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PRELIMINARY NOTE

This annual report contains historical information and forward-looking statements within the meaning of The Private Securities
Litigation Reform Act of 1995 with respect to NICE s business, financial condition and results of operations. The words anticipate,
believe, estimate, expect, intend, may, plan, project, should, strategy, continue, goal and target and similar expre
NICE or its management, are intended to identify forward-looking statements. Such statements reflect the current views and
assumptions of NICE with respect to future events and are subject to risks and uncertainties. The forward-looking statements relate to,
among other things: operating results; anticipated cash flows; gross margins; adequacy of resources to fund operations; our ability to
maintain our average selling prices despite the aggressive marketing and pricing strategies of our competitors; our ability to maintain
and develop profitable relationships with our key distribution partners, one of which constitutes 21% of our revenues; the financial
strength of our key distribution partners; and the market s acceptance of our technologies, products and solutions.

In connection with the safe harbor provisions of the Private Securities Litigation Reform Act of 1995, we are identifying important
factors that, individually or in the aggregate, could cause actual results and outcomes to differ materially from those contained in any
forward-looking statements made by us; any such statement is qualified by reference to the following cautionary statements. Many
factors could cause the actual results, performance or achievements of NICE to be materially different from any future results,
performance or achievements that may be expressed or implied by such forward-looking statements, including, among others, changes
in general economic and business conditions, changes in currency exchange rates and interest rates, difficulties or delays in absorbing
and integrating acquired operations, products, technologies and personnel, changes in business strategy and various other factors, both
referenced and not referenced in this annual report. These risks are more fully described under Item 3, Key Information Risk Factors
of this annual report. Should one or more of these risks or uncertainties materialize, or should underlying assumptions prove incorrect,
actual results may vary materially from those described herein as anticipated, believed, estimated, expected, intended, planned or
projected. NICE does not intend or assume any obligation to update these forward-looking statements. Investors should bear this in
mind as they consider forward-looking statements and whether to invest or remain invested in NICE-Systems Ltd. s securities.

In this annual report, all references to NICE, we, us or our areto NICE-Systems Ltd., a company organized under the laws of the State of
Israel, and its wholly owned subsidiaries, Nice Systems Inc., NICE Systems GmbH, NICE Systems Canada Ltd., NICE CTI Systems UK Ltd.,
STS Software Systems (1993) Ltd., NiceEye BV, NICE Systems S.A.R.L., NICE APAC Ltd., NiceEye Ltd., Racal Recorders Systems Ltd.,
NICE Interactive Solutions India Private Ltd., Nice Systems Latin America, Inc., Nice Japan Ltd., Nice Systems (Singapore) Pte. Ltd., Nice
Systems Australia PTY Ltd., Nice Switzerland AG, Fast Video Security GmbH and Fast Video Security (UK) Ltd.
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In this annual report, unless otherwise specified or unless the context otherwise requires, all referencesto $ or dollars are to U.S. dollars
and all references to NIS are to New Israeli Shekels. Except as otherwise indicated, the financial statements of and information regarding NICE
are presented in U.S. dollars.
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PART I

Item 1. Identity of Directors, Senior Management and Adyvisers.

Not Applicable.

Item 2. Offer Statistics and Expected Timetable.

Not Applicable.

Item 3. Key Information.
Selected Financial Data

The following selected consolidated financial data as of December 31, 2004 and 2005 and for the years ended December 31, 2003, 2004
and 2005 have been derived from our audited consolidated financial statements. These financial statements have been prepared in accordance
with generally accepted accounting principles in the United States, or U.S. GAAP, and audited by Kost, Forer, Gabbay & Kasierer, a member of
Ernst & Young Global. The consolidated selected financial data as of December 31, 2001, 2002 and 2003 and for the years ended December 31,
2001 and 2002 has been derived from other consolidated financial statements not included in this annual report and have also been prepared in
accordance with U.S. GAAP and audited by Kost, Forer, Gabbay & Kasierer, a member of Ernst & Young Global. The selected consolidated
financial data set forth below should be read in conjunction with and are qualified by reference to Item 5, Operating and Financial Review and
Prospects and the consolidated financial statements and notes thereto and other financial information included elsewhere in this annual report.
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OPERATING DATA:
Revenues

Products

Services

Total revenues

Cost of revenues
Products
Services

Total cost of revenues

Gross profit

Operating expenses:

Research and development, net

Selling and marketing

General and administrative

Amortization of acquired intangible assets
Other special charges

Total operating expenses

Operating income (loss)
Financial income, net
Other income (expenses), net

Income (loss) before taxes on income
Taxes on income

Net income (loss) from continuing operations
Net income (loss) from discontinuing operations

Net income (loss)

Basic earnings (loss) per share:
Continuing operations
Discontinued operations

Net earnings (loss)

Weighted average number of shares used in computing basic

earnings (loss) per share (in thousands)

Diluted earnings (loss) per share:

Continuing operations
Discontinued operations

Year Ended December 31,
2001 2002 2003 2004 2005
(in thousands of U.S. dollars, except per share data)
$ 99,395 $ 127,896 $ 168,055 $ 182,616 $ 206,355
14,474 27,445 56,203 70,027 104,755
113,869 155,341 224,258 252,643 311,110
47,781 55,453 64,231 64,432 67,543
19,446 26,054 42,084 49,876 68,683
67,227 81,507 106,315 114,308 136,226
46,642 73,834 117,943 138,335 174,884
18,843 17,122 22,833 24,866 30,896
33,683 38,685 53,351 61,855 72,829
23,410 23,806 29,840 31,269 37,742
3,414 58 350 317 1,331
17,862 29,092 7,082 - -
97,212 108,763 113,456 118,307 142,798
(50,570) (34,929) 4,487 20,028 32,086
4,254 3,992 2,034 3,556 5,398
(4,846) (4,065) 292 54 (13)
(51,162) (35,002) 6,813 23,638 37,471
198 350 1,205 2,319 902
(51,360) (35,352) 5,608 21,319 36,569
4,565 1,370 1,483 3,236 -
$ 46,795) $ (33,982) $ 7,091 $ 24,555 $ 36,569
$ (B9 $ (@256) $ 0.35 $ 1.22 $ 1.91
0.35 0.10 0.09 0.18 -
$ (B59 $ (46) $ 0.44 $ 1.40 $ 1.91
13,047 13,795 16,038 17,497 19,121
$ 39 $ (256 $ 0.33 $ 1.14 $ 1.77

