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PART I. FINANCIAL INFORMATION

ITEM 1. FINANCIAL STATEMENTS

DIGI INTERNATIONAL INC.

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(UNAUDITED)

                 
  Three months ended March 31,  Six months ended March 31, 
  2005   2004   2005   2004  
  (in thousands, except per common share data)  
Net sales  $ 29,312  $ 27,339  $58,782  $53,646 
Cost of sales   11,328   10,804   22,487   21,007 
  

 
  

 
  

 
  

 
 

                 
Gross profit   17,984   16,535   36,295   32,639 
                 
Operating expenses:                 

Sales and marketing   6,411   6,425   12,854   12,501 
Research and development   3,820   4,453   8,072   8,964 
General and administrative   3,557   3,237   7,072   6,475 

  
 
  

 
  

 
  

 
 

Total operating expenses   13,788   14,115   27,998   27,940 
  

 
  

 
  

 
  

 
 

                 
Operating income   4,196   2,420   8,297   4,699 
                 
Other income (expense), net   312   (6)   502   68 
  

 
  

 
  

 
  

 
 

Income before income taxes   4,508   2,414   8,799   4,767 
Income tax (benefit) provision   (4,291)   676   (2,961)   1,382 
  

 
  

 
  

 
  

 
 

Net income  $ 8,799  $ 1,738  $11,760  $ 3,385 
  

 

  

 

  

 

  

 

 

                 
Net income per common share, basic  $ 0.39  $ 0.08  $ 0.53  $ 0.16 
  

 

  

 

  

 

  

 

 

                 
Net income per common share, diluted  $ 0.37  $ 0.08  $ 0.50  $ 0.16 
  

 

  

 

  

 

  

 

 

                 
Weighted average common shares, basic   22,477   21,091   22,277   20,793 
  

 

  

 

  

 

  

 

 

                 
Weighted average common shares, diluted   23,645   22,005   23,473   21,645 
  

 

  

 

  

 

  

 

 

The accompanying notes are an integral part of the condensed consolidated financial statements.
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DIGI INTERNATIONAL INC.

CONDENSED CONSOLIDATED BALANCE SHEETS
(UNAUDITED)

         
  March 31,   September 30, 
  2005   2004  
  (in thousands, except share data)  
ASSETS         
Current assets:         

Cash and cash equivalents  $ 19,970  $ 19,528 
 

Marketable securities   60,090   59,639 
Accounts receivable, net   13,159   10,555 
Inventories   11,215   11,231 
Other   6,366   4,315 
  

 
  

 
 

Total current assets   110,800   105,268 
         
Marketable securities, long-term   7,545   2,500 
Property, equipment and improvements, net   17,971   18,634 
Identifiable intangible assets, net   11,789   14,417 
 
Goodwill   5,816   5,816 
Net deferred tax assets   4,728   3,013 
Deposit on business acquisition   4,400   — 
Other   666   817 

  
 
  

 
 

Total assets  $ 163,715  $ 150,465 
  

 

  

 

 

         
LIABILITIES AND STOCKHOLDERS’ EQUITY         
Current liabilities:         

Accounts payable  $ 4,839  $ 4,945 
Income taxes payable   3,828   9,107 
Accrued expenses:         

Compensation   3,918   4,839 
Other   3,627   3,391 

Deferred revenue   262   896 
  

 
  

 
 

Total current liabilities   16,474   23,178 
Net deferred tax liabilities   —   208 

  
 
  

 
 

Total liabilities   16,474   23,386 
  

 
  

 
 

         
Commitments and contingencies         
 
Stockholders’ equity:         

Preferred stock, $.01 par value; 2,000,000 shares authorized; none issued and outstanding   —   — 
Common stock, $.01 par value; 60,000,000 shares authorized; 25,377,485 and 24,678,496 shares issued   254   247 
Additional paid-in capital   135,750   128,538 
Retained earnings   29,991   18,231 
Accumulated other comprehensive income   1,213   333 
Treasury stock, at cost, 2,823,000 and 2,865,907 shares   (19,967)   (20,270)
  

 
  

 
 

Total stockholders’ equity   147,241   127,079 
  

 
  

 
 

Total liabilities and stockholders’ equity  $ 163,715  $ 150,465 
  

 
  

 
 

The accompanying notes are an integral part of the condensed consolidated financial statements.
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DIGI INTERNATIONAL INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(UNAUDITED)

         
  Six months ended March 31,  
  2005   2004  
  (in thousands)  
Operating activities:         

Net income  $ 11,760  $ 3,385 
Adjustments to reconcile net income to net cash provided by operating activities:         

Amortization of identifiable intangible assets and other assets   3,028   3,070 
Depreciation of property, equipment and improvements   1,161   1,295 
Tax benefit related to the exercise of stock options   1,986   1,618 
Other   (167)   (109)
Changes in operating assets and liabilities         

Accounts receivable   (2,089)   1,232 
Inventories   (169)   216 
Other assets   (1,035)   (309)
Accounts payable and accrued expenses   (1,707)   (2,237)
Income taxes payable   (5,283)   515 
Net deferred tax assets   (3,060)   (936)

  
 
  

 
 

Total adjustments   (7,335)   4,355 
  

 
  

 
 

         
Net cash provided by operating activities   4,425   7,740 

  
 
  

 
 

         
Investing activities:         

Purchase of held-to-maturity marketable securities, net of settlements   (5,496)   (8,603)
Contingent purchase price payments related to business acquisitions   —   (1,962)
Purchase of property, equipment, improvements and certain other intangible assets   (333)   (449)
Deposit on business acquisition   (4,400)   — 
  

 
  

 
 

         
Net cash used in investing activities   (10,229)   (11,014)

  
 
  

 
 

         
Financing activities:         

Payments on borrowings   —   (2,149)
Proceeds from stock option plan transactions   5,072   6,139 
Proceeds from employee stock purchase plan transactions   411   335 
  

 
  

 
 

         
Net cash provided by financing activities   5,483   4,325 

  
 
  

 
 

         
Effect of exchange rate changes on cash and cash equivalents   763   824 

  
 
  

 
 

Net increase in cash and cash equivalents   442   1,875 
Cash and cash equivalents, beginning of period   19,528   17,228 

  
 
  

 
 

Cash and cash equivalents, end of period  $ 19,970  $ 19,103 
  

 

  

 

 

The accompanying notes are an integral part of the condensed consolidated financial statements.
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DIGI INTERNATIONAL INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(UNAUDITED)

1. BASIS OF PRESENTATION

The interim unaudited condensed consolidated financial statements included in this Form 10-Q have been prepared by Digi International Inc.
(the Company or Digi) pursuant to the rules and regulations of the Securities and Exchange Commission (SEC). Certain information and
footnote disclosures, normally included in consolidated financial statements prepared in accordance with accounting principles generally
accepted in the United States of America, have been condensed or omitted, pursuant to such rules and regulations. These condensed
consolidated financial statements should be read in conjunction with the consolidated financial statements and related notes thereto included in
the Company’s 2004 Annual Report on Form 10-K as filed with the SEC.

The condensed consolidated financial statements presented herein reflect, in the opinion of management, all adjustments which consist only of
normal, recurring adjustments (except for the discrete event related to the reversal of certain income tax reserves as a result of a settlement of
an Internal Revenue Service audit) necessary for a fair presentation of the consolidated financial position and the consolidated results of
operations and cash flows for the periods presented. The consolidated results of operations for any interim period are not necessarily indicative
of results for the full year.

2. STOCK-BASED COMPENSATION

In accordance with Statement of Financial Accounting Standard No. 123, “Accounting for Stock-Based Compensation” (FAS 123), the
Company has chosen to account for stock-based compensation using the intrinsic-value method prescribed in Accounting Principles Board
Opinion No. 25, “Accounting for Stock Issued to Employees,” (APB 25) and related interpretations. Accordingly, compensation costs for stock
options granted to employees are measured as the excess, if any, of the fair value of the Company’s common stock at the date of grant over
the amount an employee must pay to acquire the common stock. Such compensation expense, if any, is amortized on a straight-line basis over
the option vesting period. This compensation expense is reflected as an addition to net income in the table below.

Had the Company applied the fair-value-based method of accounting for its stock options granted to employees and for the stock purchases
under the employee stock purchase plan in accordance with FAS No. 148, “Accounting for Stock-Based Compensation – Transition Disclosure
– an amendment of FAS 123,” and charged operations over the option vesting periods based on the fair value of options on the date of grant,
net income and net income per common share would have changed to the pro forma amounts indicated below (in thousands, except per
common share data):
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

2. STOCK BASED COMPENSATION (CONTINUED)

                 
  Three months ended March 31,  Six months ended March 31, 
  2005   2004   2005   2004  
Net income as reported  $ 8,799  $ 1,738  $11,760  $ 3,385 
Add: Total stock-based compensation expense included in reported net income, net

of related tax effects   37   16   37   63 
Deduct: Total stock-based compensation expense determined under fair value

based method for all awards, net of related tax effects   (383)   (446)   (733)   (1,501)
  

 
  

 
  

 
  

 
 

Pro forma net income  $ 8,453  $ 1,308  $11,064  $ 1,947 
  

 

  

 

  

 

  

 

 

                 
Net income per common share:                 

Basic — as reported  $ 0.39  $ 0.08  $ 0.53  $ 0.16 
Basic — pro forma  $ 0.38  $ 0.06  $ 0.50  $ 0.09 

                 
Diluted — as reported  $ 0.37  $ 0.08  $ 0.50  $ 0.16 
Diluted — pro forma  $ 0.36  $ 0.06  $ 0.48  $ 0.09 

In December 2004, the Financial Accounting Standards Board issued Statement No. 123 (revised 2004), “Share-Based Payment” (FAS 123R)
which revises FAS 123 and supersedes APB 25. This standard establishes standards relating to accounting for transactions in which equity
instruments, such as stock options, are exchanged for goods or services. Under this statement, the Company must measure the cost of
employee services received in exchange for an award of equity instruments based upon the fair value of the award on the date of grant. This
cost must be recognized over the period during which an employee is required to provide the service (usually the vesting period). In April 2005
the SEC delayed the effective date of FAS 123R and as a result, the Company is required to adopt the provisions of this standard beginning
October 1, 2005. The Company is currently evaluating the impact of this standard. The adoption of this standard will result in an increase in
compensation expense and a reduction to net income and net income per common share. As indicated by the pro forma amounts in the above
table, the adoption of this standard is expected to have a material effect on the consolidated results of operations.

3. NET INCOME PER COMMON SHARE

Basic net income per common share is calculated based on the weighted average number of common shares outstanding during the period.
Diluted net income per common share is computed by dividing net income by the weighted average number of common and potentially dilutive
shares outstanding during the period. The Company’s only potentially dilutive shares are those that result from dilutive common stock options
and shares purchased through the employee stock purchase plan.
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

3. NET INCOME PER COMMON SHARE (CONTINUED)

The following table is a reconciliation of the numerators and denominators in the net income per common share calculations (in thousands,
except per common share data):

                 
  Three months ended March 31,  Six months ended March 31, 
  2005   2004   2005   2004  
Numerator:                 
Net income  $ 8,799  $ 1,738  $11,760  $ 3,385 
  

 

  

 

  

 

  

 

 

                 
Denominator:                 
Denominator for basic net income per common share — weighted average shares

outstanding   22,477   21,091   22,277   20,793 
                 
Effect of dilutive securities:                 

Employee stock options and employee stock purchase plan   1,168   914   1,196   852 
  

 
  

 
  

 
  

 
 

                 
Denominator for diluted net income per common share — adjusted weighted

average shares   23,645   22,005   23,473   21,645 
  

 

  

 

  

 

  

 

 

                 
Net income per common share, basic  $ 0.39  $ 0.08  $ 0.53  $ 0.16 
  

 

  

 

  

 

  

 

 

                 
Net income per common share, diluted  $ 0.37  $ 0.08  $ 0.50  $ 0.16 
  

 

  

 

  

 

  

 

 

Potentially dilutive shares related to stock options to purchase 275,375 and 300,375 common shares for the three and six month periods ended
March 31, 2005, respectively, and potentially dilutive shares related to stock options to purchase 1,928,975 and 2,070,745 common shares for
the three and six month periods ended March 31, 2004, respectively, were not included in the computation of diluted earnings per common
share because the options’ exercise prices were greater than the average market price of common shares and, therefore, their effect would be
anti-dilutive.

4. ACQUISITION

Effective April 1, 2005, the Company acquired FS Forth-Systeme GmbH and Sistemas Embebidos S.A. (collectively referred to as FS Forth)
from Embedded Solutions AG of Germany. FS Forth is a provider of embedded modules, software and development services for the rapidly
expanding embedded networking market. A payment of $4.4 million was made to Embedded Solutions AG on March 30, 2005. The effective
date of the acquisition was April 1, 2005, therefore, the operations of FS Forth are not reflected in the Company’s financial statements as of
March 31, 2005 other than the $4.4 million which is presented as a deposit on business acquisition in the Condensed Consolidated Balance
Sheet at March 31, 2005. The Company has determined that FS Forth’s line of embedded modules, software and development services will be
part of the Device Networking Solutions segment.

Components of the purchase consideration consist of $4.4 million in cash subject to a purchase price adjustment to be made based on the
values of liabilities and stockholders’ equity contained on the final closing balance sheet of FS Forth as of March 31, 2005. In addition,
contingent consideration of up to $2.0 million is payable in installments of $0.8 million on October 1, 2006 and $1.2 million on October 1, 2007 if
FS Forth achieves certain future milestones.
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

4. ACQUISITION (CONTINUED)

The transaction will be accounted for using the purchase method of accounting and accordingly, the purchase price will be allocated to the
estimated fair value of assets acquired consisting of tangible assets (principally accounts receivable, inventories and equipment) and intangible
assets (principally customer relationships, technology and goodwill) and liabilities assumed. The purchase price allocation had not been
finalized at March 31, 2005 and is expected to be finalized in the fiscal third quarter.

