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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM 10-Q

x Quarterly report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
FOR THE QUARTERLY PERIOD ENDED SEPTEMBER 30, 2006

or

¨ Transition report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
For the transition period from              to             

COMMISSION FILE NUMBER 000-27978

POLYCOM, INC.
(Exact name of registrant as specified in its charter)

DELAWARE 94-3128324
(State or other jurisdiction of

incorporation or organization)

(IRS employer

identification number)

4750 WILLOW ROAD, PLEASANTON, CA 94588
(Address of principal executive offices) (Zip Code)

(Registrant�s telephone number, including area code, is (925) 924-6000)
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Indicate by check mark whether the Registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act
of 1934 during the preceding 12 months (or for such shorter period that the Registrant was required to file such reports) and (2) has been subject
to such filing requirements for the past 90 days.    Yes  x    No  ¨

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, or a non-accelerated filer. See definition of
�accelerated filer and large accelerated filer� in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer  x        Accelerated filer  ¨        Non-accelerated filer  ¨

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 in Exchange Act)    Yes  ¨    No  x

There were 88,747,201 shares of the Company�s Common Stock, par value $.0005, outstanding on October 13, 2006.
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PART I FINANCIAL INFORMATION

Item 1. FINANCIAL STATEMENTS

POLYCOM, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS

(Unaudited)

(in thousands, except share data)

September 30,

2006

December 31,

2005
ASSETS
Current assets
Cash and cash equivalents $ 223,641 $ 189,271
Short-term investments 181,369 88,191
Trade receivables, net of allowance for doubtful accounts of $2,237 and $2,208 at September 30, 2006 and
December 31, 2005, respectively 74,843 69,419
Inventories 44,444 45,782
Deferred taxes 31,407 31,407
Prepaid expenses and other current assets 15,797 13,668

Total current assets 571,501 437,738
Property and equipment, net 38,257 35,293
Long-term investments 122,184 182,942
Goodwill 359,241 359,071
Purchased intangibles, net 15,728 20,332
Deferred taxes 17,000 17,070
Other assets 20,336 18,954

Total assets $ 1,144,247 $ 1,071,400

LIABILITIES AND STOCKHOLDERS� EQUITY
Current liabilities
Accounts payable $ 49,553 $ 46,882
Accrued payroll and related liabilities 19,793 13,092
Taxes payable 66,611 60,784
Deferred revenue 41,308 37,908
Other accrued liabilities 36,788 32,832

Total current liabilities 214,053 191,498
Long-term deferred revenue 19,328 12,915
Other long-term liabilities 8,602 10,118

Total liabilities 241,983 214,531

Stockholders� equity
Preferred stock, $0.001 par value; Authorized: 5,000,000 shares; Issued and outstanding: 1 share at
September 30, 2006 and December 31, 2005 �  �  

43 43
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Common stock, $0.0005 par value; Authorized: 175,000,000 shares; Issued and outstanding: 88,603,578
shares at September 30, 2006 and 88,755,371 shares at December 31, 2005
Additional paid-in capital 871,334 826,262
Cumulative other comprehensive loss (472) (1,308)
Retained earnings 31,359 31,872

Total stockholders� equity 902,264 856,869

Total liabilities and stockholders� equity $ 1,144,247 $ 1,071,400

The accompanying notes are an integral part of these condensed consolidated financial statements.
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POLYCOM, INC.

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(Unaudited)

(in thousands, except per share amounts)

Three Months Ended Nine Months Ended
September 30,

2006
September 30,

2005
September 30,

2006
September 30,

2005
Revenues:
Product revenues $ 152,410 $ 126,204 $ 435,919 $ 374,119
Service revenues 20,798 18,200 59,957 50,488

Total revenues 173,208 144,404 495,876 424,607

Cost of revenues:
Cost of product revenues (includes stock based compensation expense
under SFAS 123(R) of $359 and $1,108 for the three and nine months
ended September 30, 2006, respectively, and $0 for both the three and nine
months ended September 30, 2005) 55,650 44,660 158,599 129,628
Cost of service revenues (includes stock based compensation expense
under SFAS 123(R) of $432 and $1,313 for the three and nine months
ended September 30, 2006, respectively, and $0 for both the three and nine
months ended September 30, 2005) 10,753 9,737 31,720 29,428

Total cost of revenues 66,403 54,397 190,319 159,056

Gross profit 106,805 90,007 305,557 265,551

Operating expenses:
Sales and marketing (includes stock based compensation expense under
SFAS 123(R) of $1,751 and $4,976 for the three and nine months ended
September 30, 2006, respectively, and $0 for both the three and nine
months ended September 30, 2005) 42,736 35,361 124,848 105,588
Research and development (includes stock based compensation expense
under SFAS 123(R) of $1,800 and $5,539 for the three and nine months
ended September 30, 2006, respectively, and $0 for both the three and nine
months ended September 30, 2005) 28,694 23,262 84,974 67,719
General and administrative (includes stock based compensation expense
under SFAS 123(R) of $1,631 and $4,571 for the three and nine months
ended September 30, 2006, respectively, and $0 for both the three and nine
months ended September 30, 2005) 11,894 8,769 33,693 27,137
Acquisition-related costs 52 193 137 321
Purchased in-process research and development �  300 �  300
Amortization of purchased intangibles 1,451 1,683 4,640 5,205
Litigation reserves and payments �  �  �  (93)
Restructuring costs 1,312 650 1,867 640

Total operating expenses 86,139 70,218 250,159 206,817

Operating income 20,666 19,789 55,398 58,734
Interest income, net 5,616 3,604 14,142 9,502
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Gain (loss) on strategic investments �  (2) �  4,508
Other income (expense), net (333) (109) 401 23

Income from continuing operations before provision for income taxes 25,949 23,282 69,941 72,767
Provision for income taxes 8,823 6,344 23,780 19,671

Income from continuing operations 17,126 16,938 46,161 53,096
Gain from sale of discontinued operations, net of taxes �  152 �  384

Net income $ 17,126 $ 17,090 $ 46,161 $ 53,480

Basic net income per share:
Income per share from continuing operations $ 0.19 $ 0.18 $ 0.52 $ 0.55
Gain per share from sale of discontinued operations, net of taxes �  �  �  �  

Basic net income per share $ 0.19 $ 0.18 $ 0.52 $ 0.55

Diluted net income per share:
Income per share from continuing operations $ 0.19 $ 0.18 $ 0.51 $ 0.54
Gain per share from sale of discontinued operations, net of taxes �  �  �  �  

Diluted net income per share $ 0.19 $ 0.18 $ 0.51 $ 0.54

Weighted average shares outstanding for basic net income per share
calculation 88,373 95,681 88,093 97,202
Weighted average shares outstanding for diluted net income per share
calculation 90,506 97,018 89,871 98,557

The accompanying notes are an integral part of these condensed consolidated financial statements.
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POLYCOM, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(Unaudited)

(in thousands)

Nine Months Ended
September 30,

2006
September 30,

2005
Cash flows from operating activities:
Net income $ 46,161 $ 53,480
Adjustments:
Gain from sale of discontinued operations, net of taxes �  (384)
Depreciation and amortization 15,596 15,432
Amortization of purchased intangibles 4,640 5,205
Provision for doubtful accounts 127 �  
Provision (benefit) for excess and obsolete inventories 1,540 (803)
Non-cash stock-based compensation 17,507 �  
Excess tax benefit from stock based compensation (6,181) �  
Amortization of unearned stock-based compensation �  35
Purchased in-process research and development �  300
Loss on disposal of property and equipment 90 92
Gain on strategic investments �  (4,508)
Changes in assets and liabilities, net of the effects of acquisitions:
Trade receivables (5,567) (8,624)
Inventories (217) (8,939)
Deferred taxes 3 �  
Prepaid expenses and other assets (2,812) 5,925
Accounts payable 2,671 (7,706)
Taxes payable 11,264 17,014
Other accrued liabilities 19,143 9,320

Net cash provided by operating activities 103,965 75,839

Cash flows from investing activities:
Purchases of property and equipment (17,317) (12,425)
Purchases of investments (522,320) (288,596)
Proceeds from sale and maturity of investments 488,596 401,374
Proceeds from sale of discontinued operations �  604
Net cash paid in purchase acquisition (188) (8,648)

Net cash (used in) provided by investing activities (51,229) 92,309

Cash flows from financing activities:
Proceeds from issuance of common stock under employee option and stock purchase plans 53,408 10,480
Purchase and retirement of common stock (77,955) (98,967)
Excess tax benefit from stock based compensation 6,181 �  

Net cash used in financing activities (18,366) (88,487)

Net increase in cash and cash equivalents 34,370 79,661
Cash and cash equivalents, beginning of period 189,271 96,331
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Cash and cash equivalents, end of period $ 223,641 $ 175,992

The accompanying notes are an integral part of these condensed consolidated financial statements.
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POLYCOM, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

(Unaudited)

1. BASIS OF PRESENTATION

The accompanying unaudited financial statements, consisting of the condensed consolidated balance sheet as of September 30, 2006, the
condensed consolidated statements of operations for the three and nine months ended September 30, 2006 and 2005 and the condensed
consolidated statements of cash flows for the nine months ended September 30, 2006 and 2005, have been prepared in accordance with
accounting principles generally accepted in the United States of America for interim financial information and in accordance with the
instructions to Form 10-Q and Article 10 of Regulation S-X. Accordingly, these condensed consolidated financial statements do not include all
of the information and footnotes typically found in the audited consolidated financial statements and footnotes thereto included in the Annual
Report on Form 10-K of Polycom, Inc. and its subsidiaries (the �Company�). In the opinion of management, all adjustments (primarily consisting
of normal recurring adjustments) considered necessary for a fair statement have been included.

The condensed consolidated balance sheet at December 31, 2005 has been derived from the audited consolidated financial statements as of that
date but does not include all of the information and footnotes included in the Company�s Annual Report on Form 10-K for the year ended
December 31, 2005. For further information, refer to the consolidated financial statements and footnotes thereto included in the Company�s
Annual Report on Form 10-K for the year ended December 31, 2005.

The preparation of financial statements in conformity with accounting principles generally accepted in the United States of America requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent assets and
liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the reported period. Actual results
could differ from those estimates and operating results for the three and nine months ended September 30, 2006 are not necessarily indicative of
the results that may be expected for the year ending December 31, 2006.

2. SIGNIFICANT ACCOUNTING POLICY UPDATE

Stock-Based Compensation Expense

On January 1, 2006, the Company adopted Statement of Financial Accounting Standards No. 123 (revised 2004), �Share-Based Payment,� (�SFAS
123(R)�), which requires the measurement and recognition of compensation expense for all share-based payment awards made to employees and
directors, including equity awards related to the 2004 Equity Incentive Plan (�employee equity awards�) and employee stock purchases related to
the Employee Stock Purchase Plan (�employee stock purchases�) based on estimated fair values. SFAS 123(R) supersedes the Company�s previous
accounting under Accounting Principles Board Opinion No. 25, �Accounting for Stock Issued to Employees� (�APB 25�) for periods beginning in
fiscal 2006. In March 2005, the Securities and Exchange Commission issued Staff Accounting Bulletin No. 107 (�SAB 107�) relating to SFAS
123(R). The Company has applied the provisions of SAB 107 in its adoption of SFAS 123(R).

SFAS 123(R) requires companies to estimate the fair value of share-based payment awards on the date of grant using an option-pricing model.
The value of the portion of the award that is ultimately expected to vest is recognized as expense over the requisite service period in the
Company�s Condensed Consolidated Statements of Operations. Prior to the adoption of SFAS 123(R), the Company accounted for employee
equity awards and employee stock purchases using the intrinsic value method in accordance with APB 25 as allowed under Statement of
Financial Accounting Standards No. 123, �Accounting for Stock-Based Compensation� (�SFAS 123�). Under the intrinsic value method, no
stock-based compensation expense had been recognized in the Company�s Condensed Consolidated Statements of Operations, other than as
related to acquisitions, because the exercise price of the Company�s stock options granted to employees and directors equaled the fair market
value of the underlying stock at the date of grant. Stock-based compensation expense related to acquisitions was less than $0.1 million for the
three and nine months ended September 30, 2005.

The Company adopted SFAS 123(R) using the modified prospective transition method, which requires the application of the accounting
standard as of January 1, 2006, the first day of the Company�s fiscal year 2006. The Company�s Condensed Consolidated Financial Statements as
of and for the three months and nine months ended September 30, 2006 reflect the impact of SFAS 123(R). In accordance with the modified
prospective transition method, the Company�s Condensed Consolidated Financial Statements for prior periods have not been restated to reflect,
and do not include, the impact of SFAS 123(R). Stock-based compensation expense recognized under SFAS 123(R) for the three months and
nine months ended September 30, 2006 was $6.0 million and $17.5 million, respectively, which consisted of stock-based compensation expense
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related to employee equity awards and employee stock purchases.
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Stock-based compensation expense recognized during the period is based on the value of the portion of share-based payment awards that is
ultimately expected to vest during the period. Stock-based compensation expense recognized in the Company�s Condensed Consolidated
Statements of Operations for the three months and nine months ended September 30, 2006 included compensation expense for share-based
payment awards granted prior to, but not yet vested as of December 31, 2005 based on the grant date fair value estimated in accordance with the
pro forma provisions of SFAS 123 and compensation expense for the share-based payment awards granted subsequent to December 31, 2005
based on the grant date fair value estimated in accordance with the provisions of SFAS 123(R). In conjunction with the adoption of SFAS
123(R), the Company changed its method of attributing the value of stock-based compensation costs to expense from the accelerated approach to
the straight-line method. Compensation expense for all share-based payment awards granted on or prior to December 31, 2005 will continue to
be recognized using the accelerated approach while compensation expense for all share-based payment awards related to stock options and
employee stock purchase rights granted subsequent to December 31, 2005 are recognized using the straight-line method. Compensation expense
for all share-based payment awards related to performance shares granted subsequent to December 31, 2005 are recognized using the graded
vesting method. As stock-based compensation expense recognized in the Condensed Consolidated Statements of Operations for the nine months
ended September 30, 2006 is based on awards ultimately expected to vest, it has been reduced for estimated forfeitures. SFAS 123(R) requires
forfeitures to be estimated at the time of grant and revised, if necessary, in subsequent periods if actual forfeitures differ from those estimates. In
the Company�s pro forma information required under SFAS 123 for the periods prior to fiscal 2006, the Company accounted for forfeitures as
they occurred.

The fair value of share-based payment awards is estimated at the grant date using the Black-Scholes option valuation model. The Company�s
determination of fair value of share-based payment awards on the date of grant using an option-pricing model is affected by the Company�s stock
price as well as assumptions regarding a number of highly complex and subjective variables. These variables include, but are not limited to, the
Company�s expected stock price volatility over the term of the awards, and actual and projected employee stock option exercise behaviors.

On November 10, 2005, the Financial Accounting Standards Board (�FASB�) issued FASB Staff Position No. FAS 123(R)-3 �Transition Election
Related to Accounting for Tax Effects of Share-Based Payment Awards.� The Company has elected to adopt the alternative transition method
provided in the FASB Staff Position for calculating the tax effects of stock-based compensation pursuant to SFAS 123(R). The alternative
transition method includes simplified methods to establish the beginning balance of the additional paid-in capital pool (�APIC pool�) related to the
tax effects of employee stock-based compensation, and to determine the subsequent impact on the APIC pool and Condensed Consolidated
Statements of Cash Flows of the tax effects of employee stock-based compensation awards that are outstanding upon adoption of SFAS 123(R).

3. DISCONTINUED OPERATIONS

In January 2003, the Company sold to Verilink Corporation (�Verilink�) certain fixed assets and intellectual property rights relating to Polycom�s
network access product line, including Polycom�s line of NetEngine integrated devices, for a total of $3.0 million in cash. Additionally, in
connection with the sale, Polycom entered into a license agreement with Verilink pursuant to which Verilink granted to Polycom a license to use
and further develop the network access technology related to the NetEngine product line. The Company agreed not to compete with Verilink in
the network access market for a period of three years from the closing date, which ended January 28, 2006.

In accordance with SFAS 144, the results of operations of the Company�s network access product line are presented as discontinued, and prior
periods have been reclassified, including the reallocation of general overhead charges to the Company�s three remaining reporting segments.

In accordance with the sale, Verilink paid the Company $0.2 million and $0.4 million related to ten percent of Verilink�s revenues from the sale
of NetEngine products during the three months and nine months ended September 30, 2005. During the three months and nine months ended
September 30, 2005, the Company recorded an after-tax gain of $0.2 million and $0.4 million as a result of this transaction, which is included in
�Gain from sale of discontinued operations� on the Condensed Consolidated Statements of Operations.

7
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4. INVENTORIES

Inventories are valued at the lower of cost or market with cost computed on a first-in, first-out (�FIFO�) basis. Consideration is given to
obsolescence, excessive levels, deterioration and other factors in evaluating net realizable value. Inventories consist of the following (in
thousands):

September 30,

2006

December 31,

2005
Raw materials $ 3,403 $ 2,741
Work in process 452 386
Finished goods 40,589 42,655

$ 44,444 $ 45,782

5. GUARANTEES

Warranty

The Company provides for the estimated costs of product warranties at the time revenue is recognized. The specific terms and conditions of
those warranties vary depending upon the product sold. In the case of hardware manufactured by Polycom, warranties generally start from the
date of purchase and continue for one to three years depending on the product purchased. Software products generally carry a 90-day warranty
from the date of purchase. The Company�s liability under warranties on software products is to provide a corrected copy of any portion of the
software found not to be in substantial compliance with the agreed upon specifications. Factors that affect the Company�s warranty obligation
include product failure rates, material usage and service delivery costs incurred in correcting product failures. The Company assesses the
adequacy of its recorded warranty liabilities every quarter and makes adjustments to the liability if necessary.

Changes in the warranty obligation, which is included as a component of �Other accrued liabilities� on the Condensed Consolidated Balance
Sheets, during the periods are as follows (in thousands):

Three Months Ended Nine Months Ended
September 30,

2006
September 30,

2005
September 30,

2006
September 30,

2005
Balance at beginning of period $ 8,071 $ 7,791 $ 8,053 $ 8,823
Accruals for warranties issued during the period 3,355 2,600 9,615 7,903
Actual warranty charges incurred during the period (3,414) (2,753) (9,656) (9,088)

Balance at end of period $ 8,012 $ 7,638 $ 8,012 $ 7,638

Deferred Maintenance Revenue

The Company offers maintenance contracts for sale on all of its products which allow for customers to receive service and support in addition to,
or subsequent to, the expiration of the contractual product warranty. The Company recognizes the maintenance revenue from these contracts
over the life of the service contract.

Changes in deferred maintenance revenue, of which $32.1 million and $25.6 million is short-term and included as a component of �Deferred
revenue� as of September 30, 2006 and 2005, respectively, and $16.9 million and $10.0 million is long-term and is included in �Long-term
deferred revenue� as of September 30, 2006 and 2005, respectively, on the Condensed Consolidated Balance Sheets, are as follows (in
thousands):
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Three Months Ended Nine Months Ended
September 30,

2006
September 30,

2005
September 30,

2006
September 30,

2005
Balance at beginning of period $ 46,716 $ 32,807 $ 38,741 $ 26,021
Additions to deferred maintenance revenue 20,585 18,994 62,768 53,967
Amortization of deferred maintenance revenue (18,297) (16,200) (52,505) (44,387)

Balance at end of period $ 49,004 $ 35,601 $ 49,004 $ 35,601
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The cost of providing maintenance services for the three months ended September 30, 2006 and 2005 was $10.1 million and $9.1 million,
respectively. The cost of providing maintenance services for the nine months ended September 30, 2006 and 2005 was $29.7 million and $27.6
million, respectively.

Officer and Director Indemnifications

As permitted or required under Delaware law and to the maximum extent allowable under that law, the Company has certain obligations to
indemnify its current and former officers and directors for certain events or occurrences while the officer or director is, or was serving, at the
Company�s request in such capacity. These indemnification obligations are valid as long as the director or officer acted in good faith and in a
manner the person reasonably believed to be in or not opposed to the best interests of the corporation, and, with respect to any criminal action or
proceeding, had no reasonable cause to believe his or her conduct was unlawful. The maximum potential amount of future payments the
Company could be required to make under these indemnification obligations is unlimited; however, the Company has a director and officer
insurance policy that mitigates the Company�s exposure and enables the Company to recover a portion of any future amounts paid. As a result of
the Company�s insurance policy coverage, the Company believes the estimated fair value of these indemnification obligations is minimal.

Other Indemnifications

As is customary in the Company�s industry, many of the Company�s contracts provide remedies to its customers, such as defense, settlement, or
payment of judgment for intellectual property claims related to the use of its products. From time to time, the Company indemnifies customers
against combinations of loss, expense, or liability arising from various trigger events related to the sale and the use of its products and services.
In addition, from time to time the Company also provides protection to customers against claims related to undiscovered liabilities, additional
product liability or environmental obligations.

6. OTHER ACCRUED LIABILITIES

Other accrued liabilities consist of the following (in thousands):

September 30,

2006
December 31,

2005
Accrued expenses $ 7,819 $ 7,268
Accrued co-op expenses 7,440 5,146
Acquisition related reserves and restructuring cost reserves 3,912 1,894
Warranty obligations 8,012 8,053
Sales tax payable 3,685 3,862
Employee stock purchase plan withholding 1,324 2,666
Other accrued liabilities 4,596 3,943

$ 36,788 $ 32,832

7. BANK LINE OF CREDIT

The Company has available a $25 million revolving line of credit with a bank under an agreement dated December 3, 2005. Borrowings under
the line are unsecured and bear interest at the bank�s prime rate (8.25% at September 30, 2006) or at the London interbank offered rate (LIBOR)
plus 0.65% (approximately 5.97% to 6.02%, depending on the term of the borrowings at September 30, 2006). Borrowings under the line are
subject to certain financial covenants and restrictions on liquidity, indebtedness, financial guarantees, business combinations, profitability levels,
and other related items. The line of credit expires on December 3, 2007.

As of September 30, 2006, there were no balances outstanding under the line of credit; however, the Company has outstanding letters of credit
which total approximately $1.3 million at September 30, 2006, of which $1.2 million is secured by this line of credit. The Company was in
compliance with all applicable financial covenants and restrictions for the periods presented.

8. COMPUTATION OF NET INCOME PER SHARE FROM CONTINUING OPERATIONS
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Basic net income per share from continuing operations is computed by dividing net income from continuing operations by the weighted average
number of common shares outstanding for the period. Diluted net income per share from continuing operations reflects the additional dilution
from potential issuances of common stock, such as stock issuable pursuant to the exercise of outstanding stock options or the conversion of
preferred stock to common stock. Potentially dilutive shares are excluded from the computation of diluted net income per share from continuing
operations when their effect is antidilutive.
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A reconciliation of the numerator and denominator of basic and diluted net income per share from continuing operations is provided as follows
(in thousands except per share amounts):

Three Months Ended Nine Months Ended
September 30,

2006
September 30,

2005
September 30,

2006
September 30,

2005
Numerator�basic and diluted net income per share from continuing
operations:
Net income from continuing operations (1) $ 17,126 $ 16,938 $ 46,161 $ 53,096

Denominator�basic and diluted net income per share from continuing
operations:
Weighted average shares used to compute basic net income per share from
continuing operations 88,373 95,681 88,093 97,202
Effect of dilutive securities:
Common stock options 2,133 1,168 1,736 1,299
Contingently issuable shares for Circa earnout �  169 42 56

Total shares used in calculation of diluted net income per share from
continuing operations 90,506 97,018 89,871 98,557

Basic net income per share from continuing operations $ 0.19 $ 0.18 $ 0.52 $ 0.55

Diluted net income per share from continuing operations $ 0.19 $ 0.18 $ 0.51 $ 0.54

(1) Net income for the three and nine months ended September 30, 2006 includes $3.9 million and $11.6 million, respectively, of stock-based
compensation expense, net of tax. The effect of recording stock-based compensation expense on basic and diluted earnings per share was
$0.04 and $0.13 for the three and nine months ended September 30, 2006, respectively.

Diluted shares outstanding include the dilutive effect of in-the-money options which is calculated based on the average share price for each
fiscal period using the treasury stock method. Under the treasury stock method, the amount that the employee must pay for exercising stock
options, the amount of compensation cost for future services that the Company has not yet recognized, and the amount of tax benefit that would
be recorded in additional paid-in capital upon exercise are assumed to be used to repurchase shares. For the three and nine months ended
September 30, 2006, approximately 3.8 million and 5.3 million shares, respectively, and for the three and nine months ended September 30,
2005, approximately 12.2 million and 10.9 million shares, respectively, relating to potentially dilutive securities such as stock options were
excluded from the denominator in the computation of diluted net income per share from continuing operations because their inclusion would be
anti-dilutive.

9. EMPLOYEE STOCK BENEFIT PLANS

On January 1, 2006, the Company adopted SFAS 123(R), which requires the measurement and recognition of compensation expense for all
share-based payment awards made to employees and directors based upon estimated fair values. As a result of adopting SFAS 123(R), income
before income taxes for the three and nine months ended September 30, 2006 was $6.0 million and $17.5 million lower, respectively; and net
income for the three and nine months ended September 30, 2006 was $3.9 million and $11.6 million lower, respectively. The impact on both
basic and diluted earnings per share for the three and nine months ended September 30, 2006 was a reduction of $0.04 and $0.13 per share,
respectively. The following table summarizes stock-based compensation expense recorded under SFAS 123(R) for the three and nine months
ended September 30, 2006 and its allocation within the Condensed Consolidated Statements of Operations (in thousands):
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Three Months

Ended

September 30, 2006

Nine Months

Ended

September 30, 2006
Cost of sales - product $ 359 $ 1,108
Cost of sales - service 432 1,313

Stock-based compensation expense included in cost of sales 791 2,421

Sales and marketing 1,751 4,976
Research and development 1,800 5,539
General and administrative 1,631 4,571

Stock-based compensation expense included in operating expenses 5,182 15,086

Stock-based compensation expense related to employee equity awards and employee
stock purchases 5,973 17,507
Tax benefit 2,030 5,952

Stock-based compensation expense related to employee equity awards and employee
stock purchases, net of tax $ 3,943 $ 11,555

Prior to adopting FAS 123(R), we presented all tax benefits resulting from the exercise of stock options as operating cash flows in our statements
of cash flows. FAS 123(R) requires cash flows resulting from excess tax benefits to be classified as a part of cash flows from financing
activities. Excess tax benefits are realized tax benefits from tax deductions for exercised options in excess of the deferred tax asset attributable to
stock compensation costs for such options. As a result of adopting FAS 123(R), $6.2 million of excess tax benefits for the nine months ended
September 30, 2006 have been classified as a financing cash inflow.

