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Item 7. Financial StatementsPro Forma Financial Information and Exhibits

On May 31, 2004, F5 Networks, Inc. (“F5 Networkatquired MagniFire Websystems, Inc. and its subs&l (“MagniFire”) as a wholly-
owned subsidiary through a merger transaction. Amgended Current Report on Fornk&A is filed to provide the financial informationith
respect to the merger required by Item 7(a) of F8+ihand the pro forma financial information reqdrby Item 7(b) of Form 8-K.

(a) Financial statements of business acquired

See Exhibit 99.1 for the audited consolidated foialnstatements of MagniFire as of and for the yesded December 31, 2003 and 2002 and
for the period July 15, 2000 (date of inceptionptigh December 31, 2003. See Exhibit 99.2 for theudited consolidated financial
statements of MagniFire as of March 31, 2004 anceber 31, 2003, and for the three months endedhvatl, 2004 and 2003, and for the
period July 15, 2000 (date of inception) throughréha31, 2004.

(b) Pro forma financial information

The following unaudited pro forma condensed comiicensolidated financial statements give effe¢h&éacquisition of MagniFire by F5
Networks under the purchase method of accountidghane been derived by the application of pro foagj@stments to the historic
consolidated financial statements of F5 Networld ldiagniFire. Assumptions underlying the pro forndguatments are described in the
accompanying notes, which should be read in cotjpmavith these unaudited pro forma condensed coatbtonsolidated financial
statements. The merger was completed on May 34.200

The unaudited pro forma condensed combined coraetichbalance sheet has been prepared to reflegtatger as if it occurred on March
2004. Integration costs are not included in theaganying unaudited pro forma condensed combimethfiial statements. The unaudited
forma condensed combined consolidated statememsesations for the year ended September 30, 2003aa the six months ended

March 31, 2004 have been prepared to reflect thgenas if it occurred on October 1, 2002. Thereewm material differences between the
MagniFire amounts recorded as of March 31, 2004th@@mounts as of the closing date of the mergasaction. The excess of
consideration paid by F5 Networks in the acquisitiwer the fair value of MagniFire identifiable atssand liabilities has been recorded as
goodwill.

During the previous fiscal year, we acquired sulitily all of the assets and assumed certainlitas of uRoam, Inc. (URoam). According
the unaudited pro forma condensed combined corsgetidstatements of operations for the year endpté®ber 30, 2003 have also been
derived by the application of pro forma adjustméatthe historical consolidated financial staterseftuRoam for the period October 1, 2(
through July 23, 2003, the effective date of theaR acquisition. Refer to the F5 Networks Curresmp&tt on Form 8-K/A as filed with the
SEC on September 15, 2003 for additional informmatedated to our acquisition of uRoam.

The unaudited pro forma condensed combined coraelidstatement of operations for the year endeteB8dger 30, 2003 combines the
consolidated statement of operations of F5 Netwtok¢he fiscal year ended September 30, 2003 witbam’s consolidated statement of
operations for the period October 1, 2002 through 43, 2003 and MagniFire’s consolidated statenoémiperations for the calendar year
ended December 31, 2003. The unaudited pro formdersed combined consolidated statement of opesafiiw the six months ended Ma
31, 2004 combines the unaudited consolidated s&ateof operations of F5 Networks for the six morghded March 31, 2004 with
MagniFire’'s unaudited statement of operations fiergix months ended March 31, 2004. As a resuiffefrent fiscal year ends, MagniFire’s
results of operations for the three months endezeBer 31, 2003 were combined with the resultgpefations for the three months ended
March 31, 2004 to conform to the six month perioglspnted for F5 Networks. During the three montided December 31, 2003, MagniFire
recorded no revenue and recorded a net loss of#lli8n.

The unaudited pro forma condensed combined corastidinancial information is based on estimatesassumptions. These estimates and
assumptions have been made solely for purposesveiaping this pro forma information, which is peated for illustrative purposes only ¢

is not necessarily indicative of the combined fitiahposition or results of operations of futureipds or the results that actually would have
been realized had the entities been a single eiyng these periods.
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F5 Networks, Inc.

Unaudited Pro Forma Condensed Combined ConsolidateHalance Sheet

ASSETS

Current assets Cash and cash equiva

Shor-term investment
Accounts receivable, n
Inventories

Other current asse

Total current asse

Restricted cas

Property and equipment, r
Long-term investment
Goodwill

Other assets, n

Total asset

As of March 31, 2004
(in thousands)

LIABILITIES AND SHAREHOLDERS ’' EQUITY

Current liabilities
Accounts payabl
Accrued liabilities
Deferred revenu

Total current liabilities

Other lon¢-term liabilities
Deferred tax liability
Convertible promissory no

Total lon¢-term liabilities

Commitments and contingenci
Shareholder equity
Common stocl
Preferred Stoc
Deferred stock compensati
Additional paid in capita

Accumulated other comprehensive |i

Accumulated defici

Total shareholde’ equity

Total liabilities and sharehold¢ equity

Pro Forma

F5 Networks MagniFire Adjustments Pro Forma
$ 22,16: $ 901 $ — $ 23,06
108,65t — (30,500 (A1)  78,15¢
19,15¢ 73 — 19,23
1,90¢ 83 (83  (A2) 1,90¢
5,27¢ — — 5,27¢
157,15t 1,05i (30,589 127,63(
6,18: 76 — 6,25¢
10,27: 90 — 10,36:
96,45( — — 96,45(
24,18¢ — 24,85¢ (A3)  49,04¢
3,721 17C 5,00( (A3) 8,891
$297,97t $ 1,39: $ (725 $298,64«
I L] I |
$ 5,39 $ 23z $  — $ 5,62¢
13,67¢ 252 — 13,93(
24,50 8 — 24,51(
43,571 49z — 44,06¢
1,74¢ 17¢ — 1,92(
454 — — 454

— 2,08¢ (2,089  (A4) —
I L] I |
2,19¢ 2,26t (2,089 2,37¢
273,26: 22 (220  (A5) 273,26:
— 13€ (1360  (A5) —

— (245) 24E (A5) —

— 9,42¢ (9,429  (A5) —

647 — — 647
(21,709 (10,706 10,70¢ (A5) (21,709
252,20: (1,369 1,36¢ 252,20:
$297,971 $ 1,39¢ $ (725 $298,64-
I I I I

See accompanying notes to the unaudited pro foondensed combined consolidated financial statements
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F5 Networks Inc.

Unaudited Pro Forma Condensed Combined Consolidate8Statements of Operations
For the Year Ended September 30, 2003

Net revenue:
Products
Services

Total

Cost of net revenue
Products
Services

Total

Gross profit
Operating expenst
Sales and marketir
Research and developmt
General and administrati
Amortization of unearned
compensatiol

Total

Income (loss) from operatiol
Other income (expense), r

Income (loss) before income tax

Provision for income taxe

Net income (loss

Net income (loss) per sha- basic
Weighted average shar- basic
Net income (loss) per sha- diluted

Weighted average shar- diluted

(in thousands, except per share amounts)

Pro Forma Pro Forma
F5 Networks uRoam Adjustments Sub-Total MagniFire Adjustments
$ 84,19° $ 884 $ — $8508. $ 32 $ —
31,69¢ 13z — 31,83: — —
115,89! 1,017 — 116,91. 32 —
17,835 58 60C (A6) 18,49 12t 1,00(
9,06¢ 6 — 9,07¢ — —
26,90¢ 64 60C 27,56¢ 12t 1,00(¢
88,99( 952  (600) 89,34 (93) (1,000
53,45¢ 1,66¢ — 55,12: 1,74¢ (369
19,24¢ 2,28¢ — 21,53¢  2,14¢ (46)
12,01« 1,762 — 13,77¢ 11€ —
83 — — 83 — 41C
84,80: 5,71¢ — 90,51¢ 4,00¢ —
4,18¢ (4,767) (600) (1,179 (4,109 (1,000
751 (546) 24 (A8) 22¢ (55) (48¢)
4,94( (5,307 (576) (949 (4,156 (1,48
85:% — — 85:% — —
$ 4,087  $(5307) $(57€) $ (1,796 $(4,156) $(1,48¢)
I | | I L] |
$ 0.1f
|
26,45:¢
|
$ 014
I
28,22(
|

(A6)

(A7)
(A7)

(A7)

(A8)

See accompanying notes to the unaudited pro foondemsed combined consolidated financial statements

