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PART |
Special Note Regarding Forward Looking Statements

This Annual Report on Form 1K contains forwardooking statements as that tersndefined in the federal
securities laws. The events described in forwaaking statements contained in this Annual Report on Form
10-K may not occur. Generally these statements relate to business plans or strategies, projected or anticipat
benefitsor other consequences of our plans or strategies, projected or anticipated benefits from acquisitions t
be made by us, or projections involving anticipated revenues, earnings or other aspects of our operating resu
The words fAimay, behwelvvke, 0 farpectpaté, 0o Aproject,
Acontinue, 0 and their opposites and -loekingstatements.eVep r
caution you that these statements are not guarantees of future perfoomeweets and are subject to a number
of uncertainties, risks and other influences (including, but not limited to, those set fiorthine irRiskL A

Fa c t Jpmasyoof 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 affect our results of operations and whether forward looking statements made by 1
ultimately prove to be accurate. Ouwtw@al results, performance and achievements could differ materially from
those expressed or implied in these forwlaaking statements. We undertake no obligation to publicly update
or revise any forwartboking statements, whether from new informatirre events or otherwise. All
cautionary statements made in this Annual Report on Forkadlbuld be read as being applicable to all

related forwareooking statements wherever they appear.

ITEM 1. BUSINESS

OVERVIEW

We are a developer of analog atidital TV tunerand other products for the personal computer market.
Through our Hauppauge Computer Works, Inc. and Hauppauge Digital Esadgebsidiaries, we design,
develop,manufactureand market analog, digital and other types oftliversandotherdevicesthat allow PC

users to watch television on a PC screen in a resizable window. Most of our products also enable the record
of TV shows to a PC6s hard disk, digital video e
transmissionsand the display of digital media stored on a computer to a TV set via a home natveovkere
incorporated in Delaware in August 1994 and are headquartered in Hauppauge, New York. We have
administrative offices in Luxembourg, Ireland and Singapore awud kales offices in Germany, London, Paris,
The Netherlands, Sweden, Italy, Spain, Singapore, Taiwan and California.

RECENT DEVELOPMENTS

Effective December 24, 2008ysuant to an Asset Purchase Agreendaied as oDctober 252008, as
amendedbytht certain Amendment No. 1 to the Asset Pu
the Amendment, t he A ABGI¥ SystdmsQart dlaxengdbourygameaniniBeunyteor)o )
and a whollyownedsubsidiary oburs acquireccertainassetand propertieg t MAequinéd Assets ) Awdf
Technol ogy, Il nc. (AAvi do), a DedCalifemiacerpocationp or at i o
(APinnacled), Avid Technology GmbH, a | imited 1
Devebpment GmbH, a limited liability company organized under the laws of Germany, and Avid Technology
International BM( c ol | ect i v el The purchase priteScenisistel?,500,)00ayablein cash
$2,500,000 payable pursuant to Promissory NattsdiDecember 24, 2008, made payable by the Buyer to
Avid (the ANoteo) and t hcoaredaenmwphtthe tansaaidn, the 8uydr arione



or more of its affiliatesreemployng certain employees and occupy certain facilites located in
Braunschweig, Germany. Pursuant to the terms of the Asset Purchase Agreement, it is contemplated that
and theBuyer will also receive certain audited historical financial statements of the Sdlkeré.cquired

Assets areised by the Slkers in the business of, among other thirige,development, manufacture and sale of
personal devices containing a television tuner for receivingttresair, satellite and/or cable television signals
that are used in conjunction with personal computerpersonal television viewing.

The principalamount due pursuant to the Note is payabtE2 equal monthly installments of $208,333.33, with
the first such payment due and payable on January 24, 2009. Interest on the outstanding principal amount c
the Note is payable at a rate equal to (i) from December 24, 2008 until the Maturity Date (as defined in the
Note), five percent (5%), (ii) from and after the Maturity Date, or during the continuance of an Event of Defaul
(as defined in the Note), atv@n percent (7%). Pursuant to the terms of the Note, the Buyer and its affiliates
are prohibited from (i) declaring or paying any cash dividend, or making a distribution on, repurchasing, or
redeeming, any class of stock or other equity or ownershigsttier the Buyer or its affiliates, (ii) selling,

leasing, transferring or otherwise disposing of any assets or property of the Buyer or any of its affiliates, or
attempting to or contracting to do so, other than (a) the sale of inventory in the ordumas af business and
consistent with past practice, (b) the granting of-ardusive licenses of intellectual property in the ordinary
course of business and consistent with past practice and (c) the sale, lease, transfer or disposition of any ass
or property (other than the Acquired Assets) with a value not to exceed $500,000 in the aggregate, or (iii)
dissolving or liquidating, or merging or consolidating with any other entity, or acquiring all or substantially all
of the stock or assets of any otleatity.

In connection with the transactions contemplated by the Asset Purchase Agreement, the Buyer, Hauppauge

Digital EuropeSarl( AHDES0), and Hauppauge Comput eawneor k s,
subsidiaryoburs( col | ect i veleys,0)t haen dii Suhbes iSdeilalreir s ent er ed |
Agreement, dated December 24, 2008 (the ATSAO0),

provide each other with certain services relating to infrastructure and systems, ordssipgpand related
matters and systems transition and related matte
for suchServices are set forth in the TSA. The term of the TSA shall be until the earlier to occur of (i) 18
months follaving the Closing or (ii) termination of the last of the Services to be provided pursuant to the TSA.
The TSA may be terminated by the Subsidiaries at any time upon thirty (30) days prior written notice to the
Sellers and may be terminated with respeeiny particular Service to be provided pursuant to the TSA upon
ten (10) days prior written notice to Seller.

Further, Avid, Avid Technology InternationalB¢ ol | ect i vel y, the fAConsignor
(collectively, the hedoysanddPmdue Beturndgreemeantedhted Dederabera24,
2008 (the fAlnventory Agreemento). Pursuant to t

obligated to deliver the Consigned Inventory (as defined in the Inventory Agreement) to fhgn€erand the
Consignee is obligated to, as applicable, fill orders from products held as Consigned Inventory before filling
any such orders with products or inventory other than the Consigned Inventory. Upon the sale of Consigned
Inventory by the Consigee, the Consignee has agreed to pay the Consignor for such Consigned Inventory as
follows: (i) if Consignee sells Consigned I nvent
defined in the Inventory Agreement) for such Consigned Inventioen Consignee has agreed to pay

Consignor an amount equal to one hundred percent (100%) of the Consignor Cost for such Consigned
Inventory; or (ii) if Consignee sells Consigned Inventory for a price less than the Consignor Cost for such
Consigned Invetory, then Consignee has agreed to pay Consignor an amount equal to eighty percent (80%) «
the sales price for such Consigned Inventory. The term of the Inventory Agreement expires 18 months from
date of execution.

In connection with the transacti®eontemplated by the Asset Purchase Agreement, Avid, Pinnacle and the
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Buyer also entered into an Intellectual Property
Agreement 0) . Pursuant to the ter mstedtlfieBuybareertdinP Ag
irrevocable, personal, neexclusive, worldwide, fully paid, royaltfree and nosiransferable licenses to certain
copyrights and other intellectual property rights owned by Avid, Pinnacle and their respective subsidiaries,
subject tocertain termination provisions as set forth in the IP Agreement.

OUR STRATEGY

Since our entry into the PC video market in 1991, management believes that vbed@we deader in
bringing TV content to PCs by focusing on five primary strategic fronts

innovating and diversifying our products

introducing new and desirable features in our products

expanding our domestic and international sales and distribution channels
forging strategic relationships with key industry players

outsourcing our productioto contract manufacturers

As more people are looking to PCs for a total entertainment experience, we believe that our products are abl
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
marketplaceseeks, while remaining vigilant in keeping our manufacturing costs low and trying to ensure that
our products are compatible with new operating systems. This work is done in addition to our research and
development efforts in designing, planning and bogdew products. During fiscal 2008 our engineering
department introduced thdD PVR High-Definition video recordefor use in the North American and
European markets, th&/inTV-HVR-1950 andWinTV-HVR-2250 for the North American market and the
WinTV-HVR-2200 MG WinTV-HVR-900HandWinTV-NOVA-TD for the European marketDuring fiscal
2007 our engineering department introduced seven new products, the \WMR\M 250, WinT\VHVR1500,
WinTV-HVR-1600 and WinT¥YHVR1800 for the North American market, ame tWinTV-HVR-1200,
WinTV-HVR-1400 and WinTYHVR-1750 for the European markefll of these productsare designed to run
under theMicrosoft Vistaoperating systerm addition to Windows XP. The products for North Ameiaca
designed tsupport the NTS@nalogcableTV standard plusverthe-air ATSC high definition TVand clear

QAM digital cableTV.

We believe that strategic relationships with key suppliers, PC manufacturers, technology providers, and inter
and ecommerce solutions providers give 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 tmmenhizenarket.

Our domestic and international sales and marketing team cultivates a variety of distribution channels compris
of computer and electronic retailers, computer products distributors and PC manufacturers. Electronic retaile
include retdistores, web stores and thiparty catalogs, both print and-tine, among othersWe work closely

with our retailers to enhance sales through joint advertising campaigns and promotions. We believe that
developing our international presence contribtesur strategic position, allowing us to benefit from

investments in product development, and more firmly establishing our Hauppauge®, WinTV® and

Medi aMVPE brand names in the international mar k e
outsideof the U.S. and a sales and R&D facility in Taiwan to service the growing 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 anmdeoluour needs. We also leverage international
supplier relationships 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 ouplfaaekethis

approach enables us to focus our human and financial resources on developing, marketing and distributing o
products. Successfully engineering products to have low production costs and commonality of parts along
with the use of single plaifms for multiple models are additional important ways that we believe our design
and build strategy contributes to our financial performance.

PRODUCTS

Our products fall undehreeproduct categories:

e Analog TVtuners
e Digital TV tuners and combinatio analogplusdigital TV tuner products
e Other non TVtunerproducts

See n-IMaemmge ment 6s Discussion and Analysis of Fin
Consolidated Financial Statements comprising part of this Annual ReportmonlBd¢ for additional
information relating to our operating segments.

Analog TV Tuners

Our analog TMunerproducts enable, among other things, a PC user to watch analog cable TV in a resizable
window on a PC. Although we continue selling analogtiidessin regions outside of the United States, we
have stopped developing pure analog tlivess, concentrating our engineering resourcedigital TV tunes

and combination analog and digital Tes , whi ch i s detail ed i Tuneshe se

Our WiInTV analog Tvtunerproductsncludecableready TV tuners with automatic channel scan and a video
digitizer which allows the user to capture still and motion video images. Some of our analageTModucts
allow the user to listen M radio, videeconference over the internet (with the addition of a camera or
camcorder), and control these functions with a handheld remote control. In Europe, our WinTV® analog TV
tunerproducts can be used to receive teletext data broadcasts, whigtiredl reception of digital data that is
transmitted along with the Aliveo TV signal

Some WinTV analog TWYunerproducts are available as external devices which connect to the PC through the
USB port. The USB models are encased in an attractive c&segnid5B models freely portable from PC to
PC and from one desktop, laptop or notebook computer to another.

Our WIinTV-PVR TV recording products include all of the basic features of our analdgrniévproducts, such

as TV on the PC screen, channel chaggind volume adjustment. They also add the ability to record TV
shows to disk using a builh high quality hardware MPEG 2 encoder. This technology allows a typical desktop
computer system to record up to hundreds of hours of video to disk, limitedyothig bize of the disk (or

storage medium). In addition, the WinIRVR user can pause a live TV show, and then resume 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 hadisk space available on the PC.

The WinTV-PVR user can record a TV show to the hard disk using a TV scheduler and then play the recordin
back, edit it, and record the show onto aaBOM or DVD-ROM, using a CD or DVD writer, for playback on a



home or podble DVD player or on a PC. The user casire the window during viewing, recording or
playback. Our WinTWPVR 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 MicrosoftE6s WindowsE XP Medi a
Edition integrates digital entertainment dgtalper i e
vi deo, DVDs and pictures. Users can pause, jump
series, and manage digital music, home movies, videos, photos and DVDs on the PC. Users can also acces
and control this new entertainmeruvite with a large, eagp-useon-screen menus and the Media Center
Remote Control.

We provide Microsoft certified Media Center drivers for these products to PC manufacturers and value addec
resellers for integration into their Windows XP Media CentesiZiems.

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

Digital TV andCombinationAnalogplusDigital TV TunerProducts

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

DVB-T, DVB-S, DVB-S2 and DVBC. To support thesdigital TV broadcasts, we are experiencing an on

going transition from analog TWiness to either digital only or combination analog plus digitaltiidess. In

fiscal 2007 we discontinued development of pure analoguings, thereby concentrating our oesces on

digital TV Tunerproducts.

Our WinTV-NOVA products arécuropean and Asiadligital only TV tuness for PCs.They support the various
forms of digital TV and come in either an internal or external form factor.

Our WIinTV-NOVA-T is a DVBT digital terrestrialtunerfor our European markets which allows for the
viewing of digital terrestrial TV and listening to digital radio on a PC. The product also allows recording of
digital TV and radio to a hard drive. This product is available as &itR€1 card or an external USB device.

Our WinTV-NOVA-T-500 is a dual tuner DVB tunerfor our European markets whichs e s fiDi ver st
Tec hnol alpwsdorthervidwing of digital terrestrial program while recording another program. The
product aso allows recording of two digital TV programs simultaneously or watching one channel while
recording another.

Our WIinTV-NOVA-T-USB2 is an external high performance DVRIigital TV tuner, with dual tuners for
both recording of two digital TV programs siitaneously or watching one channel while recording another.

Our WinTV-NOVA-T dtick is a pocket sizedxternal DVBT tunerfor our European markets which allows

for the viewing of digital terrestrial TV and the listening of digital radio &Caor lapop. The product also
all ows recording of digital TV and radio to a
is good for use in laptops while traveling.

Our WIinTV-NOVA-TD stick, introduced during fisc&2008 is a pocket size@éxternal DVBT tunerfor our
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European markets emplofisDi ver si ty T teusenobtivooagtgnoas woimbximize the reception

for the viewing of digital terrestrial TV on a PC or laptop. The product also allows recording of digttal T

a harddrive in high qualty MPER2 f or mat . The productdés pocket si z
use in laptops while traveling.

Our WinTV-HVR products are combinations of both digital TV and analoguiiéss in one board or USB
O0boxo.

Our WinTV-HVR-900-Stick is a pocket sized extertaherfor our European markets which allows for the
viewing of digital terrestrial and analog terrestrial TV on a PC or laptop. Allows the recording of digital and
analog programs to a hard drive in high qyaiPEG2 f or mat . The productods p
capability is good for use in laptops while traveling.

Our WinTV-HVR-950-Stick is a pocket sized exterrtaherfor our North American markets which allows

for the viewing of ATSC high dmition 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 high quality MPEG or mat . The p
size and UPC plug in capability is good for use in laptops whieliray.

Our WinTV-HVR-1100 and WIinTVYHVR-1300 are PCI basetliness for our European markets which allow

for the viewing of digital terrestrial and analog terrestrial TV on a PC in addition to the ability to listen to FM
radio and DVBT radio. Thee products also allow the recording of digital and analog programs to a hard drive
in high quality MPEG2 format. The WinTVHVR-1300 is a higher performance of the two models, in that it
includes a hardware MPE&encoder for recording analog TV dirgctl t o a PC6s hard di s

Our WinTV-HVR-1400, introduced during fiscal 2007, is a dual tuner ExpressCard/54 for our European
markets which allow for the viewing of digital and analog TV on a laptop. This product also allows the
recording of digital prgrams to a hard drive in high quality MPEJormat and the recording of analog
programs using a Soft PVRIMPEZencoder.

Our WinTV-HVR-1600, introduced during fiscal 2007, is dual tuner R@ierfor our North American

market which allow fothe viewing of ATSC high definition TV and NTSC cable TV on a PC. The HVR
1600 allows the recording of all ATSC formats, including the 1080i format. This product also allows the
recording of digital and analog programs to a hard drive in high gb4REG2 format. The WinTVHVR-

1600 also supports viewing and recording clear QAM channels and includes 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 fiscdD07, is a dual tuner single slot PCI exprasserfor our
North American markets which allow for the viewing of ATSC high definition TV, QAM TV and NTSC
cable TV on a PC. These products also allow the recording of digital and analognsrameahard drive in
high quality MPEG2 format. The WinTWVHVR-1800 allows viewing and recording of all ATSC formats,
including the 1080i format.

Our WIinTV-HVR-3000 is a timode TV tuner PCI basetinerfor our European markets which allows for
the viewing of digital terrestrial(DVH'), satellite (DVBS) and analog cable TV on a PC in addition to the
ability to listen to FM radio and DVH radio. The product also allows the recording of digital, satellite and
analog programs to a hard drive

Our WinTV-HVR-4000 is a quadhode TV tuner PCI basedinerfor our European markets which allows

for the viewing of digital terrestrial (DVH), satellite (DVBS), high definition digital satellite (DVE52) and
analog cable TV on a PC in atiloh to the ability to listen to FM radio and DVBradio. The product also
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allows the recording of digital, satellite and analog programs to a hard drive, in addition to having the ability
listen to FM, digital DVB or DVBS satellite radio.

Our WIinTV-NOVA-S s a low cost DVEStunerfor our European markets which allows for the viewing
of satellite based digital programming on a PC. The product also allows for recording and playback of digital
TV, using the high quality MPEG 2 format, afad listening to digital radio.

Our HD PVRiIis a High-Definition video recorder for making reime compressed recordings at resolutions up
to 1080i. TheHD-PVR records component video from cable TV and satellite set top.bakbsa builtin IR

blaste the HD-PVR canautomatically change TV channels for scheduled recordings. Audio is recorded using
AAC or Dolby Digital. TheHD-PVR recording format can be used to burn-gy DVD disks. The HD PVRs
recording quality allows personal archival of hagfinition TV programs from any component video HD set
top box. The HD PVR also has standard definition composite aW@i8o inputswhich allows you taecord

your old home video tapes into an AVCHD format for creatingi@ajyDVD recordings

Our WinTV-HVR-1950 is a lgh performancexternalTV tuner for your PC or lapto@-he WinTV-HVR-
1950 allows you towvatch, pause and record analog cable €¢ar QAM digital cable TYor ATSC ovetthe
air digital TV at up to 1080i resolutiorhe product comgewith a emote control and IR blastéFhe product
contains auilt-in hardware MPE& encodefor use when recording analog video.

Our WinTV-HVR-2250is a dual tuner P@xpress card. With dual built in tuners you ather watch one
channel whi recording another or you can record two channels at drieeHVR-2250 allows you teecord
analog cable TV shows to your PC's hard disk with our-buliigh quality MPEG2 hardware encoder. You
can also record high definition digital ATSC and cle&MQdigital cable TV to disk

Our WinTV-HVR-2200 MC is a compact, low profile, dual tuner, HSjpress cardhat fits in all the latest
Microsoft Vista Home Premium and Ultimate PCs with a-E&press 1x slotThe WinTV-HVR-2200 MC
comes with both full hght and half height brackete accommodate the requirementsnofmal P® sr an
extra slimPC. The WinTV-HVR-2200 MCallows you to vatch Freeview digital TV (DVBI) or analog TV
on your PC screen while recording a different channel on the second pmese analog or digital TWith
instant replay, skip, fast forward and rewindecord digital TV programs in original MPE® quality and
record analogTl'V to disk in high quality MPE& quality with the hardware MPE&encoder

Other Non TVTunerProducts

()Medi a MVPE

Our Medi a MV Pased sligital média devioe, 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 storedpt t he Medi aMVPE, where they are converted
enabling playback on a TV connected to the Media
fiscal 2003, and the first shipments to customers were made at thef star 2004 fiscal year.

Our Medi aMVPE enabl es a -hasesvidedspomusiceandpintures onda TV ses t e n
through a home networ k. The Medi aMVPE connect s
network, plays back MPmusic, MPEGL and MPE®&2 videos, JPEG and GIF digital pictures that have been
recorded and stored on a PC. The Medi aMVPE decod
and SVideo connections for high quality video on TV sets and high tyualidio through stereo audio output
connectors to TV sets or home theater systems.



Our Medi aMVPE al-BVescreen display dfenediaalinectarynistings. It receives commands
from the supplied remote control, and sends these commands to seevieC The TV menus are created on the
PC server, sent over the Ethernet LTANe aMeld idd M\pR E¢
remote control allows a user to pause, fast forward and rewind through videos, plus pause music and picture
shows.Auer can adjust the audio volume from Medi aMV|
TVOs remote control. The Medi aMVPE is also av

(iVideo Capture Products

Our I mpactVCB Video Capt urse aBdarwd c(ofsltmpPaCdt WOER T d
digitized video. Designed for Pased video conferencing and video capture in industrial applications, the

| mpact VCB f e a t-in-avenslowjistillimage @apture ahe drivers for Windowa@00,

Windows® XP, Windows® NT and Windows® 98. There are third party drivers 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
acameral t plugs into the PC6ébs USB port for easy 1ins
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 therimet with the addition of a camera or camcorder.

(iif) Software Recording Products

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

(iv)WInTV-CI CommoninterfaceModule

Our WinTV-CI common interface module when coupled with a WinTV card, CAM and SmartCard
subscription allows the user to watch popul ar p
WinTV application.

(WXfones Wireless Headphones for PC6s and Macs:

Our Xfones wireless headphones allow users to listen to the audio produced by their PC or Mac through a
wireless over the ear headphone. The Xfone has the ability to broadcast to more than one hdbwpingne a
multiple users to listen to the audio from their PC or Mac.

(vi) PCTV products

Our PCTV products allow Windows or Macintosh users to view television programming on their computers
Our PCTV line consists of a family of USB stickwith a smdland convenient form factor wedluited for use
with laptops and PGbased cards more appropriate for desktop useraddition to PCIl cards for use in
desktop computersPCTV products are slated to be positioned as our high end product offeringelidle b
that the positioning of the PCTV product line will be complimentary to our existing WinTV line and will
broaden our product offerings.

TECHNOLOGY

1C



Analog TV Technology

We have developed four generations of products which convert analog videgitabwitileo 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 cated fifeature connector cabl e o.Obrénitiavasgomers h e
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 their PCs, who found having TV in a window on thei
desktop useful ahentertaining.

I n 1993, we invented a technique called Asmartl o
cable. o I n 1994, w<eldbnitygenerdtioncobTd tuhehbmardd/baset ¥hEhis smartlock
technology, greatly improng customer satisfaction. At the time, our CinemaPro series of WinTV® boards then
used smartlock and other techniques to further reduce cost and improve performance.