0.35

0.10 0.09 0.17
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Net earnings (loss) $ (B39 $ (46) $ 042  $ 1.31 $ 1.77

Weighted average number of shares used in computing diluted
earnings (loss) per share (in thousands) 13,047 13,795 16,781 18,703 20,646




Edgar Filing: NICE SYSTEMS LTD - Form 20-F

At December 31,
2001 2002 2003 2004 2005

BALANCE SHEET DATA:

Working capital $ 70,572 $ 79,583 $ 56,174 $ 51,428 $ 274,708
Total assets 210,012 236,288 249,415 298,311 617,250
Total debt - 24 - - -
Shareholders equity 167,018 154,536 176,831 222,871 487,041
Risk Factors

General Business Risks Relating to Our Business Portfolio and Structure

The markets in which we operate are characterized by rapid technological changes and frequent new products and service
introductions. We may not be able to keep up with these rapid technological and other changes.

We are operating in several markets, each characterized by rapidly changing technology, new product introductions and evolving industry
standards. The introduction of products embodying new technology and the emergence of new industry standards can render existing products
obsolete and unmarketable and can exert price pressures on existing products. We anticipate that a number of existing and potential competitors
will be introducing new and enhanced products that could adversely affect the competitive position of our products. Our most significant market
is the market for voice recording platforms and related enhanced applications (or Voice Platforms and Applications). Voice Platforms and
Applications are utilized by entities operating in the contact center, trading floor, public safety and air traffic control segments to capture, store,
retrieve and analyze recorded data. The market for our Voice Platforms and Applications is, in particular, characterized by a group of highly
competitive vendors that are introducing rapidly changing competitive offerings around evolving industry standards.

Our ability to anticipate changes in technology and industry standards and to successfully develop and introduce new, enhanced and
competitive products, on a timely basis, in all the markets where we operate, will be a critical factor in our ability to grow and be competitive.
As a result, we expect to continue to make significant expenditures on research and development, particularly with respect to new software
applications, which are continuously required in all our business areas. The convergence of voice and data networks and wired and wireless
communications could require substantial modification and customization of our current products and business models, as well as the
introduction of new products. Further, customer acceptance of these new technologies may be slower than we anticipate. We cannot assure you
that the market or demand for our products will grow as rapidly as we expect, or if at all, that we will successfully develop new products or
introduce new applications for existing products, that such new products and applications will achieve market acceptance or that the introduction
of new products or technological developments by others will not render our products obsolete. In addition, our products must readily integrate
with major third party security, telephone, front-office and back-office systems. Any changes to these third party systems could require us to
redesign our products, and any such redesign might not be possible on a timely basis or achieve market acceptance. Our inability to develop
products that are competitive in technology and price and responsive to customer needs could have a material adverse effect on our business,
financial condition and results of operations. Additional factors that could have a material adverse effect on our business, financial condition and
results of operations include industry specific factors; our ability to continuously develop, introduce and deliver commercially viable products,
solutions and technologies, the market s rate of acceptance of the product solutions and technologies we offer; and our ability to keep pace with
market and technology changes and to compete successfully.

10
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Our business could be materially adversely affected as a result of the risks associated with acquisitions and investments. In particular,
we may not succeed in making additional acquisitions or be effective in integrating such acquisitions.

As part of our growth strategy, we have made a number of acquisitions and have made minority investments in complementary businesses,
products or technologies. We frequently evaluate the tactical or strategic opportunity available related to complementary businesses, products or
technologies. The process of integrating an acquired company s business into our operations and/or of investing in new technologies, may result
in unforeseen operating difficulties and large expenditures and may absorb significant management attention that would otherwise be available
for the ongoing development of our business. Other risks commonly encountered with acquisitions include the effect of the acquisition on our
financial and strategic position and reputation, the failure of the acquired business to further our strategies, the inability to successfully integrate
or commercialize acquired technologies or otherwise realize anticipated synergies or economies of scale on a timely basis and the potential
impairment of acquired assets. Moreover, there can be no assurance that the anticipated benefits of any acquisition or investment will be
realized. Future acquisitions or investments contemplated and/or consummated could result in potentially dilutive issuances of equity securities,
the incurrence of debt and contingent liabilities, and amortization expenses related to intangible assets, any of which could have a material
adverse effect on our operating results and financial condition. There can be no assurance that we will be successful in making additional
acquisitions or effective in integrating such acquisitions into our existing business. In addition, if we consummate one or more significant
acquisitions in which the consideration consists, in whole or in part, of ordinary shares or American Depositary Shares (ADSs), representing our
ordinary shares, shareholders would suffer dilution of their interests in us. We have also invested in companies which can still be considered in
the start-up or development stages. These investments are inherently risky as the market for the technologies or products they have under
development are typically in the early stages and may never materialize. We could lose our entire initial investment in these companies.

11
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We have expanded into new markets and may not be able to manage our expansion and anticipated growth effectively.