4

Pro
Forma

$ 85,11!
31,83

116,94«

19,62(
9,07¢

28,69¢

88,25(




Table of Contents

Net revenue:
Products
Services
Total
Cost of net revenue
Products
Services
Total
Gross profit
Operating expenst
Sales and marketir
Research and developmt
General and administrati
Amortization of unearned compensat
Total

Income (loss) from operatiol
Other income (expense), r

Income (loss) before income tax
Provision for income taxe

Net income (loss
Net income per shar basic
Weighted average shar- basic
Net income per shar diluted

Weighted average shar- diluted

F5 Networks, Inc.
Unaudited Pro Forma Condensed Combined Consolidate8Statements of Operations
For the Six Months Ended March 31, 2004

(in thousands, except per share amounts)

Pro Forma
F5 Networks MagniFire Adjustments
$56,09¢ $ — $ —
20,63: — —
76,72¢ — —
12,64¢ 101 50C
5,08¢ — —
17,73¢ 101 50C
58,99: (102) (500)
30,87+ 1,021 (364)
11,34« 904 (65)
7,20z 86 —
10 — 42¢
49,43( 2,011 —
9,56: (2,117 (500)
992 (57) (180)
10,55¢ (2,169 (680)
79¢ — —
$ 9,75¢ $(2,169) $(680)
| L] |
$ 0.31
|
31,95
|
$ 0.2¢
|
35,07¢
|

(A6)

(A7)
(A7)

(A7)

(A8)

Pro Forma

$56,09¢
20,63:

76,72¢

13,24¢
5,08¢

18,331

58,391

See accompanying notes to the unaudited pro foondensed combined consolidated financial statements
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F5 NETWORKS, INC.
NOTES TO UNAUDITED PRO FORMA CONDENSED COMBINED CON SOLIDATED FINANCIAL STATEMENTS

1. Basis of Unaudited Pro Forma Presentation

On May 31, 2004, we acquired MagniFire Websytems, &nd its subsidiaries (MagniFire) through a raetgansaction. We agreed to pay
$29.0 million in cash for all of the issued andstahding shares of MagniFire capital stock. We alsarred $1.5 million of direct transaction
costs for a total purchase price of $30.5 millids.a result of the merger, we acquired all thetassieMagniFire, including MagniFire’'s web
application firewall product line, all property, @gment and other assets that MagniFire used inuisiness and assumed certain of the
liabilities of MagniFire. The acquisition of MagniE is intended to allow us to quickly enter thebvapplication security market, broaden our
customer base and augment our existing product line

The unaudited pro forma condensed combined corastidinancial information has been prepared te gi¥ect to the acquisition, accounted
for using the purchase method of accounting in @@rwe with Statement of Financial Accounting Séadd No. 141 “Business
Combinations” (SFAS No. 141). The purchase pritecation is based on management’s best estimatedair value of the assets acquired
and liabilities assumed, which, based on factscnmdmstances are subject to change.

As a result of different fiscal year ends of F5Wartks and MagniFire, financial information has beembined for different periods in the |
forma financial information. The unaudited pro fereondensed combined consolidated balance shebebhagrepared to reflect the
acquisition as if the merger had occurred on M&Eh2004. The unaudited pro forma condensed cordlmonsolidated statements of
operations for the year ended September 30, 208 3oarthe six months ended March 31, 2004 have pegpared to reflect the acquisition
if the acquisition occurred on October 1, 2002 télamreclassifications have been made to conforrgriare’s historical and pro forma
amounts to F5 Network’s financial statement prestior.

2. Acquisition by F5 Networks

We accounted for the acquisition under the purchasthod of accounting in accordance with SFAS Md.. Under the purchase method of
accounting, the total purchase price is allocatetthe tangible and intangible assets acquired lamdldbilities assumed based on their
estimated fair values. The excess of the purchase pver those fair values is recorded as goodiiik fair value assigned to the tangible
and intangible assets acquired and liabilities mesliare based on estimates and assumptions prdwdadnagement, and other information
compiled by management, including an independeo&tian, prepared by an independent valuation gfistthat utilizes established
valuation techniques appropriate for the technolagystry. The purchase price allocation as of lay2004, the effective date of the mel
transaction, is as follows (in thousands):

Assets acquirec

Cash $ 89t
Accounts receivable, n 152
Restricted cas 76
Other asset 23t
Property and equipme 81
Developed technolog 5,00(C
Goodwill 24,80¢
Total assets acquire 31,24¢
|

Liabilities assumed

Accrued liabilities (729)
Deferred revenu (25)
Total liabilities assume (748
I

Net assets acquire $30,50(
|

Of the total estimated purchase price, $5.0 miliias allocated to developed technology. To detegrthie value of the developed technoilc
a combination of cost and market approaches wexé. e cost approach required an

6
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F5 NETWORKS, INC.
NOTES TO UNAUDITED PRO FORMA CONDENSED COMBINED CON SOLIDATED FINANCIAL STATEMENTS

estimation of the costs required to reproduce tugiged technology. The market approach measuesfathvalue of the technology through
an analysis of recent comparable transactions $bt@million allocated to developed technology Wil amortized on a straight-line basis
over an estimated useful life of five years.

Goodwill represents the excess of the purchase pfien acquired business over the fair value @liderlying net tangible and intangible
assets. In accordance with Statement of Finanaabinting Standards No. 142, “Goodwill and oth¢ahgible Assets,” goodwill will not be
amortized but instead will be tested for impairmatneast annually. In the event that we deterrthiaé goodwill has been impaired, we will
incur an accounting charge for the amount of impairt during the fiscal quarter in which the deteration is made.

The estimated purchase price was allocated to gitlazf624.8 million, including the Company’s valian allowance on the deferred taxes
acquired from MagniFire. We have a full valuatidiowance to offset U.S. deferred tax assets in @zrwe with the provisions of Financial
Accounting Standards Board Statement No. 109, “Antiag for Income TaxesBased on current and expected financial trendexpect tc
release the valuation allowance during the foutdrter of fiscal 2004. At that time, Goodwill wilk increased by an estimated additional
$1.0 million to $2.0 million.

3. Pro Forma Adjustments

The unaudited pro forma adjustments reflect thoattars that are a direct result of the merger #retien which are factually supportable and,
for pro forma adjustments to the pro forma conddmsenbined consolidated statements of operatioasxpected to have continuing imp.
The unaudited pro forma adjustments are as foll@gvthousands):

(A1) We funded the acquisition of MagniFire fromsing cash reserves reducing our s-term investments by $30.5 millio

(A2) The carrying value of MagniFire’s inventdmgs been eliminated because it no longer has aalaeresult of the new product line
hardware specifications required by F5 Netwo

(A3) Adjustment to reflect the preliminary estiimaf the fair value of intangible assets. Thosetsconsist of developed technology of
$5,000 and goodwill of $24,698. Goodwill represeahtsresidual of the purchase price, includingdio®sts relating to the acquisition,
over the fair value of net assets acqui

(A4) MagniFire's convertible promissory note payable was not asgimthe merger transaction and has been elindn

(A5) MagniFire' s stockholder equity (deficiency) balances have been elimine

(A6) The increase reflects additional amortizatid developed technology in connection with theuasition. The developed technology
has an estimated useful life of five years andribeemental amortization expense has been refletéfithe acquisition occurred on
October 1, 2002

(A7) Reclassification of deferred stock compensa#gpenses to conform to F5 Netw's income statement presentati

(A8) Adjustment to reduce interest income that widudve been earned had the acquisition taken pla€ctober 1, 200:

7
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(c) Exhibits

Exhibit

Number Exhibit Description

99.1 MagniFire Websystems, Inc. consolidated finandiatesnents as of and for the years ended Decemb@083 and 2002
and for the period July 15, 2000 (date of inceptibhnough December 31, 20(C

99.2 MagniFire Websystems, Inc. unaudited consolidaitezhtial statements as of March 31, 2004 and Deeefib, 2003, and
for the three months ended March 31, 2004 and 28@8for the period July 15, 2000 (date of incepgtitirough March 31
2004.
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SIGNATURES

Pursuant to the requirements of the Securities &xga Act of 1934, the Registrant has duly causisdeport to be signed on its behalf by
undersigned thereunto duly authorized on the 5shAdagust, 2004.