5. INVENTORIES

Inventories are stated at the lower of cost or market value, with cost determined on the first-in, first-out method. Inventories consisted of the
following (in thousands):

         
  March 31,   September 30, 
  2005   2004  
Raw materials  $ 8,806  $ 8,767 
Work in process   600   96 
Finished goods   1,809   2,368 
  

 
  

 
 

  $11,215  $ 11,231 
  

 

  

 

 

6. GOODWILL AND OTHER IDENTIFIABLE INTANGIBLE ASSETS

Amortized identifiable intangible assets, by reportable business segment, are comprised of the following (in thousands):

                             
  As of March 31, 2005
  Connectivity   Device Networking     
  Solutions Segment  Solutions Segment  Total
  Gross       Gross       Gross        
  carrying   Accum.   carrying   Accum.   carrying   Accum.     
  amount   amort.   amount   amort.   amount   amort.   Net  
  

 
 

 
 

 

Purchased and core technology  $ 20,614  $(18,543)  $11,100  $ (5,781)  $31,714  $(24,324)  $ 7,390 
License agreements   40   (36)   2,400   (1,250)   2,440   (1,286)   1,154 
Patents and trademarks   1,440   (893)   1,413   (709)   2,853   (1,602)   1,251 
Customer maintenance contracts   —   —   700   (219)   700   (219)   481 
Customer relationships   —   —   2,200   (687)   2,200   (687)   1,513 
  

 
 

 
 

 

Total  $ 22,094  $(19,472)  $17,813  $ (8,646)  $39,907  $(28,118)  $11,789 
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

6. GOODWILL AND OTHER IDENTIFIABLE INTANGIBLE ASSETS (CONTINUED)

                             
  As of September 30, 2004
  Connectivity   Device Networking     
  Solutions Segment  Solutions Segment  Total
  Gross       Gross       Gross        
  carrying   Accum.   carrying   Accum.   carrying   Accum.     
  amount   amort.   amount   amort.   amount   amort.   Net  
  

 
 

 
 

 

Purchased and core technology  $ 20,614  $(17,304)  $11,100  $ (4,856)  $31,714  $(22,160)  $ 9,554 
License agreements   40   (32)   2,400   (1,050)   2,440   (1,082)   1,358 
Patents and trademarks   1,312   (759)   1,406   (592)   2,718   (1,351)   1,367 
Customer maintenance contracts   —   —   700   (184)   700   (184)   516 
Customer relationships   —   —   2,200   (578)   2,200   (578)   1,622 
  

 
 

 
 

 

Total  $ 21,966  $(18,095)  $17,806  $ (7,260)  $39,772  $(25,355)  $14,417 
  

 

 

 

 

 

Amortization expense related to identifiable intangible assets is recorded as a cost of goods sold or general and administrative expense
depending upon the nature of the identifiable intangible asset. Amortization expense by reportable business segment is as follows (in
thousands):

                         
  Three months ended March 31,   Six months ended March 31,  
      Device           Device     
  Connectivity  Networking      Connectivity  Networking    
  Solutions   Solutions       Solutions   Solutions     
  Segment   Segment   Total   Segment   Segment   Total  
2005  $ 632  $ 694  $ 1,326  $ 1,377  $ 1,386  $ 2,763 
2004  $ 715  $ 692  $ 1,407  $ 1,413  $ 1,385  $ 2,798 

Estimated amortization expense related to identifiable intangible assets for the remainder of fiscal 2005 and the five succeeding fiscal years is
as follows (in thousands):

     
2005 (six months)  $ 2,233 
2006   4,416 
2007   3,048 
2008   1,506 
2009   581 
2010   581 
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     NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

     6. GOODWILL AND OTHER IDENTIFIABLE INTANGIBLE ASSETS (CONTINUED)

     The changes in the carrying amount of goodwill are as follows (in thousands):

                         
  Six months ended
  March 31, 2005  March 31, 2004
      Device           Device     
  Connectivity  Networking      Connectivity  Networking    
  Solutions   Solutions       Solutions   Solutions     
  Segment   Segment   Total   Segment   Segment   Total  
  

 
 

 

Beginning balance, October 1  $ 5,265  $ 551  $ 5,816  $ 3,303  $ 551  $ 3,854 
                         
Contingent purchase price payments   —   —   —   1,962   —   1,962 
  

 
 

 

Ending balance, March 31  $ 5,265  $ 551  $ 5,816  $ 5,265  $ 551  $ 5,816 
  

 

 

 

7. INCOME TAXES

In the first quarter of fiscal 2005, the Internal Revenue Service (IRS) completed an audit of certain of the Company’s prior fiscal years income
tax returns, subject to final approval by the Congressional Joint Committee on Taxation. As a result of a settlement agreement associated with
this audit, the Company paid $3.2 million to the IRS in the first quarter of fiscal 2005 resulting in a reduction to the income taxes payable
liability.

In February 2005, the Congressional Joint Committee on Taxation approved the settlement with the IRS. The Company had tax reserves
recorded in excess of the ultimate amount settled, which resulted in the reversal of $5.7 million of excess income tax reserves during the
second quarter of fiscal 2005. This reversal was accounted for as a discrete event and resulted in an income tax benefit of $5.7 million.

8. FINANCIAL GUARANTEES

The Company, in general, warrants its products to be free from defects in material and workmanship under normal use and service for a period
of one to five years from the date of receipt. The Company has the option to repair or replace products it deems defective due to material or
workmanship. Estimated warranty costs are accrued in the period that the related revenue is recognized based upon an estimated average per
unit repair or replacement cost applied to the estimated number of units under warranty. These estimates are based upon historical warranty
incidence and are evaluated on an ongoing basis to ensure the adequacy of the warranty reserve. The following table summarizes the activity
associated with the product warranty accrual (in thousands):

                 
  Three months ended March 31,  

Fiscal  Balance at   Warranties  Settlements  Balance at 
Year  December 31  issued   made   March 31  

2005  $ 870  $ 171  $ (141)  $ 900 
2004  $ 879  $ 100  $ (114)  $ 865 
                 
  Six months ended March 31,  
  Balance at  Warranties  Settlements  Balance at 
  October 1   issued   made   March 31  
2005  $ 855  $ 336  $ (291)  $ 900 
2004  $ 879  $ 219  $ (233)  $ 865 
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

8. FINANCIAL GUARANTEES (CONTINUED)

The Company is not responsible and does not warrant that custom software versions created by original equipment manufacturer
(OEM) customers based upon the Company’s software source code will function in a particular way, will conform to any specifications or are fit
for any particular purpose and does not indemnify these customers from any third-party liability as it relates to or arises from any customization
or modifications made by the OEM customer.

9. COMPREHENSIVE INCOME

For the Company, comprehensive income is comprised of net income and foreign currency translation adjustments. Foreign currency
translation adjustments are charged or credited to accumulated other comprehensive income within stockholders’ equity.

Comprehensive income was as follows (in thousands):

                 
  Three months ended   Six months ended  
  March 31,   March 31,  
  2005   2004   2005   2004  
Net income  $ 8,799  $ 1,738  $11,760  $ 3,385 
Foreign currency translation (loss) gain, net of income tax   (72)   542   880   872 
  

 
  

 
  

 
  

 
 

Comprehensive income  $ 8,727  $ 2,280  $12,640  $ 4,257 
  

 

  

 

  

 

  

 

 

10. SEGMENT INFORMATION

The Company operates in two reportable segments, the Connectivity Solutions Segment and the Device Networking Solutions Segment.

Connectivity Solutions — Connectivity solutions are used by businesses to create, customize, and control retail operations, industrial
automation, and other applications. The primary product lines include terminal servers, Universal Serial Bus (USB) connectivity, multi-port serial
adaptors, Integrated Services Digital Network (ISDN), and Remote Access Server (RAS). In February 2005, the Company announced the
introduction of the Wireless/Cellular product line which is also included in the Connectivity Solutions segment. Product introductions within this
product line provide serial-to-wireless and Ethernet-to-wireless IP connectivity to remote sites and devices via the cellular GSM network. This
reporting segment is comprised of two operating units. The operating units include the USB products associated with the Company’s Inside Out
Networks subsidiary, and the products associated with all other operations of the Company, excluding NetSilicon and the Device Server product
line. The Company’s Connectivity Solutions segment has operating facilities located in Minnetonka and Eden Prairie, Minnesota; Dortmund,
Germany; Hong Kong, China; and the Inside Out Networks facilities in Austin, Texas and Long Beach, California.

Device Networking Solutions – Device Networking Solutions are integrated hardware and software solutions for manufacturers and integrators
who want to build network-ready products and solutions. This family of solutions integrates network-enabled microprocessors (specialized
computer chips), an operating system, networking software, development tools, and a high level of technical support. The primary product lines
include device servers, integrated microprocessors, integrated microprocessor-based modules, printer controller boards, and network interface
cards. In addition, the Company licenses software products

12



Table of Contents

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

10. SEGMENT INFORMATION (CONTINUED)

that are embedded into electronic devices to enable Internet and Web-based communications. The operations of NetSilicon and the Device
Server product line comprise this segment and are located in Waltham, Massachusetts; Tokyo, Japan; Dortmund, Germany; Minnetonka and
Eden Prairie, Minnesota; and Hong Kong, China. As a result of the acquisition of FS Forth (see Note 4), operations of the Device Networking
Solutions segment will also be located in Breisach, Germany and Logrono, Spain effective April 1, 2005.

Summary financial data by business segment are presented below (in thousands):

                         
  Three months ended March 31, 2005   Three months ended March 31, 2004  
      Device           Device     
  Connectivity  Networking      Connectivity  Networking    
  Solutions   Solutions       Solutions   Solutions     
  Segment   Segment   Total   Segment   Segment   Total  
Net sales  $ 19,211  $ 10,101  $ 29,312  $ 18,299  $ 9,040  $ 27,339 
                         
Operating income (loss)   5,379   (1,183)   4,196   5,765   (3,345)   2,420 
                         
Total assets  $ 142,312  $ 21,403  $163,715  $ 121,167  $ 20,123  $141,290 
                         
  Six months ended March 31, 2005   Six months ended March 31, 2004  
      Device           Device     
  Connectivity  Networking      Connectivity  Networking    
  Solutions   Solutions       Solutions   Solutions     
  Segment   Segment   Total   Segment   Segment   Total  
Net sales  $ 38,564  $ 20,218  $ 58,782  $ 35,848  $ 17,798  $ 53,646 
                         
Operating income (loss)   11,352   (3,055)   8,297   11,053   (6,354)   4,699 
                         
Total assets  $ 142,312  $ 21,403  $163,715  $ 121,167  $ 20,123  $141,290 

The Company considers operating income (loss) to be the primary measure by which it measures the operating performance of each segment.
A reconciliation of the Company’s consolidated segment operating income (loss) to consolidated income before income taxes follows (in
thousands):

                 
  Three months ended March 31,  Six months ended March 31, 
  2005   2004   2005   2004  
Operating income — Connectivity Solutions Segment  $ 5,379  $ 5,765  $11,352  $11,053 
                 
Operating loss — Device Networking Solutions Segment   (1,183)   (3,345)   (3,055)   (6,354)
  

 
  

 
  

 
  

 
 

   4,196   2,420   8,297   4,699 
                 
Other income (expense), net   312   (6)   502   68 
  

 
  

 
  

 
  

 
 

Consolidated income before income taxes  $ 4,508  $ 2,414  $ 8,799  $ 4,767 
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

11. LEGAL PROCEEDINGS

On April 19, 2002, a consolidated amended class action complaint was filed in the United States District Court for the Southern District of New
York asserting claims relating to the initial public offering (IPO) of NetSilicon and approximately 300 other public companies. The complaint
names as defendants the Company, NetSilicon, certain of its officers and certain underwriters involved in NetSilicon’s IPO, among numerous
others, and asserts, among other things, that NetSilicon’s IPO prospectus and registration statement violated federal securities laws because
they contained material misrepresentations and/or omissions regarding the conduct of NetSilicon’s IPO underwriters in allocating shares in
NetSilicon’s IPO to the underwriters’ customers. The
Company believes that the claims against the NetSilicon defendants are without merit and has defended the litigation vigorously. Pursuant to a
stipulation between the parties, the two named officers were dismissed from the lawsuit, without prejudice, on October 9, 2002.

In June 2003, the Company elected to participate in a proposed settlement agreement with the plaintiffs in this litigation. If ultimately approved
by the Court, this proposed settlement would result in a dismissal, with prejudice, of all claims in the litigation against the Company and against
any of the other issuer defendants who elect to participate in the proposed settlement, together with the current or former officers and directors
of participating issuers who were named as individual defendants.

Consummation of the proposed settlement remains conditioned upon obtaining both preliminary and final approval by the Court. Formal
settlement documents were filed with the Court in June 2004, together with a motion asking the Court to preliminarily approve the form of
settlement. Certain underwriters who were named as defendants in the settling cases, and who are not parties to the proposed settlement,
opposed preliminary approval of the proposed settlement of those cases. On February 15, 2005, the Court issued an order preliminarily
approving the proposed settlement in all respects but one. The plaintiffs and the issuer defendants are in the process of assessing whether to
proceed with the proposed settlement, as modified by the Court. If the plaintiffs and the issuer defendants elect to proceed with the proposed
settlement, as modified by the Court, they will submit revised settlement documents to the Court. The underwriter defendants may then have
an opportunity to object to the revised settlement documents. If the Court approves the revised settlement documents, it will direct that notice of
the terms of the proposed settlement be published in a newspaper and on the internet, mailed to all proposed class members, and will
schedule a fairness hearing, at which objections to the proposed settlement will be heard. Thereafter, the Court will determine whether to grant
final approval to the proposed settlement.

If the proposed settlement is not consummated, the Company intends to continue to defend the litigation vigorously. The litigation process is
inherently uncertain and unpredictable, however, and there can be no guarantee as to the ultimate outcome of this pending lawsuit. The
Company maintains liability insurance for such matters and expects that the liability insurance will be adequate to cover any potential
unfavorable outcome, less the applicable deductible amount of $250,000 per claim. As of March 31, 2005, the Company has accrued a liability
for the deductible amount of $250,000 which the Company believes reflects the amount of loss that is probable. In the event the Company has
losses that exceed the limits of the liability insurance, such losses could have a material effect on the business, or consolidated results of
operations or financial condition of the Company.