There was no stock-based compensation expense recognized for the three months and nine months ended September 30, 2005 except as it related
to acquisitions. Stock-based compensation expense related to acquisitions was less than $0.1 million the nine month period ended September 30,
2005. There was no stock-based compensation expense related to acquisition for the three month period ended September 30, 2005. Stock-based
compensation expense is not allocated to segments because it is separately maintained at the corporate level.

Stock-based compensation expense, net of tax in the table above, includes the effects of new U.S. tax regulations effective in fiscal 2005 that
require intercompany reimbursement of certain stock-based compensation expenses.

The Company elected not to capitalize any stock-based compensation during the three and nine months ended September 30, 2006 due to these
amounts being immaterial.

Valuation Assumptions

In connection with the adoption of SFAS 123(R), the Company reassessed its valuation technique and related assumptions. The Company
estimates the fair value of stock options using a Black-Scholes valuation model, consistent with the provisions of SFAS 123(R), SAB 107 and
the Company�s prior period pro forma disclosures of net earnings, including stock-based compensation expense (determined under a fair value
method as prescribed by SFAS 123). The weighted-average estimated value of employee stock options granted during the three months and nine
months ended September 30, 2006 was $7.74 and $6.77 per share, respectively. The weighted-average estimated fair value of employee stock
purchase rights granted pursuant to the Employee Stock Purchase Plan during the three months and nine months ended September 30, 2006 was
$5.76 and $5.44 per share, respectively. The fair value of each option and employee stock purchase right grant is estimated on the date of grant
using the Black-Scholes option valuation model and is recognized as expense using the straight-line attribution approach with the following
weighted-average assumptions:
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Three Months Ended
September 30, 2006

Nine Months Ended
September 30, 2006

Stock

Options

Employee Stock

Purchase Plan

Stock

Options

Employee Stock

Purchase Plan
Expected volatility 37.27% 38.35% 36.29% 38.49%
Risk-free interest rate 4.95% 5.18% 4.78% 4.88%
Expected dividends 0.0% 0.0% 0.0% 0.0%
Expected life (yrs) 3.95 .50 3.69 0.49
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In 2006, the Company used the implied volatility for one-year traded options on the Company�s stock as the expected volatility assumption
required in the Black-Scholes model consistent with SFAS 123(R) and SAB 107. Prior to fiscal 2006, the Company had used its historical stock
price volatility, in accordance with SFAS 123, for purposes of calculating its pro forma information. The selection of the implied volatility
assumption in 2006 was based upon the availability of actively traded options in the Company�s stock and the Company�s assessment that implied
volatility is more representative of future stock price trends than historical volatility.

The risk-free interest rate assumption is based upon published interest rates appropriate for the expected life of the Company�s employee stock
options and employee stock purchases.

The dividend yield assumption is based on the Company�s history of not paying dividends and no future expectations of dividend payouts.

The expected life of employee stock options represents the weighted-average period that the stock options are expected to remain outstanding
and was determined based on historical experience of similar awards, giving consideration to the contractual terms of the stock-based awards,
vesting schedules and expectations of future employee behavior as influenced by changes to the terms of its stock-based awards.

As the stock-based compensation expense recognized in the Condensed Consolidated Statements of Operations for the first nine months of 2006
is based on awards ultimately expected to vest, such amount has been reduced for estimated forfeitures. SFAS 123(R) requires forfeitures to be
estimated at the time of grant and revised, if necessary, in subsequent periods if actual forfeitures differ from those estimates. Forfeitures were
estimated based on the Company�s historical experience.

Descriptions of Plans

Employee Stock Purchase Plan

Under the Employee Stock Purchase Plan (the �Purchase Plan�), the Company can grant stock purchase rights to all eligible employees during six
month offering periods with purchase dates at the end of each offering period (each January and July). The Company has reserved 7,500,000
shares of common stock for issuance under the plan. Shares are purchased through employees� payroll deductions, up to a maximum of 20% of
employees� compensation, at purchase prices equal to 85% of the lesser of the fair market value of the Company�s common stock at either the date
of the employee�s entrance to the offering period or the purchase date. No participant may purchase more than 5,000 shares per offering period or
$25,000 worth of common stock in any one calendar year.

Employee Stock Option Plans

In 2001, the Board of Directors reserved 750,000 shares of common stock under the 2001 Nonstatutory Stock Option Plan (�Nonstatutory Plan�)
for issuance of nonqualified stock options to employees of acquired companies and for foreign-based employees ineligible for incentive stock
options. In February 2005, the Board of Directors terminated the Nonstatutory Plan. At the date of termination, there were 573,405 options
outstanding under the Nonstatutory Plan. Options canceled, forfeited, or expired from the Nonstatutory Plan will not be available for grant under
any other plan.

On June 2, 2004, shareholders approved the 2004 Equity Incentive Plan (�2004 Plan�) and reserved for issuance under the Plan 12,500,000 shares,
plus all remaining available options from the terminated 1996 Stock Option Plan (�1996 Plan�). To the extent any shares would have been returned
to the 1996 Plan as a result of expiration, cancellation or forfeiture, those shares instead went into the reserve of shares available under the 2004
Plan. In addition, 1,354,099 shares were added to the shares reserved under the 2004 Plan following the completion of the Voyant acquisition in
January 2004.

Under the terms of the 2004 Plan, options may not be granted at prices lower than fair market value at the date of grant. Under the 2004 Plan and
prior terminated plans, options granted expire between seven and ten years from the date of grant and generally are only exercisable upon
vesting. The Company settles employee stock option exercises with newly issued common shares.

Options granted under the 2004 Plan and unvested shares outstanding under prior terminated plans generally vest at 25% after completing one
year of service to the Company and the remaining amount equally over 36 months until fully vested after four years.

Also available for grant under the 2004 Plan are performance shares. The Compensation Committee of the Board of Directors approved the
issuance of performance shares under the 2004 Plan to officers and to certain other employees in February 2006 as a component of the
Company�s broad-based equity compensation program. Performance shares represent a
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commitment by the Company to deliver shares of Polycom common stock at a future point in time, subject to the fulfillment by the Company of
pre-defined performance criteria. The number of performance shares subject to vesting is determined at the end of a given performance period.

Expense Information Under FAS123(R)

Performance Shares

During the nine months ended September 30, 2006, the Company�s Compensation Committee of the Board of Directors approved the grant of
558,000 target performance shares. For these grants, no performance shares will vest unless, for the performance period from January 1, 2006 to
December 31, 2006, the Company achieves certain pre-defined revenue, non-GAAP operating income, and/or non-GAAP net income targets, as
specified in each grant agreement. The number of performance shares subject to vesting will be determined based upon the actual results at the
end of the performance period. Once the number of performance shares (if any) subject to vesting is determined at the end of the performance
period, these performance shares will vest in two equal, annual installments, with 50% vesting on the second anniversary of the grant date and an
additional 50% vesting on the third anniversary of the grant date. During the three months and nine months ended September 30, 2006, 18,820
and 25,990 target performance shares were forfeited leaving 532,010 target performance shares that will vest if the Company achieves 100% of
the performance criteria during the performance period. The actual number of performance shares that are subject to vesting could increase or
decrease, within a range from zero percent (0%) to two hundred and fifty percent (250%) of the target number of performance shares, if the
Company exceeds or underachieves the performance criteria during the performance period.

The value of these target performance shares was based on the closing market price of the Company�s common stock on the date of the
award. The total grant date fair value of the performance shares granted during the nine months ended September 30, 2006 was $8.7 million after
estimated forfeitures. Stock-based compensation cost for performance shares for the three months and nine months ended September 30, 2006
was $0.9 million and $2.2 million, respectively. As of September 30, 2006, there was $6.5 million of total unrecognized stock-based
compensation costs after estimated forfeitures related to nonvested performance shares granted under the 2004 Plan. That cost is expected to be
recognized over an estimated weighted average amortization period of 3 years. The estimated stock compensation expense related to these target
performance shares is based upon the outcome that is probable and is assessed quarterly based upon actual year to date performance and other
factors. The final measurement of compensation expense will be based upon the grant date fair value for the actual outcome for the performance
period. No performance shares vested during the three months ended September 30, 2006. Stock-based compensation expense for performance
shares is recognized using the graded vesting method.

Employee Stock Purchase Plan

During the nine months ended September 30, 2006 and 2005, 407,513 and 412,509 shares were purchased at average per share prices of $15.28
and $14.39, respectively. At September 30, 2006, there were 4,820,500 shares available to be issued under this employee stock purchase plan.
Compensation expense in connection with the plan for the three months and nine months ended September 30, 2006 was $0.5 million and $1.5
million, respectively.

Stock Option Plans

A summary of activity under the above option plans is as follows:

Shares
Available

for
Grant

Outstanding Options

Number of
Shares

Weighted Average
Exercise Price

Balances, December 31, 2005 10,938,625 15,775,223 $ 18.05
Options granted (1,495,683) 1,495,683 $ 20.34
Performance shares granted (558,000) �  �  
Performance shares forfeited 25,990 �  �  
Options exercised �  (3,024,578) $ 15.60
Options forfeited 683,697 (683,697) $ 18.45
Options expired (52,601) �  �  

Balances, September 30, 2006 9,542,028 13,562,631 $ 18.90
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The options outstanding and currently exercisable by exercise price at September 30, 2006 are as follows (in millions, except years and per share
amounts):

Options Outstanding Options Currently Exercisable

Range of Exercise Price
Number

Outstanding

Weighted Average

Remaining

Contractual

Life (Yrs)

Weighted

Average

Exercise
Price

Aggregate

Intrinsic Value

Number

Exercisable

Weighted Average

Remaining

Contractual

Life (Yrs)

Weighted

Average

Exercise
Price

Aggregate

Intrinsic Value
$0.042-$11.99 1,411,206 2.84 $ 9.34 1,310,788 $ 9.29
$12.25-$16.70 950,290 4.93 $ 15.91 360,709 $ 15.98
$16.80-$16.80 2,297,009 5.84 $ 16.80 469,055 $ 16.80
$16.81-$17.47 694,422 3.82 $ 17.30 603,341 $ 17.34
$17.55-$17.75 1,356,913 4.94 $ 17.75 549,077 $ 17.75
$18.13-$19.00 824,956 5.98 $ 18.89 87,021 $ 18.53
$19.01-$19.32 1,566,144 2.61 $ 19.32 1,525,431 $ 19.32
$19.50-$21.92 1,476,537 5.14 $ 20.74 662,522 $ 20.24
$21.96-$23.50 2,354,313 3.02 $ 22.92 1,941,731 $ 23.02
$23.68-$50.13 630,841 3.60 $ 36.31 624,764 $ 36.39

13,562,631 4.24 $ 18.90 $ 83.8 8,134,439 3.30 $ 19.42 $ 49.0

As of September 30, 2006, total compensation cost related to nonvested stock options not yet recognized was $30.4 million, which is expected to
be recognized over the next 24 months on a weighted-average basis.

Prior to the Adoption of FAS 123(R):

Prior to the adoption of SFAS No. 123(R), the Company provided the disclosures required under SFAS No. 123, �Accounting for Stock-Based
Compensation,� as amended by SFAS No. 148, �Accounting for Stock-Based Compensation � Transition and Disclosures.�

Consistent with the disclosure provisions of SFAS 148, the Company�s net income and basic and diluted net income per share for the three and
nine months ended September 30, 2005 would have been adjusted to the pro forma amounts indicated below (in thousands, except per share
amounts):

Three Months
Ended

September 30, 2005

Nine Months
Ended

September 30, 2005
Net income�as reported $ 17,090 $ 53,480
Add stock based compensation expensed during the period �  26
Less stock based compensation expense determined under fair value based
method, net of taxes of $1,189 and $5,208 respectively (3,182) (14,095)

Net income�pro forma $ 13,908 $ 39,411
Basic net income per share�as reported $ 0.18 $ 0.55
Basic net income per share�pro forma $ 0.15 $ 0.41
Diluted net income per share�as reported $ 0.18 $ 0.54
Diluted net income per share�pro forma $ 0.14 $ 0.40

The weighted average fair value of options granted pursuant to the option plans for the three month and nine month period ended September 30,
2005 was $7.06 and $6.97 per share, respectively. The weighted average fair value of employee stock purchase rights granted pursuant to the
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Employee Stock Purchase Plan during the three and nine months ended September 30, 2005 was $4.02 and $3.90 per share, respectively. There
were no performance shares issued prior to 2006. The fair value of each option grant was estimated on the date of grant using the multiple option
approach and the Black-Scholes option pricing model with the following weighted average assumptions:

Three Months Ended
September 30, 2005

Nine Months Ended
September 30, 2005

Stock Options

Employee Stock

Purchase Plan Stock Options

Employee Stock

Purchase Plan
Expected volatility 52.50% 30.00% 52.42% 30.40%
Risk-free interest rate 4.23% 3.73% 4.16% 3.648%
Expected dividends 0.0% 0.0% 0.0% 0.0%
Expected life (yrs) 3.51 .50 3.43 .49
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Prior to fiscal 2006, the expected life and expected volatility of the stock options were based upon historical and other economic data trended
into the future. Forfeitures of employee stock options were accounted for on an as-incurred basis.

10. BUSINESS SEGMENT INFORMATION

Polycom is a leading global provider of a line of high-quality, easy-to-use communications equipment that enables businesses,
telecommunications service providers, and governmental and educational institutions to more effectively conduct video, voice, data and web
communications. The Company�s offerings are organized along four product lines: Video Communications, Voice Communications, Network
Systems, and Services. For reporting purposes, the Company aggregates Video Communications and Voice Communications into one segment
named Communications and reports Network Systems and Services as separate segments. The segments are determined in accordance with how
management views and evaluates the Company�s business and based on the aggregation criteria as outlined in FASB Statement No. 131,
�Disclosures about Segments of an Enterprise and Related Information.� A description of the types of products and services provided by each
reportable segment is as follows:

Communications Segment

Communications products include a wide range of video conferencing collaboration products and voice communications products.

Network Systems Segment

Network Systems products provide a broad range of network infrastructure hardware and software to facilitate video, voice and data
conferencing and collaboration to businesses, telecommunications service providers, and governmental and educational institutions.

Services Segment

Service is comprised of a wide range of service and support offerings to resellers and directly to some end-user customers. The Company�s
service offerings include: maintenance programs; integration services consisting of consulting, education, design and project management
services; consulting services consisting of planning and needs analysis for end-users; design services, such as room design and custom solutions;
and project management, installation and training.

Segment Revenue and Profit

A significant portion of each segment�s expenses arise from shared services and infrastructure that Polycom has historically allocated to the
segments in order to realize economies of scale and to use resources efficiently. These expenses include information technology services,
facilities and other infrastructure costs.

Segment Data

The results of the reportable segments are derived directly from Polycom�s management reporting system. The results are based on Polycom�s
method of internal reporting and are not necessarily in conformity with accounting principles generally accepted in the United States.
Management measures the performance of each segment based on several metrics, including contribution margin.

Asset data, with the exception of inventory, is not reviewed by management at the segment level. All of the products and services within the
respective segments are generally considered similar in nature, and therefore a separate disclosure of similar classes of products and services
below the segment level is not presented.
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Financial information for each reportable segment is as follows as of and for the three and nine months ended September 30, 2006 and 2005 (in
thousands):

Communications Network Systems Services Total
For the three months ended September 30, 2006:
Revenues $ 132,256 $ 20,154 $ 20,798 $ 173,208
Contribution margin 63,925 4,269 8,773 76,967
As of September 30, 2006: Inventories 33,435 5,571 5,438 44,444

For the three months ended September 30, 2005:
Revenues $ 104,738 $ 21,466 $ 18,200 $ 144,404
Contribution margin 49,945 6,491 6,954 63,390
As of September 30, 2005: Inventories 26,559 5,854 6,090 38,503

For the nine months ended September 30, 2006:
Revenues $ 371,826 $ 64,093 $ 59,957 $ 495,876
Contribution margin 177,997 15,285 24,441 217,723

For the nine months ended September 30, 2005:
Revenues $ 303,570 $ 70,549 $ 50,488 $ 424,607
Contribution margin 147,166 24,214 17,016 188,396

Segment contribution margin includes all product line segment revenues less the related cost of sales, direct marketing and direct engineering
expenses. Management allocates corporate manufacturing costs and some infrastructure costs such as facilities and IT costs in determining
segment contribution margin. Contribution margin is used, in part, to evaluate the performance of, and allocate resources to, each of the
segments. Certain operating expenses are not allocated to segments because they are separately managed at the corporate level. These
unallocated costs include sales costs, marketing costs other than direct marketing, general and administrative costs, such as legal and accounting,
stock-based compensation expense, acquisition-related costs, amortization of purchased intangible assets, restructuring costs, litigation reserves
and payments, interest income, net, gain on strategic investments, other expense, net and provision for income taxes.

The reconciliation of segment information to Polycom�s income from continuing operations is as follows (in thousands):

Three Months Ended Nine Months Ended
September 30,

2006
September 30,

2005
September 30,

2006
September 30,

2005
Segment contribution margin $ 76,967 $ 63,390 $ 217,723 $ 188,396
Corporate and unallocated costs (47,313) (40,775) (137,778) (123,289)
Stock-based compensation (5,973) �  (17,507) �  
Effect of stock-based compensation cost on warranty expense (200) �  (396) �  
Acquisition related-costs (52) (193) (137) (321)
Amortization of purchased intangibles (1,451) (1,683) (4,640) (5,205)
Purchased in-process research and development �  (300) �  (300)
Litigation reserves and payments �  �  �  93
Restructuring costs (1,312) (650) (1,867) (640)
Interest income, net 5,616 3,604 14,142 9,502
Gain on strategic investments �  (2) �  4508
Other income, net (333) (109) 401 23
Provision for income taxes (8,823) (6,344) (23,780) (19,671)

Income from continuing operations $ 17,126 $ 16,938 $ 46,161 $ 53,096
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11. COMPREHENSIVE INCOME

The components of comprehensive income are as follows (in thousands):

Three Months Ended Nine Months Ended
September 30,

2006
September 30,

2005
September 30,

2006
September 30,

2005
Net income $ 17,126 $ 17,090 $ 46,161 $ 53,480
Change in unrealized gain on investments, net of tax 239 15 553 15
Change in unrealized gain on cash flow hedges, net of tax 75 �  75 �  
Change in cumulative translation adjustment, net of tax 113 1 208 1

Comprehensive income $ 17,553 $ 17,106 $ 46,997 $ 53,496

12. INVESTMENTS:

The Company has investments in debt securities and also has strategic investments in private and public companies. The classification of these
investments is as follows (in thousands):

Cost Basis

Unrealized

Gains

Unrealized

Losses
Fair

Value
Balances at September 30, 2006:
Investments�Short-term:
U.S. government securities $ 26,805 $ 12 $ (52) $ 26,765
State and local governments 41,690 �  �  41,690
Corporate debt securities 113,596 254 (936) 112,914

Total investments � short-term $ 182,091 $ 266 $ (988) $ 181,369

Investments�Long-term:
U.S. government securities $ 72,839 $ 15 $ (251) $ 72,603
Corporate debt securities 49,755 7 (181) 49,581

Total investments � long-term $ 122,594 $ 22 $ (432) $ 122,184

Investments � Privately-Held Companies $ 7,900 $ �  $ �  $ 7,900

Balances at December 31, 2005:
Investments�Short-term:
U.S. government securities $ 14,361 $ 3 $ (74) $ 14,290
State and local governments 18,775 �  �  18,775
Corporate debt securities 55,226 312 (412) 55,126

Total investments � short-term $ 88,362 $ 315 $ (486) $ 88,191

Investments�Long-term:
U.S. government securities $ 115,944 $ 9 $ (950) $ 115,003
State and local governments 1,000 �  (5) 995
Corporate debt securities 67,585 �  (641) 66,944
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Total investments � long-term $ 184,529 $ 9 $ (1,596) $ 182,942

Investments � Privately-Held Companies $ 5,900 $ �  $ �  $ 5,900

17

Edgar Filing: POLYCOM INC - Form 10-Q

Table of Contents 30



Table of Contents

The following table summarizes the fair value and gross unrealized losses of our short-term and long-term investments with unrealized losses (in
thousands), aggregated by type of investment instrument and length of time that individual securities have been in a continuous unrealized loss
position as of September 30, 2006 and December 31, 2005:

Less than 12 Months 12 Months or Greater Total
Fair

Value

Gross
Unrealized

Losses

Fair

Value

Gross
Unrealized

Losses

Fair

Value

Gross
Unrealized

Losses
September 30, 2006:
U.S. Government securities $ 32,201 $ (70) $ 43,413 $ (232) $ 75,614 $ (302)
Corporate debt securities 97,436 (1,044) 15,412 (73) 112,848 (1,117)

Total Investments $ 129,637 $ (1,114) $ 58,825 $ (305) $ 188,462 $ (1,419)

Less than 12 Months 12 Months or Greater Total
Fair

Value

Gross
Unrealized

Losses

Fair

Value

Gross
Unrealized

Losses

Fair

Value

Gross
Unrealized

Losses
December 31, 2005:
U.S. Government securities $ 39,411 $ (391) $ 79,910 $ (633) $ 119,321 $ (1,024)
State and local governments �  �  995 (5) 995 (5)
Corporate debt securities 41,431 (683) 40,088 (370) 81,519 (1,053)

Total Investments $ 80,842 $ (1,074) $ 120,993 $ (1,008) $ 201,835 $ (2,082)

Debt Securities

The Company�s short term and long term investments are comprised of U.S., state and municipal government obligations and foreign and
domestic public corporate debt securities, some of which are invested in auction rate securities. Investments, other than auction rate securities,
are classified as short-term or long-term based on their original or remaining maturities and whether the securities represent the investment of
funds available for current operations. Nearly all investments are held in the Company�s name at a limited number of major financial institutions.
At September 30, 2006 and December 31, 2005, all of the Company�s investments were classified as available-for-sale and are carried at fair
value based on quoted market prices at the end of the reporting period. Unrealized gains and losses are recorded as a separate component of
cumulative other comprehensive income in stockholder�s equity. If these investments are sold at a loss or are considered to have other than
temporarily declined in value, a charge to operations is recorded. The specific identification method is used to determine the cost of securities
disposed of, with realized gains and losses reflected in interest income, net. During the three months and nine months ended September 30,
2006, the Company recorded gross realized gains of $0.8 million and $1.9 million and gross realized losses of $0.1 million and less than $0.2
million, respectively, on the disposal of investments. During the three months and nine months ended September 30, 2005, the Company
recorded gross realized gains of $0.3 million and $0.6 million, respectively. During the three and nine months ended September 30, 2005, the
Company recorded $0.1 million gross realized losses on the disposal of investments. The unrealized loss balances in U.S. government
obligations and public corporate debt securities as of September 30, 2006 were primarily caused by increases in interest rates. Because the
Company has the ability to hold these debt securities until a recovery of fair value, which may be until maturity, it does not consider these debt
securities to be other-than-temporarily impaired at September 30, 2006.

The Company�s investment policy limits the concentration of its investments in debt securities to an unlimited amount of U.S. Government and
U.S. Government Agencies, a maximum of 4% in a single issuer for all other corporate debt securities and a maximum of 10% in any single
money market fund. The policy also limits the percent of our portfolio held in these instruments to a minimum of 20% in U.S. Government and
U.S. Government Agencies and no more than 25% to 75% in other corporate debt instruments depending on the debt instrument. All of the
Company�s debt securities must be rated by both Standard and Poor�s and Moody�s and must have a high quality credit rating. Because of the
nature of the Company�s investment policy, the Company does not monitor industry classification of the investments other than commercial bank
issues. The Company is in compliance with its investment policy at September 30, 2006.

Private Company Investments
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For strategic reasons, the Company has made various investments in private companies. The private company investments are carried at cost and
written down to fair market value when indications exist that these investments have other than temporarily declined in value. The Company
reviews these investments for impairment when events or changes in circumstances indicate that impairment may exist and make appropriate
reductions in carrying value, if necessary. The
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Company evaluates a number of factors, including price per share of any recent financing, expected timing of additional financing, liquidation
preferences, historical and forecast earnings and cash flows, cash burn rate, and technological feasibility of the investee company�s products to
assess whether or not the investment is impaired. At September 30, 2006 and December 31, 2005, these investments had a carrying value of $7.9
million and $5.9 million, respectively. In the nine months ended September 30, 2006 and 2005, the Company made investments of $2.0 million
and $0.5 million, respectively, in privately held companies and did not record any write-downs of existing investments in privately held
companies. These investments are recorded in �Other assets� in our Condensed Consolidated Balance Sheets.

13. BUSINESS COMBINATIONS

DSTMedia Technology

On August 25, 2005, the Company acquired DSTMedia Technology Co., Ltd. (�DSTMedia�), a privately held video solutions company
headquartered in Beijing, China. The aggregate consideration for the transaction was $10.3 million, comprised of $7.6 million in cash and $2.7
million in direct acquisition costs. The purchase price was allocated to the assets acquired and liabilities assumed based on their estimated fair
values on the acquisition date with the assistance of an independent appraisal. The Company recorded approximately $6.7 million of goodwill,
$2.2 million of identifiable intangible assets, $1.1 million of net tangible assets and $0.3 million of in-process research and development costs in
connection with this acquisition. The primary reason for the acquisition and the factors that contributed to the recognition of goodwill relate to
DSTMedia�s ability to enhance the Company�s position in China, Japan and other Asian countries to deliver video networking and low end video
solutions. The $0.3 million allocated to in-process research and development was recorded in �Purchased in-process research and development� in
the Condensed Consolidated Statements of Operations.

In accordance with SFAS 142, goodwill originating from the DSTMedia acquisition will not be amortized. In general, the goodwill is not
deductible for tax purposes. Purchased intangible assets are being amortized on a straight-line basis over a period of two to five years. See Note
14 of Notes to Condensed Consolidated Financial Statements for additional information on goodwill and purchased intangibles.

DSTMedia shareholders may receive up to an additional $20.0 million of consideration through 2008, payable in cash, based on the achievement
of certain financial milestones relating to the operating results of DSTMedia. In addition, DSTMedia shareholders were eligible to receive up to
an additional $0.4 million of consideration one year following the closing of the acquisition if certain conditions are met. In September 2006, the
Company paid out $0.2 million in additional consideration related to this obligation. Any additional consideration paid to the DSTMedia
shareholders would result in an increase in goodwill. DSTMedia�s results of operations have been included in our results of operations since
August 25, 2005 in our Communications and Network Systems segments. Pro forma results of operations have not been presented as the effects
of this acquisition were not material on an individual basis.

