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INDEPENDENT AUDITORS' REPORT 

To the Board of Directors 
Ygnition Networks, Inc. 
Seattle, Washington 

We have audited the accompanying balance sheets 
December 31, 2005 and 2004, and the related statemen 
(deficit), and cash flows for the years then ended. 
responsibility of the Company's management. Our respo 
these financial statements based on our audits. 

y accepted in the United 
States. Those standards require that w audit to obtain reasonable 

erial misstatement. An audit 
e amounts and disclosures in the 

significant estimates 

June 14,2006 
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YGNITION NETWORKS, INC. 

BALANCE SHEETS 
December 3 1,2005 and 2004 

ASSETS 
Current Assets 

Cash and cash equivalents 
Accounts receivable 
Note receivable, current portion 
Deposits and prepaid expenses 

Note Receivable, less current portion 
Property and Equipment, net 
Intangible Assets, net 
Other Assets, net 

Total current assets 

Total assets 

LIABILITIES AND STOCKHOLDERS' EQUITY 
'urrent Liabilities 

Accounts payable 
Accrued expenses 
Deferred revenue 
Notes payable, current portion 

Total current liabilities 
,ong-Term Liabilities 

-and -shares issued and outstanding 
at December 3 1,2005 and 2004, respectively; aggregate 
liquidation preference of -) 

Series D redeemable convertible preferred stock (- 
shares issued and outstanding at December 3 1,2005; 
aggregate liquidation preference of 

Common stock (no par value, authorized -shares; 

Additional paid-in capital 
Accumulated deficit 

-shares issued and outstanding) 

Total stockholders' equity 
Total liabilities and stockholders' equity 

2005 2004 

lares 

See Notes to Financial Statements 
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YGNITION NETWORKS, INC. 

STATEMENTS OF OPERATIONS 
For the Years Ended December 3 1,2005 and 2004 

Service revenues 

Operating expenses 
Telecommunications charges 
Customer and technical support 
Sales, general, and administrative 
Depreciation and amortization 

Total operating expenses 

Loss from operations 

Other income (expense) 
Interest expense 
Interest income 
Gain on disposal of assets 

Net loss 

See Notes to Financial Statements 
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YGNlTION NETWORKS, INC. 

STATEMENTS OF STOCKHOLDERS’ EQUITY (DEFICIT) 
For the Years Ended December 31,2005 and 2004 

Total 

See Notes to Financial Statements 
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YGNITION NETWORKS, INC. 

STATEMENTS OF CASH FLOWS 
For the Years Ended December 3 1,2005 and 2004 

2005 2004 

Cash Flows From Operating Activities 
Net loss 
Adjustments to reconcile net loss to net cash used in 

operating activities 
Depreciation and amortization 
Gain on disposal of assets 
Amortization of debt discount and debt transaction costs 
Interest accrued on convertible promissory notes 
Changes in operating assets and liabilities 

Accounts receivable 
Note receivable 
Deposits and prepaid expenses 
Accounts payable 
Accrued expenses 
Deferred revenue 

Cash Flows From Investing Activities 
Net cash used in operating activities 

Purchases of property and equipment 
Purchase of intangible assets 

Purchases of bu 
Proceeds on dis 

Proceeds from i 
Preferred stock 

Cash and Cash Equivalents, beginning of year 
Cash and Cash Equivalents, end of year 
Supplementary Disclosures: 

Cash paid for interest 
Non-cash items: 
Preferred stock accretion 
Issuance of preferred stock on conversion of convertible 

Issuance of preferred stock warrants 
promissory notes and accrued interest 

See Notes to Financial Statements 
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NOTES TO FINANCIAL STATEMENTS 

Note 1. Nature of Operations and Significant Accounting Policies 

Nature of ODerations 

Ygnition Networks, Inc. ("the Company") is a broadband communications service company, 
providing television ("Video"), high-speed Internet service ("Data"), and telephone ("Voice") 
primarily to residents of multi-family dwelling units ("MDUs") throughout the United States. 
The Company also provides point-to-point and I sinesses. As of 

for Video service and -omes passed 
Video subscribers, __ Data subscribers, an 

The Company began its initial operation 
Provider ("ISP"). From 2001 th 

solely as an Internet Service 

n the fall of 2003, bundling Video with Data 
ing 2004, the Company acquired operating 

ed the Orlando and Tampa, Florida, operating assets of 

gs and approximately 2,000 customers. This acquisition was approximately 3,20 
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Liauiditv 