On April 13, 2004, the Company filed a lawsuit against Lantronix Inc. (Lantronix) alleging that certain of Lantronix’s products infringe the
Company’s U.S. Patent No. 6,446,192. The Company filed the lawsuit in the U.S. District Court in Minnesota. The lawsuit seeks both monetary
and non-monetary relief. On May 3, 2004, Lantronix filed a lawsuit against the Company alleging that certain of the Company’s products
infringe Lantronix’s U.S. Patent No. 6,571,305, in the U.S. District Court for the Central District
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

11. LEGAL PROCEEDINGS (CONTINUED)

of California. The lawsuit seeks both monetary and non-monetary relief. On February 7, 2005 Lantronix Inc. and Acticon Technologies LLC filed
a lawsuit against the Company alleging that certain of the Company’s products infringe U.S. Patent No. 4,972,470. The lawsuit was filed in the
U.S. District Court for the Eastern District of Texas. The lawsuit seeks both monetary and non-monetary relief. The Company believes the
impact of these disputes on the business, or consolidated results of operations or financial condition of the Company will not be material.

In the normal course of business, the Company is subject to various claims and litigation, including patent infringement and intellectual property
claims. Management of the Company expects that these various claims and litigation will not have a material adverse effect on the
consolidated results of operations or financial condition of the Company.

ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF RESULTS OF OPERATIONS AND FINANCIAL CONDITION

SAFE HARBOR STATEMENT UNDER THE PRIVATE SECURITIES LITIGATION REFORM ACT OF 1995

This Form 10-Q contains certain statements that are “forward-looking statements” as that term is defined under the Private Securities Litigation
Reform Act of 1995, and 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.

The words “believe,” “anticipate,” “intend,” “estimate,” “target,” “may,” “will,” “expect,” “plan,” “project,” “should,” or “continue” or the negative
thereof or other expressions, which are predictions of or indicate future events and trends and which do not relate to historical matters, identify
forward-looking statements. Such statements are based on information available to management as of the time of such statements and relate
to, among other things, expectations of the business environment in which the Company operates, projections of future performance, perceived
opportunities in the market and statements regarding the Company’s mission and vision. Forward-looking statements involve known and
unknown risks, uncertainties and other factors, which may cause the actual results, performance or achievements of the Company to differ
materially from anticipated future results, performance or achievements expressed or implied by such forward-looking statements. The
Company undertakes no obligation to publicly update or revise any forward-looking statement, whether as a result of new information, future
events or otherwise.

The future operating results and performance trends of the Company may be affected by a number of factors, including, without limitation,
those described under “Risk Factors” in the Company’s annual report on Form 10-K for the year ended September 30, 2004. Those risk
factors, and other risks, uncertainties and assumptions identified from time to time in the Company’s filings with the Securities and Exchange
Commission, including without limitation, its annual report on Form 10-K, its quarterly reports on Form 10-Q and its registration statements,
could cause the Company’s actual future results to differ from those projected in the forward-looking statements as a result of the factors set
forth in the Company’s various filings with the Securities and Exchange Commission and of changes in general economic conditions, changes
in interest rates and/or exchange rates and changes in the assumptions used in making such forward-looking statements.
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (CONTINUED)

CRITICAL ACCOUNTING POLICIES

A description of the Company’s critical accounting policies was provided in the Management’s Discussion and Analysis of Financial Condition
and Results of Operations section of the Company’s Annual Report on Form 10-K for the year ended September 30, 2004. There were no
changes to these accounting policies during the first six months of fiscal 2005.

OVERVIEW

Digi operates in the communications technology sector, which is characterized by rapid technological advances and evolving industry
standards. The market can be significantly affected by new product introductions and marketing activities of industry participants. Digi places a
high priority on development of innovative products that provide differentiated features and functions and allow for ease of integration with
customers’ applications. The Company competes for customers on the basis of product performance, support, quality, product features,
company reputation, customer and channel relationships, price and availability.

The Company operates in two reportable segments, the Connectivity Solutions segment and the Device Networking Solutions segment (see
Note 10 to the Company’s Condensed Consolidated Financial Statements). The Connectivity Solutions segment includes products that are
mature, in which the addressable market is no longer growing and may be declining, as well as products that have recently been introduced
and are in growing markets. Mature products within this segment include ISDN, RAS and multi-port serial adaptors. Growth products within this
segment are comprised of USB and terminal server products as well as the recently introduced Wireless/Cellular products. The Company’s
strategy is to focus on key applications, customers and markets to efficiently manage the migration from mature products and applications to
other newer technologies.

The Company expects continued long-term growth in the Device Networking Solutions segment. The primary product lines in this segment
include device servers, integrated microprocessors, integrated microprocessor-based modules, printer controller boards, and network interface
cards. The Company believes that these products will allow customers to migrate from an external box to a board or module and eventually to
a fully integrated chip without making major changes to their existing software platforms.

The Company intends to continue to extend its current product lines with next generation commercial device networking products and
technologies targeted for selected vertical markets, such as point of sale, industrial automation, office automation, and building controls. The
Company believes that there is a market trend of device networking in vertical commercial applications that will require communications
intelligence or connectivity to a network or the internet. These devices will be used for basic data communications, management, monitoring
and control, and maintenance. The Company believes that it is well positioned to leverage its current products and technologies to take
advantage of this market trend.

ACQUISITION

Effective April 1, 2005, the Company acquired FS Forth-Systeme GmbH and Sistemas Embebidos S.A. (collectively referred to as FS Forth)
from Embedded Solutions AG of Germany. FS Forth is a provider of embedded modules, software and development services for the rapidly
expanding embedded networking market. A payment of $4.4 million was made to Embedded Solutions AG on March 30, 2005. The effective
date of the acquisition was April 1, 2005, therefore, the operations of FS Forth are not reflected
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (CONTINUED)

ACQUISITION (CONTINUED)

in the Company’s financial statements as of March 31, 2005 other than the $4.4 million which is presented as a deposit on business acquisition
in the Condensed Consolidated Balance Sheet at March 31, 2005. The transaction will be accounted for using the purchase method of
accounting and accordingly, the purchase price will be allocated to the estimated fair value of assets acquired and liabilities assumed and is
expected to be finalized in the fiscal third quarter (see Note 4 to the Company’s Condensed Consolidated Financial Statements).

CONSOLIDATED RESULTS OF OPERATIONS

The following table sets forth selected information derived from the Company’s interim condensed consolidated statements of operations
expressed in dollars, as a percentage of net sales and as a percentage of change from period-to-period for the periods indicated (dollars in
thousands):

                                         
  Three months ended March 31,   % increase  Six months ended March 31,   % increase 
  2005   2004   (decrease)  2005   2004   (decrease) 
Net sales  $29,312   100.0% $27,339   100.0%  7.2% $58,782   100.0% $53,646   100.0%  9.6%
Cost of sales   11,328   38.7   10,804   39.5   4.9   22,487   38.3   21,007   39.2   7.0 
  

 
  

 
  

 
  

 
      

 
  

 
  

 
  

 
     

Gross profit   17,984   61.3   16,535   60.5   8.8   36,295   61.7   32,639   60.8   11.2 
Operating expenses:                                         

Sales and marketing   6,411   21.9   6,425   23.5   (0.2)   12,854   21.9   12,501   23.3   2.8 
Research and

development   3,820   13.0   4,453   16.3   (14.2)   8,072   13.7   8,964   16.7   (10.0)
General and

administrative   2,348   8.0   1,923   7.0   22.1   4,538   7.7   3,862   7.2   17.5 
Intangibles

amortization (1)   1,209   4.1   1,314   4.8   (8.0)   2,534   4.3   2,613   4.8   (3.0)
  

 
  

 
  

 
  

 
      

 
  

 
  

 
  

 
     

Total operating
expenses   13,788   47.0   14,115   51.6   (2.3)   27,998   47.6   27,940   52.0   0.2 

  
 
  

 
  

 
  

 
      

 
  

 
  

 
  

 
     

Operating income   4,196   14.3   2,420   8.9   73.4   8,297   14.1   4,699   8.8   76.6 
Other income

(expense), net   312   1.1   (6)   —   N/M   502   0.9   68   0.1   N/M 
  

 
  

 
  

 
  

 
      

 
  

 
  

 
  

 
     

Income before income
taxes   4,508   15.4   2,414   8.9   86.7   8,799   15.0   4,767   8.9   84.6 

Income tax
(benefit) provision   (4,291)   (14.6)   676   2.5   N/M   (2,961)   (5.0)   1,382   2.6   N/M 

  
 
  

 
  

 
  

 
      

 
  

 
  

 
  

 
     

Net income  $ 8,799   30.0% $ 1,738   6.4%  406.3% $11,760   20.0% $ 3,385   6.3%  247.4%
  

 

  

 

  

 

  

 

      

 

  

 

  

 

  

 

     

(1) Intangibles amortization is included in general and administrative expenses in the Condensed Consolidated Statements of Operations.

N/M means not meaningful

NET SALES

Net sales for the three and six months ended March 31, 2005 were $29.3 million and $58.8 million compared to net sales of $27.3 million and
$53.6 million for the three and six months ended March 31, 2004. The Company’s net sales increased $2.0 million, or 7.2%, and $5.1 million, or
9.6%, for the three and six months ended March 31, 2005 compared to the same periods in the prior fiscal year. The increase in net sales in
both the three and six month periods is the result of increased net sales of terminal server, USB, and device server products. The Company
experienced a migration from asynchronous serial port mature products to terminal server, USB, and device server product lines, combined
with a favorable change in product mix. The increase in net sales was augmented by new product introductions and enhancements in both of
the Company’s business segments. The Company believes it is operating in a tighter economic environment due to a slowing in the economy
and believes this had an impact on net sales in the second quarter of fiscal 2005 and may continue to have an impact on net sales in the future.
Fluctuation in foreign currency rates compared to the prior year’s rates also had a favorable impact on net sales of $0.2 million and $0.5 million
in the three and six month periods ended March 31, 2005.
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (CONTINUED)

NET SALES (CONTINUED)

The following tables set forth net sales by segment expressed in thousands of dollars and as a percentage of net sales:

                                 
  Three months ended March 31,   Six months ended March 31,  
  2005   2004   2005   2004  
Connectivity Solutions  $19,211   65.5% $18,299   66.9% $38,564   65.6% $35,848   66.8%
Device Networking Solutions   10,101   34.5%  9,040   33.1%  20,218   34.4%  17,798   33.2%
  

 
  

 
  

 
  

 
 

Total  $29,312   100.0% $27,339   100.0% $58,782   100.0% $53,646   100.0%

Digi continued to enhance its channel strategy including employing additional channel partners. Connectivity Solutions net sales increased
$0.9 million, or 5.0%, and $2.7 million, or 7.6%, in the three and six month periods ended March 31, 2005 compared to the three and six month
periods ended March 31, 2004 due to an increase in sales of growth products within this segment.

Net sales generated by the Device Networking Solutions segment increased $1.1 million, or 11.7%, and $2.4 million, or 13.6%, in the three and
six month periods ended March 31, 2005 compared to the three and six month periods ended March 31, 2004. The increase is primarily due to
continued market penetration of the device server product line, the introduction and ramp up of new and recently introduced products and new
customers reaching production volumes.

GROSS PROFIT

Gross profit margin for the three and six months ended March 31, 2005 was 61.3% and 61.7% compared to 60.5% and 60.8% for the three and
six months ended March 31, 2004. The improved gross profit margin was primarily due to product mix, as well as increased manufacturing
efficiencies.

OPERATING EXPENSES

Sales and marketing expenses for the three and six months ended March 31, 2005 were $6.4 million, or 21.9% of net sales, and $12.9 million,
or 21.9% of net sales, compared to $6.4 million, or 23.5% of net sales, and $12.5 million, or 23.3% of net sales, for the three and six months
ended March 31, 2004. The increase in sales and marketing expense for the six month period is primarily due to an increase in variable selling
expenses resulting from increased sales.

Research and development expenses for the three and six months ended March 31, 2005 were $3.8 million, or 13.0% of net sales, and
$8.1 million, or 13.7% of net sales, compared to $4.5 million, or 16.3% of net sales, and $9.0 million, or 16.7% of net sales, for the three and six
months ended March 31, 2004. The decline in research and development was primarily due to the timing of expenses related to chip fabrication
and testing. During the first six months of fiscal 2004 fabrication and testing expenses were incurred for chip projects that were in development.
During the first six months of fiscal 2005, the development phase of these chips ended and they have been released to volume production.

General and administrative expenses for the three and six months ended March 31, 2005 were $3.6 million, or 12.1% of net sales, and
$7.1 million, or 12.0% of net sales, compared to $3.2 million, or 11.8% of net sales, and $6.5 million, or 12.0% of net sales, for the three and six
months ended March 31, 2004. The increase in general and administrative expense was primarily due to increased professional service
expense including legal and Section 404 Sarbanes-Oxley related expenses.
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (CONTINUED)

OTHER INCOME, NET

Other income, net was $0.3 million and $0.5 million for the three and six months ended March 31, 2005 compared to other expense, net of
$6,000 and other income, net of $68,000 for the three and six months ended March 31, 2004. Interest income on marketable securities and
cash and cash equivalents was $0.5 million and $0.8 million for the three and six months ended March 31, 2005 compared to $0.2 million and
$0.4 million for the three and six months ended March 31, 2004. The increase in interest income was due to higher average cash and
marketable securities balances and higher average interest rates in fiscal 2005 compared to fiscal 2004. Other expense remained relatively flat
between periods.

INCOME TAXES

Income taxes have been provided for at an effective rate of (33.7%) for the six month period ended March 31, 2005 compared to an effective
rate of 29.0% for the six month period ended March 31, 2004. In February 2005, the Congressional Joint Committee on Taxation approved a
settlement with the Internal Revenue Service on an audit of certain of the Company’s prior fiscal years income tax returns. The Company had
established tax reserves in excess of the ultimate settled amounts. As a result, the Company has reversed $5.7 million of excess income tax
reserves during the second quarter of fiscal 2005. This reversal was accounted for as a discrete event and resulted in an income tax benefit
during the second fiscal quarter of 2005 of $5.7 million. The estimated annual effective rate for the six month period ended March 31, 2005,
adjusted for the $5.7 million discrete event, would have been 31.0% and is lower than the U.S. statutory rate of 35.0% due to utilization of
income tax credits and an exclusion of extraterritorial income and is higher than the effective rate of 29.0% for the six month period ended
March 31, 2004 due to increased annualized pre-tax income.