We have established a sales and service infrastructure in India by recruiting sales and service personnel in order to bring about further
growth in revenue in the Asia Pacific market and have expanded our professional services group to include business consultants. Also, since
2002 we have been expanding our presence in Europe (mainly in the United Kingdom) and in the Middle East and Africa (the EMEA region)
through organic growth and through our acquisition of Thales Contact Solutions (or TCS). The growth in our business in the EMEA region is
still in its early stage, and in particular, we are just beginning to develop our digital video business in the EMEA region. We expect continued
growth, particularly in connection with the enhancement and expansion of our operations in the EMEA region, as well as in the Asia Pacific
region. We may establish additional operations within these regions or in other regions where growth opportunities are projected to warrant the
investment. However, we cannot assure you that our revenues will increase as a result of this expansion or that we will be able to recover the
expenses we incurred in effecting the expansion. Our failure to effectively manage our expansion of our sales, marketing, service and support
organizations could have a negative impact on our business. To accommodate our global expansion, we are continuously implementing new or
expanded business systems, procedures and controls. There can be no assurance that the implementation of such systems, procedures, controls
and other internal systems can be completed successfully.

Our evolving business strategy could adversely affect our business.

Historically we have supplied the hardware and some software for implementing multimedia recording solutions. Our shift towards
providing professional support services and an enterprise software business model has required and will continue to require substantial change,
potentially resulting in some disruption to our business. These changes may include changes in management and technical personnel; expanded
or differing competition resulting from entering the enterprise software market; increased need to expand our distribution network to include
system integrators which could impact revenues and gross margins, and, as our applications are sold either to our installed base or to new
customers together with our recording platforms, the rate of adoption of our software applications by the market.

The changes in our business may place a significant strain on our operational and financial resources. We may experience substantial
disruption from changes and could incur significant expenses and write-offs. Failing to carefully manage expense and inventory levels consistent

with product demand and to carefully manage accounts receivable to limit credit risk, could materially adversely affect our results of operations.

6
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We depend upon outsourcers for the manufacture of our key products. The failure of our product manufacturers to meet our quality or
delivery requirements would likely have a material adverse effect on our business, results of operations and financial condition.

In 2002, we entered into a manufacturing agreement with Flextronics Israel Ltd., a subsidiary of Flextronics, a global electronics
manufacturing services company, or Flextronics. Under this agreement, Flextronics provides us with a comprehensive manufacturing solution
that covers all aspects of the manufacture of our products from order receipt to product shipment, including purchasing, manufacturing, testing,
configuration, and delivery services. This agreement covered all our products. In addition, in connection with the acquisition of Dictaphone
Corporation s (or Dictaphone) Communications Recordings Systems division (or CRS), we assumed a contract manufacturing agreement with
Dictaphone s EMS (EMS) division pursuant to which EMS manufactures all ex-CRS products. As a result of these arrangements, we are now
fully dependent on Flextronics and EMS to process orders and manufacture our products. Consequently, the manufacturing process of our
products is not in our control.

We may from time to time experience delivery delays due to the inability of Flextronics and EMS to consistently meet our quality or
delivery requirements and we may experience production interruptions if any of Flextronics or EMS is for any reason unable to continue the
production of our products. Should we have on-going performance issues with our contract manufacturers, the process to move from one
contractor to another is a lengthy and costly process that could affect our ability to execute customer shipment requirements and/or might
negatively affect revenue and/or costs. If these manufacturers or any other manufacturer were to cancel contracts or commitments with us or fail
to meet the quality or delivery requirements needed to satisfy customer orders for our products, we could lose time-sensitive customer orders and
have significantly decreased quarterly revenues and earnings, which would have a material adverse effect on our business, results of operations
and financial condition.

Undetected problems in our products could directly impair our financial results.

If flaws in design, production, assembly or testing of our products (by us or our suppliers) were to occur, we could experience a rate of
failure in our products that would result in substantial repair, replacement or service costs and potential liability and damage to our reputation.
There can be no assurance that our efforts to monitor, develop, modify and implement appropriate test and manufacturing processes for our
products will be sufficient to permit us to avoid a rate of failure in our products that results in substantial delays in shipment, significant repair or
replacement costs or potential damage to our reputation, any of which could have a material adverse effect on our business, results of operations
and financial condition.

13
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If we lose our key suppliers, our business may suffer.

Certain components and subassemblies that are used in the manufacture of our existing products are purchased from a single or a limited
number of suppliers. In the event that any of these suppliers are unable to meet our requirements in a timely manner, we may experience an
interruption in production until an alternative source of supply can be obtained. Any disruption, or any other interruption of a supplier s ability to
provide components to us, could result in delays in making product shipments, which could have a material adverse effect on our business,
financial condition and results of operations. In addition, some of our major suppliers use proprietary technology and software code that could
require significant redesign of our products in the case of a change in vendor. Further, as suppliers discontinue their products, or modify them in
manners incompatible with our current use, or use manufacturing processes and tools that could not be easily migrated to other vendors, we
could have significant delays in product availability, which would have a significant adverse impact on our results of operations and financial
condition. Although we generally maintain an inventory for some of our components and subassemblies to limit the potential for an interruption
and we believe that we can obtain alternative sources of supply in the event our suppliers are unable to meet our requirements in a timely
manner, we cannot assure you that our inventory and alternative sources of supply would be sufficient to avoid a material interruption or delay in
production and in availability of spare parts.

The European Union has issued directives relating to the sale in member countries of electrical and electronic equipment, including
products sold by us. If our products fail to comply with these directives, we could be subject to penalties and sanctions that could
materially adversely affect our business.

A directive issued by the European Union on the Restriction of the Use of Certain Hazardous Substances in Electrical and Electronic
Equipment, or RoHS , comes into effect on July 1, 2006. The RoHS directive lists a number of substances including, among others, lead,
mercury, cadmium and hexavalent chromium, which must either be removed or reduced to within maximum permitted concentrations in any
products containing electrical or electronic components that are sold within the European Union. Our products fall within the scope of the RoHS
directive and we are making every effort in order to ensure that all of our products sold in the European Union after July 1, 2006, will comply
with the RoHS directive, without otherwise adversely affecting the quality and functionalities of such products. We, alongside other
manufacturers, will be dependent on our suppliers for certain components and sub-system modules to comply with these requirements.