The Company has historically suffered recurring operating losses and negative cash flows from 
operations. As of December 31, 2005, the Company had an accumulated deficit of 
approximately L a n d  negative working capital of approximately These 
financial statements have been prepared in accordance with accounting principles generally 
accepted in the United States, assuming that the Company will continue as a going concern. 
Management believes cash and cash equivalent balances, the subsequent financing discussed in 
Note 12, and any net cash provided by operations will provide adequate resources to fund 
operations into 2007. There is no assurance that these results will be achieved. The Company's 
inability to obtain additional cash as needed could have a material adverse effect on its financial 
position, results of operations, and its ability to continue in existence. 

The Company is subject to a number of risks similar to o 
development including the need for continued growth in 
services, reliance on key personnel, competition from o 

financing. 

Use of Estimates 

The preparation of financial statements in 
accepted in the United States requires man 
affect certain reported amounts and di 
amounts. 

Revenue Recognition 

comparable stage of 

g principles generally 
and assumptions that 

n the period that the service is provided. 
are deferred and amortized over the estimated 

ly liquid investments with insignificant interest rate risk and 

Cash balances can exceed federal banking insurance limits. The Company's risk is mitigated by 
investing its excess cash in money market accounts with various financial institutions. 

Accounts Receivable 

Accounts receivable are stated at their outstanding balances. Management reviews the 
collectibility of accounts receivable on a periodic basis and determines the appropriate amount of 
any allowance. No allowance was deemed necessary at December 3 1 , 2005 and 2004, because 
management had written off all potentially uncollectible accounts at those dates. The Company 
charges off receivables to an allowance (if any) when management determines that a receivable 
is not collectible. Accounts receivable are not collateralized. 
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Note Receivable 

The note receivable is recorded at its principal amount. Any allowance for losses would be 
estimated based on the financial condition of the borrower. No allowance was determined to be 
necessary at December 3 1 , 2005 and 2004, since the note is secured by the borrower's real estate. 

Propertv and Eauipment 

Property and equipment is stated at historical cost less accumulated depreciation (unless an 
impairment exists, as discussed below). Maintenance costs are expensed as incurred. 
Depreciation is computed using the straight-line method over the estimated usehl lives of the 
assets, which range from 2 to 10 years. 

Intangible Assets 

Amortization is computed using the straight-line 
agreements at the time of acquisition, which is fiv 

d usehl life of the 

the asset groups are reviewed ts or changes in circumstances 

arison of the carrying amount to future net 
ected to be generated by the asset or asset 

dered to be impaired, the impairment to be 
the carrying amount exceeds the fair value. 

ssets or asset 

The Company h 
2004. 

airment losses for the years ended December 31, 2005 and 

Advertising Costs 1 

Advertising costs are expensed as incurred. The Company incurred 0 and -k in 
advertising costs for the years ended December 3 1 , 2005 and 2004, respectively. 
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Income Taxes 

The Company accounts for income taxes under an asset and liability approach that requires the 
recognition of deferred assets and liabilities for expected f ih re  tax consequences of events that 
have been recognized in the Company's financial statements or tax returns. In estimating hture 
tax consequences, the Company generally considers all expected future events other than 
changes in the tax laws or rates. Valuation allowances are established when necessary to reduce 
deferred tax assets to the amounts expected to be realized. 

Preferred Stock Accretion 

Preferred stock is initially recorded at its issuance price at the time of issuance. The carrying 
eclared or paid, but 
resulting from this 

Stock-Based ComDensation 

the intrinsic value method. No stock-based e 

greater than the market value of the 

Financial Accounting 

nse is reflected in these 

(as described in Statement of 

SFAS No. 123 to stock-based employee 
a public market for the Company's common 

isions of SFAS No. 13 1 , ''Disclosures about Segments of an 

the internal organization that is used by management for making operating decisions and 
assessing performance as the source of the Company's segments. All of the Company's business 
groups share similar economic characteristics, operate at similar gross margins, and have selling, 
general and administrative expenses. Based on the criteria outlined in SFAS No. 131, the 
Company operates in one segment: broadband communications. 
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Debt Discount 

Debt discount resulting from the issuance of warrants with notes payable is amortized into 
interest expense over the contractual term of the debt using the effective interest method. 