The effective tax rate, excluding the $5.7 million discrete event, is not a measure of financial performance under generally accepted accounting
principles (GAAP). Management believes that excluding this one-time non-recurring item provides useful information to investors regarding the
Company’s effective tax rate in comparison to the U.S. statutory rate. The reconciliation of this measure to the most directly comparable GAAP
financial measure follows (in thousands):

     
  Six months ended 
  March 31, 2005  
Income tax benefit as reported  $ (2,961)
Impact of favorable tax settlement   (5,689)
  

 
 

Income tax provision, excluding favorable tax settlement  $ 2,728 
     
Net income as reported  $ 11,760 
Net income, excluding favorable tax settlement  $ 6,071 
     
Effective tax rate on net income as reported   -33.7%
Effective tax rate on net income, excluding favorable tax settlement   31.0%
     
Net income per common share, basic as reported  $ 0.53 
Net income per common share, diluted as reported  $ 0.50 
     
Net income per common share, basic, excluding favorable tax settlement  $ 0.27 
Net income per common share, diluted, excluding favorable tax settlement  $ 0.26 
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (CONTINUED)

LIQUIDITY AND CAPITAL RESOURCES

The Company has financed its operations principally with funds generated from operations. At March 31, 2005, the Company had cash, cash
equivalents and short-term marketable securities totaling $80.1 million compared to $79.2 million at September 30, 2004. The Company’s
working capital increased $12.2 million to $94.3 million at March 31, 2005 compared to $82.1 million at September 30, 2004.

Net cash provided by operating activities was $4.4 million for the six months ended March 31, 2005, compared to net cash provided by
operating activities of $7.7 million for the six months ended March 31, 2004. The decline in net cash provided by operating activities of $3.3
million between comparable six month periods ended March 31, 2005 and 2004 is primarily the result of a payment of $3.2 million to the IRS in
November 2004 due to the settlement on an audit of certain of the Company’s prior fiscal years income tax returns. Additionally, an increase in
accounts receivable resulted in the use of $2.1 million of cash during the six months ended March 31, 2005 compared to a decrease of
$1.2 million in accounts receivable during the same period one year ago. The change in accounts receivable related primarily to increased
sales and the timing of sales in these respective periods. These increased uses of cash in the 2005 period were partially offset by an increase
in net income for the six months ended March 31, 2005 as compared to the same period in 2004.

Net cash used in investing activities was $10.2 million during the six months ended March 31, 2005, compared to net cash used in investing
activities of $11.0 million during the same period a year ago. Net purchases of marketable securities were $5.5 million during the six months
ended March 31, 2005 compared to net purchases of marketable securities of $8.6 million during the same period one year ago. On March 30,
2005, the Company paid $4.4 million for the April 1, 2005 acquisition of FS Forth. The Company used $2.0 million during the six month period
ended March 31, 2004 for contingent purchase price payments related to the Inside Out Networks acquisition. Purchases of property,
equipment, improvements and certain other intangible assets were $0.3 million and $0.5 million for the six months ended March 31, 2005 and
2004, respectively. The Company anticipates total fiscal 2005 capital expenditures to approximate $1.0 million.

The Company generated $5.5 million from financing activities during the six months ended March 31, 2005, compared to $4.3 million during the
same period a year ago as a result of proceeds from stock option and employee stock purchase plan transactions in each period, partially
offset by the payment of all outstanding borrowings of $2.1 million in the second quarter of fiscal 2004.

The Company’s management believes that current financial resources, cash generated from operations and the Company’s potential capacity
for additional debt and/or equity financing will be sufficient to fund current and future business needs.

The following summarizes the Company’s contractual obligations at March 31, 2005 (in thousands):

                     
  Payments due by fiscal period  
      Less than           
  Total   1 year   1-3 years   3-5 years   Thereafter 
  

 

Operating leases  $ 2,544  $ 1,250  $ 1,294  $ —  $ — 
  

 

Total contractual cash obligations  $ 2,544  $ 1,250  $ 1,294  $ —  $ — 
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ITEM 2. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS (CONTINUED)

LIQUIDITY AND CAPITAL RESOURCES (CONTINUED)

The lease obligations summarized above relate to various operating lease agreements for office space and equipment and have not been
reduced by minimum sublease rentals of $0.1 million due in the future under non-cancelable subleases. The above table excludes up to
$2.0 million of additional contingent purchase price payments related to the FS Forth acquisition of which $0.8 million and $1.2 million may be
payable in fiscal 2006 and 2007, respectively.

RECENT ACCOUNTING DEVELOPMENTS

In December 2004, the FASB issued FAS 123R which replaces FAS 123 and supersedes APB 25. This standard establishes standards for
accounting for transactions in which equity instruments, such as stock options, are exchanged for goods or services. Under this statement, the
Company must measure the cost of employee services received in exchange for an award of equity instruments based on the grant date fair
value of the award and the cost must be recognized over the period during which an employee is required to provide the service (usually the
vesting period). In April 2005 the SEC delayed the effective date of FAS 123R and as a result, the Company is required to adopt the provisions
of this standard beginning October 1, 2005. The Company is currently evaluating the impact of this standard. The Company expects that the
standard will result in an increase in compensation expense which will result in a reduction to net income and net income per common share.
The adoption of this standard is expected to have a material effect on the consolidated results of operations.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

INTEREST RATE RISK

The Company’s exposure to interest rate risk relates primarily to the Company’s investment portfolio. Investments are made in accordance with
the Company’s investment policy and consist of high grade commercial paper and corporate bonds. The Company does not use derivative
financial instruments to hedge against interest rate risk as all investments are held to maturity and the majority of the Company’s investments
mature in less than a year.

FOREIGN CURRENCY RISK

The Company is exposed to foreign currency risk associated with certain sales transactions being denominated in Euros or Japanese Yen and
fluctuations of the Euro and Japanese Yen as the financial position and operating results of the Company’s foreign subsidiaries are translated
into U.S. Dollars for consolidation. The Company has not implemented a hedging strategy to reduce foreign currency risk.

For the three and six months ended March 31, 2005, the Company had approximately $12.4 million and $24.4 million, respectively, of net sales
to foreign customers including export sales, of which $3.8 million and $7.8 million, respectively, were denominated in foreign currency,
predominantly the Euro. In future periods, a significant portion of foreign sales will continue to be made in Euros.

During the six months ended March 31, 2005, the average monthly exchange rate for the Euro to the U.S. Dollar increased by approximately
7.0% from 1.2191 to 1.3040 and the average monthly exchange rate for the Japanese Yen to the U.S. Dollar increased by approximately 2.2%
from .0093 to .0095 for the comparable six month period ended March 31, 2004. A 10.0%
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

FOREIGN CURRENCY RISK (CONTINUED)

change from the first six months of fiscal 2005 average exchange rate for the Euro and Yen to the U.S. Dollar would have resulted in a 1.3%
increase or decrease in net sales and a 0.4% increase or decrease in stockholder’s equity for the six month period ended March 31, 2005. The
above analysis does not take into consideration any pricing adjustments the Company may need to consider in response to changes in the
exchange rate.

CREDIT RISK

The Company has some exposure to credit risk related to its accounts receivable portfolio. Exposure to credit risk is controlled through regular
monitoring of customer financial status, credit limits and collaboration with sales management on customer contacts to facilitate payment.

ITEM 4. CONTROLS AND PROCEDURES

As of the end of the period covered by this report, the Company conducted an evaluation, under the supervision and with the participation of
the principal executive officer and principal financial officer, of the Company’s disclosure controls and procedures (as defined in Rules 13a-
15(e) and 15d-15(e) under the Securities Exchange Act of 1934 (the “Exchange Act”)). Based on this evaluation, the principal executive officer
and principal financial officer concluded that the Company’s disclosure controls and procedures are effective to ensure that information required
to be disclosed by the Company in reports that it files or submits under the Exchange Act is recorded, processed, summarized and reported
within the time periods specified in Securities and Exchange Commission rules and forms. There was no change in the Company’s internal
control over financial reporting during the Company’s most recently completed fiscal quarter that has materially affected, or is reasonably likely
to materially affect, the Company’s internal control over financial reporting.

PART II. OTHER INFORMATION

ITEM 1. LEGAL PROCEEDINGS

The material set forth in Note 11 of the Unaudited Condensed Consolidated Financial Statements included in Part I, Item 1 of this Form 10-Q is
incorporated herein by reference.

ITEM 2. CHANGES IN SECURITIES, USE OF PROCEEDS AND ISSUER PURCHASES OF EQUITY SECURITIES

None

ITEM 3. DEFAULTS UPON SENIOR SECURITIES

None

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

At the Annual Meeting of Stockholders held on January 19, 2005, the stockholders voted on the following:

 a)  Proposal to elect two directors: Joseph T. Dunsmore and Bradley J. Williams, for a three year-term. Mr. Dunsmore was elected on a
vote of 18,626,551 in favor and 880,138 shares withholding authority to vote. Mr. Williams was elected on a vote of 18,929,160 in favor
and 577,529 shares withholding authority to vote.
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ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS (CONTINUED)

 b)  Proposal to ratify the appointment of PricewaterhouseCoopers LLP as the Company’s independent registered public accounting firm
for fiscal year 2005. The proposal passed on a vote of 19,182,976 in favor, 309,993 against, 13,720 abstentions and no broker non-
votes.

ITEM 5. OTHER INFORMATION

None

ITEM 6. EXHIBITS

   
Exhibit No.  Description
   
2(a)

 
Purchase and assignment contract dated March 30, 2005 between Embedded Solutions AG, Klaus Flesch, Angelika Flesch
and Digi International GmbH.

   
3(a)  Restated Certificate of Incorporation of the Company, as amended (1)
   
3(b)  Amended and Restated By-Laws of the Company, as amended (2)
   
4(a)

 
Form of Rights Agreement, dated as of June 10, 1998 between Digi International Inc. and Wells Fargo Bank Minnesota,
National Association (formerly known as Norwest Bank Minnesota, National Association), as Rights Agent (3)

   
4(b)

 

Amendment dated January 26, 1999, to Share Rights Agreement, dated as of June 10, 1998 between Digi International Inc.
and Wells Fargo Bank Minnesota, National Association (formerly known as Norwest Bank Minnesota, National Association), as
Rights Agent (4)

   
31(a)  Rule 13a-14(a)/15d-14(a) Certification of Chief Executive Officer
   
31(b)  Rule 13a-14(a)/15d-14(a) Certification of Chief Financial Officer
   
32  Section 1350 Certification

(1) Incorporated by reference to Exhibit 3(a) to the Company’s Form 10-K for the year ended September 30, 1993 (File No. 0-17972)
 
(2) Incorporated by reference to Exhibit 3(b) to the Company’s Form 10-K for the year ended September 30, 2001 (File No. 0-17972)
 
(3) Incorporated by reference to Exhibit 1 to the Company’s Registration Statement on Form 8-A dated June 24, 1998 (File No. 0-17972)
 
(4) Incorporated by reference to Exhibit 1 to Amendment 1 to the Company’s Registration Statement on Form 8-A dated February 5, 1999

(File No. 0-17972)
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SIGNATURE

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

  

Date: May 5, 2005 By:   /s/ Subramanian Krishnan   
   Subramanian Krishnan  

   
Chief Financial Officer
(duly authorized officer and
Principal Financial Officer) 
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EXHIBIT INDEX

     
Exhibit Number  Document Description  Form of Filing

2(a)
 

Purchase and assignment contract dated March 30, 2005 between Embedded
Solutions AG, Klaus Flesch, Angelika Flesch and Digi International GmbH.  Filed Electronically

     
3(a)

 

Restated Certificate of Incorporation of the Company, as Amended
(incorporated by reference to the corresponding exhibit number to the
Company’s Form 10-K for the year ended September 30, 1993 (File No. 0-
17972))  Incorporated by Reference

     
3(b)

 

Amended and Restated By-Laws of the Company (incorporated by reference
to the corresponding exhibit number to the Company’s Form 10-K for the year
ended September 30, 2001 (File No. 0-17972))  Incorporated by Reference

     
4(a)

 

Form of Rights Agreement, dated as of June 10, 1998 between Digi
International Inc. and Wells Fargo Bank Minnesota, National Association
(formerly known as Norwest Bank Minnesota, National Association), as Rights
Agent (incorporated by reference to Exhibit 1 to the Company’s Registration
Statement on Form 8-A dated June 24, 1998 (File No. 0-17972))  Incorporated by Reference

     
4(b)

 

Amendment dated January 26, 1999, to Share Rights Agreement, dated
June 10, 1998 between Digi International Inc. and Wells Fargo Bank
Minnesota, National Association (formerly known as Norwest Bank Minnesota,
National Association), as Rights Agent (incorporated by reference to Exhibit 1
to Amendment No. 1 to the Company’s Registration Statement on Form 8-A
dated February 5, 1999 (File No. 0-17972))  Incorporated by Reference

     
31(a)  Rule 13a-14(a)/15d-14(a) Certification of Chief Executive Officer  Filed Electronically

     
31(b)  Rule 13a-14(a)/15d-14(a) Certification of Chief Financial Officer  Filed Electronically

     
32  Section 1350 Certification  Filed Electronically
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Exhibit 2(a)

TRANSLATION

Notarial Deed No. 54/2005

Negotiated

in Frankfurt am Main on March 30, 2005

Before the signing attorney-at-law

Dr. Norbert Kissel

as officially appointed deputy of the notary

in the District of the Higher Regional Court at Frankfurt am Main

Dr. Hilger Speiser

with official residence in Frankfurt am Main

     appeared today:

 1.  Mr. Klaus Michael Flesch, born on December 4, 1961, business address Kühnheimer Straße 21 in 79206 Breisach,
by presenting his identification card, issued by the Municipality Breisach am Rhein with the No. 6654188479.

