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PRELIMINARY NOTE

THIS ANNUAL REPORT CONTAINS HISTORICAL INFORMATION AND FORWARD-LOOKING
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STATEMENTS WITHIN THE MEANING OF THE PRIVATE SECURITIES LITIGATION REFORM ACT OF
1995 WITH RESPECT TO THE BUSINESS, FINANCIAL CONDITION AND RESULTS OF OPERATIONS
OF VOCALTEC AND TDSOFT LTD. THE WORDS "ANTICIPATE," "BELIEVE," "ESTIMATE,"
"EXPECT," "INTEND," "MAY," "PLAN," "PROJECT" AND "SHOULD" AND SIMILAR
EXPRESSIONS, AS THEY RELATE TO VOCALTEC OR ITS MANAGEMENT, ARE INTENDED TO
IDENTIFY FORWARD-LOOKING STATEMENTS. SUCH STATEMENTS REFLECT THE CURRENT VIEWS
AND ASSUMPTIONS OF VOCALTEC WITH RESPECT TO FUTURE EVENTS AND ARE SUBJECT TO
RISKS AND UNCERTAINTIES. MANY FACTORS COULD CAUSE THE ACTUAL RESULTS,
PERFORMANCE OR ACHIEVEMENTS OF VOCALTEC TO BE MATERIALLY DIFFERENT FROM ANY
FUTURE RESULTS, PERFORMANCE OR ACHIEVEMENTS THAT MAY BE EXPRESSED OR IMPLIED BY
SUCH FORWARD-LOOKING STATEMENTS, INCLUDING, AMONG OTHERS, CHANGES IN THE
TELECOMMUNICATIONS AND VOIP MARKETS AND IN GENERAL ECONOMIC AND BUSINESS
CONDITIONS, LOSS OF KEY CUSTOMERS AND UNPREDICTABLE SALES CYCLES, COMPETITIVE
PRESSURES, MARKET ACCEPTANCE OF NEW PRODUCTS, INABILITY TO MEET EFFICIENCY AND
COST REDUCTION OBJECTIVES, CHANGES IN BUSINESS STRATEGY AND VARIOUS OTHER
FACTORS, BOTH REFERENCED AND NOT REFERENCED IN THIS ANNUAL REPORT. THESE RISKS
ARE MORE FULLY DESCRIBED UNDER ITEM 3 - KEY INFORMATION - RISK FACTORS OF THIS
ANNUAL REPORT. SHOULD ONE OR MORE OF THESE RISKS OR UNCERTAINTIES MATERIALIZE,
OR SHOULD UNDERLYING ASSUMPTIONS PROVE INCORRECT, ACTUAL RESULTS MAY VARY
MATERIALLY FROM THOSE DESCRIBED HEREIN AS ANTICIPATED, BELIEVED, ESTIMATED,
EXPECTED, INTENDED, PLANNED OR PROJECTED. VOCALTEC DOES NOT INTEND OR ASSUME ANY
OBLIGATION TO UPDATE THESE FORWARD-LOOKING STATEMENTS.

In this annual report, all references to "VocalTec," "we," "us" or "our" are to
VocalTec Communications Ltd., a company organized under the laws of the State of
Israel, and its wholly-owned subsidiaries.

VocalTec, Essentra, Internet Phone, the logo Internet I Phone Surf&Call
(together with a third party), TdSoft, TdGATE and TdVIEW are registered
trademarks of VocalTec Communications Ltd. and its wholly-owned subsidiaries.
Other trademarks are the property of their respective holders.

In this annual report, unless otherwise specified or unless the context
otherwise requires, all references to "$" or "dollars" are to U.S. dollars and
all references to "NIS" are to New Israeli Shekels. Except as otherwise
indicated, financial statements of, and information regarding, VocalTec are
presented in U.S. dollars.