F5 NETWORKS, INC.
By: /s/ Steven B. Coburn

Steven B. Coburr
Senior Vice President, Chief Financial Offic
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EXHIBIT INDEX

Exhibit

Number Exhibit Description

99.1 MagniFire Websystems, Inc. consolidated finandiatiesnents as of and for the years ended Decemb&083 and 2002
and for the period July 15, 2000 (date of inceptihnough December 31, 20(C

99.2 MagniFire Websystems, Inc. unaudited consolidateghtial statements as of March 31, 2004 and Deeef3ih 2003, and
for the three months ended March 31, 2004 and 28@Bfor the period July 15, 2000 (date of incaptitirough March 31
2004.
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EXHIBIT 99.1
MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)
CONSOLIDATED FINANCIAL STATEMENTS
AS OF DECEMBER 31, 2003

U.S. DOLLARS IN THOUSANDS
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[ERNST & YOUNG LOGO]
REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
TO THE SHAREHOLDERS OF

MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

We have audited the accompanying consolidated balsineets of Magnifire Websystems Inc. (A Develapnstage Company) ("the
Company") and its subsidiaries as of December 803 2nd 2002, and the related consolidated statsroéonperations, changes in
shareholders' equity (deficiency) and cash flowshte years then ended and for the period from I8)y2000 (date of inception) through
December 31, 2003. These financial statementharsesponsibility of the Company's management.régponsibility is to express an
opinion on these financial statements based omodits.

We conducted our audits in accordance with thedstals of the Public Company Accounting OversighafBioUnited States). Those
standards require that we plan and perform thet amdbtain reasonable assurance about whethdindmecial statements are free of material
misstatement. An audit includes examining, on tldasis, evidence supporting the amounts and disads in the financial statements. An
audit also includes assessing the accounting ptegused and significant estimates made by marageas well as evaluating the overall
financial statement presentation. We believe thatadits provide a reasonable basis for our opinio

In our opinion, the consolidated financial statetegrferred to above present fairly, in all matenéspects, the consolidated financial posi
of the Company and its subsidiaries as of Decer@bge2003 and 2002, and the consolidated resuttsef operations and their cash flows
the years then ended and for the period from Ja\2@00 (date of inception) through December 30326 conformity with accounting
principles generally accepted in the United States.

/sl KOST FORER GABBAY & KASI ERER
A Menber of Ernst & Young d obal

Tel - Aviv, |srael
May 24, 2004



MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

CONSOLIDATED BALANCE SHEETS
U.S. DOLLARS IN THOUSANDS, EXCEPT SHARE AND PER SHARE DATA

DECEMBER 31,

2003 20 02
ASSETS
CURRENT ASSETS:
Cash and cash equivalents $1,157 $3 ,328
Restricted cash 78 72
Inventory 80 62
Accounts receivable and prepaid expenses 63 63
Total current assets 1,378 3 ,525
SEVERANCE PAY FUND 170 123
PROPERTY AND EQUIPMENT, NET 105 156
$1,653 $3 ,804
LIABILITIES AND STOCKHOLDERS' EQUITY (DEFICIENC Y)
CURRENT LIABILITIES:
Trade payables $ 209 $ 177
Employees and payroll accruals 123 159
Other accounts payable and accrued expenses 99 141
Total current liabilities 431 477
ACCRUED SEVERANCE PAY 174 141
CONVERTIBLE PROMISSORY NOTES 1,608 -
COMMITMENTS AND CONTINGENT LIABILITIES
STOCKHOLDERS' EQUITY (DEFICIENCY):
Share capital (Note 7) -
Common stock of $ 0.01 par value: Authorized: 3 2,442,056 shares as of
December 31, 2003 and 2002; Issued and outsta nding: 2,240,500 shares as of
December 31, 2003 and 2002 22 22
Convertible Preferred A stock of $ 0.01 par val ue: Authorized: 5,658,720
shares as of December 31, 2003 and 2002; Issu ed and outstanding: 5,658,720
shares as of December 31, 2003 and 2002; Liqu idation preferences of $ 6,735
and $ 6,525 as of December 31, 2003 and 2002, respectively 57 57
Convertible Preferred B stock of $ 0.01 par val ue: Authorized: 7,899,225
shares as of December 31, 2003 and 2002; Issu ed and outstanding: 7,899,225
shares as of December 31, 2003 and 2002; Liqu idation preferences of $ 3,102
as of December 31, 2003 and 2002 79 79
Deferred stock compensation (264) -
Additional paid-in capital 9,429 8 , 755
Deficit accumulated during the development stage (9,883) (5 727)
Total shareholders' equity (deficiency) (560) 3 ,186
$1,653 $3 ,804

The accompanying notes are an integral part oftimsolidated financial statements.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

CONSOLIDATED STATEMENTS OF OPERATIONS
U.S. DOLLARS IN THOUSANDS

PERIOD FROM
JULY 15, 2000
(DATE OF
YEAR END ED INCEPTION)
DECEMBER 31, THROUGH
-------------------- DECEMBER 31,
2003 2002 2003
Revenues $ 32 % - $ 32
Cost of revenues 125 - 125
Gross loss (93) - (93)
Operating expenses:
Research and development 2,146 1,892 6,306
Sales and marketing 1,746 1,198 3,233
General and administrative 116 45 248
Operating loss 4,101 3,135 9,880
Financial expenses (income), net 55 (21) (6)
Other expenses - 2 9
Net loss $4,156 $ 3,116  $9,883

The accompanying notes are an integral part o€dimsolidated financial statements.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

STATEMENTS OF CHANGES IN STOCKHOLDERS' EQUITY (DEFI CIENCY) U.S. DOLLARS IN THOUSANDS, EXCEPT
SHARE DATA

DEFICIT
ACCUMULATED
CONVERTIBLE CONVERTIBLE DEFERRED AD DITIONAL DURING THE
COMMON STOCK PRE FERRED A STOCK PREFERRED B STOCK STOCK P AID-IN DEVELOPMENT
NUMBER AMOUNT NU MBER AMOUNT NUMBER AMOUNT COMPENSATION C APITAL STAGE TOTAL
Balance at July 15, 2000
(date of inception) -$ - -$ - -% - 8% -3 - - 3% -
Issuance of shares in BVI - - - - - - - 1 - 1
Net loss - - - - - - - - (363) (363)
Balance at December 31, 2000 - - - - - - - 1 (363) (362)
Exercise of stock options 1,300 *)- - - - - - - - *) -
Issuance of Convertible
Preferred A stock, net - - 45 17,672 45 - - - 5,104 - 5,149
Issuance of Common stock 110,725 1 - - - - - - - 1
Conversion of convertible
loans - -2 67,827 3 - - - 772 - 775
Stock split effected as a
stock dividend 2,128,475 21 8 73,221 9 - - - (31) - 1)
Net loss - - - - - - - - (2,248) (2,248)
Balance at
December 31, 2001 2,240,500 22 5,6 58,720 57 - - - 5,846 (2,611) 3,314

Issuance of Convertible

Preferred B stock, net - - - - 7,899,225 79 - 2,879 - 2,958
Stock-based compensation

related to options

granted to consultants - - - - - - - 30 - 30
Net loss - - - - - - - - (3,116) (3,116)

Balance at
December 31, 2002 2,240,500 22 5,6 58,720 57 7,899,225 79 - 8,755  (5,727) 3,186

Deferred stock

compensation - - - - - - (310) 310 - -
Amortization of deferred

stock compensation - - - - - - 46 - - 46
Stock-based compensation

related to options

granted to consultants - - - - - - - 364 - 364

Net loss - - - - - - - - (4,156) (4,156)
Balance at

December 31, 2003 2,240,500 $ 22 5,6 58,720 $ 57 7,899,225 $ 79 $ (264) $ 9,429 $ (9,883) $ (560)

*) Represents an amount lower than $ 1.
The accompanying notes are an integral part o€disolidated financial statements.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