In June 1996, we introduced the WIinTM&LCI line of TV tuner boards for PCs. Theserdsavere developed

to eliminate the relatively expensive smartlock circuitry and memory used on the Wi@E\&brity and

CinemaPro products. The WinTVBCIl wused a technique called APCI F
then emerging Intel® PentiummMarket. These Pentiumf@ased PCs had a new type of system expansion
Abuso, called the PClI bus, which allowed data to
the previous Wi nTVE generations us @ndge 30mimes par secdhd P
(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 movie capture performance than the previous
generations, capturingdeo 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
streaming video applications.

The fourth generation analog TtWness are the WinTV®PVR models which were first developed during fiscal
2000 and introduced to the market in early fiscal 2001. The WinP¥®s include both internal PCI and

external USB TMunes which are designed to add the ability to record TV shows@@® har d di sk
technology in the WinTV@PVR products is a hardware MPEG encoder, which compresses analog video from
a TV tuner or external video source into an MPEG format in real time. MPEG is the compression format used
on DVDs and for the transission 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®2000
application was enhanced to add the functions needed to record, papseydratk 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 firgkTSC digital TV tunerfor theNorth Americarmarket which allowed PQs receive,
display and recordverthe-air digital TV signals, in addition to watching conventional analog AVSC

digital television is the digital TV standard for North America which is replacing analog television in the Unitec
States and Canada. metU.S., by February 2009, all analog television transmissions will cease and afterward
only digital TV transmissions will be broadcast ctfeg-air. Since our first ATSC digital TV tuner delivered in
2000, we have introduced about 8 new digital TV tuf@rsise in North America.

In fiscal 1999, we also introduced the WinTM®/B board for the European market. This board brings
Europeardigital TV to PCs, and is based on the Digital Video Broadcast standard. Both the WDEW®

the WinTV®-DVB have theability to receive special data broadcasts which some broadcasters may send alon
with the digital TV signal, in addition to displaying digital TV in a resizable window. Data broadcasts on digital
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TV are transmitted at several million bits per second.aprietary software can decode and display some of
these special data broadcasts. We may work on standardized reception and display software, if such broadc
become standardized.

The software to control the digital TV reception is based on our W&82000 software, which was developed
during fiscal 1999 and has had a major update in 2@0&r the three fiscal years ended September 30, 2008,
we have further developed the digital TV reception capabilities of our digital family of products and as of
September 30, 2008 we have 15 products for BMBrrestrial, DVBS and DVBS2 satellite, ATSC and

clear QAM digital TV reception.

Our Medi aMVPE contains our newest technology. B a
worksinaclient/serves y st em wi th a PC, communicating with tfF
the PC and displaying the media on a TV set. The
configuration and enhancements to the Linux operating system, the teskcie displayed on the TV set, and
the technology to transmit digital media reliabl
available in a wired or wireless version.

RESEARCH AND DEVELOP MENT

Our development efforts are focused on extentiegange and features of the our existing products and
developing additional externally attached TV products and additionaldafyhition digital TV products. We

intend to develop more highly integrated versions of hardware products to further imprimrenpnce and

price points, and new versions of software to add features, improve ease of use, and provide support for new
operating systems.

As of December 242008, we hathreeresearch and development operations: one based in our Hauppauge,
New Yok headquarter®one based in Taiwan, RCEhd one in Braunschweig, Germarfihe New York and
Taiwan R&D operatiopareaimed at extending the range and features of our digital/analog products,
developing additional externally attached TV productsijtewnicil high-definition digital TV products and

portable digital playersThe Braunschweig, Germany PCTV research and engineering facility will be
responsible for the updating and enhancement of the current PCTV line in addition to developing PCTV
producs.

The technology underlying our products and certain 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 a material adverse impapon our businesS e e, 1A+Riesnk Fact or so.

We maintain an ongoing research and development program. Our future success, of which there can be no
assurances, will depend, in part, on our ability to respond quickly to technological advancesldyinigand
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 existing products. W
continue to invest in resedr and development. We spent approxima$s|$84,000 $3,480,000 and

$3,165,000 for research and development expenses for the years ended September 30, 2008, 2007 and 20(
respectively. There can be no assurance that our future research and develdpbesticcessful or that we

will be able to foresee, and respond to, advances in technological developments and to successfully develop
other products. Additionally, there can be no assurances that the development of technologies and products
competiors will not render our products or technologies-too mp et i t i ve or odbRskbl 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 beised in conjunction with many versions of the popular Microsoft Windows and Apple Macintosh
operating systems, including Windows Vista. During fiscal 2008, we subcontracted the manufacturing and
assembly of most of these products to four independedtghities at facilities in various Asian countries. We
monitor and test the quality of the completed products at any one of our facilities in the U.S. (Hauppauge, Ne
York), Singapore, and Ireland before packaging the products and shipping them to@uecsisiVe also buy
finished products, such as the WinfNovaT digital stick, some models of WinFMVR hybrid stick,

WinTV-CI module and XFones from other companies, add Hauppauge software and sell under our name or
a private label basis.

In order b maintain continuity in production during the integration peabdur PCTV product linewe intend

to retain the services of two contract manufactwé&o manufacturdand assembte PCVT producs for

Avid Technology, Inc. These two contracanufactures are located in AsiaWe and Avid Technology, Inc.

also entered into an Inventory and Product Return Agreefmneée e | t em 1. Business R

Certain component parts, such as TV tuners, video decoder chips and softwaessammhips, plus certain
assembled products, such as the WirHVR 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 souces may be obtained by us from only a single source or limited sources because of pricing
concerns. -Beek iFaemonsa. o

Components are subject to industry wide availability and pricing pressures. Any availability limitations,
interruption in suplies, or price increases could have a material adverse effect on our business, operating
results and financial condition. In addition, our new products may initially utilize custom components obtained
from only one s-Riusk ek a Stpealsatteinm Wievalthaye and 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 acquired through purchase orders, either issued by us or by our contract
manufacturers, typically covering our requirements for-4Z8Dday period from the date of issue. Purchased
assembled products are normally covered by loteger 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 toship products in desired quantities, and in a timely manner, will be adversely affected. Our
business, operating results and financial condition will likely be adversely affected, depending on the time
required to obtain sufficient quantities from thegoral source or, if possible, to identify and obtain sufficient
guantities from an al-ReskaFaveos®suodocWe &Seeempt eim
by working closely with our key suppliers on product introduction plans, sicategntories, 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 thure could have a material adverse effect on our business, operating
results and financtRdls kc dmcittoiresn.0 See filtem 1A

During fiscal 2008, 2007 and 2006, other than for purchaseassemblegroducts all WinTV and

MediaMVP manufacturingvas performed by four unrelated contract manufacturers in Asia, which produce
products for our domestic, Asian and European markets. Product design specifications are lpyauided
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engineering tearto ensure proper assembly. Contract manufacturingrigaplly done on a consignment basis,

in which we provide all the significant component parts and we pay for assembly charges and for certain
additional parts for each board produced. Sprneeluctsare purchased on a turnkey basis, in which all
componentsind labor are provided by the manufacturer, and the manufacturing price includes parts and
assembly costs. We monitor the quality of the finished product produced by our contract manufacturers. As o
September 30, 2008, we had four qualified contract naatwferdocated in Malaysia, Indonesia and China,

who are capable of producing our products to our standards. If demand were to increase dramatically, we
believe additional production could be absorbed by these qualified contract manufacturers. IRRf}0&ca

2007 and 2006, we did not engage any contract manufacturers in Europe.

Manufacturing for the PCTV division is currently done by two turn key manufacturers located in China.

CUSTOMER SERVICE AND TECHNICAL SUPPORT

We maintain customer service amdhnical support departments in our Hauppauge, New York headquarters, a
well as in the U.K., Germany, France, Italy, Scandinavia, Taiwan and in Singapore. Technical support is
provided to help with installation problems or {si@e and postale questiosnon our products, while customer
service provides repair service in accordance with our warranty policy free of charge for product that is within
the warranty period.

The PCTV division provides customer service through two third party service providers.

CUSTOMERS AND MARKET S

We primarily market our products to the personal computer market, including both Microsoft Windows and
Apple Macintosh based systems. To reach this market, we sell to a network of computer retailers in the U.S.,
Europe and Asia anthitough computer products distributors and manufacturers. To attract new users to our
productsfrom time to timewe run special promotions and participate in cooperative advertising with computer
retailers. We actively participate in trade shows to edwnaddrain 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 also target business users. One example of a business application is in
securities brokexge industry where our product is primarily used to display financial TV shows in a window on
a brokerdés PC screen while the PC continues to r
products on a direct corporate sales basis to two largedial 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 WinTVipioa PC that they sell, or
sell the WinTV® as an accessory to the PC.

Sales Channels for Our Products

We primarily sell through a sales channel which consist of retailers, PC manufacturers and distributors. We
have no exclusive distributors amdtailers. For fiscal 2008, we had one customer, Hon Hai Precision Industry
Co. LTD, that accounted fapproximatelyl6% of our sales. For fiscal 2007, we had two customers, Hon Hai
Precision Industry Co. LTD and Asustek Computer Inc., which accotmtegproximately24% and 14%,
respectivelypf our sales. For fiscal 2006, we had no single customer which accounted for more than 10% of
our net sales.
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We intend to offer thePCTV products as our high end liaed intend to sethroughsimilar retail and
distribution channels as our Win TV products.

Marketing and Sales

We market our products both domestically and internationally through our sales offices in the U.S. (New York
and California), Germany, the United Kingdom, France, Taiwan an&ang, plus through independent sales
representative offices in the Netherlands, Spain, Scandinavia, Poland and Italy. For the fiscal years ended
September 30, 2@) 2007 and 20®, approximately 48%, 56% and 46% of our net sales were made within the
U.S. respectively, while approximately 52%, 44% and 54% were made outside the United States, respectivel

More information on our geograp-Managememehodts Dasc
Analysis of Financial Condition and Resultsof®Opat i ons, 0 and the notes to
Statementso which comprise pkart of this Annual R

From time to timewe advertis@ur products in a number of consumer computer magazines. We also
partici pat e tpromatienpragrame sush@s stoee cilcudars and promotions and retail store
displays. These igtore promotional programs, magazine advertisements, plus a public relations program
aimed at editors of key PC computer magazines and an active websi¢eiaterthet, are the principal means of
getting our product introduced to end users. Our sales in computer retail stores are closely related to the
effectiveness of these programs, along with the technical capabilities of the products. We also lisuots prod
in catalogs of various mail order companies and attend trade shows.

We intend to absorb the marketing and sales of our PCTV line into our existing sales and marketing #tructure
is anticipated thatwr existing sales personnel will handle the gatieg of sales orders and the PCTV line will
follow marketing and advertising programs that are similar to our WinTV programs.

We currently have fifteen sales people located in Europe, three sales people in the Far East and two sales pe
in the U.S. dcated in New York and California. In addition to our sales people we also utilize the services of 7
manufacturer representatives in the United States and 10 manufacturer representatives in Europe.

See A-Maemgément 6s Di scusan winalan@o Mdiatl iyen sarmd HRFa i
reference to a discussion on the impact seasonality has on our sales.

FOREIGN CURRENCY FLU CTUATIONS

For each of the fiscal years ended September 30, 2008, 2007 and 2006 at least 40% of our salesatate gene
by our European subsidiary and were invoiced and collected in local currency, which is primarily the Euro. C
the supply side, since we predominantly deal with North American and Asian suppliers and contract
manufacturers, approximately 90% bétour inventory required to support our European sales is purchased
and paid in U.S. Dollars.

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

See Al-Remk 1Ract oMadmagemdnmntedins 7Di scussion and Ana

Results ofampeflaDeammiIFidt ati ve and Qualitative Di
reference to the impact of foreign currency exchange fluctuations.
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COMPETITION

Our business is subject to significant competition. Competition exists from larger compah@sssess
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 pduct introductions. We compete against companies such as ATl Technologies Inc., a
division of AMD Corp, and a number of Asian and European compani®u r Medi a MVPE pr oc
competes in the consumer electronics market, where competition comes from Sony Corp., Toshiba Corporati
Cisco Systems Inc. and others.

We believe that competition from new entrants into our market will increase as the mat&kevigion 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 material adverse affect on our ability to successfully market our products.
Competition is expeet to remain intense and, as a result, we may lose some of our market share to our
competitors. Further, we believe that the market for our products will continue to be price competitive and thu
we could continue to experience lower selling prices, laywess profit margins and reduced profitability levels
for such products Rhak IFactlbespast. Altem 1A

Though management believes that the delivery of TV via the internet will become more popular in the future,
we believe that TV delivered vizable, broadcast or satellite will continue to dominlageway consumers

watch live televisionSinceour products connect directly to cable, broadaasitsatellitetuness, we view our
products as the preferred way to waactd recordl'V on the PC.

PATENTS, COPYRIGHTS AND TRADEMARKS

With the proliferation of new products and rapidly changing technology, there is a significant volume of paten
and other intellectual property rights held by third parties with regard to our market. 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 the nature of our products and development efforts, there are risks that claims
associated with such patents or intellatiproperty rights could be asserted by third parties against us. We
expect that parties seeking to gain competitive advantages will increase their efforts to enforce any patent or
intellectual property rights that they may have. The holders of pdtentsvhich we may have not obtained
licenses may take the position that we are required to obtain 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 sbstantial litigation or settlement costs regardless of the merits of the allegations or which
party eventually prevalils. If we do not prevail in a litigation suit, we may be required to pay significant damage
and/or cease sales and production of infrigggnoducts and accordingly, may incur significant defense costs.
Additionally, we may need to attempt to design around a given technology, although there can be no assurar
that this would be possible or economical.

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

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

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

We may not be able to adequatphptect our intellectual property through patent, copyright, trademark and
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other means of protection. If we fail to adequately protect our intellectual property, our intellectual property
rights may be misappropriated by others, invalidated or challeagddyur competitors could duplicate our
technology or may otherwise limit any competitive technological advantage we may have. Due to the rapid pe
of technological change, we believe our success is likely to depend more upon continued innovatioal techni
expertise, marketing skills and customer support and service rather than upon legal protection of our propriet
rights. However, we shall aggressively assert our intellectual property rights when necessary.

Even though we independently develop naistur products and copyright the operating software which our
products use, our success will depend, in a large part, on our ability to innovate, obtain or license patents,
protect trade secrets and operate without infringing on the proprietary rigitteeas. We maintain copyrights

on certain of our designs and software programs, but currently we have no patent on the WinTV® board or
other products.

The trade marks fAHauppaugeEO, fASoftPVREO, #dAHardP
registerd with the United States Patent and Trademark Office.

See Al-Remk EFActor-ManagdmeitdbemDvVscussion and Ana
Results of Operations. o

EMPLOYEES

As of September 30, 2008, we employ&B peoplalomestically and internationally, including our executive
officers, all of which are employed on a ftilhe basis, and none of which are represented by a union.
With the acquisition of the PCTV product line we ad@5 employees, primarily consisty of engineers and
product support personn@h Braunschweig, Germany.

CORPORATE STRUCTURE

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

Corporate Organization Chart
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Hauppauge Digital Inc.

Delaware

PCTV Systems
Hauppauge Computer Hauppauge Digital Sarl
Works Inc. Europe Sarl e Ca, Luxembourg
Delaware
New York Luxembourg

Hauppauge Digital Inc. HCW Distributing Corp.
Taiwan New York

Hauppauge Digital PCTV Systems

Hauppauge Computer Europe Sarl GMBH
Works Ltd. Ireland Germany
U.S. Virgin Islands (Branch of HDE (Division of PCTV
Luxembourg) Systems Sarl)
1 1 1 1
Hauppauge Digital Hauppauge Computer Hauppauge Computer Hauppauge Computer
Asia Pte Ltd. Works GMBH Works Ltd. Works Sarl
Singapore Germany United Kingdom France
(Sales Agent) (Sales Agent) (Sales Agent) (Commission Agent)

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

Hauppauge Compet Works, Inc., incorporated in New York, is our United States operating company. It has
locations in Hauppauge, New York and Danville, California. The Hauppauge, New York location functions as
our company headquarters and houses the executive offides @esponsible for some or all of the following
functions:

Sales

Technical Support

Research and development
Warehousing and shipping
Finance and Administrative
Inventory planning and forecasting

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

J Hauppauge Digital Asia Pte Ltd (incorporated in Singapore)

U Hauppauge Computer Works, GmbH (incorporated in Germany)

J Hauppauge Computed Works Limited (incorporated inthiged Kingdom)
] Hauppauge Computer Works (incorporated in France)

The subsidiaries above function as sales and commission agents, and are primarily responsible for some or ¢
the following functions:
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Directing and overseeing European sales, maretid promotional efforts
Procuring sales and servicing customers

Sales administration

Technical support

Product and material procurement support

Contract manufacturer and production support

In addition to Hauppauge Digital Eurofi#®a r whdllg owned sibsidiaries, Hauppauge Digital Eurdparl
also has a branch office in Blanchardstown, Ireland, which functions as our European distribution center and
responsible for some or all of our following functions:

J Warehousing of product
J Shipment of prduct

J Repair center

° European logistics center

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

] Sales administration for Asia and China
J Research and development aitids

PCTV SystemsSarl (Luxembourg) is a wholly owned subsidiary of Hauppauge Digital Inc. The company
was created to be the holding companyceftain assets and properties acquired from of Avid Technology,

Inc., Pinnacle Systems, Inc., Avidchmology GmbH, Avid Development GmbH and Avid Technology
International BV. PCTV Systems GMBH is a division of PCTV Systems Luxembourg. Located in Germany,
PCTV Systems GMBH is responsible for PCTV research and development.

Hauppauge Computer WorkKsic. is in turn the holding company of a foreign sales corporation, 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 locatat91 Cabot Court, Hauppauge, New York 11788, and our telephone number
at that address is (631) 438600. Our internet address is http://www.hauppauge.com.

ITEM 1A. RISK FACTORS

Our operating results and financial condition are subject to vatigkssand uncertainties, including those
described below, 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 facimi, as
as other variables affecting our business, operating results and financial condition, past performance may no
a reliable indicator of future performance, and historical trends should not be used to anticipate results or trer
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
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marke for these applications is still evolving, and may not develop 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 products for the PC

lack of market diversification

concentration on the North American and European market for the majority of our sales
potential inability to remain ahead of the development of competingdbaches

could each have a material adverse effect on our business, operating results and financial condition if 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 oneqaluct line to be
successful in the market could substantially reduce our sales.

We currently rely upon sales from our existing product lines of internal and external products to generate
majority of our sales. While we continue to develop additiomatipcts within these and other product lines,
there can be no assurance that we will be successful in doing so. Consequently, if the existing or future prod
are not successful, sales could decline substantially, which would have a material advetsenetiar
business, operating results and financial condition.

We rely heavily on the success 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 beduced.

These resellers and manufacturers may not effectively promote or market our products or they may experien
financial difficulties and even close operations. Our sales channels are not contractually obligated to sell our
products, and theytypial | 'y sell on an fias neededo basis. The

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

Also, with a distribution channel standing between us and the actual end eseaywot be able to accurately
gauge current demand and anticipate future demand for our products. For example, dealers and manufactur
may place large initial orders for a new product just to keep their stores and products stocked with the newes
TV tuness and not because there is a significant demand for them.

We operate in a highly competitive 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 sigo&nt competition. Competition exists from larger companies that possess
substantially greater technical, financial, human, sales and marketing resources than we do. The dynamics o
competition in this market involve short product life cycles, declinifigngeprices, evolving industry standards
and frequent new product introductions. We compete against companies such as ATI Technologies Inc., a
division of AMD Corp.. Our Medi aMVPE product c
competition omes from Sony Corp., Toshiba Corporation, Cisco Systems Inc. and 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 tompethe future. Such increased
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competition may have a material adverse affect on our ability to successfully market our products. Competitic
is expected to remain intense and, as a result, we may lose some of our market share to our compestors. Fu
we believe that the market for our products will continue to be price competitive and thus we could continue t
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 industry could 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 ofrigpes of products and technologies, which may have a
material adverse impact upon our business, operating results and financial condition. We will need to mainta
an ongoing research and development program, and our potential future success, ¢fendicint 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 othgroprietary technologies to be used in connection with new or existing products. We
expended approximately $3,884,000, $3,480,000and $$3,165,000 for research and development expenses f
the fiscal years ended September 30, 2008, 2007 and 2006, redpectiere can be no assurance that our
research and development will be successful or that we will be able to foresee and respond to such advance:
technological developments and to successfully develop additional products. Additionally, there@an be n
assurances that the development of technologies and products by competitors will not render our products or
technologies nowompetitive or obsolete.

If TV or video capabilities are included in PCs or in operating systems, it could result in aoredutte

demand for adan TV and video devices. Although we believe 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 fther differentiate our products. Our operating results and ability to retain 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, ich may make our products
unacceptable to potential customers, delay 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. Failute comply with evolving standards, including video compression standards, 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 td g standards in our products. It may take a
significant amount of time to develop and design products incorporating these new standards, and we may n«
succeed in doing so. We may also become dependent upon products developed by third partiescapdyhave
royalty fees, which may be substantial, to the developers of the technology that constitutes the newly adoptet
standards.

We are dependent upon foreign markets for sales of our products, primarily the European market, and
adverse changes in thesmarkets could reduce our sales.

Our future performance will likely 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 abhlity to compete in these markets will depend on many factors, including:

o the economic conditions in these regions
o the value of the euro versus the U.S. dollar
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the stability of the political environment in these regions

adverse changes in the relatiopshibetween major countries in these regions

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 environment in these regions

export restrictions and export license requirements

restrictions on the export of critical technology

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

our ability to maintain satisfactory relationships with our foreign customers and distributors
changes in freight rates

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

difficulties in staffig and managing international operations

difficulties assessing new and existing international markets and credit risks

potential insolvency of international customers and difficulty in collecting accounts

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

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

Themajority 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 acceptance of the U.&ollar as the currency to purchase manufactured products
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 tteslBtates

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 environment in these regions

import restrictions and import licensejterements

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

difficulties in staffing and managing international operations

potential insolvency 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.

Foreign currency exchange fluctuations could adversely affect our results.

For the three fiscal years endgdptember 30, 2008, 2007 and 2006 at least 40 % of our sales were generated
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by our European subsidiary and were invoiced and collected in local currency, which was primarily the Euro
On the supply side since we predominantly deal with North Americdsian suppliers and contract
manufacturers, approximately 90% of our inventory required to support our European sales are purchased
paid in U.S. Dollars.