Page 4

INDEX
PART ONE 6
ITEM 1. IDENTITY OF DIRECTORS, SENIOR MANAGEMENT AND ADVISERS 6
ITEM 2. OFFER STATISTICS AND EXPECTED TIMETABLE 6
ITEM 3. KEY INFORMATION 6
ITEM 4. INFORMATION ON THE COMPANY 28
ITEM 4A. UNRESOLVED STAFF COMMENTS 36
ITEM 5. OPERATING AND FINANCIAL REVIEW AND PROSPECTS 37
ITEM 6. DIRECTORS, SENIOR MANAGEMENT AND EMPLOYEES 62
ITEM 7 MAJOR SHAREHOLDERS AND RELATED PARTY TRANSACTIONS 69
ITEM 8. FINANCIAL INFORMATION 70
ITEM 9. THE OFFER AND LISTING 71
ITEM 10. ADDITIONAL INFORMATION 73
ITEM 11. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK 101
ITEM 12. DESCRIPTION OF SECURITIES OTHER THAN EQUITY SECURITIES 102

PART TWO 103



Edgar Filing: VOCALTEC COMMUNICATIONS LTD - Form 20-F

ITEM 13. DEFAULTS, DIVIDEND ARREARAGES AND DELINQUENCIES 103
ITEM 14. MATERIAL MODIFICATIONS TO THE RIGHTS OF SECURITY HOLDERS AND
USE OF PROCEEDS 103
ITEM 15. CONTROLS AND PROCEDURES 103
ITEM 16A. AUDIT COMMITTEE FINANCIAL EXPERT 104
ITEM 16B. CODE OF ETHICS 104
ITEM 16C. PRINCIPAL ACCOUNTANT FEES AND SERVICES 104
PART THREE 106
ITEM 17. FINANCIAL STATEMENTS 106
ITEM 18. FINANCIAL STATEMENTS 106
ITEM 19. EXHIBITS 107

EXHIBITS INDEX

SIGNATURES

Page 5

PART ONE.

ITEM 1. IDENTITY OF DIRECTORS, SENIOR MANAGEMENT AND ADVISERS
Not applicable.

ITEM 2. OFFER STATISTICS AND EXPECTED TIMETABLE

Not applicable.

ITEM 3. KEY INFORMATION

3.A. SELECTED FINANCIAL DATA

In November 2005, VocalTec Communications Ltd., or the Company or VocalTec,
acquired all of the issued and outstanding ordinary shares of Tdsoft Ltd., a
privately-held company organized in Israel ("Tdsoft"), and as consideration
issued to the Tdsoft shareholders ordinary shares of VocalTec constituting,
immediately following such issuance, 75% of the issued and outstanding share
capital of VocalTec (the "business combination”). The business combination was
accounted under U.S. generally accepted accounting principles ("GAAP") as a
reverse acquisition and therefore we are presenting in this report the
consolidated financial statements of Tdsoft for the year ended December 31, 2004
and for the eleven months ended November 30, 2005, and the consolidated
financial statements of the combined company for the period of December 1, 2005
- December 31, 2006.

Our historical consolidated financial statements are prepared in accordance with
U.S. GAAP and are presented in U.S. dollars. Historical information as of and
for the three years ended December 31, 2006 is derived from our consolidated
financial statements, which have been audited by Kesselman & Kesselman, a Member
of PriceWaterhouseCoopers (for the year ended December 31, 2004) and by Kost
Forer Gabbay & Kasierer, a Member of Ernst & Young Global (for the years ended
December 31, 2005 and 2006).

