Edgar Filing: DOT HILL SYSTEMS CORP - Form 10-K/A

DOT HILL SYSTEMS CORP
Form 10-K/A
April 25, 2003

Quicklinks -- Click here to rapidly navigate through this document

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-K/A
(Amendment No. 1 to Form 10-K)

Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934

FOR THE FISCAL YEAR ENDED DECEMBER 31, 2002

Commission file number 1-13317

DOT HILL SYSTEMS CORP.

(Exact name of registrant as specified in its charter)

DELAWARE 13-3460176
(State of incorporation) (IRS Employer Identification No.)
92009
6305 El Camino Real (zip code)

Carlsbad, CA
(Address of principal executive offices)
(760) 931-5500

(Registrant's telephone number, including area code)

Securities registered pursuant to Section 12(b) of the Act:

Shares outstanding at Name of each exchange on which
Title of each class March 26, 2003 registered
Common stock, $.001 par value 29,981,638 American Stock Exchange

Securities registered pursuant to Section 12(g) of the Act:
None

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange
Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been
subject to such filing requirements for the past 90 days. Yes y No o

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained herein, and will not be
contained, to the best of registrant's knowledge, in definitive proxy or information statements incorporated by reference in Part III of this
Form 10-K or any amendment to this Form 10-K. Yes y No o



Edgar Filing: DOT HILL SYSTEMS CORP - Form 10-K/A

Indicate by check mark whether the registrant is an accelerated filer (as defined in Exchange Act Rule 12b-2). Yeso No y

The aggregate market value of the voting and non-voting common equity held by non-affiliates computed by reference to the price at which
the common equity was last sold as of June 28, 2002 was $45,082,711.

Documents incorporated by reference: Portions of the registrant's definitive Proxy Statement for its 2003 Annual Meeting of Stockholders
are incorporated by reference into Part III of this Form 10-K.

DOT HILL SYSTEMS CORP.
INDEX TO ANNUAL REPORT ON FORM 10-K
FOR THE YEAR ENDED DECEMBER 31, 2002

PART I
Item 1. Business 1
Item 2. Properties 26
Item 3. Legal Proceedings 26
Item 4. Submission of Matters to Vote of Security Holders 26
PART IT
Item 5. Market for Registrant's Common Equity and Related Stockholder Matters 27
Item 6. Selected Financial Data 27
Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations 28
Item 7A. Quantitative and Qualitative Disclosures About Market Risk 43
Item 8. Financial Statements and Supplementary Data 44
Item 9. Changes in and Disagreements With Accountants on Accounting and Financial Disclosure 44
PART III
Item 10. Directors and Executive Officers of the Registrant 45
Item 11. Executive Compensation 45
Item 12. Security Ownership of Certain Beneficial Owners and Management and Related
Stockholder Matters 45
Item 13. Certain Relationships and Related Transactions 45
Item 14. Controls and Procedures 46
PART IV
Item 15. Exhibits, Financial Statements Schedules and Reports on Form 8-K 46

1

Explanatory Note

This Form 10-K/A is filed solely for purposes of amending certain disclosures contained in our form 10-K filed with the Securities and
Exchange Commission on March 31, 2003. This Form 10-K/A does not reflect events occuring after the filing of our original Form 10-K and no
attempt has been made to modify or update any disclosures other than those amended.

Forward-Looking Statements

Certain statements contained in this report, including, but not limited to, statements regarding the development, growth and expansion of
our (Dot Hill Systems Corp.'s) business, our intent, belief or current expectations, primarily with respect to our future operating performance and
the products we expect to offer and other statements contained herein regarding matters that are not historical facts, are "forward-looking
statements" within the meaning of Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of
1934, as amended, and are subject to the "safe harbor" created by those sections. Future filings with the Securities and Exchange Commission, or
SEC, future press releases and future oral or written statements made by us or with our approval, which are not statements of historical fact, may
also contain forward-looking statements. Because such statements include risks and uncertainties, many of which are beyond our control, actual
results may differ materially from those expressed or implied by such forward-looking statements. Some of the factors that could cause actual
results to differ materially from those expressed or implied by such forward-looking statements are set forth in the section entitled "Certain Risk
Factors Related to the Company's Business," in the section entitled "Management's Discussion and Analysis of Financial Condition and Results
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of Operations" and elsewhere throughout this Annual Report on Form 10-K.

Readers are cautioned not to place undue reliance on these forward-looking statements. The forward-looking statements speak only as of
the date on which they are made, and, except as required by applicable law, we undertake no obligation to update any forward-looking statement
to reflect events or circumstances after the date on which the statement is made or to reflect the occurrence of unanticipated events.