The combination of sales billed in Euros supported by inventory purchased in U.S. Eslldisin 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 exchange rates.

See NnA-IMaemmag7ement 6s Di scussaonoai ahdCédndi ysos ahdFRe
AltemMuwaAnt i tative and Qualitative Disclosures Ab«
foreign currency exchange fluctuations.

We may be unable to develop new products that meet customequirements 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 demand. We may not be able to introduce new products on
timely basisthat 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 products. In addition, we ma
have difficulty establishing our producfsesence in markets where it does not currently have significant brand
recognition.

We may experience declining margins.
For several years we have experienced declining gross margins due to the following factors, among others:

larger sales mix of lowamargin 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 in shipping costs

lower average selling prices

increases in mate 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
management controls. There can be no assurances that such e¢oahagdment controls can be implemented
and maintained, and if implemented, that they will be successful.

We have experienced, and expect to continue to experience, intense downward pricing pressure on our
products, which could substantially impair our goerating 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 continue to experience, declining average sales prices for our
products. lereases 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 income would be reduced and we
could incur losses. Since we typically negtaisupply arrangements far in advance of delivery dates, we may
need to commit to price reductions for our products before we are aware of how, or if, these cost reductions c
be obtained. As a result, any current or future price reduction commitmendsiaimability to respond to

increased price competition could have a material adverse effect on our business, operating results and finar
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condition.
Our cost reduction and operational efficiency programs may not achieve the intended results

Changng economic and business conditions may dictate that we undertake a plan of cost and operational
efficiency reductions. We cannot be certain that these programs will achieve their intended results.
Additionally, these programs may be misplaced sulfficient for purposes of positioning us for future growth,

in which case our lorterm competitive position may suffeFailure of these programs, if any, could have a
material adverse effect on our business, operating results and financial condition.

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

During fiscal 2008, we subcontracted the manufacturing and assentaly pfoducts tdour independent third
parties at facilities in various Asian countrie$Ve expect to be using two new subcontract manufacturers
located in Asia for our PCTV product line.

Relying on subcontractors involves a number of significant risktuding:

loss of control over the manufacturing process

potential absence of adequate production capacity

potential delays in production lead times

unavailability of certain process technologies

reduced control over delivery schedules, manufacturiglgs; quality and costs, and
unexpected increases in component costs

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

If our significantsubcontractors beconmable or unwilling to antinue to manufacture these products in

required volumes, we will have to identify qualified alternate subcontractors. Additional qualified
subcontractors may not be available, or may not be available on a timely or cost competitive basis. Any
interruptian in the supply of, or increase in, the cost of the products manufactured by third party subcontractor
could have a material adverse effect on our business, operating results and financial condition.

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

If the supply of a key component or assembled product, such @4rifi&/-HVR-900 andhe WInTV-NovaT-

Stick were to be delayed or curtailed or in the event a key manufacturing or sole vendor delays shipment of
such components or completed products, our ability to ship products in desired quantities and in a timely
manner would be adversely affected. @usiness, operating results and financial condition could also be
adversely affected, depending on the time required to obtain sufficient quantities from the original source or, |
possible, to identify and obtain sufficient quantities from an alternativece. We attempt to mitigate 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.Isé/e are a
seeking out alternative sources for assembled products, making us less dependent on a single or limited sou

We may need to hold more inventory than is immediately required to compensate for potential component
shortages or discontinuation. Thisutsblead to an increase in the costs of manufacturing or assembling our
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products.

If any single or limited source supplier becomes unable or unwilling to continue to supply these components
assembled products in required volumes, we will have toifgemtd qualify acceptable replacements or

redesign our products with different components. Additional sources may not be available, or product redesi
may not be feasible on a timely basis. Any interruption in the supply of or increase in the cest of th
components and assembled products provided by single or limited source suppliers could have a material
adverse effect on our business, operating results and financial condition.

We may incur excessive expenses if we are unable to accurately forecastsalf our products.

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

If we obtain orders in excess of our internal forecasts, we may be unable to timely increase production to me:
demand which could have a material adverse effect ohuminess, operating results and financial condition.

If our net sales do not meet expectations, our business, operating results and financial condition would be
adversely affected, we may be burdened with excess inventory, and we may be subject tostscess

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 PQuneanufact
customers maintain in their inventories. We may be directly and rapidly affected by changes in the market,
including the impact of any slowdown or rapid increase in end user demand. Despite efforts to reduce
distribution channel inventory exposurestdibution partners and PC manufacturer customers may still choose
to alter their inventory levels, which could cause a reduction in our net sales; this could have a material advel
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 that we may need to write off resulting in losses.

Managing our inventory is complicated by fluctuations in the demanoufoproducts as well as the issues of
using contract manufacturers and procuring components from suppliers mentioned above. As we must plan t
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 manufacturers and suppliers. Although we expect to sell the inventory within a short
period of time, products may remain in inventéyextended periods of time and may become obsolete
because of the passage of time and the introduction of new products or new components within existing
products. In these situations, we would be required to write off obsolete inventory which couddnhategial
adverse effect on our business, operating results and financial condition.

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

We anticip&e that we may need to raise additional capital in the future to continue our long term expansion

plans, to respond to competitive pressures or to respond to unanticipated requirements. We cannot be certail
that we will be able to obtain additional finamgion commercially reasonable terms, if at all. Our failure or
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inability to obtain financing on acceptable terms could require us to limit our plans for expansion, incur
indebtedness that has high rates of interest or substantial restrictive covenamteusty securities that will
dilute existing stockholdersé holdings or discon
material adverse effect on our business, operating results and financial condition.

We may become involved in cot intellectual property disputes.

With the proliferation of new products and rapidly changing technology, there is a significant volume of paten
and other intellectual property rights held by third parties. There are a number of companies tha¢hisid pat

for various aspects of the technologies incorporated in some of the PC and TV industries' standards. Given t
nature of our products and development efforts, there are risks that claims associated with such patents or
intellectual property rights ecidd be asserted by third parties against us. We expect that parties seeking 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 havebtained licenses may take the position that it is
required to obtain 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 @ettlement costs regardless of the merits of the allegations, or which
party eventually prevails. If we do not prevail in a litigation suit, we may be required to pay significant damage
and/or to cease sales and production of infringing products andlaxgtyg, may incur significant defense costs.
Additionally, we may need to attempt to design around a given technology, although there can be no assurar
that this would be possible or economical.

We currently use technology licensed from third paihesertain products. Our business, financial condition
and operating results could be adversely affected by a number of factors relating to thesetthird
technologies, including:

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

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

We may be unable to enforce our intellectual property ghts.

We may not be able to adequately protect our intellectual property through patent, copyright, trademark and
other means of protection. If we fail to adequately protect our intellectual property, our intellectual property
rights may be misappropted by others, invalidated or challenged, and our competitors could duplicate our
technology or may otherwise limit any competitive technological advantage we may have. Due to the rapid pe
of technological change, we believe our success is likely tondapere upon continued innovation, technical
expertise, marketing skills and customer support and service rather than upon legal protection of our propriet
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 large part, on our ability to innovate, obtain or license patents, protect trade
secrets, copyrights and trademarks, aravdipon our proprietary technology without infringing on the
proprietary rights of others. We maintain copyrights on our designs and software programs, but currently we
have no patent on the WinTV® board as we believe that such technology cannot belpatente

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

. the means by which we seek to protect our proprietary rights may not be adequatvent
others from misappropriating our technology or from independently developing or selling
technology or products with features based on or similar to our products

. our products may be sold in foreign countries that provide less protectiorltednial property
than is provided under U.S. laws
o our intellectual property rights may be challenged, invalidated, violated or circumvented and ma

not provide us with any competitive advantage

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

Our success, of which there can be no assurances, depends, in part, on our ability to identify, attract, motivat
and retain qualified managerial, technical and sales personnel. Our success, of which there can be no
assuances, is dependent on our ability to manage effectively the enhancement and introduction of existing ar
new products and the marketing of such products. We are particularly dependent on our ability to identify,
attract, motivate and retain qualified mgass, engineers and salespersons. The loss of the services of a
significant number of engineers or sales people or one or more senior officers or managers could be disrupti\
to product development efforts or business relationships and could seriouslgurdrosiness.

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 maiiketvolving. The success of our business depends in large part upon
the continuing contributions of our management and technical personnel. The loss of the services of any of o
key officers or employees could adversely affect our future growth andgtitfy and could have a material
adverse effect on our business, operating results and financial condition.

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

We may not be able to effectively integrate businesses or assets that we acquire

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

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

we will sucessfully 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 acquireshtangible assets will not have a negative effect on operating results or

other aspects of our business

o delays or unexpected costs related to the acquisition will not have a detrimental effect on our
business, operating results and financial condition

o customer dissatisfaction with, or performance problems at, an acquired company will not have &
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adverse effect on our reputation
o respective operations, management and personnel will be compatible

In most cases, acquisitions will be consummated withoutrsgekid obtaining stockholder approval, in which
case stockholders will not have an opportunity to consider and vote upon the merits of such an acquisition.
Although we will endeavor to evaluate the risks inherent in a particular acquisition, there caassenance

that we will properly ascertain or assess such risks.

We may not be able to obtain audited financial statements related to the assets we acquired.

We are subject to rules under the Securities Exchange Act of 1934, as amended, Exchange Waictul

require us to file a Current Report on ForfK 8ncluding audited financial statements with respect to the
acquisition of assets of the PCTV business we acquired from Avid technology, Inc. and certain of its affiliates
within 74 days of the acgsition closing date. Failure to obtain these audited financial statements will cause
us to be delinquent with the filing of thekB Our agreement with Avid contemplates that we should receive
such audited financial statements on a timely basislur&&o obtain these audited financial statements could
have a material adverse effect on our business, operating results and financial condition.

Our products could contain defects, which could result in delays in recognition of sales, loss of sdless
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 be found in existing or future pmdlicis 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 material claims by customers, aed toay ne
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 omissions" insurance.
result, any payments thave may need to make to satisfy our customers may be substantial and may result in &
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 acceptance of our products

changes irorder 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 pricing by us and our competitors

delaysin 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 certain seasonal revenue trends. O
peak sles quarter, due to holiday season sales of computer equipment, is typically our first fiscal quarter
(October to December), followed by our second fiscal quarter (January to March). In addition, our internation:
sales, mostly in the European market, ev&82%, 44% and 54% of sales for the fiscal years ended September
30, 2008, 2007 and 2006 respectively. Our fiscal fourth quarter sales (July to September) can be potentially
impacted by the reduction of activity experienced in Europe during the July ajudt/summer holiday period.
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Accordingly, any sales or net income in any particular period may be lower than the sales and net income in
preceding or comparable period. Pertogperiod comparisons of our results of operations may not be
meaningful, andtsould 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 <
expectations, should such an event occur,likély 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 have a significant impact on theeharice 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

announcements of quarterly operating results

overll U.S. and international economic health

stability of the U.S. and international securities markets

In addition, stock markets have experienced extreme price volatility and broad market fluctuations in recent
years. This volatility has had a substangfitct 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 experienced volatility not necessarilytosdated
performance.

Our Amended and Restated ByLaws and the Rights Agreement in which we are party to may have anti
takeover effects, limiting the ability of outside stockholders to seek control of management, and any
premium over market price that an aqquirer 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 Restateds Byr

us (t-baws 8)y .-Lawgdo eot f@mynit stockholders tdl@special meeting of stockholders and
consequently, an expensive proxy contest cannot occur other than in connection with the annual meeting of
stockholders. The Bitaws also impose strict requirements for shareholder proposals and nominations of
prospective Board members other than those nominated by or at the discretion of the Board of Directors. The
amendments may collectively or individually i mpa
Company and may have attaikeover effectg 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 distribution of one Right for each outstanding
share of our Common Stock to stockholders of record at the close of business on August 5, 2001. Each Righ
entitles the registered holder to purchase from us one Common Share at a purchase price of $11.00 per shai
subject to adjustment and terms set auhe Rights Agreement between us and Continental Stock Transfer &
Trust Company, as Rights Agent. The Rights may have certaitaiatver effects. The Rights will cause
substantial dilution to a person or group that attempts to acquire us in a mwarofecauses 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 may be reduced.

No dividends and none antipated.
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We have never paid any cash dividends on our Common Stock and do not contemplate or anticipate paying
cash dividends on our Common Stock in the foreseeable future. It is currently anticipated that earnings, if any
will be used to finance thdevelopment and expansion of the business. In addition, the Note contains

restrictions on the payment of dividends, among other things. See ltem 1. BusinBss c e nt Devel o

We may not be able to effectively integrate the PCTV Systems operation
In In regard to the acquisition of the assets of the PCTV Systems operation, we may not be able to successft

integrate the operations of the Acquired Assets with our own and realize benefits expected from such
integration. In addition:

o managementattention may be diverted or divided to the detriment of current operations

o amortization of acquired intangible assets may have a negative effect on operating results or
other aspects of our business

. delays or unexpected costs related to the acquisitegnhave a detrimental effect on our
business, operating results and financial condition

o customer dissatisfaction with, or performance problems with respect to, the Acquired Assets me
have an adverse effect on our reputation

o operations, management andgmmel may not be compatible

The financing ofthe purchase of the PCTV assets and the cash needed to fundr PCTVoper at i ono
working capital needs may subject us to liquidity issues

Our cash requirements during fiscal 2009 include the caslredduifinance the purchas# the PCTV

assetsfrom Avid Technology, Incand certain of its affliatea nd t he cash needed to
working capital needs. With the proper execution of our operational and integration plan, wethatiewur

cash and cash equivalents as of September 30, 2008 and our internally generated cash flow will provide us
with sufficient liquidity to meet our capital needs for the next twelve months. Failure to meet the operating ar
integration plan coual require the need for additional sources of capital. In light of the current economic and
credit conditions there can be no assurances that we will be able to find external sources of financing to fund
our additional working capital needs if we proaire financing the financing may not be at competitive terms.

Forward looking statements.

From time to time, information provided by us, statements made by our employees or information provided in
our Securities and Exchange Commission filings, inclydwiormation 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 result of vari@mslrisks
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 components, n@valability 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 operating results, chamgeslysts' earnings estimates, market
conditions in the computer hardware industry, seasonality of the business cycle, as well as general condition:
and other external factors.

ITEM 1B. UNRESOLVED STAFF COMMENT S
Not applicable
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ITEM 2. PROFERTIES

We occupy a facility locateat 91 Cabot Court, Hauppauge, New Ytr&atwe use for our executive offices

and for the testing, storage and shipping of our
the premises ( tnhladokkR&aRyCo. laeealestale partnefshipowhich is principally owned
by Kenneth Plotkin, our President, Chairman of the Board, Chief Executive Officer and Chief Operating
Officer and the holder of approximately 8.34% of our shares of Common StotkSeptember 30, 2008,

Dorothy Plotkin, the wife of Kenneth Plotkin, holder of approximately 5.50% of our shares of Common Stock
as September 30, 2008, and Laura Aupperle, believed by us to be the holder of approximately 7.64% of our
shares of Commo8tock, including shares of Common Stock attributed to the Estate of Kenneth R. Aupperle,
as of September 30, 2008. We are obligated to pay real estate taxes and operating costs of maintaining the
premises subject to the 1990 Lease.

The Lease endsn August 31, 201and call for baseentin the first year of theermof $300,000, payable
monthly in the amount of $25,000. Rent is subject to an annual increase of 3% deemthEhe execution of
the Lease Amendment was approvedbyBoard of Diectors, following the recommendationair Audit
Committee HCW is obligated to pay for utilities, repairs to fheemises, and taxes during tkeen.

HCW occupies a shared office facility at the Danville Business Center in Danville, California. \We use
California office as our western region sales office. The lease expires on May 31, 2009 and requires us to p.
an annual rent, which includes telecommunications services, of approximately $9,800.

Our German subsidiary, Hauppauge Computer Workblgmccupies 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 storage facility. Hauppauge Computer Works GmbH pays aemtnofual r
approximately $55,000 for this facility pursuant to a rental agreement, which expires on October 31, 2009.

Our Singapore subsidiary, Hauppauge Digital Asia Pte. Ltd., occupies approximately 5,400 square feet in
Singapore, which it uses as a salad administration office and for the testing, storage and shipping of our
products. The lease expires on November 30, 2009 and calls for an annual rent of approximately $63,000. T
rent includes an allocation for common area maintenance charges.

On May 1, 2001, Hauppauge Digital . commenced a lease of a 15,642 square foot building in Blanchardstowr
Dublin, Ireland. The facility houses our European warehousing and distribution center. The lease, which is 1
the standard twentfpve year term in Ireand with the right to terminate on the fifth and tenth year of the lease,
calls for an annual rent of approximately $234,000. The rent includes an allocation for common area
maintenance charges.

We are leasing space on a short term basis from Awdmology Inc,,in BraunschweigGermany In the near
future we intend to enter into a lease agreenakmctly with the with landlord.  This locatias intended to
house our PCTV engineering and product developmpensbnnel.On a short term basis vege paying Avid
Technology, Inc. rent at an annualized rate of $130,000.

ITEM 3. LEGAL PRO CEEDINGS

We are presently party to no pending material legal proceedings.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None
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PART

ltem 5. MARKET FOR RE GI ST RAGCOMMGSN EQUITY, RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

Our Common Stock trades on the Nas@dopal Market under the symbol HAUP. The range of high and low
sales prices for our Common Stock during the two fiscal years ended September 30, 2008, were as follows:

Year ended September 30, 2@ High Low
First Quarter 5.08 3.55
Second Quarter 5.38 3.18
Third Quarter 411 1.50
Fourth Quarter 1.61 1.10
Year ended September 30, 200 High Low
First Quarter 7.46 4.82
Second Quarter 9.06 6.68
Third Quarter 7.27 4.89
Fourth Quarter 5.28 3.48

We have been advised by dransfer agent, Continental Stock Transfer & Trust Company that the approximate
number of holders of record of our Common Stock as of September 30, 2008 was 156. We believe there ar
excess of 4,000 beneficial holders of our Common Stock.

No cash dvidends have been paid during the two fiscal years ended September 30, 2008. We have no prese
intention of paying any cash dividends in our foreseeable future and intend to use our net income, if any, in ¢
operations.

On November 8, 1996, we approvedtock repurchase program. The program authorized us to repurchase 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, 1994t our August 3, 2007 Board meeting, &oard of Directors approved an
increase in the number of shares which can be repurchased under the plan to 1,200,000.

The following graph shows a five year comparison of cumulative total stockholder return, calculated on a
dividend reinvested basis,rfas, the NASDAQ Market Index and the Hemscott Group (Computer Peripheral)
|l ndex (the AHemscott Group I ndexo). The graph a
Stock, the NASDAQ Market Index and the Hemscott Group Index on Octobed2 apd that all dividends

were reinvested. Data points on the graph are annual. Note that historic stock price performance is not
necessarily indicative of future stock performance.
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DOLLARS

COMPARISON OF 5-YEAR CUMULATIVE TOTAL RETURN
HAUPPAGE DIGITAL, INC.,
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ITEM 6. SELECTED FINANCIAL DATA

The following selected financial data with respect to our financial position and our results of operations for ea
of the five fiscal years in the period ended September 30, 2008 set forth below has been derived from our
audited consolidated financial statemeifitse selected financial information presented below should be read in

conjunction with the Consolidated Fi naManade 8d ratt (
Di scussion and Analysis of Fi nan c edanthis@onoaliReport onn
Form 10K.
Consolidated Statement of Operations Data 2008 2007 2006 2005 2004
(In thousands except for per sharecamts)
Net Sales $ 89,70 110,89 97,66:$ 78,45($  65,33¢
Cost of sales 72,01¢ 88,65: 77,817 60,59¢ 48,045
Gross Profit 17,682 22,244 19,84t 17,85¢ 17,294
Selling , general and administrative expenses 17,1 14,66¢ 14,11¢ 13,90: 12,320
Research and development expenses 3,884 3,480 3,165 2,494 2,021
Legal expenses related to arbitration and litigation proceedin - - - - 354
Arbitration proceeding - - - - 206
Litigation proceeding - - - - 427
Income (loss) from operations (3,355 4,096 2,564 1,462 1,966
Other Income (Expense):
Interest income 44 43 28 13 7
Foreign currency (15) (31) 7 61 2
Income (loss) before taxes (3,326 4,108 2,599 1,536 1,975
Income taxprovision(benefit) (238) (1,197) 190 149 150
Net income (loss) $ (3,088 $ 5305 _$ 2409 _$ 1,387 _$ 1,825
Net income (loss) per share:
Basic $ 03y $ 05 % 0.2t % 0.1f % 0.2(
Diluted $ 031) $ 05! % 0.2 $ 01/ $ 0.1¢
Weighted average shares outstanding:
Basic 9,970 9,863 9,593 9,431 8,999
Diluted 9,970 10,36¢ 10,01¢ 9,988 9,668
Consolidated Balance Sheet Data (at period:end
Working capital $17,229 $21,198 $17,084 $15,335  $13,760
Total assets 39662 51,920 36,650 32,116 32,071
Stockhol dersd equity 18,989 22,941 17,780 15,971 14,327
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ITEM7. MANA GE ME NOISCESSION AND ANALYSIS OF FINANCIAL CONDITION
AND RESULTS OF OPERATIONS

Results of operations
Twelve months endedSeptember 30, 2008 compared to September 30, 2007.