The information presented below is qualified by the more detailed historical
consolidated financial statements set forth elsewhere in this report, and should
be read in conjunction with those consolidated financial statements, the notes
thereto and the discussion under "Operating and Financial Review and Prospects"
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included elsewhere in this report.
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STATEMENT OF OPERATIONS DATA - YEAR ENDED DECEMBER 31ST
(IN THOUSANDS OF U.S. DOLLARS, EXCEPT PER SHARE DATA)

Sales
Products
Services

Cost of sales
Products
Services

Inventory write off
Amortization of intangibles assets

Gross profit

Operating expenses:

Research and development, net
Selling and marketing

General and administrative
Total operating expenses

Operating loss

Other income, net
Financial income, net

Loss before income taxes
Tax benefit (income taxes)

Net Loss

Accretion of redeemable convertible Preferred shares
Induced conversion of convertible Preferred shares

Dividend in respect of reduction in exercise price of certain
warrants

Net loss attributable to common shareholders

Basic and diluted net loss per Ordinary share

200

3,7

4,1

(5,6

(5,6

(8,9

(24.
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Weighted average number of Ordinary shares used in computing net
loss per share-basic and diluted
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BALANCE SHEET DATA - YEAR ENDED DECEMBER 31

(IN THOUSANDS OF U.S.

Cash and cash
equivalents and short
term deposits

Working capital

Total assets

Total liabilities
Redeemable convertible
Preferred shares
Capital stock
Accumulated deficit
Total shareholders'
equity (deficiency)
Number of Ordinary
shares outstanding

DOLLARS,

2002

16,914
17,315
22,960

3,035
48,045

108
(26, 697)

(28,120)

370,059

3.B. CAPITALIZATION AND INDEBTEDNESS

Not applicable.

EXCEPT SHARE DATA)

2003

13,934
14,400
18,572

2,640
51,301

108
(34,017)

(35,369)

370,059

3.C. REASONS FOR THE OFFER AND USE OF PROCEEDS

Not applicable.

3.D. RISK FACTORS

Many factors could have an effect on our financial condition,
We are subject to various risks resulting from changing
business and financial conditions.

results of operations.

economic, political, industry,
factors are described below.

EACH OF VOCALTEC (PRIOR TO THE BUSINESS COMBINATION)

Page 8

2004

9,260
9,595
13,538
2,878
54,557

116
(42,568)

(43,897)

370,059

370

2005

5,138
925
22,442
9,579

132
(66,854)

12,863

4,661,627

cash flow and

The principal

AND TDSOFT INCURRED

SIGNIFICANT HISTORICAL OPERATING LOSSES AND THERE IS NO ASSURANCE THAT THE

COMPANY WILL NOT CONTINUE TO INCUR OPERATING LOSSES IN THE FUTURE.

Since its incorporation in 1989,
has had limited sales and has incurred significant operating losses.
(excluding the results of operations of Tdsoft)
2004 of $9.5 million and $13.2 million,
had operating losses of approximately $6.4 million and $5.9 million,

VocalTec

(prior to the business combination)

respectively.

VocalTec
had operating losses in 2005 and
In 2005 and 2004, Tdsoft

370

2006

8,954
8,196
24,587
6,049

213
(73,903)

18,538

7,376,364
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respectively. The combined company had an operating loss of $7.0 million in 2006
and may continue to incur operating losses in the future due to, among other
reasons, the fact that the new Essentra products are offered in new target
markets to new customers and have not yet obtained substantial credibility and
market share of the VoIP equipment business. To achieve profitability and
increased sales levels, the Company must, among other things, establish and
increase market demand and acceptance of its products, respond effectively to
competitive pressures, offer high quality customer service and support,
introduce advanced versions and enhancements of its products and new products
that meet market needs on a timely basis, and constantly increase operational
efficiency.

The Company may continue to incur operating losses in 2007 and thereafter, if
revenues are insufficient to cover sales and marketing, research and
development, administrative and other expenses. If revenue levels do not
increase sufficiently, operating results will be adversely affected because any
reduction in expenses may not sufficiently cover a reduction in revenues. There
is no assurance that the Company will achieve or sustain significant sales or
profitability in the future.

WE HAVE EXPERIENCED AND MAY CONTINUE TO EXPERIENCE SIGNIFICANT FLUCTUATIONS IN
OUR QUARTERLY RESULTS, WHICH MIGHT MAKE IT DIFFICULT FOR INVESTORS TO MAKE
RELIABLE PERIOD-TO-PERIOD COMPARISONS AND MAY CONTRIBUTE TO VOLATILITY IN THE
MARKET PRICE OF OUR ORDINARY SHARES.

