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FORWARD-LOOKING INFORMATION

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

regarding the future that are forward-looking. These statements include those discussed in Item 7, Management’s
Discussion and Analysis of Financial Condition and Results of Operations, including “Critical Accounting Estimates,”
“Results of Operations,” “Off-Balance-Sheet Arrangements and Other Critical Contractual Obligations,” “Liquidity and
Capital Resources,” and “Recently Issued Accounting Standards,” and elsewhere in this report.

29 ¢ LIS EEINT3

In this report, the words “may,” “could,” “would,” “might,” “will,” “should,” “plan,” “ forecast,” “anticipate,” “believe,” “expe
“estimate,” “predict,” “potential,” “continue,” “future,” “moving toward” or the negative of these terms or other similar expres:
also identify forward-looking statements. Our actual results could differ materially from those forward-looking

statements contained in this report as a result of a number of risk factors including, but not limited to, those set forth in

the section entitled “Risk Factors” and elsewhere in this report. You should carefully consider these risks, in addition to

the other information in this report and in our other filings with the SEC. All forward-looking statements and reasons

why results may differ included in this report are made as of the date of this report, and we assume no obligation to

update any such forward-looking statement or reason why such results might differ.

LT3

PART I
ITEM 1. BUSINESS

General

Echelon Corporation is a pioneer in developing open-standard control networking platforms and delivers elements
necessary to design, install, monitor and control highly reliable, scalable and secure communities of devices. Echelon's
vision is one of low-cost embedded monitoring and control technology in every industrial electrical device in the
world. With more than 110 million Echelon-powered devices installed worldwide, Echelon helps its customers
migrate existing legacy devices, and bring new devices and applications into a growing global Industrial Internet.

In 2013 the “Internet of Things” (IoT) market opportunity became more visible. The IoT refers to a network of physical
objects, each containing a unique network address, that interact with each other to share information and take action.
IoT networks can run a variety of languages, or protocols, and be connected via wired or wireless links. The IoT can

be further segmented into the Human Internet of Things (HIoT) and the Industrial Internet of Things (IIoT), which is
the market Echelon is focused on.

The IIoT refers to communities of rules-based, self-directed devices that reside in commercial or industrial
environments with little to no human interaction. Because of the harsh nature of these environments (e.g., extreme
temperature, vibration, noise, humidity, dust) where connectivity is assumed to be intermittent, and because industrial
applications demand high reliability, IIoT devices need to be more robust than consumer-oriented HIoT devices.
Specialized requirements of the IIoT include no-compromise controls, proven reliability, and hardened security. In
addition, IIoT devices must be able to interact autonomously and function when disconnected from the Internet or a
local access point. The IIoT will incorporate over a century of existing and in-service infrastructure - deployed
mechanical and digital vertical solutions ready to be connected. When these solutions are connected, they generally
communicate with protocols developed many years ago, and often dedicated to specific applications.

In October 2013 Echelon introduced its IzoT™ platform - purpose-built for the IIoT. The IzoT platform allows control
networking to be done using IP all the way to the end device and will be delivered over time as software, chips,
modules, and routers. IzoT software can run on any processor in an environment providing UDP/IP socket
connectivity; it allows a single device to be brought to market as a LONWORKS®, BACnet®, or other
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protocol-supporting device; and it can be used with any underlying wired or wireless communications link, such as
Ethernet, RS-485, Wi-Fi, 15.4, or Echelon’s free topology (FT) standard. The 1zoT platform provides a smooth
migration path for legacy devices to the IIoT.
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Both LONWORKS and the 1zoT control networking platform consist of three tiers of products: a device tier, a control
node tier, and an enterprise tier. At the device tier, industrial devices such as load controllers, lighting ballasts, meters,
and thermostats, embed our free topology (FT) or power line (PL) smart transceivers, enabling them to act as peers
working together to collect data and take cooperative action. For example, Echelon’s headquarters buildings in San
Jose have lighting and heating ventilation and air conditioning (HVAC) devices that communicate together over a
twisted-pair network using Echelon's FT transceivers. These devices are managed by control nodes, in this case
Echelon's Smart Servers. When these control nodes receive information from our local utility that requires us to shed
electrical load, this information is published across the twisted-pair network. The devices on the network then work
together to reduce Echelon's energy consumption while preserving a safe and comfortable work environment.

At the control node tier, various control technologies and protocols are unified and supervised so that local decisions
can be made at or near the devices themselves. Examples of control nodes include our Distributed Control Node
(DCN), SmartServer, and Data Concentrator. In general, devices and control nodes communicate using control
protocols such as LONWORKS technology (ISO/EN 14908), BACnet, and Open Smart Grid Protocol (OSGP). OSGP
is a family of standards published by the European Telecommunications Standards Institute (ETSI) that are optimized
for smart grid applications used in conjunction with LONWORKS technology.

At the enterprise tier we tie the controls to enterprise information technology (IT) solutions, so business rules can be
provided to the control system and operational data can be archived for later analysis. Our Networked Energy System
(NES) software and LONWORKS Control Networks Software (LNS) are examples of enterprise-layer products.
Control nodes communicate with enterprise tier solutions such as these using Internet protocols such as TCP/IP and
web services.

Echelon offers, directly and through its partners worldwide, a wide range of products and services. We classify these
products and services into two primary segments:

Industrial Internet of Things (IIoT): These represent Horizontal Embedded Control Platforms, such as LONWORKS
and [zoT, which include components, control nodes. and development software, and which are sold typically to
Original Equipment Manufacturers (OEMs) to build into their industrial application solutions.

Grid Modernization (Grid): Echelon has forward-integrated from its horizontal platforms into the market for products
such as smart meters, devices, and software that allow electric utilities to modernize their methods for collecting
billing data and vital statistics on the health and performance of their smart grid.

This model allows Echelon to address a broad range of applications, geographies and regulatory environments and
allows our customers to balance time-to-market and cost requirements.

With a broad range of industrial applications and geographies to choose from, we apply our product and sales efforts
to the highest growth opportunities. We target changing and fast-growing geographies that require the benefits of
control networking on devices that reside at the edge of the network.

Echelon was incorporated in California in 1988 and reincorporated in Delaware in 1989. With global headquarters in
Silicon Valley in San Jose, California, and regional sales offices throughout North America, Europe, and Asia,
Echelon makes its products available throughout the world.

Market Overview

Industrial Internet of Things:
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Just as mainframe networking evolved to workgroup networking, which gave way to the corporate and consumer
Internet, the IIoT represents the next big wave in computing. This market opportunity is driven by the convergence of
control systems for lighting, HVAC, security, manufacturing, etc. The customers for IIoT products are themselves
competing in hyper-competitive environments that prize and need lower costs, differentiated offerings, improved
customer service, ubiquitous connectivity, and near-infinite analytic capabilities. The IIoT will unlock improvements
in life quality, efficiency, safety, and more. Market analysts, such as IHS, project that the world market for
Internet-connected devices will reach 50 billion by 2025, with the Industrial segment representing the majority share
of these devices.

IIoT products have long product lives, with some products installed in factories or on electric grids for decades, and
must operate under extreme conditions. They must also be secure to prevent unauthorized access and abuse that could
cause
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environmental hazards or life-threatening situations, as have been encountered in grid modernization applications.
New systems running modern protocols such as the Internet Protocol must interoperate with systems running mature
protocols such as LonWorks, BacNet and Modbus. Echelon’s control networking technology is purpose-built for
industrial environments such as building automation, lighting and transportation.