Results of operations for the twelve months ended September 30, 2008 compared to September 30, 2007 are as foll

Twelve Twelve
Months Months
Endec Endec  Variance Percentage of sales
_9/30/8 _9/30/07 $ __ 2008 2007  Variance

Net Sales $ 89,701,02$ 110,896,01 $ (21,194,982  100.00% 100.00% -
Cost of sales 72,019046 _ 88,651,88 _ (16,632,835 80.29% 79.94% 0.35%
Gross Profit 17,681,98:  22,244,12¢ (4,562,147 19.71% 20.06%  -0.35%
Gross Profit % 19.71% 20.06% -0.35%
Expenses:
Sales & marketing 11,630,85:  10,132,58; 1,498,26¢ 12.97%  9.14% 3.83%
Technical support 578,81F 600,074 (21,259 0.65%  0.54% 0.10%
General & administrative 4,421,01% 3,618,81¢ 802,19¢ 493%  3.26% 1.67%
Selling, general and administrative stock compensation expense 522.16¢ 316.297 205.87¢ 058%  0.29% 0.30%
Total Selling, general and administrative expense 17,152,84¢ 14.667,76¢ 2,485,08: 19.13% 13.23% 5.90%
Researchanddevelopment 3,610,00¢ 3,294,441 315,56z 4.02%  2.97% 1.05%
Research andevelopment stock compensation expense 273.744 185,57¢€ 88,16¢ 0.31% 0.17% 0.14%
Total expenses 21,036,59:  18,147,78: 2,888,81: 23.46% 16.37% 7.09%
Net operating incomgloss) (3,354,613 4,096,34¢ (7,450,959 -3.75%  3.69%  -7.44%
Other income :
Interes income 43,98¢ 43,13¢ 854 0.05%  0.04% 0.01%
Foreign currency (15,138 (31,676 16,53¢ -0.02% -0.03% 0.01%

Total other income 28,851 11,49 17,392 0.03% 0.01% 0.02%
Income before taxeenefit) on income (3,325,762 4,107,808 (7,433,567 3.72%  3.70%  -7.42%
Income tax provisiobenefit) (237,573 _ (1,197,579 960,006  -0.6% -1.08%  -0.82%
Net income (loss) $ (3,088,189$  5,305,38 $ (8,393,573 -3.46%  4.78% -8.24%

Net sales for the twelve months ended September 30, 2008 decreased $21,194,982 compared to the twelve
months ended September 30, 2007 asvalan the table below.

Increase
(decrease) Increase Percentage of sales by
Twelve Months Twelve Months Dollar (decrease)  Geographic region

Location Ended 9/30/8 Ended 9/30/@ Variance  Variance % 2008 2007
Domestic $ 42,964,592 $ 62,649,88 $ (19,685,29) (31)% 48% 6%
Europe 43,810,431 45,585,72 (1,775,20) (4% 49% 42%
Asia 2,926,005 2,660,406 265,599 10% 3% 2%

Total $ 89,701,02¢ $ 110,896,011 $ (21,194,98) -19% _100%  100%

Net sales to domestic customers were 48% of net sales for the fiscal year ended September 30, 2008 and 5
of net sles for the fiscal year ended September 30, 2007. Net sales to European customers were 49% of ne
sales for the fiscal year ended September 30, 2008 and 42% of net sales for the fiscal year ended Septemb
30, 2007 Net sales to Asian customersevddo of net sales for the fiscal year ended September 30, 2008 and
2% of net sales for the fiscal year ended September 30, 2007. We experienced a decrease in unit sales of .
7.86% while changes in sales mix lowered the average sales price by 2l2@36. Sales were impacted by

the closing of CompUSA and a lower product purchases by PC manufacturers due to poor retail economic
conditions and a reduction in the marketing programs of TV tuner boards.
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Seasonal nature of sales

Percentage of quarterly sales to annual sales-fiscal 2007 through fisc
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As the chart abavindicates, there is a seasonal pattern to our quarterly sales. Listed below are the primary causes of
seasonal sales:

o We primarily sell through a sales channel which consists of retailers, PC manufacturers and distributol
Spurred on by the tiday spending, our sales during our first fiscal quarter, which encompasses the holiday
season, have historically been either the highest or the second highest of our fiscal year.

¢ Post holiday sales, mid year school computer purchases, gift certiftvaliday cash gifts and disposable
income generated from year end bonuses fuel the sales of our second quarter and have historically resulted i
sales for our second quarter being either the highest or second highest of our fiscal year.

e For each of th fiscal years ended September 30, 2008 and 2007 at least 40% of our sales were generated by ol
European subsidiary. We typically experience a slowdown due to the summer holiday period in Europe starting
with the second half of our fiscal third quartedanto the first half of our fiscal fourth quarter. We also
experience decreased sales in the U.S during the summer holiday months. This has historically caused sales 1
the last six months of our fiscal year to be lower than the first six months fifcal year. As the chart above
indicates, our sales for the first six months of fiscal 2007 and fiscal 2008 accounted for 54% and 61% of sales,
respectively, and our sales for the last six months of fiscal 2007 and 2008 accounted for 46% and 188% of sa
respectively.

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

Gross profit

Gross profitdecreased4$562 147 for the twel/e months ended September 30, 2608 pared to thewvelve months
ended September 30, 2007.

The decrease in the gross profit is detailed below:
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Increase

Gross profit on sales mix (decrease)
Decrease insales $ (5,795,068)
Increae in inventory obsolescence reserve (930,000)
Gross profit on sales mix 1,242,193
Decrease in software licensing accrual adjustment 1,190,000
Production and production related costs (269,272)

Total decreasén gross profit $  (4,562,147)

Gross profit percentage for the twelve months ended September 30, 200B. Wi compared to 20.06%
for the twelve months ended September 30, 20déceeasef 0.35%.

The increase in the gropsofit percent is detailed below:

Increast

(decrease

Gross profit on sales mix 1.38%
Increase in inventory obsolescence reserve -1.04%
Production and production related costs -2.02%
Decrease in softare licensing accrual adjustment 1.33%
Netincreasen gross profit percent -0.35%

The increase in the gross profit percent for the twelve months ended September 30, 2008 compared to the
twelve months ended September 30, 2088 primarily due to:
e A greater sales mix of higher gross profit margin products contributed to the increase in gross profit.
e Due to the decrease in sales, certain fixed and-Bead expensessuch as building overhead, production
labor and shipping lalbdoncreased as a percentage of sales.
e Due to an expected loss in a customer program and continued decrease in the analog market the inven
obsolescence reserve was increased.
¢ Due to a current year change in estimate and correction of an errorthe € y 6 s seaftwarelicansin fee
was decreased in the current year

Volatility of gross profit percentage:
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The chart above indicates the quarterly fluctuations in gross profit percent. Over trguaitgtendedwith
the fourth quarter of fisd 20, the gross profit percent has ranged from a lodd@7% to a high of 2.7%%.

Factors affecting the volatility of our gross profit percentages are:

Mix of productgross 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 sales caused by seasonal tieotigled in cost of sales are certain fixed costs,
mainly for productionabor, warehouse labor and the overhead cost of our Ireland distribution facility.
Due to this, when unit and dollar sales decline due to seasonal sales trends these fixed costs get sf
over lower unit and dollar sales, which increase the pranhitotosts and increase the fixed costs as
a percentage of sales.

Competitive pressuresur market is constantly changing with new competitors joining our established
competitors. These competitive pressures from time to time result in a lowering aferage sales
prices which can reduce gross profit.

Supply of component parts times when component parts are in short supply we have to manage price
increases. Conversely, when component partso
Sales volumes unit sales volume increases we have more leverage in negotiating volume pric
decreases with our component suppliers and our contract manufacturers.

Cost reductionsve evaluate the pricing we receive from our suppliers and our contractactamears

and we often seek to achieve component part and contract manufacturer cost reductions.

Mi x of sales that i mpact the Companyds obliga
Volatility of fuel pricesincreases in fuel costs are reflected in the ansowat 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 product mix through market ségy and new products, moderating seasonal trends, efficiently
managing shipments and achieving cost reductions@mpany priority andwrecritical to our competitive
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position in the market. Although our goal is to optimize gross profit and mingnias profit fluctuations, in
light of the dynamics of our market we anticipate the continuance of gross profit pgefeictuations

Selling, general and administrative expenses
The chart below illustrates the components of Selling, genedaa@ministrative expenses.

Twelve months ended September 30,

Dollar Costs Percentage of Sales
Increase
2008 2007 (Decrease) 208 2007 Increase
Sales andnarketing $11,630,85  $10,13258  $1,498,266 12.97%  9.14%  3.83%
Technical support 578,815 600,074 (21,259)  0.65% 0.54% 0.11%
General anddministrative 4,421,012 3,618,813 802,199  4.93% 3.26% 1.67%
Selling and general administrative stock compensation expen 522.168 316.292 205.876 0.58% 0.29% 0.29%
Total $17,152,848 $14,667,766 _$2,485,082 19.13%  13.23% 5.90%

Selling, general and administrative expenses increased $2,485,082 from the prior fiscal year. Of the
$1,43B,266 increase in sales and marketing expense, $854,211 was due to the increase in the Euro rate
compared to the U.S. dollar. The average Euro rate for fiscal 2008 was $1.5031 to 1 Euro compared to $1.3.
to 1 Euro for fiscal 2007. Excluding the incseadue the exchange rate sales and marketing expenses increasec
$644,055. The increases were due to higher sales compensation expense of $372,949 and higher UK, Fran
and German sales office expense of $399,686 due to a combination of personmeisaalditihigher office
occupancy costs, offset by lower commission expense of $116,962 due to lower sales and lower advertising
expense of $116,962 due to lower sales related marketing development expense.

The increase in general and administraéixpense of $802,199 was primarily due to higher director expenses
of $171,363 related to the issuance of stock in lieu of stock options during fiscal 2008, higher legal fees of
$78,722 for certain labor related issues, higher rent expense of $47,328dnereases and expanded office
space, increase in bad debt expense of $430,000 related to the liquidation of CompUSA and the chapter 11
filing of Circuit City and $53,641 increase in depreciation expense. The increase in stock compensation expe
is due to stock options issued during fiscal 2007 and fiscal 2008.

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
andmarketing and total selling, general and administrative 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 sakesensitive to seasonal sales fluctuationgr @he eight

guarters ending with the fourth quarter of fiscal2d@e pattern of selling general and administragixpenses

as a perceageof saleshas resulted in the following trends

Due to ourfirst and second quarters yielding the highest quarterly sales levels of our fiscal year, ou
total selling, general and administrative expenses as a percentage of sales have typically been the lo\
during our first quarter and second quarter. éftected in the chart, selling, general and administrative
expense as a percentage of sales were the lowest in the first quarters of fiscal 2007 and 2008.
Reflecting the seasonal trend in which our third and fourth quarters yield the lowest quadsrbf sa

our fiscal year, our total selling, general and administrative expenses for the third and fourth quarters ¢
the highest as a percentage of sales. As reflected in the chart, total selling, general and administrative
expense as a percentage of salere the highest in the third quarter of fiscal 2007 and fourth quarter of
fiscal 2008.

Reflecting the decline in sales, total selling, general and administrative expenses as a percent of sales
the twelve months ended September 30, 2008 inatdagbe highest level of the 2007 and 2008 fiscal
years.

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

Research and development expenses

Research and development expenses increased $315,562. The increase was mainly due to the hiring of
additional engieering personnel of $346,967 offset by lower program development expenses of $89,289.
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Other income

Other income for the twelve months ended September 30, 2008 was $28,851 compared to other income o
$11,459 for the twelve months ended SepterBbeR007 as detailed below:

Twelve months ended September 30,

2008 2007
Interes income $ 4089 % 43,13
Foreign currency transaction gains (losses) (15,138 (31,676
Total other income (expense) $ 28851 % 11,45

Accumulated other comprehensive income (ks)

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 2008, we recorded on our balance sheeteinte qui ty section under |
comprehensi ve (l oss)o a | oss of $2,036, 899, w
of $51,509 due to the mark to market dwdrd er ence
exchange contracts 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 loss of $3,362,870 recorc
on our balance sheet as of SepfienB0, 2008:

Accumulated Other Comprehensive Income (Loss) Balance as ¢ Oct 2007 to Sept2008 Balance as ¢
Fiscal 20® activity Sept 302007 gain(loss) Sept 3020088
Translation gains and losses $ (1,257,918 $(2,088,4®) $ (3,346,38)
FAS 133 mark to market adjustment (68,0) 51,50¢ (16,54)

$ (1,325,97) $(2,036,89) $ (3,362,870

Tax provision
Our net tax provision for the year ended September 30, 2008 and 2007 is as follows:

Twelve months ended September 30,

_2008 _2007
AMT Tax attributable to U.S operations $ - $ 108343
Income tax benefit due whange in deferred taxes (529,995) (1,490,689)
Tax expense European operations 267,422 146,767
State taxes 25,000 38,000
Net tax(benefit)provision $ _(237573) $ (1,197579)

The deferred tax assets and the offsetting tax vatluatlowance is attributable tur domestic operationg.or
the last threefiscal yearourdomestic operatiohas had taxable incomdés of September 3007, we
evaluated the future realization of our deferred tax assets and the correspondingvaloavance\We took
into consideration:

o the tavable income of oudomestic operation$or the lastthreefiscal yearsended September 30, 2007
2006 and 2005
. the utilization in fiscal 2007 of the remainder of our net operating loss carry forward

After evaluating the circumstances listed above, itauaspinionto reduce the deferred tax valuation
allowance by $3,010,253, resulting in a tax benefit for fiscal 2007 of $1,490,689.

As a result of all of the abRisecussionane Analysisnad FRrtancialn e d
Condition and Results of Operations, we had a net 10ss3,08&189for the twelve months ended September
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30, 2008, which resulted in basic and diluted net loss per share8af & weighted average basic anhid
shares of 9,969,939, compared to net income of $5,305,384 for the twelve months ended September 30, 2C
which resulted in basic net income per share of $0.54 and diluted net income per share of $0.51 on weightec
average basic and diluted slsaof 9,862,655 and 10,367,775, respectively.

Options to purchase 1,767,744, 540,250 and 193,856 shares of Common Stock at prices ranging $1.05 to
$8.75, $4.67 to $8.75 and 4.13 to $8.75, respectively, were outstanding as of September 30, 2808, 2007
2006, respectively, but were not included in the computation of diluted net income per share of Common Sta
because they were adwdilutive.
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Results of operations
Twelve months ended September 30, 2007 cpared to September 30, 2006.

Results of operations for the twelve months ended September 30, 2007 compared to September 30, 2006 are as foll

Twelve Twelve
Months Months
Endec Endec  Variance Percentage of sales

9/30/07 9/30/06 $ 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: 2,399,07¢ 20.06% 20.32% -0.26%
Gross Profit % 20.06% 20.32% -0.26%
Expenses:
Sales & marketing 10,132,58: 9,565,73( 566,857 9.14% 9.79%  -0.65%
Technical support 600,074 556,86% 43,208 0.54% 0.57% -0.03%
General & administrative 3,618,81: 3,730,031 (111,218 3.26%  3.82% -0.56%
Bad debt expense
Selling, general anddministrative stock compensation expense 316,292 263,36< 52,92¢ 0.29%  0.27% 0.02%
Total Selling, general and administrative expense 14,667,76¢ 14,115,98¢ 551,771 13.23% 14.45% -1.22%
Researchanddevelopment 3,294,441 3,072,001 222,44C 297%  3.15% -0.18%
Research andevelopment stock compensation expense 185,57¢€ 92,923 92,653 0.17% 0.10% 0.07%
Total expenses 18,147,78: 17,280913 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) onincome 4,107,80¢ 2,599,852 1,507,95: 3.70% 2.66% 1.04%
Income tax provisiofbenefit) (1,197,579 190,24C (1,387,819 -1.08%  0.19% -1.271%
Net income $ 5,305,338 % 2,409,61 $ 2,895,77 4.78%  2.47% 2.31%

Net sales for the twelve months ended September 30, 2007 increased $13,233,684 compared to the twelve
months ended September 30, 2006 as shown on the table below.

Increase
(decrease) Increase Percentage of sales by
Twelve Months Twelve Months Dollar (decrease)  Geographic region
Location Ended 9/30/@ Ended 9/30/6 Variance  Variance % 208 2007
Domestic 62,649,883 45,231,986 17,417,897 39% 56% 46%
Europe 45,585,721 49,808,392 (4,217,671) -8% 42% 51%
Asia 2,660,406 2,626,948 33,458 1% 2% 3%
Total $ 110,896,01C $ 97,662,32¢ $ 13,233,684 14% 100% 100%

Net sales to domestic customers were 56% of net sales for the fiscal year ended September 30, 2007 and 4
of net sales for the fiscal year ended September 30, 2006. Net sales to European customers were 42% of n
sales for the fiscal year ended Sember 30, 2007 and 51% of net sales for the fiscal year ended September
30, 2006. Net sales to Asian customers were 2% of net sales for the fiscal year ended September 30, 200
3% of net sales for the fiscal year ended September 30, 2006. Ateeagpd an increase in unit sales of

about 22% while the dynamics of new production and changes in sales mix lowered the average sales price |
about 7%.

Seasonal nature of sales
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As the chart above indicates, there is a seasonal pattern to ourlgusattey. Listed below are the primary causes of our

seasonal sales:
which consists of

e We primarily sell through a sales channel

retailers, PC manufacturers ar
distributors. Spurred on by the holiday spending, our sales during our first fisaslequwhich encompasses

the holiday season, have historically been either the highest or the second highest of our fiscal year.

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

For each of the fiscal years ended September 30, 2007 and 26a6tat0% of our sales were generated by our
European subsidiary. During our fiscal third quarter and into the first half of our fiscal fourth quarter, we
typically experience a slowdown due to the summer holiday period in Europe. We also see dspesatirg in

the U.S during the summer months. This has historically caused sales for the last six months of our fiscal year
be lower than the first six months of our fiscal year. As the chart above indicates our sales for the last six mon
of fiscd 2006 and 2007 were lower than the sales for the first six months of fiscal 2006 and fiscal 2007.

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

similar seasonal trends for the néamm future.
Gross profit

Gross profitincreased $2,399,076r the twelve months ended September 30, 2@0dpared to thewelve months
ended September 30, 2006.

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

Increase

(decrease)

Due to increased sales $ 3,726,900
Lower gross profit on sales mix (909,934)
Production and production related costs _ (417.888)
Total increase in gross profit $ 2,399,078
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Gross profit percaage for the twelve months ended September 30, 2007 was 20.06% compared to 20.32%
for the twelve months ended September 30, 2006, a decrease of 0.26%.

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

Increag

(decrease

Lower gross profit on sales mix (0.82%
Production and production related costs 056%
Net decrease in gross profit percen (0.26)%

The decrease in the gross profit percent of 0.Z6r%he twelve months ended September 30, 2007 compared
to the twelve months ended September 30, 2006 was primarily due to:

e A higher percentage of lower gross profit margin products contributed to a 0.82% decrease in gross profit.

e Production and produoh related costs declined as a percentage of sales which contributed to a 0.56% increa

in gross profit percent. The increase in net sales was about 14% while the increase in production and produc
related costs was about 5%.

Volatility of gross profit percentage:

Gross profit percentage (%) by quarter-fiscal 2006 through fiscal
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The chart above indicates the quarterly fluctuations in gross profit percent. Over trguaitggtsendedwith
the fourth quarter of fiscal 2@Qthe gross profit percent has ranged from a 10d83f9%% to a high of 2.7%%.
Factors affecting the volatility of our gross profit percentages are:

e 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 lieestlaé quarterly
gross profit percentage
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¢ Fluctuating quarterly sales caused by seasonal trends. Included in cost of sales are certain fixed cc
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 seasonal sales trends these fixed costs get sf.
over lower unit and dollar sales, which increase the product unit costs and increase the fixed cost
a percentage of sales.

¢ Competitive presures. Our market is constantly changing with new competitors joining our establishe
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. titmes when component parts are in short supply we have to manage pric
increases. Conversely, when component parts?©o

e Sales volume. As unit sales volume increases we have more leverage in negooiating price
decreases with our component suppliers and our contract manufacturers.

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 manufaosineductions.

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

Managing product mix through market strategy and new products, moderating seasonal trends, efficiently
managing shipments and achieving cost reductions@mpany priority andwrecritical to ourcompetitive

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

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

Twelve morths ended September 30,

Dollar Costs Percentage of Sales
Increase Increase
2007 2006 (Decrease) 2007 2006 (decrease
Sales andnarketing $10,132,58 $ 9,565,730 $ 566,857 9.14%  9.79%  -0.65%
Technical support 600,074 556,865 43,209 0.54% 0.57% -0.03%
General anadministrative 3,618,813 3,790,031  (111,218) 3.26%  3.82%  -0.56%
Selling and general administrative stock compensation expen 316,292 263.363 52.929  0.29% 0.27% 0.02%
Total $14,667,766 $ 14,115,989 $ 551,777 13.23%  14.45%  -1.22%

Selling, general and administrative expenses increased $551,777 from the prior fiscal year. As a percentage
sales, Selling, general and administrative expenses deckeas@@% when compared to the twelve months
ended September 30, 2006. The increase iis salé marketing expense of $566,857 was mainly due to
increased commission expense due to higher sales and higher sales compensation expense due to sales
personnel increases. The increase in technical support expenses of $43,209 was primarily laete to hig
compensation expenses in Asia and Europe due to increased personnel. The decrease in general and
administrative expenses of $111,218 was primarily due to lower rent expense due to a rent reduction negotia
under a new lease, lower professional s lower usage of outside consultants and lower bank and credit
card processing fees.

Stock compensation expense related to SG&A personnel was $52,929 higher than in fiscal 2006. During fis
2006, we had run out of options authorized in our stgation plan. Accordingly, we did not issue as many
options as we would have in fiscal 2006 had there been additional shares authorized. At our October 2
Annual Meeting of Stockholders, our stockholders approved the addition of 1 million shares of €&hacio
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to our 2003 Performance and Equity Incentive Plan. As a result, we were able to grant more options in fis
2007 than fiscal 2006, thus increasing the stock compensation expense recorded in fiscal 2007.

Selling general and administrative expense as a percentage of sales

Selling, General and Administrative expenses as a percentage of sales by quarter-fiscal 2006 through fiscal 2007
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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 administrative 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 flucteatibagigbw

guarters ending with the fourth quarteffistal 20, the pattern of selling general and administragixpenses

as a perceageof saleshas resulted in the following trends

e Due to our first and second quarters yielding the highest quarterly sales levels of our fiscal year, ol
selling,general and administrative expenses as a percentage of sales have typically been the lowest
during our first quarter and second quarter. As reflected in the chart, selling, general and administrativ
expense as a percentage of sales were the lowestfinstrand second quarters of fiscal 2006 and
2007.

o Reflecting the seasonal trend in which our third and fourth quarters yield the lowest quarterly sales of
our fiscal year, our selling, general and administrative expenses for the third and focteglsqua 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 quarters of fiscal 2006 and 2007.

¢ Selling, general and administirat expenses as a percent of sales for the twelve months ended
September 30, 2007 declined to its lowest level of the two fiscal years ended September 30, 2007, tl
result of sales percentage increases growing in excess of percentage incredses geselral and
administrative expenses.

With the expectation that the seasonal nature sales will continue for the near future, we expect selling, gen

and administrative expenses as a percentage of sales to reflect a future trend that it dinalduistorical
trends we have experienced over the prior two fiscal years.
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Research and development expenses

Research and development expenses increased $315,093. The increase was mainly due to the hiring of
additional engineering persoel and increased program development expenses due to higher volume of new
product and product enhancement programs. Stock compensation expense related to research and developr
personnel was $92,653 higher than fiscal 2007.