PART I
Item 1. Business

We are a provider of highly reliable, high-performance disk-based data storage and networking solutions for open systems computing
environment, including Windows NT, Solaris, UNIX, Linux, HP-UX and AIX. Our solutions encompass a broad range of products, from
stand-alone storage systems to complete turn-key Storage Area Networks, or SANs. Our storage solutions reach customers through direct and
indirect channels, including through Original Equipment Manufacturers, or OEMs, Value Added Resellers, or VARSs, and system integrators.
With information becoming an increasingly critical business resource, customers demand that their storage systems be highly reliable, available
and manageable, provide fault-tolerance (a system's ability to cope with internal hardware problems such as a disk drive failure and still continue
to operate with minimal impact) and high performance and come with a high level of customer and technical support. We provide storage
solutions that meet these requirements by combining extensive design and implementation experience with technologies that we believe are
leading-edge. We sell storage products as modular building blocks and as solution packages. Our storage solutions run on different protocols to
accommodate our customers' various needs, including Small Computer Systems Interface, or SCSI, and Fibre Channel (a high-speed
storage/networking interface that offers high performance, capacity and cabling distance, increased system configuration flexibility and
scalability and simplified cabling) and can be combined or attached to each other in building block fashion to provide storage capacity ranging
from approximately 200 gigabytes to multiple terabytes.

We are one of the few companies in our industry to offer Network Equipment Building Systems, or NEBS, Level 3 certified and military
standard 810F, or MIL-STD 810F, compliant storage systems. These standards speak to system ruggedness and reliability, which are
increasingly important requirements. NEBS guidelines were developed as ultra-high reliability standards for telecommunications equipment,
including storage products. There are three levels of NEBS specifications. The most rugged and reliable equipment is rated "carrier-class NEBS
Level 3," where carrier-class indicates equipment providing the same high level of reliability as telephone networks or carriers, which are built
to remain operational during and after a disaster. The NEBS standards mandate a battery of tests designed to simulate the extreme conditions of
natural or man-made disasters and cover a range of product requirements for operational continuity. MIL-STD 810F was created by the U.S.
government and involves a range of tests used to measure the reliability of equipment in extreme conditions, including physical impact,
moisture, vibration and high and low temperatures. The Company's SANnet series of storage solutions has demonstrated 99.9998% availability,
a level of reliability required for NEBS Level 3 standard.

Historically, our revenues have depended mainly on direct sales to an array of customers primarily in the government and
telecommunications sectors. Beginning in 2001, we adopted a new business strategy and shifted our sales and marketing efforts away from
direct sales and toward indirect sales channels through channel partners, including OEMs, VARs and system integrators; we believe the indirect
sales channels fit well with our product set and manufacturing strategy. Our sales force is now focused on sales to channel partners regardless of
the end-user market that those channel partners serve.

Our channel partners integrate our systems into their products, private-label our systems or simply sell our systems off the shelf. In
May 2002, we signed an OEM agreement with a key channel partner, Sun Microsystems, or Sun. Based on our anticipated need to manufacture
product in large volume for Sun and other channel partners, we further refined our business strategy during 2002 by engaging a third party
manufacturer, Solectron Corporation, or Solectron, to supply the bulk of our production capacity going forward, particularly for our
next-generation SANnet II family of disk systems.

During October 2002, we began shipping to Sun the first product in our SANnet II family of systems, SANnet II SCSI, for resale to Sun's
customers. Sales of this product accounted for approximately 60% of our net revenue in the fourth quarter of 2002. We began shipping a second
product to Sun for resale to its customers in March 2003. We expect Sun to make generally available to its customers two more of our products
awarded under our OEM agreement with Sun during the second and third quarters of 2003, respectively.

Since its launch, our SANnet II SCSI systems have been manufactured and assembled by Solectron. We believe that the decision to
outsource manufacturing will allow us to gain efficiencies in our manufacturing operations, increase our emphasis on research and development
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activities and provide continued engineering support to our channel partners.

On Aug. 17, 2001, we announced that we had received notification from the New York Stock Exchange, or NYSE, that we failed to meet
the NYSE's continued listing standards. NYSE rules require that both average market capitalization and total stockholders' equity of listed
companies must not fall below $50.0 million for more than 30 consecutive trading days. Although our market capitalization subsequently
increased, we continued to fall below the stockholder equity requirements through the fourth quarter of 2002. In December 2002, we elected to
voluntarily move to the American Stock Exchange, where our stock began trading on December 12, 2002.

We are a Delaware corporation, originally incorporated on April 5, 1988 in New York and reincorporated in Delaware in 2001. Effective
August 2, 1999, Box Hill Systems Corp. ("Box Hill") and Artecon, Inc. ("Artecon") completed a merger (the "Merger") in which the two
companies were

merged in a tax-free, stock-for-stock transaction. We are the combined company, and we changed our name to Dot Hill Systems Corp.
immediately after the merger.

We have facilities in Carlsbad, California, the Netherlands and Japan. We have two additional sales offices in the United States and a sales
office in the United Kingdom, Germany and Singapore.

Our website address is http://www.dothill.com. Our filings with the SEC, including our Annual Report on Form 10-K, quarterly reports on
Form 10-Q, current reports on Form 8-K and any amendments to those reports, are available free of charge through our Internet website as soon
as reasonably practicable after being filed with or furnished to the SEC.