Echelon's platforms, both LONWORKS and IzoT, enable OEMs to create building automation, lighting control,
elevator control, and access control systems for smart buildings. We also sell some of our platform components to
integrators who use them alongside our OEM customers' products to architect energy-efficient grid-aware buildings
that can respond to real-time grid events, such as the need to quickly lower energy demand. Buildings around the
world use our technology to provide a comfortable, safe, and productive environment, all while reducing energy
consumption. Our technology enables interoperability among products and among the various building automation
systems. As a result, a building owner or integrator can maintain an open procurement and vendor-independent
environment, thereby reducing life-cycle costs.

Echelon’s building automation product portfolio includes:

Smart Transceivers: Free-topology twisted-pair smart transceivers that can be embedded into building automation
devices such as sensors, thermostats, motion detectors, air handlers, and chillers.

IzoT Stack Software: Embedded control and communications software that can be run on any processor to implement
an intelligent device.

SmartServer Controller: A system manager and field controller that provides functionality for high-performance
building networks and smart-energy applications and can serve as a standalone controller for smaller networks. The
€chelon SmartServer connects control networks to IP-based applications using web services and other open protocols
such as LONWORKS, BACnet, and Modbus and provides important functions to facility management, enterprise
resource planning, or service provider software.

LNS and OpenLLNS Operating System: These development and integration tools allow building owners to change
service providers as needed and leverage competitive bidding because all the necessary information about the network
ts maintained in the building owner's LNS database. With a community of software developers at leading building
automation system (BAS) manufacturers, hundreds of plug-ins have been developed to help installers more easily
commission, configure, monitor, control, diagnose, or repair LONWORKS devices.

Third-Party Software: Third-party energy management or grid analytics software and apps are available for the
SmartServer in hosted or server-based configurations.

Lighting and streetlighting are also interesting applications for Echelon products. Streetlights are among a city’s most
important assets, providing safer streets, parks, and city centers. They also consume a significant part of a city’s
electricity budget - as much as 40% plus significant resources for maintenance and operations. Cities are also
responsible for a substantial portion of the energy used and greenhouse gases produced worldwide. As a result,
sustainable cities are looking for ways to improve their infrastructures to become more environmentally friendly,
increase the quality of life for their residents, and reduce costs.

Echelon's platforms and platform components transform streetlights into intelligent, energy-efficient, remotely
managed networks that deliver dependable lighting at lower cost than low-energy luminaires alone. Cities can
schedule lights on or off and set dimming levels for individual or groups of lights, intelligently providing the right
level of lighting according to time of day, season, or weather conditions - all while reducing energy usage. In addition,
smart street lighting is often just the first step to a smarter city, with applications such as a bus lane control system or
pollution monitoring subsequently added on top of the street lighting network.

Echelon’s lighting product portfolio includes:
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Smart Transceivers: Street light manufacturers can embed our power-line smart transceivers into their streetlight
ballasts, drivers, and generators; or can use our transceivers to develop Outdoor Lighting Controllers that serve as - an
add-on system-level product that is co-located with existing dimmable ballasts and drivers within the luminaire. These
components enable command, control, and monitoring of each light. They communicate with our SmartServer
segment controller over existing power lines.

Outdoor Lighting Controller: In order to address the retrofit market and to reduce the time needed to develop and
deploy intelligent luminaires, Echelon also provides its own brand of outdoor lighting controllers. Echelon Outdoor
Lighting Controllers support RF and PLC-based communications.

SmartServer Segment Controller: Our SmartServer Segment Controller is a controller and gateway for connecting
streetlight segments to a city's service center. The SmartServer provides rules for operation, invoking on/off time and
sequencing, dimming time and percentage, and other functions.

5
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PL/RF Bridge- Our PL/RF Bridge can be used to connect segments (groups) of streetlights to a SmartServer. The
PL/RF Bridge uses a plug-and-play RF connection for simple, low-cost installation. Each virtual segment
communicates with the SmartServer over existing power lines.

Third-Party Software: Third-party system software integrates with a city's enterprise applications and manages the
street lighting network using the SmartServer for control and communication. System software is available in hosted
or server-based configurations.

Grid Modernization

Our control networking platform will be important as the electric grid modernizes and transitions from a centralized
and predictable system to a de-centralized and dynamic one. In the past, the grid has had centralized power generation,
predictable usage patterns, and meter reading scheduled at regular intervals. There was a limited need for information
and control at the edge of the grid, which connects the grid to the consumer. Increasingly, however, the grid will need
to accommodate new distributed power generation sources that often connect into the distribution part of the grid
(such as solar and wind) and new sources of electricity consumption and supply (such as electric vehicles and
distributed storage), while effectively managing demand peaks. This requires greater visibility, control, and
automation at the edge of the grid, and therefore requires electric meters and other devices to serve as power-quality
sensors and controllers, not just as billing devices.

As energy demand and supply variability grows, utilities are modernizing their electric grids. Echelon’s grid
modernization vertical solutions and platform components connect more than 35 million homes to the grid and allow
utilities such as Enel (Italy), Vattenfall (Sweden and Finland), SEAS NVE (Denmark), E.ON (Sweden), and Duke
Energy (U.S.) to accurately collect billing data and vital health statistics with a high degree of field-proven reliability.
In addition to usage data required for billing the consumer, our products collect a large number of power quality
metrics at the smart meter and from other devices such as distribution transformers. This data can be used in
applications such as transformer monitoring, theft detection, and fault detection to guide preventive maintenance and
to reduce energy loss.

Echelon's smart grid portfolio includes:

Smart Meters: Our smart meters are part of our NES Smart Metering Solution and provide revenue-grade payment
capabilities such as load profiling, time-of-use, display of energy consumption, and prepaid metering as well as
advanced features such as an integrated remote connect/disconnect switch, the ability to provide remote upgrades, and
more than 50 power quality measurements (PQMs). Once deployed, software embedded in the meters allows utilities
to make changes that once required a truck roll (customer visit), such as a firmware upgrade or connect/disconnect, to
be completed with the click of a mouse. Reducing the number of truck rolls enables utilities to achieve a faster return
on their investment.

Distributed Control Nodes (DCNs) or Data Concentrators: Located at the medium-voltage/low-voltage transformer,
.the DCNs or Data Concentrators connect smart meters and OSGP-based grid devices, such as load controllers or
water and gas meter gateways, to the wide area network (WAN). These products can accommodate hardware
expansion and run multiple software applications, allowing utilities to add new functionalities efficiently.

NES System Software: NES System Software allows a utility to deploy, configure, audit, diagnose, and retrieve data
from our smart meters and other OSGP-based devices connected to the low-voltage grid. The NES System Software
communicates with a utility's middleware using a scalable, standards-based interface. Using standard Web services
interfaces, the NES System Software integrates with the software and servers deployed at the data center as well as
with leading meter data management (MDM) solutions. The NES System Software makes the operation of the
integrated network transparent to a utility's application developers, allowing them to focus their expertise on issues
important to the utility, such as outage avoidance, power quality management, and load shedding, among other things.
€Element Manager: Our Element Manager is browser-based software employed at the data center that simplifies
installation and commissioning of our smart meters, other OSGP-based grid devices, and Echelon Control Nodes. It

11
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provides network analysis, graphed statistics, and automated network management.

Control Point Modules: Our Control Point Modules are IloT devices that enable OEMs to build OSGP compliant
smart grid devices, such as smart meters, load controllers, and electric vehicle (EV) chargers. Devices that incorporate
our Control Point Modules are completely and securely interoperable, end to end, with our NES Smart Metering
System, creating the opportunity for OEMs to sell their products and services to our global installed base of utility
customers.