Other income

Other ircome for the twelve months ended September 30, 2007 was $11,459 compared to other income of
$35,714 for the twelve months ended September 30, 2006 as 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 $ 3571

Accumulated other comprehensive income (loss)

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

During fiscal 2007, we recorded on our bal ance
comprehensi ve (1l oss) o a | aasdation flosses®B 726,620 5a8d,a loss oiv h
$90, 023 due to the mark to market di fferences b

contracts at the contract rates versus the same contracts valued at the period ending forwauel tabée
below details the gains and losses that make up the accumulated other comprehensive loss of $1,325,97:
recorded on our balance sheet as of September 30, 2007:

Accumulated Other Comprehensive Income (Loss) Balance as ¢ Oct 2006 to Sept2007 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 (90,08) (68,0%3)

$ (509,318 $ (816,6%) $ (1,325,97)

Tax provision
Our net tax provision for the year ended September 30, 2007 and 2006 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

The deferred tax assets and the offsetting tax valuation allowance is attributalnlddmestic operationgor
the last threefiscal yearsourdomestic operatiohas had taxable incomdés of September 3007, we
evaluated the future realization of our deferred tax assets and the corresponding valuation alldetmude.
into consideration:
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o the taxable income of oudomestic operains for the lastthreefiscal yearsended September 30, 2007
2006 and 2005

. anticipated taxable income for fiscal 2008
o the utilization in fiscal 2007 of the remainder of our net operating loss carry forward

After evaluating the circumstances listedadyat wasour opinionto reduce the deferred tax valuation
allowance by $3,010,253, resulting in a tax benefit for fiscal 2007 of $1,490,689.

As a result of all of the above items mentioned
Condiion and Results of Operations, we had net income of $5,305,384 for the twelve months ended
September 30, 2007, which resulted in basic net income per share of $0.54 and diluted net income per shar
$0.51 on weighted average basic and diluted slodi®862,655 and 10,367,775, respectively, compared to
net income of $2,409,612 for the twelve months ended September 30, 2006, which resulted in basic net incc
per share of $0.25 and diluted net income per share of $0.24 on weighted averagadasdicted shares of
9,593,050 and 10,019,514, respectively.

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 [Sep8&m2007, 2006 and 2005,
respectively, but were not included in the computation of diluted net income per share of Common Stock
because they were adwdilutive.

Liquidity and Capital Resources

Our cash, working capitalandstk hol der sd equity position is set f
As of September 30,
2008 2007 2006
Cash $ 14,191,721 $ 11,581,657 $  9,20,941
Working Capital 17,229,410 21,198,184 17,084,175

Stockhol der so 18,988536 22,941,081 17,779,725

We had cash and cash equivalents as of September 30, 2008 of $14,191,721, an increased6#%2061.0
September 30, 2007

The increase was due to:
Sources of cash:

Decrease in accounts receivable $13,969,369
Decrease in inventory 355,698
Proceeds from employee stock purchases 291,463
Less cash used for:

Net loss adjsted for non cash items (1,041476)
Decrease in accounts payable and accrued expense (8,305403
Increase in prepaid expenses and other current assets (290,831)
Capital equipment purchases (291,025)
Effect of exchange rates on cash (2,036,899)
Purchase of treasury stock (40,832)
Net cash increase $2,610,064

Net cash of $4,687,357 generated from operating activities was due to a decrease in accounts oéceivable
$13,969,369and a decrease in inventory of $355,688et by the net loss adjusted for non cash items of
$1,041476, a decrease in accounts payable and accrued expens@805803and an increase in prepaid
expenses and other current assets of $290,831. Thaskedneaccounts receivable was due to the 19%
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reduction in sales. Lower sales also resulted in less inventory purchased which was the driving force in the
reduction of accounts payable and inventory.

Cash of $291,025 was used to purchase fixed aasdt$40,832 in cash was used to purchase shares on the
open market pursuant to our stock repurchase program. Proceeds from stock purchased by employees thra
the purchase of options and the employee stock purchase plan provided additionab283t¥68. The

effect of exchange rates used cash of $ 2,036,899.

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 program was exteadesidiytion of our Board of
Directors on December 17, 199°At 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. As of September :
2008, we hlel 759,579 treasury shares purchased for $2,404,337 at an average purchase price of approxima
$3.17 per share

Sources and (usage) of cash components

The chart below shows our cash balances, sources of cash and (usage) of cash for by glisctd 2006
through fiscal 2008.

Cash balance, cash sources and cash (usage) by component per quarter-fiscal 2006 through
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Our sources and (usage) of cash primarily comes from the items listed below :

e Netincome adjusted for non cash items
Changes in the levels of current assets and current liabilities, primarily accountabegenventories
and accounts payable

e Employee purchases of stock options
Purchase of capital equipment

e 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 balances are affected by the increase and decrease of these assets and liabilities. A
noted in the above graph, in the quarters where cash was used to increase the current asset levels or decr
the current liability levels, thie was usually a corresponding decrease or neutral position in the cash balance:s
during those quarters.

Conversely, in the quarters when we generated cash by reducing the current asset levels or increasing the
current liability levels, there was a cesponding increase in the cash balances during those quarters.

We expect for the near term future that our operating structure will remain similar to past years, therefore our
investment and subsequent changes in our current assets and currergdiadgiired to fund our operating
cycles will continue to have a material impact on our cash generation, cash usage and cash balances.

Line of Credit

On December 12, 2008, Hauppauge C-ownedustibsidiary \®Woourk, s ,
excuted a Fourth Amended and Restated Promi ssor

JPMorgan Chase Bank, N. A. (the ABanko) . The Four
certain Promissory Note dated December 1, 2005, executd@¥yand made payable to the order of the Bank
(the HANoteo), as amended by an Amended and Rest

amended by a Second Amended and Restated Promissory Note dated February 28, 2007 and as further am
by aThird Amended and Restated Promissory Note dated March 31, Zb@8Fourth Amendment, among
other things, reduces the amount HCW is authorized to borrow from the Bank from a principal amount of up
Five Million Dollars ($5,@0,000) to a principal amati of up toSeven Hundred Thousand Dollars @$7000),
based upon borrowings made under the Fourth Amendment which may be made from time to time by HC

(each, aT hiieL oRwrnNt.h Amendment mat ures on March 3
payments are due on the Maturity Date, and thereafter on denulnid.the Maturity Date, Loans made under
the Amendment bear i nterest annually at HCWb6s o]

Amendment ) (each, a i) theERrimeoRa&te (a$ defined Linathee frauith Amendmemt) minus

one percent (1. 0%) Intereshis pgayableawitiir€spect toesach Buedola) Loan at the end
of one month after the date of s u orhthelexpiaation ¢f théafest i |
Interest Period and each Interest Period thereafter, each Eurodollar Loan will be automatically continued w
an Interest Period of the same duration, unless HCW notifies the Bank that it intends to convert a Eurodo
Loanto a Prime Loan or if the Bank is prohibited from making Eurodollar Loans, and with respect to eac
Prime Loan the last day of each calendar month during the term of the Fourth Amendment and on the date
which a Prime Loan is converted to a Eurodollaah, until such Loan(s) shall be due and payable. Interest due
after the Maturity Date shall be payable at a rate of three percent (3%) per annum over the Prime Rate.
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In connection with the Fourth Amendment, we agreed that all of the terms and cordi{iyrir Guaranty as
entered into with the Bank, dated as of December 1, 2005, and (ii) the Pledge Agreement by and among us
Bank and HCW, dated as of December 1, 2005 (pursuant to which, among other things, we granted to the B
a first priority fight of pledge on approximately twthirds of the outstanding capital shares of Hauppauge
Digital Europe arl), each as amended, restated, supplemented or modified, from time to time and as entel
into in connection with the Note, shall remain in fullderand effect and apply to the terms and conditions of
the Amendment.

Further, on December 12, 2008, in connection with the Fourth Amendment, HCW entered into a Pled
Security Agreement with the Bank (the BIFkeBahlgae S
security interest in its certificate of deposit account held with the Bank. The aggregate value of the Collate
(as defined in the Pledge Security Agreement) held pursuant to the Pledge Security Agreement shall not be
thanSeven Hundre Thousand Dollars ($D,000) at any given time.

There were no borrowingsutstanding and $680,000 letters of credit outstandis@f the filing date of this
Annual Report orForm 10K.

Our cash requirements during fiscal 2009 will include the caphired to finance the purchase the PCTV
product | ine from Avid Technology, Il nc. and the
With the proper execution of our operational and integration plan, we believe that our caslinand cas
equivalents as of September 30, 2008 and our internally generated cash flow will provide us with sufficient
liquidity to meet our capital needs for the next twelve months. Failure to meet the operating and integration
plan could require the need fadditional sources of capital. In light of the current economic and credit
conditions there can be no assurances that we will be able to find external sources of financing to fund our
additional working capi-ReeehtDevelomed 8t sSee Al tem 1. B

Future Contractual Obligation
The following table shows our contractual obligations related to lease obligations as of September 30, 2008:

Payment due by period

Contractual obligations Total Less tlanl year 1-3 years 3to 5 years More than 5 years
Operating lease obligations $ 1,687,135 $ 610,721 $1,076,414

Effective December 24, 2008ysuant to an Asset Purchase Agreendaned as oOctober 252008, we
acquiredcertainasset@and propertiesf Avid Technology, Ing.Pinnacle Systems, In@vid Technology

GmbH, Avid Development GmbH, and Avid Technology International B¥e purchase price consisteid
$2,500,00(payalte in cashand$2,500,000 payable pursuant to Promissory Nuotale payable by thesto

Avid. The principabmount due pursuant to the Note is payablE2 equal monthly installments of

$208,333.33. The first paymestdue and payable on January 24020 Interest on the outstanding principal
amount of the Note is payable at a rate equal to (i) from December 24, 2008 until the Maturity Date , five
percent (5%), (ii) from and after the Maturity Date, or during the continuance of an Event of Defasitera
percent (7%). Pursuant to the terms of the Note, we and our affiliates are prohibited from (i) declaring or
paying any cash dividend, or making a distribution on, repurchasing, or redeeming, any class of stock or othe
equity or ownership interest the Buyer or its affiliates, (ii) selling, leasing, transferring or otherwise disposing
of any assets or property of the Buyer or any of its affiliates, or attempting to or contracting to do so, other the
(a) the sale of inventory in the ordinary ceeiof business and consistent with past practice, (b) the granting of
non-exclusive licenses of intellectual property in the ordinary course of business and consistent with past
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practice and (c) the sale, lease, transfer or disposition of any aspaipanty (other than the Acquired Assets)
with a value not to exceed $500,000 in the aggregate, or (iii) dissolving or liquidating, or merging or
consolidating with any other entity, or acquiring all or substantially all of the stock or assets of amntitihe
See AltemReceBttisDeee$s opment so.

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
Management 6s esti mat es

. Translation of assets and liabilities denominated in-foontional currencies on our European
financial statements

o Inventory obsolescence and reserves

o Accounts receivable related reserves

Revenue Recognitia

We sell through a sales channel which consists of retailers, PC manufacturers and distributors. The majority
our customers are granted lines of credit. The product is shipped on account with the majority of customers
typically given 30 to 45 day payent terms. Those customers deemed as large credit risks either pay in advanc
or issue us a letter of credit.

We require the customer to submit a purchase order to us. The price of the product and payment terms are 1
per the terms of the purchaseler. Upon shipment of the order to the customer, the title to the goods is passe
to the customer. The customer is legally obligated to pay for the order within the payment terms stated on the
customer 6s purchase or de rdsandthetcest obany pilfeyame whiemthe o i n

customer6s possession is the responsibility of t
computer boards that are stocked on the shelves of retailers and are subject to the normait traffszithat
retail stores attract. Aside from normal store p

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

We offer some of our customers a right of return. Our acaoyobmplies with SFAS 48 Revenue Recognition
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 months sales. Due to the seasonal naturefsbedupled

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 certain times as we may determine. The rebatesca® asa
reduction to sales. We also participate in limited cooperative advertising programs with retailers and distribut
and account for these in accordance with EIT®0@, fi Accounting for Consider
Customer (Includinga®s el | er of the Vendoro6s Products) o.

Management 6s Esti mat es

The discussion and analysis of our financial condition and results of operations are based cposotidated
financial statements which have been prepared in accordance with accountigigeigenerally 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 and related disclosure of contingent assets a
liabilities at the date of the consolidated financial statements and the reported amounts for revenues and
expenses during the reporting period. On an ongoing basis, management evaluates estimates, including thos
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related to sales provisions, as describem/apincome 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 reasonable under the circumstances, the combinedwhsiiitform 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 nofiunctional 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 translate assets and liabilities denominated-fnrectamal currency, mainly

U.S. Dollars, to Euros on the books of our European subsidiary. This process results in exchange gains anc
losses depending on the changes in the Euro to U.S. Dollar exchange rate. Under the relevant accounting
guidance, wit the exception of intecompany 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
expense under the caption Aforeign 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, it is difficult to forecast
the long term trend of thegmins 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 introduction of new types of products and tegasolDue to this, we
maintain a program in which we review on a regular basis our inventory forecasting, inventory purchasing an
our inventory levels. We review our inventory realization and inventory reserves on 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 lirr
or who have invoices that are past their due date are typically placed on credit hold until the creditiproblem
resolved. Credit reviews are performed on new customers. EXxisting customers who request an increased cr
line are subject to a new credit review before increases in their credit line are approved.

Our reserve for bad debt is done using a spediintification method. On a quarterly basis we review the age
and quality of our accounts receivable. We reserve amounts due us from companies that have gone bankruy
companies that we evaluate are near bankrupt.

Our products are sold throughales channel which consist of retailers, PC manufacturers and distributors. Our
product is primarily a retail product sold to end user consumers. Similar to other companies in the computer
industry our products are subject to returns by the end useecdgmition that product may be returned at a

later dateat the end of every quarfdrased on historical data, we evaluate our sales reserve level based on the
previous six months sales and we adjust our sales reserve as required.

Inflation
While inflation has not had a material effect on our operations in the past, there can be no assurance that we

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 exgrecing a reduction in the demand for our products; or that inflation
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will not have an overall effect on the computer equipment market that would have a material affect on us.
Recent Accounting Pronouncements

I n December 2007, the FASB i ssued /sblidagdRnanciall 6 0,
Statements, an amendment of Accounting Research Bulletii NGiSKAS No. 160). SFAS No. 160

establishes accounting and reporting standards for ownership interests in subsidiaries held by parties other tt
the parent, changes in a parentos ownership of a
consolidated net income attributabletthe par ent and the noncontrolling i
interest while the parent retains its controlling finantigérest and fair value measurement of any retained
noncontrolling equity investent. SFANo. 160 is effective for financial statements issued for fiscal years
beginning after December 15, 2008, and interim periods within those fiscal years. Earlyraiggmtodibited.

The Company must adopt these new requirements in its firdeqoéfiscal 2010.Management does not
expectSFASNo0.16@ o have a material i mpact on the Compan

In December 2007, theA<SB approved the issuance of SFAS No.
(ASFAS No. #1R0). SFAS No. 141R establishes principles and requirements for how the acquirer in a busines
combination recognizes and measures in its financial statements the identifiable assets acquired, the liabilitie
assumed, and any controlling interest; recegmiand measures the goodwill acquired in the business
combination or a gain from a bargain purchase; and determines what information to disclose to enable users
the financial statements to evaluate the nature and financial effects of the businessttmmbihe provisions

for SFAS No. 141R are effective for fiscal years beginning after December 15, 2008 and are applied
prospectively to business combinations completed on or after that date. Early adoption is not permitted. SFA
No. 141R is effectivéor the Company beginning in the first quarter of fiscal 20M@&nagemenis currently
evaluating the impact of SFAS No. 141Rair results of operations and financial condition

In September 2006, the FASB issued Financial Accounting Standards (SBABBENY , fAFai r Val u
Measurement, 0 which defines fair value, establis
disclosures regarding assets and liabilities measured at fair val&ebruary 2008, the FASB issued FASB

Staff Position (FSP) 15Z, A Appl i cat i on 0X57t6 PASBStafement Nd3remchQtherN o .
Accounting Pronouncements That Address Fair Value Measurements for Purposes of Lease Classification ol
Measur ement underl579andFeEmbE2t A BfOf € FRAFB/StaterDemttNel 507 fo
(FSP157-2). FSP157-1 amends SFA357 to remove certain leasing transactions from its sce&157-2

delays the effective date of SFAS7 for all nonfinancial assets and nonfinancial liabilities, except for items
that are resgnized or disclosed at fair value in the financial statements on a recurring basis (at least annually)
until the beginning of t he TOemmagsaramerd and disclossd qu ar t
requirements related to financial assetsand fimahci | i abi | i ti es are effective
fiscal 2009. The Company does not expect that the adoption of SIEASwill have a material impact on its
consolidated financial position, results of operations or cash flows.

In March2008f he FASB i s s u eliscl@&HErédsabol Derivatlvé Ihsfrumnts and Hedging
Activitiesd An Amendment of FASBSFASiNa 16)MIFAS 16INequiresleBhantced (
gualitative disclosures about objectives and strategies for using dess/ajuantitative disclosures about fair
value amounts of and gains and losses on derivative instruments, and disclosures aboskaetdied
contingent features in derivative agreements. SFAS 161 is effective for financial statements issuedl for fisc
years and interim periods beginning after November 15, 2D@Hagemenis currently evaluating the impact
of SFAS 161 orour consolidated financial statements

ITEM 7A. QUANTITATIVE AND QUA LITATIVE DISCLOSURE SABOUT MARKET RISKS
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For each of the thrdescal years ended September 30, 2008, at least 40 % of our sales were generated by oL
European subsidiary and were invoiced and collected in local currency, which was primarily the Euro. On th
supply side, since we predominantly deal with North Aozer and Asian suppliers and contract manufacturers,
approximately 90% of our 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 indllé8s Pesults 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 exchange rates.

We attempt to reduce these risks by enteringfneign exchange forward contracts 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 EuropeadsaleéSeptember 30, 2008,

the Companyad foreign currency contracts outstanding of approximate\8$2000 against the delivery of

the Euro. These contraagpireeach month through February 2009.

See Al-RemklAact or-4la nag esbistuss@®mand/Analysis of Financial Condition and
Results of Operationso with reference to the i mp

ITEM 8. FINANCIAL S TATEMENTS AND SUPPLEMENTARY DATA

The financial statements required by this Item 8rckided in this Annual Report on Form
10-K following Item 15 hereof.

ITEM 9. CHANGES IN AND DISAGREEMENTS WI TH ACCOUNTANTS ON
ACCOUNTING AND FINAN CIAL DISCLOSURE

None.

ITEM 9A (T). CONTROLS AND PROCEDURES

Disclosure Controls ad Procedures

Our management with the participation of our Principal Executive Officer and Principal Financial Officer,
evaluated the effectiveness of our disclosure controls and procedures, as defined in Exchange ActRules 13
15(e) and 15d.5(e), & of September 30, 2008. Based on this evaluation, the Principal Executive Officer and
Principal Financial Officer concluded, as of September 30, 2008, our disclosure controls and procedures wel
effective with respect to the recording, processing, sarang and reporting on a timely basis the information
that is required to be disclosed in the reports that we file or submit under the Exchange Act of 1934.

Management 6s Annual Report on Internal Control O

Management is respabte for establishing and maintaining adequate internal control over financial reporting
as defined in Exchange Act Rules 113(f) and 15€15(f) under the Exchange Act of 1934. Internal Control

over financial reporting is a process designed to proviasoreble assurance regarding the reliability of

financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. Our internal control over financial reporting inclunéss pold
procedures that (i) pertain to maintenance of records that in reasonable detail accurately and fairly reflect the
transactions and disposition of our assets; (ii) provide reasonable assurance that transactions are recorded
necessary to peitpreparation of financial statements in accordance with generally accepted accounting
principles, and that our receipts and expenditures are being made only in accordance with authorizations of c
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management and directors ; and (iii) provide reasoregserance regarding prevention or timely detection of
unauthorized acquisition, use, or disposition of our assets that could have a material effect on the financial
statements.

Because of its inherent limitations, internal control over financial regomay not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with th
policies or procedures may deteriorate.

Management assessed the effectiveness of internal control over financial reporting as of September 30, 200
In making its assessment, management used as a guide the criteria set forth by the Committee of Sponsoring
Organizations of the Treadway Commission and the subsequent rules and guidelines issued by the Securitie
and Exchange Commission which are currently applicable for non accelerated filers. Based on our evaluatic
management has concluded that, as of $apte 30, 2008, our internal control over financial reporting was
effective.

Exclusion of Registered Public Accounting Firm Attestation Report due to Temporary Rules of the Securities
and Exchange Commission

This Form 16K does not include an attestaticeport of our registered public accounting firm regarding

internal control over financial reporting. Management's report was not subject to attestation by the company's
registered public accounting firm pursuant to temporary rules of the Securitieg@rahge Commission that
permit the company to provide only management's report in this Foin 10

Changes in internal control over financial reporting

There has been no change in our internal control over financial reporting during our fourthufstal ended
September 30, 2008 that has materially affected, or is reasonably likely to materially affect, our internal contr
over financial reporting.

ITEM9B. OTHER INFORMATION

None.
PART Il

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE

The information required by Item 10 is incorporated by reference from our definitive Proxy Statement for our
2009 Annual Meeting of Stoo)c kihoo Ibdee rfsi | (etdh ew it Phr ot xhye
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 reference from our definioxg Btatement 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 STOCKHOL DER MATTERS
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The nformation 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 RELATIONSH IPS, RELATED TRANSAC TIONS 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 Regulation 14A of the Securitiesgexsbaof
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 Commission pursuant to Regulatidrof the Securities Exchange Act of
1934, as amended.

PART IV

ITEM 15. EXHIBITS AND FINANCI AL STATEMENT SCHEDUL ES

(8)(1) Financial Statements

The followingdocumentsre included in Item 8 of this Annual Report on FornKt0

Page
Report of Independent Registered Public Accounting Firm F-2
Consolidated Balance Sheets as of September 38,a2@0200 F-3
Consolidated Statements©perations
for the years ended September 30,8@D07 and 20 F-4
Consdidated Statements of Other Comprehensive Inc(ross)
for the years ended September 30,@D07 and 20@ F-5
Consolidated Statements of Stockholdersé Equity for t
ended September 30, B)@007 and 206 F-6
Consolidated @ttements of Cash Flows for the
years ended September 30, 208007 and 20@® F-7
Notes to Consolidated Financial Statements F-8 to 7
(@)(2) Financial Statement Schedules
Report of Independent Registered Public Accounting Firm F-28

Schedule 1l Valuation and Qualifying Accouat#llowance for Doubtful Accountd=-29
Schedule Il Valuation and Qualifying Accoudtfeserve for Obsolete and Slow Moving Inventdr80
Schedule Il Valuation and Qualifying Accouadtfeserve foSales Returng=-31

(a8)(3) Exhibits.