Compliance with the RoHS directive, especially with respect to the requirement that products be lead free, will require us to undertake
significant expenses with respect to the redesign of our products. In addition, we may be required to pay higher prices for components that
comply with this directive. We may not be able to pass these higher component costs or redesign costs on to our customers. We cannot at this
point estimate the expense that will be required to redesign our products in order to include environmentally friendly components. We cannot be
sure that we will be able to comply with these regulations in a timely manner, that we will be able to comply on a cost effective basis or that a
sufficient supply of compliant components will be available to us. Our inability or failure to comply with these regulations may restrict us for a
period of time from conducting certain business in the European Union and could have a material adverse effect on our results of operations. In
addition, manufacturers of components that we use in our products that do not comply with these regulations may decide to stop manufacturing
these components prior to the July 2006 compliance date. These actions by manufacturers of components could result in a shortage of
components that could adversely affect our business and results of operations.

14
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A further directive on Waste Electrical and Electronic Equipment, or WEEE , approved by the European Union in 2003, promotes waste
recovery with a view to reducing the quantity of waste for disposal and saving natural resources, in particular by reuse, recycling and recovery of
waste electrical and electronic equipment. The WEEE directive covers all electrical and electronic equipment used by consumers and electronic
equipment intended for professional use. The directive, which partly came into effect in August 2005, requires that all new electrical and
electronic equipment placed for sale in the European Union be appropriately labeled regarding waste disposal and contains other obligations
regarding the collection and recycling of waste electrical and electronic equipment. Our products fall within the scope of the WEEE directive,
and we are taking and will continue to take all requisite steps to ensure compliance. The WEEE directive is required to be implemented by each
member country of the European Union through its own national legislation. Accordingly, we cannot at this time be certain that we will be able
to comply with the specific regulations which will be enacted to implement the WEEE directive in each of the individual countries in the
European Union.

The countries of the European Union, as a single market for our products, accounted in 2005 for approximately 23% of our revenues. If
our products fail to comply with WEEE or RoHS directives or any other directive issued from time to time by the European Union, we could be
subject to penalties and other sanctions that could have a material adverse affect on our results of operations and financial condition.

If we lose a major customer or support contract, our business may suffer.

We derive a significant portion of our revenues from services, which include maintenance, project management, support and training. As a
result, if we lose a major customer or if a support contract is delayed or cancelled, our revenues would be adversely affected. In addition,
customers who have accounted for significant services revenues in the past may not generate revenues in future periods. Our failure to obtain
new customers or additional orders from existing customers could also materially affect our results of operations.

Risks associated with our distribution channels and key strategic partners may materially adversely affect our financial results.

We have agreements in place with many distributors, dealers and resellers to market and sell our products and services in addition to our
direct sales force. We derive a significant percentage of our revenues from one of our distributor channels and new channels may, in the future,
account for a significant percentage of our revenues. Our top channel partner accounted for approximately 21%, 19% and 20% of our revenues
in 2005, 2004 and 2003, respectively. Our financial results could be materially adversely affected if our contracts with channel partners were
terminated, if our relationship with channel partners were to deteriorate or if the financial condition of our channel partners were to weaken.
Additionally, our competitors ability to penetrate our strategic relationships, particularly our relationship with Avaya Inc., our largest global
distribution partner and one of the leading global providers of enterprise business communication platforms in voice, e-business and data, may
result in a significant reduction of sales through that partner.

15
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As our market opportunities change, our reliance on particular channel partners may increase, which may negatively impact gross
margins. There can be no assurance that we will be successful in maintaining or expanding these channels. If we are not successful, we may lose
sales opportunities, customers and market share. In addition, some of our channel partners are suppliers of telecommunication infrastructure
equipment. There can be no assurance that our channel partners will not develop or market VolP, software applications and storage products and
services in competition with us in the future.

Our uneven sales patterns could significantly impact our quarterly revenues and earnings.

The sales cycle for our products and services is variable, typically ranging between a few weeks to several months from initial contact
with the potential client to the signing of a contract. Frequently, sales orders accumulate towards the latter part of a given quarter. Looking
forward, given the lead-time required by our contract manufacturer, if a large portion of sales orders are received late in the quarter, we may not
be able to deliver products within the quarter and thus such sales will be deferred to a future quarter. There can be no assurance that such
deferrals will result in sales in the near term, or at all. Thus, delays in executing client orders may affect our revenue and cause our operating
results to vary widely. Additionally, as a high percentage of our expenses, particularly employee compensation, is relatively fixed, a variation in
the level of sales, especially at or near the end of any quarter, may have a material adverse impact on our quarterly operating results.

It is also difficult to predict the exact mix of products for any period between hardware, software and services as well as within the product
category between audio platforms and related applications and digital video. As each of our product types and services have different gross
margins, changes in the mix of products in a period will have an impact, and perhaps a material impact, on our gross profit and net income in
that period.

If we lose our key personnel or cannot recruit additional personnel, our business may suffer.

If our growth continues, we will be required to hire and integrate new employees. Recruiting and retaining qualified engineers and
computer programmers to perform research and development and to commercialize our products, as well as qualified personnel to market and
sell those products, are critical to our success. As of December 31, 2005, approximately 26% of our employees were devoted to research and
product development and 23% were devoted to marketing and sales. There can be no assurance that we will be able to successfully recruit and
integrate new employees. There is often intense competition to recruit highly skilled employees in the technology industry. We may also
experience personnel changes as a result of our move from multimedia recording equipment towards business performance solutions. An
inability to attract and retain highly qualified employees may have an adverse effect on our ability to develop new products and enhancements
for existing products and to successfully market such products, all of which would likely have a material adverse effect on our results of
operations and financial position. Our success also depends, to a significant extent, upon the continued service of a number of key management,
sales, marketing and development employees, the loss of any of whom could materially adversely affect our business, financial condition and
results of operations.