12
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IIoT

We sell our platform for the IloT markets to buildings, lighting and industrial controls OEMs directly and through
distribution worldwide. These efforts are supported with worldwide sales, application engineering, technical, and
industry experts working in the U.S. as well as China, Hong Kong, Japan, South Korea, Germany, Italy, the
Netherlands, and the United Kingdom. In street lighting, in addition to selling our platform to lighting OEMs
worldwide, in some geographies, Echelon also offers a complete solution consisting of Echelon branded outdoor
lighting controllers and Echelon branded segment controllers to end customers such as municipalities and cities
through local system integration partners.

Echelon organizes its sales resources by region. Within a region, sales personnel work directly with large OEM
customers such as Honeywell, Schneider, Siemens, Philips, Trane, and others. Sales personnel also work with
distribution partners such as Avnet Memec and Itochu to reach smaller OEMs, as well as support regional system
integrators on projects.

Grid Modernization

We market and sell our grid modernization solutions to electric utilities directly, and through Value Added Resellers
(VARSs) who offer additional products and services. In Europe and North America, we sell our complete flagship NES
Smart Metering solution, which is used for metering and low-voltage distribution automation applications.

Primary customers of our NES Smart Metering System are VARs such as Eltel Networks, One Nordic, Ubitronix,
EVB, Gorlitz, ENERGOAUDITCONTROL, and Telvent Energia. Representative end-use customers (electric
utilities) served through our VARs include SEAS-NVE, Energi Midt, and NRGi in Denmark; Vattenfall and E.ON in
Sweden; Linz in Austria; and Fortum in Finland. In the United States, we sell directly to utilities such as Duke Energy.

Strategic partnering allows Echelon to reach Grid markets which otherwise would be unavailable to us, because of
sales constraints or market barriers including tariffs, or government regulation. In markets such as Brazil and China,
we partner with local suppliers to leverage their manufacturing and in-region expertise. For example, Brazil meter
manufacturer ELO Sistemas Eletronicos (ELO) has developed and is marketing electricity meters in Brazil and
elsewhere in Latin America, based on the NES platform and using Echelon components and sub-systems. We are
targeting other regional markets with this platform and sub-system strategy. The platform strategy was initially
implemented for the Enel project in Italy, where we have sold over 35 million PLC products. We continue to support
Enel in the ongoing maintenance of this project.

Product Development

Our future success depends in large part on our ability to enhance existing products, reduce product cost, and develop
new products that maintain technological competitiveness. We have made and intend to continue to make substantial
investments in product development, while constantly implementing strategies to ensure reduction in overall costs
incurred for product development. For example, in 2012 we formed a joint venture in Hangzhou, China with Holley
Metering, a Chinese company with which we have been developing smart energy products for the Chinese market, as
well as certain products for the rest of the world, in order to continue innovating while reducing product development
costs.

Our strategy is to focus our product innovation efforts on unique areas where we can add value, and to partner
aggressively in other areas. We focus on areas where we have leading technical expertise, including designing reliable

13
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silicon, software and vertical solutions for constrained environments; free topology communications and power-line
communications; system architecture and protocols like LONWORKS and BAChnet for supporting control networks;
multiprotocol processing for control and enterprise networks; and interoperating with a range of other vendors'
products. We partner with other companies that have specific skills outside our core expertise, such as low-cost
technology or RF technologies. For example, in the case of RF, we work with partners who have 802.15 and WiFi
silicon products to incorporate them into Echelon modules.

Our total expenses for product development were $22.4 million for 2013, $30.0 million for 2012, and $34.8 million
for 2011. Included in these totals were stock-based compensation expenses of $0.7 million, $2.3 million, and $3.9

million, for the years ended December 31, 2013, 2012, and 2011, respectively. In addition, during 2011, we received
payments of $1.5 million from a third party that were used to offset our product development expenses. Without those

offsetting payments, our product development expenses would have been $36.3 million in 2011.

To date, we have not capitalized any software development costs from our development efforts.
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Our marketing efforts focus on two key elements: awareness and demand generation/sales enablement. From an
awareness perspective, we seek to generate visibility and credibility of our brand, the products and solutions that we
offer, and the capabilities and benefits that they bring. Our marketing program comprises press releases, advertising,
collateral, published technical and thought-leadership papers, newsletters, and customer case studies describing the
benefits our customers are seeing from implementing our solutions. We also participate in industry events and trade
shows, speak at relevant industry conferences, and are continually enhancing our global websites.

Marketing also focuses on making it easier for our sales teams and our partners to sell our solutions. We do this
through a variety of demand generation and sales enablement activities such as webinars/seminars, direct mail,
lead-generation from our participation at industry exhibitions and conferences, and the production of focused selling
tools such as sales playbooks, competitive analyses, and sales presentations and training. We have also formed and
actively participate in two associations directly focused on the adoption of our products, LONMARK® International
and the Open Smart Grid Standard Alliance, and participate in other relevant industry organizations.

We focus our sales teams using a systematic pipeline management process, whereby prospects are identified,
qualified, and tracked, with the expectation that a portion of these opportunities are ultimately closed.

Training and Support

We offer a variety of technical training courses covering our products and technology. These courses are designed to
provide hands-on, in-depth, and practical experience that can be used immediately by our customers to build products
and vertical solutions based on our offerings. In some instances these classes are licensed to third parties in foreign
markets who present them in the local language. Additionally, we offer a variety of computer-based training courses
that can be taken over the Internet. We also offer telephone, e-mail, and on-site technical support to our customers on
a term contract or per-incident basis. The goal of these support services is to resolve customers' technical problems in
a timely manner, ensure that our products will be used properly, and shorten the time required for our customers to
develop products that use our technology. Lastly, for Grid, we offer a variety of post-contract support (PCS) packages
for our NES System Software and Element Manager products, which we market as Software Investment Protection
(SIP). These SIP packages range from providing simple bug fixes to providing software upgrades and enhancements.

Principal Customers

During the three years ended December 31, 2013, we had five customers that accounted for a significant portion of

our revenues: EBV Electronik and Avnet Europe Comm VA (“EBV/Avnet”), the primary distributors of our IloT
products in Europe; Duke Energy (“Duke”), a U.S. utility company; Enel Distribuzione Spa ("Enel"), an Italian utility
company; and Telvent Energia (“Telvent”) and Eltel Networks (“Eltel”), value added resellers of our Grid products. For
the years ended December 31, 2013, 2012, and 2011, the percentages of our revenues attributable to sales made to

these customers were as follows:

Year ended 31 December

2013 2012 2011
Telvent 14.3 % 29.7 % 15.7 %
EBV/Avnet 14.2 % 8.1 % 9.5 %
Enel 13.7 % 4.8 % 4.5 %
Duke 5.8 % 13.7 % 27.2 %
Eltel 23 % 8.1 % 11.5 %
Total 50.3 % 64.4 % 68.4 %
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Our international sales include both export sales and sales by international subsidiaries and accounted for 80.6% of
our total revenues for 2013, 75.4% of our total revenues for 2012, and 62.8% of our total revenues for 2011.
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We operate in three main geographic areas: the Americas; Europe, Middle East and Africa (“EMEA”); and Asia Pacific
/ Japan (“APJ”). Each geographic area provides products and services to our customers located in the respective region.
Our long-lived assets include property and equipment, goodwill, purchased technology, and deposits on our leased
facilities. Long-lived assets are attributed to geographic areas based on the country where the assets are located. As of
December 31, 2013 and 2012, long-lived assets of approximately $24.6 million and $27.7 million, respectively, were
domiciled in the United States. Long-lived assets for all other locations are not material to the consolidated financial
statements.
Revenues are attributed to geographic areas based on the country where the customer is domiciled. Summary revenue
information by geography for the years ended December 31, 2013, 2012, and 2011 is as follows (in thousands):