Exhibit
Number Description of Exhibit

2.1  Asset Purchase Agreement, dated October 25, 2008, by and among Avid Technology, Inc., Pinnacle
Systems, Inc., Avid Technology GMBH, Avid Development GMBH, Avid Technplogernational
BV, and PCTV Corp. (16)
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2.1.1 Buyer Parent Guaranty, dated October 25, 2008, by Hauppauge Digital, Inc. to and for the benefit of
Avid Technology, Inc., Pinnacle Systems, Inc., Avid Technology GMBH, Avid Development GMBH,
and Avid Technology Imtrnational BV (16)

2.1.2 Amendment No. 1 to Asset Purchase Agreement, dated December 24, 2008, by and among Avid
Technology, Inc., Pinnacle Systems, Inc., Avid Technology GMBH, Avid Development GMBH, Avid
Technology International BV, and PCTV Corp. (20)

2.1.3 SecuredPromissory Note, dated December 24, 2008, made by PCTV Systems Sarl in favor of Avid
Technology, Inc. (20)

2.1.4 Transition Services Agreement, dated December 24, 2008, by and among Hauppauge Digital Europe
Sarl PCTV Systems Sarl, Hauppauge Computer Works, Awd Technology, Inc., Pinnacle Systems,
Inc., Avid Technology GMBH, Avid Development GMBH, and Avid Technology International BV.
(20)

2.1.5 Inventory and Product Return Agreement, dated December 24, 2008, by and among Avid Technology
Inc., Avid Technology Iternational BV, Hauppauge Computer Works, Inc. and Hauppauge Digital
EuropeSarl(20)

2.1.6 Intellectual Property License Agreement, dated December 24, 2008, by and among Avid Technology,
Inc., Pinnacle Systems, Inc. and PCTV Syst&Saud(20)

3.1  Certificate oflIncorporation(1)

3.1.1 Certificate of Amendment of the Certificate of Incorporation, dated July 14, 2000 (18)

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 Stak Option Plan (7)

4.4 1998 Incentive Stock Option Plan (7)

4.5 2000 Hauppauge Digital, InPerformance and Equity Incentive Plan (3)

4.6  Hauppauge Digital, IncEmployee Stock Purchase Plan (4)

4.7  Stockholder Rightagreemen(5)

4.8 2003 Hauppauge Dital, Inc.Performance and Equity Incentive Plan (6)

4.9 Amendment t®2003 Hauppauge Digital, InPerformance and Equity Incentive P(d2)

4.10 Amendment to the Hauppauge Digital, Inc. Employee Stock Purchase Plan (13)

4.11 Second Amendment to the Hmauge Digital, Inc. Employee Stock Purchase Plan (14)

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

10.1 Employment Agreemendated as of January 10, 1998, by and between Hauppauge Digital, Inc. an
Kenneth Plotik (7)

10.1.1 Amendment to Employment Agreement with Kenneth Plotkin, dated April 10, 2008 (19)

10.2 Leasedated February 7, 89, between Ladokk Realty Compagyd Hauppauge Computer Works, Inc.
(1)

10.2.1 Modification made February 1, 1996 to leaseedafl990 between Ladokk Realtyompanyand
Hauppaug€omputetWorks, Inc. (7)

10.2.2 Lease, dated February 17, 2004, between Ladokk RealfyLCG.and Hauppauge Computer Works
Inc. (8)

10.2.3 Amendmentated October 17, 20Q@6 lease dated February 17, 200aween Ladokk Realty Co., LLC
and Hauppaug€omputer WorksInc. (9)

10.3 Fourth Amended and Restated Promissory Note, dated Beagmber 2, 2008nade payable by
Hauppaige Computer Works, Inc. to the order ofMBrgan Chase Bank, N.A. in tlegiginal principal
amount ofSeven Hundred Thousaf®700,000)Dollars. (I7)

10.3.1 Guaranty, dated as of December 1, 2005, by Hauppauge Digital, Inc. in favor of JPMorgan Chase Ba

59



N.A. (12)

10.3.2 Share Pledge Agreement, dated as of December 1, 2005, &faopgauge Digital, Inc., JPMorgan
Chase Bank, N.A. and Hauppauge Digital Europg @1)

10.3.3 Pledge Security Agreement, dated as of December 2, B9G&uppaige Computer Works, InandJP
Morgan Chase Bank, N.A. (17)

14 Code of Ethics, as amendtxdate (10)

21 Subsidiaries

23 Consent of BDO Seidman, LLP

311 Certification of Chief Executive Officer pursuant to Rule -13ga) or Rule 15d4(a) asadopted
pursuant to Section 302 of the Sarba@sdey Act of 2002

31.2 Certification of the Chief Fiancial Officer pursuant to Rule 134(a) or Rule 15d4(a)as adopted
pursuant to Section 302 of the Sarba@sdey Act of 2002

32 Certification of Chief Executive Officer and Chief Financial Officer pursuant to 18 U.S.C. Section 1350
as adopted pursutto Section 906 of the Sarbar@gley Act of 2002

(2) Denotes document filed as an Exhibitair Registration Statement on Form -28No. 3385426), as
amended, effective January 10, 1995 and incorporated herein by reference.

(2) Denotes document fileds an Exhibit toour Form 8K dated December 26, 200@nd incorporated
herein by reference.

3) Denotes document filed as an Exhibitowar Registration Statement on Forrs83No. 33346906), and
incorporated herein by reference.

4) Denotes document fileds an Exhibit tmur Registration Statement on Forrs83No. 33346910), and
as an annex tour Proxy Statement on Schedule 14A dated September 18, 2006 andap®rated
herein by reference.

(5) Denotes document filed as an Exhibitaor Form 8K dated July 20, 2001File Number 00413550,
Film Number 1685278pnd as arExhibit to the our Registation Statement on Form-A&L2G and
incorporated herein by reference.

(6) Denotes document filed as an Exhibibtar Registration Statement on ForrB§No. 33-109065), and
as an annex tour Proxy Statement on Schedule 14A dated Septemb&008,andncorporated herein
by reference.

(7) Denotes document filed as an Exhibitaiar Form 16K for the period ended September 2003, and
incorporated herein bieference.

(8) Denotes document filed as an Exhibitdar Form 16Q for the period ended March 31, 2004 and
incorporated herein by reference

(9) Denotes document filed as an Exhibitoiar Form 8K dated October 17, 2006 and incorporated herein
by reference.

(10) Denotes document filed as an Exhibitaior Form 8K dated August 23, 2004 andcorporated herein
by reference.

(11) Denotes document filed as an Exhibitowar Form 8K dated December 6, 2005 and incorporated herein
by reference.

(12) Denotes dcument filed as an Exhibit to our FornK8dated October 17, 2006 and incorporated herein
by reference.

(13) Denotedocument filed as an Exhibit twr Registration Statement on Forrl8§No. 333-46910), and
as an annex tour Proxy Statement on Setlule 14A date®eptember 18, 200&nd areincorporated
herein by reference

(14) Denotes document filed as an Exhibitotar Registration Statement on Forrs8§No. 33346910), and
as an annex tour Proxy Statement on Schedule 14A daSsptember 182006 and are incorporated
herein by reference

(15) Denotes document filed as an Exhibit to our Fork @ated December 26, 2007 and incorporated
herein by reference.
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(16)
(17)
(18)
(19)

(20)

Denotes document filed as an Exhibit to our Fori @ated October 25, 2008 and incorpodabterein

by reference.

Denotes document filed as an Exhibit to our Fori @ated December 12, 2008 and incorporated
herein by reference.

Denotes document filed as an Exhibibtar Form 10K for the period ended September 3006 and
incorporated hereihy reference.

Denotes document filed as an Exhibit to our ForiK @ated April 10, 2008, and incorporated herein by
reference

Denotes document filed as an Exhibit to our Fori @ated December 24, 2008, and incorporated
herein by reference.
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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

We have audited the accompanying consolidated balanetssifeHauppauge Digital, Inc. and Subsidiaries as

of September 30, 2008 and 2007 and the related consolidated statements of operations, other comprehensiv
income , stockholders' equity and cash flows for each of the three years in the perioSeptdauker 30, 2008.
These financial statements are the responsibility of the management of Hauppauge Digital, Inc. Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance withstid@dards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. The Comparsgsired to have,

nor were we engaged to perform, an audit of its internal control over financial reporting. Our audits included
consideration of internal control over financial reporting as a basis for designing audit procedures that are
appropriaten the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the
Companyods internal control over financi al report
includes examining, on a test basis, evidenceaing the amounts and disclosures in the financial statements,
assessing the accounting principles used and significant estimates made by management, as well as evalu:
the overall presentation of the financial statements. We believe that dgr@ogide a reasonable basis for

our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects,
financial position of Hauppauge Digital, Inc. and Subsidiaries as of Septembef8®iD2007 and the

results of their operations and their cash flows for each of the three years in the period ended September 30
2008 in conformity with accounting principles generally accepted in the United States of America.

/s/ BDO Seidhan, LLP
BDO Seidman, LLP

Melville, New York
January9, 200



HAUPPAUGE DIGITAL, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

September 30 September 30
208 2007
ASSETS
Current Assets:
Cash and cash equivalents $ 14,19721 $ 11,581,65
Accounts receivable, net of various allowances 6,932,40( 15,038,75:
Other non trade receivable 2,316,057 8,629,07¢
Inventories 12,236166 13,521,86:
Deferred tax assefcurrent 1,133,07: 603,07¢
Prepaid expenses and other current assets 1,093,40¢ 802,57¢
Total current assets 37,902,82: 50,177,00(
Property, plant and equipment, net 769288 745,121
Security deposits and other non current assets 102,227 110,16¢
Deferred tax assetnon current 887,611 887,611
Total assets $ 39,661,94 $ 51,919,89
LIABILITIES AND STOCKHOLDERS' EQUITY :
Current Liabilities:
Accounts payable $ 10,406,83 $ 20,635,13
Accrued expense$ license fees 7,952,24¢ 5,827,35¢
Accrued expenses 2,256,09¢ 2,374,41(
Income taxes payable 58,234 141,91<
Total current liabilities 20,673,41: 28,978,81¢
Commitments and contingencies - -
Stockholders' Equity
Commonstock $.01 par value; 25,000,000 shares authorized,
10,784,717and 10,597,002 issued, respectively 107,841 105,97C
Additional paid-in capital 16,709,20: 15,497,70:
Retained earnings 7,938,69¢ 11,026,88c¢
Accumulated other comprehensive loss (3,362,870 (1,325,971
Treasury Stock at cost, 89,579 and749,579 shares, respectively (2,404,337 (2,363,505
Total stockholders' equity 18,988,53¢ 22,941,08:
Total liabilities and stock $ 39,661,94¢ $ 51,919,89

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

Net sales
Cost of sales

Grossprofit
Selling, general and administrative expenses
Research and development expenses
Income (loss)from operations
Other Income (expense)

Interest income
Foreign currency

Total other income
Income (loss) before taxes(benefit) on income

Income tax provision (benefit)
Net income (loss)

Net income(loss)per share:

Basic
Diluted

See accompanying notes to consolidated financial statements

Years ended September 30,

2008 2007 2006
$89,701,02¢$110,896,011 $97,662,32!
72,019,04¢ 88,661,881 77,817,27!
17,681,98. 22,244,12¢ 19,845,05:
17,152,84¢ 14,667,76¢ 14,115,98¢
3,883,747 3,480,017  3,164,92«
(3,354,613  4,096,34¢ 2,564,13¢

43,989 43,13 28,422

(15,138) (31,679 7,292

28,851 11,45¢ 35,714
(3,325,762  4,107,80¢ 2,599,85:
(237,573 (1,197,579 190,24(
($3,088,189 $5,305,38:  $2,409,61:

($0.31) $0.54 $0.25

($031) $0.51 $0.24




HAUPPAUGE DIGITAL, INC AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OTHER COMPREHENSIVE INCOME (LOSS)

Years _ended September 30,

Other comprehensive incomgloss): 2008 2007 2006
Net income(loss) ($3,088189 $5,305,38:- $ 2,409,61.
Forward exchange contracts marked to market 51,50¢ (90,023 (114,448
Foreign currency translation loss (2,088,4®) (726,629 (1,077,641
Other comprehensive income(loss) $ $5,125088) $ 4,488,73: $1,217,52:

See accompaying notes to consolidated financial statements



HAUPPAUGE DIGITAL, INC. AND SUBSIDIARIES
CONSOLI DATED STATEMENTS OF STOCKHOLDERSS®

FOR THE YEARS ENDED SEPTEMBER 30,2008, 2007 AND 2006

Common Stock

Accumulated

Number Additional Other
Of Paid-in Retained Comprehensive Treasury
Shares Amount Capital Earnings Income (loss) Stock Total
BALANCE AT SEPTEMBER 30, 2005 10,107,93¢ $ 101,08($ 13,603,70'$ 3,311,888 $ 682,77 $ (1,757,9%) $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 - (1,077,641
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:¢ $ 102,60:$ 14,222,89($ 5,721,50($ (509,31¢$ (1,757,951 $17,779,72¢E
Net income for the year ended September 30, 2007 - - - 5,305,38¢ - - 5,305,38¢
Stock compensation - - 501,86¢ - - 501,86¢
Purchase of treasury stock - - - - (605,554, (605,554
Exerciseof warrants 103,80C 1,028 194,96C - - - 195,98¢
Exercise of Stock Options 220,42E 2,215 526,13¢ - - - 528,35(
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 10,597,00: $ 105,97($ 15,497,70 $ 11,026,88'% (1,325,971 $ (2,363,505% 22941,081
Net (loss) for the year ended September 30, 2008 - - - (3,088,189 - - (3,088,189
Stock compensation - - 795,912 - - - 795,912
Stock compensatiorstock issued to directors 35,000 350 125,65C - - - 126,00C
Purchase of treasury stock - - - - (40,832) (40,832
Exercise of Stock Options 132,80C 1,327 235,471 - - - 236,79¢
Foreign currency translation loss - - - - (2,088,408 - (2,088,408
Change in fair value of forward contracts - - - - 51,509 - 51,50¢
Stock issued through Employee Stock Puiase plan 19,915 200 54,465 - - - 54,665
BALANCE AT SEPTEMBER 30, 2008 10,784,71:$ 107,84'$  16,709,20:$ 7,93%95$%  (3,362,87C$ (2,404,337 $ 18,988,53

See accompanying notes to consolidated financial statements



HAUPPAUGE DIGITAL, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

Cash Flows From Operating Activities:

Net income (loss)

Adjustments to reconcile net incomeloss) to net cash
Provided by (used in) operating activities:
Depreciation and amortization
Inventory reserve
Bad debt resene
Sales reservenet
Stock compensatiorexpenseemployees
Stock compensatiorexpensedirectors
Deferred tax benefit
Other non cash items

Changes in current assets and liabilities:

Accounts receivableand other non trade receivables
Inventories

Prepaid expenses and other current assets
Accounts payable

Accrued expenses and income xa&s

Total adjustments
Net cash provided by operating activities

Cash Flows From Investing Activities:
Purchases of property, plant and equipment

Net cash used in investing activities

Cash Flows From Financing Activities:
Proceeds from employee stock purchases
Purchase of treasury stock

Net cash provided by financing activities

Effect of exchange rates on cash

Net increase in cash and cash equivalents
Cash and cash equivalents, beginning of year

Cash and cash equivalents, end of year

Supplemental disclosures:
Income taxes paid

See accompanying notes to consolidated financial statements

Years ended September 30,

2008 2007 2006
($3,088189 $5,305,38:¢ $2,409,61:
266,85¢ 213,207 195,08¢
930,00C 450,00( 265,947
450,00( 20,00C 120,00C

- 166,921 -

795,912 501,86¢ 356,28€
126,00C - -
(529,995 (1,490,689 -
7,938 (26,526 (1,710)
13,969,36¢ (8,443,712 (3,204,852
355,69¢ (3,344,225 (364,908
(290,831 92,64¢ 192,23(
(10,228,301 8,623,90¢ 1,260,67-
1,922898 1,484, 24 1,435,13¢
7,775546 (1,752,355 253,88
4,687,357 3,553,02¢ 2,663,49¢
(291,025 (346,417 (282,283
(291,025 (346,417 (282,283
291,463 776,31( 264,424
(40,832) (605,554 -
250,631 170,75¢ 264,42/
(2,036,899 (816,652 (1,192,089
2,610,064 2,560,71¢ 1,453,54¢
11,581,657 9,020,94: 7,567,39:
14,191,72; 11,581,65 9,020,94
375,43 273,71 12,526




1. Summary of Significant Accounting Policies

Principles of Consolidation

The consolidated financial statementsinde t he accounts of Hauppauge Di
wholly-owned subsidiaries, Hauppauge Computer Works, Inc., HCW Distributing @odoHauppauge

Digital EuropeSarl, its branch Hauppauge Digital Europe Ireland and Hauppauge Digigp&sirar | 6 s
wholly-owned subsidiaries, Hauppauge Digital Asia Pte Ltd, Hauppauge Computer Works, GmbH, Hauppau
Computer Works, Ltd., and Hauppauge Computer Works . All-zaerpany accounts and transactions have
been eliminated.

Nature of Business

Hauppauge Digital, Inds a developer of analog and digital T¥herproducts for the personal computer

market. Through its Hauppauge Computer Works, Inc. and Hauppauge Digital Barbgébsidiaries, the
Company designs, develops, manufactures and nsaaketog, digital and other types of Thess that allow

PC users to watch television on a PC screen in a resizable window, and enables the recording of TV shows t
PCs hard disk, digital video editing, video conferencing, and the display of digd& stered on a computer

to a TV set via a home network. The Company, incorporated in Delaware in August 1994, is headquartered
Hauppauge, New York, with administrative offices in Luxembourg, Ireland and Singapore and with sales
offices in Germany, Lodon, Paris, The Netherlands, Sweden, Italy, Spain, Singapore, Taiwan and California.

The Companyds products fall under three product

e Analog TVtunes
e Digital TV tuness, and combination analog and digital Tivies
e Other non TVtunerprodtcts

The Companyos a ntanerprgduct ermdbledamgng otleet thingsya PC user to watch TV in a
resizable window on a PC.

The Company 0 stunerprddects enaldenamond &ther things, a PC user to video conference, watct
and listento PC based videos, music and pictures on a TV set through a home network, and record TV shows
on a PC for playback on portable video players.

Product Segment and Geographic Information

The Company operates in one business segment, which is the desetpmarketing and manufacturing of
analog and digital TWunerproducts for the personal computer market. The products are similar in function anc

share commonality of component parts and manuf ac
soldor can be sold, by the same retailers and di st
al so sells the Companyds TV tuner products dire

lines under the functional categories olmg TV tuness, digital TV and combination digital and analog TV
tuness and other non TV tuner products. Sales by functional category are as follows:



Twelve months ended September 30,

2008 2007 2006
Product line sales
Analog sales $ 10,561,53t $ 45571,13 $62,767,57!
Digital 74,371,847 63,385,21¢ 33,075,91¢
Other non TV tuners products 4,767,64¢ 1,939,66( 1,818,83¢
Total sales $ 89,701,02¢ $ 110,896,01 $ 97,662,32!

The Company sells its product through a domestic and international network of distributors and retailers. Net
sales to international and domestic customers were approximatlaid48%, 44% and56%, and54% and
46% of total sales for the years ended September 30, 2008, 2007 and 2006, respectively.

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

Sales to: 208 2007 2006
The Americas 48% 56% 46%
Northern Europe 9% 12% 18%
Southern Hrope 14% 8% 9%
Central and Eastern Europ 26% 21% 24%
Asia 3% 3% 3%
Total 100% 100% _100%

Net long lived assets located in the United States, Europe and Asia locations were approxéatedysrand
10% of total netlong lived assets, respectively, at September 308,20 75%, 15% and 10% , respectively ,
at September 30, 280

Use of Estimates

In preparing financial statements in conformity with accounting principles 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 date of the financial
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 recurring basis and records the effect
any adjustment&hen 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 or less to be cash equivalents.
Concentrations of @edit 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 of the FDIC insurance limit.
Concentration of credit fkswith 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

Concentrations of Credit Risk (Continued)

it has a material cono&ation 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
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evaluations of its customers and generally does not recpliegeral. The Company maintains allowances to
cover potential or anticipated losses for uncollectible amounts.

Shipping and Handling Costs
The Company records all shipping and handling charges in Cost of Sales.
Revenue Recognition

The Companysells through a sales channel which consist of retailers, PC manufacturers and distributors. The
majority of the Companydés customers are granted
majority of customers typically given 30 to 45ydaayment terms. Those customers deemed as large credit risks
either pay in advance or issue the Company a letter of credit.

The Company requires the customer to submit a purchase order to the Company. The price of the product &
payment terms are fixigper the terms of the purchase order. Upon shipment of the order to the customer, the
title to the goods is passed to the customer. The customer is legally obligated to pay for the order within the
payment terms stated o nThedblgationdcsinswente bdarsls apdihe costafsamy
pilferage while in the customerds possession i s
hybrid video recorders or digital computer boards that are stocked on the shelgtslefs and are subject to

the normal consumer traffic that retail stores attract. Aside from normal store promotions such as

advertisements in the st or edblgatienitorassistlindhe resale of he Co mp
products.
The Company offers some of its customers a right

48 Revenue Recognition when Right of Return EXxists, as typically at the end of everytheattempany,

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 exercises s
judgment with regard to éhhistorical data when calculating the 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 also participates in limited coabezetsiag
programs with retailers and distributors and accounts for these in accordance with®IT&=,01 1 Ac c o u nt
Consideration Given by a Vendortoa Custome( | ncl udi ng a Resell er of th

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 purchase. The warranty does not aoydosses or damage that occur as a
result of improper installation, misuse or neglect and repair or modification by anyone other than the Compar
or its authorized repair agent. The Company accrues anticipated warranty costs based upon historical
percenhnges of i1 tems returned for repair within one
product under warranty has been minimal and the warranty reserve has not been material.