 2.  Mrs. Angelika Kornelia Flesch, birth name Giener, born on June 25, 1960, business address Kühnheimer Straße 21 in 79206
Breisach, by presenting her identification card, issued by the Municipality Breisach am Rhein with the No. 6654188413.
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 3.  Mr. Subramanian Krishnan, born on June 20, 1954, residing in Plymouth, Minnesota, USA, by presenting his identification card, issued
by the Passport Agency Chicago, U.S.A. with the No. 027709822.

 
 4.  Mr. Dieter Vesper, born on April 15, 1954, business address Joseph-von-Fraunhofer-Straße 23, 44227 Dortmund, by presenting his

identification card, issued by the Community Ismaning with the No. 8267199644.
 
 5.  Rechtsanwalt Ralph Hummel, born on March 13, 1956, business address Neue Mainzer Straße 52-58 (Main Tower), 60311 Frankfurt

am Main, by presenting his identification card, issued by the City of Frankfurt am Main with the No. 4012532234.

   The appearing persons No. 1) and 2) are acting in their own names – in the following referred to as ,,A. and K. Flesch“.
 
   The appearing persons to 1) and 2) further each acting as members of the management board with sole representation right of Embedded

Solutions AG with seat in Breisach, registered in the Commercial Register of the local court of Freiburg i. Br. under HRB 428 Bs – in the
following referred to as “Vendor“. The representation right of the appearing persons No. 1) and 2) have been proved to the deputy notary by
providing a certified excerpt from the Commercial Register dated February 17, 2005 which has been attached to this deed in certified copy as
Exhibit A.

 
   The appearing persons to 1) and 2) are further in the following not acting in their own names but as sole Managing Directors of FS-FORTH-

SYSTEME GmbH Entwicklung von Hard- und Software, registered in the Commercial Register of the local court of Freiburg under HRB
212 BS. The representation right of appearing persons No. 1) and 2) have been proved to the deputy notary by providing a certified excerpt
from the Commercial Register dated February 17, 2005 which has been attached to this deed in certified copy as Exhibit B.

 
   The appearing person No. 1) is further in the following not acting in its own name but as one of the two Administratores of Sistemas

Embebidos S.A.U., registered in the Commercial Register of La Rioja under the number 491, Folio 128, Page Number LO-7, 562m
inscription. The representation right of the appearing person to No. 1) has been proven to the deputy notary by a German language certificate
of the
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   attorney at law Dr. Kai Fischer in Barcelona / Spain of today, which was available in copy and has been attached to the deed as Exhibit C.
The appearing person promised to provide an original of this certificate to the notary for review within due course.

 
   The appearing persons No. 3) and 4) in the following are acting not in their own name but each of them as Managing Directors with sole

representation right of Digi International GmbH with seat in Dortmund, registered in the Commercial Register in the local court of Dortmund
under HRB 13962, in the following referred to as “Purchaser“. The representation right of the appearing persons No. 3) and 4) has been
proven to the deputy notary by providing a certified excerpt from the Commercial Register dated March 23, 2005 which has been attached to
this deed in certified copy as Exhibit D.

 
   The appearing person No. 3) is not in command of the German language. As translator for the English language the appearing person No. 5)

has been acting. The appearing person No. 5) is not generally sworn in as translator. Upon advice by the deputy notary, all participants
waived the swearing-in under oath by the appearing person No. 5). The appearing person No. 3) has been advised that he could require the
preparation and presentation for review as well as attachment to this deed of a written translation of today’s notarial deed. Upon advice, he
waived that right.

 
   The notary asked the appearing persons, whether he, the deputy notary, the notary in office or a person, who is occupationally related to him,

has been or is acting in this matter, which is subject to notarization, beyond his official duties as notary. The persons appearing negated a
prior involvement after being advised by the deputy notary regarding the prohibition of his prior involvement in accordance with § 3 para. 1
No. 7 German Notarization Code (Beurkundungsgesetz).

Preamble

The Vendor holds the entire share capital of FS Forth-Systeme GmbH Entwicklung von Hard- und Software in the amount of € 224,000.00
consisting of one share in the nominal amount of € 224,000.00 and the entire share capital of Sistemas Embebidos S.A. in the amount of €
125,000.00 consisting of 125,000 shares with a nominal value of € 1.00 each.
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Vendor wishes to sell all of its shares in these two Companies and the Purchaser wishes to buy all the shares in the Companies on the terms
and conditions set out herein.

The appearing persons then requested notarization of the following

Purchase and Assignment Contract

and declared the following for notarial recording:

1.  Definitions
 
   For the application and interpretation of this Agreement, the following terms and expressions shall, unless the context otherwise requires,

have the following meanings:
 
   Accounting Principles means the accounting principles which comply with current German or Spanish accounting practices and

regulations as applicable used on a consistent basis for the production of the accounts and financial statements of the Companies also
referred to as German and/or Spanish GAAP.

 
   Claim means any claim of the Purchaser against the Vendor under the representations and warranties, including any claim made as a result

of a Third Party Claim against the Companies.
 
   Companies means GmbH and S.A. collectively or individually, as the case may be.
 
   Completion Date means the date of this Agreement and the transfer of the shares in the Companies with legal effect.
 
   Digi USA means Digi International Inc., a Delaware corporation.
 
   GAAP means generally accepted accounting principles as applied in the United States of America.
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   GmbH means FS FORTH-SYSTEME GmbH Entwicklung von Hard- und Software, a German limited liability corporation whose registered
office are located at Küferstrasse 8 in 79206 Breisach, Germany registered in the Commercial Register of Freiburg i. Breisgau under HRB
212 BS.

 
   Key Employees means those employees as shown in Exhibit 1. Reference is made to this Exhibit 1. Upon advice by the deputy notary the

participants waived the reading of this Exhibit 1.
 
   Representations and Warranties means the representations and warranties set out in Section 5 and 9.
 
   Restricted Business means the business currently carried on by the Companies, namely the business of development, manufacturing and

distribution of embedded computer modules with correspondending firmware programs in Germany, Spain and the other territories where the
Companies carry on business or are preparing to commence business as at the Completion Date and the business of distributing, licensing
and the use of or acting as value added reseller of such products in certain territories where the Companies carry on such business or are
preparing to commence such business as at the Date of Completion.

 
   Shares means the shares constituting the entire issued capital of the Companies held by the Vendor.
 
   Shareholder’s Equity means the shareholder’s equity (,,Eigenkapital“) under § 266 (3) A. HGB (German Commercial Code).
 
   Sistemas Embebidos S.A. means a Spanish stock corporation with limited liability whose registered offices are located at CL Calvo Sotelo,

1 1DR, 26003 Logrono (La Rioja), Spain, registered at the Companies’ Commercial Register of La Rioja at Volume 491, Folio 128, Page
Number LO-7, 562, inscription 1.

 
   Spanish Investment Grants means the nine investment grants as specified in more detail on Exhibit 5.1.14 to which reference is made.

Upon advice by the deputy notary the participants waived the reading of this Exhibit 5.1.14.
 
   Third Party Claims means such claims as may be asserted against any of the Companies in accordance with Nr. 8.3 of this Agreement.
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   Vesting Day means March 31, 2005 being the day of transfer of the Shares in the Companies with economic effect.
 
2.  Sale and Purchase of the Shares
 
2.1  Sale. The Vendor hereby sells its entire equity holding in GmbH representing one share in the nominal amount of € 224,000,00 to the

Purchaser who accepts them. The Vendor further hereby sells its entire equity holdings in SA consisting of 125,000 shares in the total
nominal amount of € 125,000,00 to the Purchaser who accepts them. In each case the sale is completed with economic effect as at 24.00
hours on 31 March 2005 (“Vesting Day”) with all the associated rights and obligations. In each case the completed sale shall include all
ancilliary rights (“Nebenrechte”) appertaining to the shares including all voting and dividend rights and all undistributed profits. At the same
time, Vendor shall sell and transfer at no cost ownership in any specific assets and business that reside in Embedded Solutions AG and
are related to GmbH’s and S.A.’s business and which are described in more detail in Exhibit 2.1 to GmbH to which reference is made.
Upon advice by the deputy notary the participants waived the reading of this Exhibit 2.1.

 
2.2  Assignment. In completion of the sale in accordance with Nr. 2.1 the Vendor hereby assigns to the accepting Purchaser its

abovementioned share in the GmbH and the shares in the S.A. under the suspensive condition of full and complete payment of the Initial
Payment which immediately falls due under Nr. 3.2.1.

 
3.  Consideration and Payment
 
3.1  Full Purchase Price. The total purchase price potentially due to the Vendor amounts to US-$ 6,400,000, increased or reduced as provided

for in Nr. 3.2.2 and 3.2.3 “Method and Payment Date”. Thereof, 75% belong to the Shares in the GmbH and 25% to those in the S.A.
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3.2  Method and Payment Date.
 
3.2.1  At the Completion Date, the Purchaser shall pay US-$ 4,400,000 in cash to Vendor by bank wire transfer (the Initial Payment), such

amount being subject to post-closing adjustments as provided for in Nr. 3.2.3 “Method and Payment Date”.The Initial Payment at the time
of Completion shall be made in Euros by applying an following exchange rate of € 1.30677.

 
3.2.2  The Purchaser shall pay in Euros to the Vendor subject to and in compliance with the following Retention and Earn Out Terms one

additional purchase price instalment of US-$800,000 on October 1, 2006 and one of US-$ 1,200,000 on October 1, 2007. For these
payments, to be made in Euros, a fixed exchange rate of US-$ 1.32094 for Euro 1.00 shall be applied. The payment components and
terms are shown in Exhibit 3.2.2.

 
3.2.3  As of the Vesting Day, Vendor will deliver the Companies with a shareholder’s equity of EUR 406,354.76 for GmbH which is the

shareholder’s equity as of September 30, 2004 and a shareholder’s equity of EUR 209,479.54 for S.A. which is the shareholder’s equity
as of December 31, 2004. If the combined shareholder’s equity of the GmbH and of the SA as calculated from the Vesting Day Accounts
as described under Nr. 6 below, and/or from the corrections to it by the arbitrators, is less than the combined guaranteed equity of EUR
615,834.30, the purchase price and the Initial Payment shall be reduced by an amount equal to the difference. If the combined
shareholder’s equity of the Companies calculated from the Vesting Day Accounts as described under Nr. 6 below and/or from the
corrections made to it by the arbitrators is greater than the combined equity of EUR 615,834.30, the purchase price and the Inital
Payment shall be increased by the difference. However, no purchase price decreases or increases shall be made to the extent that any
difference between GmbH’s shareholder’s equity on September 30, 2004 and March 31, 2005 or at any later date is caused by GmbH’s
release from the pension obligation and the subsequent transfer of the connected pension insurance as provided under Nr. 4.4. c) below.
Any adjustments to the purchase price and the Initial Payment under this Nr. 3.2.3 shall be paid by the party owing any such amounts
within eight (8) days as from the date when the relevant Vesting Day Accounts became binding on the parties. For the purpose of the
above adjustment, the parties agree that for the currency conversion, the same exchange rate as the exchange rate used for the Initial
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   Payment as provided for under Nr. 3.2.1 shall be applied. At Closing, the combined liabilities of the two Companies shall in no event
exceed EUR 390,600 If the combined liabilities of the Companies calculated from the Vesting Day Accounts as described under Nr. 6
below and/or from the corrections made to it by the arbitrators is greater than EUR 390,600, the purchase price and the Initial Payment
shall be decreased by the difference unless such difference has already resulted in a respective decrease of the combined shareholder’s
equity and a corresponding purchase price reduction under the provisions above. For any payment owed by the Vendor from such
purchase price reduction, the above provisions in this No. 3.2.3 on payment terms and the exchange rate apply respectively.

 
3.2.4  Purchaser is entitled to deduct amounts for claims for damages under Nr. 8 and Nr. 9 from any payments which Purchaser is required to

make from outstanding payments under this Section Nr. 3.2.2,
 
3.2.5  All payments to be made under this contract shall, from the due date until the date of actual payment, be subject to interest at an

interest-rate of 3.5 basis points above EURIBOR for 3-month Euro-deposits.
 
3.2.6  All payments under this Agreement shall be made to the following bank accounts:

 a)  Vendor: Embedded Solutions AG
Deutsche Bank Freiburg
Account: 246421
Bank Code 680 700 30
Swift: DEUTDE6F

 
 b)  Purchaser: Digi International GmbH

Deutsche Bank, Dortmund
Bank Code 44070050
IBAN DE10440700500149808800
BIC DEUTDEDE440

4.  Completion – Delivery of documents
Prior or simultaneous transactions to the Completion Date

 
4.1  The Vendor warrants that, at the Completion Date:

 a)  all intercompany receivables and liabilities between the Vendor and the Companies have been settled;
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 b)  all specific assets as specified in Exhibit 2.1, have been validly transferred by the Vendor to the GmbH for one Euro;
 
 c)  the current Microsoft Partner Alliance Agreement and the Wind River Partner Alliance License Agreement with Wind River will be

continued unchanged.

4.2  Delivery of Documents. The Vendor shall deliver, at Completion of this Agreement, to the Purchaser:

 a)  the sole share certificate issued for the entire share capital of S.A. which at Completion of the Agreement will be endorsed by Vendor
to Puchaser;

 
 b)  - deleted -
 
 c)  originals of the minutes of any required General Meetings of the Companies and declarations by the Companies related to the sale of

the Shares; and
 
 d)  the two new Managing Director Service Agreements with GmbH duly executed by Klaus Flesch and Angelika Flesch, each in form as

attached as Exhibits 4.2 d) – KF and 4.2 d) – AF to which reference is made. Upon advice by the deputy notary the participants
waived the reading of Exhibits 4.2 d) – KF and 4.2 d) – AF;

 
 e)  originals of the minutes of the supervisory board meeting of Vendor approving the sale of the Shares;
 
 f)  written confirmations from Microsoft and Wind River referred to under 4.1 d) above.