In 2003, we intend to adopt a code of ethics that applies to our principal executive officer, principal financial officer, principal accounting
officer or controller, or persons performing similar functions. We intend to post the text of the code of ethics on our website which can be
accessed at www.dothill.com. In addition, we intend to promptly disclose on our website in the future (1) the nature of any amendment to the
code of ethics that applies to our principal executive officer, principal financial officer, principal accounting officer or controller, or persons
performing similar functions and (2) the nature of any waiver, including an implicit waiver, from a provision of the code of ethics that is granted
to one of these specified officers along with the name of the person who is granted the waiver.

Industry Overview

The rapid proliferation of data-intensive applications, such as the Internet, Internet service providers, digital broadcasting, data
warehousing, data mining, and the migration of critical applications to mainframe computers has fueled the demand for open-systems data
storage. Disk storage systems, tape backup systems and storage management software designed to operate on multiple platforms have become a
critical elements of modern management information systems, and storage capabilities are increasingly becoming an important factor in
computer system purchasing decisions. In many instances, capital expenditures on storage systems are equal to or greater than those made on
computer processing hardware. This is particularly true in the case of open systems, which are computing environments incorporating computers
that act as servers interconnected over a network to client workstations and utilize a variety of other system components and peripherals. The
open systems market is characterized by large capacity UNIX operating system variants such as Solaris, Linux, HP-UX and AIX, as well as
Windows NT servers, operating in multi-platform environments.

Host Attached Storage and Fibre Channel Interfaces

Host attached storage systems (also referred to as server attached storage and direct attached storage systems) are those connected directly
to the network server. The open systems market's current host attached storage options include arrangements of two or more hard disks
organized to improve speed and provide protection of data against loss, or disk arrays, Redundant Arrays of Independent Disks, or RAID,
storage systems and tape backup systems. Generally, each of these storage options is attached to the host using the SCSI or Fibre Channel
protocol. Historically, SCSI or higher performance variants of SCSI designed to transfer data at increasingly higher rates with enhanced
reliability and lower error rates known as Ultra SCSI, Ultra 2 and Ultra 3, were the interfaces most commonly used in storage systems. Fibre
Channel became commercially available in 1997 and has since gained broad marketplace acceptance. Fibre Channel is a high-speed serial
interface that enables the transfer of data between computers and peripherals at increased rates and cabling lengths and among a greater number
of hosts. Fibre Channel also enables SANs, which generally cannot be configured using the SCSI standard.
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SAN Based on Fibre Channel

A SAN is a network that sits between servers and storage devices and is commonly based on the Fibre Channel protocol. SANs may be
used to create centralized pools of storage and backup devices that are accessed at high speeds by multiple and disparate hosts. SANs may also
be used to create redundant data paths to the same storage systems and backup devices, thereby improving a system's fault-tolerance and transfer
rates.

Our Solutions

We were among the first storage vendors to provide SANS to customers. In September 1999, we launched a line of storage systems,
SANnet®, which is engineered to operate in SAN environments. SANnet comes bundled with SANscape®, a storage management software
package we developed that greatly enhances the benefits and performance of SANs. In September 2001, we unveiled our line of Axis Storage
Managers , which is a family of self-contained systems that add affordable intelligence to existing storage and network infrastructures. In the
fourth quarter of 2002, we introduced the first SCSI-based member of our next-generation family of systems, SANnet II. We expect to introduce
a Fibre Channel ablade and network-attached storage version of SANnet II during the first half of 2003. Network-attached storage, or NAS, is a
disk array storage system that is attached directly to a network, rather than to a network server. Like the SANnet family of products, the SANnet
II family includes compact, rugged RAID and JBOD arrays (an acronym for "just a bunch of disks" that refers to a disk array without a
controller) that operate with our SANscape and SANpath® software, and are designed to operate in extreme environmental conditions. The
SANnet II family products are NEBS Level 3 and MIL-STD 810F certified.

Our products and services are intended to provide users with the following benefits.
Reliability

We believe that high reliability is essential to our customers due to the critical nature of the data being stored. We design redundancy,
reliability and high-performance into our storage systems. Redundant components, such as power inlets, fans and controllers, have the ability to
be replaced while the system is on line without having to power down (referred to as hot-swappable or hot-plug removable), providing
customers with the ability to replace, upgrade or service components in the field without interrupting network activity. All of our disk array
products currently offered are NEBS Level 3 certified and MIL-STD 810F tested by an independent laboratory.

In order to pass NEBS Level 3 certification, products are subjected to 99°F temperature fluctuations, 15,000 volts of electrical discharge,
the need to self-extinguish when on fire, humidity fluctuations from 5% to 90%, air-borne contaminants comparable to a 400 mph dust storm
and the stress of an 8.3 Richter scale earthquake. Our SANnet and SANnet II storage systems have been tested to 99.9998% uptime availability,
a level of reliability required by the NEBS Level 3 standard.