Other Acquisitions

The Company completed the acquisition Voyant Technologies, Inc. (�Voyant�) during the year ended December 31, 2004. The Company
completed the acquisition of MeetU.com, Inc. (�MeetU�) during the year ended December 31, 2002. The Company also completed the acquisitions
of PictureTel Corporation (�PictureTel�), Atlanta Signal Processors, Inc. (�ASPI�), Circa Communications Ltd. (�Circa�) and Accord Networks Ltd.
(�Accord�) during the year ended December 31, 2001.

14. GOODWILL AND PURCHASED INTANGIBLES

The following table presents details of the Company�s goodwill by segment (in thousands):

Communications
Segment

Network
Systems
Segment

Services
Segment Total

Balance at December 31, 2005 $ 250,727 $ 53,435 $ 54,909 $ 359,071
Add: Changes in estimates of fair value of assets acquired 14 156 �  170

Balance at September 30, 2006 $ 250,741 $ 53,591 $ 54,909 $ 359,241

The fair value adjustments to assets acquired during the nine month period ended September 30, 2006 resulted from upward revisions to reserves
based upon the payment of certain liabilities assumed in the DSTMedia acquisition.
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The following table presents details of the Company�s total purchased intangible assets as of September 30, 2006 and December 31, 2005 (in
thousands):

September 30, 2006 December 31, 2005

Purchased Intangible Assets

Gross

Value

Accumulated

Amortization Impairment

Net

Value

Gross

Value

Accumulated

Amortization Impairment

Net

Value
Core and developed technology $ 43,578 $ (33,965) $ (1,650) $ 7,963 $ 43,578 $ (31,206) $ (1,650) $ 10,722
Patents 14,068 (11,995) �  2,073 14,068 (11,195) �  2,873
Customer and partner relationships 25,125 (21,741) �  3,384 25,125 (21,201) �  3,924
Trade name 3,021 (613) (150) 2,258 3,021 (462) (150) 2,409
Other 2,420 (2,310) (60) 50 2,407 (1,943) (60) 404

Total $ 88,212 $ (70,624) $ (1,860) $ 15,728 $ 88,199 $ (66,007) $ (1,860) $ 20,332

In the fourth quarter of 2005, the Company completed its annual goodwill impairment test outlined under SFAS 142, which requires the
assessment of goodwill for impairment on an annual basis. The assessment of goodwill impairment was conducted by determining and
comparing the fair value of each of our reporting units, as defined in SFAS 142, to each reporting unit�s carrying value as of that date. The fair
value of each of our reporting units was determined using an income approach, whereby the fair value of the asset is based on the value of the
cash flows that the asset can be expected to generate in the future. These estimated future cash flows were discounted at rates ranging from 14 to
17 percent to arrive at the respective fair values of each reporting unit. Based on the results of this impairment test, the Company determined that
its goodwill assets were not impaired. The Company will conduct its annual impairment test in the fourth quarter of every year, unless
impairment indicators exist sooner. As of September 30, 2006, no impairment indicators have been identified.

In the fourth quarter of 2005, the Company completed its annual purchased intangibles impairment tests. The assessment of purchased
intangibles impairment was conducted by first estimating the undiscounted future cash flows to be generated from the use and eventual
disposition of the purchased intangibles and comparing this amount with the carrying value of these assets. If the undiscounted cash flows were
less than the carrying amounts, impairment existed, and future cash flows were discounted at rates ranging from 30 to 32 percent and compared
to the carrying amounts of the purchased intangibles to determine the amount of the impairment. Based on the results of the 2005 impairment
test, the Company recorded an impairment charge of $1.9 million for the write down of certain intangible assets acquired as part of the Voyant
acquisition. As a result of a decline in the projected future cash flows from the OCI product line due to its announced discontinuance, the related
core and developed technology, trade name and non- competition agreement intangibles were written down to their fair values at December 31,
2005. The impairment charge was recorded in �Amortization and impairment of purchased intangibles� in the Condensed Consolidated Statements
of Operations. Amortization and impairment of intangibles is not allocated to our segments. The Company will conduct its annual impairment
tests in the fourth quarter of every year, unless impairment indicators exist sooner. As of September 30, 2006, no impairment indicators have
been identified.

Upon adoption of SFAS 142, the Company determined that a purchased trade name intangible of $0.9 million had an indefinite life as the
Company expects to generate cash flows related to this asset indefinitely. Consequently, this trade name is no longer amortized but is reviewed
for impairment annually, unless impairment indicators exist sooner. As of September 30, 2006, no impairment indicators have been identified.

The estimated future amortization expense of purchased intangible assets as of September 30, 2006 is as follows (in thousands):

Year ending December 31, Amount
Remainder of 2006 $ 1,495
2007 5,347
2008 5,202
2009 1,020
2010 946
Thereafter 800

Total $ 14,810
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15. ACQUISITION-RELATED COSTS AND LIABILITIES

For the three months and nine months ended September 30, 2006 and 2005, the Company recorded a charge to operations of approximately $0.1
million for acquisition-related integration costs primarily related to the DSTMedia, Voyant and PictureTel acquisitions. These charges include
outside financial advisory, accounting, legal and consulting fees and other direct merger-related expenses. These charges include the cost of
actions designed to improve the Company�s combined competitiveness, productivity and future profitability and primarily relate to the
elimination of redundant and excess facilities and workforce in the Company�s combined businesses, and accounting and legal costs related to the
liquidation of redundant facilities and legal entities.

The following table summarizes the status of the Company�s acquisition-related liabilities, restructuring and integration costs (in thousands):

Facility

Closings

Severance

and Related

Benefits

Integration Costs,

Merger Fees
and

Expenses
Balance at December 31, 2004 $ 9,081 $ 50 $ 66
Additions to the reserve �  �  351
Release of reserve (3) (50) �  
Cash payments and other usage (4,964) �  (417)

Balance at December 31, 2005 4,114 �  �  
Additions to the reserve �  �  137
Cash payments and other usage (1,063) �  (137)

Balance at September 30, 2006 $ 3,051 $ �  $ �  

The Company had less than $0.1 million and approximately $2.2 million, at September 30, 2006 and December 31, 2005, respectively, of
acquisition-related reserves classified as long-term liabilities. Approximately $3.0 million and $1.9 million, at September 30, 2006 and
December 31, 2005, respectively, of acquisition-related reserves were classified as current liabilities.

Facility closings

The Company�s facility closings liability is attributable to its PictureTel acquisition. The remaining balances at both September 30, 2006 and
December 31, 2005 relate to two vacant facilities from that acquisition.

Severance and related benefits

As a result of the Voyant acquisition, the Company assumed additional liabilities related to severance totaling $0.4 million, which were either
paid or released by June 30, 2005.

Integration Costs, Merger Fees and Expenses

Merger-related transaction and period expenses for each of the three and nine month periods ended September 30, 2006 of less than $0.1 million
and $0.1 million, respectively, and for the three and nine month periods ending September 30, 2005 of $0.2 million and $0.3 million,
respectively, principally consisted of financial advisory, accounting, legal and consulting fees, and other direct merger-related expenses incurred
in the period related to completed acquisitions.

16. RESTRUCTURING COSTS

During the three months ended September 30, 2006, management approved a restructuring plan for eliminating or relocating certain positions
throughout the Company in order to consolidate certain functions into one location, as well as to relocate our Asia Pacific headquarters from
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Hong Kong to Singapore. In accordance with SFAS 146, �Accounting for Costs Associated with Exit or Disposal Activities,� the Company
recorded a charge of approximately $1.3 million for the three months ended September 30, 2006 related to workforce reductions and relocations,
which events had been communicated to the impacted employees or incurred during the period. The charge is comprised of severance and other
employee termination benefits related to these workforce reductions, which impacts less than 3 percent of the Company�s employees worldwide,
and costs related to relocations that have been incurred as of September 30, 2006. As of September 30, 2006, approximately $0.9 million of the
third quarter charge remained to be paid out and is expected to be paid out by March 31, 2007. For the employees who will not terminate until
the fourth quarter of 2006 or the first quarter of 2007 and, in accordance with FAS 146, exceed the minimum retention period (generally 60
days), as well as for remaining costs associated with employee
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relocation, facilities closures and moving related expenses, which will be recognized when we cease to use the facility or as incurred, a
remaining charge of approximately $0.8 million will be recognized during the fourth quarter of 2006 through the second quarter of 2008, for a
total charge of $2.1 million.

During the three months ended March 31, 2006, management approved a restructuring plan for eliminating certain positions throughout the
Company but focused on the sales and general and administrative functions. The resulting actions were intended to streamline and focus the
Company�s efforts and more properly align its cost structure with its projected revenue streams. In accordance with SFAS 146, �Accounting for
Costs Associated with Exit or Disposal Activities,� the Company recorded a charge of approximately $0.6 million for the three months ended
March 31, 2006 related to workforce reductions, which had been communicated to the impacted employees during the period. The total charge
of $0.6 million consisted of severance and other employee termination benefits related to these workforce reductions, which comprised less than
1 percent of the Company�s employees worldwide. All remaining payments related to these charges were made by the end of September 30,
2006.

During the year ended December 31, 2005, management approved a restructuring plan for eliminating or relocating certain positions throughout
the Company but focused on the sales and general and administrative functions. The resulting actions were intended to streamline and focus the
Company�s efforts and more properly align its cost structure with the projected revenue streams. In accordance with SFAS 146, �Accounting for
Costs Associated with Exit or Disposal Activities,� the Company recorded a charge of approximately $0.7 million for the year ended
December 31, 2005 related to workforce reductions, which had been communicated to the impacted employees during the year. The total charge
of $0.7 million consisted of severance and other employee termination benefits related to these workforce reductions, which comprise less than 1
percent of the Company�s employees worldwide. All payments related to these charges were completed by December 31, 2005.

The following table summarizes the status of the Company�s restructure reserves (in thousands):

Severance and
Related Benefits

Balance at December 31, 2004 $ 21
Additions to the reserve 649
Release of reserve (16)
Cash payments and other usage (654)

Balance at December 31, 2005 $ �  
Additions to the reserve 1,890
Release of reserve (23)
Cash payments and other usage (925)

Balance at September 30, 2006 $ 942

17. INCOME TAXES

The Company�s overall effective tax rate for both the three and nine months ended September 30, 2006 was 34%, which resulted in a provision
for income taxes of $8.9 million and $23.8 million, respectively. The overall effective tax rate for the three and nine months ended
September 30, 2005 was 27%, which resulted in a provision for income taxes of $6.4 million and $19.9 million, respectively. The increase in the
effective tax rate was primarily the result of stock�based compensation expense which is not deductible for tax purposes combined with a
decrease in the federal research and experimentation tax credit which expired on December 31, 2005.

The Company is required to separately report its results from discontinued operations net of tax. This requires an intraperiod allocation of total
tax expense between continuing operations and discontinued operations in accordance with the accounting rules. The Company�s tax rates may
vary from quarter to quarter, depending on the results of operations. The Company�s continuing operations effective tax rate for the three and
nine months ended September 30, 2005 was 27%, which resulted in a corresponding provision for income taxes of $6.3 million and $19.7
million, respectively. There was no results for discontinued operations reported for the three and nine months ended September 30, 2006.

The Company�s income tax returns are regularly reviewed by the U.S. and international tax authorities to which they are submitted. The
Company is currently under audit by the Israeli Tax Authority for the years ended December 31, 2000 through December 31, 2004. As a result
of this audit, the tax authority has proposed adjustments relating to the tax treatment
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of certain expenses as well as certain transfer pricing assumptions. The Company believes that it has valid defenses for its position and will
pursue all administrative and judicial remedies in reaching a settlement on these matters. Although the final resolution is uncertain, the Company
believes that adequate amounts have been reserved for or that it will receive corresponding adjustments on its U.S. Federal income tax returns
that will negate the effect of such proposed adjustments and any unfavorable resolution of this matter is not expected to have a material impact
on the Company�s results of operations, financial position or operating cash flows.

On November 10, 2005, the FASB issued FASB Staff Position No. FAS 123(R)-3 �Transition Election Related to Accounting for Tax Effects of
Share-Based Payment Awards.� The Company has elected to adopt the alternative transition method provided in the FASB Staff Position for
calculating the tax effects of stock-based compensation pursuant to SFAS 123(R). The alternative transition method includes simplified methods
to establish the beginning balance of the additional paid-in capital pool (�APIC pool�) related to the tax effects of employee stock-based
compensation, and to determine the subsequent impact on the APIC pool and Consolidated Statements of Cash Flows of the tax effects of
employee stock-based compensation awards that are outstanding upon adoption of SFAS 123(R).

18. HEDGING

Non-Designated Hedges

The Company hedges its net recognized foreign currency assets and liabilities with forward foreign exchange contracts to reduce the risk that the
Company�s earnings and cash flows will be adversely affected by changes in foreign currency exchange rates. These derivative instruments
hedge assets and liabilities that are denominated in foreign currencies and are carried at fair value with changes in the fair value recorded as
other income (expense), net. These derivative instruments do not subject the Company to material balance sheet risk due to exchange rate
movements because gains and losses on these derivatives are intended to offset gains and losses on the assets and liabilities being hedged.

Commencing in September 2006, the Company entered into foreign exchange forward contracts denominated in Euros, British Pounds and
Israeli Shekels. These hedges do not require special hedge accounting under SFAS 133, �Accounting for Derivative Instruments and Hedging
Activities,� (SFAS 133). At each reporting period, the fair value of the Company�s forward contracts is recorded on the balance sheet, and any fair
value adjustments are recorded in other income (expense), net, and are offset by the corresponding gains and losses on foreign currency
denominated assets and liabilities. Fair values of foreign exchange forward contracts are determined using quoted market forward rates. The
Company does not enter into foreign currency forward contracts for trading or speculative purposes.

The following table summarizes the Company�s notional position by currency, and approximate U.S. dollar equivalent, at September 30, 2006 of
the outstanding non-designated hedges, all of which mature in 30 days or less (foreign currency and dollar amounts in thousands):

Foreign
Currency

USD
Equivalent Positions

Euro 4,000 $ 5,084 Buy
Euro 8,900 $ 11,351 Sell
British Pound 1,800 $ 3,401 Sell
Israeli Shekel 19,000 $ 4,350 Buy

Foreign currency transactions, net of the effect of hedging activity on forward contracts, resulted in a net loss of less than $0.1 million for the
each of the three months periods ended September 30, 2006 and 2005, and a net gain of $0.6 million and $0.3 million for the nine months ended
September 30, 2006 and 2005, respectively.

Cash Flow Hedges

In September of 2006, the Company commenced use of forward foreign exchange contracts to hedge certain operational (�cash flow�) exposures
resulting from changes in foreign currency exchange rates. All foreign exchange contracts are carried at fair value and the maximum duration of
forward foreign exchange contracts do not exceed thirteen months. Cash flow exposures result from portions of our forecasted revenues and
operating expenses being denominated in currencies other than the U.S. dollar, primarily the Euro, British Pound and Israeli Shekel. We enter
into these foreign exchange contracts to hedge forecasted revenue and operating expenses in the normal course of business, and accordingly,
they are not speculative in nature.
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To receive hedge accounting treatment under SFAS 133, all hedging relationships are formally documented at the inception of the hedge and the
hedges must be highly effective in offsetting changes to future cash flows on hedged transactions. The Company records spot to spot changes in
these cash flow hedges in cumulative other comprehensive loss until the forecasted transaction occurs. As of September 30, 2006, we estimate
that all of the existing gains, which is less than $0.1 million, will be reclassified into revenue and operating expenses from accumulated other
comprehensive income (loss) within the next twelve months.

When the forecasted transaction occurs, the Company reclassifies the related gain or loss on the cash flow hedge to revenue or operating expense
depending upon the transaction being hedged. During the three months ended September 30, 2006, net gains of less than $0.1 million were
reclassified from cumulative other comprehensive loss to both revenue and operating expense. In the event the underlying forecasted transaction
does not occur, or it becomes probable that it will not occur, the related hedge gains and losses on the cash flow hedge would be reclassified
from cumulative other comprehensive income (loss) to other income (expense) on the consolidated statement of operations at that time. For the
three months ended September 30, 2006, there were no such net gains or losses recognized in other income (expense) relating to hedges of
forecasted transactions that did not occur.

The Company evaluates hedging effectiveness prospectively and retrospectively and records any ineffective portion of the hedging instruments
in other income (expense) on the consolidated statement of operations. The Company did not incur any net gains or losses for cash flow hedges
due to hedge ineffectiveness during the three months ended September 30, 2006. The time value of purchased derivative instruments is excluded
from effectiveness testing and is recorded in other income (expense) over the life of the contract. Other income (expense) for the three months
ended September 30, 2006 included less than $0.1 million net gains representing the excluded time value component of the purchased forward
contracts.

The following table summarizes the Company�s notional position by currency, and approximate U.S. dollar equivalent, at September 30, 2006 of
the outstanding cash flow hedges, all of which are carried at fair value and have maturities of less than 180 days (foreign currency and dollar
amounts in thousands):

Foreign
Currency

USD
Equivalent Positions

Euro 13,300 $ 17,042 Sell
Euro 4,300 $ 5,509 Buy
British Pound 4,300 $ 8,133 Sell
British Pound 4,500 $ 8,511 Buy
Israeli Shekel 23,000 $ 5,262 Buy

As of September 30, 2006, the Company had a derivative asset of $0.4 million included in prepaid expenses and other current assets and a
derivative liability of $0.1 million included in other accrued liabilities.

19. SHARE REPURCHASE PROGRAM

In June 2002 and August 2004, the Board of Directors approved plans to purchase up to 3.5 million shares and 10 million shares, respectively, of
the Company�s common stock in the open market. As of December 31, 2005, under these prior plans, the Company had purchased approximately
4.8 million shares in the open market, for cash of $81.8 million. These shares of common stock have been retired and reclassified as authorized
and unissued. On August 9, 2005, the Company announced that the Board of Directors had approved a share repurchase plan, which superseded
all prior share repurchase plans, under which it would purchase shares with an aggregate value of up to $250 million in the open market from
time to time. During the three and nine months ended September 30, 2006, under all plans, the Company purchased 1.2 million and 3.9 million
shares of common stock in the open market for cash of $25.6 million and $78.0 million, respectively. For the three and nine months ended
September 30, 2005, under all plans, the Company purchased 2.9 million and 6.0 million shares of common stock in the open market for cash of
$49.0 million and $99.0 million, respectively. As of September 30, 2006, the Company was authorized to purchase up to an additional $41.4
million of shares in the open market under the 2005 share repurchase plan.

20. RECENT ACCOUNTING PRONOUNCEMENTS

In July 2006, the FASB issued FASB Interpretation No. 48 (FIN 48) �Accounting for Uncertainty in Income Taxes� which prescribes a
recognition threshold and measurement process for recording in the financial statements uncertain tax positions taken or expected to be taken in
a tax return. Additionally, FIN 48 provides guidance on the derecognition, classification, accounting in interim periods and disclosure
requirements for uncertain tax positions. The accounting provisions of FIN 48 will be effective the first quarter of the Company�s 2007 fiscal
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In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157 (SFAS No. 157), �Fair Value Measurements�, which
clarifies the principle that fair value should be based on the assumptions market participants would use when pricing an asset or liability and
establishes a fair value hierarchy that prioritizes the information used to develop those assumptions. Under the standard, fair value measurements
would be separately disclosed by level within the fair value hierarchy. SFAS No. 157 is effective the first quarter of the Company�s 2008 fiscal
year with early adoption permitted. The Company has not yet determined the impact, if any, that the implementation of SFAS No. 157 will have
on its financial statements.

In September 2006, the Staff of the SEC issued Staff Accounting Bulletin (SAB) No. 108, �Considering the Effects of Prior Year Misstatements
when Quantifying Misstatements in Current Year Financial Statements.� SAB No. 108 provides guidance on the consideration of the effects of
prior year misstatements in quantifying current year misstatements for the purpose of determining whether the current year�s financial statements
are materially misstated. SAB No. 108 is effective for fiscal years ending after November 15, 2006. The adoption of SAB No. 108 did not have
an impact on the Company�s consolidated financial position, results of operations or cash flows.
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Item 2. MANAGEMENT�S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

YOU SHOULD READ THE FOLLOWING DISCUSSION AND ANALYSIS IN CONJUNCTION WITH OUR CONDENSED CONSOLIDATED
FINANCIAL STATEMENTS AND RELATED NOTES. EXCEPT FOR HISTORICAL INFORMATION, THE FOLLOWING DISCUSSION
CONTAINS FORWARD-LOOKING STATEMENTS WITHIN THE MEANING OF SECTION 27A OF THE SECURITIES ACT OF 1933 AND
SECTION 21E OF THE SECURITIES EXCHANGE ACT OF 1934. WHEN USED IN THIS REPORT, THE WORDS �MAY,� �BELIEVE,�
�COULD,� �ANTICIPATE,� �WOULD,� �MIGHT,� �PLAN,� �EXPECT,� �WILL,� �INTEND,� �POTENTIAL,� AND SIMILAR
EXPRESSIONS OR THE NEGATIVE OF THESE TERMS ARE INTENDED TO IDENTIFY FORWARD-LOOKING STATEMENTS. THESE
FORWARD-LOOKING STATEMENTS, INCLUDING, AMONG OTHER THINGS, STATEMENTS REGARDING OUR ANTICIPATED
PRODUCTS, CUSTOMER AND GEOGRAPHIC REVENUE LEVELS AND MIX, GROSS MARGINS, OPERATING COSTS AND EXPENSES
AND OUR CHANNEL INVENTORY LEVELS, INVOLVE RISKS AND UNCERTAINTIES. OUR ACTUAL RESULTS MAY DIFFER
SIGNIFICANTLY FROM THOSE PROJECTED IN THE FORWARD-LOOKING STATEMENTS. FACTORS THAT MIGHT CAUSE FUTURE
RESULTS TO DIFFER MATERIALLY FROM THOSE DISCUSSED IN THE FORWARD-LOOKING STATEMENTS INCLUDE, BUT ARE NOT
LIMITED TO, THOSE DISCUSSED IN �RISK FACTORS� IN THIS DOCUMENT, AS WELL AS OTHER INFORMATION FOUND IN THE
DOCUMENTS WE FILE FROM TIME TO TIME WITH THE SECURITIES AND EXCHANGE COMMISSION.

Overview

We are a leading global provider of a line of high-quality, easy-to-use communications equipment that enables enterprise users to more
effectively conduct video, voice, data and web communications. Our offerings are organized along four product lines: Video Communications,
Voice Communications, Network Systems and Services. For reporting purposes, we aggregate Video Communications and Voice
Communications into one segment named Communications and report Network Systems and Services as separate segments.

Our products are unified under The Polycom Accelerated Communications Architecture, a framework of common technology principles and
objectives for intelligent, standards-based communications. This architecture is designed to facilitate interoperability among systems in a
multi-vendor ecosystem, leverage common features across a variety of products and streamline management processes. The Polycom
Accelerated Communications Architecture serves as the enabling platform for unified collaborative communication, our corporate vision of a
unified communications environment for employees, customers and partners to communicate in a dispersed workplace.

The shift from circuit-switched telephony networks to Internet Protocol (IP) based networks is a significant driver for Polycom�s collaborative
communications markets and for our business. In 2005 and continuing throughout 2006, for instance, our Voice over IP (VoIP) products grew
faster than any other product line in the company. In addition, during that same timeframe, over half of our group video products and essentially
all of our desktop video products were shipped to connect to IP environments rather than legacy ISDN networks. Strategically, Polycom is
investing much of its research, development, sales and marketing efforts into delivering a superior IP-based collaborative communications
solution, using Polycom proprietary technology in the evolving, standards-based IP communications environment.

Revenues were $173.2 million and $495.9 million for the three and nine months ended September 30, 2006, respectively, as compared to $144.4
million and $424.6 million for the three and nine months ended September 30, 2005, respectively. The increase in revenues reflects increased
sales volumes of our communications products and increased service revenues, partially offset by decreased sales of our network system
products. In addition, during the nine months ended September 30, 2006, we generated approximately $104.0 million in cash flow from
operating activities. However, our total cash and cash equivalents only increased by approximately $34.4 million as a result of other investing
and financing activities, as described in further detail under �Liquidity and Capital Resources.�

Our Communications segment includes video conferencing products and voice communications products and accounted for 76% and 75% of our
revenues in the three and nine months ended September 30, 2006, respectively, as compared to 72% and 71% in the three and nine months ended
September 30, 2005, respectively. Our Network Systems segment includes video and audio media servers and network management and
scheduling software and accounted for 12% and 13% of our revenues in the three and nine months ended September 30, 2006, respectively, as
compared to 15% and 17% in the three and nine months ended September 30, 2005, respectively. Our Services segment includes a wide range of
professional service and support offerings to our resellers and directly to some end-user customers and accounted for 12% of our revenues in
each of the three and nine month periods ended September 30, 2006, as compared to 13% and 12% in the three and nine month periods ended
September 30, 2005, respectively.
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Competition that we face in our markets is intense and competition that we face in certain of our international markets is different than what we
face in North America and is currently based principally on price. We have noted additional competitors and increased pricing pressures in
China, India and other parts of Asia, which contributed to decreased revenues in Asia in 2005 as compared to 2004. Although we have had
improved year over year performance in Asia in the first three quarters of 2006, we still see increased competition in this region, particularly in
China. If we are unable to compete effectively in these regions in terms of price, technology, product offerings or marketing strategies, our
overall financial results may suffer.

Sales of some of our products have experienced seasonal fluctuations which have affected sequential growth rates for these products, particularly
in our third and first quarters. There is generally a slowdown of sales in the European region in the third quarter of each year and sales to
government entities typically slow in our fourth quarter and, to a greater extent, in our first quarter. In addition, sales of our video conferencing
products have typically declined in the first quarter of the year compared to the fourth quarter of the prior year. Seasonal fluctuations could
negatively affect our business, which could cause our operating results to fall short of anticipated results for such quarters, as they did in the first
quarter of 2005.