10
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Operating internationally exposes us to additional and unpredictable risks.

We sell our products throughout the world and intend to continue to increase our penetration of international markets. In 2001, 2002,
2003, 2004 and 2005, approximately 98%, 98%, 99%, 99% and 99%, respectively, of our total sales were derived from sales to customers
outside of Israel, and approximately 48%, 52%, 50%, 44%, and 53%, respectively, of our total sales were made to customers in North America.
A number of risks are inherent in international transactions. Our future results could be materially adversely affected by a variety of factors
including changes in exchange rates, general economic conditions, regulatory requirements, tax structures or changes in tax laws, and longer
payment cycles in the countries in our geographic areas of operations. International sales and operations may be limited or disrupted by the
imposition of governmental controls and regulations, export license requirements, political instability, trade restrictions, changes in tariffs and
difficulties in managing international operations. We cannot assure you that one or more of these factors will not have a material adverse effect
on our international operations and, consequently, on our business, financial condition and results of operations.

Inadequate intellectual property protections could prevent us from enforcing or defending our intellectual property and we may be
subject to liability in the event our products infringe on the proprietary rights of third parties and we are not successful in defending
such claims.

Our success is dependent, to a significant extent, upon our proprietary technology. We currently hold 29 U.S. patents and 20 patents issued
in additional countries covering the same technology as the U.S. patents. We have over 128 patent applications pending in the United States and
other countries. We currently rely on a combination of patent, trade secret, copyright and trademark law, together with non-disclosure and
non-competition agreements, as well as third party licenses to establish and protect the technology used in our systems. However, we cannot
assure you that such measures will be adequate to protect our proprietary technology, that competitors will not develop products with features
based upon, or otherwise similar to our systems, or that third party licenses will be available to us or that we will prevail in any proceeding
instituted by us in order to enjoin competitors from selling similar products. Although we believe that our products do not infringe upon the
proprietary rights of third parties, we cannot assure you that one or more third parties will not make a contrary claim or that we will be
successful in defending such claim.
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From time to time, we receive cease and desist letters alleging patent infringements. No formal claims or other actions have been filed
with respect to such alleged infringements, except for claims filed by Dictaphone (which have since been settled and dismissed) and Witness
Systems, Inc. (described under Item 8, Financial Information Legal Proceedings in this annual report). We believe that none of these allegations
has merit. We cannot assure you, however, that we will be successful in defending against the claims that have been asserted or any other claims
that may be asserted. We also cannot assure you that such claims will not have a material adverse effect on our business, financial condition, or
operations. Defending infringement claims or other claims could involve substantial costs and diversion of management resources. In addition,
to the extent we are not successful in defending such claims, we may be subject to injunctions with respect to the use or sale of certain of our
products or to liabilities for damages and may be required to obtain licenses which may not be available on reasonable terms.

We face potential product liability claims against us.

Our products focus specifically on organizations business-critical operations. We may be subject to claims that our products are defective
or that some function or malfunction of our products caused or contributed to property, bodily or consequential damages. We minimize this risk
by incorporating provisions into our distribution and standard sales agreements that are designed to limit our exposure to potential claims of
liability. We carry product liability insurance in the amount of $20,000,000 per occurrence and $20,000,000 overall per annum. No assurance
can be given that all claims will be covered either by the contractual provisions limiting liability or by the insurance, or that the amount of any
individual claim or all claims will be covered by the insurance or that the amount of any individual claim or all claims in the aggregate will not
exceed policy coverage limits. A significant liability claim against us could have a material adverse effect on our results of operations and
financial position.

If our advanced compliance recording solutions fail to record our customers interactions, we may be subject to liability and our
reputation may be harmed.

Many of our customers use our solutions to record and to store recordings of commercial interactions. These recordings are used to
provide back-up and verification of transactions and to guard against risks posed by lost or misinterpreted voice communications. These
customers rely on our solutions to record, store and retrieve voice data in a timely, reliable and efficient manner. If our solutions fail to record
our customer s interactions or our customers are unable to retrieve stored recordings when necessary, we may be subject to liability and our
reputation may be harmed. Although we attempt to limit any potential exposure through quality assurance programs, insurance and contractual
terms, we cannot assure you that we will eliminate or successfully limit our liability for any failure of our recording and storage solutions.

We face risks relating to government contracts.

We sell our products to, among other customers, governments and governmental entities. These sales are subject to special risks, such as
delays in funding, termination of contracts or sub-contracts at the convenience of the government, termination, reduction or modification of
contracts or sub-contracts in the event of changes in the government s policies or as a result of budgetary constraints, and increased or
unexpected costs resulting in losses or reduced profits under fixed price contracts. Although to date we have not experienced any material
problems in our performance of government contracts, or in the receipt of payments in full under such contracts, we cannot assure you that we
will not experience problems in the future.
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The markets in which we operate are highly competitive and we may be unable to compete successfully.

The market for our products and related services, in general, is highly competitive. Additionally, some of our principal competitors such as
Witness Systems, Inc. and Verint Systems, Inc. may have significantly greater resources and larger customer bases than do we. We have seen
evidence of deep price reductions by our competitors and expect to continue to see such behavior in the future, which, if we are required to
match such discounting, will adversely affect our gross margins and results of operations. To date, we have been able to manage our product
design and component costs. However, there can be no assurance that we will be able to continue to achieve reductions in component and
product design costs. Further, the relative and varying rates of increases or decreases in product price and cost could have a material adverse
impact on our earnings.