Multi-Platform Support

As an independent provider of storage products, we are well positioned to provide storage solutions on a variety of platforms and operating
systems, including UNIX, Linux and Windows. Our SANnet and SANnet II lines of systems supports multiple servers operating on different
platforms simultaneously. This cross-platform capability allows customers to standardize on a single storage system that can readily be

reconfigured and redeployed at minimal cost as the customer's open systems components change.
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Capacity and Density

Reducing the amount of rack space used in expensive computer room floors can save customers money. Our storage systems are among the
most space-efficient in the storage industry, maximizing our customers' limited space and significantly reducing their costs.

Scalability
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Our products are designed using a single cohesive modular architecture that allows customers to size and configure storage systems to meet
their specific requirements. This modular architecture also allows customers to easily expand or reconfigure a system as their needs change,
permitting them to extend the useful life of and better utilize their existing systems.

Manageability

The ability to manage storage systems, particularly through storage management software, is a key differentiator among storage vendors.
SANpath and SANscape, our storage management software offerings, enable customers to more easily manage, configure and respond to their
changing system requirements.

Total Cost of Ownership and Return on Investment

Our products combine reliability, flexibility, scalability and management into one of the smallest form factors in today's market. By
extending and leveraging our customers' installed solution, we are able to provide solutions that offer both a lower total cost of ownership and a
higher return on investment.

Our Products and Systems

We designed our core family of disk storage solutions with the reliability, flexibility, and performance necessary to meet the needs of
today's data-intensive, critical applications. We offer storage systems in many topologies, including SCSI, Fibre Channel and NAS. Our software
consists of two programs that we developed: SANpath, a storage networking utility, and SANscape, storage management software that comes
bundled with our storage systems. Our Axis Storage Managers enable companies to enhance their existing Information Technology, or IT,
infrastructures without replacing them, regardless of what storage is used. We break-down our overall revenue and gross margin into four main
product groups: our SANnet and SANnet II systems, our legacy systems, services and tape backup. For the years ended December 31, 2002,
2001 and 2000, our SANnet and SANnet II systems accounted for approximately 75%, 49% and 25% of net revenue, respectively. Gross margin
(loss) on SANnet and SANnet II systems for the years ended December 31, 2002, 2001 and 2000, was (5)%, 15% and 41% of revenue,
respectively.

For the years ended December 31, 2002, 2001 and 2000, service accounted for approximately 7%, 9% and 7% of net revenue, respectively.
Gross margin on service for the years ended December 31, 2002, 2001 and 2000, was 17%, 25% and 54% of revenue, respectively.

For the years ended December 31, 2002, 2001 and 2000, tape backup accounted for approximately 4%, 8% and 10% of net revenue,
respectively. Gross margin on tape backup for the years ended December 31, 2002, 2001 and 2000, was 16%, 3% and 17% of revenue,
respectively. For the years ended December 31, 2002, 2001 and 2000, legacy systems and other accounted for approximately 14%, 33% and
58% of net revenue, respectively. Gross margin on legacy products for the years ended December 31, 2002, 2001 and 2000 was 38%, 32% and
35% of revenue, respectively.

SANnet Il Family of Systems

During the fourth quarter of 2002, we introduced the first member of our next-generation family of disk-based solutions, SANnet II. The
SANnet II family of storage networking solutions includes compact, rugged RAID and JBOD arrays and supports SAN, DAS and NAS
configurations. The SANnet II products provide industry-leading 99.9998% uptime, a level required by the NEBS Level 3 standard, and are
tested to operate in extreme environmental conditions. All SANnet II products are backed by NEBS Level 3 certification and MIL-STD 810F
testing. Each SANnet II product shares a common modular architecture and unified management software with all the other products in the
SANnet II family. SANnet II brings enterprise class features into the workgroup and entry-level market and helps to eliminate downtime by
providing no single points of failure.

SANnet II SCSI

First launched in October 2002, SANnet II SCSI is an Ultra 160 SCSI, 2U, 12-drive RAID storage solution for Windows, Linux
and UNIX platforms.

SANnet Il FC
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Launched in the first quarter of 2003, the SANnet II FC is a 2U storage networking solution with 12 disk drive bays for

Windows, Linux and UNIX platforms. It features end-to-end 2 gigabit Fibre Channel technology for SAN and DAS architectures. The
SANnet I FC comes with a single or dual controller, AC or DC power supplies and eight host ports.

SANnet Il NAS

Introduced during the first quarter of 2003 and expected to be launched by mid-2003, SANnet II NAS is a 2U storage networking
solution consisting of 12 disk drive bays. The SANnet II NAS features dual gigabit Ethernet, AC or DC power options and
connections to support high-speed local area network environments. The SANnet II NAS supports clients running Solaris, Windows,
Linux, HP-UX and AIX, and delivers heterogeneous file sharing for servers and workstations.

SANnet Il Blade

Expected to be launched by the third quarter of 2003, SANnet II Blade is a 1U storage solution for environments that require high
performance and have limited rack space.

SANnet Family of Systems

The SANnet family of systems is expected to be replaced by SANnet II, our next-generation family of systems, as they are made generally
available to our customers. This original line of SAN-ready disk storage solutions includes an end-to-end Fibre Channel RAID storage system
and JBOD expansion units, as well as SCSI RAID and JBOD systems. All of the SANnet family has been engineered to carrier-class standards.