On January 1, 2006, we adopted SFAS 123(R), which requires the measurement and recognition of compensation expense for all share-based
payment awards made to employees and directors based upon estimated fair values. As a result of adopting SFAS 123(R), income before income
taxes for the three and nine months ended September 30, 2006 was $6.0 million and $17.5 million lower, respectively; and net income for the
three and nine months ended September 30, 2006 was $3.9 million and $11.6 million lower, respectively. The impact on both basic and diluted
earnings per share for the three and nine months ended September 30, 2006 was a reduction of $0.04 and $0.13 per share, respectively. The
following table summarizes stock-based compensation expense recorded under SFAS 123(R) for the three and nine months ended September 30,
2006 and its allocation within the Condensed Consolidated Statements of Operations (in thousands):

Three Months

Ended

September 30, 2006

Nine Months

Ended

September 30, 2006
Cost of sales - product $ 359 $ 1,108
Cost of sales - service 432 1,313

Stock-based compensation expense included in cost of sales 791 2,421

Sales and marketing 1,751 4,976
Research and development 1,800 5,539
General and administrative 1,631 4,571

Stock-based compensation expense included in operating expenses 5,182 15,086

Stock-based compensation expense related to employee equity awards and employee
stock purchases 5,973 17,507
Tax benefit 2,030 5,952

Stock-based compensation expense related to employee equity awards and employee
stock purchases, net of tax $ 3,943 $ 11,555

There was no stock-based compensation expense recognized for the three and nine months ended September 30, 2005 other than as related to
acquisitions, which was less than $0.1 million in the nine months ended September 30, 2005.

We adopted SFAS 123(R) on a modified prospective basis, which requires the application of the accounting standard as of January 1, 2006. In
accordance with the modified prospective basis, our condensed consolidated financial statements for prior periods have not been restated to
reflect, and do not include, the impact of SFAS123(R).
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Prior to the adoption of SFAS No. 123(R), we provided the disclosures required under SFAS No. 123, �Accounting for Stock-Based
Compensation,� as amended by SFAS No. 148, �Accounting for Stock-Based Compensation � Transition and Disclosures.�
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Consistent with the disclosure provisions of SFAS 148, our net income and basic and diluted net income per share for the three and nine months
ended September 30, 2005 would have been adjusted to the pro forma amounts indicated below (in thousands, except per share amounts):

Three Months

Ended

September 30, 2005

Nine Months

Ended

September 30, 2005
Net income�as reported $ 17,090 $ 53,480
Add stock-based compensation expensed during the period �  26
Less stock-based compensation expense determined under fair value based
method, net of taxes of $1,189 and $5,208 respectively (3,182) (14,095)

Net income�pro forma $ 13,908 $ 39,411
Basic net income per share�as reported $ 0.18 $ 0.55
Basic net income per share�pro forma $ 0.15 $ 0.41
Diluted net income per share�as reported $ 0.18 $ 0.54
Diluted net income per share�pro forma $ 0.14 $ 0.40

The discussion of results of operations at the consolidated level is followed by a more detailed discussion of results of operations by segment.
The discussion of our segment operating results is presented for the three and nine month periods ended September 30, 2006 and 2005.
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Results of Operations for the Three and Nine months Ended September 30, 2006 and 2005

The following table sets forth, as a percentage of revenues, condensed consolidated statements of operations data for the periods indicated.

Three Months Ended Nine Months Ended
September 30,

2006
September 30,

2005
September 30,

2006
September 30,

2005
Revenues:
Product revenues 88% 87% 88% 88%
Service revenues 12% 13% 12% 12%

Total revenues 100% 100% 100% 100%
Cost of revenues:
Cost of product revenues as a % of product
revenues 37% 35% 36% 35%
Cost of service revenues as a % of service revenues 52% 54% 53% 58%

Total cost of revenues 38% 38% 38% 37%

Gross profit 62% 62% 62% 63%

Operating expenses:
Sales and marketing 25% 24% 25% 25%
Research and development 16% 16% 17% 16%
General and administrative 7% 6% 7% 7%
Acquisition-related costs 0% 0% 0% 0%
Amortization of purchased intangibles 1% 1% 1% 1%
Litigation reserves and payments 0% 0% 0% 0%
Restructuring costs 1% 1% 1% 0%

Total operating expenses 50% 48% 51% 49%

Operating income 12% 14% 11% 14%
Interest income, net 3% 2% 3% 2%
Gain on strategic investments 0% 0% 0% 1%
Other income, net 0% 0% 0% 0%

Income from continuing operations before
provision for income taxes 15% 16% 14% 17%
Provision for income taxes 5% 4% 5% 4%

Income from continuing operations 10% 12% 9% 13%
Gain from sale of discontinued operations, net of
taxes 0% 0% 0% 0%

Net income 10% 12% 9% 13%

Revenues

Total revenues for the three months ended September 30, 2006 were $173.2 million, an increase of $28.8 million, or 20%, over the same period
of 2005. The increase in revenues was due to increased sales of our communications products and increased service revenues, partially offset by
decreased sales of our network system products. Video communications revenues increased to $82.7 million for the three months ended
September 30, 2006 from $67.6 million in the same period of 2005, primarily due to an increase in sales volumes and higher average selling
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prices on our group video products. The higher average selling prices are primarily a result of a shift in mix toward the higher end products and
the fact that the first year of service is no longer included in the product price. Effective July 1, 2006, we began to separately charge for the
initial year of service for our video conferencing products rather than charging one combined price for the product and service. As a result, we
are no longer required to defer a portion of the product revenues to cover the first year of service. Voice communications revenues increased to
$49.6 million for the three months ended September 30, 2006 from $37.1 million in the same period of 2005, primarily as a result of increases in
sales volumes of our Voice-over-IP and circuit switched products. Revenues from our Network Systems products decreased to $20.2 million for
the three months ended September 30, 2006 from $21.5 million in the same period of 2005, due primarily to decreases in our audio network
system revenues, and to a lesser extent, as a result of lower revenues from system upgrades of video network systems, which was substantially
offset by increases in network systems software revenues. Services revenues increased to $20.8 million for the three months ended
September 30, 2006 from $18.2 million in the same period of 2005, primarily due to increased video-related services and video network system
services, which were partially offset by decreases in iPower-related and voice-related services.
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Total revenues for the nine months ended September 30, 2006 were $495.9 million, an increase of $71.3 million, or 17%, over the same period
of 2005. The increase in revenues was due to increased sales of our communications products and increased service revenues, partially offset by
decreased sales of our network system products. Video communications revenues increased to $236.0 million for the nine months ended
September 30, 2006 from $203.6 million in the same period of 2005, primarily due to an increase in sales of our group video products. Voice
communications revenues increased to $135.8 million for the nine months ended September 30, 2006 from $100.0 million in the same period of
2005, primarily as a result of increases in sales of our Voice-over-IP and circuit switched products. Revenues from our Network Systems
products decreased to $64.1 million for the nine months ended September 30, 2006 from $70.5 million in the same period of 2005, due primarily
to decreases in our video network system revenues, primarily as a result of decreased average selling prices, due in part to competitive pressures,
and lower revenues from system upgrades. This was partially offset by increases in revenues from our network systems software products.
Revenues from our audio networking systems products were essentially flat for the nine months ended September 30, 2006 as compared to the
year ago period. Services revenues increased to $60.0 million for the nine months ended September 30, 2006 from $50.5 million in the same
period of 2005, primarily due to increased video-related services and video network system services, which were partially offset by decreases in
iPower-related services.

International revenues, which includes revenues outside of the U.S. and Canada, accounted for 41% and 39% of total revenues for the three
months ended September 30, 2006 and 2005, respectively, and accounted for 43% and 41% of total revenues for each of the nine month periods
ended September 30, 2006 and 2005, respectively.

On a regional basis, North America, Europe, Asia Pacific and Latin America revenues accounted for 59%, 21%, 17% and 3%, respectively, of
our total revenues for the three months ended September 30, 2006. North America, Europe, Asia Pacific and Latin America revenues increased
14%, 27%, 29% and 36%, respectively, in the three months ended September 30, 2006 as compared to the same period in 2005. North America
revenues increased as a result of increased video and voice communication product revenues, and to a lesser extent, increased service revenues,
partially offset by decreased network systems product revenues. European and Asia Pacific revenues increased as a result of an increase in video
and voice communication product revenues, and to a lesser extent, increased service revenues. Network systems product revenues were
essentially flat in Europe and Asia Pacific for the three months ended September 30, 2006 as compared to the same period in 2005. Latin
America revenues increased as a result of increased video communication product revenues, and to a lesser extent, increases in network systems
product revenues and service revenues.

On a regional basis, North America, Europe, Asia Pacific and Latin America revenues accounted for 57%, 22%, 18% and 3%, respectively, of
our total revenues for the nine months ended September 30, 2006. North America, Europe, Asia Pacific and Latin America revenues increased
14%, 22%, 18% and 33%, respectively, in the nine months ended September 30, 2006 as compared to the same period in 2005. North America
revenues increased as a result of increased video and voice communication product revenues, and increased service revenues, partially offset by
decreased network systems product revenues. Europe, Asia Pacific and Latin America revenues increased as a result of an increase in video and
voice communication product revenues, and to a lesser extent, increased service revenues. Network systems product revenues were essentially
flat in Europe, Asia Pacific and Latin America for the nine months ended September 30, 2006 as compared to the same period in 2005.

One customer accounted for 10% or more of our total net revenues during the three and nine months ended September 30, 2006. This customer
is a channel partner, and we believe it is unlikely that the loss of this or any other channel partner would have a material adverse effect on
consolidated revenues as we believe end-users would likely purchase our communications products from a different channel partner. However, a
loss of any one of these channel partners could have a material adverse impact during the transition period. No one customer accounted for 10%
or more of our total net revenues for the three and nine months ended September 30, 2005. For the three and nine months ended September 30,
2006, our Communications segment had one customer that represented approximately 14% and 12%, respectively, of Communications segment
revenues. For the three and nine months ended September 30, 2005, our Communications segment had one customer that represented
approximately 12% and 11%, respectively, of Communications segment revenues. This customer is a channel partner, and we believe it is
unlikely that the loss of this or any other channel partner would have a material adverse effect on consolidated revenues as we believe end-users
would likely purchase our communications products from a different channel partner. However, a loss of any one of these channel partners could
have a material adverse impact during the transition period. For the three months ended September 30, 2006, our Network Systems segment had
a single customer that represented approximately 13% of Network Systems segment revenues. For the nine months ended September 30, 2006
and 2005 and for the three months ended September 30, 2005, our Network Systems segment had two customers that together represented
approximately 15%, 12% and 14% of Network Systems segment revenues. These customers are end users of our network systems products, and
the revenues in this segment from end users are subject to more variability than our segment revenues from our channel partners. The loss of one
or more customers in the Network Systems segment could have a material adverse impact on our consolidated revenues. No one customer
accounted for more than 10% of our Services segment revenues for the three and nine months ended September 30, 2006 and 2005.
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We typically ship products within a short time after we receive an order, and, therefore backlog has not necessarily been a good indicator of
future revenues. As of September 30, 2006, we had $38.7 million of backlog as compared to $33.5 million at September 30, 2005. We include in
backlog open product orders which we expect to ship or services which we expect to bill and for which we expect to record revenue in the
following quarter. Once billed, unrecognized service revenue is included in deferred revenue. We ended the first nine months of 2006 with
slightly more backlog than we had at December 31, 2005, and a more significant amount of backlog than our historical experience, primarily as
a result of the level and timing of orders received and customer delivery dates requested outside of the current quarter. We believe that backlog
will continue to fluctuate from its current level and is dependent in part on our ability to forecast revenue mix and plan our manufacturing
accordingly, and in part on ongoing service deferrals as service revenues increase as a percent of total revenue. In addition, orders from our
channel partners are based on the level of demand from end-user customers. Any decline or uncertainty in end-user demand could negatively
impact end-user orders, which in turn could negatively affect orders from our channel partners in any given quarter. As a result, our backlog
could decline from current levels.

Cost of Revenues and Gross Margins

Three Months Ended Nine Months Ended

$ in thousands
September 30,

2006
September 30,

2005
Increase

(Decrease)
September 30,

2006
September 30,

2005
Increase

(Decrease)
Product Cost of Revenues $ 55,650 $ 44,660 25% $ 158,599 $ 129,628 22%
% of Product Revenues 37% 35% 2pts 36% 35% 1pt
Product Gross Margins 63% 65% (2)pts 64% 65% (1)pt
Service Cost of Revenues $ 10,753 $ 9,737 10% $ 31,720 $ 29,428 8%
% of Service Revenues 52% 54% (2)pts 53% 58% (5)pts
Service Gross Margins 48% 46% 2pts 47% 42% 5pts
Total Cost of Revenues $ 66,403 $ 54,397 22% $ 190,319 $ 159,056 20%
% of Total Revenues 38% 38% �  38% 37% 1pt
Total Gross Margins 62% 62% �  62% 63% (1)pt
Cost of Product Revenues and Product Gross Margins

Cost of product revenues consists primarily of contract manufacturer costs, including material and direct labor, our manufacturing organization,
tooling depreciation, warranty expense, freight expense, royalty payments and an allocation of overhead expenses, including facilities and IT
costs. Generally, Network Systems segment products have a higher gross margin than our Communications segment products. Cost of product
revenues and product gross margins included a $0.4 million and $1.1 million charge for stock-based compensation in the three and nine months
ended September 30, 2006, respectively. The comparable 2005 periods do not include any charges for stock-based compensation.

Overall, product gross margins decreased by 2 percentage points and 1 percentage point in the three and nine months ended September 30, 2006,
respectively, as compared to the comparable periods in 2005 as a result of decreased margins in voice communications and network systems,
partially offset by increased margins in video communications. For the three and nine months ended September 30, 2006 as compared to the
comparable period in 2005, gross margins decreased in voice communications and increased in video communications. The decrease in voice
communications was due to a shift in product mix toward lower margin Voice-over-IP products, as well as increased expenses related to
stock-based compensation and additional reserves for excess and obsolete inventories. The increase in video communications gross margins was
due to increased average selling prices due to product mix and the fact that the first year of service is no longer bundled in the product price,
which was partially offset by increased expenses related to stock-based compensation and additional reserves for excess and obsolete
inventories. Effective July 1, 2006, we began to separately charge for the initial year of service for our video conferencing products rather than
charging one combined price for the product and service. As a result, we are no longer required to defer a portion of the product revenues to
cover the first year of service. Gross margins in our Network Systems segment were lower in the three months ended September 30, 2006
relative to the comparable period in 2005 due to decreased margins in both video network systems and audio network systems due to decreased
average selling prices and higher expenses related to stock-based compensation. Gross margins in our Network Systems segment were lower in
the first nine months ended September 30, 2006 relative to the comparable period in 2005 due to decreased margins in both video network
systems and network systems software due to decreased average selling prices and higher expenses related to stock-based compensation. This
was partially offset by increased margins in audio network systems as a result of a higher mix in the software content of these products.
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Cost of Service Revenues and Service Gross Margins

Cost of service revenues consists primarily of material and direct labor, including stock-based compensation costs, depreciation, and an
allocation of overhead expenses, including facilities and IT costs. Generally, services have a lower gross margin than our product gross margins.
Cost of service revenues and service gross margins included a $0.4 million and $1.3 million charge for stock-based compensation in the three
and nine months ended September 30, 2006, respectively. The comparable 2005 periods do not include any charges for stock-based
compensation.

Overall, service gross margins increased in the three and nine months ended September 30, 2006 over the comparable periods in 2005 as a result
of revenues increasing at a faster pace than related service costs. Service gross margins were also favorably impacted by the amortization of
deferred revenue associated with the first year of service on our VSX� products that was included in the product price through June 30, 2006 and
amortized over the twelve month period following shipment. These factors were offset partially by increased expenses related to stock-based
compensation.

Forecasting future gross margin percentages for both products and services is difficult, and there are a number of risks associated with
maintaining our current gross margin levels. Uncertainties surrounding revenue levels and related production level variances, competition,
changes in technology, changes in product mix, variability of stock-based compensation costs, litigation outcomes, and the potential of resulting
royalties to third parties, manufacturing efficiencies of subcontractors, manufacturing and purchased part variances, warranty and recall costs,
such as those we incurred during the first quarter of 2006 with the voluntary battery recall used in our SoundStation 2W product, and excess and
obsolete reserves, such as the reserve we recorded in the third quarter of 2006 related to our QSX� and ViewStation® products, and timing of
sales over the next few quarters can cause our cost of revenues percentage to vary significantly. We may also experience higher prices on
commodity components that are included in our products, such as the cost increases for memory devices used in many of our products. We have
recently incurred cost increases in components that are required to be in compliance with the Restrictions on Hazardous Substances (RoHS)
rules in Europe. Further, in late 2003 we began including one year of service with some of our video products, which has lowered our gross
margins for those products as a result of allocating a portion of our product revenue to deferred service revenue. However, service gross margins
are favorably impacted when the deferred revenue is recorded as revenue. Effective July 1, 2006, we began to separately charge for the initial
year of service for our video conferencing products rather than charging one combined price for the product and service. These actions may not
have the desired result of increasing revenues and improving service renewal rates and, accordingly, could have an adverse impact on our
product margins and profitability.

In addition, cost variances associated with the manufacturing ramp of new products, or the write-off of initial inventory purchases due to product
launch delays or the lack of market acceptance of our new products could occur, which would increase our cost of revenues as a percentage of
revenues. In addition to the uncertainties listed above, cost of revenues as a percentage of revenues may increase due to a change in our mix of
distribution channels and the mix of international versus North American revenues. Cost of revenues will also increase in the fourth quarter of
2006 as a result of increased compensation charges due to recording stock-based compensation expense beginning in the first quarter of 2006, as
well as annual merit increases and incentive accruals.

Sales and Marketing Expenses

Three Months Ended Nine Months Ended

$ in thousands
September 30,

2006
September 30,

2005 Increase
September 30,

2006
September 30,

2005 Increase
Expenses $ 42,736 $ 35,361 21% $ 124,848 $ 105,588 18%
% of Revenues 25% 24% 1pt 25% 25% �  
Sales and marketing expenses consist primarily of salaries and commissions for our sales force, stock-based compensation costs, advertising and
promotional expenses, product marketing expenses, and an allocation of overhead expenses, including facilities and IT costs. Sales and
marketing expenses, except for direct marketing expenses, are not allocated to our segments. Sales and marketing expenses included a $1.8
million and $5.0 million charge for stock-based compensation in the three and nine months ended September 30, 2006, respectively. The
comparable 2005 periods do not include any charges for stock-based compensation.

Sales and marketing expense as a percentage of revenue increased 1% for the three months ended September 30, 2006 and was essentially flat
for the nine months ended September 30, 2006 as compared to the comparable periods in 2005. The increase in absolute dollars in the three and
nine months ended September 30, 2006 over the same periods last year was due primarily to an increase in sales commissions and co-op
marketing charges as a result of increased revenues, increases in our sales and marketing headcount due to the expansion of our sales and
marketing efforts, as well as increased compensation charges due to annual merit increases, incentive accruals and stock-based compensation
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We believe we will incur increased expenses, especially advertising expenses, to increase the adoption rate of our technology and products and
to educate potential end-users as to the desirability of these products over competing products, especially as we launch new products and as a
result of increased competition in the high end video conferencing market. We expect to continue to increase our sales and marketing expenses
in absolute dollar amounts as we expand North American and international markets and increase our sales coverage in existing markets, market
new products and expand the public sector. In addition, sales and marketing expenses will continue to increase in 2006 over the 2005 levels as a
result of increased compensation charges due to recording stock-based compensation expense, which began in the first quarter of 2006, as well
as annual merit increases and incentive accruals. Stock-based compensation costs are determined through the use of an option-pricing model that
is affected by our stock price, as well as assumptions regarding a number of highly complex and subjective variables. Changes in these
underlying factors and assumptions may result in significant variability in the stock-based compensation costs we record, which makes such
amounts difficult to accurately predict.

Research and Development Expenses

Three Months Ended Nine Months Ended

$ in thousands
September 30,

2006
September 30,

2005 Increase
September 30,

2006
September 30,

2005 Increase
Expenses $ 28,694 $ 23,262 23% $ 84,974 $ 67,719 26%
% of Revenues 16% 16% �  17% 16% 1pt
Research and development expenses are expensed as incurred and consist primarily of compensation costs, including stock-based compensation
costs, outside services, expensed materials, depreciation and an allocation of overhead expenses, including facilities and IT costs. Research and
development expenses included a $1.8 million and $5.5 million charge for stock-based compensation in the three and nine months ended
September 30, 2006, respectively. The comparable 2005 periods do not include any charges for stock-based compensation.

Research and development expenses as a percentage of revenue were essentially flat for the three months ended September 30, 2006 and
increased 1% for the nine months ended September 30, 2006 as compared to the comparable periods in 2005. The increase in absolute dollars for
the three and nine months ended September 30, 2006, as compared to the comparable period in 2005, is due to planned headcount increases and
program development expenses to support increased investment in new product initiatives, as well as increased compensation charges related to
annual merit increases, incentive accruals and stock-based compensation expense.

We are currently investing research and development resources to enhance and upgrade the products that comprise our unified collaboration
communications solutions, which encompass products and services in all our segments, including additional network systems products, products
that address the very high end video conferencing market and additional voice-over-IP products. In addition, we are investing research and
development resources across all segments to support our strategic partnerships. We anticipate committing a greater proportion of our research
and development expenses toward the development of our software and infrastructure products, which are included in the Network Systems
segment, to enhance the integration and interoperability of our entire product suite.

We believe that technological leadership is critical to our success, and we are committed to continuing a high level of research and development
to develop new technologies and to combat competitive pressures. Also, continued investment in new product initiatives will require significant
research and development spending. We expect that research and development expenses in absolute dollars will increase in the future. In
addition, research and development expenses will continue to increase in 2006 over the 2005 levels as a result of increased compensation
charges due to recording stock-based compensation expense, which began in the first quarter of 2006, as well as annual merit increases and
incentive accruals. Stock-based compensation costs are determined through the use of an option-pricing model that is affected by our stock price,
as well as assumptions regarding a number of highly complex and subjective variables. Changes in these underlying factors and assumptions
may result in significant variability in the stock-based compensation costs we record, which makes such amounts difficult to accurately predict.
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General and Administrative Expenses

Three Months Ended Nine Months Ended

$ in thousands
September 30,

2006
September 30,

2005 Increase
September 30,

2006
September 30,

2005 Increase
Expenses $ 11,894 $ 8,769 36% $ 33,693 $ 27,137 24%
% of Revenues 7% 6% 1pt 7% 7% �  
General and administrative expenses consist primarily of compensation costs, including stock-based compensation costs, professional service
fees, allocation of overhead expenses, including facilities and IT costs, patent litigation costs, and bad debt expense. General and administrative
expenses are not allocated to our segments. General and administrative expenses included a $1.6 million and $4.6 million charge for stock-based
compensation in the three and nine months ended September 30, 2006, respectively. The comparable 2005 periods do not include any charges
for stock-based compensation.

As a percentage of revenues, general and administrative expenses increased 1% and remained flat for the three and nine months ended
September 30, 2006, respectively, as compared to the comparable period in 2005, due to the increase in stock-based compensation versus the
year ago periods. The increase in spending in absolute dollars in general and administrative in the three and nine months ended September 30,
2006 over the comparable period in the prior year was primarily due to increased compensation charges related to annual merit increases,
increased incentive accruals and stock-based compensation expense as well and legal and project-related outside services costs. This was
partially offset by decreased infrastructure costs. For the three and nine months ended September 30, 2006, the increase in compensation charges
accounted for $2.6 million and $6.6 million of the increase, respectively, and legal and outside services accounted for $1.0 million and $1.9
million of the increase, respectively, which was partially offset by decreases in infrastructure costs of $0.4 million and $1.5 million, respectively.
The remaining changes are related to numerous smaller items.

Significant charges due to costs associated with litigation, including our ongoing litigation against Codian, or uncollectibility of our receivables
would increase our general and administrative expenses and negatively affect our profitability in the quarter in which they are recorded.
Additionally, predicting the timing of bad debt expense associated with uncollectible receivables is difficult. Future general and administrative
expense increases or decreases in absolute dollars are difficult to predict due to visibility of costs, including legal costs associated with defending
claims against us, as well as legal costs associated with asserting and enforcing our intellectual property portfolio and other factors. We believe
that our general and administrative expenses will likely continue to increase in absolute dollar amounts in the future primarily as a result of
expansion of our administrative staff and other costs related to supporting a larger company, increased costs associated with regulatory
requirements, and our continued investments in international regions. In addition, general and administrative expenses will continue to increase
in 2006 over the 2005 levels as a result of increased compensation charges due to recording stock-based compensation expense, which began in
the first quarter of 2006, as well as annual merit increases and incentive accruals. Stock-based compensation costs are determined through the
use of an option-pricing model that is affected by our stock price, as well as assumptions regarding a number of highly complex and subjective
variables. Changes in these underlying factors and assumptions may result in significant variability in the stock-based compensation costs we
record, which makes such amounts difficult to accurately predict.

Acquisition-Related Costs

We recorded a charge to operations of approximately $0.1 million and $0.2 million in the three month periods ended September 30, 2006 and
2005, respectively, and $0.1 million and $0.3 million in the nine months ended September 30, 2006 and 2005, respectively, for
acquisition-related integration costs. These charges primarily include outside financial advisory, accounting, legal and consulting fees and other
direct merger-related expenses related to completed acquisitions. The 2006 charges are related to professional services costs to integrate
DSTMedia, which we acquired in August 2005. The 2005 charges are primarily related to DSTMedia, Voyant, acquired in January 2004, and
additional professional service fees related to the ongoing liquidation of international PictureTel legal entities. If we acquire additional
businesses in the future, we may incur material acquisition expenses related to these transactions.

Amortization of Purchased Intangibles

In the three months ended September 30, 2006 and 2005, we recorded $1.5 million and $1.7 million, respectively, and in the nine months ended
September 30, 2006 and 2005, we recorded $4.6 million and $5.2 million, respectively, in amortization of purchased intangibles related to the
MeetU, Voyant and DSTMedia acquisitions. Purchased intangible assets are being amortized to expense over their estimated useful lives, which
range from several months to eight years. The decrease in absolute dollars for the three and nine months ended September 30, 2006 as compared
to 2005 is primarily due to the purchased intangibles related to MeetU becoming fully amortized as of September 30, 2005, which was partially
offset by the addition of purchased intangibles related to the DSTMedia acquisition in August of 2005.
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Litigation Reserves and Payments

Releases of litigation reserves and payments of less than $0.1 million in the nine month period ended September 30, 2005, related to the release
of previously established reserves based upon the final outcome of certain legal claims.

Restructuring Costs

During the three months ended September 30, 2006, management approved a restructuring plan for eliminating or relocating certain positions
throughout the Company in order to consolidate certain functions into one location, as well as to relocate our Asia Pacific headquarters from
Hong Kong to Singapore. The resulting actions are intended to better streamline and focus our efforts. In accordance with SFAS 146,
�Accounting for Costs Associated with Exit or Disposal Activities,� we recorded a charge of approximately $1.3 million for the three months
ended September 30, 2006 related to workforce reductions and relocations, which had been communicated to the impacted employees or
incurred during the period. These charges consist of severance and other employee termination benefits related to these workforce reductions,
which comprise less than 3 percent of our employees worldwide, and costs related to relocations that have been incurred as of September 30,
2006. As of September 30, 2006, approximately $0.9 million of the third quarter charge remained to be paid out and is expected to be paid out
by March 31, 2007. For the employees who will not terminate until the fourth quarter of 2006 or the first quarter of 2007 and, in accordance with
FAS 146, exceed the minimum retention period (generally 60 days), as well as for remaining costs associated with employee relocation,
facilities closures and moving related expenses, which will be recognized when we cease to use the facility or as incurred, a remaining charge of
approximately $0.8 million will be recognized during the fourth quarter of 2006 through the second quarter of 2008, for a total charge of $2.1
million.