CONSOLIDATED STATEMENTS OF CASH FLOWS
U.S. DOLLARS IN THOUSANDS

PERI OD FROM
JULY 15, 2000
(DA TE OF
YEAR ENDED INC EPTION)
DECEMBER 31, TH ROUGH
---------------------- DECE MBER 31,
2003 2002 2003
Cash flows from operating activities:
Net loss $(4,156) $(3,116) $ (9,883)
Adjustments required to reconcile loss to net cas h used in
operating activities:
Depreciation 71 60 174
Loss on sale of property and equipment - 2 (5)
Decrease (increase) in accounts receivable and prepaid expenses - 23 (63)
Increase in inventory (18) (62) (80)
Stock-based compensation in respect of options granted
to consultants 364 30 395
Amortization of deferred stock compensation 46 - 46
Increase (decrease) in trade payables (32) (118) 209
Increase (decrease) in employees and payroll ac cruals (36) 53 123
Increase (decrease) in other accounts payable a nd accrued
expenses (42) 15 99
Accrued interest on convertible promissory note S 8 - 8
Increase (decrease) in accrued severance pay, n et (14) 16 4
Net cash used in operating activities (3,745) (3,097) (8,973)
Cash flows from investing activities:
Decrease (increase) in restricted cash (6) 200 (78)
Purchase of property and equipment (20) (35) (317)
Proceeds from sale of property and equipment - 3 43
Net cash provided by (used in) investing activities (26) 168 (352)
Cash flows from financing activities:
Proceeds from issuance of stock capital, net - 2,958 8,107
Proceeds from convertible promissory notes 1,600 - 2,420
Principal payment of long-term loan - - (45)
Net cash provided by financing activities 1,600 2,958 10,482
Increase (decrease) in cash and cash equivalents (2,171) 29 1,157
Cash and cash equivalents at beginning of period 3,328 3,299 -
Cash and cash equivalents at end of period $ 1157 $ 3328 $ 1,157
Supplemental disclosure of non-cash investing and f inancing
activities:
Issuance of Preferred stock upon conversion of convertible
promissory notes $ - $ - 3 (775)
Issuance of shares without consideration $ - $ - 3 1)

The accompanying notes are an integral part o€dimsolidated financial statements.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS

NOTE 1:- GENERAL

a. Magnifire Websystems Inc. (the Company") wasiiporated and commenced its operations in the Sfddelaware on January 29, 2001.
The Company is engaged in the development of swisifior Internet security applications.

b. The Company's wholly-owned subsidiary was inocafed on November 15, 2000, under the name Magmifietworks Limited (a British
Virgin Islands corporation). Its wholly-owned suttisiry was incorporated and commenced its operataniuly 15, 2000, under the name
Magnifire Networks (Israel) Limited.

c. Magnifire Networks Limited (BVI) repurchased aflits shares from its stockholders on January2B801 and issued 100 shares par valt
$ 0.01 each to Magnifire Websystems Inc. (see NMoje

The Company issued 100% of its issued and outsigretiare capital to the stockholders of Magnifiesiorks Limited (BVI).

d. The Company and its subsidiaries are devotibgtantially all of their efforts toward conductingsearch, development and marketing of
their software. The Company's and its subsidiasietvities also include raising capital and retingi personnel. In the course of such
activities, the Company and its subsidiaries hagtasned operating losses and expect such lossestimue in the foreseeable future. The
Company and its subsidiaries have not generataidfisent revenues and have not achieved profitapkrations or positive cash flows from
operations. The Company's accumulated deficit aggeel to $ 9,883 thousand as of December 31, 20@8Company has a shareholder's
deficiency of $ 560 thousand. There is no assurtivateprofitable operations, if ever achieved, ddut sustained on a continuing basis.

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES
The consolidated financial statements have begraped in accordance with generally accepted actwuptinciples in the United States.
a. Use of estimates:

The preparation of the financial statements in gonfty with generally accepted accounting principleequires management to make
estimates and assumptions that affect the amoeptsted in the financial statements and accompgnyartes. Actual results could differ frq
those estimates.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (CONT.)
b. Foreign currency translation:

The functional currency of the Israeli subsidiayhe U.S. dollar, as the U.S. dollar is the prin@arrrency of the economic environment in
which the Company has operated and expects toncento operate in the foreseeable future. The iityaofrthe Company's operations are
currently conducted in Israel and most of the lIsgenses are currently paid in new Israeli skeR®IS"); however, most of the expenses
are denominated and determined in U.S. dollarsarigimg and investing activities including loansyiggtransactions and cash investments,
are made in U.S. dollars.

Accordingly, monetary accounts maintained in cucies other than the dollar are remeasured into dbfars in accordance with Statement
of the Financial Accounting Standard Board No."&2reign Currency Translation” ("SFAS No. 52"). Adansaction gains and losses of the
remeasured monetary balance sheet items are ezflacthe statement of operations as financialimeor expenses, as appropriate.

c. Principles of consolidation:

The consolidated financial statements include tw®ants of the Company and its wholly-owned subsjdilntercompany transactions and
balances have been eliminated upon consolidation.

d. Cash equivalents:
The Company considers all highly liquid investmemiginally purchased with maturities of three munbr less, to be cash equivalents.
e. Restricted cash:

Restricted cash is primarily invested in certifesabf deposit, which mature within one year angsisd as security for the lease of the
Company's office in Israel.

f. Inventory:

Inventories are stated at the lower of cost or etavilue. Inventory write-offs are provided to coxigks arising from slow-moving items,
technological obsolesce, excess inventories, disuoed products, and for market prices lower thast.dn 2003, the Company wrote off
approximately $ 101 of excess inventory, discorgthproducts, and for market prices lower than selkich has been included in cost of
revenues. Cost is determined as follows:

Raw materials, parts and supplies -using the aeecagt method with the addition of allocable indinmanufacturing costs.
Work-in-progress - cost of manufacturing with tiggliéion of allocable indirect manufacturing costs.

-8-



MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (CONT.)
Finished products - recorded on the basis of dirartufacturing costs with the addition of allocalblgirect manufacturing costs.
g. Property and equipment:

Property and equipment are stated at cost, netoofnaulated depreciation. Depreciation is calculatgidg the straight-line method over the
estimated useful lives, at the following annuaésat

Computers and peripheral equipment 20-33
Office furniture and equipment 7-15
Leasehold improvements over the t erm of the lease

The Company and the subsidiary's long-lived assetseviewed for impairment in accordance with &tant of Financial Accounting
Standard No. 144, "Accounting for the ImpairmenbDisposal of Long-Lived Assets" ("SFAS No. 144")eviever events or changes in
circumstances indicate that the carrying amouinciisset may not be recoverable. Recoverabiliaggeéts to be held and used is measur

a comparison of the carrying amount of an asstteduture undiscounted cash flows expected todmegated by the assets. If such assets are
considered to be impaired, the impairment to begeized is measured by the amount by which the/icayiamount of the assets exceeds the
fair value of the assets. Assets to be disposedeofeported at the lower of the carrying amourfamrvalue less selling costs. Through
December 31, 2003, no impairment losses have loegrtified.

h. Accrued severance pay:

The subsidiary's liability for severance pay iscoédted pursuant to Israeli severance pay law basdle most recent salary of the employees
multiplied by the number of years of employmenbathe balance sheet date for all employees. Enggioyare entitled to one month's salary
for each year of employment or apportion therebk Subsidiary's liability for all of its employeissfully covered by monthly deposits with
severance pay funds, insurance policies and byenual. The deposited funds include profits accataal up to the balance sheet date. The
value of these policies is recorded as an asghei€ompany's balance sheet.

The deposited funds include profits accumulatetbuhe balance sheet date. The deposited fundomagthdrawn only upon the fulfillment
of the obligation pursuant to Israeli severancelpayor labor agreements. The value of the depdéiteds is based on the cash surrendered
value of these policies, and includes immateriafits.

Severance expenses for the years ended Decemb#d@land 2002, amounted to approximately $ 27%ad, respectively.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (CONT.)
i. Revenue recognition:

The Company generates revenues mainly from licgrtkia rights to use its software products. The Caomgmalso generates revenues from
maintenance, support, professional services aimdrigg The Company sells its products primarilyotigh its direct sales force.

The Company accounts for software sales in accomdanth Statement of Position 97-2, "Software RexeRecognition”, as amended ("SOP
97-2"). SOP 97-2 generally requires revenue eapnesbftware arrangements involving multiple elera¢atbe allocated to each element
based on the relative fair value of the elememtsddition the Company has adopted Statement dfi¢#098-9, "Modification of SOP 97-2,
Software Revenue Recognition with Respect to Qeieinsactions, "("SOP 98-9"). SOP 98-9 requiras thvenue be recognized under the
“residual method" when Vendor Specific Objectivadence ("VSOE") of Fair Value exists for all undedied elements and VSOE does not
exist for all of the delivered elements. Under rthgidual method any discount in the arrangemeaitasated to the delivered elements.

Revenue from license fees is recognized when psirgiavidence of an agreement exists, deliverp@foroduct has occurred, no significant
obligations with regard to implementation remahe fee is fixed or determinable, and collectioprisbable.