Software Solutions
Our suite of software consists of two key software packages.

SANpath helps to ensure availability and failover and failback (the transfer of operation from a failed component such as a
controller or disk drive, to a similar, redundant component to ensure uninterrupted data flow and operability) of data across a SAN and
enhances network-server bandwidth by balancing data loads among functioning data paths and automatically routing data away from
non-functioning paths. SANpath also enables modifications to the SAN without server
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restarts, and provides LUN (logical unit number; an addressing scheme used to define SCSI devices on a single SCSI bus) masking
capabilities.

SANscape is a Java-based software utility that combines SAN configuration, maintenance and monitoring tools into a single
application. SANscape allows customers to administer our storage systems located worldwide from a single console by sending system
information across the Internet, intranets or telephone lines. SANscape also notifies customers of issues with their systems by email,
beeper or other means and allows for remote configuration and trouble-shooting through an interactive Graphical User Interface, or
GUL

Tape Backup

Our Tape Backup consist of tape libraries and backup management software, which we purchase from third parties and then integrate and
deliver to customers.

Legacy Products

We have a number of legacy products that we continue to make available to certain channel partners at their request. In general, these
solutions have been integrated into the products of our partners, and integrating a newer version of our products would require our partners to
re-engineer their own products.

Customers

We market our products to mid-level users in the open systems market running applications that demand reliability. We have installed
storage systems in data-intensive industries where companies require dependable, high-performance, high-availability storage solutions, such as
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Internet applications, Service Providers, or xSPs, financial services, telecommunications, health-care, government/defense and academia.

Historically, our strategy was to target customers directly through our own sales force, and to focus on the telecommunications sector,
providers of e-commerce and Internet services and the government. For the years ended December 31, 2002, 2001 and 2000, direct sales to
customers in the e-commerce, telecommunications and xSPs industries were 22%, 37% and 39%, respectively, of our net revenue. For the years
ended December 31, 2002, 2001 and 2000 direct sales to the government were 18%, 16% and 13%, respectively, of our net revenue.

In 2001, we began shifting our sales and marketing strategy away from direct sales to focus on indirect sales through channel partners,
including OEMs, VARs and system integrators. These channel partners integrate our products with their own, private-label our products, or
simply resell our products off the shelf. In May 2002, we signed an OEM agreement with Sun, a key channel partner, under which Sun
private-labels our products and sells them to its end users. We expect that a significant portion of our 2003 revenue will be derived through
channel partners.

Historically, a significant percentage of our annual net revenue each year has been derived from a limited number of customers. With our
focus on channel partners, that trend has increased and is expected to continue to increase. For the years ended December 31, 2002, 2001 and
2000, our top five customers, including distributors, accounted for approximately 47%, 36% and 37%, respectively, of our net revenue. Sales to
Sun accounted for 25% of our net revenue for the year ended December 31, 2002. That percentage is expected to grow significantly in 2003.
Sales to Comverse Network Systems accounted for 10% and 15% of our net revenue for the years ended December 31, 2002 and 2001,
respectively. Sales to UUNET Technologies, Inc., a wholly owned subsidiary of MCI WorldCom, accounted for 17% of our net revenue for the
year ended December 31, 2000. Our customers have no

minimum purchase requirements and may extend, delay or cancel shipment of their orders without penalty.
Sales and Marketing

Historically, we focused our sales and marketing efforts on direct sales to the telecommunications, e-commerce, Internet and government
markets. Beginning in 2001, we shifted our sales and marketing efforts away from direct sales and toward indirect sales through channel
partners, including OEMs, VARs and system integrators without regard to the particular end user markets served by our channel partners. These
channel partners integrate our products into their own, under their private-label, or simply resell our products off the shelf. Sales to channel
partners represented 56% of our net revenue in 2002. This shift was designed to enable us to grow revenue without adding significantly to our
sales and marketing force. During 2002, we reduced our domestic sales force by sixteen members, our international force by seven members,
and our marketing team by three members. We do not expect the size of our sales or marketing teams to change significantly over the course of
2003.

Domestic Sales and Marketing

As of December 31, 2002, our domestic sales team consisted of 26 sales and sales support employees and 8 marketing and product
marketing employees. We have three operating sales offices located in the United States. A number of sales representatives work from their
homes to cover local territories. Domestic sales represented approximately 75%, 70% and 80% of our net revenue for 2002, 2001 and 2000,
respectively.

International Sales and Marketing

Our international sales and marketing strategy also focuses primarily on indirect sales through channel partners. As of December 31, 2002,
our international sales team consisted of 34 sales and sales support employees. We have six operating international sales offices: two in Japan,
one in the United Kingdom, one in the Netherlands, one in Germany and one in Singapore. Our channel partners are located worldwide.
International sales accounted for approximately 25%, 30% and 20% of our net revenue for 2002, 2001 and 2000, respectively.