The operating results of each of VocalTec and Tdsoft have fluctuated and may
continue to fluctuate from period to period for a number of reasons. Although in
recent years we have witnessed a general improvement in the market for
telecommunication equipment, due to the past volatility of this market we cannot
predict the duration or extent of this improvement market or the impact on our
revenues or results of operations that any deterioration may have.

There are several market conditions that could continue to cause our customers
and potential customers to be conservative in their spending:

o Networks that are based on old Time Division Multiplexing, or TDM,
which have been used by telecommunications carriers for several
decades, are still operating and generating revenues.

o Large and mid size carriers are showing an increased interest in
migrating their TDM-based, Public Switch Telephone Networks, or PSTNs,
to VoIP softswitch-based networks, in order to enable advanced,
IP-based services and save costs, but there is still uncertainty with
respect to the extent and timing of shifting PSTNs to VoIP softswitch
networks.
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o As a result of our long sales cycle (described below under "OUR
ESSENTRA PRODUCTS GENERALLY HAVE A LONG SALES CYCLE, WHICH INCREASES
OUR COSTS IN OBTAINING ORDERS, REDUCES THE PREDICTABILITY OF OUR
EARNINGS AND REQUIRES HIGH WORKING CAPITAL"), we may need extended
time to build up an order backlog.

These and other factors make the forecasting of sales inherently uncertain.
Significant annual and quarterly fluctuations in our results of operations may
also be caused by, among other factors, the timing and composition of orders
from our customers, reduced prices for our products, the economic viability and
credit-worthiness of our customers, the collectability of our receivables, the
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timing of new product announcements and releases of new products by our company
and our competitors.

In addition to our significant operating losses, generally depressed economic
conditions have adversely affected our share price and trading volumes in recent
years.

Factors that could cause the market price of our ordinary shares to further
decrease significantly include the loss of any of our major customers or key
personnel, new product developments or enhancements by our competitors, sales of
our securities by our shareholders, quarterly fluctuations in actual or
anticipated operating results (as described above), continued significant
operating losses, market conditions in the industry, law suits against the
Company, its officers or directors, analysts' reports, announcements by
competitors, regulatory actions or other events or factors, including the risk
factors described herein and general economic conditions. In the past, following
decreases or volatility in the market price of a company's securities,
securities class action litigation has often been instituted. Such litigation
could result in substantial costs and a diversion of management's attention and
resources, which would have a material adverse effect on our business, operating
results and financial condition.

Our future results may also be affected by our ability to continue to develop,
introduce and deliver enhanced and new products in a timely manner, to offer new
products at competitive prices, to offer existing products at lower prices, to
compete with competitors that are larger than us and to anticipate and meet
customer demands. There can be no assurance that sales in any particular quarter
will not be lower than those of the preceding quarters, including comparable
quarters.

As a result, we believe that period-to-period comparisons of our results of
operations are not necessarily meaningful and should not be relied upon as
indications of future performance. The volatility in our operating results may
also result in significant volatility in our share price. Furthermore, as
described above, our share price is also subject to the price volatility
experienced by many companies in the telecommunications sector, VoIP industry
and related sectors. It is also possible that our quarterly results of
operations may be below the expectations of public market analysts and
investors. If this happens, the price of our ordinary shares is likely to
decrease.
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CERTAIN EXPECTED OUTCOMES OF THE BUSINESS COMBINATION WITH TDSOFT ARE NOT YET
KNOWN AND THERE IS STILL NO ASSURANCE THAT THE BUSINESS COMBINATION WILL RESULT
IN ALL OF THE BENEFITS, WHICH THE COMPANY CURRENTLY ANTICIPATES BEING REALIZED.