4.3  The Purchaser shall deliver, at the date of this Agreement, to the Vendor:

 a)  the initial payment by bank wire transfer under 3.2.1.;
 
 b)  the two new Managing Director Service Agreements referred to under 4.2., d) above duly counter-executed.

4.4  Post-Completion / Delivery of Documents

 a)  Guarantees. The guarantees and other collateral given by Frau Angelika Flesch and Herr Klaus Flesch and listed in Exhibit 4.4 have
been taken up on behalf of the GmbH/S.A. The Purchaser undertakes to assure the within ten working days from the signature of this
contract and the return of the related originals of guarantee and other deeds within a reasonable period of time.
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 b)  Domaine Names. Any domaines listed on Exhibit 5.1.9 and not directly held by GmbH or S.A. shall be transferred to one of the
Companies selected by the Purchaser as soon as reasonably possible.

 
 c)  Pension Obligations. GmbH is released from the pension obligation which is described in more detail in Exhibit 4.4.c) in conjunction

with the transfer of the connected pension insurance (“Rückdeckungsversicherung”) within a reasonable period of time but not more
than 60 days upon such transfer. Upon such transfer neither the GmbH nor K. and A. Flesch shall have any claim or counter claim
under this or any other pension committment or the above transfer;

 
 d)  Share Ledger. On the Vesting Day, the Parties will jointly arrange for the registration of Purchaser instead of Vendor in the S.A.’s

share ledger as well as for required filings with the Spanish authorities.

5.  Vendor’s Liability to Assessments
 
5.1  Statements by the Vendor. The Vendor and A. and K. Flesch (in the following also referred to as “the Vendor Group“) declare jointly and

severally to the Purchaser that, regardless of fault, they vouche for the fact that on the day of concluding this contract the following
information is correct and complete with the proviso that (i) their liability for a possible breach of this liability to assessment is exclusively
governed by the rules set out in Nr 8, to the exclusion of all legal consequences, and thus the restrictions of liability described in Nr 8. are
applicable (such as upper and lower limits of liability, procedural rules, and special rules regarding the extinction of claims due to lapse of
time) and (ii) the liability to assessments assumed by the Vendor and A. and K. Flesch in this clause Nr. 5. does not therefore represent
any guarantee, and in particular represents no guarantee of the composition or nature of the object in question within the meaning of §§
443, 444 BGB (the German Civil Code), but represents an independent liability sui generic under § 311 (1) BGB.:

 
5.1.1  Legal status of the GmbH and the SA. The GmbH and the S.A. are properly constituted in accordance with the law applicable to their

status under company law and have a valid existence. Each of them possesses the necessary juridical

 



 

- 11 -

   powers to hold assets and to carry on business in accordance with the law applicable to their status under company law. At the occasion
or in connection with the continuation of the sole proprietorship carried out by Angelika Flesch under the name Forth-Systeme until the
formation of GmbH in 1991, GmbH did not make any payments or payment committments.

 
5.1.2  No insolvency. No insolvency or similar proceedings concerning the assets of the GmbH or the S.A. have been initiated. Neither the

management of the GmbH, nor that of the S.A. is under any obligation to initiate an insolvency or comparable proceedings.
 
5.1.3  Equity participation in the GmbH and in the S.A.. The Vendor is the owner of the equity holding in the GmbH that has been sold and

assigned and of the sold and assigned shares in the S.A.; it may freely dispose of either holding and no third-party rights exist in them.
 
5.1.4  No other equity holdings. The GmbH and the S.A. have no equity holdings in any companies, and there are no decisions pending for the

acquisition of such holdings. The same applies to interests in partnerships, silent partnerships and profit participation agreements.
 
5.1.5  No third-party rights of acquisition. With respect to the sold and assigned holding in the GmbH and shares in the S.A. there are no

existing pre-emptive rights, rights of first refusal, option rights or other rights legally entitling a third party to acquire these holdings. The
sold equity holding and shares in each case constitute the entire issued share capital and there are also no third party rights for the
granting of new shares or other profit participation rights. The Vendor is not bound by any option, voting or similar agreements regarding
its shareholding in the Companies.

 
5.1.6  Documents required by company law. The copies (i) of the articles of association and (ii) extracts from the Commercial Register, which

were handed over by the Vendor to the Purchaser before the conclusion of this contract and which are attached as Exhibits 5.1.6 a), b),
c) and d) represent the relevant current status of the articles of association as well as the content of the Commercial Register in respect
of the GmbH and S.A. Neither for the GmbH nor for the S.A. are there any pending amendments to the articles of association or any
filing of information pending with the Commercial Register. All filings required by applicable laws have
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   been made. For the S.A., only one single share certificate has been issued for the entire share capital. The GmbH has not issued any
share certificate. Reference is made to Exhibits 5.1.6 a), b), c) and d) to which reference is made. Upon advice by the deputy notary
the participants waived the reading of Exhibits 5.1.6 a), b), c) and d).

 
5.1.7  No outstanding claims for dividends or other payments. Neither the Vendor nor K. and A. Flesch or any of their related parties

(“nahestehende Personen”) are entitled to any claims against the GmbH or the S.A. for hitherto unpaid dividends or other payments of
any kind.

 
5.1.8  Real estate. The Companies own no real estate.
 
5.1.9  Intellectual Propery Rights. Neither the GmbH nor the S.A. or K. and/or A. Flesch owns any protected commercial rights other than the

domaines listed on Exhibit 5.1.9.
 
5.1.10  Significant individual assets. To the best of the Vendor’s knowledge the GmbH and the S.A. are unrestricted owners of or enjoy

contractual rights of use over all movable items in the fixed asset register, the absence of which would have significant deleterious
effects on the overall business activities of the GmbH or the S.A.

 
5.1.11  Employees. Neither in the GmbH, nor in S.A. are there any agreements of a collectively binding nature in force (wage agreements,

plant agreements, requirements for unanimous approval by the workforce and similar collective agreements), which might entitle the
employees of the GmbH or of the S.A. to claim special forms of remuneration (Special annual payments, bonuses, profit share,
anniversary payments, share options or similar rights, pensions etc.). None of the Companies has a Works Council or similar
employees’ representation body. To the best of the Vendor’s knowledge no infringements are being committed against any provisions of
employee protection legislation of significance to the protection of employees of companies. Besides their current managing director
service agreements, neither K. Flesch nor A. Flesch are parties to any other service or employment agreement with any of the
Companies. As of the Vesting Day, the Companies do not employ any other employees (including any free lancers) other than those
listed separately for each Company on Exhibit 5.1.11.
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5.1.12  Permits and licences. The GmbH and the S.A. are in possession of all governmental permits and licences, the lack of which would have
significant deleterious effects on the overall business activities of the GmbH or the S.A.

 
5.1.13  Litigation. In the event of having to defend a lawsuit, borrowings and/or reserves of an adequate amount have been built up in the

GmbH and/or S.A. Currently, none of the Companies is involved in any pending litigation and, to Vendor’s best knowledge, no litigation
is threatening.

 
5.1.14  Investment Grants. With the exception of the Spanish Investment Grants listed for the S.A. on Exhibit 5.1.14, none of the Companies

has received or applied for any other Investment Grants or other public funds. All information provided by S.A. in connection with
Spanish Investment Grants specified on Exhibit 5.1.14 to the competent authorities and other offices has been correct and complete.
The Spanish Investment Grant projects number 1 through 8 are fully completed and there are no indications for a claim for repayment
with the exception. As of the Vesting Day, there are no indications against granting the Investment Grant for project Nr. 9. Reference is
made to Exhibit 5.1.14. Upon advice by the deputy notary the participants waived the reading of this Exhibit 5.1.14.

 
5.1.15  – deleted -
 
5.1.16  Accounts receivable. As at Vesting Day neither the GmbH, nor the S.A. has any overdue accounts receivable for shipments and

services. The term ,overdue’ in the above context applies to accounts receivable for shipments and services, which have already been
outstanding for more than 90 days.

 
5.1.17  Stocks. As at the Vesting Day neither the GmbH nor the S.A. holds stocks in excess of six months’ requirements, except for stock which

is held for a specific valid undisputed purchase order.
 
5.1.18  Intercompany loans. As of March 29, 2005, the only intercompany accounts and loan accounts in existence between the GmbH and the

S.A. are those listed in Exhibit 5.1.18. Any changes through the Vesting Day will be limited to those in the normal course of business.
Reference is made to this Exhibit 5.1.18. Upon advice by the deputy notary the participants waived the reading of this Exhibit 5.1.18.
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5.1.19  Agreement with Vendor. Between the Vendor’s Group (and its related parties) and the Companies, no agreements except those
specified in this Nr. 5.1.19 do exist:

 a)  A sales co-operation agreement of October 15, 2002 exists between the Vendor and the GmbH and/or S.A. These agreements are
terminated as of the Vesting Day.

 
 b)  The business procurement contract dated 07.02.2002, between the Vendor and the GmbH will be terminated as of the Vesting Day.

5.1.20  Computers and Software. The Companies own all the computer systems and software necessary to run their businesses fully and
effectively to the extent to which it is presently conducted. The computers, software and software packages used by the Companies are
owned by it, or are subject to licenses, authorizations or rights of use for the benefit of the respective company. All amounts, if any,
payable by the Companies under such licenses, authorizations or user rights have been duly paid. No person is entitled to receive any
royalty in respect of the use, development and exploitation by Companies or its licensees of the software owned by the respective
company. In case of default, the Vendor guarantees to regularize the situation in a form acceptable for the Companies, which is
unconditionally accepted by the Purchaser.

5.1.21  Insurance.

 a)  Exhibit 5.1.21 contains a list of the insurance policies subscribed by the Companies, indicating the risks covered, the maximum
amounts of compensation and the applicable excess. Reference is made to this Exhibit 5.1.21. Upon advice by the deputy notary the
participants waived the reading of this Exhibit 5.1.21. Each of the Companies is up to date with respect to the payment of the
premiums due for each of such policies, which are currently in force and has not breached any provision of such policies which may
call into question its right to compensation. There are no outstanding claims made by the Companies under any of such insurance
policies whatsoever. To the best knowledge of the Vendor, no circumstances exist which might give rise to such a claim.
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 b)  The Vendor warrants that the Companies have adequate and sufficient insurance coverage for risks reasonably related to their
business.

5.1.22  Environment.

 a)  The Companies have obtained all the necessary permits and authorizations with respect to applicable environmental regulations that
they require in order to carry out its respective business.

 
 b)  The Companies are in compliance and have always complied with the environmental permits and authorizations granted to it, as well

as with applicable environmental regulations.
 
 c)  No goods of whatsoever nature are stocked (whether permanently or temporarily) in any property used by the Companies which

might be the basis of a liability claim by any third party as a result of contamination or pollution.
 
 d)  None of the Companies has incurred to this date, any liability with respect to any cleaning or decontamination obligation whatsoever

relating to land or property either currently occupied or occupied in the past by it.

5.1.23  Absence of Changes. The Vendor declares that for the GmbH, between September 30, 2004 and the Vesting Day, and for the S.A.
between December 31, 2004 and the Vesting Day,

 a)  there has been no material adverse change in the turnover of the Companies compared to the same period of the past financial year;
 
 b)  no interim financial statements have been established apart from those as of March 31, 2005;
 
 c)  he has managed the Companies in accordance with reasonable management practices and the Companies have carried on business

in the ordinary and normal course;
 
 d)  he has ensured that no agreement or undertaking has been entered into by the Companies other than in the normal course of

business;
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 e)  he has not allowed the Companies to sell, rent, transfer or, in any manner whatsoever, dispose of any major asset are of importance
for the business activities of the Companies;

 
 f)  he has ensured that the Companies have taken all reasonable steps necessary to preserve and protect their assets and have

immediately notified the Purchaser of any substantial change relating thereto;
 
 g)  he has not acted and has ensured that the Companies have not acted in a manner incompatible with the provisions hereof or with the

execution of the agreements referred to hereunder;
 
 h)  he has ensured that no distribution of dividends has been made, voted or approved by the Companies;
 
 i)  he has ensured that neither of the Companies has acted in a manner incompatible with the provisions of any agreement to which it is

a party;
 
 j)  he has ensured that neither of the Companies has taken out any loan, or entered into any borrowing or other undertaking that might

increase the financial indebtedness of the Companies other than in the normal course of business;
 
 k)  he has ensured that none of the Companies has granted to any party whatsoever any guarantee, endorsement, security or collateral

whatsoever, except those reasonably given in the normal course of business;
 
 l)  he has ensured that no decision has been taken by the Companies that would result in any amendment to the articles of association;
 
 m)  he has ensured that no major decision has been taken that would have a substantial impact on the financial or commercial position

and on the operation of any one of the Companies and in particular (the following list being non-exhaustive) a decision which results
in the termination, refusal of renewal of agreements or the renewal of agreements on higher price terms (or otherwise less favorable),
without the Purchaser’s prior written consent;
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 n)  he has ensured that no increases in the salaries and payments to be made, in whatsoever form, by the Companies to its employees
or managers have been granted, except those reasonably given in the normal course of business, and

 
 o)  the Companies have not lost an important customer or supplier.

5.1.24  Financial statements. The unconsolidated financial statements of GmbH as of September 30, 2004 and the interim financial statements
of GmbH for the six month period ending on March 31, 2005 as well as the unconsolidated financial statements of S.A. as of
December 31, 2004 and the interim financial statements of S.A. for the 3 month period ending on March 31, 2005, (together, the
“Financial Statements”) have and will have been prepared in accordance with German and Spanish GAAP, as applicable, on a basis
consistent with past practice, in particular with respect to valuation methods and depreciation rules, and present in all material respects
a true and fair view of the assets, liabilities, financial position and results of operation of each of the Companies separately as of the
date, and for the period, to which they relate. All provisions and reserves, if any, made are sufficient to cover all risks and liabilities. The
conversion of the September 30, 2004 financial statements of GmbH for US balance sheet accounting purposes has been prepared in
accordance with US GAAP. All Financial Statements from 2004, to which reference is made, are attached as Exhibit 5.1.24. Upon
advice by the deputy notary the participants waived the reading of this Exhibit.