Maintenance and support revenue included in mel@ément arrangements is deferred and recognizedstraight-line basis over the term
of the maintenance and support agreement.

As VSOE of fair value of the undelivered elememtaifitenance, support and services) is not estaloljsikevenues from software license fees
are recognized on a straight-line basis over tira tf the maintenance and support services.

j. Research and development co

Research and development costs are charged tdatesrent of Operations as incurred. Statementradrigial Accounting Standard No. 86
"Accounting for the Costs of Computer Software ¢03wld, Leased or Otherwise Marketed"("SFAS No),8&quires capitalization of certe
software development costs subsequent to the ettatant of technological feasibility.

Based on the Company's product development protessjological feasibility is established upon cégtipn of a working model. Costs
incurred by the Company between completion of theking models and the point at which the produotsraady for general release have
been insignificant. Therefore, all research ancettgyment costs have been expensed.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (CONT.)
k. Income taxes:

The Company and its subsidiary account for incaames in accordance with Statement of Financial Anting Standards ("SFAS") 109,
"Accounting for Income Taxes". This Statement pribss the use of the liability method whereby defértax assets and liability account
balances are determined based on differences befivemcial reporting and tax bases of assets iabdities and are measured using the
enacted tax rates and laws that will be in effdoemthe differences are expected to reverse. Thep@oy and its subsidiary provide a
valuation allowance, if necessary, to reduce detetax assets to their estimated realizable value.

|. Concentrations of credit risk:

Financial instruments that potentially subject @@npany and its subsidiary to concentrations aditrésk consist principally of cash and
cash equivalents.

Cash and cash equivalents are invested in majdwsharisrael and the United States. Such depasifsa United States may be in excess of
insured limits and are not insured in other judidns. Management believes that the financialtirt&ins that hold the Company's
investments are financially sound and, accordingiyimal credit risk exists with respect to thesedstments.

The Company has no significant off-balance-sheatentration of credit risk such as foreign exchacm®racts, option contracts or other
foreign hedging arrangements.

m. Fair value of financial instruments:

The following methods and assumptions were usetthd¥"ompany and its subsidiary in estimating tfairvalue disclosures for financial
instruments:

The carrying amounts of cash and cash equivaleggsjcted cash, accounts receivable, trade payalolé other accounts payable and acc
expenses approximate their fair value due to tloetebrm maturity of such instruments.

Long-term liabilities are estimated by discountthg future cash flows using the current intere& far loans, of similar terms and maturities.
The carrying amount of the long-term liabilitiegpagximates their fair value.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (CONT.)
n. Accounting for stock-based compensation:

The Company has elected to follow Accounting Pples Board Statement No. 25, "Accounting for St@gkions Issued to

Employees" ("APB 25") and Interpretation No. 44 taanting for Certain Transactions Involving Stoabn@pensation” ("FIN 44") in
accounting for its employee stock options plansd&irAPB 25, when the exercise price of an empleyeek option is equivalent or above
market price of the underlying stock on the datgraiht, no compensation expense is recognized.

The Company adopted the disclosure provisionsmdifigial Accounting Standards Board Statement N8, "lccounting for Stock-Based
Compensation transition and disclosure" ("SFAS No. 148"), wharhended certain provisions of SFAS 123 to prowitkrnative methods
transition for an entity that voluntarily changeshe fair value based method of accounting fotlsttased employee compensation, effective
as of the beginning of the fiscal year. The Compaomtinues to apply the provisions of APB No. 2batcounting for stock-based
compensation.

Pro-forma information regarding net income and losssshare is required by FAS-123, and has beamrdigted assuming the Company had
accounted for its employee share options undefaih@alue method prescribed by that Statement.falesalue for these options was
estimated at the date of grant, using a minimalevalption pricing model, with the following weightaverage assumptions for 2003 and
2002: risk-free interest rates 1.5%; dividend yseddl 0% and a weighted-average expected life obghmn of four years for each year.

For purposes of pro-forma disclosures, the estidhfatie value of the options is amortized to expemser the options' vesting period.

The Company's pro-forma information is as follows:

YEAR ENDED
DECEMBER 31,
2003 2002
Net loss as reported $4,156  $3,116
Add: stock-based employee compensation - intrinsic
value 46
Deduct: stock-based employee compensation - fair va lue (48) 1
Pro-forma loss $4,154  $ 3,117

The Company applies SFAS No. 123, "Accounting fmc&-Based Compensation” and EITF 96-18, "Accountor Equity Instruments That
Are Issued to Other Than Employees for AcquiringnaConjunction with Selling, Goods or Servicesfth respect to options and warrants
issued to noremployees. SFAS No. 123 requires the use of optiduration models to measure the fair value of §higoos and warrants at t
measurement date.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (CONT.)
0. Impact of recently issued accounting standards:

In December 2003, the SEC issued Staff AccountindeBn ("SAB") No. 104, "Revenue Recognition,"” B No. 104") which revises or
rescinds certain sections of SAB No. 101, "ReveReeognition," in order to make this interpretiveédgunce consistent with current
authoritative accounting and auditing guidance 8BE rules and regulations. The changes noted inIS&BL04 did not have a material
effect on the Company's consolidated results ofaifmns, consolidated financial position or cordaled cash flows.

NOTE 3:- PROPERTY AND EQUIPMENT

DECEM BER 31
2003 2002
Cost:
Computers and peripheral equipment $201 $181
Office furniture and equipment 47 47
Leasehold improvements 20 20
268 248
Accumulated depreciation:
Computers and peripheral equipment 137 79
Office furniture and equipment 13 7
Leasehold improvements 13 6
163 92
Depreciated cost $105 $156

Depreciation expenses for the years ended Deceddh@003 and 2002, were $ 71 and $ 60, respectively
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS

NOTE 4:- CONVERTIBLE PROMISSORY NOTES

On September 1, 2003 and December 1, 2003, the &ongranted convertible promissory notes with agreggate principal amount of $
1,600 convertible into Convertible Preferred Sto€khe Company with maturity date on the earlie(lgfSeptember 8, 2004 or (2) upon
consummation of any sale of Convertible Prefertedksof the Company.

The principal amount bears interest at the ratd BOR + 1.5% per annum.

The promissory notes shall be automatically comekit the event that the Company closes an eqguaiyn€ing during a period beginning on
the date one day after the date of this note adahgrone year following the date hereof, into a benof shares of Convertible Preferred
Stock of the Company of the same class and witlsange rights as shall be issued by the Comparhetmvestors at such equity financing,
as is obtained by dividing (a) the outstanding &pal Amount, by (b) the price per share paid byestors participating in the equity
transaction.

NOTE 5:- COMMITMENTS AND CONTINGENT LIABILITIES

a. The Israeli subsidiary leases office spaceraelsunder an operating lease agreement, for thiedoeeginning August 2000 until February
2005, and the Company leases office space in tBeunder an operating lease, accordingly, is beingwed every three months.

The Israeli subsidiary rents its vehicles underafieg lease agreements, which expire on variotesdéhe latest of which is in 2005.
Future minimum payments under non-cancelable opgrigases are as follows:

YEAR ENDED
DECEMBER 31,

2004 $ 245
2005 52

Total rent expenses for the years ended Decemh@088 and 2002, were $ 200 and $ 190, respectively
b. Liens:

In respect of the promissory note, the Companytgthto its investors a security interest in alttedf issued and outstanding shares of capital
stock of Magnifire Networks Limited (BVI) owned hiye Company.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS, EXCEPT SHARE AND PER SHARE DATA

NOTE 6:- SHARE CAPITAL

a. In January 2000, Magnifire BVI issued 100,008rsk of Common stock of $ 0.01 par value each msideration for their par value.

b. On January 30, 2001, Magnifire Networks (BVpuechased 100,000 shares of its Common stock pae vh$ 0.01 each.

c. On January 30, 2001, Magnifire Networks (BVBusd 100 shares of Common stock par value of $t0.64e Company, for their par val

d. On January 31, 2001, the Company issued 3,42®slof Convertible Preferred A-1 stock of the Camppar value of $ 0.01 each, at a
purchase price of $ 51.098 per share.

e. On January 31, 2001, the Company issued 6,3G@slof Convertible Preferred A-1 stock par valig 8.01 each pursuant to a conversion
of the loan in the amount of $ 325.