The main purpose of the business combination with Tdsoft was the companies'
belief that the combined company would be better positioned to offer competitive
VoIP and multi media solutions to existing and prospective customers. It is not
yet clear whether all of the expected benefits of the business combination will
be achieved. The Company believes that the following are among the factors that
will affect whether such benefits will indeed be achieved, and when such results
will be known:

(1) the VoIP market is somewhat different from the access gateways market
in which Tdsoft operated prior to the business combination, and therefore it
might take more time for the teams from both companies to learn each of the
companies' markets and products;
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(1ii) the development tools and methodologies of VocalTec's Essentra family
of products are different from those used in Tdsoft's products (embedded
systems) and therefore the full integration of the companies' development teams
and methodologies might require additional time; and

(iii) the customers of the combined company often require from the Company
to provide a complete solution, which includes third party products, and
requires the Company to assume more responsibility, provide more support and
deal with more suppliers, things that Tdsoft was not used to doing in the past.

IF THE COMPANY FAILS TO MANAGE ITS POST-BUSINESS COMBINATION GROWTH EFFECTIVELY,
OUR EXPENSES COULD INCREASE AND MANAGEMENT'S TIME AND ATTENTION COULD BE
DIVERTED.

As part of the post business combination operations, the Company has been
focusing on, among other matters, expanding the scope of its operations. As a
result, its business, results of operations and financial condition will be
substantially harmed if it is unable to manage its expanding operations
efficiently. The Company plans to continue to expand its sales and marketing,
customer support and research and development organizations. Any future growth
may place a significant strain on its management systems and resources. The
Company's failure to manage its growth efficiently could increase its expenses
and divert management's time and attention.

Our ability to better manage our operations and growth will require us to
continue to refine our operational, financial and management controls, human
resource policies and reporting controls and procedures. Further, we intend to
expand our business by entering into new markets, developing new product and
service offerings and pursuing new customers. If we fail to timely or
efficiently expand operational and financial systems in connection with such
growth or if we fail to implement or maintain effective internal controls and
procedures, the resulting operating inefficiencies could increase costs and
expenses in excess of our current plan and might cause us to lose the ability to
take advantage of market opportunities, enhance existing products, develop new
products, satisfy customer requirements, respond to competitive pressures or
otherwise execute our business plan. Additionally, if we increase our operating
expenses in anticipation of the growth of our business and such growth does not
meet our expectations, our financial results and the market price of our
securities are likely to be adversely impacted.
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Furthermore, in order to materially increase our revenues, we have to seek a
larger number of opportunities with more customers and create more partnerships
with more vendors, which requires the allocation of more resources by us. Unless
we do so, or are able to successfully re-allocate our resources and reduce our
operational expenses, reaching profitability could be delayed.

SINCE THE BUSINESS COMBINATION, THE COMPANY HAS BEEN DEVELOPING PRODUCTS AND
TECHNOLOGIES LEVERAGING THE KNOW-HOW OF BOTH TDSOFT AND VOCALTEC. THERE IS NO
ASSURANCE THAT WE WILL BE SUCCESSFUL IN OBTAINING AND MAINTAINING A SUFFICIENT
MARKET SHARE FOR OUR PRODUCTS. IN ADDITION, WE HAVE BEEN ENCOUNTERING VARIOUS
CHALLENGES AFFECTING THE SALE OF OUR PRODUCTS.

Since the consummation of the business combination, we have encountered wvarious
challenges inherent to entering into a new business, including learning and
understanding the new target markets, positioning our products in an already
competitive market, creating and maintaining relationships with new suppliers,
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customers and other third parties and subjecting the products to testing and
training of sales and marketing employees to enable them to successfully promote
the sale of the Essentra products. This requires the allocation of substantial
resources.