We are expanding the scope of our Voice Platforms and Applications to Enterprise Performance Management solutions, with a focus on
analytic software solutions that are based on voice and data content analysis. The market for such content analysis applications is still in its early
phases. Successful positioning of our products is a critical factor in our ability to maintain growth. Furthermore, new potential entrants from the
traditional enterprise business intelligence and business analytics sector may decide to develop recording and content analysis capabilities and
compete with us in this emerging opportunity. As a result, we expect to continue to make significant expenditures on marketing. We cannot
ensure that the market awareness or demand for our new products will grow as rapidly as we expect, or if at all, that we will successfully
develop new products or introduce new applications for existing products, that such new products and applications will achieve market
acceptance or that the introduction of new products or technological developments by others will not adversely impact the demand for our
products.

The recent expansion of Voice over Internet Protocol (or VoIP) into contact centers and trading floors may allow one or more of our
competitors to take a leadership position with respect to this new technology. Strategic partners may change their vendor preference as a result
or may develop embedded VoIP recording as part of the VoIP switch or networking infrastructure. We cannot assure you that our products or
existing partnerships will ensure sustainable leadership.
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With respect to the market for digital video products and applications (or Video Platforms and Applications), our Video Platforms and
Applications are utilized by entities in the closed circuit television, or CCTV, security, gaming and retail industries to capture, store and analyze
digital video and related data. The market for our Video Platforms and Applications is highly competitive and includes products offering a broad
range of features and capacities. We compete with a number of large, established manufacturers of video recording systems and distributors of
similar products, as well as new emerging competitors. The price per channel of digital recording systems has decreased throughout the market
in recent years, primarily due to competitive pressures. We cannot assure you that the price per channel of digital recording systems will not
continue to decrease or that our gross profit will not decrease as a result.

With respect to the public safety part of our business, our ability to succeed depends on our ability to develop an effective network of
distributors to the mid-low segment of the public safety market, while facing pricing pressures and low barriers to entry. We face significant
competition from other well-established competitors, including CVDS Inc., VoicePrint Inc. and others. Prices have decreased throughout the
market in recent years, primarily due to competitive pressures. We cannot assure you that prices will not continue to decrease or that our gross
profit will not decrease as a result. We believe that our ability to sell and distribute our Voice Platforms and Applications in the public safety
market depends on the success of our marketing, distribution and product development initiatives. We cannot assure you that we will be
successful in these initiatives.

Continuing adverse conditions in the information technology sector may lead to a decreased demand for our voice platforms and
applications and may harm our business, financial condition and results of operations.

We are subject to the effects of general global, economic and market conditions. Our operating results may be materially adversely
affected as a result of recent unfavorable economic conditions and reduced information technology spending, particularly in the product
segments in which we compete. In particular, many enterprises, telecommunications carriers and service providers have reduced spending in
connection with contact centers, and many financial institutions have reduced spending related to trading floors. Customer purchase decisions
may be significantly affected by a variety of factors including trends in spending for information technology and enterprise software, market
competition, and the viability or announcement of alternative technologies. If these industry-wide conditions persist, they may have a material
adverse impact on our business, financial condition and results of operations.

We depend on the success of the NiceLog system and related products.

We are dependent on the success of the NiceLog system and related products to maintain profitability. In 2003, 2004 and 2005,
approximately 75%, 78% and 78%, respectively, of our revenues were generated from sales of NiceL.og systems and related products and we
anticipate that such products will continue to account for a significant portion of our sales in the next several years. A significant decline in sales
of NiceLog systems and related products, or a significant decrease in the profit margin on such products, could have a material adverse effect on
our business, financial condition or results of operations.
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We may be unable to develop strategic alliances and marketing partnerships for the global distribution of our Video Platforms and
Applications, which may limit our ability to successfully market and sell these products.

We believe that developing marketing partnerships and strategic alliances is an important factor in our success in marketing our Video
Platforms and Applications and in penetrating new markets for such products. However, unlike our Voice Platforms and Applications, we have
only recently started to develop a number of strategic alliances for the marketing and distribution of our Video Platforms and Applications. We
cannot assure you that we will be able to develop such partnerships or strategic alliances on terms that are favorable to us, if at all. Failure to
develop such arrangements that are satisfactory to us may limit our ability to successfully market and sell our Video Platforms and Applications
and may have a negative impact on our business and results of operations.

We may be unable to commercialize new video content analysis applications.

We are currently in the process of developing and commercializing new video content analysis applications that will enable real-time
detection of security threats. The market for such video content analysis applications is still in an early phase. In addition, because this is a new
opportunity for changing security procedures and represents a transition to proactive security management, we are not able to predict the pace at
which security organizations will adopt this technology, if at all. Successful positioning of our products is a critical factor in our ability to
maintain growth. New potential entrants to the market may decide to develop video content analysis capabilities and compete with us in this
emerging opportunity. As a result, we expect to continue to make significant expenditures on marketing. We cannot assure you that a market for
these products will develop as rapidly as we expect or at all, that we will successfully develop new products or introduce new applications for
existing products, that new products or applications will meet market expectations and needs, that we will be successful in penetrating these
markets and in marketing our products or that the introduction of new products or technological developments by others will not adversely
impact the demand for our video content analysis applications.

If the pace of spending by the U.S. Department of Homeland Security is slower than anticipated, our security business will likely be
adversely affected, perhaps materially.

The market for our security solutions in CCTV continuous recording, public safety and law enforcement is highly dependent on the
spending cycle and spending scope of the United States Department of Homeland Security, as well as local, state and municipal governments
and security organizations in international markets. We cannot be sure that the spending cycle will materialize and that we will be positioned to
benefit from the potential opportunities.
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If we are unable to maintain the security of our systems, our business, financial condition and operating results could be harmed.