Year ended 31 December

2013 2012 2011
Americas $18,371 $35,466 $60,706
EMEA 54,295 84,189 80,248
APJ 13,494 14,362 15,533
Total $86,160 $134,017 $156,487

Supply Chain

Our supply chain strategy uses manufacturing services from third parties where it reduces our costs and takes
advantage of consolidated purchasing power. We limit our internal supply chain activities to quality inspection,
system integration, custom configuration, testing, and order fulfillment. We maintain manufacturing agreements with
Cypress related to the FT 3100 family of free topology transceivers. We also maintain manufacturing agreements with
STMicroelectronics for production of our P1 3100 power-line transceivers, and with Open-Silicon for production of
our Neuron 5000 microcontroller and the FT 5000 free topology receiver.

For most of our products requiring assembly, we use third-party contract electronic manufacturers (CEMs), including
Jabil and TRP (formerly TYCO). These CEMs procure material and assemble, test, and inspect the final products to
our specifications.

Working Capital

As of December 31, 2013, we had working capital, defined as current assets less current liabilities, of $57.1 million,
which was a decrease of approximately $15.6 million compared to working capital of $72.7 million as of
December 31, 2012.

As of December 31, 2013, we had cash, cash equivalents, and short-term investments of $57.6 million, which was a
decrease of approximately $4.3 million compared to a balance of $61.9 million as of December 31, 2012. Cash used in
operating activities in 2013 of $1.1 million was primarily the result of a net loss of $18.4 million, partly offset by
changes in operating assets and liabilities of $10.7 million, non-cash charges for depreciation and amortization
expense of $4.0 million and stock-based compensation expenses of $2.5 million.

Competition
We believe the markets for our products are competitive and becoming more competitive in terms of pricing, product

features, and distribution. In each of our markets, our competitors include both small companies as well as some of the
largest companies in the electronics industry, operating either alone or together with trade associations and partners.
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In our IIoT market, our key competitors include established companies such as Digi International,
STMicroelectronics, Maxim Integrated Products, Texas Instruments, and Siemens. We also see competition from
embedded control companies like Freescale Semiconductor and Intel Corporation. In addition , the market has
attracted and will continue to attract well-funded, venture-backed start-up companies.

Key competitors in the Grid market include ESCO Technologies, Elster Group, Enel, General Electric, IBM,

Iskraemeco, Itron Inc., Kamstrup A/S, Landis+Gyr (a subsidiary of Toshiba), Siemens, and Silver Spring Networks.

Key industry standard and trade group competitors include BACnet, Konnex, DALI, DeviceNet, HART, Profibus,
ZigBee,

9
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and the ZWave Alliance in the IIoT market, and DLMS in the Grid market.

To maintain and improve our competitive position, we must keep pace with the evolving needs of our customers and
continue to develop and introduce new products, features, and services in a timely and efficient manner. The principal
competitive factors that affect the markets for our products include:

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

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

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

our customer service and support;

svarranties, indemnities, and other contractual terms; and

customer relationships and market awareness.

Additionally, while our product implementations are proprietary to Echelon and are often protected by unique,
patented processes, key technologies such as LONWORKS, 1zoT, and OSGP are open, meaning that many of our
basic control networking patents are broadly licensed without royalties or license fees. For instance, all of the network
management commands required to develop software that competes with our LNS software are published as are the
messages used by NES field devices. As a result, our customers are capable of developing hardware and software
solutions that compete with many of our products.

Government Regulation

Many of our products and the markets and industries in which they are used are subject to U.S. and foreign regulation
as well as local, industry-specific codes and requirements. For example, the power-line medium, which is the
communications medium used by some of our products, is subject to special regulations in North America, Europe,
and Japan. In general, these regulations limit the ability of companies to use power lines as a communication medium.
In addition, some of our competitors have attempted to use regulatory actions to reduce the market opportunity for our
products or to increase the market opportunity for their own products. We have resisted these efforts and will continue
to oppose competitors' efforts to use regulation to impede competition in the markets for our products. Our business
might also be affected by other regulatory factors, including public utility commission or similar approvals and
government mandates, the outcome and timing of which may be affected by matters unrelated to smart grid
deployment. This could lead to an extension of the sales cycle or even cancellation of a customer's order.

In addition, the market for our products might experience a movement toward standards-based protocols driven by
governmental action, such as smart grid standards being considered in the U.S. by the National Institute of Standards
and Technology (NIST), and the EU 441 mandate, which directs European standards organizations to create standards
for smart metering interoperability. To the extent that we do not adopt such protocols or do not succeed in achieving
adoption of OSGP and other protocols we use as standards or de facto standards, sales of our products might be
adversely affected. The adoption of voluntary standards or the passage of governmental regulations that are
incompatible with our products or technology could limit the market opportunity for our products, which could harm
our revenues, results of operations, and financial condition.

Proprietary Rights

We own certain registered patents in the United States and in selected foreign countries. Many of the specific patents
that are fundamental to LONWORKS technology have been licensed to our customers with no license fee or royalties.
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We also hold several trademarks in the United States and select foreign countries, many of which are registered,
including Echelon, LonBuilder, LonTalk, LONWORKS, Neuron, LON, LonPoint, LonMaker, 1zoT, LNS,
LonManager, Digital Home, and NodeBuilder.

Employees

As of February 28, 2014, we had 192 employees worldwide, of which 66 were in product development, 44 were in
sales and marketing, 37 were in general and administrative, 33 were in operations, and 12 were in customer support
and training. About 120 employees are located at our headquarters in California and 23 employees are located in other
offices throughout the United States. Our remaining employees are located in eleven countries worldwide, with the
largest concentrations in China, Hong Kong, the Netherlands, and the United Kingdom. None of our employees are
represented by a labor union. We have not

10
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experienced any work stoppages and we believe relations with our employees are good.

Where to Find More Information

We make our public filings with the Securities and Exchange Commission, or SEC, including our Annual Report on
Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, and all exhibits and amendments to these
reports, available free of charge at our website, www.echelon.com, as soon as reasonably practicable after we file such
material with the SEC. These materials are located in the “Investor Relations” portion of our Web site under the link
“SEC Filings.” The inclusion of our Web site address in this report does not include or incorporate by reference into this
report any information on our Web site. Copies of our public filings may also be obtained from the SEC Web site at
WWW.SEC.ZoV.

Executive Officers of the Registrant

Ronald Sege, age 56, has been our President and Chief Executive Officer and a member of our board of directors since
August 2010. He has been Chairman of the Board of Directors since October 2011. Prior to joining Echelon, he was
President and Chief Operating Officer of 3Com Corporation from 2008 to 2010. He held the position of President and
CEO of Tropos Networks from 2004 to 2008, and was the President and CEO of Ellacoya Networks from 2001 to
2004. Earlier in Mr. Sege's career, he was Executive Vice President at Lycos from 1998 to 2001 and he spent 10 years
at 3Com holding various Executive Vice President and Vice President positions. Mr. Sege received his B.A. in
Economics from Pomona College and earned an M.B.A. from the Harvard Business School.