f. On February 1, 2001, the Company issued 2,94restof Convertible Preferred A-1 stock par valig 8.01 upon conversion of the
convertible loan dated October 10, 2000 (see Npte 5

g. On May 29, 2001, 1,300 options to purchase 1sB@@es of Common stock, par value of $ 0.01 pareshf the Company, were exercised.

h. On June 13, 2001, the Company issued 12,028sb&Common stock and 33,227 shares of ConveRitdéerred A-1 stock par value of $
0.01 each, of which 1,300 are issued following @sion of the options granted in accordance wighaireement dated May 29, 2001, par
value of $ 0.01 each, in consideration for theiryzue.

i. Stock split effected as a share dividend:
On June 18, 2001, the shareholders of the Compféested a twenty-for-one stock split, as a stockd#ind.

j- On June 18, 2001, the shareholders of the Coynjpeneased the authorized stock capital of the @amg from 500,000 shares

16,200,000 shares, and reclassified the authoslzatk capital such that the authorized stock deghitd! be divided into 10,541,280 shares of
Common Stock; 5,658,720 shares of Convertible Predestock, par value of $ 0.01, of which 919,1B88res shall be designated as
Convertible Preferred A-1 stock and 4,739,540 shahall be designated as Convertible Preferrecstoek, par value of $ 0.01 per share.

k. On June 18, 2001, the Company entered into a€thle Preferred A-2 stock purchase agreemenissugd under the agreement
4,739,540 shares of Convertible Preferred A-2 stfck 0.01 par value each in consideration of gmreseeds in the amount of $ 5,500,
including 261,467 the Convertible Preferred A-ZE&tssued upon conversion of the Bridge loan ddacch 22, 2001, in the amount of $
450.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS, EXCEPT SHARE AND PER SHARE DATA

NOTE 6:- SHARE CAPITAL (CONT.)

[. On July 22, 2002, the Company entered into aesparchase agreement for the purchase of its CtioleePreferred B stock. The Company
issued 7,899,225 shares of Convertible Preferretb&k of $ 0.01 par value each, in consideratiogro§s proceeds in the amount of $ 3,002.

m. On July 22, 2002, the shareholders of the Compameased the authorized stock capital of the @amg from 16,200,000 shares to
46,000,000 shares, and reclassified the authoslzark capital such that the authorized stock daghitdl be divided into 32,442,056 shares of
Common stock, 13,557,945 shares of Convertibleeiied stock of $ 0.01 par value each, of which Ba@shares shall be designated as
Convertible Preferred A-1 stock, 4,739,540 shahedl e designated as Convertible Preferred A-2ISamd 7,899,225 shares shall be
designated as Convertible Preferred B Stock.

n. Convertible Preferred stock:
Liquidation:

In the event of any liquidation, dissolution or @ing up of this corporation, either voluntary ovatuntary, the holders of Series B
Convertible Preferred Stock shall be entitled teree, prior and in preference to any distributidrany of the assets of this corporation to the
holders of Series A Convertible Preferred Stockommon Stock by reason of their ownership ther@ofamount per share equal to the sum
of (a) the Series B Original Issue Price (as definelow) applicable for such share plus annuarésteat the rate of LIBOR plus 1.5%, for
each 12 months that have passed since the datsuafrice of such Series B Convertible PreferreckSpbas (b) all declared but unpaid
dividends on such share (subject to adjustmenicti §ixed dollar amounts for any stock splits, &tdividends, combinations,
recapitalizations or the like). If upon the occuae of such event, the assets and funds thushdittd among the holders of the Series B
Convertible Preferred Stock shall be insufficiempermit the payment to such holders of the fulte$aid preferential amounts, then the e
assets and funds of this corporation legally ab&ldor distribution shall be distributed ratablpang the holders of the Series B Convertible
Preferred Stock based on the number of sharesmhtm Stock held by each (assuming full conversiaallsuch Series B Convertible
Preferred Stock). The "Series B Original Issued®rghall mean US$ 0.380 per each share of Seresr®ertible Preferred Stock (as adjus
for any stock splits, stock dividends, recapitalmas or the like, with respect to the ConvertiBleferred Stock). After payment of the full
aforesaid preferential amount to the holders ofeSeB Convertible Preferred Stock, the holderseies A Convertible Preferred Stock shall
be entitled to receive, prior and in preferencang distribution of any of the assets of this cogtion to the holders of Common Stock by
reason of their ownership thereof, an amount pareshqual to the sum of (aa) the Series A Origsgle Price (as defined below) applicable
for such share plus annual interest at the ratéB®OR plus 1.5%, for each 12 months that have phssee the date of issuance of such
Series A Convertible Preferred Stock, plus (bbyetlared but unpaid dividends on such share (sutgeadjustment of such fixed dollar
amounts for any stock splits, stock dividends, cimiafions, recapitalizations or the like).

-16 -



MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS, EXCEPT SHARE AND PER SHARE DATA

NOTE 7:- SHARE CAPITAL (CONT.)

If upon the occurrence of such event, the assetduards thus distributed among the holders of tgeS A Convertible Preferred Stock shall
be insufficient to permit the payment to such hodde the full aforesaid preferential amounts, thienentire assets and funds of this
corporation legally available for distribution shiaé¢ distributed ratably among the holders of teees A Convertible Preferred Stock based
on the number of shares of Common Stock held bl éessuming full conversion of all such Series A@atible Preferred Stock). The
Series A original issue price shall mean $ 1.16&4share for the Series A Convertible PreferredlStexcept for original issues price for
shares of Series A-1 Convertible Preferred Stodl by Telkoor Telecom Ltd. that shall be $ 0.6364 &djusted for any stock splits, stock
dividends, recapitalizations or the like, with respto the Convertible Preferred Stock).

Conversion:

Each share of Convertible Preferred Stock shatldvevertible, at the option of the holder thereofary time after the date of issuance of such
share, at the office of this corporation or anyi$far agent for such stock, into such number df fodid and non-assessable shares of
Common Stock as is determined by dividing the aggissue price applicable for such share by tim¥esion price applicable to such share,
determined as hereafter provided, in effect ordtiite the certificate is surrendered for conversidm initial Conversion Price per share for
shares of Convertible Preferred Stock shall beotiggnal issue price applicable for such share.

Automatic conversion:

Each share of Convertible Preferred Stock shatiraatically be converted into shares of Common Stidke Conversion Price at the time
effect for such share of Convertible Preferred Sioumediately upon the earlier of (i) this corp@vats sale of its Common Stock in a firm
commitment underwritten public offering pursuanatoeffective registration statement under the SéesiAct of 1933, as amended, with a
Company valuation of at least $ 100,000,000 andesgde gross proceeds of at least $ 20,000,000i{i@ddPO), or (ii) the date specified |
written consent or agreement of the holders of% 60the then outstanding shares of ConvertiblégPred Stock.

Dividend provisions:

The holders of the Convertible Preferred Stockldiakntitled to receive, out of funds legally dable therefore, nosumulative dividends :
the rate of 8% of the Original Issue Price (asrdfibelow) for each share of Convertible Prefe8tmtk (subject to appropriate adjustments
in the event of any stock dividend, stock splith@xnation or other similar recapitalization affectisuch shares) per annum per share, pa
in preference and priority to any payment of anghcdividend on Common Stock or any other sharespital stock of the Company other
than the Convertible Preferred Stock, payable war@has declared by the Board of Directors of thea@any. If such dividends on the
Convertible Preferred Stock shall not have beed,aideclared and set apart for payment, the idefig shall be fully paid or declared and
set apart for payment before any dividend shajidid or declared or set apart for any Common Stock.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS, EXCEPT SHARE AND PER SHARE DATA

NOTE 6:- SHARE CAPITAL (CONT.)
0. Share option plan:

1. The Company has authorized, under the Compaa@'s Israeli Option Plan, the grant of optionstf@ Company's Common shares to
directors, employees and consultants. The opticasted have a 4-year vesting schedule, generatigrbe fully exercisable after four
consecutive years of employment or engagementgriceeen years subsequent to the date of grant.options which are forfeited or
cancelled before expiration, become availabledture grant.

2. Pursuant to the plan, the Company reserved$maince 4,536,159 shares of Common stock. As afrbleer 31, 2003, 470,355 shares of
Common stock are still available for future grant.