Inventories
Inventories are valued at the lower of cost (prinitypaverage cost) or market. A reserve has been provided to

reduce obsolete and/or excess inventory to its net realizable value.
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Property, Plant and Equipment

Depreciation of office equipment and machinery and amortization of leasehold impréesésriEovided for
using both accelerated and straight line methods over the estimated useful lives of the related assets as follo

Office Equipment and Machinery: 5 to 7 years
Leasehold improvements: Asset life or lease term, whichever is shorter

Income taxes

The Company follows the liability method of accounting for income taxes. Deferred income taxes are recorde
to reflect the temporary differences in the bases of the assets or liabilities and their reported amounts in the
financial statements.

Long-Lived Assets

Long-lived assets, such as property and equipment, are evaluated for impairment when events or changes in
circumstances indicate that tharying 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
Experditures for research and development are charged to expense as incurred.
Foreign Currency Translations and Transactions

The Companyds Asi an s ub sionandaesults of opepatonstinsthe irepostingf i n a n
currency of the Company.

The financial position and results of operations
Euros as the functional currency. Assets and liabilities of these saresdire translated at the exchange rate

in effect at each period end. Income statement accounts are translated at the avehageg#te year

Translation adjustments arising from the translation to U.S. Dollars at differing exchange ratetudee in

the accumul ated other comprehensive income (|l oss
from transactions that are denominated in currencies other than Euros are included in earnings as a compor
of other income. Th€ompanyhad a translation loss of $1,257,918 recorded on the balance sheet as of
September 30, 2007. For the twelve months ended September 30, 2008 the Company recorded on the balat
sheet deferred translation losses of $2,088,408 resulting in atrandbss of $3,346,326 recorded as a
component of accumulated other comprehensive income as of September 30, 2008.

Derivatives and Hedging Activities

For each of the three fiscal years ended September 30, 2008, 2007 and 2006, at least 4C% aftha ny 6 s

sales were generated by its European subsidiary and were invoiced and collected in local currency, which w

primarily the Euro. On the supply side, since the Company predominantly deals with North American and

Asian suppliers and contractmas f act ur er s, approxi mately 90% of
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support its European sales are purchased and paid in U.S. Diflarsombination of sales billed in Euros
supported by inventory purchased in U.S. dollars results insanab of a natural local currency hedge.
Consequently, the Companyo6s financi al resul ts ar
Euro to U.S. Dollar exchange rates.

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

The Companyloes not try to hedge against all possible foreign currency exposures because of the inherent
difficulty in estimating the volatility of the Euro. The contracts the Company procures are specifically entere
into to as a hedge against fordeadsor existing foreign currency exposure. The Company does not enter into
contracts for speculative purposes. Although the Company maintains these programs to reduce the short terr
impact of changes in currency exchange rates, long term strengtbemiegkening of the U.S. Dollar against
the Euro i mpacts the Companyo6s sales, gross pro
i mpact the effectiveness of the Companyds hedgin

¢ volatility of the currency markets
¢ availability of hedging instruments
e accuracy of the Companyobs i nventory forecast

Additionally, there is the risk thats praductsiessn exc
competitive in foreign markets, which would subs

As of September 30, 200e Companyad foreign currency contracts outstanding of approximately
$14 359,000 against the delivery of the Euro. Thesetractexpireeach month through February 2009.

T he Co mgeaumyng molicies for these instruments designate such instruments as cash flow hedging
transactions. Th€ompanydoes not enter into such contracts for speculative purpbsesCompan records

all derivative gains and | osses on the balance s
AAccumul ated ot her compr e h e esefitlp,644 hnd $68,508 as of\Septecnher a
30, 2008 and 2007, respectiyel

Fair Value of Financial Instruments

The carrying amounts of certain financial instruments, including cash, receivables and accounts payable,
approximate fair viae as of September 30, 2008 and 2007 because of the relatively short term maturity of the:
instruments.

Net income (loss) per share

Basic net income (loss) per share includes no dilution and is computed by dividing net income (loss) by the
weighted average number of shares of Common 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
exercise of stock options. A reconciliatiohtlee shares used in calculating basic and diluted earnings (loss) per
share follows:
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Years ended September,30

2008 2007 2006
Weighted average Common Stock outstandiagic 9,969,939 9,862,655 9,593,050
Common Stock equalentsstock options - 505,120 426,464
Weighted average shares outstandiigted 9,969939 10,367,775 _ 10,019,514

Options to purchase 1,767,744, 540,250 and 193sBes of Common Stock at prices ranging $1.05 to

$8.75, $4.67 to $8.75 and 4.13 to $8.75, respectively, were outstanding as of September 30, 2008, 2007 an
2006, respectively, but were not included in the computation of diluted net income per sbamandn Stock
because they were adwdilutive.

Stock Based Compensation

The Company foll ows-BaksAS Naymeh3iR,0 i Shere the f
determined using the Blackcholes valuation model and such fair value degeized as an expense over the
service period, net of estimated forfeitures.

The Company had as of September 30, 2008 options issued from four incentive option plans and one non
gualified option plan. These options typically vest over a periodwftb five years. Options granted
Ssubsequent to the Companyds October 1, 2005 adop
fair value for these options was estimated at the date of grant using a®8laales option pricing model with

the following weighted average assumptions based
Stock option granassumptions: 2008 2007 2006
Weighted average fair value of gran  $1.02 $3.40 $1.89
Risk free interest rate 4.25% 4.25% 4.25%
Dividend yield - - -
Expected volatility 50% 50% 50%
Expected life in years 7 7 7

As of September 30, 2008, there was $1,302,413 of total unrecognized compensation expense net of estima
forfeitures, related to nevested share based compensation arrangements which is expected to be recognized
over a weighed average period of 3.75 years. The total fair value of shares vested during the years ended
September 30, 2008, 2007 and 2006 w&g5P12 and $501,868 and $356,286. For September 30, 2008, 2007
and 2006 stock compensation expense of $522,168, $316,292 and $263,363 have been recorded to SG&A
expense and $273,744, $185,576 and $92,923 have been recorded to research and dexgiemsent

In recognition that stock compensation is a-oash expense, the effect of expensing options had no affect on
the Companyds cash fl ow. However, it wascashdeml ec
which was added back ihé determination of cash flows from operating activities.

A summary of t hesteCahargs asrofySepemben 80n2008 and changes during the twelve
months ended September 30, 2008 is presented below:
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Weighted

Grant date
Shares Fair value
Non-vested as of October 1, 200 691,875 $ 2.98
Granted 144,500 1.02
Vested (215,232) 2.30
Non-vested as of Septemb30, 208 621,143 $ 2.76

Accrued expensedicensing fees

The Companyses technology licensed from third parties in certain products. The Company enters into
agreements to license this technology, and in return for the use of the technology, the Company pays a licen:
fee for each wunit s ol ltholdgy &@he licensing anoodné per unittvaieslby liceasors o
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.

The licensing fees accounted for as a component of product cost and are charged to cost of sales. The
Company accrues a |licensing fee for each unit s

Recent Accounting Pronouncements

In December 2007, the FASB issued SFASNol1 6 0, A Noncont msolldated Rimancialnt er e ¢
Statements, an amendment of @EASHNa. 460)i SFAS NR.€e@0e ar c h
establishes accounting and reporting standards for ownership interests in subsidiaries held byheartes

the parent, changes in a parentdés ownership of a
consolidated net income attributabletthe par ent and the noncontrolling i
interest while the @rent retains its controlling financigiterest and fair value measurement of any retained
noncontrolling equity investment. SFAB. 160 is effective for financial statements issued for fiscal years
beginning after December 15, 2008, and interim penattsn those fiscal years. Early adopties prohibited.

The Company must adopt these new requirements in its first quarter of fiscalN2@d@gement does not
expectSFASNo0.16@ o have a material impact on the Compan

In December 2007, theA<SB approved the issuance of SFAS No.
(ASFAS No. 141K). SFAS No. 141R establishes principles and requirements for how the acquirer in a busine:
combination recognizes and measuregdtimancial statements the identifiable assets acquired, the liabilities
assumed, and any controlling interest; recognizes and measures the goodwill acquired in the business
combination or a gain from a bargain purchase; and determines what informatiscidse to enable users of

the financial statements to evaluate the nature and financial effects of the business combination. The provisi
for SFAS No. 141R are effective for fiscal years beginning after December 15, 2008 and are applied
prospectivelyto business combinations completed on or after that date. Early adoption is not permitted. SFAS
No. 141R is effective for the Company beginning in the first quarter of fiscal 2010. The Company is evaluatir
the impact of SFAS No. 141R on its result®pérations and financial condition

In September 2006, the FASB issued Financial Accounting Standards (SFASBND., AFair Valu
Measurement, o0 which defines fair valwue, establis
disclosures regardingssets and liabilities measured at fair valueFebruary 2008, the FASB issued FASB

Staff Position (FSP) 152, A Appl i cati on d57 toFFASB BtatSeat NS erel Other N o .
Accounting Pronouncements That Address Fair Value Measurememsrfoses of Lease Classification or
Measur ement underls7/Q)tandFeb&Eant ABfof € &-tSiPve Dat €l 50f0 F/
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(FSP157-2). FSP157-1 amends SFA357 to remove certain leasing transactions from its sc6&157-2

delays the effective date of SFAS7 for all nonfinancial assets and nonfinancial liabilities, except for items
that are recognized or disclosed at fair value in the financial statements on a recurring basis (at least annuall
until the beginningofth€E o mpany 6s f i r st Ghe ameasueemenivahd disdlosucea | 2010
requirements related to financi al assets and fin
fiscal 2009. The Company does not expect that the adoption of SIFEASwill have a material impact on its
consolidated financial position, results of operations or cash flows.

Il n March 2008, t he F ASdbsuresabaueDadriva&ivemStrumeats and Hedging fi
Activities- An Amendment of FASB Statement Nb.3 3fi8FA$ No. 16D). SFAS 161 requires enhanced
gualitative disclosures about objectives and strategies for using derivatives, quantitative disclosures about fai
value amounts of and gains and losses on derivative instruments, and disclosures diboiskaetated

contingent features in derivative agreements. SFAS 161 is effective for financial statements issued for fiscal
years and interim periods beginning after November 15, 2008. The Company is currently evaluating the impa
of SFAS 161 on itsansolidated financial statements

Reclassifications
Certain reclassifications have been made to the prior period consofidatecial statements to conform to the
current year presentation.

2. Accounts receivable
Receivables consist of:

. Trade reeivables from sales to customers

. Receivables pertaining to component parts purchased from the Compaitg bgntract
manufacturers which are excluded from sales

o General services tax (GST) and value added tax (VAT) reclaimable on goods edrolidke
Companyods Asian and European | ocations
Allowances, consisting of sales and bad debt

. Other minor non trade receivables

Attached below is a listing by categorytohh e C o mgcauntyrécsivable as of September 308 20@
2007.
As of September 30,

Receivable detail: 2008 2007
Trade receivables $ 11,668,21 $ 19,324,56!
Allowances and reserves (4,735,814  (4,285,814)
Nettrade receivables 6,932,40( 15,038,75:
Receivable from contract manufacturers 1,795,22¢ 6,673,021
GST and VAT taxes receivables 484,08¢ 1,912,49;
Other 36,74¢€ 43562
Total other non trade receivables $ 2,316,05 $ 8,629,07
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3. Inventories
Inventories consist of the following:

September 30,
2008 2007

Component Parts $ 4,561,140 $ 6,298,489
Finished Goods 7,675,026 7,223,375

$ 12,236,166 $ 13,521,864
4. Property, Plant and Equipment
The following is a summary of property, plant and equipment:

September 30,

2008 2007
Office Equipment and Machinery $ 3,492,520 $ 3,151,570
Leasehold Improvemesit 115,870 115,971
3,608,390 3,267,541
Less: Accumulated depreciation and amortization (2,839,102) (2,522,420)

$ 769,288 $ 745,121

Depreciation and amortization expense total&2b@358 $213,207and $#95080for the years ended
September 30, 2@) 2007 and 20®, respectively

5. Accrued Expense$ Licensing Fees

The Company recognizesd estimates the amount of licensing fees owed to third parties based on produc
sold that include software and technology licenfsech these third parties. The following is a summary of the
changes i n actrieed Ruemgdacansing tees for the years ended September 30, 2008 and 2007:

Balance as ofSepember30, 2006 $ 5,481,005
Deductlicensespaid (2,544,491)
Add licenses accrued 2,890,842
Balance as aBepember 30, 2007 $ 5,827,356
Deductlicensespaid (1,190,320)
Add licenses accrued 3,315,208
Balance as of Seginber 30, 2008 $ 7,952,244

During fiscal year 2008, the Company identified $2,861 of license accrual amounts that were no longer
considered to be owed to third parties. Certain amounts should have been adjusted in a prior year however 1
such adjustments were made in that prior year. As a result, the Company recorded arcofracteyror in

the first quarter of 2008, which resulted in a decrease to accrued exphrmesing fees and a decrease to cost

of sales of approximately $273,000his adjustment was a correction to a period prior to those presented
herein.The Compay did not deem this adjustment to be material to any prior years based upon both
guantitative and qualitative factor¥his matter was not corrected for periods prior to October 1, 2008 due to
the immateriality of the effects of this in earlier yeans.adldition the Company reduced its accrued expénses
licensing fees by approximately $1,190,000 relating to amounts that were previously accrued for and were nc
considered to no longer represent an accrued expense for the Company due to a changermple €y 6 s

estimate.
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6. Income Taxes

The Company6s income tax provision consists of t
Years ended September 30,
2008 2007 2006
Current tax expense:
State income taxes $ 25,000 $ 38,000 $ 20,000
Foreign income taxes 267,422 146,767 110,240
Federal income taxes due to AMT - 108,343 60,000
Total current tax expense 292,422 293,110 190,240
Deferred tax (benefit)
Federal (474206 (1,351,695) -
State (55,789 (138,994) -
Total tax provision (benefit) $(237573 $(1,197,57% $ 190,240
Components ofleferred taxes are as follows:
Years ended September 30,
_2008 _2007
Net operating loss feign $ 475693 $ 475,693
Sales reserve 380,764 380,764
US Inventory obsolescence 874,000 520,600
Allowance for bad debts 338,200 167,200
Vacation accrual 24,588 24,588
Warranty reserve 9,158 9,158
263 A inventory capitalization 83,517 55,114
Depreciation 4,834 7,122
Goodwill 135,376 155,896
AMT credit 170,247 170,247
R&D credit 407,971 407,971
Subtotal 2,904,38 2,374,353
Valuation allowance (883664 — (883.,664)
Net deferred tax assets $ 2020684 $ 1,490,689
The deferred tax assets and the offsetétngt val uati on all owance is attr.i

operationsFor the threefiscal yeareended September 30,200h e Companyod6s dasmast i c
taxable income As of September 3®007, the Companyevaluated the future readiion oft he Co mp a n
deferred tax assets and the corresponding valuation allowance. The Company took into consideration:

o thetaa bl e i ncome odomdstlt eper@tionsop therlagtthiee years
. anticipated taxable income for d¢el 2008
o the utilization in fiscal dbatitnetoperatindless aareyroaviard d e

After evaluating the circumstances listed above, ittwiise  C o ropiraonty rédsice the deferred tax
valuation allowance by $3,010,258sulting in a tax benefit for fiscal 2007 of $1,490,689.

As of September 30, 2008, t he Comp andomdstanetopetating i z
losses. As of September 30, 2008 the Company had tax credit carry forwards for research and developmer
expenses totaling $408,000 (which expire between 2010 and &ich) have a full valuation allowance

recorded against them.

No provision has been mador income taxes on substantially all of the undistributed earnings of the
Companyo6s foreign subsidiaries of approxi mately
to indefinitely reinvest such earnings.
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The difference between the actual income tax provision (benefit) and the tax provision (benefit) computed by
applying the Federal statutory income tax rate of 34% to the income before incomattalutable to the
following:

Years ended September 30,

_208 2007 2006
Income tax expense at federal statutory rate $ (1,130,759 $ 1,396,654 $ 883,95C
Increase (dcreasg in deferred income tax valuation allowance - (3,010,253) (909,928)
Change in estimate of prior year income taxes 79,438 42,674 137,108
Pemanent differencebfe insurance 1,360 4,420 2,550
Permanent differencesompensation expense 270,610 170,635 -
Permanent differencesgther 1,700 (49,594) 1,190
State income taxes, net of federal benefit (39,28) (53,376) 108,982
Foreign earnings taxed at rates other than the federal statutory 544782 301,261 (33,612)
Other 34,585 - -
Taxes (benefit) on income $ (237573) $(1,197,57¢ $190,240

The Companyds Luxembourg cohpohasebmnicéantheofem
customers. The Company has separate domestic and foreign tax entities, with the Luxembourg entity paying
royalty fee to the Companyb6és domestic operation

Net of royalty fees chargedtoh e Company 6s European subsidiary,

a pretax loss of #509998for the year ended September 30, 2008 and a pre tax profg,@32859and
$2,134,157, respectively, for the years ended September 30, 2000a6d.20 The Companyo6s
operations had pretax net incoff@ss)net of royalty feesf $(815764), $475346and $465,695, respectively,
for the years ended September 30, 2008, 2007 and 2006.

7St ockhol dersé Equity
a. Treasury Stock

The Companyb6s Boar d stdck rEpurchase pragramhichalpwsrfon theseepurclrasef
1,200,000 sharasmder the planAs of September 30, 2008, the Company held 759,579 treasury shares
purchased for $2,404,337 at an average purchaseqf approximately $3.17 per share

b. Stock Compensation Plans

In August 1994, the Company adopted an Incentive Stock Option Plan ("ISQ"), as defined in section 422(A) c
the Internal Revenue Code. Pursuant to the ISO, 400,000 options may be fimangeto ten years with

exercise prices at the fair market value of the Common Stock at the date of the grant, subject to adjustment .
provided in the plan. As of September 30, 2008, 2007 and 2006, 33,867, 33,867 and 45,867 options were
outstanding, respectively, ranging in prices from $1.35 to $2.54.

On December 14, 1995, the Board of Directors authorized the adoption of the 19gRibldied Stock Option

Plan (the "1996 NolQu al i fi ed Pl an") which was derpop Mavch & d99G v t

The 1996 NorQualified Plan authorizes the grant of 500,000 shares of Common Stock, subject to adjustment

as provided in the plan. The plan terminated on March 5, 2006. This plan does not qualify for treatment as ar

incentive stocloption plan under the Internal Revenue Code. There are various tax benefits which could accrt
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to the Company upon exercise of Aqumalified stock options that may not be available to the Company upon
exercise of qualified incentive stock optioi$ie purpose of the plan is to provide the Company greater
flexibility in rewarding key employees, consulta
resources. As of September 30, 2008, 2007 and 2006, 186,975, 248,975 and 285,95 samgiiiog in prices

from $1.08 to $4.13 were outstanding under the 1996 Qiaalified Plan.

On December 17, 1997, the Companyb6s Board of Dir
plan (A1997 |1 S0O0) pur deamalRevenuedCode.e This planwasa@pdved by the t h
Companyod6s stockholders at the Companyds Mar ch 1
as adopted authorizes the grant of up to 700,000 shares of Common Stock, subject to adjustovatedsp

the plan. This plan terminated on December 16, 2007. The option terms may not exceed ten years. Options
cannot be granted at less than 100% of the market value at the time of grant. Options granted to employees \
own more than 10% ofthe Compg 6 s out st anding Common Stock cannc
market value at the time of grant. As of September 30, 2008, 2007 and 2006, 270,610, 300,960 and 375,785
options were outstanding with exercise prices from $1.08 to $ 8.75.

The Comany6s Board of Directors, on May 9, 2000, ad
(the A2000 Plano). This plan was approved by the
stockhol dersd meeti ng. Ttraet retainrapdonotyatedkéy emnphogees2drdridrs P
and noremployee consultants.

The 2000 Plan as adopted reserves 500,000 shares of Common Stock to be issued pursuant to stock option:
grants or other awards, subject to adjustment for any mergegarepation, consolidation, recapitalization,

stock dividend, stock split or any other changes on corporate structure affecting the Common Stock. This plai
to be administered by the Board of Directors. Grants of awards temptoyee directors requitke approval

of the Board of Directors.

The 2000 plan allows the granting of options as either incentive stock options-gualdied options. Non
employee directors and n@mployee consultants may only be granted-RQumalified Stock Options. Inceame

stock options are priced at the market value at the time of grant and shall be exercisable no more than ten ye
after the date of the grant. Incentive stock options granted to employees who own 10% or more of the
Companyds combi n e tlhe granted atlgss tham W€% of themarket value at the time of
grant. Nonqualified options shall be granted at a price determined by the Board of Directors, or a committee
thereof, and shall be exercisable no more than 10 years and one month gitentthEhe aggregate fair market
value of shares subject to an incentive stock option granted to an optionee in any calendar year shall not exc
$100,000. As of September 30, 2008, 2007 and 2006, 202,667, 208,667and 259,142 options were outstand
from this plan ranging in prices from $1.05to $5.78.

The Companyds Board of Directors on May 16, 200
(the A2003 Plano). This plan was appr ov 2003abhnyal t h
stockhol dersd meeting. The purpose of the 2003
performance based incentives to attract and retain the services of key employees, Directoreamdayee
consultants of the Company andnotivate such individuals to put forth maximum efforts on behalf of the
Company.

3
e
P

The 2003 Plan as adopted reserves up to 500,000 shares of Common Stock to be issued pursuant to stock
options grants or other awards, subject to adjustment for any me@eyanization, consolidation,
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recapitalization, stock dividend, stock split or any other changes on corporate structure affecting the Commor
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 composed of two or more memberswhoaremop | oyee Directors (t
Grants of awards under the 2003 Plan to-employee rectors require the approval of the Board of Directors.
On September 5, 2006 the Companyds Board of Dire
of shares of Common Stock authorized and reserved for issuance under the plan by an dda@®0ab
shares. The amendment was approved by the Compan
Annual Stockholders Meeting.

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

time, butno amendment, suspension or discontinuation shall be made which would impair the right of any
hol der without the holderdés consent. Subject to
amend the 2003 Plan to take into account chaimgesv and tax and accounting rules, as well as other
developments. The Board or the Committee may institute loan programs to assist participants in financing th
exercise of options through full recourse interest bearing notes not to exceed the s@igtatan plus all
applicable taxes in connection with the acquisition of shares.