During the three months ended March 31, 2006, management approved a restructuring plan for eliminating certain positions throughout the
Company but focused on the sales and general and administrative functions. The resulting actions were intended to streamline and focus the
Company�s efforts and more properly align its cost structure with its projected revenue streams. In accordance with SFAS 146, �Accounting for
Costs Associated with Exit or Disposal Activities,� we recorded a charge of approximately $0.6 million for the three months ended March 31,
2006 related to workforce reductions, which had been communicated to the impacted employees during the period. The total charge of $0.6
million consists of severance and other employee termination benefits related to these workforce reductions, which comprise less than 1 percent
of our employees worldwide. All remaining payments related to these charges were made by the end of September 30, 2006.

Interest Income, Net

Interest income, net, consists primarily of interest earned on our cash, cash equivalents and investments less bank charges resulting from the use
of our bank accounts. Interest income, net of interest expense, was $5.6 million and $14.1 million for the three and nine months ended
September 30, 2006 and $3.6 million and $9.5 million for the three and nine months ended September 30, 2005, respectively.

Interest income increased for the three and nine months ended September 30, 2006 over the comparable periods in the prior year primarily due to
higher average investment returns, partially offset by lower average cash and investment balances due to our stock repurchase activity in the first
nine months of 2006. Average interest rate returns on our cash and investments were 4.84% in the third quarter of 2006 compared to 2.88% for
the third quarter of 2005. Average interest rate returns on our cash and investments were 4.39% in the nine months of 2006 compared to 2.63%
for the nine months of 2005. Interest income, net could fluctuate for the remainder of 2006 due to movement in our cash balances and changes in
market interest rates. Our cash balance may decrease depending upon our stock purchase activity and other factors.

Gain (Loss) on Strategic Investments

For strategic reasons, we have made various investments in private companies. The private company investments are carried at cost and written
down to fair market value when indications exist that these investments have other than temporarily declined in value. We review these
investments for impairment when events or changes in circumstances indicate that impairment may exist and make appropriate reductions in
carrying value, if necessary. We evaluate a number of factors, including price per share of any recent financing, expected timing of additional
financing, liquidation preferences, historical and forecast earnings and cash flows, cash burn rate, and technological feasibility of the investee
company�s products to assess whether or not the investment is impaired. At September 30, 2006 and December 31, 2005, these investments had a
carrying value of $7.9 million and $5.9 million, respectively. In the three months and nine months ended September 30, 2006, we made $1.0
million and $2.0 million of investments, respectively, in privately held companies and did not record any write-downs of existing investments in
privately held companies. In the nine months ended September 30, 2005, we made $0.5 million of investments in privately held companies and
did not record any write-downs of existing investments in privately held companies. In the nine months ended September 30, 2005, a privately
held company in which we held an investment with a carrying value of $0.4 was sold, resulting in a gain of $4.5 million, which is recorded in
the Consolidated Statements of Operations in �Gain on Strategic Investments�. These investments are recorded in �Other assets� in our Condensed
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Provision for Income Taxes

Our overall effective tax rate for the three and nine months ended September 30, 2006 was 34% for both periods, which resulted in a provision
for income taxes of $8.9 million and $23.8 million, respectively. The overall effective tax rate for the three and nine months ended
September 30, 2005 was 27%, which resulted in a provision for income taxes of $6.4 million and $19.9 million, respectively. The increase in the
effective tax rate was primarily the result of stock�based compensation expense, which is not deductible for tax purposes, combined with the
elimination of the federal research and experimentation tax credit, which expired on December 31, 2005.

We are required to separately report our results from discontinued operations net of tax. To do this requires an intraperiod allocation of total tax
expense between continuing operations and discontinued operations in accordance with the accounting rules. Our tax rates may vary from
quarter to quarter, depending on the results of operations. Our continuing operations effective tax rate for the three and nine months ended
September 30, 2005 was 27%, which resulted in a corresponding provision for income taxes of $6.3 million and $19.7 million, respectively.
There were no results for discontinued operations reported for the three and nine months ended September 30, 2006.

Our income tax returns are regularly reviewed by the U.S. and international tax authorities to which they are submitted. We are currently under
audit by the Israeli Tax Authority for the years ended December 31, 2000 through December 31, 2004. As a result of this audit, the tax authority
has proposed adjustments relating to the tax treatment of certain expenses as well as certain transfer pricing assumptions. We believe that we
have valid defenses for our position and will pursue all administrative and judicial remedies in reaching a settlement on these matters. Although
the final resolution is uncertain, we believe that adequate amounts have been recorded in our reserves or that we will receive corresponding
adjustments on our U.S. Federal income tax returns that will negate the effect of such proposed adjustments. Any unfavorable resolution of this
matter is not expected to have a material impact on our results of operations, financial position or operating cash flows.

Forecasting future effective tax rates is difficult given the increasing complexity of our growing multi-national operations. Our future effective
tax rates could be favorably or unfavorably affected by changes in the mix of earnings in countries with differing statutory tax rates, changes in
the valuation of the Company�s deferred tax assets and liabilities, or changes in tax laws or their interpretation. The adoption of SFAS 123(R)
also added more unpredictability and variability to our future effective tax rates. Our 2006 effective tax rate has increased as a result of some or
all of these factors and could further increase in the last quarter of 2006.

Segment Information

A description of our products and services, as well as quarter and year-to-date financial data for each segment, can be found in Note 10 to the
Condensed Consolidated Financial Statements. Future changes to our organizational structure or business may result in changes to the reportable
segments disclosed. The discussions below include the results of each of our segments for the three and nine months ended September 30, 2006
and 2005.

Segment contribution margin includes all segment revenues less the related cost of sales, direct marketing and direct engineering expenses.
Management allocates corporate manufacturing costs and some infrastructure costs such as facilities and IT costs in determining segment
contribution margin. Contribution margin is used, in part, to evaluate the performance of, and to allocate resources to, each of the segments.
Certain operating expenses are not allocated to segments because they are separately managed at the corporate level. These unallocated costs
include sales costs, marketing costs other than direct marketing, general and administrative costs, such as legal and accounting costs,
acquisition-related costs, amortization of purchased intangible assets, purchased in-process research and development costs, stock-based
compensation costs, restructuring costs, litigation reserves and payments, interest income, net, other income, net, and provision for income taxes.

Communications

Three Months Ended Nine Months Ended

$ in thousands
September 30,

2006
September 30,

2005 Increase
September 30,

2006
September 30,

2005
Increase

(Decrease)
Revenue $ 132,256 $ 104,738 26% $ 371,826 $ 303,570 22%
Contribution margin $ 63,925 $ 49,945 28% $ 177,997 $ 147,166 21%
Contribution margin as % of communication
revenues 48% 48% �  48% 48% �  
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Revenues from our Communications segment for the three and nine months ended September 30, 2006 increased 26% and 22% over the same
periods of 2005, respectively, due primarily to increased sales volumes of our video and voice communications products as well as increased
average selling prices on our Video VSX product family. The higher average selling prices are primarily a result of a shift in mix toward the
higher end products and the fact that the first year of service is no longer included in the product price. Video communications product revenues,
which accounted for 14 percentage points and 11 percentage points of the overall increase, respectively, grew from $67.6 million and $203.6
million for the three and nine months ended September 30, 2005, respectively, to $82.7 million and $236.0 million, respectively, for the same
periods in 2006, increasing $15.1 million or 22% and $32.4 million or 16%, respectively, over the same periods in 2005. The increase in video
communications product revenues was due primarily to increased sales volumes and average selling prices of our group video systems, which
consisted primarily of our VSX product family. The higher average selling prices are primarily a result of a shift in mix toward the higher end
products and the fact that the first year of service is no longer included in the product price. Effective July 1, 2006, we began to separately
charge for the initial year of service for our video conferencing products rather than charging one combined price for the product and service. As
a result, we are no longer required to defer a portion of the product revenues to cover the first year of service. Voice communications product
revenues, which accounted for 12 percentage points of the overall increase in both the three and nine months ended September 30, 2006, grew
from $37.1 million and $100.0 million for the three and nine months ended September 30, 2005, respectively, to $49.6 million and $135.8
million, respectively, for the same periods in 2006, increasing $12.5 million or 34% and $35.8 million or 36%, respectively, over the same
periods in 2005. The increase in voice communications product was due primarily to increased sales volumes of our Voice-over-IP products and,
to a lesser extent, circuit switched products.

International revenues, which includes revenues outside of Canada and the U.S., accounted for 42% and 40% of our total Communications
segment revenues for the three months ended September 30, 2006 and 2005, respectively, and 44% for each of the nine months ended
September 30, 2006 and 2005. For the three and nine months ended September 30, 2006, our Communications segment had one customer that
represented approximately 14% and 12%, respectively, of Communications segment revenues. For the three and nine months ended
September 30, 2005, our Communications segment had one customer that represented approximately 12% and 11%, respectively, of
Communications segment revenues. This customer is a channel partner, and we believe it is unlikely that the loss of this or any other channel
partner would have a material adverse effect on consolidated revenues as we believe end-users would likely purchase our communications
products from a different channel partner. However, a loss of any one of these channel partners could have a material adverse impact during the
transition period.

The contribution margin as a percentage of Communications segment revenues remained relatively flat at 48% for the three and nine months
ended September 30, 2006 as compared to the same period in 2005 as a result of lower gross margins for our voice communication products, as
well as increases in engineering and direct marketing spending in both video and voice communications, were offset by higher gross margins for
our video communication products.

Direct marketing and engineering spending in the Communications segment will fluctuate depending upon the timing of product launches and
marketing programs.

Network Systems

Three Months Ended Nine Months Ended

$ in thousands
September 30,

2006
September 30,

2005 Decrease
September 30,

2006
September 30,

2005 Decrease
Revenue $ 20,154 $ 21,466 (6)% $ 64,093 $ 70,549 (9)%
Contribution margin $ 4,269 $ 6,491 (34)% $ 15,285 $ 24,124 (37)%
Contribution margin as % of network systems
revenues 21% 30% (9)pts 24% 34% (10)pts
Revenues from our Network Systems segment for the three and nine months ended September 30, 2006 decreased 6% and 9%, respectively,
over the same periods in 2005 to $20.2 million and $64.1 million respectively. The decrease for the three month period ended September 30,
2006 over the same period in 2005, was due primarily to decreased revenues from our audio networking systems, and to a lesser extent, as a
result of lower revenues from system upgrades of video network systems, which was substantially offset by increases in network systems
software revenues. The decrease for the nine months ended September 30, 2006 over the same period in 2005 was due primarily to decreased
average selling prices on our video network systems, due in part to increased competition, and lower revenues from system upgrades. The
decrease in revenues in the nine months ended September 30, 2006 over the same period in 2005 was partially offset by increases in revenues
from our network systems software products.
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respectively, for the nine months ended September 30, 2006 and 2005. For the three months ended September 30, 2006, our Network Systems
segment had a single customer that represented approximately 13% of Network Systems segment revenues. For the nine months ended
September 30, 2006 and 2005 and for the three months ended September 30, 2005, our Network Systems segment had two customers that
together represented approximately 15%, 12% and 14% of Network Systems segment revenues. These customers are end users of our network
systems products, and the revenues in this segment from end users are subject to more variability than our segment revenues from our reseller
customers. The loss of one or more customers in the Network Systems segment could have a material adverse impact on our consolidated
revenues. No one customer accounted for more than 10% of our Network Systems segment for the three months ended September 30, 2005 or
for the nine months ended September 30, 2006 and 2005.

The decrease in contribution margin as a percentage of Network Systems segment revenues for the three and nine months ended September 30,
2006 as compared to the same periods in 2005 is due primarily to lower gross margins in our video network systems and increased engineering
expenses.

Services

Three Months Ended Nine Months Ended

$ in thousands
September 30,

2006
September 30,

2005 Increase
September 30,

2006
September 30,

2005 Increase
Revenue $ 20,798 $ 18,200 14% $ 59,957 $ 50,488 19%
Contribution margin $ 8,773 $ 6,954 26% $ 24,441 $ 17,016 44%
Contribution margin as % of services revenues 42% 38% 4pts 41% 34% 7pts
Revenues from our Services segment for the three and nine months ended September 30, 2006 increased 14% and 19%, respectively, over the
same periods in 2005 to $20.8 million and $60.0 million, respectively, due primarily to an increase in video maintenance services as a result of
amortization of deferred revenue associated with the first year of service on our VSX product line, and increased video network systems
services. These increases were partially offset by decreases in iPower� related services.

International revenues, which includes revenues outside of Canada and the U.S., accounted for 34% and 32% of total Service revenues for the
three months ended September 30, 2006 and 2005, respectively, and 33% and 31% for the nine month periods ended September 30, 2006 and
2005, respectively. No one customer accounted for more than 10% of our total revenues for our Services segment for the three and nine months
ended September 30, 2006 or 2005.

Overall, the increase in the Services segment contribution as a percentage of Service segment revenues for the three and nine months ended
September 30, 2006 as compared to the same periods in 2005 is due primarily to increased gross margins more than offsetting increases in
operating expenses. Service gross margins increased for the three and nine months ended September 30, 2006 as compared to the same periods
in 2005 as a result of revenue increasing at a faster pace than related service costs. Service gross margins in the three and nine months ended
September 30, 2006 were also favorably impacted by the amortization of deferred revenue associated with the first year of service on our VSX
and V500 products that was included in the product price and amortized over the twelve month period following shipment. This impact was due
to increased volumes of these products in the three and nine months ended September 30, 2006 as compared to the same period in 2005.
Effective July 1, 2006, we began to separately charge for the initial year of service for our video conferencing products rather than charging one
combined price for the product and service. These actions may not have the desired result and, accordingly, could have an adverse impact on our
product margins and profitability.

Liquidity and Capital Resources

As of September 30, 2006, our principal sources of liquidity included cash and cash equivalents of $223.6 million, short-term investments of
$181.4 million and long-term investments of $122.2 million. Substantially all of our short-term and long-term investments are comprised of U.S.
government securities, state and local government securities and corporate debt securities. See Note 12 of Notes to our Condensed Consolidated
Financial Statements. In addition, we have a $25.0 million line of credit with a bank which was unused at September 30, 2006; however, we do
have outstanding letters of credit totaling approximately $1.3 million, of which $1.2 million are secured by this line of credit.

We generated cash from operating activities totaling $104.0 million in the nine months ended September 30, 2006, compared with $75.8 million
in the comparable period of 2005. The increase in cash provided from operating activities was due primarily to increases in net income and
non-cash expenses and accounts payable, smaller increase in trade receivables and inventories, and a larger increase in other accrued liabilities.
Offsetting these positive effects were an increase in prepaid expenses and a smaller increase in taxes payable.
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The total net change in cash and cash equivalents for the nine months ended September 30, 2006 was an increase of $34.4 million. The primary
sources of cash were $104.0 million from operating activities, $53.4 million associated with the exercise of stock options and purchases under
the employee stock purchase plan and $6.2 million for the excess tax benefit from stock based compensation. The primary uses of cash during
this period were $78.0 million for purchases of our common stock, $33.7 million in purchases of investments, net of sales and maturities, and
$17.3 million for purchases of property and equipment. The positive cash from operating activities was primarily the result of net income,
adjusted for non-cash expenses (such as depreciation, amortization, the provision for doubtful accounts, inventory write-downs for excess and
obsolescence, non-cash stock based compensation, excess tax benefit from stock based compensation, gain from sale of discontinued operations,
amortization of unearned stock-based compensation, gain on strategic investments, the purchase of in-process research and development and the
tax benefits from the exercise of employee stock options), and increases in accounts payable, taxes payable and other accrued liabilities.
Offsetting the positive effect of these items were net increases in trade receivables, inventories and prepaid expenses and other assets. Our days
sales outstanding, or DSO, metric was 39 days at September 30, 2006 as compared to 45 days at September 30, 2005. This decrease in DSO was
due primarily to a revenue linearity shift in the last month of the quarter. We expect that DSO will continue to fluctuate, and in all likelihood,
will increase as a result of fluctuations in revenue linearity, an increase in international receivables which typically have longer payment terms,
and increases in receivables from service providers and government entities who have longer payment terms of 45 and 60 days, respectively,
compared to the normal 30 day terms. Inventory turns increased from 5.7 turns at September 30, 2005 to 6.0 turns at September 30, 2006. The
increase in turns primarily reflects the increase in revenue levels outpacing the increase in inventories. We believe inventory turns will continue
to fluctuate depending on our ability to reduce lead times, as well as changes in product mix and a greater mix of ocean freight versus air freight
to reduce freight costs. Additionally, payments we make for income taxes may increase during the remainder of 2006 as our available net
operating losses are depleted.

During the three months ended September 30, 2006, we entered into foreign currency forward-exchange contracts, which typically mature in one
month, to hedge the exposure to foreign currency fluctuations of foreign currency-denominated receivables, payables, and cash balances. We
record on the balance sheet at each reporting period the fair value of our forward-exchange contracts and record any fair value adjustments in
results of operations. Gains and losses associated with currency rate changes on contracts are recorded as other income (expense), offsetting
transaction gains and losses on the related assets and liabilities.

Additionally, in September 2006, we started a hedging program using forward-exchange contracts to hedge a portion of anticipated revenues and
operating expenses denominated in the Euro and Great British Pound as well as operating expenses denominated in Israeli Shekels. At each
reporting period, we record the fair value of our unrealized forward contracts on the balance sheet with related unrealized gains and losses as a
component of accumulated other comprehensive income, a separate element of stockholders� equity. Realized gains and losses associated with
the effective portion of the forward-exchange contracts are recorded within revenue or operating expense, depending upon the underlying
exposure being hedged. Any ineffective portion of a hedging instrument would be recorded as other income (expense).

As part of the DSTMedia acquisition, DSTMedia shareholders may receive up to an additional $20.0 million of consideration through 2008,
payable in cash, based on the achievement of certain financial milestones relating to the operating results of DSTMedia. In September 2006, we
paid out $0.2 million in additional consideration to DSTMedia shareholders as additional consideration one year following the closing of the
acquisition. DSTMedia�s results of operations have been included in our results of operations since August 25, 2005.

From time to time, the Board of Directors has approved plans to purchase shares of our common stock in the open market. During the three and
nine months ended September 30, 2006, we purchased approximately 1.2 million and 3.9 million shares, respectively, of our common stock, in
the open market for cash of $25.6 million and $78.0 million, respectively. During the three and nine months ended September 30, 2005, we
purchased approximately 2.9 and 6.0 million shares, respectively, of our common stock in the open market for cash of $49.0 million and $99.0
million, respectively. As of September 30, 2006, we were authorized to purchase up to an additional $41.4 million under the 2005 share
repurchase plan.

At September 30, 2006, we had open purchase orders related to our contract manufacturers and other contractual obligations of approximately
$73.3 million primarily related to inventory purchases. We also currently have commitments that consist of obligations under our operating
leases. In the event that we decide to cease using a facility and seek to sublease such facility or terminate a lease obligation through a lease
buyout or other means, we may incur a material cash outflow at the time of such transaction, which will negatively impact our operating results
and overall cash flows. In addition, if facilities rental rates decrease or if it takes longer than expected to sublease these facilities, we could incur
a significant further charge to operations and our operating and overall cash flows could be negatively impacted in the period that these changes
or events occur.
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These purchase commitments and lease obligations are reflected in our Condensed Consolidated Financial Statements once goods or services
have been received or at such time when we are obligated to make payments related to these goods, services or leases. In addition, our bank has
issued letters of credit to secure the leases on some of our offices. These letters of credit total approximately $1.3 million and are secured by our
credit facilities or cash deposits with our banks.

The table set forth below shows, as of September 30, 2006, the future minimum lease payments, net of estimated sublease income of $0.7
million through September 2007, due under our current lease obligations. For example, we lease an approximately 152,000 square foot building
which is fully subleased to a third party for a term that is concurrent with the term of our lease obligation. As a result we are not currently
showing a lease obligation related to this facility. If this sublease were to be terminated, or if the tenant defaulted on payment, we would incur
additional lease payments that would negatively impact our operating results and overall cash flows. In addition to these minimum lease
payments, we are contractually obligated under the majority of our operating leases to pay certain operating expenses during the term of the
lease such as maintenance, taxes and insurance. Our contractual obligations as of September 30, 2006 are as follows (in thousands):

Year ending December 31,

Gross
Minimum

Lease
Payments

Estimated
Sublease
Receipts

Net Minimum
Lease

Payments

Projected
Annual

Operating
Costs

Other Long-

Term
Liabilities

Purchase
Commitments

Remainder of 2006 $ 2,946 $ (265) $ 2,681 $ 1,047 $ �  $ 60,877
2007 10,409 (402) 10,007 3,528 241 11,630
2008 7,674 �  7,674 2,053 400 749
2009 7,089 �  7,089 1,895 280 �  
2010 7,764 �  7,764 1,782 479 �  
Thereafter 24,838 �  24,838 3,230 7,198 �  

Total payments $ 60,720 $ (667) $ 60,053 $ 13,535 $ 8,598 $ 73,256

We believe that our available cash, cash equivalents, investments and bank line of credit will be sufficient to meet our operating expenses and
capital requirements for the foreseeable future. However, we may require or desire additional funds to support our operating expenses and
capital requirements or for other purposes, such as acquisitions, and may seek to raise such additional funds through public or private equity
financing, debt financing or from other sources. We cannot assure you that additional financing will be available at all or that, if available, such
financing will be obtainable on terms favorable to us and would not be dilutive. Our future liquidity and cash requirements will depend on
numerous factors, including the introduction of new products and potential acquisitions of related businesses or technology.
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Off-Balance Sheet Arrangements

As of September 30, 2006, we did not have any off-balance-sheet arrangements, as defined in Item 303(a)(4)(ii) of SEC Regulation S-K.

Critical Accounting Policies and Estimates

Our Condensed Consolidated Financial Statements have been prepared in accordance with accounting principles generally accepted in the
United States of America. We review the accounting policies used in reporting our financial results on a regular basis. The preparation of these
financial statements requires us to make estimates and judgments that affect the reported amounts of assets, liabilities, revenues and expenses
and related disclosure of contingent assets and liabilities. On an ongoing basis, we evaluate our process used to develop estimates, including
those related to product returns, accounts receivable, inventories, investments, intangible assets, income taxes, warranty obligations,
restructuring, contingencies and litigation. We base our estimates on historical experience and on various other assumptions that are believed to
be reasonable for making judgments about the carrying value of assets and liabilities that are not readily apparent from other sources.

Actual results may differ from these estimates due to actual outcomes being different from those on which we based our assumptions. These
estimates and judgments are reviewed by management on an ongoing basis and by the Audit Committee at the end of each quarter prior to the
public release of our financial results. We believe the following critical accounting policies affect our more significant judgments and estimates
used in the preparation of our Condensed Consolidated Financial Statements.

Revenue Recognition and Product Returns

We recognize revenue when persuasive evidence of an arrangement exists, title has transferred, product payment is not contingent upon
performance of installation or service obligations, the price is fixed or determinable, and collectibility is reasonably assured. In instances where
final acceptance of the product or service is specified by the customer, revenue is deferred until all acceptance criteria have been met.
Additionally, we recognize extended service revenue on our hardware and software products as the service is performed, generally one to five
years.

Our video communications and network systems products are integrated with software that is essential to the functionality of the equipment.
Additionally, we provide unspecified software upgrades and enhancements related to most of these products through our maintenance contracts.
Accordingly, we account for revenue for these products in accordance with Statement of Position No. 97-2, �Software Revenue Recognition,� and
all related interpretations.

We use the residual method to recognize revenue when an agreement includes one or more elements to be delivered at a future date. If there is
an undelivered element under the arrangement, we defer revenue based on vendor-specific objective evidence of the fair value of the undelivered
element, as determined by the price charged when the element is sold separately. If vendor-specific objective evidence of fair value does not
exist for all undelivered elements, we defer all revenue until sufficient evidence exists or all elements have been delivered.

We accrue for sales returns and other allowances as a reduction to revenues upon shipment based upon our contractual obligations and historical
experience.

Channel Partner Programs and Incentives

We record estimated reductions to revenues for channel partner programs and incentive offerings including special pricing agreements,
promotions and other volume-based incentives. If market conditions were to decline or competition were to increase further, we may take future
actions to increase channel partner incentive offerings, possibly resulting in an incremental reduction of revenues at the time the incentive is
offered. Co-op marketing funds are accounted for in accordance with EITF Issue No. 01-9, �Accounting for Consideration Given by a Vendor to
a Customer or a Reseller of the Vendor�s Products�. Under these guidelines, we accrue for co-op marketing funds as a marketing expense if we
receive an identifiable benefit in exchange and can reasonably estimate the fair value of the identifiable benefit received; otherwise, it is
recorded as a reduction to revenues.

Warranty

We provide for the estimated cost of product warranties at the time revenue is recognized. Our warranty obligation is affected by estimated
product failure rates, material usage and service delivery costs incurred in correcting a product failure. Should actual product failure rates,
material usage or service delivery costs differ from our estimates, revision of the estimated warranty liability would be required.
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Allowance for Doubtful Accounts

We maintain an allowance for doubtful accounts for estimated losses resulting from the inability of our customers to make required payments.
We review our allowance for doubtful accounts quarterly by assessing individual accounts receivable over a specific aging and amount, and all
other balances on a pooled basis based on historical collection experience. If the financial condition of our customers were to deteriorate,
adversely affecting their ability to make payments, additional allowances would be required. Delinquent account balances are written-off after
management has determined that the likelihood of collection is not probable.

Excess and Obsolete Inventory

We record write downs for excess and obsolete inventory equal to the difference between the cost of inventory and the estimated fair value
based upon assumptions about future product life-cycles, product demand and market conditions. If actual product life cycles, product demand
and market conditions are less favorable than those projected by management, additional inventory write-downs may be required. At the point of
the loss recognition, a new, lower-cost basis for that inventory is established, and subsequent changes in facts and circumstances do not result in
the restoration or increase in that newly established cost basis.