A summary of the Company's share option activity exlated information, is as follows:

YEAR ENDED YEAR ENDED
DECEMBE R 31, 2003 DECEMBER 31, 2002
WEIGHTED WEIGHTED
AVERAGE AVERAGE
NUMBER OF EXERCISE NUMBER OF EXERCISE
SHARES PRICE SHARES PRICE
Outstanding at the beginning of
the year 1,443,633 $0.08 332,665 $0.16

Granted 1,742,647 0.05 51,218,458 0.07

Exercised - - - -

Forfeited (1,070,453) 0.07 (107,490) 0.16
Outstanding at end of year 2,115,827 $0.06 1,443,633 $0.08
Options exercisable at the end
of the year 718,020 $0.08 429,536 $0.09

The options outstanding as of December 31, 200& haen classified by range of exercise pricepb@is:

OPTIONS WEIGHTED OPTIONS WEIGHTED
OUTSTANDING AVERAGE WE IGHTED EXERCISABLE AVERAGE
RANGE OF AS OF REMAINING A VERAGE AS OF EXERCISE PRICE
EXERCISE DECEMBER 31, CONTRACTUAL EX ERCISE DECEMBER 31, OF OPTIONS
PRICE 2003 LIFE (YEARS) P RICE 2003 EXERCISABLE
$0.05-0.07 1,881,178 9 $ 0.06 502,786 $ 0.05
$0.16 234,649 8 $ 0.16 215,234 $ 0.16
2,115,827 $ 0.06 718,020 $ 0.08




MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS, EXCEPT SHARE AND PER SHARE DATA

NOTE 6:- SHARE CAPITAL (CONT.)
p. Options issued to consultants:

1. The Company's outstanding options to consul@ntsf December 31, 2003, are as follows:

OPTIONS FOR EXERC ISE PRICE OPTIONS
ISSUANCE DATE COMMON SHARES PER SHARE EXERCISABLE
March 2002 368,631 $ 0.16 368,631
July 2002 597,164 $ 0.05 597,164
January 2003 83,630 $ 0.09 83,636
March 2003 449,424 $ 0.05 449,424
September 2003 226,416 $ 0.05 226,416
November 2003 224,712 $ 0.05 224,712
1,949,977 1,949,977

2. The Company had accounted for its options t@elb@nts under the fair value method of SFAS N@ 42d EITF 96-18. The fair value for
these options was estimated using a Black-Schaigsmpricing model with the following weighted-aage assumptions for 2003 and 2002:
risk-free interest rate of 1.5%, dividend yield€66, volatility factors of the expected market praf the Company's Common shares of 0.5,
and a contractual life of the options of approxieiafour and ten years, respectively. The relatadmensation was computed and an expense
of $ 364 and $ 30 was recorded in the consolidstEgment of operations for 2003 and 2002, respgti

NOTE 7:- TAXES ON INCOME

a. Through December 31, 2003, Magnifire Websystemshad a U.S. federal net operating loss of axprately $ 2,160, which can be
carried forward and offset against taxable incoamg, which expires during the years 2021-2023. TgindDecember 31, 2003, Magnifire
Websystems Ltd. had a net operating loss of appravaly $ 7,630.

b. Loss before taxes on income consists of thevatig:

PERIOD FROM JULY
15, 2000 (D ATE
YEAR ENDED OF INCEPTI ON)
DECEMBER 31, THROUGH
-------------------- DECEMBER 31,

2003 2002 2003

Domestic $1,320 $ 510 $2,198
Foreign 2,836 2,606 7,685

$4,156 $3,116 $9,883
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS

NOTE 7:- TAXES ON INCOME (CONT.)
c. Deferred income taxes:

Deferred income taxes reflect the net tax effettemporary differences between the carrying anmohissets and liabilities for financial

reporting purposes and the amounts used for in¢armpurposes. Significant components of the Compgartlyits subsidiaries deferred tax
liabilities and assets are as follows:

DECEMBER 31,

2003 2002
Operating loss carryforward $ 3,458 $ 2,061
Reserves and allowances 28 21
Net deferred tax asset before valuation allowance 3,430 2,040
Valuation allowance (3,430) (2,040)
Net deferred tax asset $ - $ -

As of December 31, 2003, the Company and its sidr&@d have provided valuation allowances of $ 3,48 respect of deferred tax assets
resulting from tax loss carryforwards and othergenary differences. Management currently beliehes it is more likely than not that the
deferred tax regarding the loss carryforwards ghdraemporary differences will not be realizedha foreseeable future.

d. The main reconciling items between the statutaxyrate of the Company and the effective tax aatethe non-recognition of the benefits
from accumulated net operating losses carryforvaandng the various subsidiaries worldwide, due ¢éouthcertainty of the realization of st
tax benefits.

NOTE 8:- SUBSEQUENT EVENT (UNAUDITED)

On May 31, 2004, the Company was acquired by FBvbidis Inc., in consideration of $ 29,000, in cash.
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MAGNIFIRE WEBSYSTEMS INC.

(A DEVELOPMENT STAGE COMPANY)

CONSOLIDATED BALANCE SHEETS

U.S. DOLLARS IN THOUSANDS, EXCEPT SHARE AND PER SHARE DATA

ASSETS
CURRENT ASSETS:
Cash and cash equivalents
Restricted cash

Inventory
Accounts receivable and prepaid expenses

Total current assets

SEVERANCE PAY FUND

PROPERTY AND EQUIPMENT, NET

LIABILITIES AND STOCKHOLDERS' EQUITY (DEFICIENC

CURRENT LIABILITIES:
Trade payables
Employees and payroll accruals
Other accounts payable and accrued expenses
Deferred revenues

Total current liabilities

ACCRUED SEVERANCE PAY

CONVERTIBLE PROMISSORY NOTE

STOCKHOLDERS' EQUITY (DEFICIENCY):
Share capital -

Convertible Preferred A stock of $ 0.01 par val
shares as of March 31, 2004 and 2003 and Dece
outstanding: 5,658,720 shares as of March 31,
31, 2003; Liquidation preference of $ 6,735 a

Convertible Preferred B stock of $ 0.01 par val
shares as of March 31, 2004 and 2003 and Dece
outstanding: 7,899,225 shares as of March 31,
31, 2003; Liquidation preference of $ 3,102 a

Common stock of $ 0.01 par value: Authorized: 3
31, 2004 and 2003 and December 31, 2003; Issu
shares as of March 31, 2004 and 2003 and as o

Deferred stock compensation
Additional paid-in capital
Deficit accumulated during the development stage

Total shareholders' equity (deficiency)

MARCH 31,
2004

Y)

ue: Authorized: 5,658,720

mber 31, 2003; Issued and

2004 and 2003 and December

s of March 31, 2004 57

ue: Authorized: 7,899,225

mber 31, 2003; Issued and

2004 and 2003 and December

s of March 31, 2004 79

2,442,056 shares as of March

ed and outstanding: 2,240,500

f December 31, 2003 22
(245)
9,429

(10,706)

The accompanying notes are an integral part oftimsolidated financial statements.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

CONSOLIDATED STATEMENTS OF OPERATIONS
U.S. DOLLARS IN THOUSANDS

PERIOD FROM
JULY 15, 2000
THREE M ONTHS ENDED (DATE OF INCEPTION)
M ARCH 31, THROUGH
------------------------ MARCH 31,
2004 2003 2004
UN AUDITED
Revenues $ - $ 32 $ 32
Cost of revenues - 24 125
Gross profit (loss) - 8 (93)
Operating expenses:
Research and development 384 504 6,690
Sales and marketing 364 278 3,597
General and administrative 52 20 300
Operating loss 800 794 10,680
Financial expenses (income), net 23 1) 17
Other expenses - - 9
Net loss $ 823 $ 793 $ 10,706

The accompanying notes are an integral part o€disolidated financial statements.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

STATEMENTS OF CHANGES IN STOCKHOLDERS' EQUITY (DEFI CIENCY) U.S. DOLLARS IN THOUSANDS, EXCEPT

SHARE DATA

COMMON STOCK P

Balance at July 15, 2000

CONVERTIBLE CONVERTIBLE
REFERRED A STOCK PREFERRED B STOCK DEFERRED AD DITIONAL DURING THE

STOCK

NUMBER AMOUNT NUMBER AMOUNT COMPENSATION

DEFICIT
ACCUMULATED

PAID-IN DEVELOPMENT
CAPITAL STAGE TOTAL

(date of inception) -$ - - 0% - -%$- 3% - 3 - -3 -
Issuance of shares in BVI - - - - - - - 1 - 1
Net loss - - - - - - - - (363) (363)
Balance at December 31, 2000 -$ - - % - -$ -3 - 3 1 $ (363) $ (362)
Exercise of stock options 1,300 *) - - - - - - - -
Issuance of convertible
Preferred A stock, net - -4, 517,672 45 - - - 5,104 - 5,149
Issuance of Common stock 110,725 1 - - - - - - - 1
Conversion of convertible
loans - - 267,827 3 - - - 772 - 775
Stock split effected as a
stock dividend 2,128,475 21 873,221 9 - - - (31) - 1)
Net loss - - - - - - - - (2,248) (2,248)
Balance at December 31, 2001 2,240,500 22 5, 658,720 57 - - - 5,846 (2,611) 3,314
Issuance of Preferred B
stock, net - - - - 7,899,225 79 - 2,879 - 2,958
Stock-based compensation
related to options granted
to consultants - - - - - - - 30 - 30