In addition, since the consummation of the business combination the Company has
been focusing its development efforts on the Essentra line of products, while
Tdsoft's TdGate IP has been re-positioned as part of the Essentra family and has
been re-named as EssentraGate. The Essentra product solutions were already
deployed by several customers and are carrying live traffic; however, certain
elements of the products are still subject to additional development, testing
and modifications and have not yet been used extensively by customers, which
prevents us from demonstrating a proven track record and wide deployment
references, which are crucial for our growth and expansion to larger carriers.
Furthermore, unlike VocalTec's traditional H.323 and Tdsoft's TdGATE IP
products, which were unique and the first of their kind to be introduced to the
telecommunications market, our Essentra products compete with existing,
comparable products of various companies, some of which have certain advantages
over us, including larger financial resources, the ability to manufacture the
hardware components used in their solutions, access to prospective customers and
an established market for their products.
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Our products must comply with various international and domestic regulations and
standards defined by regulatory agencies. If we do not comply with existing or
evolving industry standards and other regulatory requirements or if we fail to
obtain in a timely manner any required domestic or foreign regulatory approvals
or certificates, we will not be able to sell our products where these standards
or regulations apply, which may harm our business.

Maintaining and increasing our revenues are dependent, among other things, upon
the ability of our products to meet market and customer requirements. To this
end, we are involved in a continuous process to evaluate changing market demands
and customer requirements, and to develop and introduce new products, features
and applications to meet such changing demands and requirements. In addition,
prospective customers may require product features and capabilities that are not
included in our current product offerings. The introduction of new or enhanced
products also requires that we carefully manage the transition from our older
products in order to minimize disruption in customer ordering patterns and
ensure that adequate supplies of our new products can be delivered to meet
anticipated customer demand. We also need to ensure the continued provision of
maintenance and other services for our older products.

A number of risks are inherent in this process, including the fact that we may
not successfully anticipate market requirements or complete the development or
introduction of these products and that the development of new technologies and
products is increasingly complex and uncertain. This can result in delays in the
introduction of new technologies and products, and requires close collaboration
and continued technological advancement involving multiple hardware and software
design teams and outside suppliers of key components. The failure of any one of
these elements could cause new products to fail to meet specifications, market
requirements or customer demands, or to miss delivery schedules. As the variety
and complexity of our product lines increase, the process of planning production
and inventory levels also becomes increasingly complex. In addition, if we fail
to develop products and offer services that satisfy customer requirements, or if
we fail to effectively manage the transition from our older products to our new
or enhanced products, our ability to create or increase demand for our products
would be seriously harmed and we may lose current and prospective customers,

10
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thereby harming our business.

Production and marketing of products in certain states and countries may subject
us to environmental and other regulations including, in some instances, the
requirement to provide to customers the ability to return products at the end of
their useful life.

Further, our results could be adversely affected by factors such as lack of
market acceptance of our products, development or manufacturing delays, and
delays in customer purchases of products in anticipation of the introduction of
new products and the rapidly changing landscape of emerging standards.

Further, telecommunications carriers increasingly require that VoIP products be
designed to meet local homologation and regulatory requirements, such as lawful
interception and other requirements to demonstrate interoperability with
existing networks of incumbent telecommunications carriers, each of which may
have different specifications. Failure to obtain such homologation
certifications or other industry standard certifications for our products may
result in decreased revenues, significant warranty, support and repair costs may
divert the attention of our engineering personnel, and may cause significant
customer relations problems.
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Due to the fact that we have been developing and offering new products, some of
which are targeted at new customers in new markets, we have encountered and
expect to continue to encounter various challenges. In addition, while seeking
midsize carriers, being new to this market, we had to consider offering
solutions to alternative small carriers as well, raising the need for
flexibility and competitiveness within a wide range of solutions. Also, our
solutions have to be inter-operable with offerings of various third parties,
which results in a more complex and expensive development and upgrading of the
products. Furthermore, in recent years we have witnessed an increasing
competition in the VoIP market, resulting in declining prices, as VoIP has
become a mainstream technology. One of the main challenges in penetrating the
market with the products offered by VocalTec relates to the ability to provide a
broad, and to a certain extent complete, solution, which includes third party
elements.

Therefore, there is no assurance that we will be successful in obtaining and
maintaining a sufficient market share for the existing Essentra products and our
future products.