William R. Slakey, age 55, has been our Executive Vice President & Chief Financial Officer since November 2011.
Mr. Slakey joined our company from LiveOps Inc., where he served as Chief Financial Officer. He has also held the
position of Chief Financial Officer at Extreme Networks and Handspring, Inc., as well as at several private companies
including SnapTrack and Tropos Networks. Previously, Mr. Slakey held senior finance and investor relations
positions at 3Com and Apple. Mr. Slakey holds a B.A. in Economics from the University of California and an M.B.A.
from the Harvard Business School.

Michael T. Anderson, age 44, has been our Senior Vice President and General Manager, Grid Modernization, since
February 2013. Previously he served as our Senior Vice President, Worldwide Markets from January 2012 to January
2013, and as our Senior Vice President of Utilities Sales & Market Development from November 2009 to December
2011. Mr. Anderson joined our company from Telcordia Technologies, where he was President of the Next
Generation software division, focused on telecommunications companies globally. From 2001 to 2004, he was Vice
President of Marketing & Business Development for ADC Software division. Prior to joining ADC, Mr. Anderson
served as President & CEO of two startup technology companies, Big Planet and Telismart, which were both sold
under his leadership. Prior to these assignments, he was Vice President of Product Development for GST Telecom, a
company that was acquired by Time Warner. Mr. Anderson started his career with AT&T in 1992. He holds a B.A.
from the University of Washington.

Russell Harris, age 52, joined us in September 2001 as our Senior Vice President of Operations. Prior to joining our
company, he served as the Vice President of Operations for NetDynamics from 1996 until its acquisition by Sun
MicroVertical Solutions in 1998. From 1998 to 1999, Mr. Harris served in a management transition role for Sun
MicroVertical Solutions. From 1991 to 1996, Mr. Harris was the Director of Operations at Silicon Graphics, Inc.
From 1985 through 1991, he held various positions at Convergent Technologies and Unisys Corporation. His last
position at Unisys was as Director of IT for Worldwide Operations. Mr. Harris earned B.S. and M.S. in Industrial
Engineering from Stanford University.

Alicia Jayne Moore, age 54, has been our Senior Vice President and General Counsel since July 15, 2013. Prior to
joining our company, Ms. Moore provided strategic legal and business consulting services to several public and
private companies and foundations from 2008 to 2013. Prior to that, Ms. Moore was the Vice President, Corporate
Business Development, General Counsel and Secretary for Extreme Networks, Inc. She also served as General
Counsel for AristaSoft, Inc. and Adaptec, Inc. Ms. Moore practiced law as an associate in the law firms of Coudert
Brothers, LLP and Ware & Friedenrich, LLP (now DLA Piper). Ms. Moore received an A.B degree in International
Relations from Stanford University, and her law degree from U.C.L.A. School of Law.

Varun Nagaraj, age 48, has been our Senior Vice President and General Manager, Industrial Internet of Things, since
February 2013. Previously he served as our Senior Vice President, Product Management and Marketing from January
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2011 to January 2013. Prior to joining our company, Mr. Nagaraj was the CEO of NetContinuum. Prior to
NetContinuum, he served as Executive Vice President of Marketing and Customer Operations for Ellacoya. Prior to
Ellacoya, he was Vice President of Product Management and Marketing at Extreme Networks. Mr. Nagaraj was
previously a Partner at PRTM, a leading
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management consulting company focused on product and operations strategy. He started his career at HP. He received
a B.S.E.E. from IIT Bombay, an M.S. in Computer Engineering from North Carolina State University, and an M.B.A.
from Boston University.

ITEM 1A. RISK FACTORS

Interested persons should carefully consider the risks described below in evaluating our company. Additional risks
and uncertainties not presently known to us, or that we currently consider immaterial, may also impair our business
operations. If any of the following risks actually occur, our business, financial condition or results of operations could
be materially adversely affected. In that case, the trading price of our common stock would likely decline. Before
deciding to purchase, hold or sell our common stock, you should carefully consider the risks described in this section.
This section should be read in conjunction with the consolidated financial statements and accompanying notes thereto,
and Management's Discussion and Analysis of Financial Condition and Results of Operations included in this Annual
Report on Form 10-K.

There can be no guarantee that the IloT market will develop as expected, or that we will be successful in pursuing
opportunities in this market.

We currently intend to devote significant effort and resources to leverage our technology and develop and launch our
platform to customers within the IloT market. The IloT market is an emerging, evolving and dynamic area with many
potential players and undefined market opportunities. Our efforts to capitalize on these opportunities may not be
successful in the near term, or at all. If the IIoT market does not materialize as anticipated, or if our product offerings
are not accepted and utilized, we will have devoted a significant amount of time and resources without any return on
our investment. This could cause us to suffer significant financial losses and could also have a negative impact on our
reputation and results of operations, any of which would likely cause our stock price to decline.

Our Grid revenues may not meet expectations, which could cause volatility in the price of our stock.

We and our partners sell our smart metering and distribution automation products to utilities, and we expect these
sales to continue to represent a substantial portion of our revenues. For several reasons, sales cycles with utility
companies can be extended and unpredictable. Utilities generally have complex budgeting, purchasing, and regulatory
processes that govern their capital spending, and their spending is likely to be adversely impacted by continuation of
challenging economic conditions. In addition, in many instances, a utility may require one or more field trials of a
smart grid system (such as one based on our NES Smart Grid System or our smart grid subsystem products) before
moving to a volume deployment. There is also generally an extended development and integration effort required in
order to incorporate a new technology into a utility's existing infrastructure. A number of other factors may also need
to be addressed before the utility decides to engage in a full-scale deployment of our NES Smart Grid System,
including:

the continuing limited investment in the smart grid markets;

economic factors affecting the individual utility, in particular, and the area in which it operates, in general;

regulatory factors, including public utility commission or similar approvals as well as government mandates, the
outcome and timing of which may be affected by matters unrelated to smart grid deployment; standards compliance;
or internal utility requirements that may affect the smart metering system or the timing of its deployment;

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

the risk of cancellation during deployment due to regulatory, government and geopolitical changes;

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

delays in installing, operating, and evaluating the results of a smart grid field trial that is based on our NES Smart
Grid System.

As aresult, we can often spend several years working either directly or through a reseller to make a sale to a utility. At

the end of that lengthy sales process, particularly in view of increasing competition in the Smart Grid market and
continuing economic challenges, there is no guarantee that we will be selected by the utility.
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In addition, shipment of Grid products used in smart grid to a particular jurisdiction or customer is generally
dependent on either obtaining regulatory approval for the NES meter or other products, including modifications to
those products, from a third party for the relevant jurisdiction, or satisfying the customer’s internal testing
requirements, or both. Further, shipment of

12

24



Edgar Filing: ECHELON CORP - Form 10-K

Table of Contents

Grid products into some jurisdictions requires our contract manufacturers to pass certain tests and meet various
standards related to the production of our NES meters. Failure to receive any such approval on a timely basis or at all,
or failure to maintain any such approval, would have a material adverse impact on our ability to ship our Grid
products, and would therefore have an adverse effect on our results of operations and our financial condition.

Once a utility decides to move forward with a large-scale deployment of a smart grid project that is based on our NES
Smart Grid System, the timing of and our ability to recognize revenue on our Grid product shipments will depend on
several factors. These factors, some of which may not be under our control, include shipment schedules that may be
delayed or subject to modification, other contractual provisions, such as customer acceptance of all or any part of the
NES Smart Grid System, our ability to manufacture and deliver quality products according to expected schedules,
customer cancellation rights and customer financial standing.