Stock-based Compensation Expense

On January 1, 2006, we adopted Statement of Financial Accounting Standards No. 123 (revised 2004), �Share-Based Payment,� (�SFAS 123(R)�)
which requires the measurement and recognition of compensation expense for all share-based payment awards made to our employees and
directors including employee stock options, employee stock purchases related to the Employee Stock Purchase Plan (�employee stock purchases�)
and performance shares based on estimated fair values. Stock-based compensation expense recognized under SFAS 123(R) for the three and
nine months ended September 30, 2006 was $6.0 million and $17.5 million, respectively, which consisted of stock-based compensation expense
related to equity awards granted pursuant to our employee stock option plans (�employee equity awards�) and employee stock purchases related to
the Employee Stock Purchase Plan (�employee stock purchases�). There was no stock-based compensation expense related to employee equity
awards or employee stock purchases recognized during the three and nine months ended September 30, 2005. See Note 9 to the Condensed
Consolidated Financial Statements for additional information.

Upon adoption of SFAS 123(R), we began estimating the value of employee equity awards and employee stock purchases on the date of grant
using a Black-Scholes option pricing model. Prior to the adoption of SFAS 123(R), the value of each employee equity awards and employee
stock purchases was estimated on the date of grant using the Black-Scholes model for the purpose of the pro forma financial information in
accordance with SFAS 123. The determination of fair value of share-based payment awards on the date of grant using an option-pricing model is
affected by our stock price, as well as assumptions regarding a number of highly complex and subjective variables. These variables include, but
are not limited to, the expected stock price volatility over the term of the awards, and actual and projected employee equity award and employee
stock purchase exercise behaviors. The use of a Black-Scholes model requires the use of extensive actual employee exercise behavior data and
the use of a number of complex assumptions, including expected volatility, risk-free interest rate, expected dividends and expected life.

Three Months Ended
September 30, 2006

Nine Months Ended
September 30, 2006

Stock Options

Employee Stock

Purchase Plan Stock Options

Employee Stock

Purchase Plan
Expected volatility 37.27% 38.35% 36.29% 38.49%
Risk-free interest rate 4.95% 5.18% 4.78% 4.88%
Expected dividends 0.0% 0.0% 0.0% 0.0%
Expected life (yrs) 3.95 .50 3.69 0.49

In 2006, we used the implied volatility for one-year traded options on our stock as the expected volatility assumption required in the
Black-Scholes model consistent with SFAS 123(R) and SAB 107. Prior to fiscal 2006, we had used our historical stock price volatility in
accordance with SFAS 123 for purposes of our pro forma information. The selection of the implied volatility approach was based upon the
availability of actively traded options on our stock and our assessment that implied volatility is more representative of future stock price trends
than historical volatility.

The risk-free interest rate assumption is based upon observed interest rates appropriate for the expected term of our employee stock options and
employee stock purchases. The dividend yield assumption is based on our history of not paying dividends and the resultant future expectation of
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periods of our employee stock purchase plan.
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As stock-based compensation expense recognized in the Condensed Statements of Operations for the three and nine months ended
September 30, 2006 is based on awards ultimately expected to vest, such amount has been reduced for estimated forfeitures. SFAS 123(R)
requires forfeitures to be estimated at the time of grant and revised, if necessary, in subsequent periods if actual forfeitures differ from those
estimates. Forfeitures were estimated based on historical experience.

If factors change and we employ different assumptions in the application of SFAS 123(R) in future periods, the stock-based compensation
expense that we record under SFAS 123(R) may differ significantly from what we have recorded in the current period.

Deferred and Refundable Taxes

We estimate our actual current tax expense together with our temporary differences resulting from differing treatment of items, such as deferred
revenue, for tax and accounting purposes. These temporary differences result in deferred tax assets and liabilities. We must then assess the
likelihood that our deferred tax assets will be recovered from future taxable income and to the extent we believe that recovery is not likely, we
must establish a valuation allowance against these tax assets. Significant management judgment is required in determining our provision for
income taxes, our deferred tax assets and liabilities and any valuation allowance recorded against our net deferred tax assets. To the extent we
establish a valuation allowance in a period, we must include and expense the allowance within the tax provision in the consolidated statement of
operations. As of September 30, 2006, we have $48.4 million in net deferred tax assets. In order to fully utilize these deferred tax assets we need
to generate sufficient amounts of future U.S. taxable income. We believe based upon our financial projections that it is more likely than not that
we will generate sufficient future taxable income to utilize these assets and therefore, as of September 30, 2006, we have not established a
valuation allowance against these assets.

On November 10, 2005, the FASB issued FASB Staff Position No. FAS 123(R)-3 �Transition Election Related to Accounting for Tax Effects of
Share-Based Payment Awards.� The Company has elected to adopt the alternative transition method provided in the FASB Staff Position for
calculating the tax effects of stock-based compensation pursuant to SFAS 123(R). The alternative transition method includes simplified methods
to establish the beginning balance of the additional paid-in capital pool (�APIC pool�) related to the tax effects of employee stock-based
compensation, and to determine the subsequent impact on the APIC pool and Consolidated Statements of Cash Flows of the tax effects of
employee stock-based compensation awards that are outstanding upon adoption of SFAS 123(R).

Fair Value of Assets Acquired and Liabilities Assumed in Purchase Combinations

The purchase combinations completed require us to identify and estimate the fair value of the assets acquired, including intangible assets other
than goodwill, and liabilities assumed in the combinations. These estimates of fair value are based on our business plan for the entities acquired
including planned redundancies, restructuring, use of assets acquired and assumptions as to the ultimate resolution of obligations assumed for
which no future benefit will be received. For example, in the PictureTel acquisition, we identified vacated or redundant facilities that we
intended to sublease or for which we intended to negotiate a lease termination settlement. The allocation period for all material acquisitions, as
defined in Statement of Financial Accounting Standards No. 38, �Accounting for Preacquisition Contingencies of Purchased Enterprises�, has been
completed. Therefore, if actual costs, other than the payment of certain earn-outs, exceed our estimates, these charges would be recognized in
our Condensed Consolidated Statements of Operations. If actual costs are less than our estimates, these charges would continue to be recognized
as an adjustment to goodwill.

Goodwill and Purchased Intangibles

We assess the impairment of goodwill and other identifiable intangibles annually or whenever events or changes in circumstances indicate that
the carrying value may not be recoverable. Some factors we consider important which could trigger an impairment review include the following:

� significant sustained underperformance relative to projected future operating results;

� significant changes in the manner of our use of the acquired assets or the strategy for our overall business; and

� significant negative industry or economic trends.
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If we determine that the carrying value of goodwill and other identified intangibles may not be recoverable based upon the existence of one or
more of the above indicators of impairment, we would typically measure any impairment based on a projected discounted cash flow method
using a discount rate determined by us to be commensurate with the risk inherent in our current business model.
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In the fourth quarter of 2005, we completed our annual goodwill and purchased intangibles impairment tests. The assessment of goodwill
impairment was conducted by determining and comparing the fair value of our reporting units, as defined in SFAS 142, to the reporting unit�s
carrying value as of that date. Based on the results of these impairment tests, we determined that our goodwill asset was not impaired as of
December 31, 2005. The assessment of purchased intangibles impairment was conducted by first estimating the undiscounted expected future
cash flows to be generated from the use and eventual disposition of the purchased intangibles and comparing this amount with the carrying value
of these assets. If the undiscounted cash flows were less than the carrying amounts, impairment existed, and future cash flows were discounted
and compared to the carrying amounts of the purchased intangibles to determine the amount of the impairment. Based on the results of the 2005
impairment test, we determined that certain purchased intangible assets acquired as part of the Voyant acquisition had been impaired as of
December 31, 2005, and we recorded an impairment charge of approximately $1.9 million. We plan to conduct our annual impairment tests in
the fourth quarter of every year, unless impairment indicators exist sooner. Screening for and assessing whether impairment indicators exist or if
events or changes in circumstances have occurred, including market conditions, operating fundamentals, competition and general economic
conditions, requires significant judgment. Additionally, changes in the high-technology industry occur frequently and quickly. Therefore, there
can be no assurance that a charge to operations will not occur as a result of future goodwill and purchased intangible impairment tests.

Non-marketable Securities

We periodically make strategic investments in companies whose stock is not currently traded on any stock exchange and for which no quoted
price exists. The cost method of accounting is used to account for these investments as we hold a non-material ownership percentage. We review
these investments for impairment when events or changes in circumstances indicate that the carrying amount of the assets might not be
recoverable. Examples of events or changes in circumstances that may indicate to us that an impairment exists may be a significant decrease in
the market value of the company, poor or deteriorating market conditions in the public and private equity capital markets, significant adverse
changes in legal factors or within the business climate the company operates, and current period operating or cash flow losses combined with a
history of operating or cash flow losses or projections and forecasts that demonstrate continuing losses associated with the company�s future
business plans. Impairment indicators identified during the reporting period could result in a significant write down in the carrying value of the
investment if we believe an investment has experienced a decline in value that is other than temporary. These investments had a carrying value
of $7.9 million as of September 30, 2006. There were no amounts permanently written down in the three and nine months ended September 30,
2006 or 2005.

Derivative Instruments

The accounting for changes in the fair value of a derivative depends on the intended use of the derivative and the resulting designation. For
derivative instruments designated as a fair value hedge, the gain or loss is recognized in earnings in the period of change together with the
offsetting loss or gain on the hedged item attributed to the risk being hedged. For a derivative instrument designated as a cash flow hedge, the
effective portion of the derivative�s gain or loss is initially reported as a component of accumulated other comprehensive income (loss) and
subsequently reclassified into earnings when the hedged exposure affects earnings. The ineffective portion of the gain or loss is reported in
earnings immediately. For derivative instruments that are not designated as accounting hedges, changes in fair value are recognized in earnings
in the period of change. We do not hold or issue derivative financial instruments for speculative trading purposes. We enter into derivatives only
with counterparties that are among the largest U.S. banks, ranked by assets, in order to minimize our credit risk.

Recent Accounting Pronouncements

In July 2006, the FASB issued FASB Interpretation No. 48 (FIN 48) �Accounting for Uncertainty in Income Taxes� which prescribes a
recognition threshold and measurement process for recording in the financial statements uncertain tax positions taken or expected to be taken in
a tax return. Additionally, FIN 48 provides guidance on the derecognition, classification, accounting in interim periods and disclosure
requirements for uncertain tax positions. The accounting provisions of FIN 48 will be effective the first quarter of our 2007 fiscal year. We are in
the process of determining the effect, if any, the adoption of FIN 48 will have on our financial statements.

In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157 (SFAS No. 157), �Fair Value Measurements�, which
clarifies the principle that fair value should be based on the assumptions market participants would use when pricing an asset or liability and
establishes a fair value hierarchy that prioritizes the information used to develop those assumptions. Under the standard, fair value measurements
would be separately disclosed by level within the fair value hierarchy. SFAS No. 157 is effective the first quarter of our 2008 fiscal year with
early adoption permitted. We have not yet determined the impact, if any, that the implementation of SFAS No. 157 will have on our financial
statements.
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In September 2006, the Staff of the SEC issued Staff Accounting Bulletin (SAB) No. 108, �Considering the Effects of Prior Year Misstatements
when Quantifying Misstatements in Current Year Financial Statements.� SAB No. 108 provides guidance on the consideration of the effects of
prior year misstatements in quantifying current year misstatements for the purpose of determining whether the current year�s financial statements
are materially misstated. SAB No. 108 is effective for fiscal years ending after November 15, 2006. The adoption of SAB No. 108 did not have
an impact on our consolidated financial position, results of operations or cash flows.

Item 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Interest Rate Risk

Our exposure to market risk for changes in interest rates relates primarily to our investment portfolio and bank borrowings. The investment
portfolio includes highly liquid, high-quality instruments. Some investments in the portfolio may contain an embedded derivative, and interest
rate hedges may be placed if they are tied to a specific investment or group of investments in accordance with our Investment Policy; however,
they are generally not significant.

The estimated fair value of our cash and cash equivalents approximates the principal amounts reflected in our Condensed Consolidated Balance
Sheets based on the short maturities of these financial instruments. Short-term and long-term investments consist of U.S., state and municipal
government obligations and foreign and domestic public corporate debt securities. If we sell our investments prior to their maturity, we may
incur a charge to operations in the period the sale takes place.

The following tables present the hypothetical changes in fair values in the securities, excluding cash and cash equivalents, held at September 30,
2006 that are sensitive to changes in interest rates. The modeling technique used measures the change in fair values arising from hypothetical
parallel shifts in the yield curve of plus or minus 50 basis points (BPS) and 100 BPS over six and twelve-month time horizons.

The following table estimates the fair value of the portfolio at a twelve-month time horizon (in thousands):

Issuer

Valuation of Securities
Given an Interest Rate

Decrease of X Basis
Points

Current
Fair

Market
Value

Valuation of Securities
Given an Interest Rate

Increase of X Basis
Points

100 BPS 50 BPS 50 BPS 100 BPS
U.S. Government Securities $ 99,678 $ 99,523 $ 99,368 $ 99,214 $ 99,059
State and local governments 41,820 41,755 41,690 41,625 41,560
Corporate debt securities 163,002 162,748 162,495 162,241 161,988

Total $ 304,500 $ 304,026 $ 303,553 $ 303,080 $ 302,607

The following table estimates the fair value of the portfolio at a six-month time horizon (in thousands):

Issuer

Valuation of Securities
Given an Interest Rate

Decrease of X Basis
Points

Current
Fair

Market
Value

Valuation of Securities
Given an Interest Rate

Increase of X Basis
Points

100 BPS 50 BPS 50 BPS 100 BPS
U.S. Government Securities $ 99,523 $ 99,446 $ 99,368 $ 99,291 $ 99,214
State and local governments 41,755 41,722 41,690 41,658 41,625
Corporate debt securities 162,748 162,622 162,495 162,368 162,241

Total $ 304,026 $ 303,790 $ 303,553 $ 303,317 $ 303,080

Foreign Currency Exchange Rate Risk
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Until January 2006, a substantial majority of our sales were denominated in United States dollars. Effective January 1, 2006, we commenced
selling our products and services in certain of our European regions in Euros and in the United Kingdom in British Pounds, which has increased
our foreign currency exchange rate fluctuation risk.
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While we do not hedge for speculative purposes, as a result of our increasing exposure to foreign currency exchange rate fluctuations, we began
purchasing forward exchange contracts to hedge our foreign currency exposure to the Euro, British Pound and Israeli Shekel in September of
2006. As of September 30, 2006, we had forward exchange contracts of 12.9 million Euros, 1.8 million British Pounds and 19.0 million Israeli
Shekels. These forward exchange contracts hedge our net position of foreign currency-denominated receivables, payables and cash balances and
typically mature in one month.

We also commenced a hedging program to hedge a portion of anticipated revenues and operating expenses denominated in the Euro, British
Pound and Israeli Shekels. As of September 30, 2006, we had foreign exchange contracts of 17.6 million Euros, 8.8 million British Pounds and
23.0 million Israeli Shekels. These forward exchange contracts, carried at fair value, typically have maturities of less than six months.

Based on our overall currency rate exposure at September 30, 2006, a near-term 10% appreciation or depreciation in the United States Dollar,
relative to our foreign local currencies, would have an immaterial effect on our financial position, results of operations and cash flows. We may
also decide to expand the type of products we sell in foreign currencies or may, for specific customer situations, choose to sell in foreign
currencies in our other regions, thereby further increasing our foreign exchange risk.

Item 4. CONTROLS AND PROCEDURES

Evaluation of disclosure controls and procedures.

Our management evaluated, with the participation of our Chief Executive Officer and our Chief Financial Officer, the effectiveness of our
disclosure controls and procedures as of the end of the period covered by this Quarterly Report on Form 10-Q. Based on this evaluation, our
Chief Executive Officer and our Chief Financial Officer have concluded that our disclosure controls and procedures are effective to ensure that
information we are required to disclose in reports that we file or submit under the Securities Exchange Act of 1934 (i) is recorded, processed,
summarized and reported within the time periods specified in Securities and Exchange Commission rules and forms, and (ii) is accumulated and
communicated to Polycom�s management, including our Chief Executive Officer and our Chief Financial Officer, as appropriate to allow timely
decisions regarding required disclosure. Our disclosure controls and procedures are designed to provide reasonable assurance that such
information is accumulated and communicated to our management. Our disclosure controls and procedures include components of our internal
control over financial reporting. Management�s assessment of the effectiveness of our internal control over financial reporting is expressed at the
level of reasonable assurance because a control system, no matter how well designed and operated, can provide only reasonable, but not
absolute, assurance that the control system�s objectives will be met.

Changes in internal control over financial reporting.

There was no change in our internal control over financial reporting that occurred during the quarter ended September 30, 2006 that has
materially affected, or is reasonably likely to materially affect, our internal control over financial reporting.
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PART II OTHER INFORMATION

Item 1. LEGAL PROCEEDINGS

From time to time, we are involved in claims and legal proceedings that arise in the ordinary course of business. We expect that the number and
significance of these matters will increase as our business expands. In particular, we expect to face an increasing number of patent and other
intellectual property claims as the number of products and competitors in Polycom�s industry grows and the functionality of video, voice, data
and web conferencing products overlap. Any claims or proceedings against us, whether meritorious or not, could be time consuming, result in
costly litigation, require significant amounts of management time, result in the diversion of significant operational resources, or require us to
enter into royalty or licensing agreements which, if required, may not be available on terms favorable to us or at all. Based on currently available
information, management does not believe that the ultimate outcomes of these unresolved matters, individually and in the aggregate, are likely to
have a material adverse effect on the Company�s financial position, liquidity or results of operations. However, litigation is subject to inherent
uncertainties, and our view of these matters may change in the future. Were an unfavorable outcome to occur, there exists the possibility of a
material adverse impact on our financial position and results of operations or liquidity for the period in which the unfavorable outcome occurs or
becomes probable, and potentially in future periods.
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Item 1A. RISK FACTORS

INVESTORS SHOULD CAREFULLY CONSIDER THE RISKS DESCRIBED BELOW BEFORE MAKING AN INVESTMENT DECISION. THE
RISKS DESCRIBED BELOW ARE NOT THE ONLY ONES WE FACE. ADDITIONAL RISKS THAT WE ARE NOT PRESENTLY AWARE OF
OR THAT WE CURRENTLY BELIEVE ARE IMMATERIAL MAY ALSO IMPAIR OUR BUSINESS OPERATIONS. OUR BUSINESS COULD BE
HARMED BY ANY OR ALL OF THESE RISKS. THE TRADING PRICE OF OUR COMMON STOCK COULD DECLINE SIGNIFICANTLY
DUE TO ANY OF THESE RISKS, AND INVESTORS MAY LOSE ALL OR PART OF THEIR INVESTMENT. IN ASSESSING THESE RISKS,
INVESTORS SHOULD ALSO REFER TO THE OTHER INFORMATION CONTAINED OR INCORPORATED BY REFERENCE IN OUR
ANNUAL REPORT ON FORM 10-K FOR THE YEAR ENDED DECEMBER 31, 2005 FILED WITH THE SECURITIES AND EXCHANGE
COMMISSION, INCLUDING OUR CONSOLIDATED FINANCIAL STATEMENTS AND RELATED NOTES.

If we fail to compete successfully domestically and internationally, our business and results of operations would be significantly harmed.

Competition that we face in our markets is intense. The principal competitive factors in the markets in which we presently compete and may
compete in the future include:

� the ability to provide and sell a broad range of products and services that are responsive to changing technology and changing
customer requirements;

� product performance;

� price;

� the ability to introduce new products, including products with price-performance advantages;

� the ability to reduce production costs;

� the ability to provide value-added features;

� the ability to successfully integrate our products with, and operate our products on, existing customer platforms;

� market presence; and

� the ability to extend credit to our partners.
We may not be able to compete successfully against our current or future competitors. We expect our competitors to continue to improve the
performance of their current products and to introduce new products or new technologies that provide improved performance characteristics.
New product introductions by our current or future competitors, or our delay in bringing new products to market to compete with competitive
products, could cause a significant decline in sales or loss of market acceptance of our existing products and future products. We believe that the
possible effects from ongoing competition may be the reduction in the prices of our products and our competitors� products, the introduction of
additional lower priced competitive products or the introduction of new products or product platforms that render our existing products or
technologies obsolete. We expect this increased competitive pressure may lead to intensified price-based competition, resulting in lower prices
and gross margins which would significantly harm our results of operations. For example, our video network systems product revenues had
declined sequentially since the fourth quarter of 2004 until the third quarter of 2006, as a result of sales lost to competitors as well as lower
average selling prices due in part to competitive pressures. While revenues from our video network systems product revenues improved
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sequentially in the third quarter of 2006, they were lower than the comparable year ago period, and could decline again in the future.

Competition that we face in our markets is intense and competition that we face in certain of our international markets is different than that we
face in North America and is currently based principally on price. We have noted additional competitors and increased pricing pressures in
China, India and other parts of Asia contributing to decreased revenues in Asia in 2005 as compared to 2004. Although we have had improved
year over year performance in Asia in the first three quarters of 2006, we still see increased competition in this region, particularly in China. If
we are unable to compete effectively in these regions in terms of price, technology, product offerings or marketing strategies, our overall
financial results may suffer.

Competition in each of our operating segments is intense, and the failure to perform in any of these segments could negatively affect our
results of operations.

We face significant competition in the communications industry. In video communications, our major competitors include Tandberg and a
number of other companies including Aethra, Avistar, Cisco Systems, D-Link, Hewlett Packard, Huawei, Kedacom Technologies, NEC,
Panasonic, Sony, VCON, VTEL and ZTE, as well as various smaller or new industry entrants. Some of these companies have substantial
financial resources and production, marketing, engineering and other
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capabilities with which to develop, manufacture, market and sell their products. In addition, with advances in telecommunications standards,
connectivity and video processing technology, next generation high definition video resolution technology and the increasing market acceptance
of video communications, other established or new companies may develop or market products competitive with our video conferencing
products or may partner with companies which have more substantial financial resources and production, marketing, engineering and other
capabilities with which to develop, manufacture, market or sell their products and to bring their products to market more rapidly than we can.
We may also underestimate the demand for particular products that incorporate new technologies. For instance, certain of our competitors are
bringing products utilizing next generation high definition video resolution technology to market, which may result in a slowdown in our sales
cycle and orders for our video products and a resulting impact on our video revenues as customers assess such new technologies, wait for a
launch of competing products by us, or wait to make purchases until sales prices for such next generation products fall. Also, new strategic
partnerships are regularly being formed and announced by our competitors, which may hinder our ability to effectively compete in those
markets.

We have lost group video conferencing sales opportunities to our competitors, including to competitors in China who sell at lower price points.
Although we had improved year over year performance in Asia in the first three quarters of 2006, we still see increased competition in this
region, particularly in China, which contributed to a sequential decrease in group video conferencing unit sales in Asia in the third quarter of
2006. We expect to continue to face stiff competition, and our competitors may gain market share from us, due in part to their strategic
relationships and their latest product offerings. In addition, we believe we will face increasing competition from alternative video
communications solutions that employ new technologies or new combinations of technologies from companies such as Cisco Systems,
Hewlett-Packard, IBM, Microsoft, and WebEx that enable web-based or network-based video and collaboration communications. In addition,
Cisco, Hewlett-Packard, IBM, Microsoft or another large multi-national company with resources substantially larger than ours, could enter any
of our markets through acquisition of a direct competitor, which would significantly change the competitive landscape.

The market for voice communications equipment, including voice conferencing and desktop equipment, is highly competitive and also subject to
rapid technological change, regulatory developments and emerging industry standards. We expect competition to persist and increase in the
future in this area. In voice communications, our major competitors include Aethra, ClearOne Communications, Konftel, Mitel and other
companies that offer lower cost, full-duplex speakerphones. There are also several low cost manufacturers in Asia and Europe that are emerging
with VoIP desktop products competitive with ours. In addition, there are notable PBX and IP Call Manager manufacturers that compete with
standards based IP products including Alcatel, Avaya, Cisco Systems, Mitel, Nortel and Siemens. Furthermore, all major telephony
manufacturers produce hands-free speakerphone units that cost less than our voice communications products.

Our video network systems business has significant direct competition from RADVISION, and a number of other companies, including Cisco
Systems, which resells RADVISION�s products, Tandberg, and Huawei, as well as from various smaller or new industry entrants. Our video
network systems product revenues declined sequentially from the fourth quarter of 2004 through the third quarter of 2006 and could decline in
the fourth quarter of 2006 as a result of sales lost to competitors as well as lower average selling prices due in part to competitive pressures. Our
audio network systems business has significant competition from companies such as Avaya, Cisco, and Compunetix, which we continued to see
in 2006. Although we intend to launch new network services product offerings, these new product offerings have been delayed and may
continue to be delayed or may not have as much of a positive impact on our network systems revenues as we anticipate.

For our services business, we see the competition coming from a number of companies, including Cisco Systems and Nortel, as we believe these
vendors will look at our products as potential multi-vendor third party service revenue streams, in addition to trying to provide one service
solution to their customers. Today third party maintenance companies are not a big threat to our service base, but as the industry continues to
grow, this may become a concern over time. In addition, it is possible that we will see increased competition in all of our product lines to the
extent that one or more of our competitors join together either through mutual agreement or acquisitions to form new partnerships to compete
against us. These competitors on a stand-alone basis or on a combined basis could have more substantial financial resources and production,
marketing, engineering and other capabilities with which to develop, manufacture, market and sell their products.

We face risks associated with our products and product development, including new product introductions and transitions.

Our success depends on our ability to assimilate new technologies in our products and to properly train our channel partners and sales force in
the use of those products.

The markets for video and voice communications and network systems products are characterized by rapidly changing technology, such as the
recent demand for high definition video technology and lower cost network systems products, evolving industry standards and frequent new
product introductions. The success of our new products depends on several factors, including proper new product definition, product cost, timely
completion and introduction of new products, proper
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positioning of new products in relation to our total product portfolio and their relative pricing, differentiation of new products from those of our
competitors, and market acceptance of these products. Additionally, properly addressing the complexities associated with compatibility issues,
channel partner and sales force training, technical and sales support, as well as field support, are also factors that may affect our success.

We continually need to educate and train our channel partners to avoid any confusion as to the desirability of the new product offering compared
to our existing product offerings. During the last year, we have launched several new product offerings, and there is a risk that these new
products could cause confusion among our channel partners and end-users, thereby causing them to delay purchases of any product until they
determine if these products are more desirable products than our legacy products. For instance, in 2005, we introduced the VSX7000e and
VSX7000s as successors to our legacy VSX 7000 product, which caused confusion among certain of our channel partners, some of whom
delayed purchases of these new product offerings until they better understood the features and functionality of these products. Such delays in
purchases could adversely affect our revenues, gross margins and operating results in the period of the delay.