Engineering and Product Development

Our research, engineering and product development teams are focused on developing innovative storage and networking solutions along
with storage management software for the open systems market. Our areas of expertise include UNIX, Windows and Linux driver and system
software design; SAN storage resource management software design; data storage system design and integration; and high-speed interface
design for SCSI, Ultra SCSI, Ultra2, Ultra3, Fibre Channel and NAS. We have a history of industry firsts, including the first successfully
commercialized hot-swappable SCSI Disk Array and RAID storage system for the UNIX environment, and the first NEBS Level 3 certified and
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MIL-STD 810F tested line of storage systems.

We generally design our products to have a modular architecture that is readily modified to respond to technological developments and
paradigm shifts in the open systems computing environment. This flexibility also allows us to focus research and development resources on
specific product innovations and advancements with applicability across product lines. The modular architecture allows solutions to be tailored
to customers' specific needs and products to be adapted to changes in technology and in customers' computing environments.

We are currently focusing development efforts on our next-generation family of disk storage systems, SANnet II, and on our storage
management software. Projects include the launch of additional members of the SANnet II family of systems, improvements to our SANpath
and SANscape storage

management software offerings and next generation high-speed solutions that will take advantage of the latest transports and technologies. We
have contracted with a software engineering team in China that assists in writing code.

Engineering and product development expenses (which do not include compensation for applications and technical support engineers,
which is recorded as sales and marketing expenses) for fiscal years 2002, 2001 and 2000 were $10.0 million, $6.7 million and $8.8 million,
respectively. As of December 31, 2002, we had 37 full-time employees engaged in engineering research and development activities, and we
expect to add roughly 20 new members to that team during 2003. In addition, we utilize approximately 10-15 consultants at any given time to
augment certain development functions.

Customer Service and Support

We recognize that providing comprehensive, proactive and responsive support is essential to establishing new customer accounts and
securing repeat business. We provide premier customer service and support, either directly or through third party service providers, aimed at
simplifying installation, reducing field failures, minimizing system downtime and streamlining administration.

As a standard service, we maintain a global network of professional engineers and technicians who provide continuous telephone technical
support from strategically-located Global Response Centers. All our customers receive seven-day, 24-hour telephone technical support, and we
offer support in a variety of different languages. The vast majority of support and service issues are successfully handled over the telephone. For
the year ended December 31, 2002, that number was more than 99%. Additionally, our customers all may use SANsolve our interactive support
knowledge base that gives our customers the ability to find answers to technical questions as well as initiate and track all support issues. We also
offer additional intensive on-site maintenance and support programs for a quarterly or annual fee, under which we will dispatch either our own
technical personnel or those of a global third party service provider to visit customer sites, typically within a few hours. We offer four additional
levels of customer service: Basic Bronze Support, Standard Silver Support, Enhanced Gold Support, and Mission Critical Platinum Support.

As of December 31, 2002, our customer service and support team consisted of 24 employees, which includes applications engineers.
Despite our shift away from direct sales, we will continue to maintain our current service offerings, which will continue to include onsite support
contracts. These services will be performed either directly by us, or through the increased use of third party service providers, if necessary. Any
significant increase in our emphasis on outsourcing services could result in a reduction in the number of our employees devoted to customer
service. We encourage certain of our channel partners to receive training and to provide support and service to their end-users directly, while we
provide the higher levels of support for a fee. In fact, the ability to perform such lower level services in a satisfactory manner is an important
factor that we consider when choosing channel partners. For example, Sun, one of our key channel partners, provides all but the fifth and final
level of support and service to its end-users; we provide that final level of support and service. For certain channel partners and direct customers,
however, Dot Hill provides all levels of support and service, either directly or through third party service providers.

With respect to returns of product to factory, we accept and repair the returns for those products that we manufacture ourselves. Our third
party manufacturer accepts and repairs the products that it has manufactured.

Manufacturing

Historically, we manufactured all of our products in our ISO 9002-certified manufacturing facility. This facility consists of 43,000 square
feet of our 70,000 square-foot headquarters in Carlsbad, California. During 2002, we underwent an important shift in our manufacturing
strategy, and
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outsourced the manufacturing of our new products, including our SANnet II family of products, to a leading, global contract manufacturer,
Solectron. While we will continue to manufacture our SANnet and legacy products in our facility, we presently plan to outsource the
manufacturing of all SANnet II and other new products. As our customers move toward our newer products, the percentage of products
manufactured by us will decrease. We believe that our current facilities and capital equipment, in conjunction with those of third party
manufacturers, are adequate to meet our manufacturing needs in the foreseeable future.

Our On-Site Manufacturing Process

The products that we produce on our own are manufactured in a progressive build operation using a configure-to-order manufacturing
strategy. Our manufacturing process consists of assembling and testing various subassemblies and the systems integration and test of our storage
solution products. We outsource the manufacture of some of those subassemblies. Before we ship an order, the product is subjected to
accelerated stress testing. These test methods include thermal testing, margin testing and firmware revision controls to ensure performance to
specification in the anticipated end-user computing environment. Test results are continuously measured and monitored to support the
continuous improvement efforts. Key components are tracked by individual product serial numbers and logged in our database for tracking
purposes. We strive to develop close relationships with our suppliers, exchanging critical information and implementing joint corrective action
programs to maximize the quality of its components, reduce costs and reduce inventory investments.

