deducted from asset accounts:
Reserve for obsolete and slow moving inventory $1.300000
YEAR ENDED SEPTEMBER 30, 2@
Reserve ath allowances deducted from asset accounts:
Reserve for obsolete and slow moving inventory $1,407,71:
YEAR ENDED SEPTEMBER 30, 2@
Reserve and allowances deducted from asset atcou
Reserve for obsolete and slow moving inventory $1,377,71:

(1) Obsolete inventory disposed of

82

$450,00(

$265,947

$30,00¢

F-28

Charged to Balance
Other at

Accounts Disposals (1 End of Year
$ - $ - $1,750000
$ - $ (373,659 $1,300,00(
$ - $ - $1,407,71.



SCHEDULE II -VALUATION AND QUALIFYING ACCOUNTS

Reserve for sales returns

Balance Charged to Charged to Balance
at Costs Other at
Descriptbn Beginning of Year And Expenses Accounts Adjustments (1, End of Year

YEAR ENDED SEPTEMBER 30, 200
Sales reserve deducted from sales and receivables acco $2,957000 $ 3,845,814 $ - $ (2,957,000 $3,845814
Reserve for sales returns

YEAR ENDED SEPTEMBER 30, 2@
Sales reserve deducted from sales and receivables accou $2,957,00( $2,957,000 $ - $ (2,957,000 $2,957,00(
Reserve for sales returns

YEAR ENDED SEPTEMBER 30, Zib
Sales reserve deducted from sales and receivables accou $3,004,94C $ 2,957,00( $ - $ (3,004940) $2,957,00(
Reserve for sales returns

(1) Sales reserve adjusted per historical evaluation
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SIGNATURES

Pursuant to the requiramnts of Section 13 or 15(d) 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.

HAUPPAUGE DIGITAL INC.

By:_/s/ Kenneth Plotkin Date:December 28, 2007
KENNETH PLOTKIN
President, Chairman of the Boa@hief Executive Officeand Chief
Operating Office(Principal Executive Officer)

By: /s/ Gerald Tucciarone Date:December28, 2007
GERALD TUCCIARONE
Treasurer, Chief Financial Officand SecretargPrincipal Financial
Accounting Officer)

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by tt
following persons on behalf of the regastt and in the capacities and on the dates indicated.

By: /s/ Kenneth Plotkin Date:Decembe@8, 2007
KENNETH PLOTKIN

President, Chairman of the Board, Chief Executive Officer and Chief
Operating Office (Principal Executive Officer)

By:_/s/ Gerald Tucciarone Date:December28, 2007
GERALD TUCCIARONE
Treasurer, Chief Financial Officer and Secretary (Principal Financial
And Accounting Officer)

By: /s/Seymour G. Siegel Date:Decembef8, 2007
SEYMOUR G. SIEGEL
Director

By: /s/ Bernard Herman Date:December28, 2007
BERNARD HERMAN
Director

By:_ /s/ RobertS Nadel Date:Decembe8, 2007
ROBERT S. NADEL
Director

By: /s/ Neal Page Date:December28, 2007
NEAL PAGE
Director

By: /s/ Christopher G/ Payan Date:December28, 2007
CHRISTOPHER G. PAYAN
Director
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Name of Corporation

SUBSIDIARIESOF REGISTRANT

State/Jurisdiction of incorporation

Exhibit 21

Hauppauge Digital Europe Sarl.
Hauppauge Computer Works Inc.
Hauppauge Computer Works Gmbh
Hauppauge Digital Asia Pte Ltd.
Hauppauge Computer Works Limited
Hauppauge Comper Works Sarl.
HCW Distributing Corp.

Hauppauge Computer Works, Ltd.
Hauppauge Digital Taiwan
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Luxembourg

New York, USA
Germany
Singapore

UK

France

New York, USA
British Virgin Islands
Taiwan, ROC


http://www.secinfo.com/$/SEC/Documents.asp?CIK=930803&Type=EX-21

Exhibit 23

Consent of Independent Registered Public Accounting Firm

Hauppauge Digital, Inc.
Hauppauge, New York

We hereby consent to the incorporation by reference in the Registration Statements on Forms S-8,
filed with the Securities and Exchange Commission on April 28, 1997, October 4, 1999, September
29, 2000, December 2, 2002, September 24, 2003, May 11, 2004, December 17, 2004, December
14, 2006 and on Form S-3 filed with the Securities and Exchange Commission on December 14,
2006, respectively of Hauppauge Digital, Il nc.
December 21, 2007, on the consolidated financial statements of the Company which appears in the
Companyb6s Ann uarin 10RKKdqn ther year emaed September 30, 2007. We also consent to
the incorporation by reference of our report dated December 21, 2007 relating to the financial
statement schedules, which appears in this Form 10-K.

BDO Seidman, LLP
Melville, New York

December 26, 2007
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