The shift in communications from circuit-switched to IP-based technologies over time may require us to add new channel partners, enter new
markets, such as the service provider market, which we entered into with the acquisition of Voyant in January 2004, and gain new core
technological competencies. We are attempting to address these needs and the need to develop new products through our internal development
efforts, through joint developments with other companies and through acquisitions. We may not identify successful new product opportunities
and develop and bring products to market in a timely manner. Further, as we introduce new products that can or will render existing products
obsolete, these product transition cycles may not go smoothly, causing an increased risk of inventory obsolescence and relationship issues with
our end user customers and channel partners. The failure of our new product development efforts, any inability to service or maintain the
necessary third-party interoperability licenses, our inability to properly manage product transitions or to anticipate new product demand, or our
inability to enter new markets would harm our business and results of operations.

We may experience delays in product introductions and our products may contain defects which could seriously harm our results of operations.

We have experienced delays in the introduction of certain new products and enhancements in the past and have recently experienced delays in
the introduction of our high definition video conferencing products. The delays in product release dates that we experienced in the past were due
to factors such as unforeseen technology issues, manufacturing ramping issues and other factors, which we believe negatively impacted our sales
revenue in the relevant periods. Any of these or other factors may occur again and delay our future product releases. In addition, we have
occasionally terminated new product development efforts prior to any introduction of the new product.

Further, our video communications product development group is located in Massachusetts and Texas, our voice communications product
development group is dispersed among California, Georgia, Massachusetts and Canada, and our network systems product development group is
dispersed among Colorado, Georgia and Israel. Our need to manage large and geographically dispersed product development groups in our
product lines results in certain inefficiencies and increased product development costs and creates an increased risk of delays in new product
introductions.

We produce highly complex communications equipment, which includes both hardware and software and incorporates new technologies and
component parts from different suppliers. Resolving product defect and technology issues could cause delays in new product introduction.
Further, if such defects are not detected or cured prior to a new product launch, or are detected after a product has already been launched and
cannot be cured or result in a product recall, such as our voluntary recall of the lithium ion batteries in our SoundStation 2W� products in the first
quarter of 2006, these events could result in the failure of a partial or entire product line, a temporary or permanent withdrawal of a product from
the market, product reengineering expenses, and inventory costs.

Any delays in the future for new product offerings currently under development or any product defect issues or product recalls could adversely
affect the market acceptance of these products, our ability to compete effectively in the market, and our reputation, and therefore, could lead to
decreased product sales and could seriously harm our results of operations.

We face risks related to the adoption rate of new technologies.

We have invested significant resources developing products that are dependent on the adoption rate of new technologies. For example, our
SoundStation IP� and SoundPoint IP� products are dependent on the roll out of voice-over-IP, or VoIP, technologies. In addition, VoIP products
are traditionally sold through service providers. We may not be successful in expanding our current service provider network or maintaining a
successful service provider network. The success of our VSX 3000� and PVX� software application products depend on the increased use of
desktop video collaboration technologies. Further, as we see the adoption rate of new technologies increase, our historical product sales may be
negatively impacted.
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The success of all of our products is also dependent on how quickly Session Initiation Protocol (or SIP), which is a signaling protocol for
Internet conferencing, telephony, presence, events notification and instant messaging, firewall and Network Address Translation (or NAT)
traversal, which is an Internet standard that enables a local-area network (or LAN) to use one set of IP addresses for internal traffic and a second
set of addresses for external traffic, and call management integration technologies are deployed as new technologies and how quickly we adopt
and integrate these new technologies into our existing and future products. The success of our V2IU and firewall traversal solutions will depend
on market acceptance and the effect of current and potential competitors.

In addition, we continue to expend significant resources to develop new products or product enhancements based upon anticipated demand for
new features and functionality, such as next generation high definition video resolution technology. We may not be able to sell certain of our
products in significant volumes and our business may be harmed if the use of new technologies that our future products are based on does not
occur, if the development of suitable sales channels does not occur, or occurs more slowly than expected, if our products that incorporate new
technologies are not priced competitively or are not readily adopted, or if the adoption rates of such new technologies do not drive demand for
our other products as we anticipate, For example, although we believe increased sales of group and desktop video solutions will drive increased
demand for video network system products, such increased demand may not occur or we may not benefit to the same extent as our competitors.

Lower than expected market acceptance of our products, price competition and other price changes would negatively impact our business.

If the market does not accept our products, our profitability would likely be harmed. Our profitability could also be negatively affected in the
future as a result of continuing competitive price pressures in the sale of video and voice conferencing equipment and network systems, which
could cause us to reduce the prices for any of these products or discontinue one product with the intent of simplifying our product offering and
enhancing sales of a similar product. For example, we believe that the sequential declines in video network system revenues that we experienced
from the fourth quarter of 2004 through the second quarter of 2006, are due in part to lower average selling prices as a result of increased
competitive pressures. Further, we have reduced prices in the past in order to expand the market for our products, and in the future, we may
further reduce prices, introduce new products that carry lower margins in order to expand the market or stimulate demand for our products, or
discontinue existing products as a means of stimulating growth in a similar product. Effective July 1, 2006, we began to separately charge for the
initial year of service for our video conferencing products rather than charging one combined price for the product and service. These actions
may not have the desired result of increasing revenues and improving service renewal rates and, accordingly, could have an adverse impact on
our product margins and profitability. In addition, we anticipate that our gross margins will become more difficult to predict due to these types
of changes, the wide range of margins associated with each of our product lines, and shifts in the mix of products sold. Our network systems
products typically have higher gross margins than our other product lines. Therefore, our gross margins could decrease if we continue to
experience decreases in our network systems product sales.

Product obsolescence, excess inventory and other asset impairment can negatively affect our results of operations.

We operate in a high technology industry which is subject to rapid and frequent technology and market demand changes. These changes can
often render existing or developing technologies obsolete. In addition, the introduction of new products and any related actions to discontinue
existing products can cause existing inventory to become obsolete. These obsolescence issues can require write-downs in inventory value when
it is determined that the recorded value of existing inventory is greater than its fair market value, such as we experienced in the fourth quarter of
2005 with excess ViewStation® inventory and in the third quarter of 2006 with excess QSX and ViewStation inventory. Also, the pace of change
in technology development and in the release of new products has increased and is expected to continue to increase. If sales of one of these
products has an unplanned negative effect on sales of another of our products, it could significantly increase the inventory levels of the
negatively impacted product. For each of our products, the potential exists for new products to render existing products obsolete, cause
inventories of existing products to increase, cause us to discontinue a product or reduce the demand for existing products.

Since 2001, we have purchased several businesses, which together include goodwill valued at approximately $359.2 million and other purchased
intangible assets valued at approximately $15.7 million as of September 30, 2006. This represents a significant portion of the assets recorded on
our balance sheet. Goodwill and indefinite lived intangible assets are reviewed for impairment at least annually or sooner under certain
circumstances. Other intangible assets that are deemed to have finite useful lives will continue to be amortized over their useful lives but must be
reviewed for impairment when events or changes in circumstances indicate that the carrying amount of these assets may not be recoverable.
Screening for and
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assessing whether impairment indicators exist, or if events or changes in circumstances have occurred, including market conditions, operating
fundamentals, competition and general economic conditions, requires significant judgment. Additionally, changes in the high technology
industry occur frequently and quickly. Therefore, we cannot assure you that a charge to operations will not occur as a result of future goodwill
and intangible asset impairment tests. If impairment is deemed to exist, we would write down the recorded value of these intangible assets to
their fair values, as we did in the fourth quarter of 2005, when we wrote down certain intangible assets associated with our acquisition of Voyant
in the amount of $1.9 million. If and when these write-downs do occur, they could harm our business and results of operations.

In addition, we have made investments in private companies which we classify as �Other assets� on our balance sheet. The value of these
investments is influenced by many factors, including the operating effectiveness of these companies, the overall health of these companies�
industries, the strength of the private equity markets and general market conditions. Due to these and other factors, we have recorded cumulative
charges against earnings totaling $14.1 million associated with the impairment of these investments, including $1.6 million in the fourth quarter
of 2005. As of September 30, 2006, our investments in private companies are valued at $7.9 million. We may make additional investments in
private companies which would be subject to similar impairment risks, and these impairment risks may cause us to write down the recorded
value of any such investments. Further, we cannot assure you that future inventory, investment, license, fixed asset or other asset write-downs
will not happen. If future write-downs do occur, they could harm our business and results of operations.

Failure to adequately service and support our products could harm our results of operations.

Our products are becoming increasingly more complex and are incorporating more complex technologies, such as those included in our network
systems products, our new video product offerings and our software products. This has increased the need for product warranty and service
capabilities. If we cannot develop and train our internal support organization or maintain our relationship with our outside technical support
provider, it could harm our business.

Our quarterly operating results may fluctuate significantly and are not necessarily a good indicator of future performance.

Our quarterly operating results have fluctuated in the past and may vary significantly in the future as a result of a number of factors, many of
which are out of our control. These factors include:

� fluctuations in demand for our products and services, principally due to (i) the changing global economic environment, (ii) increased
competition as we have seen in Asia across all product lines and globally with respect to video and network systems product lines,
(iii) the development of new partnerships, such as the relationships between Tandberg and Cisco and Sony and Cisco in our video
product line, and (iv) increased competition from larger companies like Cisco and Hewlett Packard;

� the prices and performance of our products and those of our existing or potential new competitors, which can change rapidly due to
technological innovations;

� the timing, size and mix of the orders for our products;

� whether growth of our VoIP product sales will negatively impact sales of our circuit-switched products and whether VoIP product
sales will serve as an effective driver for sales of our IP-based video solutions, as we anticipate;

� changes in tax rates;

� the adoption of the new accounting pronouncement, SFAS 123(R), �Share-Based Payments� that requires us to record compensation
expense for shares issued under our stock plans began in the first quarter of 2006, resulted in $3.9 million of stock-based
compensation expense, net of tax, in the quarter ended September 30, 2006, and will continue to have a material impact on our results
of operations;
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� slowing sales by our channel partners to their customers, which places further pressure on our channel partners to minimize inventory
levels and reduce purchases of our products;

� changes to our channel partner programs, contracts and strategy that could result in a reduction in the number of channel partners or
could cause more of our channel partners to add our competitors� products to their portfolio;

� the level and mix of inventory that we hold to meet future demand;

� fluctuations in the level of international sales and our exposure to the impact of international currency fluctuations on both revenues
and expenses;

� dependence on third party manufacturers, which would include outside development manufacturers, and associated manufacturing
costs;
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� the magnitude of any costs that we must incur in the event of a product recall, such as our recent voluntary recall in the first quarter of
2006 of the lithium ion batteries in our SoundStation 2W products, or of costs associated with product warranty claims;

� the impact of seasonality on our various product lines and geographic regions;

� the impact of greater exposure to foreign currency fluctuations due to an increasing number of our product sales being denominated in
non-U.S. dollar currencies; and

� adverse outcomes in intellectual property matters and the costs associated with asserting and enforcing our intellectual property
portfolio.

As a result of these and potentially other factors, we believe that period-to-period comparisons of our historical results of operations are not
necessarily a good predictor of our future performance. If our future operating results are below the expectations of stock market securities
analysts or investors, our stock price will likely decline.

We experience seasonal demand for our products and services, which may adversely impact our results of operations during certain
periods.

Sales of some of our products have experienced seasonal fluctuations which have affected sequential growth rates for these products, particularly
in our third and first quarters. For example, there is generally a slowdown for sales of our products in the European region in the third quarter of
each year and sales to government entities typically slow in our fourth quarter and to a greater extent in our first quarter. In addition, sales of our
video conferencing products have typically declined in the first quarter of the year compared to the fourth quarter of the prior year. We also saw
a sequential decrease in group video conferencing unit sales in Europe and Asia in the third quarter of 2006, which we believe may be
attributable to seasonality or other factors. Seasonal fluctuations could negatively affect our business, which could cause our operating results to
fall short of anticipated results for such quarters, as they did in the first quarter of 2005.

Our operating results are hard to predict as a significant amount of our sales may occur at the end of a quarter or are subject to
contractual acceptance provisions.

The timing of our channel partner orders and product shipments can harm our operating results.

Our quarterly revenues and operating results depend upon the volume and timing of channel partner orders received during a given quarter and
the percentage of each order that we are able to ship and recognize as revenue during each quarter, each of which is extremely difficult to
forecast. Moreover, although we saw better sales linearity in the fourth quarter of 2005, in most prior periods, we have seen the majority of our
orders in a given quarter shipped in the last month of that quarter and sometimes in the last few weeks of the quarter. Also, our backlog has
fluctuated significantly over our corporate history. Although we entered 2006 with a significant backlog, we believe that backlog levels will
continue to fluctuate due to many factors such as ability of our sales force to generate orders linearly throughout the quarter, our ability to
forecast revenue mix and plan our manufacturing accordingly, customer request dates, timing of product acceptance where contractually
required and ongoing service deferrals as service revenues increase as a percent of total revenue. In addition, orders from our channel partners
are based on the level of demand from end-user customers. Any decline or uncertainty in end-user demand could significantly negatively impact
end-user orders, which could in turn negatively affect orders from our channel partners in any given quarter. As a result, our backlog could
decline in future quarters, even to zero. The return to historical linearity levels or any failure or delay in the closing of orders during the last part
of a quarter would materially harm our operating results. Furthermore, we may be unable to ship products in the period we receive the order due
to these or other factors, which would have an adverse impact on our operating results. In such events, the price of our common stock would
decline.

Difficulty in estimating channel partner orders can harm our operating results, the establishment of product lead times to maximize our
inventory efficiency and our focus on operations efficiency in the logistics area.

Revenues for any particular quarter are extremely difficult to predict with any degree of certainty. We typically ship products within a short time
after we receive an order and therefore, backlog is not a good indicator of future revenues. In addition, orders from our channel partners are
based on the level of demand from end-user customers. Any decline or uncertainty in end-user demand could negatively impact end-user orders,
which could in turn significantly negatively affect orders from our channel partners in any given quarter. Accordingly, our expectations for both
short and long-term future revenues are based almost exclusively on our own estimate of future demand and not on firm channel partner orders.
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Our expense levels are based largely on these estimates. In addition, the majority of our audio and video network system orders are received in
the last month of a quarter, typically the last few weeks of that quarter; thus, the unpredictability of the receipt of these orders could negatively
impact our future results. We historically have received a majority of our channel partner orders in the last month of a quarter and often in the
last few weeks of the quarter. In the event that order linearity once again
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degrades to the levels we have experienced in the past, where the majority of our sales occurred in the last month of the quarter, or if for any
reason orders and revenues do not meet our expectations in a particular period, we will be limited in our ability to reduce expenses quickly.
Accordingly, any significant shortfall in demand for our products in relation to our expectations would have an adverse impact on our operating
results.

Delays in receiving contractual acceptance may cause delays in our ability to recognize revenue, depending upon the timing and shipment of
orders under such contracts.

An increasing number of our service provider contracts include product acceptance provisions which vary depending upon the type of product
and individual terms of the contract. Accordingly, we defer revenue until the underlying acceptance criteria in any given contract have been met.
Depending upon the acceptance terms, the timing of the receipt and subsequent shipment of an order may result in acceptance delays, may
reduce the predictability of our revenues, and, consequently, may adversely impact our revenues and results of operations in any particular
quarter.

We face risks related to our dependence on channel partners to sell our products.

To avoid confusion by our channel partners regarding our product offerings, we need to devote significant resources to educating and training
them.

When we take any significant actions regarding our product offerings, or acquire new product offerings, it is important to educate and train our
channel partners to avoid any confusion on the desirability of the new product offering in relation to our existing product offerings.

For instance, integrating acquired product offerings with ours has created confusion among our channel partners in the past and may continue to
do so in the future. We will need to continue to devote significant resources to educate and train our channel partners about our product
offerings. Channel confusion could also occur if we do not adequately train or educate the channel on our product families, especially in the
cases where we simplify our product offerings by discontinuing one product in order to stimulate growth of a similar product. Ongoing
confusion may lead to delays in ordering our products which would negatively affect our revenues.

Conflicts and competition with our channel partners and strategic partners could hurt sales of our products.

We have various OEM agreements with major telecommunications equipment manufacturers, such as Avaya, Cisco Systems and Nortel
Networks, whereby we manufacture our products to work with the equipment of the OEM. These relationships can create conflicts with our
other channel partners who directly compete with our OEM partners, or could create conflicts among our OEM partners who compete with each
other, which could adversely affect revenues from these other channel partners or our OEM partners. Conflicts among our OEM partners could
also make continued partnering with these OEM partners increasingly difficult. Because many of our channel partners also sell equipment that
competes with our products, these channel partners could devote more attention to these other products which could harm our business. Channel
conflicts could arise which cause channel partners to devote resources to other non-Polycom communications equipment, or to offer new
products from our new and existing competitors, which would negatively affect our business or results of operations.

Some of our current and future products are directly competitive with the products of our channel and strategic partners. For example, we have
an agreement with Cisco Systems under which we ship SoundStation IP conference phones for resale by Cisco Systems. In addition, Cisco
Systems sells a network systems product which is in direct competition with our network systems offerings. Also, Cisco Systems previously
announced a partnership with Tandberg, one of our major competitors in the video communications business, pursuant to which Tandberg
provides Cisco Systems with technology that is co-branded and sold by Cisco Systems. Cisco Systems also recently announced a new high end
video conferencing product which is in direct competition with our video conferencing solutions. Hewlett Packard is also a customer who sells a
competitive high end video conferencing product with which we directly compete. As a consequence of conflicts such as these, there is the
potential for our channel and strategic partners to compete head-to-head with us and to significantly reduce or eliminate their orders of our
products or design our technology out of their products. In addition, competition with our partners in all of the markets in which we operate is
likely to increase, potentially resulting in strains on our existing relationships with these companies. As an example, we are now competing in
the voice-over-IP handset arena through service providers, which may cause our relationships with our IP PBX strategic partners to erode.
Further, our strategic partners may acquire businesses that are competitive with us. Any such strain or acquisition could limit the potential
contribution of our strategic relationships to our business, restrict our ability to form strategic relationships with these companies in the future
and create additional competitive pressures on us, including downward pressure on our average selling prices, which would result in a decrease
in both revenues and gross margins, any of which could harm our business.
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We are subject to risks associated with our channel partners� product inventories and product sell-through.

We sell a significant amount of our products to channel partners who maintain their own inventory of our products for sale to dealers and
end-users. If these channel partners are unable to sell an adequate amount of their inventory of our products in a given quarter to dealers and
end-users or if channel partners decide to decrease their inventories for any reason, such as a recurrence of global economic uncertainty and
downturn in technology spending, the volume of our sales to these channel partners and our revenues would be negatively affected. While there
has been some improvement in technology spending and the global economy, constraints in technology capital spending still exist and if these
conditions recur in the future, our business and operating results will continue to be negatively affected. For example, in the first and fourth
quarters of 2005, we experienced sequential decreases in absolute dollars in revenues from U.S. government entities. In addition, if channel
partners decide to purchase more inventory, due to product availability or other reasons, than is required to satisfy end-user demand or if
end-user demand does not keep pace with the additional inventory purchases, channel inventory could grow in any particular quarter, which
could adversely affect product revenues in the subsequent quarter. In addition, we also face the risk that some of our channel partners have
inventory levels in excess of future anticipated sales. If such sales do not occur in the time frame anticipated by these channel partners for any
reason, these channel partners may substantially decrease the amount of product they order from us in subsequent periods, or product returns
may exceed historical or predicted levels, which would harm our business. Moreover, if we choose to eliminate or reduce special cost or
stocking incentive programs, quarterly revenues may fail to meet our expectations or be lower than historical levels.

Our revenue estimates associated with products stocked by some of our channel partners are based largely on end-user sales reports that our
channel partners provide to us on a monthly basis. To date, we believe this data has been generally accurate. To the extent that this sales-out and
channel inventory data is inaccurate or not received timely, we may not be able to make revenue estimates for future periods.

Changes to our channel partner programs or channel partner contracts may not be favorably received and as a result our channel partner
relationships and results of operations may be adversely impacted.

Our channel partners are eligible to participate in various incentive programs, depending upon their contractual arrangements with us. As part of
these arrangements, we have the right to make changes in our programs and launch new programs as business conditions warrant. For example,
early in 2005, we announced changes to our co-op marketing programs, which affected how our partners utilize and claim credit for eligible
marketing activities. These changes could upset our channel partners to the extent that they could add competitive products to their portfolios,
delay advertising or sales of our products, or shift more emphasis to selling our competitors products, if not appropriately handled. There can be
no assurance that our channel partners will be receptive to future changes and that we will receive the positive benefits that we are anticipating in
making these program changes.

Further, we are currently making changes to our channel partner contracts in Asia and we may elect to make additional changes to our channel
partner contracts in Europe and Latin America, which could result in a change in the number and mix of channel partners, a smaller number of
channel partners, and the same channel upset we experienced in North America when similar changes were made.

Consolidation of our channel partners may result in changes to our overall business relationships and less favorable contractual terms.

We have recently seen consolidation among certain of our existing channel partners. In such instances, we may experience changes to our
overall business and operational relationships due to dealing with a larger combined entity. Further, our ability to maintain such relationships on
favorable contractual terms may be limited. For instance, the combined entity may be successful in negotiating the most favorable contractual
terms out of each of their respective contracts, including terms such as credit and acceptance, which are less favorable than those in our existing
contracts with each channel partner. Depending on the extent of these changes, the timing and extent of revenue from these channel partners may
be adversely affected.

We are subject to risks associated with the success of the businesses of our channel partners.

Many of our channel partners that carry multiple Polycom products, and from whom we derive significant revenues, are thinly capitalized.
Although we perform ongoing evaluations of the creditworthiness of our channel partners, the failure of these businesses to establish and sustain
profitability, obtain financing or adequately fund capital expenditures could have a significant negative effect on our future revenue levels and
profitability and our ability to collect our receivables. Further, while there has been some improvement in technology spending and the global
economy, constraints in technology capital spending still exist and could cause more of our channel partners� businesses to suffer or fail, which
would harm our business.
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Our channel partner contracts are typically short-term and early termination of these contracts may harm our results of operations.

We do not typically enter into long-term contracts with our channel partners, and we cannot be certain as to future order levels from our channel
partners. When we do enter into a long-term contract, the contract is generally terminable at the convenience of the channel partner. In the event
of an early termination by one of our major channel partners, we believe that the end-user customer would likely purchase from another one of
our channel partners. If this did not occur and we were unable to rapidly replace that revenue source, its loss would harm our results of
operations.

If revenues from sales to our service provider customers decrease significantly from prior periods, our results of operations may suffer
materially.

Service providers constitute some of the larger end user customers of our audio network systems products. The revenues in the network systems
segment from service providers are subject to more variability than segment revenues from our channel partners and, as of the third quarter of
2006, service provider sales have comprised an increasingly smaller percentage of our revenues, as well as decreased in absolute dollars
sequentially from the second quarter of 2006 and on a year-over-year basis. The loss of any one of these service provider customers for our
network systems products, or our failure to adequately maintain or grow the level of network systems-related product sales to service providers,
could have a materially adverse impact on our consolidated revenues.

We face risks related to our international operations and sales.

Because of our significant operations in Israel, we are subject to risks associated with the military, political and regulatory environment in
Israel and the Middle East region.

The principal research and development and manufacturing facilities of our network systems group and many of that group�s suppliers are
located in Israel. Political, economic and military conditions in Israel and the Middle East region directly affect our network systems group�s
operations. A number of armed conflicts have taken place and continue to take place between Israel and its geographic neighbors. As a result,
certain of our employees have been called to active military duty, and additional employees may be called to serve in the future. Current and
future armed conflicts or political instability in the region may impair our ability to produce and sell our network systems products and could
disrupt research or developmental activities. For example, a key supplier�s operations were recently interrupted and had to be relocated. This
instability could have an adverse impact on our results of operations. Further, the military action in Iraq or other countries in the region
perceived as a threat by the United States government could result in additional unrest or cause Israel to be attacked, which would adversely
affect our results of operations and harm our business.

The technology used to develop our current network systems products was developed in part with grants from the Israeli Office of the Chief
Scientist. Under Israeli law, technology developed pursuant to grants from the Office of the Chief Scientist cannot be transferred to any person
without the prior written consent of the Office of the Chief Scientist. The grants also contain restrictions on the ability to manufacture products
developed with these grants outside of Israel. Approval to manufacture such products outside of Israel, if granted, is generally subject to an
increase in the total amount to be repaid to the Office of the Chief Scientist of between 120% to 300% of the amount granted, depending on the
extent of the manufacturing to be conducted outside of Israel. These restrictions on the ability to transfer certain of our technology to third
parties or manufacture products outside Israel may adversely affect our operating results and the development of additional network systems
products and significantly reduce the value of the technology. We are in the process of developing and implementing a disaster recovery plan for
our network systems products that could provide for manufacturing to be performed outside of Israel on a limited basis today, and a more
extended basis in the event of a disaster. Today, we are performing final test and assembly on a limited basis in the United States in Colorado, in
the Netherlands and in Thailand. The implementation of such a disaster recovery plan could subject us to additional payments to the Office of
the Chief Scientist, which could adversely affect our operating results.

International sales and expenses represent a significant portion of our revenues and operating expenses and risks inherent in international
operations could harm our business.

International sales and expenses represent a significant portion of our revenues and operating expenses, and we anticipate that international sales
will continue to increase and to account for a significant portion of our revenues for the foreseeable future and that international operating
expenses will continue to increase. International sales and expenses are subject to certain inherent risks, including the following:

� adverse economic conditions in international markets;
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� the near and long-term impact of the military action in Iraq or other hostilities;

� disruptions in business due to natural disasters, quarantines or other disruptions associated with infectious diseases or other events
beyond our control;

� unexpected changes in regulatory requirements and tariffs;

� adverse economic impact of terrorist attacks and incidents and any military response to those attacks;

� difficulties in staffing and managing foreign operations;

� longer payment cycles;

� problems in collecting accounts receivable; and

� potentially adverse tax consequences.
International revenues may fluctuate as a percentage of total revenues in the future as we introduce new products. These fluctuations are
primarily the result of our practice of introducing new products in North America first and the additional time required for product homologation
and regulatory approvals of new products in international markets. To the extent we are unable to expand international sales in a timely and
cost-effective manner, especially in our core European markets of France, Germany and the United Kingdom, our business could be harmed. We
cannot assure you that we will be able to maintain or increase international market demand for our products.