In addition, the revenue recognition rules relating to products such as our NES Smart Grid System may also require us
to defer some of our Grid revenues until certain conditions are met in a future period. For example, in 2011, we began
shipping hardware products to a customer for which we had not yet delivered a final version of the related firmware.
As aresult, we were not able to recognize the revenue associated with that hardware until two quarters later, when the
firmware was delivered because payment for the hardware was contingent upon delivery of the firmware.

As a consequence of competition, generally long sales cycles, unpredictable delay factors and revenue recognition
policies, our ability to accurately predict the amount of Grid revenues that we may expect to recognize in any given
fiscal quarter is likely to be limited. As Grid revenues account for a substantial percentage of our overall revenues, we
are likely to have increasing difficulty in projecting our overall financial results. Our inability to accurately forecast
future revenues is likely to cause our stock price to be volatile.

Sales of our products may fail to meet our financial targets, which would harm our results of operations.

If we are unable to receive orders for, ship, and recognize revenue for our products in a timely manner and in line with
our targets (and often in the same year), our financial results will be harmed. We have invested and intend to continue
to invest significant resources in the development and sales of our products, including our Grid products, such as our
Smart Grid portfolio of products, and products for sale in the emerging [IoT market. Our long-term financial goals
include expectations for a return on these investments, but we may or may not ever realize any return whatsoever on
these investment of resources. To date the revenues generated from sales of these Grid products have not consistently
yielded gross margins in line with our long term goals for this product line on a sustained basis. Our Grid products
also continue to experience downward pricing pressures due to intense competition. In addition, we have also
experienced downward pricing pressures on our IIoT products for the Smart Grid, reducing our gross margins for
those products. In recent times, we have noted that our market share in the IIoT business has reduced due to increased
competition, reduced levels of investment in our LONWORKS product line, and pricing pressures faced around the
world.

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

dncrease acceptance of our products in our target markets in order to increase our revenues;

Achieve acceptance of our products in the IIoT market;

Increase gross margin from our Grid revenues by continuing to reduce the cost of manufacturing our Grid products,
while at the same time managing manufacturing cost pressures associated with commodity prices and foreign
exchange fluctuations;

Manage our operating expenses to a reasonable percentage of revenues; and

Manage the manufacturing transition to reduced-cost Grid products.

Because a significant portion of our operating expenses are fixed, if we cannot achieve our revenue targets, our use of
cash balances would increase, our losses would increase, and/or we would be required to take additional actions
necessary to reduce expenses. We cannot assure you that we will meet any or all of these objectives to the extent
necessary to achieve our financial goals and, if we fail to achieve our goals, our results of operations are likely to be
harmed.

Because the markets for our products are highly competitive, we may lose sales to our competitors, which would harm
our revenues and results of operations.

25



13

Edgar Filing: ECHELON CORP - Form 10-K

26



Edgar Filing: ECHELON CORP - Form 10-K

Table of Contents

Competition in our markets is intense and involves rapidly changing technologies, evolving industry standards,
frequent new product introductions, rapid changes in customer or regulatory requirements, and localized market
requirements. Competition in the Grid market has increased as the smart metering industry has faced very slow
growth and ongoing consolidation, particularly in Europe. In each of our existing and new target markets, we compete
with a wide array of manufacturers, vendors, strategic alliances, systems developers and other businesses.

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

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

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

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

our ability to expand our product line to address our customers’ requirements;

our ability to meet a customer’s required delivery schedules;

our customer service and support;

svarranties, indemnities, and other contractual terms; and

customer relationships and market awareness.

Competitors for our Grid products include ESCO, Elster, Enel, GE, IBM, Iskraemeco, Itron, Kamstrup, Landis+Gyr (a
subsidiary of Toshiba), Siemens, and Silver Spring Networks, which directly or through IT integrators such as IBM or
telecommunications companies such as Telenor, offer metering systems that compete with our Grid offerings.

In the IIoT market, our competitors include some of the largest companies in the electronics industry, operating either
alone or together with trade associations and partners. Key company competitors include companies such as Digi,
STMicroelectronics, Maxim, Texas Instruments, and Siemens. Key industry standard and trade group competitors
include BACnet, Konnex, DALI, DeviceNet, HART, Profibus, ZigBee, and the ZWave Alliance in the IIoT market,
and DLMS in the Grid Modernization market. Each of these standards and/or alliances is backed by one or more
competitors. For example, the ZigBee alliance includes over 300 member companies with promoter members, such as
Ember, Emerson, Freescale, Itron, Kroger, Landis+Gyr (a subsidiary of Toshiba), Philips, Reliant Energy, Schneider
Electric, STMicroelectronics, Tendril, and Texas Instruments.

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

We are dependent on our outsourcing arrangements.

We are dependent on third-party providers for the manufacturing of most of our products requiring assembly. We also
rely on third parties, including our joint venture with Holley Metering in China, for portions of our development
activities. Many of these third-party providers are located in markets that are subject to political risk, intellectual
property misappropriation, corruption, infrastructure problems and natural disasters in addition to country specific
privacy and data security risks, given current legal and regulatory environments. The failure of these service providers
to meet their obligations and adequately deploy business continuity plans in the event of a crisis and/or the
development of significant disagreements, natural or man-made disasters or other factors that materially disrupt our
ongoing relationship with these providers could negatively affect our operations.
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Because we depend on a limited number of key suppliers and in certain cases, a sole supplier, the failure of any key
supplier to produce timely and compliant products could result in a failure to ship products, or could subject us to
higher prices, which would harm our results of operations and financial position.

Our future success will depend significantly on our ability to timely manufacture our products cost effectively, in
sufficient volumes, and in accordance with quality standards. For most of our products requiring assembly, we rely on
a limited number of contract electronic manufacturers (CEMs), principally Jabil and Bel-Fuse (formerly TYCO).
These CEMs procure material and assemble, test, and inspect the final products to our specifications. This strategy
involves certain risks, including reduced control over quality, costs, delivery schedules, availability of materials,
components, finished products, and manufacturing yields. As a result of these and other risks, our CEMs could
demand price increases for manufacturing our products. The Jabil and Bel- Fuse factories, where our products are
manufactured, are located in China. The Chinese government maintains programs, whereby labor rates for the
manufacture of our products will increase over time. In addition, our agreements with our CEMs make us responsible
for components and subassemblies purchased by the CEMs when based on our forecasts or purchase orders.
Accordingly, we will be at risk for any excess and obsolete inventory purchased by our CEMs. Lastly, CEMs can
experience turnover, instability, and lapses in manufacturing or component quality, exposing us to additional risks as
well as missed commitments to our customers.

We also maintain manufacturing agreements with a limited number of semiconductor manufacturers for the
production of key products. Echelon sources the FT 3100 family of transceivers from Cypress Semiconductor.
Cypress also is the sole licensee, manufacturer and distributor for the Cypress Neuron, which is an important part of
the LONWORKS portfolio. As a result, we or our customers may experience longer lead times and higher pricing for
these parts, which could result in reduced orders for our products from these same customers. In addition, Cypress
Semiconductor could decide to reduce or cease production of the Neuron chip in the future, at any time, with or
without advance notice to us.