Recent AccountinP Pronouncements 

SFAS No. 123(R), "Share-Based Payment," eliminates the option to apply the intrinsic value 
measurement provision of APB Opinion No. 25, to stock compensation awards issued to 
employees. This revised SFAS applies to the Company for its first reporting period beginning 
after December 15,2005. Management is analyzing the requirements of this statement. 

EITF Issue No. 05-08, "Income Tax Consequences of Issuin 
Conversion Feature," is effective for financial statements 
beginning after December 15, 2005. Management belie 
significant impact on the Company's financial statements. 

EITF Issue No. 05-02, '!The Meaning of 'Conventional 
Issue No. 00- 19, 'Accounting for Derivative Financial I 
Settled in, a Company's Own Stock,"' is e 
instruments modified in reporting periods begi 

ebt with a Beneficial 

n Options Embedded in Debt 
difications of debt instruments 
ember 15, 2005. Management 

Instruments and Related Issues," i 

statements. 

During May 2005, t 
TVMAX Tampa, LLC 'I). The results of TVMAX's operating assets have been 
included in these finan 
consist primarily of intangible assets such as customer agreements and ROES, as well as certain 
ro erty and equipment. As a result of the acquisition, the Company acquired approximately 

&ideo passings and approximately m u s t o m e r s .  The acquisition is consistent with the 
Company's business of broadband communications. 

The purchase price, including transaction fees, wa-nd paid entire1 in cash. The 
fair values assigned to the intangible assets and property and equipment were y and - respectively. 
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Primetime Technical Services LLC 

During May 2005, the Company acquired certain operating assets of the Video services provider, 
Primetime Technical Services LLC ("Primetime"). The results of Primetime's operating assets 
have been in these financial statements since the acquisition date. Primetime's operating assets 
consist primarily of intangible assets such as customer agreements and ROES, as well as certain 
property and equipment. As a result of the acquisition, the Company acquired approximately 
666 Video passings and approximately 424 customers. The acquisition is consistent with the 
Company's business of broadband communications. 

and paid entirely in cash. The fair 
a n d  

The purchase price, including transaction fees, wa 
values assigned to the intangible assets and prope 
respectively. 

The Company is amortizing all intangi 
TVMAX purchase over five years. 

Note 3. Property and Equipment 

Property and equipment consists of the 

2004 

Depreciation of property and equipment totaled-and =in 2005 and 2004, 
respectively. 

11 



Note 4. Intangible Assets 

Intangible assets consist of customer agreements and ROES. Balances as of December 3 1 are as 
follows: 

cost 
Accumulated amortization 

Amortization of intangible assets totaled- and 
respectively. For each of the ensuing five years ending 
estimated as follows: 

in 2005 and 2004, 
rtization expense is 

2006 
2007 
2008 
2009 
2010 

Note 5. Other Assets 

Other assets consist of the followin 

December 3 1, 
2005 2004 
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Note 6. Stockholders' Equity 

Common Stock 

During 2004, employees of the Company exercised options o -hares of common stock for 
No options were exercised in 2005. 

Preferred Stock 

Series A Preferred Stock 

the Company completed a private placement authorizing the issuance and sale of 
shares of Series A redeemable convertible partici stock ("Series A") at 

Dividends 

Conversion 

At any time after the date of issuan 
holders, shall be converted to 
Company's Articles of Inco 
upon the closing of an initi 

per share. Upon completion of such a distribution, the 

, and the common stockholders pro rata based on the number 

d Series D shareholders were converted to common. 

Redemption Provisions 

Subject to the redemption preference of the Series B, Series C, and Series D, on and at 
any time after July L, 2010, the Company will be obligated to redeem all or a portion of 
the Series A by paying in cash an amount using the formula provided in the Articles of 
Incorporation. This redemption will only occur upon written notice of at least -of 
the Company's Series A holders, =of the Company's Series B holders, 3cL of the 
Company's Series C holders, a n d m o f  the Company's Series D holders. 
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e) Voting Rights 

Holders of Series A are entitled to the number of votes equal to the number of shares of 
common stock into which their stock could be converted and have voting rights equal to 
holders of common stock. 