5.2.  No ongoing liability to assessments. Beyond the information given in Nr 5.1, the Vendor makes no further statements as to the legal and
economic situation of the GmbH and S.A. and assumes no ongoing liability to assessments. In particular, the Vendor assumes no
exceeding liability, and the Parties exclude as far as is legally permissible any liability on the part of the Vendor, regardless of its legal
basis, for the accuracy and/or completeness of any information supplied to the Purchaser or its advisers by the Vendor or its advisers,
including information exchanged orally or in writing between the Parties in the course of their discussions and negotiations.

5.3  The Vendor’s best knowledge. For the purposes of this contract the term ’to the best of the Vendor’s knowledge’ is taken to mean the
actual personal knowledge of the relevant circumstances on the part of Klaus and Angelika Flesch, and excludes all legislative provisions
concerning the attribution of knowledge.
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6.  Vesting Day Accounts
 
6.1  Only and exclusively for the purpose of calculating the book-value of the shareholders’ equity and the total of all liabilities (see Nr. 3.2.3),

interim financial statements will be drawn up for the GmbH as of the Vesting Day (in accordance with the provisions of the German
Commercial Code) and interim financial statements will be drawn up for the S.A. (in accordance with the provisions of the Spanish
Accounting Principle) and delivered by the Vendor within 30 days upon the Vesting Day. Both interim financial statements are separately
or collectively also referred to as the “Vesting Day Accounts”. In addition, conversions of the Vesting Day Accounts for the Companies to
US GAAP will be delivered by the Vendor within 30 days upon the Vesting Day; such conversion shall be based on the same principles
applied by the Vendor for the US GAAP conversion of the September 30, 2004 financial statements of GmbH.

 
6.2  In view of the fact that the drawing up of the interim accounts on the Vesting Day will already be carried out at the instigation of the

Purchaser, the Parties agree the following:

 (i)  Vendor shall arrange for and Purchaser shall cooperate in drawing up the Vesting Day Accounts on the basis of the practice applied
hitherto in the GmbH and the S.A. for the presentation of accounts, including the valuation standards.

 
 (ii)  The Purchaser shall instruct the GmbH and the S.A. not to carry out any partial depreciation of the fixed assets of both companies,

not to make any provisions for bad debts other than the normal blanket provision applied hitherto, except where the receivables are
overdue (5.1.16), and not to make any stock write-downs except where stocks are held in excess of six months’ requirements,
unless those are held for a valid undisputed purchase order (5.1.17).

 
 (iii)  Should the Parties not reach agreement on the amount of the combined shareholder’s equity and/or the total liabilities of the

Companies and/or any corresponding purchase price adjustments, on the basis of the Vesting Day Accounts to be drawn up as at
Vesting Day, , then each of the Parties is entitled to apply to the President of the Chamber of Auditors in Berlin for an arbitrator to be
appointed. The application for the appointment of the arbitrator
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    must be lodged within thirty days from the delivery of the Vesting Day Accounts. The arbitrator must be a qualified auditor for both
Companies’ accounts if both are under dispute, if needed two separate arbitrators shall be appointed. After hearing the arguments
of the Parties, the arbitrator has to examine the Vesting Day Accounts of the GmbH and/or the S.A. as at Vesting Day in the light of
the principles stated earlier. This examination shall only and exclusively be carried out for the purpose, binding on both Parties, of
ascertaining the amount of the combined shareholders’ equity of the Companies on Vesting Day and the total liabilities in each of
the Companies on Vesting Day. The arbitrator shall also use his discretion in deciding as to who should bear the costs of the
arbitration.

 
 (iv)  Should the decision of the arbitrators cause a reduction of the Initial Purchase Price under Nr. 3.2.1 because more extensive

provisions against accounts receivable or stocks either, contrary to (ii) above, are, in the opinion of the arbitrator, absolutely
required, or because, in drawing up the Vesting Day Accounts, provisions were already made for overdue accounts or for too large
a stock coverage, then the Vendor may demand, (,,Zug um Zug”) against redurction of the purchse price under 3.23 such purchase
price reduction, that receivables and/or stocks written down in this way are transferred and assigned to itself.

6.3  The Vesting Day Accounts will become binding upon the Parties, if

 (i)  none of the Parties has applied for appointment of an arbitrator within 30 days from delivery of the Vesting Day Accounts, or
 
 (ii)  eight (8) days from the delivery of the arbitrator’s decision to both Parties for all of the Vesting Day Accounts provided to the

arbitrator for its decision.

7.  Declarations and Undertakings by the Purchaser
 
7.1.1  Completeness of information. Before the conclusion of this contract the Purchaser received in good time from the Vendor all information

about the GmbH and S.A. which the Purchaser believes to be necessary to make an appropriate decision about concluding this contract.
All the Purchaser’s questions on the legal and economic situation of the GmbH and S.A. have been answered and no requested
information is outstanding. The Purchaser’s decision to acquire the GmbH and S.A. and to conclude this contract does not rest, as far as
the Purchaser is
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   concerned, on the Purchaser being convinced of the presence or absence of specific circumstances and in particular of specific financial
parameters of the GmbH and S.A., apart from the statements in this contract.

 
7.1.2  No knowledge of the inaccuracy of statements by the Vendor. The Purchaser is not aware of any incorrect statements made by the

Vendor in Nr. 5.
 
7.1.3  Renewal of lease. The Purchaser undertakes to instruct the GmbH and the Vendor to instruct Klaus & Arno Flesch GbR, to renew and

fulfil the existing lease contract on the building in Kueferstraße in Breisach at least until 31 December 2008 on the same terms as
hitherto. The contract as agreed is attached as Exhibit 7.1.3, to which reference is made. Upon advice by the deputy notary the
participants waived the reading of this Exhibit. At the end of this period the lease contract will be renegotiated at fair market value.

 
8.  Legal Consequences of Breaches of Contract by the Vendor
 
8.1  Proceedings. A claim by the Purchaser in accordance with Nr 8.2 requires that (i) the Purchaser immediately informs the Vendor, but in

any case not later than 30 days of having knowledge of them, of the circumstances entitling the Purchaser to make a claim under Nr 8.2;
in so doing the Purchaser must present the grounds for its claim specifically identifying the statements that are in its opinion inaccurate
and giving a sufficiently detailed description of the facts of the case, and (ii) the Purchaser on request makes copies available of all due-
diligence reports or other audit reports that may have been prepared by the Purchaser or his advisors in connection with the transactions
provided for in this contract and provides the Vendor with all the information which he requires in order to verify the Breach of Contract
and the extent of his liability. The Vendor Group must provide the Purchase with all information and documentation related to such claim
which is available to it. § 377 HGB (German Commercial Code) shall not apply to this Agreement.

 
8.2  Payment of damages. In the event of a statement by the Vendor in Nr. 5.1 or Nr. 9.1 proving incorrect or of any other breach of this

contract by the Vendor (“Breach of Contract”), the Purchaser may demand under the terms in this Nr 8. that the Vendor within a
reasonable period, but not later than one month from the receipt of the request, restores, initially through natural restitution, the
Purchaser or the GmbH or the S.A. if they are affected by the Breach of Contract, to the
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   position it or they would be in had the Breach of Contract in question not taken place. If within the appropriate period set for this the
Vendor has not restored the circumstances to their prior state, the Purchaser may demand monetary compensation from the Vendor.

 
8.3  Third party claims. In the event that a third party should, after Completion, assert a claim or threaten to assert a claim against the

Company (including, but not limited to, any tax assessment) which is likely to give rise to a Claim by the Purchaser against the Vendor:

 a)  Subject to Article 8.3(b) below, the Purchaser shall defend the relevant Company, at the cost of the Vendor, from any such Third
Party Claim and will be free to take any decision which it may consider useful to so defend, in the most practical manner, the relevant
Company. However, the Purchaser shall not be entitled to start up, continue or cease any arbitration or trial or enter into any
settlement without the prior approval of the Vendor. The Purchaser shall use its reasonable endeavors to limit the prejudice suffered
by the Company or by itself.

 
    The parties shall designate by mutual agreement the lawyer in charge to defend the affected Company’s interests. The final choice in

case of disagreement shall be made by the Vendor.
 
 b)  The Purchaser shall however:

 (i)  notify such Third Party Claim to the Vendor as soon as practicable and at the latest within 10 business days from the date of
receipt of the written Third Party Claim to the relevant Company or to the Purchaser;

 
 (ii)  procure that the Vendor has full access to the information and documents needed and required to understand the Claim asserted

against the relevant Company and the relevant Company’s defense;
 
 (iii)  procure that the relevant managers and the Vendor be involved in the various stages of proceedings initiated for the purpose of

defending the relevant Company’s interests, at the expense of the Vendor, and
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 (iv)  associate and consult with the Vendor and take into account the Vendor’s reasonable views before making a joint decision in
respect of the defense to the Third Party Claim or the settlement of the Third Party Claim.

 c)  The Vendor, inasmuch as he may have control of some evidence or information material to the defense against the Third Party
Claim, shall fully disclose and deliver to Purchaser any such evidence or information.

8.4  Exclusions of liability. The Purchaser has no claim under Nr. 8.2, if and to the extent that:

 (i)  the Purchaser has contributed to the origin or enlargement of the damage;
 
 (ii)  the damage arises from a change in legislation or in the general administrative practice of the authorities or from a change to the

Purchaser’s accounting principles, or to those of the GmbH or S.A. after the conclusion of this contract;
 
 (iii)  the Purchaser, the GmbH or the S.A. are entitled to payment claims against third parties, in particular against insurance companies,

arising from or connected with the Vendor’s Breach of Contract or with the damaged caused by it;
 
 (iv)  the Purchaser, the GmbH or the S.A. gain financial benefits, including tax advantages, from or in connection with the Vendor’s

Breach of Contract or with the damage arising from it;
 
 (v)  the circumstances creating the Breach of Contract or the damages arising from it are covered by the liabilities, reserves, or deferred

liability items contained in the financial statements of the GmbH for the year ending 30.09.2004 or those of the S.A. for the year
ending 31.12. 2004;

 
 (vi)  no reserves of any kind whatsoever in the annual accounts of the GmbH for the year ending 30.09.2004 or those of the S.A. for the

year to 31 December 2004, are necessary to cover the risk in question or if payments of written-off accounts receivable have been
made;
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 (vii)  the Vendor is subject to claims with an effect equivalent to that arising from the shareholders’ equity resulting from adjustments
under Nr. 3.2.3 (no double claim).

8.5  Minimum and maximum sums for liability. The Purchaser only has a claim under Nr 8.2 if and to the extent that (i) the damages arising
from an individual Breach of Contract exceed EUR 20,000.00 and (ii) the damages qualifying for compensation under Nr. (i) from all
Breaches of Contract in total exceed EUR 100,000.00. Claims by the Purchaser under Nr. 8.2 are restricted in total to a maximum sum of
the then still outstanding payments as described under 3.2.2. The initial payment of US-$ 4,400,000 will not be effected by such liability.

 
8.6  Statute of limitations. Claims by the Purchaser under Nr. 8.2, which arise from an inaccuracy in the statements by the Vendor Group in Nr.

5.1.1. through 5.1.7 shall expire on March 31, 2015, and claims from all other statements in Nr. 5.1., shall expire on October 1, 2007. With
the receipt by the Vendor of a communication under Nr. 8.1, the expiry of the communicated claims shall be suspended for a period of
three months. Sections 203 to 213 of the BGB (German Civil Code) do not apply.

 
8.7  Disqualification of more extensive claims. With the exception of claims under Nr. 8.2, all claims by the Purchaser on account of Breaches

of Contract by the Vendor, are expressly ruled out, in particular legal claims for subsequent performance, revocation, compensation or
reduction on account of material defects, claims to challenge this contract on account of the absence of an important feature or claims for
a reverse transaction or adaptation of this contract on account of cessation or interruption of the basis of the business and for
compensation on account of breach of a contractual obligation, including culpa in contrahendo. Claims of fraudulent misrepresentation or
other intentional misconduct and any other claims not legally alterable by mutual consent remain unaffected by this Nr. 8.7.

 
9.  Taxes and Other Public Levies
 
9.1  Submission of tax returns. The Vendor declares that the GmbH and S.A. have submitted all tax returns due up to Vesting Day. All taxes

due for payment as at Vesting Day and other public levies including interest, surcharges for default and overdue payments and social
security contributions (together referred to
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   hereinafter as “Taxes”) have either been paid or are shown in full in the accounts of the company as liabilities or reserves.
 
9.2  Additional taxes. If tax assessments after Vesting-day, in particular tax audits or audits by the social insurance authorities, for the GmbH

or S.A. for the period up to Vesting-day, lead to an increase in the taxes payable, the Vendor shall reimburse the GmbH and/or S.A. for
these additional taxes. In the event of a reduction of the tax assessment on the basis of tax audits after Vesting-day for the period up to
the present, the Purchaser shall instruct the GmbH and/or S.A. to reimburse the amount of the reduction to the Vendor. To the extent that
the assessments by the tax authorities lead to fiscal advantages for the GmbH or S.A. after Vesting-day, in particular to subsequent
amortisable capitalisations, these advantages are to be offset against the reimbursement of additional taxes by the Vendor.

 
9.3  Tax audits. Claims by the Purchaser under Nr 9.1 and 9.2 require that the Purchaser abides by the following provisions: the Purchaser

shall immediately inform the Vendor when the tax authority announces or begins a tax audit of the GmbH or S.A. for the period up to
Vesting-day. The Purchaser shall give the Vendor and its advisers the opportunity to obtain information on the progress of the audit and to
establish direct contact with the officials of the tax authority concerned with the audit. The Vendor and its advisers are entitled to take part
in all discussions, in particular formal signing-off meetings, in as far as they may have an impact on the Vendor. If it is not possible to
reach agreement with the tax authority, the Purchaser undertakes to instruct the GmbH and S.A. to seek legal remedies against tax
decisions that lead to additional taxation of the GmbH or S.A. for the periods up to Vesting-day. This is to be done on written request and
at the expense of the Vendor and on the Vendor’s instructions.