We sole source the PL 3100 family of powerline communication transceivers from STMicroelectronics’ foundry. The
FT 5000 free topology transceiver and the Neuron 5000 are sole sourced from the Taiwan Semiconductor
Manufacturing Company (TSMC) foundry through our aggregator Open Silicon. In addition, we currently purchase
several key products and components from sole or limited source suppliers with which we do not maintain signed
agreements that would obligate them to supply to us on negotiated terms. Any sole source relationship could make us
vulnerable to price increases, particularly where we do not maintain long-term supply agreements with the supplier, or
to supply disruptions that would result if the supplier issued an end of life notice with respect to a key product.

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

We may also elect to change any of these key suppliers or to move manufacturing to our Chinese joint venture. As
part of such a transition, we may be required to purchase certain raw material and in-process inventory from the
existing supplier and resell it to the new source. In addition, if any of our key suppliers were to stop manufacturing our
products or supplying us with our key components, it could be expensive and time consuming to find a replacement.
Also, as our Grid business grows, we will be required to expand our business with our key suppliers or find additional
sources of supply. There is no guarantee that we would be able to find acceptable alternative or additional sources.
Additional risks that we face if we must transition between CEMs include:

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

reestablishing acceptable manufacturing processes with a new work force; and

exposure to excess or obsolete inventory held by contract manufacturers for use in our products.

The failure of any key manufacturer to produce a sufficient number of products on time, at agreed quality levels, and
fully compliant with our product, assembly and test specifications could result in our failure to ship products, which
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would adversely affect our revenues and gross profit, and could result in claims against us by our customers, which
could harm our results of operations and financial position.
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Adverse changes in general economic or political conditions in any of the major countries in which we do business
could adversely affect our business or operating results.

Our business can be affected by a number of factors that are beyond our control, such as general geopolitical,
economic, and business conditions. The ongoing economic slowdown, particularly in Europe, where we have sold
many NES Smart Grid products, and the uncertainty over its breadth, depth and duration continue to have a negative
effect on our business. In addition, political uncertainty in the countries where we seek to do business may impact the
timing, as well as our ultimate ability, of obtaining new customers and implementing new systems.

In addition, there could be a number of follow-on effects from the credit crisis on our business, such as the insolvency
of certain of our key customers, which could impair our distribution channels or result in the inability of our
customers to obtain credit to finance purchases of our products.

This uncertainty about future economic and political conditions continues to make it difficult for us to forecast
operating results and to make decisions about future investments. We continue to see the effects of the tentative
economy on both our Grid and IloT revenues, particularly in locations where government support for energy-related
projects has ended or will end in the near future. More particularly, the smart grid markets continue to be sluggish in
many parts of the world that we have targeted.

If economic activity in the U.S. and other countries’ economies remains weak, many customers may continue to delay,
reduce, or even eliminate their purchases of networking technology products. This could result in reductions in sales
of our products, longer sales cycles, slower adoption of our technologies, increased price competition, and increased
exposure to excess and obsolete inventory. For example, distributors could decide to reduce inventories of our
products. Also, the inability to obtain credit could cause a utility to postpone its decision to move forward with a large
scale deployment of our Grid products. If conditions in the global economy, U.S. economy or other key vertical or
geographic markets we serve remain uncertain or continue to be weak, we would experience material negative impacts
on our business, financial condition, results of operations, cash flow, capital resources, and liquidity.

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

Due to the nature of development efforts in general, we often experience delays in the introduction of new or
improved products beyond our original projected shipping date for such products. Historically, when these delays
have occurred, we experienced an increase in our development costs and a delay in our ability to generate revenues
from these new products. In addition, such delays could cause us to incur penalties if our deliveries are delayed, could
otherwise impair our relationship with any of our customers that were relying on the timely delivery of our products in
order to complete their own products or projects, or could cause the customer to cancel orders or to seek alternate
sources of supply or other remedies. We believe that similar new product introduction delays in the future could also
increase our costs and delay our revenues. For example, we plan to reinvest in our foundational technology to broaden
the applicability of our control networking platform into new markets, including but not limited to the IloT market.
Any delay in the introduction of new products from such research could impact future revenue targets or forecasts.

For Grid products we are sometimes required to modify products to meet local rules and regulations. We may not be
able to increase the price of such products to reflect the costs of such modifications, given competitive markets. In
addition, given the long term nature of development activities, we may be required to undertake such modifications
prior to receiving firm commitments or orders from our customers. In either of these or other similar scenarios, we
may not be able to recover our costs attributable to required product modifications.

We are working with our Chinese joint venture to develop smart metering products. As we expand our development

activities in China or elsewhere, our development activities will be exposed to risks, such as protection of intellectual
property, investment risk, and labor costs and other matters. We could also be adversely affected by delays or cost
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increases experienced by third parties that are developing products on our behalf.
Our joint venture in China may not meet investment, product development, sales and other expectations.

In 2012 we formed a joint venture in Hangzhou, China with Holley Metering, a Chinese company with which we have
been developing smart energy products for the Chinese market, as well as certain products for the rest of the world.
Operations at the joint venture could expose us to risks inherent in such activities, such as protection of our
intellectual property, economic and political stability, labor matters, language and cultural differences, including
cultural differences that could be construed as violations of U.S. or other anti-bribery laws; and the need to manage
product development, operations and sales activities that
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are located a long distance from our headquarters. The management of new product development activities, the
sharing or transfer of technological capabilities to the joint venture and/ or the establishment of new manufacturing
facilities associated with new products in particular, will expose us to risks. For example, it is possible that the product
offerings from the joint venture will not be completed on time, will not receive necessary governmental approvals,
will not perform as planned, will not meet sales targets or otherwise will not meet market demands. In addition, from
time to time in the future, our joint venture partner may have economic or business interests or goals that are different
from ours. Although our company currently has a 51% interest in the joint venture, the venture’s governing documents
call for our partner’s approval on certain key matters, so we cannot provide assurance that the joint venture will be able
to satisfy our corporate objectives. In addition, the joint venture documents will require us to make equity
contributions from time to time up to specified amounts. If the joint venture business does not progress according to
our plans and anticipated timing, our investment in the joint venture may not be successful and we may not generate
significant revenue from it.

We face operational and other risks associated with our international operations.

Risks inherent in our international business activities include, but are not limited to, the following:

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

that the nature and composition of our products may subject us to any number of additional legal requirements, which
might include, but are not limited to, data privacy regulations, import/export regulations and other similar
requirements;

tnherent challenges in managing international operations;

the burdens of complying with a wide variety of foreign laws and any related implementation costs; the applicability
of foreign laws that could affect our business or revenues, such as laws that purport to require that we return payments
that we received from insolvent customers in certain circumstances; and unexpected changes in regulatory
requirements, tariffs, and other trade barriers;

inherent cultural differences that could make it more difficult to sell our products or could result in allegations that
sales activities have violated the U.S. Foreign Corrupt Practices Act or similar laws that prohibit improper payments
in connection with efforts to obtain business;

the imposition of tariffs or other trade barriers on the importation of our products;

potentially adverse tax consequences, including restrictions on repatriation of earnings;

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

differing vacation and holiday patterns in other countries, particularly in Europe;

tncreased costs of labor, particularly in China;

labor actions generally affecting individual countries, regions, or any of our customers, which could result in reduced
demand for, or could delay delivery or acceptance of, our products; and

tnternational terrorism.

Any of these factors could have a material adverse effect on our revenues, results of operations, and our financial
condition.

If we are unable to obtain additional funds when needed, our business could suffer.

We currently expect that our combined cash, cash equivalent, and short-term investment balances will decline during
2014.