The occurrence of or perception of occurrence of security breaches in the operation of our business or by third parties using our products
could harm our business, financial condition and operating results. Some of our customers use our products to compile and analyze highly
sensitive or confidential information. We may come into contact with such information or data when we perform service or maintenance
functions for our customers. While we have internal policies and procedures for employees in connection with performing these functions, the
perception or fact that any of our employees has improperly handled sensitive information of a customer or a customer s customer could
negatively impact our business. If, in handling this information we fail to comply with our privacy policies or privacy and security laws, we
could incur civil liability to government agencies, customers and individuals whose privacy was compromised. If personal information is
received or used from sources outside the U.S., we could be subject to civil, administrative or criminal liability under the laws of other countries.
In addition, third parties may attempt to breach our security or inappropriately use our products through computer viruses, electronic break-ins
and other disruptions. If successful, confidential information, including passwords, financial information, or other personal information may be
improperly obtained and we may be subject to lawsuits and other liability. Any internal or external security breaches could harm our reputation
and even the perception of security risks, whether or not valid, could inhibit market acceptance of our products.

QOur business could be materially adversely affected by changes in the legal and regulatory environment.

Our business, results of operations and financial condition could be materially adversely affected if laws, regulations or standards relating
to our products or us are newly implemented or changed.

Additional tax liabilities could materially adversely affect our results of operations and financial condition.

As a global corporation, we are subject to income taxes both in Israel and various foreign jurisdictions. Our domestic and international tax
liabilities are subject to the allocation of revenues and expenses in different jurisdictions and the timing of recognizing revenues and expenses.
Additionally, the amount of income taxes paid is subject to our interpretation of applicable laws in the jurisdictions in which we file. From time
to time, we are subject to income tax audits. While we believe we comply with all applicable income tax laws, there can be no assurance that a
governing tax authority will not have a different interpretation of the law and assess us with additional taxes. Should we be assessed additional
taxes, there could be a material adverse affect on our results of operations and financial condition.
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Risks Relating to Israel
Our business may be impacted by inflation and NIS exchange rate fluctuations.

Exchange rate fluctuations between the United States dollar and the NIS may negatively affect our earnings. A substantial majority of our
revenues and a substantial portion of our expenses are denominated in U.S. dollars. However, a significant portion of the expenses associated
with our Israeli operations, including personnel and facilities related expenses, are incurred in NIS. Consequently, inflation in Israel will have
the effect of increasing the dollar cost of our operations in Israel, unless it is offset on a timely basis by a devaluation of the NIS relative to the
U.S. dollar. We cannot predict any future trends in the rate of inflation in Israel or the rate of devaluation of the NIS against the U.S. dollar. If
the U.S. dollar cost of our operations in Israel increases, our dollar-measured results of operations will be adversely affected. In addition,
exchange rate fluctuations in currency exchange rates in countries other than Israel where we operate and do business may also negatively affect
our earnings.

We are subject to the political, economic and military conditions in Israel.

Our headquarters, research and development and main manufacturing facilities are located in the State of Israel, and we are directly
affected by the political, economic and military conditions to which Israel is subject. Since the establishment of the State of Israel in 1948, a
number of armed conflicts have taken place between Israel and its Arab neighbors. A state of hostility, varying in degree and intensity, has led to
security and economic problems for Israel. Since October 2000, there has been a high level of violence between Israel and the Palestinians, and
in January 2006, Hamas, an Islamic movement responsible for many attacks against Israelis, won the majority of the seats in the Parliament of
the Palestinian Authority. The election of a majority of Hamas-supported candidates is expected to be a major obstacle to relations between
Israel and the Palestinian Authority, as well as to the stability in the Middle East as a whole. Acts of terrorism, armed conflicts or political
instability in the region could negatively affect local business conditions and harm our results of operations. We cannot predict the effect on the
region of any diplomatic initiatives or political developments involving Israel or the Palestinians or other countries in the Middle East.
Furthermore, several countries restrict doing business with Israel and Israeli companies, and additional companies may restrict doing business
with Israel and Israeli companies as a result of an increase in hostilities. Our products are heavily dependent upon components imported from,
and most of our sales are made to, countries outside of Israel. Accordingly, our operations could be materially adversely affected if trade
between Israel and its present trading partners were interrupted or curtailed.

Some of our officers and employees are currently obligated to perform annual military reserve duty. Additionally, in the event of a
military conflict, including the ongoing conflict with the Palestinians, these persons could be required to serve in the military for extended
periods of time. We cannot assess the full impact of these requirements on our workforce or business and we cannot predict the effect on us of
any expansion or reduction of these obligations.
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Service and enforcement of legal process on us and our directors and officers may be difficult to obtain.

Service of process upon our directors and officers, most of whom reside outside the United States, may be difficult to obtain within the
United States. Furthermore, since the majority of our assets and most of our directors and officers are located outside the United States, any
judgment obtained in the United States against us or these individuals or entities may not be collectible within the United States.

There is doubt as to the enforceability of civil liabilities under the Securities Act of 1933, as amended, or the Securities Act, and the
Securities Exchange Act of 1934, as amended, or the Exchange Act, in original actions instituted in Israel. However, subject to certain time
limitations and other conditions, Israeli courts may enforce final judgments of United States courts for liquidated amounts in civil matters,
including judgments based upon the civil liability provisions of those Acts.

We depend on the availability of government grants and tax benefits.

We derive and expect to continue to derive significant benefits from various programs and laws in Israel including tax benefits relating to
our Approved Enterprise programs and certain grants from the Office of the Chief Scientist of the Ministry of Industry, Trade and Labor, or
OCS, for research and development. To be eligible for these grants, programs and tax benefits, we must continue to meet certain conditions,
including making certain specified investments in fixed assets and conducting the research, development and manufacturing of products
developed with such OCS grants in Israel (unless a special approval has been granted for performing manufacturing activities outside Israel).
From time to time, the Israeli Government has discussed reducing or eliminating the availability of these grants, programs and benefits and there
can be no assurance that the Israeli Government s support of grants, programs and benefits will continue. If grants, programs and benefits
available to us or the laws, rules and regulations under which they were granted are eliminated or their scope is further reduced, or if we fail to
meet the conditions of existing grants, programs or benefits and are required to refund grants or tax benefits already received (together with
interest and certain inflation adjustments) or fail to meet the criteria for future Approved Enterprises , our business, financial condition and
results of operations could be materially adversely affected.