Series B Preferred Stock 

During July 2003, the Company completed a private placement authorizing the issuance and sale 
shares of Series B redeemable convertible participating preferred stock ("Series B") 

a) Dividends 

Holders of Series B have preferential rights to 
declared over Series A and common stockholders, 1 

b) Conversion 

At any time after the date of issuance, 
holders, shall be converted to co 
Company's Articles of Incorporation 
upon the closing of an initial pub 

c) Liquidation Preference 

of Series A, Series B, Series C, and Series D shareholders 

d) Redemption Provisions 

Subject to the redemption preference of the Series C and Series D, on and at any time 
after July 1,2010, the Company will be obligated to redeem all or a portion of the Series 
B by paying in cash an amount using the formula provided in the Articles of 
Incorporation. This redemption will only occur upon written notice of at least of 
the Company's Series B holders, y of the Company's Series C holders, and of 
the Company's Series D holders. 
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e) Voting Rights 

Holders of Series B are entitled to the number of votes equal to the number of shares of 
common stock into which their stock could be converted and have voting rights equal to 
holders of common stock. 

Series C Preferred Stock 

During December 2004, the Company completed a private placement of - shares of 
Series C redeemable convertible participating preferred stock ("Series C") at per share, of 
which- shares were issued for cash consideration of -per share. This resulted in 
gross proceeds from the issuance of R. 

Total net proceeds (including note 
issuance of-amounted to $ 

a) Dividends 

Holders of Seri cumulative dividends, when and if 
n stockholders, if approved by the Board of 

issuance, each share of Series C, at the option of the 

oration (currently at a ratio of one to one), or automatically 

In the event of liquidation, and only after the full payment of any amounts payable in a 
liquidation to the holders of Series D, the holders of Series C have preferential rights 
over the Series A, Series B, and common stockholders to liquidation payments at the 
original issue price of -per share, plus accrued and unpaid dividends, if any. Upon 
completion of such a distribution, the remaining assets of the Company shall be 
distributed among the holders of Series A, Series B, Series C, Series D, and the common 
stockholders pro rata based on the number of shares of common stock held by each, on 
the assumption the shares of Series A, Series B, Series C, and Series D shareholders 
were converted to common. 
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d) Redemption Provisions 

Subject to the redemption preference of the Series D, on and at any time after July 1, 
2010, the Company will be obligated to redeem all or a portion of the Series C by 
paying in cash an amount using the formula provided in the Articles of Incorporation. 
This redemption will only occur upon written notice of at least a of the Company's 
Series C holders and- of the Company's Series D holders. 

e) Voting Rights 

Holders of Series C are entitled to the number of votes equal to the number of shares of 
oting rights equal to 

holders of common stock. 

Series D Preferred Stock 

During June 2005, the Company completed a private place 
of- shares of Series D redeemable convertible 
D") at -er share. 

that had previously been advanced 

converted into Serie 

in December 2004 in order 

satisfy the principal plus accrued 

Board of Directo 

b) Conversion 

At any time after the date of issuance, each share of Series D, at the option of the holders, 
shall be converted to common stock using the formula provided in the Company's 
Articles of Incorporation (currently at a ratio of one to one), or automatically upon the 
closing of an initial public offering of the Company's common stock. 

16 



Liquidation Preference 

In the event of liquidation, the holders of Series D have preferential rights over the Series 
A, Series B, Series C, and common stockholders to liquidation payments at the original 
issue price of Upon 
completion of such a distribution, the remaining assets of the Company shall be 
distributed among the holders of Series A, Series B, Series C, Series D, and the common 
stockholders pro rata based on the number of shares of common stock held by each, on 
the assumption the shares of Series A, Series B, Series C, and Series D shareholders were 
converted to common. 

per share, plus accrued and unpaid dividends, if any. 

Redemption Provisions 

On and at any time after July 1, 
portion of the Series D by paying in cash an am 
Articles of Incorporation. This redemption will o 

to redeem all or a 

of the Company's Series D holders. 

Voting Rights 

Holders of Series D are entitled 
common stock into which their stoc 
holders of common stock. 

d have voting rights equal to 

pany granted the placement agent 
preferred stock at an exercise price of 

arch 2012. The fair value of this warrant 
determined based on the relative fair value 
consideration to the difference in exercise 

a warrant in 2005 

ed for fkture issuance as of 

Employee stock options outstanding under the Plan 
Employee stock options available for grant under the Plan 
Shares issuable upon conversion of outstanding preferred stock 
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Note 7. Stock Option Plan 

Under the terms of the 2001 Combined Incentive and Nonqualified Stock Option Plan 
("the Plan"), the Board of Directors may grant incentive and nonqualified stock options to 
employees, officers, directors, and consultants of the Company. 