As our cash balances decline, customers or potential customers may become less interested in doing business with our
company, or we may not satisfy the financial criteria they have established for their suppliers. In addition, from time
to time we may also decide to use a portion of our cash balances to settle alleged warranty issues that may arise with
our customers or, as noted in the section regarding Legal Actions, in connection with litigation. We may do so even if
we do not believe we have liability to our customers or in connection with such litigation, in order to limit our risk,
reduce outlays to third party providers, and for administrative convenience. In the future, to the extent that our
revenues grow or as we may determine necessary to maintain adequate supply levels, we may experience higher levels
of inventory and accounts receivable, which will also use our cash balances. In addition, to the extent we plan to make
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alternate uses of our facilities, we may incur additional cash
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expenditures. In addition, we may use our cash reserves to strategically acquire or invest in other companies, products,
or technologies that are complementary to our business. Lastly, our combined cash, cash equivalents, and short-term
investment balances could be negatively affected by the various risks and uncertainties that we face and any changes
in our planned cash outlay could negatively affect our existing cash reserves.

While we do not currently depend on access to the credit markets to finance our operations, there can be no assurance
that the current state of the financial markets would not impair our ability to obtain financing in the future, including,
but not limited to, our ability to draw on funds under our existing credit facilities or our ability to incur indebtedness
or sell equity if that became necessary or desirable. In addition, if we do not meet our revenue targets, our use of our
cash balances would increase due to the fact that a significant portion of our operating expenses are fixed. If we were
not able to obtain additional financing when needed, or on acceptable terms, our ability to invest in additional research
and development resources and sales and marketing resources could be adversely affected, which could hinder our
ability to sell competitive products into our markets on a timely basis and harm our business.

The loss of or significant curtailment of purchases by any of our key customers would adversely affect our results of
operations and financial condition.

While we generate revenue from numerous customers worldwide, our sales are currently concentrated within a
relatively small group of customers and we expect this trend to continue. During the year ended December 31, 2013, a
large percentage of our revenue, approximately 50%, came from sales to our top five customers. These customers
have a variety of suppliers to choose from and therefore can make substantial demands on us, including demands on
product pricing and on contractual terms, which often result in the allocation of risk to us as the supplier. In addition,
if upon its expiration, or upon completion of the related project installation, a large customer contract is not replaced
with new business of similar magnitude, our revenue and gross margin would be adversely affected. Our ability to
maintain strong, long-term relationships with our key customers is essential to our future performance.

Customers in any of our target market sectors could also experience unexpected reductions in demand for their
products and consequently reduce their purchases of our products, resulting in either the loss of a significant customer
or a decrease in the level of sales to a significant customer. If any of our key customers are unable to obtain the
necessary capital to operate their business, they may be unable to satisfy their payment obligations to us. The loss of
or significant curtailment of purchases by any one or more of our key customers would adversely affect our results of
operations and financial condition.

Because we may incur penalties, be liable for damages, or otherwise subject to adverse contractual provisions with
respect to sales of our Grid products, we could incur unanticipated liabilities or suffer other negative impacts to our
business or operating results.

The agreements governing the sales of our NES Smart Grid System products may expose us to penalties, damages,
order cancellations, and other liabilities, or may require us to post bonds or other collateral, in the event of, among
other things, late deliveries, late or improper installations or operations, failure to meet product specifications or other
product failures, failure to achieve performance specifications, indemnities, or other compliance issues. Even in the
absence of such contractual provisions, we may agree, or may be required by law, to assume certain liabilities for the
benefit of our customers. In addition, the contractual provisions governing sales of our Grid or other products could
give our customers cancellation rights, even in the absence of a material failure by our company, such as upon the
failure of conditions that are outside of our control. Such liabilities or rights could have an adverse effect on our
financial condition and operating results.

Voluntary and/or industry standards and governmental regulatory actions in our markets could limit our ability to sell
our products.

Standards bodies, which are formal and informal associations that attempt to set voluntary, non-governmental product
standards, are influential in many of our target markets. We participate in many voluntary and/or industry standards
organizations around the world in order to help prevent the adoption of exclusionary standards as well as to promote
standards for our products. However, we do not have the resources to participate in all standards processes that may
affect our markets and our efforts to influence the direction of those standards bodies in which we do participate may
not be successful. Many of our competitors have significantly more resources focused on standards activities and may
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influence those standards in a way that would be disadvantageous to our products and thereby make it difficult for us
to achieve our business and financial objectives.

Many of our products and the industries in which they are used are subject to U.S. and foreign regulation. For

example, the power line medium, which is the communications medium used by some of our products, is subject to
special regulations in
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North America, Europe and Japan. In general, these regulations limit the ability of companies to use power lines as a
communication medium. In addition, some of our competitors have attempted to use regulatory actions to reduce the
market opportunity for our products or to increase the market opportunity for their own products.

In addition, the markets for our Grid and IIoT products may experience a movement towards standards based
protocols driven by governmental action, such as those being considered in the U.S. by NIST and in Europe by those
related to the EU 441 mandate. We are also attempting to gain widespread adoption for our Open Smart Grid Protocol,
which is used by smart meters and other devices within our NES Smart Grid System. To the extent that we do not
adopt such protocols or do not succeed in achieving adoption of our own protocols as standards or de facto standards,
sales of our Grid and IIoT products may be adversely affected. Moreover, even if our own protocols are adopted as
standards, we run the risk that we could lose business to competing implementations.

The adoption of voluntary and/or industry standards or the passage of governmental regulations, for example by state
utility commissions or national regulatory bodies such as FERC in the United States and PTB or BSI in Germany, that
are incompatible with our products or technology could limit the market opportunity for our products or result in
increased costs, which could harm our revenues, results of operations, and financial condition.

We are dependent on technology systems and third-party content that are beyond our control.

Our success in the IoT market will depend in part on the availability of online services and Internet connections to
facilitate data transmission. In most instances, these services will be provided by third parties and will be outside of
our control. As a result, it may be difficult to identify the source of problems if they occur. Even when we are not
responsible for connectivity or other problems, users of our products may attribute the problem to us. This could
diminish our brand and harm our business, divert the attention of our technical personnel from our product
development efforts or cause significant customer relations problems.

If our IIoT or Grid solutions become subject to cyber-attacks, or if public perception is that they are vulnerable to
cyber-attacks, our reputation and business would suffer.

We have designed our IloT and Grid products and solutions products to interoperate with other third party products
and systems. Although we attempt to safeguard our products and solutions from cybersecurity threats, the potential
for cyber security attacks continues to evolve in scope and frequency. Advances in and expanding availability of
technical tools to enable such attacks, and increasing sophistication of the threats, deepen the risk of potential security
failures. This risk expands as new protocols and devices are implemented into our products and systems, and as
customer requirements evolve. Should our products or solutions, or the combination of our products into third party
systems, fail to prevent or be unable to withstand any such threats or cyber-attacks, or if our partners or customers fail
to safeguard the technologies, products or the systems with adequate security policies or otherwise, our business and
reputation may be harmed.

We have attempted to design certain of our products to prevent and monitor unauthorized access, misuse, modification
or other activities related to those products and the systems into which the products are intended to be placed. Despite
our security measures, our products or systems may be subject to unauthorized break ins, viruses, disruptions,
high-jacking, cyber terrorism, misuse, or other unauthorized tampering or modification. Should our products fail to
perform, or be unable to withstand a cyber-attack, our company could face legal liability, and encounter material
adverse financial and reputational harm.

In addition, we believe that there could be incidents of security breaches in the future which cou