COMMUNICATIONS AUTHORITIES MAY IMPOSE CHARGES, CONTRIBUTION AND OTHER COMMON
CARRIER REGULATIONS ON IP TELEPHONY PROVIDERS.

At this time it is uncertain whether or to what extent the United States Federal
Communications Commission ("FCC"), any US state communications authorities or
the communications authorities of other countries will impose access charges,
universal service contributions or other common carrier regulations on IP
telephony providers or on VoIP solution providers. There can be no assurance
that future action by any regulatory authorities will not have an impact on us,
directly or indirectly.

OUR BUSINESS DEPENDS TO A CERTAIN EXTENT ON THE ABILITY OF OUR CHANNELS AND
BUSINESS PARTNERS WHO PURCHASE OUR PRODUCTS TO ACHIEVE BROAD MARKET ACCEPTANCE
FOR THEIR PRODUCTS. IF THESE CHANNELS AND BUSINESS PARTNERS DO NOT SUCCEED IN
SELLING THEIR PRODUCTS, THIS WILL REDUCE DEMAND FOR OUR PRODUCTS AND OUR
REVENUES WILL BE ADVERSELY AFFECTED.

11
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Our products are normally sold through channels, i.e., vendors, system
integrators and business partners, who repackage or resell our products, under
varying types of OEM or reseller arrangements, to carriers (rather than selling
our products directly to carriers).

To continue this method of sales, we will have to allocate resources to train
vendors, system integrators and business partners as to the use of our products,
resulting in additional costs and additional time until sales by such vendors,
system integrators and business partners are made feasible. Our business depends
to a certain extent upon the success of such channels and the broad market
acceptance of their products. To the extent that our channels are unsuccessful
in selling our products, our revenues and operating results will be adversely
affected.
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Many factors out of our control could interfere with our ability to market,
license, implement or support our products with any of our channels, which in
turn could harm our business. These factors include, but are not limited to, a
change in the business strategy of our channels, the introduction of competitive
product offerings by other companies that are sold through one or more of our
channels, potential contract defaults by one or more of our channels or changes
in ownership or management of one or more of our channels. Some of our
competitors may have stronger relationships with our channels than we do, and we
have limited control, if any, as to whether those channels implement our
products rather than our competitors' products or whether they devote resources
to market and support our competitors' products rather than our offerings. Also,
the loss of or reduction in sales by these channels could reduce our revenues.
If we fail to maintain relationships with these channels, fail to develop new
channels, fail to effectively manage, train, or provide incentives to existing
channels or if these channels are not successful in their sales efforts, sales
of our products may decrease and our operating results would suffer.

OUR ESSENTRA PRODUCTS GENERALLY HAVE A LONG SALES CYCLE, WHICH INCREASES OUR
COSTS IN OBTAINING ORDERS, REDUCES THE PREDICTABILITY OF OUR EARNINGS AND
REQUIRES SIGNIFICANT WORKING CAPITAL.

Our Essentra products are technologically complex and are typically intended for
use in solutions that may be critical to the business of our customers.
Prospective customers for such products generally must make a significant
commitment of resources to test and evaluate products and to integrate them into
their solutions. As a result, the sales process for such products is long and
often subject to delays associated with lengthy approval processes that
typically accompany the design and testing of our customers' solutions. The
sales cycles of our products to new customers currently average 6 to 12 months
from the time we make a proposal to a customer until the time the customer
begins using the relevant product in production mode. This requires us to invest
significant resources to make sales, which increases our costs in obtaining
orders and reduces the predictability of our sales. In addition, in some cases
we need to finance the equipment that we install in our customers' premises
during the period of installment, testing and approval of the equipment, which
requires us to allocate working capital for the period of such financing.
Furthermore, in many cases the sale of our products is conditioned upon a trial
period during which the products are installed at the customers' premises, which
installation requires an investment by us of capital and manpower, without
assurance that the customers will purchase the products.

Long sales cycles also subject us to risks not usually encountered by companies
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whose products have short sales cycle