Upon adoption of the Plan in August 2001, an aggregate of shares of common stock was 
reserved for future issuance. In 2005 and 2004, the Company authorized an additional 
and- shares for issuance under the Plan, respectively. The Company grants stock 
options with exercise prices greater than or equal to the fair market value of common stock on 
the date of grant as determined by the Board of Directors. Options granted under the Plan are 
exercisable at such times and under such conditions as determined by the Board of Directors, but 

Employees forfeit their rights to the options after 90 day f their employment. 
Options generally vest 1vo afterqmonths and the rem 

Wmonths. 

A summary of stock option activity under the Plan was as fo 

Balances, December 3 1,2003 
Authorized 
Granted 
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The following information is provided for options outstanding and exercisable at December 3 1, 
2005: 

Outstanding Exercisable 
Weighted 
Average Weighted 

Remaining Average 

Exercise price Options Life (years) Options Per Share 
Number of Contractual Number of Exercise Price 

$ $ 

The options outstanding at December 31, 2005 and 2004, 
contractual life of approximately - and m years, respec 

Note 8. Notes Payable 

2004 

Note payable to Silicon Valley B 
2005: less unamortized debt dis 
issuance of- at 004 $ -  

- 
of the Company's 
installments of 

2005); due November 2008 

plus interest at prime plus 
(resulting in a rate of m/o at December 3 1, 

Note payable to Silicon Valley Bank; secured by all 
of the Company's assets; monthly principal 
installments of-"plus erest at prime plus 

*(resulting in a rate o i d 6  at December 31, 
2005); due February 2009 c 
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2005 2004 

Note payable to Silicon Valley Bank; secured by all 
of the Company's assets; monthly principal 
installments of plus interest at prime plus 
WO (resulting in a rate of -0 at December 31, 
2005); due January 2009 
Note payable to a stockholder; unsecured; interest at 
by,; principal and accrued interest converted into 
Series D in March 2005. See Note 6 

Other 

Less current portion 

exercisable through July 2012. The fair value 
was amortized as interest expense over th 

In connection with the not pany granted the stockholder a 

rough December 201 1. The fair value of this 

nd the estimated interest rate the Company 

per share. 

missory notes converted into Series C preferred stock in 
ants to p u r c h a s e o s h a r e s  of Series C 
share. The warrants are exercisable through 

In connection with the notes payable to Silicon Valley Bank with- and 
outstanding at December 3 1, 2005, the Company granted Silicon Valley Bank a warrant in 2004 
to purchase- shares of Series C preferred stock at an exercise price o-er share. 
The warrant is exercisable through December 2014. The fair value of this warrant was 
determined to be immaterial. The fair value was determined based on the relative fair value of 
the other Series C preferred stock warrants noted above with consideration to the difference in 
exercise prices. 
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Principal maturities of the notes payable were due as follows for the years ended December 3 1: 

2006 
2007 
2008 
2009 
2010 
Thereafter 

Note 9. Commitments 

Leases 

The Company leases office and other facilities under oper 
through 2009. The hture minimum payments required u 

- 

2005, are as follows: c 

2006 
2007 
2008 
2009 

rating assets of TVMAX in May 2005, the Company entered 
eement with TVMAX whereby the Company will compensate 
es on the assets acquired. The agreement expires November 30, 

into a management 
T W  for manag 

$ in fees under this agreement. 
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Note 10. Income Taxes 

The Company did not record an income tax provision or benefit for the period presented because 
it has experienced operating losses since inception. The Company's total tax net operating loss 
carryforward was approximately $ at December 31, 2005, and expires in 
202 1 through 2025. The significant components of the deferred tax assets were as follows: 

2005 2004 

Net operating loss carryforward 
Other 

$ 

Deferred tax asset 

Net deferred tax asset 

Deferred tax asset valuation allowance 

The increase in the valuation allowance was $ 

Note 11. Related Party Transactions 

properties managed by Pinnacle Real founder, John Goodman, is a 

and $6116 in revenu 2005 and 2004, respectively. 

During May 2006, the Company borrowed-fiom existing shareholders in the form of 
convertible note financing. The convertible notes bear interest at- and are due July 1, 2007. 
Each holder of the notes has the option to convert the note into Series D preferred stock at any 
time at a price per share equal to the original Series D preferred stock price. In addition, upon 
sale or liquidation of the Company (triggering the liquidation preference of the preferred 
stockholders), holders of the convertible notes have the option to receive all principal and 
unpaid interest on the notes, plus a premium equal to -of such amount. 
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Circuit Cost Increases 

Disclose? 
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