 
   The Vendor for its part shall, if requested by the Purchaser, assist, at its own expense, with tax audits relating to the period up to Vesting-

day, and for this purpose bring in its advisers at the request and at the expense of the Purchasers.
The provisions under Nr. 8.3 apply respectively unless this Nr. 9.3 provides otherwise.

 
9.4  Legal consequences of incorrect declarations. Should the declarations by the Vendor contained in Nr 9.1 prove inaccurate, Nr 8. will then

apply, in as far as Nr 9. does not settle the matter otherwise.
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9.5  Exclusion of the duty to make reimbursement. The Purchaser, the GmbH and the S.A. have no claims under Nr 9.1 or 9.2, if and to the
extent that either

 (i)  the Purchaser, the GmbH or the S.A. has, after Vesting Day, through acts contrary to its duty or interests, contributed to the levying
of the taxes in question;

 
 (ii)  the taxes in question arise, after the conclusion of this contract, from a change in legislation or in the general administrative practice

of the tax authorities or from a change in the Purchaser’s accounting principles or those of the GmbH or S.A. ;
 
 (iii)  the Purchaser or the GmbH or S.A. is entitled to make claims for payment against third parties arising from or in connection with the

taxes, and if these claims can in fact be asserted;
 
 (iv)  the Purchaser or the GmbH or S.A. gains financial advantages, including tax advantages, arising from or in connection with the

taxes in question;
 
 (v)  the Vendor is subject to claims with an effect equivalent to that resulting from adjustments under Nr. 3.2.3 which related to the

guaranteed shareholders’ equity and liabilities (no double claim).

9.6  Statute of limitations. Claims by the Vendor under Nos. 9.1 and 9.2 expire within six months from the time at which the assessment and/or
rectifying assessment by the tax office or other authorities becomes legally binding with final effect, but at the earliest six months after
delivery of legally finally assessments binding upon the Purchaser or the GmbH or S.A.

 
9.7  Definitive ruling. The above-mentioned rules conclusively determine the legal consequences of fiscal assessments and amended tax

notices for the period up to Vesting-day as well as the liability to assessments for taxes and to that extent take precedence over all other
provisions of this Agreement.
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10.  Confidential Information, Non-Solicitation, Non-Competition
 
10.1  For the purpose of assuring to Purchaser the full benefit of the transactions contemplated by this Agreement, each of the Vendor and A.

and K. Flesch undertakes to Purchaser that, whether alone or in conjunction with any other person, whether on its own account or on
behalf of any other person, and whether directly or indirectly :

 (a)  it will not at any time after Closing (other than in the proper course of their functions as an employee or officer of the Companies)
knowingly disclose to any person, or use for its own benefit, and shall use its reasonable endeavours to prevent the disclosure of,
any secret or confidential information concerning the business or affairs of the Companies or any of its customers of which it has
knowledge;

 
 (b)  it will not for the period of three years after Closing offer or facilitate an offer to employ or engage the services of, or otherwise solicit

or endeavour to entice away from any of the Companies, any of its officers or employees;
 
 (c)  it will not for three years after Closing solicit the customers of or endeavour to entice away from any of the Companies any person

who to its knowledge is, or has at any time during the previous two years been, a client or customer of the Companies; and
 
 (d)  it will not, at any time use or attempt to use in the course of any business any trade or service mark, business name, design, logo

(whether registered or not) or domain name used in the business of any of the Companies or the corporate name of any of the
Companies, or one which is similar to or likely to be confused with any of them.

10.2  For the purpose of further assuring to Purchaser the full benefit of the transactions contemplated by this Agreement, each of the Vendor
and A. and K. Flesch in addition also undertakes that, whether alone or in conjunction with any other person, whether on its own account
or on behalf of any other person, and whether directly or indirectly, it will not, for three years after Closing carry on, or be concerned or
interested (whether as principal, officer, employee, agent, consultant, partner, owner, shareholder or otherwise) in carrying on any
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   Restricted Business as defined in No. 1 whether in Germany/Spain or any other country where any Companies or Purchaser of its
affiliated companies currently or during such restricted period carries on any business activities.

 
10.3  Nothing in this Clause prevents the Vendor or A. and K. Flesch or any of them from holding for investment purposes only any units of any

authorised unit trust or not more than 10% of any class of shares, participations or other interests in any company or other business.
 
10.4  The Vendor and A. and K. Flesch agree that the undertakings in this Clause and the restrictions accepted are fair and reasonable and

that they are necessary for the protection of Purchaser’s legitimate interests in the goodwill of the Companies.
 
10.5  All of the restrictions in this Clause under 10.1 through 10.4 above shall also apply to each of the Vendor and A. and K. Flesch related

persons (nahestehende Personen) in the meaning of Section 15 of the German Fiscal Code (Abgabenordnung) and to each of their
affiliated companies in the meaning of Sections 15 et seq. of the German Stock Corporation Act (Aktiengesetz).

 
10.6  Each of the restrictions and undertakings in this Clause shall be construed as being separate and independent. If any such restriction or

undertaking shall be found to be void or voidable but would be valid and enforceable if some part or parts of it were deleted or reduced in
duration, it shall apply with such minimum modification as may be necessary to make it valid and enforceable.

 
11.  Cartel Provision
 
   The Parties are in agreement that neither in Germany nor in Spain they are subject to any notification or filing requirements with the

competent authorities under applicable anti-trust laws.
 
12.  Confidentiality; Press Releases
 
   The Parties undertake to maintain silence concerning all events connected with the negotiation, conclusion and performance of this

contract, and to enjoin their advisers, employees and other representatives to treat in strict confidence any information, which they have
received or will receive in direct or indirect
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   connection with the initiation, preparation, conclusion and/or performance of this contract. This does not apply in cases where there is a
compelling legal obligation or an obligation based on stock-market disclosure requirements or where a disclosure is necessary to protect
the disclosing Party’s own legitimate interests. Neither Party shall issue a press release or similar announcement in relation to or in
connection with this contract without prior written agreement by the other Party; at the same time neither Party may without justifiable
reason refuse its consent to a press release which the other Party wishes to make.

 
13.  Communications
 
   All statements and communications to the Vendor and the Purchaser in connection with this contract are to be sent to the following

addresses:

To the Vendor and to K. and A. Flesch:
Embedded Solutions AG
Angelika Flesch, Klaus Flesch
Kühnheimer Str. 21
D-79206 Breisach

To the Purchaser

Digi International GmbH
Dieter Vesper
Joseph-von-Fraunhofer-Str. 23
D-44227 Dortmund

   The above-named addresses remain valid until the other Party is informed in writing of a change. All communications shall be in writing,
in as far as no notarial form is required.

 
14.  Costs; Transaction Taxes
 
   Costs. The costs of the conclusion and implementation of this contract, in particular notary costs, Commercial Register costs and any

possible costs arising from the merger monitoring procedure, shall be borne by the Purchaser. The Parties shall each bear the costs of
their own advisers.
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15.  Miscellaneous
 
15.1  Transfer of rights and obligations, withholding of consent. The rights and obligations of the Parties arising from this contract may not be

transferred wholly or in part without the consent of the other Party in each case. Each Party is entitled to transfer the rights and
obligations arising from this contract to a company linked to the Party in question. In this case the transferring Party remains responsible
for the fulfilment of its obligations under this contract. The Party in question must further ensure that the rights and obligations arising
from this contract are transferred back to itself or to another associated company, if the [first] associated company ceases to be so.

 
15.2  Appendices. All appendices to this contract form an integral part of the contract. In the event of a discrepancy between an appendix and

the terms of this contract, the terms of this contract take precedence.
 
15.3  Written form. Amendments or supplements to this contract – including to this clause on written form – require to be in writing before they

can take effect, unless a stricter form is prescribed. Faxed documents are sufficient to meet the requirement of written form. Where
normal written form is insufficient, faxes are null and void.

 
15.4  Prior agreements. This agreement replaces all prior agreements, which the Parties (may) have made in relation to or in connection with

the subject of this contract.
 
15.5  Saving clause. Should a provision of this contract be or become unenforceable or incapable of performance, this shall not affect the

validity of the remainder of the contract. In place of the unenforceable or unperformable provision, an enforceable and performable
provision shall be considered agreed, of which the economic outcome is as close as possible to that of the unenforceable or
unperformable provision. This also applies, if the unenforceability of a provision relies for example on a measure of performance or time
(period or date) prescribed in the contract; in this case a measure or performance or time (period or date) shall be considered to be
agreed, which is legally permissible and which approximates as closely as possible to the desired outcome. The same applies if, in the
implementation of the contract, an omission is revealed which it is
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   necessary to rectify. The court of law to which the matter is referred shall be empowered, in cases of dispute, to undertake on behalf of
the Parties the redrafting to which the Parties have here given their undertaking.

 
15.6  Applicable law. This contract is subject to the laws of the Federal Republic of Germany to the exclusion of private international law.
 
15.7  Arbitration clause. All disputes between the Parties in connection with this contract as well as concerning the validity of this contract shall,

to the exclusion of the proper legal channels, be settled by an arbitration tribunal in accordance with Arbitration Ordinance of the German
Institution for Arbitration Jurisdiction (Deutsche Institution für Schiedsgerichtbarkeit e.V. or DIS). The arbitration tribunal may decide on
whether the validity of this arbitration agreement is also binding on courts of the German state judiciary. The arbitration tribunal also rules
on such counter-claims made for offsetting purposes, as arise from this contractual relationship. With regard to the terms agreed in this
contract concerning partial nullity (saving clause) it is agreed that the arbitration tribunal shall be empowered in cases of dispute, to
undertake on the behalf of the Parties the redrafting to which the Parties have given their undertaking in the saving clause. The seat of
the arbitration tribunal is Frankfurt am Main.

This protocol and its Exhibits 3.2.2, 4.4.a), 4.4.c) and 5.1.9 have been read by the deputy notary to the appearing persons; the protocol and its
Exhibits 3.2.2, 4.4.a), 4.4.c) and 5.1.9 have been translated by the appearing person No. 5 to the appearing person No. 3. All other Exhibits to
this protocol have been presented to the appearing persons for review. The protocol and its exhibits were in the following approved by the
appearing persons and personally signed by them and by the deputy notary as follows:

signed by:

Klaus Flesch
Angelika Flesch

Subramanian Krishnan
Dieter Vesper
Ralph Hummel

Notary’s stamp - The deputy notary
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Index of Disclosure Schedules and Exhibits*

   
Exhibit 1  Key Employees
Exhibit 2.1  Assets
Exhibit 3.2.2  Payment Components and Terms
Exhibit 4.2.d)

 
Managing Director Service Agreement of Klaus Flesch Managing Director Service Agreement of Angelica
Flesch

Exhibit 4.4  Guarantees of Frau Angelika Flesch and Herr Klaus Flesch
Exhibit 4.4.c)  Pension Obligations
Exhibit 5.1.9  Domain Names
Exhibit 5.1.11  Employees
Exhibit 5.1.14  Spanish Investment Grants
Exhibit 5.1.18  Intercompany loans and loan accounts in existence between GmbH and S.A.
Exhibit 5.1.21  Insurance Policies
Exhibit 5.1.24  2004 Financial Statements
Exhibit 5.16.a)  Articles of Association of GmbH
Exhibit 5.16.b)  Articles of Association of S.A.
Exhibit 5.16.c)  Commercial Register extracts of GmbH
Exhibit 5.16.d)  Commercial Register extracts of S.A.
Exhibit 7.13  Lease Contract
   
Exhibit A Certified copy of Commercial Register excerpt
Exhibit B  Certified copy of Commercial Register excerpt
Exhibit C  Certificate of Attorney at Law
Exhibit D  Certified copy of Commercial Register excerpt

*Disclosure Schedules and Exhibits to the Purchase and Assignment Contract are not being filed herewith. The Registrant undertakes to
furnish supplementally a copy of any omitted schedule or exhibit to the Commission upon request.

 



 

EXHIBIT 31(a)

CERTIFICATIONS

I, Joseph T. Dunsmore, certify that:

     1. I have reviewed this quarterly report on Form 10-Q of Digi International Inc.;

     2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to
make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period
covered by this report;

     3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material
respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

     4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the registrant and we have:

     a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our
supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by
others within those entities, particularly during the period in which this report is being prepared;

     b) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about
the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation;
and

     c) disclosed in this report any change in the registrant’s internal control over financial reporting (as defined in Exchange Act Rules 13a-
15(f) and 15d-15(f)) that occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an
annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s internal control over financial
reporting.

     5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial
reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent
functions):

     a) all significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and

     b) any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s
internal control over financial reporting.

     
Date: May 5, 2005     

 /s/ Joseph T. Dunsmore   
 

 
  

 Joseph T. Dunsmore   
 President, Chief Executive Officer, and Chairman   

 



 

EXHIBIT 31(b)

CERTIFICATIONS

I, Subramanian Krishnan, certify that:

     1. I have reviewed this quarterly report on Form 10-Q of Digi International Inc.;

     2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to
make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period
covered by this report;

     3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material
respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

     4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as
defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the registrant and we have:

     a) designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our
supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by
others within those entities, particularly during the period in which this report is being prepared;

     b) evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about
the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation;
and

     c) disclosed in this report any change in the registrant’s internal control over financial reporting (as defined in Exchange Act Rules 13a-
15(f) and 15d-15(f)) that occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an
annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s internal control over financial
reporting.

     5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial
reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent
functions):

     a) all significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are
reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and

     b) any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s
internal control over financial reporting.

     
Date: May 5, 2005     

 /s/ Subramanian Krishnan   
 

 
  

 Subramanian Krishnan   
 Senior Vice President, Chief Financial Officer and Treasurer   

 



 

EXHIBIT 32

SECTION 1350 CERTIFICATION

Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, each of the undersigned certifies that this periodic report fully complies with the
requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934 and that information contained in this periodic report fairly
presents, in all material respects, the financial condition and results of operations of Digi International Inc.
     
 /s/ Joseph T. Dunsmore   
 Joseph T. Dunsmore  
 President, Chief Executive Officer, and Chairman  
 
 /s/ Subramanian Krishnan   
 Subramanian Krishnan  
 Senior Vice President, Chief Financial Officer and Treasurer  
 

 