Net loss - -

Balance at December 31, 2002 2,240,500 22 5,

- (3,116) (3,116)

8,755 (5,727) 3,186

Deferred stock compensation - - - - - - (310) 310 - -
Amortization of deferred
stock compensation - - - - - - 46 - - 46
Stock-based compensation
related to options
- - - - 364 - 364

granted to consultants - -
Net loss - -

Balance at December 31, 2003 2,240,500 22 5,

Amortization of deferred
stock compensation - -
Net loss - -
Balance at March 31, 2004
(unaudited) 2,240,500 $22 5,

*) Represent an amount lower than $ 1.

658,720 $57 7,899,225 $ 79 $ (245) $

The accompanying notes are an integral part o€dimsolidated financial statements.
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- (4156) (4,156)

9,429  (9,883) (560)

- - 19
- (823) (823)

9,429 $(10,706) $(1,364)




MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

CONSOLIDATED STATEMENTS OF CASH FLOWS
U.S. DOLLARS IN THOUSANDS

PERIOD FROM
JULY 15 , 2000
THREE MONTHS ENDED (DATE OF | NCEPTION)
MARCH 31, THRO UGH
----------------------- MARC H 31,
2004 2003 20 04
UNAUDITED

Cash flows from operating activities:
Net loss $ (823) $ (793) $(10 ,706)

Adjustments required to reconcile loss to net cas h used in
operating activities:
Depreciation 16 18 190
Gain on sale of property and equipment - - (5)
Increase in inventory 3) (38) (83)
Increase in accounts receivable and prepaid exp enses (10) (55) (155)
Stock-based compensation in respect of warrants granted to
consultants - 1 395
Amortization of deferred stock compensation 19 - 65
Increase in trade payables 23 53 232
Increase in employees and payroll accruals 27 1 150
Increase (decrease) in other accounts payable a nd accrued
expenses 3 (25) 102
Increase in deferred revenues 8 - 90
Increase (decrease) in accrued severance pay, n et 2 (13) 6
Accrued interest expenses on promissory note 11 - 19
Net cash used in operating activities (727) (851) 9 ,700)
Cash flows from investing activities:
Decrease (increase) in restricted cash 2 1 (76)
Purchase of property and equipment Q) ©) (318)
Proceeds from sale of property and equipment - - 43
Net cash provided by (used in) investing activities 1 (6) (351)
Cash flows from financing activities:
Proceeds from issuance of stock capital, net - - 8 ,107
Proceeds from convertible promissory note 470 - 2 ,890
Principal payment of long-term loan - - (45)
Net cash provided by financing activities 470 - 10 ,952
Increase (decrease) in cash and cash equivalents (256) (857) 901
Cash and cash equivalents at beginning of period 1,157 3,328 -
Cash and cash equivalents at end of period $ 901 $ 2,471 $ 901
Supplemental disclosure of non-cash investing and f inancing
activities:
Issuance of Preferred stock upon conversion of conversion
promissory notes $ - $ - $ (775)
Issuance of shares without consideration $ - $ - $ 1)

-5-
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS

NOTE 1:- GENERAL

a. Magnifire Websystems Inc. (the Company") wasiiporated and commenced its operations in the Sfddelaware on January 29, 2001.
The Company is engaged in the development of swisifior Internet security applications.

b. The Company's wholly-owned subsidiary was inocafed on November 15, 2000, under the name Magmifietworks Limited (a British
Virgin Islands corporation). Its wholly-owned suttisiry was incorporated and commenced its operataniuly 15, 2000 under the name
Magnifire Networks (Israel) Limited.

c. Magnifire Networks Limited (BVI) repurchased aflits shares from its stockholders on January2B801 and issued 100 shares par valt
$ 0.01 each to Magnifire Websystems Inc. (see NMoje

The Company issued 100% of its issued and outstgretiare capital to the original stockholders ofjiMére Networks Limited (BVI).

d. The Company and its subsidiaries are devotibgtantially all of their efforts toward conductingsearch, development and marketing of
their software. The Company's and its subsidiasietvities also include raising capital and retingi personnel. In the course of such
activities, the Company and its subsidiaries hasstasned operating losses and expect such lossesitimue in the foreseeable future. The
Company and its subsidiaries have not generatdidisut revenues and have not achieved profitapkrations or positive cash flow from
operations. The Company's accumulated deficit agdeel to $ 10,706 thousand as of March 31, 200d.dmpany has a shareholder's
deficiency of $ 1,364 thousand. There is no assgrdmat profitable operations, if ever achievedjldde sustained on a continuing basis.

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES

The consolidated financial statements have begraped in accordance with generally accepted acowmuptinciples in the United States
("U.S. GAAPY).

a. Use of estimates:

The preparation of the financial statements in gonfty with generally accepted accounting principleequires management to make
estimates and assumptions that affect the amoeptsted in the financial statements and accompgnyartes. Actual results could differ fre
those estimates.

b. The significant accounting policies appliedhe annual financial statements of the Company &eoémber 31, 2003, are applied
consistently in these interim financial statements.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS

NOTE 2:- SIGNIFICANT ACCOUNTING POLICIES (CONT.)

c. Deferred revenue includes unearned amountsvextender maintenance and support contracts, andramreceived from customers but
not recognized as revenues.

d. For further information, refer to the consolethfinancial statements as of December 31, 2003.
e. Accounting for stock-based compensation:

Under SFAS No. 123, "Accounting for Stock Based @ensation” ("SFAS No. 123"), pro forma informati@garding net loss and net loss
per share is required, and has been determindédreessCompany had accounted for its employee stptions under the fair value method of
that Statement. The fair value for these options @stimated at the date of grant using a minimlialevaption-pricing model with the
following weighted-average assumptions:

TH REE MONTHS ENDED
MARCH 31, YEAR ENDED
- e DECEMBER 31,
2 004 2003 2003
UNAUDITED
Risk-free interest rates 1% 1.5% 1.5%
Dividend yields 0% 0% 0%
Expected life 4 4 4

Pro forma information under SFAS 123:

Net loss as reported $ 823 $ 793 $ 4,061
Add: stock based employee compensation -

intrinsic value 19 - 46
Deduct: stock-based employee - fair value (21) 1 (48)
Pro forma net loss $ 821 $ 794 $ 4,059

The Company adopted the disclosure provisionsmdifigial Accounting Standards Board Statement N8, "lccounting for Stock-Based
Compensation transition and disclosure” ("SFAS No. 148"), whaahended certain provisions of SFAS 123 to prowitirnative methods
transition for an entity that voluntarily changeshe fair value based method of accounting fotlstzased employee compensation, effective
as of the beginning of the fiscal year. The Compaomtinues to apply the provisions of APB No. 2batcounting for stock-based
compensation.
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MAGNIFIRE WEBSYSTEMS INC.
(A DEVELOPMENT STAGE COMPANY)

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
U.S. DOLLARS IN THOUSANDS

NOTE 3:- UNAUDITED INTERIM CONSOLIDATED FINANCIAL S TATEMENTS

The accompanying unaudited interim consolidatedrfaial statements have been prepared in accordédticgenerally accepted accounting
principles for interim financial information. Acadingly, they do not include all the information afiodtnotes required by generally accepted
accounting principles for complete financial sta¢es. In the opinion of management, all adjustmésuasisting of normal recurring
accruals) considered necessary for a fair presentave been included. Operating results for liheet months ended March 31, 2004, are
necessarily indicative of the results that may Xygeeted for the year ended December 31, 2004.

NOTE 4:- SUBSEQUENT EVENT

On May 31, 2004, the Company was acquired by FBvbidis Inc., in consideration of $ 29,000, in cash.