Although, to date, a substantial majority of our international sales have been denominated in U.S. currency, we expect that a growing number of
sales will be denominated in non-U.S. currencies as more international customers request billing in their currency. For example, effective
January 1, 2006, we began invoicing a portion of our European product sales in Euros and our United Kingdom product sales in British Pounds.
In addition, some of our competitors currently invoice in foreign currency, which could be a disadvantage to us in those markets where we do
not. Our international operating expenses are denominated in foreign currency. As a result of these factors, we expect our business will be
significantly more vulnerable to currency fluctuations, which could adversely impact our results of operations. For instance, in 2003 and 2004,
and more recently in the second quarter of 2006, our operating costs internationally increased as a result of the weakness in the U.S. dollar.
These currency fluctuations were recorded in other income (expense) in our Condensed Consolidated Statements of Operations. We will
continue to evaluate whether to, and are likely to decide to, expand the type of products we sell in selected foreign currencies in addition to the
Euro and British Pound or may, for specific customer situations, choose to sell our products in foreign currencies, thereby further increasing our
foreign exchange risk.

While we do not hedge for speculative purposes, as a result of our increased exposure to currency fluctuations, we from time to time engage in
currency hedging activities to mitigate currency fluctuation exposure. Also, due to the recent denomination of our European product sales in
Euros and of our United Kingdom product sales in British Pounds, we have increased our hedging activity. However, we have limited
experience with these hedging activities, and they may not be successful, which could harm our operating results and financial condition. In
addition, significant adverse changes in currency exchange rates could cause our products to become relatively more expensive to customers in a
particular country, leading to a reduction in revenue or profitability in that country, as discounts may be temporarily or permanently affected.

General economic conditions may reduce our revenues and harm our business.

As our business has grown, we have become increasingly exposed to adverse changes in general economic conditions which can result in
reductions in capital expenditures by end-user customers for our products, longer sales cycles, deferral or delay of purchase commitments for our
products and increased competition. These factors adversely impacted our operating results in prior years. Any recurrence of these events could
have a similar effect.
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Difficulties we may encounter managing a substantially larger business could adversely affect our operating results.

If we fail to successfully attract and retain qualified personnel, our business will be harmed.

Our future success will depend in part on our continued ability to hire, assimilate and retain qualified personnel. Competition for such personnel
is intense, and we may not be successful in attracting or retaining such personnel. In addition, from time to time, we may also decide to replace
certain key personnel, such as we did recently in Asia by bringing in a new regional sales vice president. We have also recently made changes in
certain senior management positions. For example, in April 2006, we hired a new Senior Vice President and General Manager, Network
Systems, and in June 2006, we hired a new Senior Vice President of Worldwide Sales. Such transitions may be disruptive to the affected
function and our business, possibly on a longer term basis than we expected, and could divert management�s attention from other ongoing
business concerns. Further, we have relied on our ability to grant stock options as a means of recruiting and retaining highly skilled personnel.
Recent accounting regulations requiring the expensing of stock options will impair our future ability to provide

57

Edgar Filing: POLYCOM INC - Form 10-Q

Table of Contents 98



Table of Contents

these incentives without incurring significant compensation costs. The loss of any key employee, the failure of any key employee to perform in
his or her current position or our inability to attract and retain skilled employees, particularly technical and management, as needed, could harm
our business.

In addition, as we add more complex software product offerings, it will become increasingly important to retain and attract individuals who are
skilled in managing and developing these complex software product offerings. Further, many of our key employees in Israel, who are
responsible for development of our network systems products, are obligated to perform annual military reserve duty and may be called to active
duty at any time under emergency conditions. The loss of the services of any executive officer or other key technical or management personnel
could have an adverse and disruptive impact on their affected function and, consequently, materially harm our business or operations.

We experienced significant growth in our business and operations due to internal expansion and business acquisitions during the last five years,
and if we do not appropriately manage this growth and any future growth, our operating results will be negatively affected.

Our business has grown in recent years through both internal expansion and business acquisitions, and continued growth may cause a significant
strain on our infrastructure, internal systems and managerial resources. To manage our growth effectively, we must continue to improve and
expand our infrastructure, including information technology and financial operating and administrative systems and controls, and continue
managing headcount, capital and processes in an efficient manner. Our productivity and the quality of our products may be adversely affected if
we do not integrate and train our new employees quickly and effectively and coordinate among our executive, engineering, finance, marketing,
sales, operations and customer support organizations, all of which add to the complexity of our organization and increase our operating
expenses. We also may be less able to predict and effectively control our operating expenses due to the growth and increasing complexity of our
business. In addition, our information technology systems may not grow at a sufficient rate to keep up with the processing and information
demands placed on them by a much larger company. The efforts to continue to expand our information technology systems or our inability to do
so could harm our business. Further, revenues may not grow at a sufficient rate to absorb the costs associated with a larger overall headcount.

Our future growth may require significant additional resources given that, as we increase our business operations in complexity and scale, we
may have insufficient management capabilities and internal bandwidth to manage our growth and business effectively. We cannot assure you
that resources will be available when we need them or that we will have sufficient capital to fund these potential resource needs. Also, as we
assess our resources following our acquisitions, we will likely determine that redundancy in certain areas will require consolidation of these
resources. Any organizational disruptions associated with the consolidation process could require further management attention and financial
expenditures. If we are unable to manage our growth effectively, if we experience a shortfall in resources or if we must take additional
restructuring charges, our results of operations will be harmed.

Difficulties in integrating our acquisitions could adversely impact our business.

Difficulties in integrating past or future acquisitions could adversely affect our business.

We have completed a number of acquisitions during our operating history. The process of integrating acquired companies into our operations
requires significant resources and is time consuming, expensive and disruptive to our business. Failure to achieve the anticipated benefits of
these acquisitions, to retain key personnel, or to successfully integrate the operations of these companies could harm our business, results of
operations and cash flows. We may not realize the benefits we anticipate from these acquisitions because of the following significant challenges:

� potentially incompatible cultural differences between the two companies;

� incorporating the acquired company�s technology and products into our current and future product lines;

� potentially creating confusion in the marketplace by ineffectively distinguishing or marketing the product offerings of the newly
acquired company with our existing product lines, such as we experienced in China with DSTMedia in 2005;

� geographic dispersion of operations;
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� generating marketing demand for an expanded product line;

� the difficulty in leveraging the acquired company�s and our combined technologies and capabilities across all product lines and
customer bases; and

� our inability to retain previous customers or employees of an acquired company.
Further, certain of our acquisition agreements incorporate earn-out provisions in them. Such earn-out provisions entitle the former shareholders
of the acquired companies to receive additional consideration upon the satisfaction of certain predetermined criteria. It is possible that disputes
over unpaid earn-out amounts may result in litigation to the company, which could be costly and cause management distraction.
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We have spent and will continue to spend significant resources identifying and acquiring businesses. The efficient and effective integration of
our acquired businesses into our organization is critical to our growth. Any future acquisitions involve numerous risks including difficulties in
integrating the operations, technologies and products of the acquired companies, the diversion of our management�s attention from other business
concerns and the potential loss of key employees of the acquired companies. Failure to achieve the anticipated benefits of these and any future
acquisitions or to successfully integrate the operations of the companies we acquire could also harm our business, results of operations and cash
flows. Additionally, we cannot assure you that we will not incur material charges in future quarters to reflect additional costs associated with
past acquisitions or any future acquisitions we may make.

Our failure to implement our restructuring plan related to PictureTel facilities could adversely impact our business.

We had a liability of approximately $3.1 million at September 30, 2006 related to vacant and redundant facilities in connection with our
acquisition of PictureTel, which is net of estimated sublease income we expect to generate. Our estimate of sublease income is based on current
comparable rates for leases in the respective markets. If actual sublease income is lower than our estimates for any reason, if it takes us longer
than we estimated to sublease these facilities, or if the associated cost of subleasing or terminating our lease obligations for these facilities is
greater than we estimated, we would incur additional charges to operations which would harm our business, results of operations and cash flows.
For example, we have an approximately 152,000 square foot building which is fully subleased to a third party for the length of our lease
obligation. If this tenant were unable to fulfill, for any reason, their contractual obligations under the sublease, we would incur additional
charges to operations which would harm our business. In addition, until our vacated and redundant facilities are subleased or the lease
obligations for these facilities are terminated, we will continue to pay the contractual lease and facility operating expense obligations without
any sublease income to offset these costs. Further, in the event that we agree to sublease a facility or terminate a lease obligation through a lease
buyout or other means, we may incur a material cash outflow up to and potentially exceeding our recorded liability at the time of such
transaction, which would harm our operating cash flows. To the extent that any such cash outflows or additional costs exceed the amount of our
recorded liability related to the sublease or termination of these lease obligations, we could incur a charge to operations which would harm our
business and adversely impact our results of operations.

We have limited supply sources for some key components of our products and for the outside development and manufacture of certain
of our products, and our operations could be harmed by supply interruptions, component defects or unavailability of these components
or products.

Some key components used in our products are currently available from only one source and others are available from only a limited number of
sources, including some key integrated circuits and optical elements. Because of such limited sources for component parts, we may have little or
no ability to procure these parts on favorable pricing terms. We also obtain certain plastic housings, metal castings, batteries, and other
components from suppliers located in China and certain Southeast Asia countries, and any political or economic instability in that region in the
future, quarantines or other disruptions associated with infectious diseases, or future import restrictions, may cause delays or an inability to
obtain these supplies. Further, we have suppliers in Israel and the military action in Iraq or war with other Middle Eastern countries perceived as
a threat by the United States government may cause delays or an inability to obtain supplies for our network systems products.

We have no raw material supply commitments from our suppliers and generally purchase components on a purchase order basis either directly
or through our contract manufacturers. Some of the components included in our products, such as microprocessors and other integrated circuits,
have from time to time been subject to limited allocations by suppliers. In addition, companies with limited or uncertain financial resources
manufacture some of these components. Further, we do not always have direct control over the supply chain, as many of our component parts
are procured for us by our contract manufacturers. In the event that we, or our contract manufacturers, are unable to obtain sufficient supplies of
components, develop alternative sources as needed, or companies with limited financial resources go out of business, our operating results could
be seriously harmed.

Moreover, our operating results would be seriously harmed by receipt of a significant number of defective components or components that fail to
fully comply with environmental or other regulatory requirements, an increase in component prices, such as the recent increases for components
that are in compliance with the Restrictions on Hazardous Substances (RoHS) rules in Europe, or our inability to obtain lower component prices
in response to competitive price reductions.

Additionally, our video conferencing products are designed based on integrated circuits produced by Philips Semiconductor and Equator
Technologies, a subsidiary of Pixelworks Inc., and cameras produced by Sony. If we could no
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longer obtain integrated circuits or cameras from these suppliers, we would incur substantial expense and take substantial time in redesigning
our products to be compatible with components from other manufacturers, and we cannot assure you that we would be successful in obtaining
these components from alternative sources in a timely or cost-effective manner. Additionally, both Sony and Philips compete with us in the
video communications industry, which may adversely affect our ability to obtain necessary components. The failure to obtain adequate supplies
of vital components could prevent or delay product shipments, which could harm our business. We also rely on the introduction schedules of
some key components in the development or launch of new products. Any delays in the availability of these key components could harm our
business.

Further, we have strategic relationships with third parties to develop and manufacture certain products for us. The loss of any such strategic
relationship due to competitive reasons, our inability to resolve any contractual disputes that may arise between us, the financial instability of a
strategic partner, or other factors, could have a negative impact on our ability to produce and sell certain products and product lines and,
consequently, may adversely affect our revenues and results of operations.

Finally, the business failure or financial instability of any supplier of these components or product manufacturer could adversely affect our cash
flows if we were to expend funds in some manner to ensure the continued supply of those components or products.

Manufacturing disruption or capacity constraints would harm our business.

We subcontract the manufacture of our voice and video product lines to Celestica, a third-party contract manufacturer. We use Celestica�s
facilities in Thailand, China and Singapore, and should there be any disruption in services due to natural disaster, terrorist acts, quarantines or
other disruptions associated with infectious diseases, or other similar events, or economic or political difficulties in any of these countries or
Asia or any other reason, such disruption would harm our business and results of operations. Also, Celestica�s facilities are currently the
manufacturer for substantially all of these products, and if Celestica experiences an interruption in operations or otherwise suffers from capacity
constraints, we would experience a delay in shipping these products which would have an immediate negative impact on our revenues. As a
result, we may not be able to meet demand for our products, which could negatively affect revenues in the quarter of the disruption and harm our
reputation. In addition, operating in the international environment exposes us to certain inherent risks, including unexpected changes in
regulatory requirements and tariffs, difficulties in staffing and managing foreign operations and potentially adverse tax consequences, all of
which could harm our business and results of operations.

If we have insufficient proprietary rights or if we fail to protect those rights we have, our business would be materially impaired.

We rely on third-party license agreements and termination or impairment of these agreements may cause delays or reductions in product
introductions or shipments which would harm our business.

We have licensing agreements with various suppliers for software incorporated into our products. For example, we license video
communications source code from ADTRAN, Delcom, Mitsubishi, Simtrol, Skelmir, SNMP, and Software House, video algorithm protocols
from DSP, UB Video, ATT/LUCENT and Flextronics, Windows software from Microsoft, development source code from Avaya, Hughes
Software Systems, Ltd., In Focus Systems Inc., Nokia, Surf, Vocal Technologies Ltd. and Windriver, audio algorithms from D2 and Nortel
Networks, Sipro, Telogy and Voiceage, and communication software from Konexx and RADVISION. In addition, certain of our products are
developed and manufactured based largely or solely on third-party technology. These third-party software licenses and arrangements may not
continue to be available to us on commercially reasonable or competitive terms, if at all. The termination or impairment of these licenses could
result in delays or reductions in new product introductions or current product shipments until equivalent software could be developed, licensed
and integrated, if at all possible, which would harm our business and results of operations. Further, if we are unable to obtain necessary
technology licenses on commercially reasonable or competitive terms, we could be prohibited from marketing our products, could be forced to
market products without certain features, or could incur substantial costs to redesign our products, defend legal actions, or pay damages.

We rely on patents, trademarks, copyrights and trade secrets to protect our proprietary rights which may not be sufficient to protect our
intellectual property.

We rely on a combination of patent, copyright, trademark and trade secret laws and confidentiality procedures to protect our proprietary rights.
Others may independently develop similar proprietary information and techniques or gain access to our intellectual property rights or disclose
such technology. In addition, we cannot assure you that any patent or registered trademark owned by us will not be invalidated, circumvented or
challenged in the U.S. or foreign countries or that the rights granted thereunder will provide competitive advantages to us or that any of our
pending or future patent applications will be issued with the scope of the claims sought by us, if at all. Furthermore, others may develop similar
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products, duplicate our products or design around our patents. In addition, foreign intellectual property laws may not protect our intellectual
property rights. Litigation may be necessary to enforce our patents and other intellectual property rights, to protect our trade secrets, to determine
the validity of and scope of the proprietary rights of others, or to defend against claims of infringement or invalidity. Litigation could result in
substantial costs and diversion of resources which could harm our business, and we could ultimately be unsuccessful in protecting our
intellectual property rights.

We face and might in the future face intellectual property infringement claims and other litigation claims that might be costly to resolve and, if
resolved adversely, may harm our operating results or financial condition.

We are a party to lawsuits (patent-related and otherwise) in the normal course of our business. For instance, in November 2005, we initiated a
patent infringement lawsuit against Codian, which is still ongoing and in which Codian has asserted certain counterclaims against us. Litigation
is often expensive, lengthy and disruptive to normal business operations. The results of, and costs associated with, complex litigation matters are
difficult to predict, and the uncertainty associated with substantial unresolved lawsuits could harm our business, financial condition and
reputation. Negative developments with respect to pending lawsuits could cause our stock price to decline, and an unfavorable resolution of any
particular lawsuit could have an adverse and possibly material effect on our business and results of operations.

We expect that the number and significance of claims and legal proceedings that assert patent infringement claims or other intellectual property
rights covering our products will increase as our business expands. In particular, we expect to face an increasing number of patent and copyright
claims as the number of products and competitors in our industry grows and the functionality of video, voice, data and web conferencing
products overlap. Any claims or proceedings against us, whether meritorious or not, could be time consuming, result in costly litigation, require
significant amounts of management time, result in the diversion of significant operational resources, or require us to enter into royalty or
licensing agreements. Such royalty or licensing agreements, if required, may not be available on terms favorable to us or at all. An unfavorable
outcome in any such claim or proceeding could have a material adverse impact on our financial position and results of operations for the period
in which the unfavorable outcome occurs, and potentially in future periods. Further, any settlement announced by us may expose us to further
claims against us by third parties seeking monetary or other damages which, even if unsuccessful, would divert management attention from the
business and cause us to incur costs, possibly material, to defend such matters. For example, in November 2004, we settled our outstanding
patent infringement litigation with Avistar Communications, Inc. (�Avistar�) and Collaboration Properties, Inc., a wholly-owned subsidiary of
Avistar, and, in connection with such settlement, paid $27.5 million.

Loss of government contracts could have a material adverse effect on our business.

We sell our products, directly and indirectly, and provide services to governmental entities in accordance with certain regulated contractual
arrangements. If we fail to report in accordance with, or otherwise fail to comply with, the terms of our government contracts, do not have a
satisfactory outcome in government audits of our contracts, or otherwise violate regulatory requirements, the government could suspend or
disbar us as a supplier and prohibit all sales of our product to government agencies. The United States General Services Administration (�US
GSA�) is currently conducting a review of our governmental sales of products and services. Such review, if not deemed satisfactory by the US
GSA, could result in further audits, which if such audits were not resolved satisfactorily, could result in our disqualification as an approved
government supplier. Any suspension or disbarment of us as a government supplier would negatively affect our results of operations.

While we believe we currently have adequate internal control over financial reporting, we are required to evaluate our internal control
over financial reporting under Section 404 of the Sarbanes-Oxley Act of 2002 and any adverse results from such evaluation could result
in a loss of investor confidence in our financial reports and have an adverse effect on our stock price.

Pursuant to Section 404 of the Sarbanes-Oxley Act of 2002 (Section 404), we are required to furnish a report by our management on our internal
control over financial reporting. Such report contains, among other matters, an assessment of the effectiveness of our internal control over
financial reporting as of the end of our fiscal year, including a statement as to whether or not our internal control over financial reporting is
effective. This assessment must include disclosure of any material weaknesses in our internal control over financial reporting identified by
management. Such report must also contain a statement that our independent registered public accounting firm has issued an attestation report on
management�s assessment of such internal control.

While we were able to assert in our Annual Report on Form 10-K that our internal control over financial reporting was effective as of
December 31, 2005, we must continue to monitor and assess our internal control over financial reporting. If we are unable to assert in any future
reporting period that our internal control over financial reporting is effective (or if our independent registered public accounting firm is unable to
attest that our management�s report is fairly stated or they are unable to express an opinion on the effectiveness of our internal controls), we could
lose investor confidence in the accuracy and completeness of our financial reports, which would have an adverse effect on our stock price.
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Changes in existing financial accounting standards or practices may adversely affect our results of operations.

Changes in existing accounting rules or practices, new accounting pronouncements, or varying interpretations of current accounting
pronouncements could have a significant adverse effect on our results of operations or the manner in which we conduct our business. Further,
such changes could potentially affect our reporting of transactions completed before such changes are effective. For example, in 2005, we were
not required to record stock-based compensation charges to earnings in connection with stock options grants to our employees. However, the
Financial Accounting Standards Board (FASB) issued SFAS 123(R), �Share-Based Payment,� which now requires us to record stock-based
compensation charges to earnings for employee stock option grants commencing in the first quarter of 2006. Such charges negatively impacted
our earnings in the three and nine months ended September 30, 2006 and will negatively impact our future earnings. For instance, the Company
expects the compensation charges under SFAS 123(R) to reduce net income by approximately $15 to $20 million for fiscal 2006. In addition,
future changes to various assumptions used to determine the fair value of awards issued or the amount and type of equity awards granted create
uncertainty as to the amount of future stock-based compensation expense and make such amounts difficult to predict accurately.

Changes in tax rates could affect our future results.

The Company�s future effective tax rates could be favorably or unfavorably affected by changes in the mix of earnings in countries with differing
statutory tax rates, changes in the valuation of the Company�s deferred tax assets and liabilities, or changes in tax laws or their interpretation. For
instance, we previously announced an increase in our expected tax rate in 2006 due to the current lapse in the U.S. research and development tax
credit, which may in fact adjust down again if the tax credit gets reinstated. The adoption of SFAS 123(R) will also add more unpredictability
and variability to our future effective tax rates. For instance, our 2006 effective tax rate has increased from 27% to 34% as a result of some or all
of these factors and could further increase in the last quarter of 2006.

In addition, the Company is subject to the continuous examination of its income tax returns by the Internal Revenue Service and other tax
authorities. The Company regularly assesses the likelihood of adverse outcomes resulting from these examinations to determine the adequacy of
its provision for income taxes. There can be no assurance that the outcomes from these continuous examinations will not have an adverse affect
on the Company�s net income and financial condition.

Business interruptions could adversely affect our operations.

Our operations are vulnerable to interruption by fire, earthquake, typhoon or other natural disaster, quarantines or other disruptions associated
with infectious diseases, national catastrophe, terrorist activities, war, ongoing Iraqi disturbances, an attack on Israel, disruptions in our
computing and communications infrastructure due to power loss, telecommunications failure, human error, physical or electronic security
breaches and computer viruses, and other events beyond our control. We do not have a fully implemented detailed disaster recovery plan. In
addition, our business interruption insurance may not be sufficient to compensate us for losses that may occur, and any losses or damages
incurred by us could have a material adverse effect on our business and results of operations.

Our cash flow could fluctuate due to the potential difficulty of collecting our receivables and managing our inventories.

Over the past few years, we initiated significant investments in Europe and Asia to expand our business in these regions. In Europe and Asia, as
with other international regions, credit terms are typically longer than in the United States. Therefore, as Europe, Asia and other international
regions grow as a percentage of our revenues, accounts receivable balances will likely increase as compared to previous years. Although, from
time to time, we have been able to largely offset the effects of these influences through additional incentives offered to channel partners at the
end of each quarter in the form of prepaid discounts, these additional incentives have lowered our profitability. In addition, the recurrence of
economic uncertainty or downturn in technology spending in the United States may restrict the availability of capital which may delay our
collections from our channel partners beyond our historical experience or may cause companies to file for bankruptcy, which occurred with
Global Crossing, WorldCom and MCSi. Either of these conditions would harm our cash flow and days sales outstanding performance. Although
in recent quarters our experience in collecting receivables has been good and we expect this trend to continue, there can be no assurance that it
will continue.

Our days sales outstanding (DSO) metric is currently ranging from 39 to 46 days. We expect that our DSO metric will continue to be in the 40 to
50 day range; however, our DSO metrics could also increase as a result of increased revenues, as a result of fluctuations in revenue linearity, as a
result of future acquisitions, as a result of a greater mix of international sales, or any other factors.
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In addition, as we manage our business and focus on shorter shipment lead times for certain of our products and implement freight cost reduction
programs, our inventory levels may increase, resulting in decreased inventory turns that could negatively impact our cash flow. For example, our
inventory turns decreased from 7.7 turns in the fourth quarter of 2004 to 6.0 turns in the third quarter of 2006, and this trend may continue in
future operating periods.

Our stock price fluctuates as a result of the conduct of our business and stock market fluctuations.

The market price of our common stock has from time to time experienced significant fluctuations. The market price of our common stock may
be significantly affected by a variety of factors, including:

� statements or changes in opinions, ratings or earnings estimates made by brokerage firms or industry analysts relating to the market in
which we do business, including competitors, partners, suppliers or telecommunications industry leaders or relating to us specifically,
as has occurred recently;

� the announcement of new products or product enhancements by us or our competitors;

� technological innovations by us or our competitors;

� quarterly variations in our results of operations;

� acquisition of one of our competitors by a significantly larger company;

� general market conditions or market conditions specific to technology industries; and

� domestic and international macroeconomic factors.
In addition, the stock market continues to experience price and volume fluctuations. These fluctuations have had a substantial effect on the
market prices for many high technology companies like us. These fluctuations are often unrelated to the operating performance of the specific
companies.

Item 2. UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS

Share Repurchase Program

The following table provides a month-to-month summary of the stock purchase activity during the third quarter ended September 30, 2006:

Period Total
Number of

Shares

Purchased

Average Price Paid

per Share

Total Number of

Shares Purchased

as Part of Publicly

Announced Plan

Approximate

Dollar Value of Shares

that May

Yet be
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Purchased

Under the Plan
7/01/06 to 7/31/06 500,000 $ 22.11 500,000 $ 55,910,000
8/01/06 to 8/31/06 659,700 $ 21.97 659,700 $ 41,417,000
9/01/06 to 9/30/06 �  �  �  $ 41,417,000

Total 1,159,700 $ 22.03 1,159,700

On August 9, 2005, the Company announced that the Board of Directors had approved a $250 million share repurchase plan, which superseded
all prior share repurchase plans, under which it would purchase shares in the open market from time to time. As of September 30, 2006, under
the 2005 share repurchase plan, the Company had purchased approximately 12.0 million shares of its common stock in the open market for cash
of $208.6 million, resulting in a remaining authorization to purchase up to an additional $41.4 million of shares. The repurchased shares of
common stock have been retired and reclassified as authorized and unissued shares. The 2005 share repurchase plan does not have an expiration
date but is limited by the dollar amount authorized.

Item 3. DEFAULTS UPON SENIOR SECURITIES

Not Applicable.

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

Not Applicable.

Item 5. OTHER INFORMATION

Not Applicable.
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Item 6. EXHIBITS

31.1 Certification of the President and Chief Executive Officer Pursuant to Securities Exchange Act Rules 13a-14(c) and 15d-14(a).

31.2 Certification of the Senior Vice President, Finance and Administration and Chief Financial Officer pursuant to Securities Exchange Act
Rules 13a-14(c) and 15d-14(a).

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

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused this report to be signed on its behalf by the
undersigned thereunto duly authorized.

Dated: October 30, 2006 POLYCOM, INC.

/s/ ROBERT C. HAGERTY

Robert C. Hagerty
President and Chief Executive Officer
(Principal Executive Officer)

/s/ MICHAEL R. KOUREY

Michael R. Kourey
Senior Vice President, Finance and Administration, and

Chief Financial Officer
(Principal Financial Officer)

/s/ LAURA J. DURR

Laura J. Durr
Vice President and Worldwide Controller
(Principal Accounting Officer)
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EXHIBIT INDEX

Exhibit No. Description

31.1 Certification of the President and Chief Executive Officer Pursuant to Securities Exchange Act Rules 13a-14(c) and
15d-14(a).

31.2 Certification of the Senior Vice President, Finance and Administration and Chief Financial Officer pursuant to Securities
Exchange Act Rules 13a-14(c) and 15d-14(a).

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