This plan allows the granting of options as either incentive stock options -@uadified options. Non

employee directors and n@mployee consultants may only be gramtied-Qualified 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 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 shall be granted at a price determined by the Board of Directors and shall be
exercisable no more than 10 years and one maifter the grant. The aggregate fair market value of shares
subject to an incentive stock option granted to an optionee in any calendar year shall not exceed $100,000. A
fair value at the time of grant that exceeds $100,000 in any calendar year Ww#él d@émed as incentive stock
options.  As of September 30, 2008, 2007 and 2006, 1,073,625, 932,125 and 468,000 were outstanding fr
this plan ranging in prices from $1.64to $ 7.45.

The Board or the Committee may grant options witelead feature. A reload feature shall only apply when

the option price is paid by delivery of Common Stock held by the optionee for at least 12 months. The
agreement for options containing the reload feature shall provide that the option holder sival] rec
contemporaneously with the payment of the option price in Common Stock, a reload stock option to purchase
the number of Common Stock equal to the number of Common Stock used to exercise the option, and, to the
extent authorized by the Board or then@oittee, the number of Common Stock used to satisfy any tax
withholding requirement incident to the underlying Stock Option. The exercise price of the reload options she
be equal to the fair market value of the Common Stock on the date of grantalbttteaption and each reload
option shall be fully exercisable six months from the effective date of the grant of such reload option. The ter
of the reload option shall be equal to the remaining term of the option which gave rise to the reloadNaption.
additional reload options shall be granted to optionees when Stock Options are exercised following the
termination of the optioneeds employment. Subj e
the option shall be equally applicaltethe reload option.

Stock Appreciation Rights may be granted in conjunction with all or part of any stock option granted under the
2003 Plan or independent of a stock option grant. Stock Appreciation Rights shall be subject to such terms &
conditions as shall be determined by the Board or the Committee. Upon the exercise of a Stock Appreciation
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Right, a holder shall be entitled to receive an amount in cash, Common Stock, or both, equal in value to the
excess of the fair market value oviee option exercise price per Common Stock. Shares of Restricted Stock
may also be issued either alone or in addition to other amounts granted under the 2003 Plan. The Board or t
Committee shall determine the officers, key employees anémpuoyee cosultants to whom and the time or
times at which grants of Restricted Stock will be made, the number of shares to be awarded, the time or time
within which such awards may be subject to forfeiture and any other terms and conditions of the awards. Lon
tem performance awards (or AAward) may be awarded
the 2003 Plan. The Board or the Committee shall determine the nature, length, and starting date of the
performance period which shall generally béast two years. The maximum award for any individual with
respect to any one year of any applicable performance period shall be 100,000 shares of Common Stock.

Upon a Change in Control as defined in the 2003 Plan, but only to the extent determme@bsrd or the
Commi ttee, stock options, stock appreciation rig
provided that no award granted to an employee of the Company shall vest or be exercisable unless the
empl oyeeds e mipdted witime 24 months from e date of the Change in Control, (as defined in
the 2003 Plan) unless the employee is terminated for Cause, as defined in the 2003 Plan or if the employee
resigns his employment without Good Reason, as defined in the 2803®herwise, the Award shall not vest
and be exercisable upon a Change in Control, unless otherwise determined. The employee shall have 30 da
from after his employment is terminated due to a Change in Control to exercise all unexercised Awards.
Howe\er, in the event of the death or disability of the employee, all unexercised Awards must be exercised
within twelve (12) months after the death or disability of the employee.

The Companyds Board of Director s Puchaseway. THs planazvas) 0
approved by the Companyos stockhol dersdé at the
plan is intended t o-timperemployedsan dophoetuni tomuyrchase am swndrahip |
interest in theCompany through the purchase of Common Stock. The Company had reserved 100,000 shares
Common Stock for issuance under the plan. This plan is to be administered by the Board of Directors.
Employees who have completed six months of employment and wtkomare than 20 hours per week for

more than five months in the year are eligible to participate in the plan. The employee may elect to payroll
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
purchase shares of Common Stock if such employee would own shares or holds options to purchase shares
which would cause the employee to own mbant5% of the combined voting power of all classes of stock.
Nonre mpl oyees are not eligible to participate. The
maximum number of shares that may be issued in any quarterly offering is 10,80@}issued shares from
prior offerings whether offered or not. At the C
Companyds stockhol dersdéd approved an increase in
plan terminatondt e t o December 31, 2004. At the Compan
the Companyds stockhol dersd approved an increase
the plan termination date to December 31, 2006. OnMay22 006 t he Companyo6s Bo.
approved a third amendment to the plan increasing the number of shares available to 420,000 and extending
expiration date of the plan to December 31, 2010
stockholé r s at the Companyds October 17, 2006 annu.
2007 and 2006, 175,324, 155,409 and 142,736 shares of Common Stock were purchased under this plan.

A summary of the st at ons plang as of SdptemberG® 20P8a 2097 @red 2G06 ande
changes during the years ending those dates is presented below:
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Weighted

Weighted Weighted average
Average Average contracted Aggregate
Exercise Non Exercise ermt intrinsic
1SO Price Qualified Price (years) value
Balance at Septeber 30, 2005 1,159,119 $2.91 332975 $4.02
Granted 136,000 3.40 50,000 3.38
Exercised (87,462) 1.61 (24,935) 1.38
Forfeited (58,863) 3.28 (12,065) 1.50
Balance at September 30, 2006 1,148,794 $ 3.05 345975 $ 4.24
Granted 510,250 5.98 - 3.38
Exercised (183,425) 2.25 (37,000) 3.10
Balance at September 30, 2007 1,475,619 $ 4.16 308975 $ 3.24
Granted 144,500 1.79 - -
Forfeited - - (28,550) 2.36
Exercised (39,350) 2.29 (93450 2.36
Balance at September 30, 2008 1,580,769 $ 3.99 186,975 $ 353 5.76 $(4,731,394)

(]

Options exercisable at September 30, 200 959,626 $3.44 186,975 $ 3.53 28 $(2,553934)

The aggregate intrinsic value of options exercised during the years ended September 30, 2008 and 2007 wa
approximately $309,000 and $1,002,000.

The following table summarizesformation about stock options outstanding at September 30, 2008:

Options Outstanding

Range of Weighted Agera Weighted Options Exercisable Weighted
Exercise Number Remaining Average Number Average
Prices Outstanding Contractual Life (in years) Exercise Price Exercisable Exercise Price
$ 135 10,000 0.10 $ 135 10,000 $ 135
1.87 3,200 0.24 1.87 3,200 1.87
2.07 9,000 0.57 2.07 9,000 2.07
2.54 40,000 0.67 2.54 40,000 254
2.25 8,200 0.45 2.25 8,200 2.25
3.87 10,000 0.53 3.87 10,000 3.87
3.94 92,402 0.33 3.94 92,402 3.94
2.82 60,000 0.16 2.82 60,000 2.82
8.75 20,000 0.64 8.75 20,000 8.75
5.25 41,900 0.83 5.25 41,900 5.25
5.78 34,600 1.80 5.78 34,600 5.78
4.13 37,500 2.08 4.13 37,500 4.13
1.38 43,050 1.25 1.38 43,050 1.38
1.05 48,000 3.00 1.05 48,00 1.05
3.05 40,000 4.75 3.05 40,000 3.05
1.08 146,267 3.04 1.08 146,267 1.08
3.02t0 3.64 159,125 5.85 3.02t03.64 137,375 3.02t03.64
4.45 30,000 5.50 4.45 30,000 4.45
4.40 16,000 5.75 4.40 16,000 4.40
4.62 70,000 6.43 4.62 100,000 4.62
3.56 90,250 6.88 3.56 42,857 3.56
3.19t03.21 93,500 7.04 3.19t03.21 64,500 3.19 to3.21
4.67 10,000 6.16 4.67 7,500 4.67
5.72 144,750 8.04 5.72 57,750 5.72
4.96 200,000 8.17 4.96 40,000 4.96
7.45 165,500 8.75 7.45 6,500 7.45
1.64 t0 4.39 144,500 9.42 1.64 t0 4.39 - 1.64t0 4.39
1,767,744 1,146,601

c. Stockhol dersd Rights Agreements

On July 19, 2001, t he Coadedpstatkhdder rights plandas seffortibin theeRighto
Agreement, dated as of July 20, 2001 (the "Rights Agreement") between the Company and North American
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Transfer Company as Rights Agent. Pursuant to the Rights Agreement, one Right wa®rssaehl $hare of
Common Stock the Company outstanding as of August 5, 2001. Each of the Rights entitles the registered
holder to purchase from the Company one share of Common Stock at a price of $11.00 per share, subject to
adjustment. The Rights gendyalill not become exercisable unless and until, among other things, any person
acquires 10% to 12% or more of the outstanding Common Stock or makes a tender offer to acquire 10% or
more of the outstanding Common Stock. The 10% threshold will not be applio 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 the Common Stock as of July 19, 2001
were granddthered at a their then current 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.

8. Significant Customer Information

For fiscal 2008, the Company had one customer, Hon Hai Precision Industry Co. LTD, that accounted for
approximately 16% of our sales. For fiscal 2007, the Company had two customers, Hon Hai Precision Indus
Co. LTD and Asuste Computer Inc., which accounted for approximately 24% and 14%, respectively, of thte
Companyods sal es. For fiscal 2006, we had no si
sales.

As of September 30, 280 the Company had thirty twaustomers who accounted for 88% of the net accounts
receivable and twenty two customers waccounted foB0% of theC o0 mp a met dcsountseceivable as
of September 30, 2007.

9. Related Party Transactions

The Company occupies a famillocatedat 91 Cabot Court, Hauppauge, New Ydu its executive offices

and for the testing, storage and shipping of its
the premises (the fA1990 L eas epartnershipwhicmis priacipadlykolwvnedR e a
by Kenneth Plotkin, the Companyds President, Ch

Operating Officer and stockholderof the Company, Dorothy Plotkin, the wife of Kenneth Plotkimd a
stocktolderof the Company and Laura Auppettiee widow of Kenneth Aupperle, a founder and former
President of the Company.he Company is obligated to pay real estate taxes and operating costs of
maintaining the premises subject to the 1990 Lease.

ThelLease ends on August 31, 20drid call for baseentin the first year of theermof $300,000, payable
monthly in the amount of $25,000. Rent is subject to an annual increase of 3% deemnthiEhe execution of
the Lease Amendment was approvedhbyBoard of Directors, following the recommendatioroaf Audit
Committee HCW is obligated to pay for utilities, repairs to fheemises, and taxes during teen.

The Company had amounts payable to this related party for unpaid rent of $48i&AD8667as of
September 30, 2008 and 2007, respectively. Rent expense to related parties and non related third parties
totaled approximately $687,000, $639,000 and $597,000 for the years ended September 30, 2008, 2007 anc
2006 respectively. The Compapays the real estate taxes and it is responsible for normal building
maintenance.
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Minimum annual lease payments to related parties and unrelated third parties are as follows:
Years Ended September 30,

2009 $ 61Q721
2010 511,818
2011 479,570
2012 85,026
2013 0
Total $ 1,687,135
10. Litigation

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

11. Quarterly Information (Unau dited)
The following presents certain unaudited quarterly financial data:

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

Operating Net (Loss) (Loss)
Net Gross Income Income Per Share Per Share

Fiscal 20® Sales Profit (loss) (loss Basic Diluted
First quarter(1) $37,047  $8,141 $2,675  $2,463 $0.25 $0.24
Second quarter 17,513 3,339 (1,590) (1,525) ($0.15) ($0.15)
Third quarter 19,416 3,848 (1,117) (1,118) ($0.12) ($0.12)
Fourth quarter 15,725 2,354 (3,323 (2,908) (%029 ($029)

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

Net Gross Operating Net Per Share Per Share
Fiscal 2007 Sales Profit Income Income Basic Diluted
First quarter $ 29,919 $ 6,818 $ 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 $0.17 $0.16
As t he Companyds sales are primarily t o dedsenalc on s
revenue trends. The Companydés products, which ar
hi storically been stronger during the Companyods
holiday seasonisastrongquag r f or computer equi pment sal es. I n

mostly in the European market, were 52%, 44% and 54% of sales for the years ended September 30, 2008,
and 2006, respectively. D u eurthtfiscal gqulriers(July tb Septenther)canda y
potentially impacted by the reduction of activity experienced with Europe during the July and August summer
holiday period.

(1) During the first quarter of the fiscal year ended September 30, 2008 the angraased its inventory
reserve by approximately $930,000 which was due to the expected loss of a customer program and the
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continued decreases in the analog product market. The Company also decreased its accrued licensing fees
this quarter by gproximately $1,100,000 due ta $827,000 change in estimate and a $273,000 correction of
an error.

As of September 30, 2007, the Company evaluated the future realization of its deferred tax assets and its
corresponding valuation allowance. The Compawoktinto consideratiothetaxa bl e i ncome of t
domestic operationsor the lastthree years anticipated taxable income for fiscal 2008 and the utilization in
fiscal 2007 of the remainder of . tAfiterev@luatingtheny 6s ne
circumstances listed above, it wash e C o ropiraonty rédiice the deferred tax valuation allowance by
$3,010,253, which was reduced by deferred tax expense, resulting in a tax benefit for fiscal 2007 of $1,490,6
The remaimg valuation allowance relates to certain research and development credits and foreign net operat
losses whose realization is not likely.

12. Subsequent events

Effective December 24, 2008ysuant to an Asset Purchase Agreendaied as oDctober25,2008, as
amended by that certain Amendment No. 1 to the A
the Amendment, t he 0 ABGI¥ Systdng, SagrélaxentourygaomeaainBeunytedr)o )
and a whollyownedsubsidiary oburs,acquiredcertainasset@and propertie§ t MAequinéd Assets ) Awdf
Technol ogy, Il nc. (AAvido), a DedCalifermiacerpocatonp or at i o
(APinnacled), Avid Technol ogy GmbH, lawsof Germarty,eAdid | i
Development GmbH, a limited liability company organized under the laws of Germany, and Avid Technology
International BV( c ol | ect i v el The purcHase priteScensisteil®2,500,0)00payablen cash
$2,500,000 payable muwant to Promissory Note, dated December 24, 2008, made payable by the Buyer to
Avid (the ANoteo) and t h &coarediaenwphtthe rtansaaidn, the 8uydr arione
or more of its affiliates are employing certain employeesoaedpying certain facilities located in

Braunschweig, Germany. Pursuant to the terms of the Asset Purchase Agreement, it is contemplated that wi
and the Buyer will also receive certain audited historical financial statements of the Sdikefsquired

Assets areised by the Sellers in the business of, among other thirggdevelopment, manufacture and sale of
personal devices containing a television tuner for receivingttresair, satellite and/or cable television signals
that are used in conjunch with personal computers for personal television viewing.

The principalamount due pursuant to the Note is payabtE2 equal monthly installments of $208,333.33, with
the first such payment due and payable on January 24, 2009. Interest ostdredong principal amount of

the Note is payable at a rate equal to (i) from December 24, 2008 until the Maturity Date (as defined in the
Note), five percent (5%), (ii) from and after the Maturity Date, or during the continuance of an Event of Defaul
(asdefined in the Note), at seven percent (7%). Pursuant to the terms of the Note, the Buyer and its affiliates
are prohibited from (i) declaring or paying any cash dividend, or making a distribution on, repurchasing, or
redeeming, any class of stock or atequity or ownership interest in the Buyer or its affiliates, (ii) selling,
leasing, transferring or otherwise disposing of any assets or property of the Buyer or any of its affiliates, or
attempting to or contracting to do so, other than (a) the sateaftory in the ordinary course of business and
consistent with past practice, (b) the granting of-ardusive licenses of intellectual property in the ordinary
course of business and consistent with past practice and (c) the sale, lease, trarsgfesibodiof any assets

or property (other than the Acquired Assets) with a value not to exceed $500,000 in the aggregate, or (iii)
dissolving or liquidating, or merging or consolidating with any other entity, or acquiring all or substantially all
of the $ock or assets of any other entity.

In connection with the transactions contemplated by the Asset Purchase Agreement, the Buyer, Hauppauge
Digital Europe Sar |l (AHDESO) , and Hauppawmede Comp
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subsidiaryoobur s (col |l ectively, the fASubsidiarieso) and
Agreement, dated December 24, 2008 (the ATSAOQ),
provide each other with certain services relating t@stfucture and systems, order processing and related
matters and systems transition and related matte
for such Services are set forth in the TSA. The term of the TSA shall be until tlee aoiccur of (i) 18

months following the Closing or (ii) termination of the last of the Services to be provided pursuant to the TSA.
The TSA may be terminated by the Subsidiaries at any time upon thirty (30) days prior written notice to the
Sellers andnay be terminated with respect to any particular Service to be provided pursuant to the TSA upon
ten (10) days prior written notice to Seller.

Further, Avid, Avid Technology InternationalB¢ ol | ecti vel y, the fAiConsignor
(collectivelyyt he AConsigneed) entered into an I nventory
2008 (the Alnventory Agreemento). Pursuant to t

obligated to deliver the Consigned Inventory (as definedeririventory Agreement) to the Consignee and the
Consignee is obligated to, as applicable, fill orders from products held as Consigned Inventory before filling
any such orders with products or inventory other than the Consigned Inventory. Upon th€salsgried
Inventory by the Consignee, the Consignee has agreed to pay the Consignor for such Consigned Inventory a
follows: (i) if Consignee sells Consigned I nvent
defined in the Inventory Agesment) for such Consigned Inventory, then Consignee has agreed to pay
Consignor an amount equal to one hundred percent (100%) of the Consignor Cost for such Consigned
Inventory; or (ii) if Consignee sells Consigned Inventory for a price less than theg@am&iost for such
Consigned Inventory, then Consignee has agreed to pay Consignor an amount equal to eighty percent (80%
the sales price for such Consigned Inventory. The term of the Inventory Agreement expires 18 months from
date of execution.

In connection with the transactions contemplated by the Asset Purchase Agreement, Avid, Pinnacle and the
Buyer also entered into an Intellectual Property
Agreement o) . Pur s ua rement, Avid and Binnacke hawesgraotdd the Buger derkin A g
irrevocable, personal, neexclusive, worldwide, fully paid, royaltfree and nosiransferable licenses to certain
copyrights and other intellectual property rights owned by Avid, Pinnacle andeabpe@ctive subsidiaries,

subject to certain termination provisions as set forth in the IP Agreement.

13. Line of credit

On December 12, 2008, Hauppauge C-ownedustibsidiary \®Woourk, s ,
executed a Fourth Ameadd and Restated Promissory Note (the

JPMorgan Chase Bank, N. A. (the ABanko) . The Four
certain Promissory Note dated December 1, 2005, executed by HCW and made tpayebteder of the Bank
(the H@ANoteo), as amended by an Amended and Rest

amended by a Second Amended and Restated Promissory Note dated February 28, 2007 and as further am
by a Third Amended and R&ted Promissory Note dated March 31, 2008e Fourth Amendment, among
other things, reduces the amount HCW is authorized to borrow from the Bank from a principal amount of up
Five Million Dollars ($5,@0,000) to a principal amount of up $&ven Hudred Thousand Dollars ($@,000),
based upon borrowings made under the Fourth Amendment which may be made from time to time by HC

(each, aT hiieL oRwrnNt.h Amendment mat ures on March 3!
payments are due on thMaturity Date, and thereafter on demarndghtil the Maturity Date, Loans made under
the Amendment bear i nterest annually at HCWb6s o]

Amendment) (each, a NEur odol defned inLthee &oudh) Amendmert)i minys t
one percent (1. 0%) IntereshicpayableavithirdBpect to each_.Eoradoliar)Loan at the end
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of one month after the date of such Lo aionofthetiirest il
Interest Period and each Interest Period thereafter, each Eurodollar Loan will be automatically continued w
an Interest Period of the same duration, unless HCW notifies the Bank that it intends to convert a Eurodo
Loan to a Prime Lan or if the Bank is prohibited from making Eurodollar Loans, and with respect to eact
Prime Loan the last day of each calendar month during the term of the Fourth Amendment and on the date
which a Prime Loan is converted to a Eurodollar Loan, unth fiwan(s) shall be due and payable. Interest due
after the Maturity Date shall be payable at a rate of three percent (3%) per annum over the Prime Rate.

In connection with the Fourth Amendment, we agreed that all of the terms and conditions of (i) raumtyCam
entered into with the Bank, dated as of December 1, 2005, and (ii) the Pledge Agreement by and among us
Bank and HCW, dated as of December 1, 2005 (pursuant to which, among other things, we granted to the B
a first priority right of pledgeon approximately twahirds of the outstanding capital shares of Hauppauge
Digital Europe arl), each as amended, restated, supplemented or modified, from time to time and as entel
into in connection with the Note, shall remain in full force and eff@ct apply to the terms and conditions of
the Amendment.

Further, on December 12, 2008, in connection with the Fourth Amendment, HCW entered into a Pled
Security Agreement with the Bank (the APl edge S
security interest in its certificate of deposit account held with the Bank. The aggregate value of the Collate
(as defined in the Pledge Security Agreement) held pursuant to the Pledge Security Agreement shall not be
thanSeven Hundred Thousand [k ($700,000) at any given time.

There were no borrowingsutstanding and $680,000 letters of credit outstandimgf September 30, 2008
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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 dafeshuaryd, 200, relating to the consolidated financial
staements of Hauppauge Digital, Inc. and Subsidiaissincluded the audits of the financial statement
schedules for each of the three years in the period ended September 30, 2008. These financial statement
schedules are the responsibilitytoé Compay onganagement. Our responsibility is to express an opinion on
thesefinancial statemergchedules based on our audits.

In our opinion such financial statement schedulben considered in relation to the basic consolidated
financial statements takeas a wholepresents fairly, in all material respects, the information set forth therein.

/s/ BDO Seidman, LLP

BDO Seidman, LLP

Melville, New York
January9, 20(®
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SCHEDULE Il -VALUATION AND QUALIFYING ACCOUNTS

Balance at Charged to
Allowance for Doubtful Accounts of Charged to Cos Other Bad Debt Balance at
Description Beginning Yea and Expense  Accounts Deduction: Recoveries End of Year

YEAR ENDED SEPTEMBER 30, 2008
Reserve and allowances deducted from asset accounts :
Allowance for doubtful accounts $ 440,000 $ 450,00( $ - $ - $ - $ 890,00(

YEAR ENDED SEPTEMBER 30, 2007
Reserve and allowances deducted from asset accounts:
Allowancefor doubtful accounts $ 420,000 $  20,00( $ - $ - $ - $ 440,00

YEAR ENDED SEPTEMBER 30, 2006
Reserve and allowances deducted from asset accounts:
Allowance for doubtful accounts $ 300,000 $ 120,001 $ - $ - $ - $ 420,00
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