In July 1998, we earned the ISO 9002 registration from the International Standards Organization for our manufacturing facility in Carlsbad,
California. The ISO 9002 certification covers the manufacture, distribution and support of our products. Attaining the ISO 9002 certification
entailed examination of our manufacturing standards and processes. We undergo periodic assessments by independent auditors in order to retain
the ISO 9002 certification.

We outsource some of our subassembly and manufacturing, such as plastic molding, sheet metal bending, printed circuit board, or PCB,
fabrication and certain assembly to qualified suppliers in the United States and Asia. We own the design and tools/molds associated with the
manufacture of these parts. During 2002, the third parties that we relied on for these production activities included, but were not limited to, Pan
Dimensional Services for printed circuit board assemblies, or PCBAs, and Paris Precision for sheet metal assemblies. Approximately 6% of our
total raw material purchases for the year ended December 31, 2002 were from Pan Dimensional Services. If we were required to have other third
parties provide subassembly products and services, the transition would likely take a few months to achieve the same levels of productivity with
the new third party suppliers.

Strategic Alliances

Based on our anticipated need to manufacture product in large volume for Sun and other channel partners, we further refined our business
strategy and engaged a third-party manufacturer to supply the bulk of our production capacity going forward, particularly for our next-generation
SANnet II family of disk systems. On May 20, 2002, approximately the same time that we initiated our relationship with Sun, we entered into
two agreements: a Manufacturing Agreement with Solectron Corporation and an OEM Agreement with Infortrend Technology, Inc.

The Manufacturing Agreement establishes that Solectron will procure, assemble, test, stock and ship products on our behalf and under
procedures that were established by us. The first and main customer for the products assembled by Solectron is Sun. Solectron accepts and
repairs returns of the products that it has manufactured for us.

Under the terms of the OEM Agreement, Infortrend is among an approved list of vendors available to Solectron. The OEM Agreement
entitles us to purchase certain electronic components
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known as controllers from Infortrend to use in the products that are sold to our customers. The controller is a major component of our final
product that performs RAID functions. As a feature of the OEM Agreement, Infortrend has agreed to allow Solectron to purchase these
controllers directly from Infortrend to incorporate into our products that are assembled by Solectron. We incur no obligation for purchases made
by Solectron from Infortrend.

Suppliers

10



Edgar Filing: DOT HILL SYSTEMS CORP - Form 10-K/A

We rely on third parties to supply some key components of our products and products that we resell. Many of these components and third
party products are available only from limited sources in the quantities and quality demanded by us. With respect to the products that we
manufacture on-site, we are responsible for obtaining supplies. With respect to the products that are manufactured by our contract manufacturer,
the contract manufacturer is responsible for purchasing and obtaining supplies.

With respect to the products that we manufacture on-site, we purchase a substantial amount of disk drives from Seagate Technology Inc., or
Seagate, and purchase a substantial amount of RAID controllers from Infortrend Corp., or Infortrend. Approximately 18%, 11% and 14% of our
total raw material purchases were from Seagate, and approximately 11%, 7% and 10% were from Infortrend for the years ended December 31,
2002, 2001 and 2000, respectively. We purchase substantially all of our raw materials pursuant to purchase orders, rather than long-term
purchase agreements (except for our controllers from Infortrend). We maintain minimum inventory levels.

With respect to the products that are manufactured by our third party manufacturer, currently Solectron, approximately 32% of our total raw
material purchases for the year ended December 31, 2002 consisted of payments to Solectron for such services. If our agreement with Solectron
terminates or if Solectron does not perform its obligations under our agreement, it could take several months to establish alternative
manufacturing for these products and we may not be able to fulfill our customers' orders for these products in a timely manner. Under our OEM
agreement with Sun, Sun has the right to require that we use a third party to manufacture our products. This external manufacturer must meet
Sun's engineering, qualification and logistics requirements. If our agreement with Solectron terminates, we may be unable to find another
suitable external manufacturer.

With respect to some components, such as disk drives and controllers, if we or our third party manufacturer had to seek alternative sources
of supply and incorporate those components from alternative suppliers, the manufacture and shipment of our products could be delayed while
modifications to those products and the accompanying software were made to accommodate new components. We estimate that replacing
Infortrend RAID controllers with those of another supplier would involve several months of hardware and software modification.

We resell the tape libraries and other products of StorageTechnology Corp., or StorageTek, among other companies. Approximately 6%
and 12% of our total purchases were from StorageTek products for the years ended December 31, 2001 and 2000, respectively. These products
were then resold to customers.

Backlog

Our sales are generated by purchase orders from customers for shipment of our products. Historically, when a larger percentage our revenue
was generated from direct sales, we typically did not operate with a significant backlog of orders. Since 2002, the percentage of our revenue
generated from channel partners has increased and we now operate with a more significant backlog of orders. Typically, more than 90% of our
backlog is comprised of orders received from our channel partners for shipment within one or two quarters. As of December 31, 2002 and 2001,
we had $26.1 million and $1.84 million of orders in our backlog, respectively.
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Our customers have rights to cancel, extend or delay shipment of their orders, as well as the right to return products in some
circumstances. We expect our backlog to be filled within the current fiscal year. However, our backlog is comprised almost entirely of orders
that can be cancelled and rescheduled. Therefore, our backlog may not be a reliable indicator of our future revenue levels. If our customers do
not cancel or reschedule orders in a given period, our backlog will be a reliable indicator of revenue levels for that period. However, if customers
cancel or reschedule orders in the backlog, then our backlog will not be a reliable indicator of revenue levels for that period.

Competition

The market for open systems storage continues to grow and still remains intensely competitive. We compete primarily with traditional
suppliers of computer systems including, but not limited to, Hewlett-Packard Company, Sun Microsystems, IBM Corporation and Dell
Computer Corporation, which market storage systems as well as other computer products and which we believe have become more focused on
storage during the past few years. We also compete against independent storage system suppliers including, but not limited to, EMC
Corporation, Hitachi Data Systems, LSI Logic Corporation, Network Appliance, Inc., Ciprico Inc., nStor Technologies, MTI Technologies, Inc,
Eurologic Systems, Zyratex and StorageTek. In providing tape backup, we compete with suppliers of tape-based storage systems such as ADIC,
Datalink Corporation, MTI Technologies, Inc., Dallas Digital and Cranel, Inc. and numerous resellers.

Pricing pressures exist in the data storage market, and have had and may in the future continue to have an adverse effect on our revenue and
earnings. These pricing pressures are due, in part, to continuing decreases in component prices, such as disks and RAID controllers. These
decreases in component price are customarily passed-on to customers by storage companies through the continuing decrease in price of storage
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hardware systems. Pricing pressures are also due, in part, to the current difficult economic conditions, which have led many companies in our
industry to pursue a strategy of decreasing prices in order to win sales, the narrowing of functional differences among competitors, which forces
companies to compete on price, as opposed to features of products, and the introduction of new technologies, which leaves older technology
vulnerable to pricing pressures. From December 2002 to March 2003, we reduced the SANnet II SCSI and SANnet II FC selling prices to
customers who are not purchasing product pursuant to contracts with fixed prices, by approximate figures of up to 14% and 15%, respectively.
We expect decreases in the selling price of our products to continue going forward, however, we cannot predict the level of such decreases at
this time.

Many of our current and potential competitors are significantly larger than us and have significantly greater financial, technical, marketing,
purchasing and other resources. As a result, competitors may be able to respond more quickly to new or emerging technologies and changes in
customer requirements, devote greater resources to the development, promotion and sale of products, or to deliver competitive products at lower
end-user prices than us. We also expect that competition will increase as a result of industry consolidations and the formation of new
independent storage providers offering new or innovative technologies. Current and potential competitors have established or may establish
cooperative relationships among themselves or with third parties to increase the ability of their products to address the needs of prospective
customers. Accordingly, it is possible that new competitors or alliances among competitors may emerge and rapidly acquire significant market
share. Increased competition is likely to result in price reductions, reduced operating margins and loss of market share, any of which could have
a material adverse affect on our business, operating results and financial condition.

Proprietary Technology and Intellectual Property

Our success depends significantly upon our proprietary technology. We have limited patent protection for our products and have attempted
to protect our intellectual property rights primarily
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through copyrights, trade secrets, employee and third party nondisclosure agreements and other measures. We seek to protect our software,
documentation and other written materials under trade secret and copyright laws, which afford only limited protection. We generally enter into
confidentiality agreements with our employees and with key vendors and suppliers. As of December 31, 2002, we had been awarded a total of
eight U.S. patents. We do not believe that our patents will provide us with measurable competitive advantages relative to the protections
discussed above. Further, there is always a risk that third parties will challenge our patents. Our patents are expected to expire between the years
2014 and 2016.

The intellectual property rights of our competitors may have a material adverse affect on our ability to do business. We expect that
competitors in the storage system market will increasingly be subject to infringement claims as the number of products and competitors in the
market grow. Although we believe that our products and trade designations do not infringe on the proprietary rights of third parties, there can be
no assurance that third parties will not assert infringement claims against us in the future. From time to time, we receive letters from patent
owners asserting possible infringement and requesting to explore a licensing relationship. We most recently received such a letter in
October 2002. We evaluate all such communications to assess whether to seek a license from the patent owner but, as of the date hereof, have
not determined to seek any such licenses. However, we cannot assure you that we will not subsequently determine that we require one or more
such licenses or that we would prevail in any litigation if any of such patent owners lodge formal infringement claims against us. Moreover, we
cannot assure you that additional third parties will not assert infringement claims against us in the future. If such inquiries result in the lodging of
formal claims, we will evaluate such claims as they relat