On April 1, 2005, an amendment to the Israeli law which deals with Approved Enterprises came into force. Pursuant to the amendment, a
company s facility will be granted the status of Approved Enterprise only if it is proven to be an industrial facility (as defined in such law) that
contributes to the economic independence of the Israeli economy and is a competitive facility that contributes to the Israeli gross domestic
product. The amendment incorporates certain changes to both the criteria and procedure for obtaining Approved Enterprise status for an
investment program, and changes to the tax benefits afforded in certain circumstances to Approved Enterprises under such law (which in some
cases is referred to as a Benefiting Enterprise following such amendment). The amendment will apply to Approved Enterprise programs in
which the year of commencement of benefits under the law is 2004 or later, unless such programs received approval from the applicable
government authority prior to December 31, 2004, in which case the provisions of the amendment will not apply.
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As aresult of the amendment, where we benefit from tax-exempt income pursuant to the new Benefiting Enterprise regime, we will be
subject to taxes upon the distribution of such tax-exempt income or upon our liquidation. Accordingly, we may be required to record a deferred
tax liability with respect to such tax-exempt income. We are currently evaluating the impact of the amendment on us. Based on our preliminary
analysis, it may materially increase our provision for income taxes in future years.

We may be required to pay stamp duty on agreements executed by us between June 1, 2003 and December 31, 2005. This would increase
our taxes.

The Israeli Stamp Duty on Documents Law, 1961 (the Stamp Duty Law ), provided that most documents signed by Israeli companies were
subject to a stamp duty, generally at a rate of between 0.4% and 1% of the value of the subject matter of such document. De facto, it was
common practice in Israel not to pay such stamp duty unless a document was filed with a governmental authority or with the courts. As a result
of an amendment to the Stamp Duty Law that came into effect on June 1, 2003, the Israeli tax authorities have approached many companies in
Israel (including us) and requested the disclosure of all agreements signed by such companies after June 1, 2003 with the aim of collecting stamp
duty on such agreements. Based on advice from our Israeli counsel, we believe that we may only be required to pay stamp duty on documents
signed on or after August 2004. However, we cannot give any assurance that the tax authorities or the courts will accept such view. At this stage
it is not yet possible to evaluate the effect, if any, on us of the 2003 amendment to the Stamp Duty Law.

Under an order published in December 2005, the said requirement to pay stamp duty was cancelled with respect to documents signed on
or after January 1, 2006.

Risks Related to our Ordinary Shares and ADSs
Our share price is volatile and may decline.

Numerous factors, some of which are beyond our control, may cause the market price of our ordinary shares or our ADSs, each of which
represents one ordinary share, to fluctuate significantly. These factors include, among other things, announcements of technological innovations,
development of or disputes concerning our intellectual property rights, customer orders or new products by us or our competitors, currency

exchange rate fluctuations, earnings releases by us or our competitors, market conditions in the industry and the general state of the securities
markets, with particular emphasis on the technology and Israeli sectors of the securities markets.
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Our operating results in one or more future periods may fluctuate significantly and may cause our share price to be volatile.

The sales cycle for our products and services is variable, typically ranging between a few weeks to several months from initial contact
with the potential client to the signing of a contract. Frequently, sales orders accumulate towards the latter part of a given quarter. Looking
forward, given the lead time required by our contract manufacturer, if a large portion of sales orders are received late in the quarter, we may not
be able to deliver products within the quarter and thus such sales will be deferred to a future quarter. There can be no assurance that such
deferrals will result in sales in the near term, or at all. Thus, delays in executing client orders may affect our revenue and cause our operating
results to vary widely. Additionally, as a high percentage of our expenses, particularly employee compensation, is relatively fixed, a variation in
the level of sales, especially at or near the end of any quarter, may have a material adverse impact on our quarterly operating results.

In addition, our quarterly operating results may be subject to significant fluctuations due to other factors, including the timing and size of
orders and shipments to customers, variations in distribution channels, mix of products, new product introductions, competitive pressures and
general economic conditions. It is difficult to predict the exact mix of products for any period between hardware, software and services as well
as within the product category between audio platforms and related applications, digital video and communications intelligence. Because a
significant portion of our overhead consists of fixed costs, our quarterly results may be adversely impacted if sales fall below management s
expectations. In addition, the period of time from order to delivery of our Audio and Video Platforms and Applications is short, and therefore
our backlog for such products is currently, and is expected to continue to be, small and substantially unrelated to the level of sales in subsequent
periods. As a result, our results of operations for any quarter may not necessarily be indicative of results for any future period. Due to all of the
foregoing factors, in some future quarters our sales or operating results may be below our forecasts and the expectations of public market
analysts or investors. In such event, the market price of our ordinary shares and ADSs may be materially adversely affected.

20

26



Edgar Filing: NICE SYSTEMS LTD - Form 20-F

Item 4. Information on the Company.
History and Development of the Company

Our legal and commercial name is NICE-Systems Ltd. We are a company limited by shares organized under the laws of the State of Israel.
We were originally incorporated as NICE Neptun Intelligent Computer Engineering Ltd. on September 28, 1986 and were renamed
NICE-Systems Ltd. on October 14, 1991. Our principal executive offices are located at 8 Hapnina Street, P.O. Box 690, Ra anana 43107, Israel
and the telephone number at that location is +972-9-775-3030. Our agent for service in the United States is our subsidiary, NICE Systems Inc.,
301 Route 17 North, 10% Floor, Rutherford, New Jersey 07070.

For a summary of our recent acquisitions and dispositions, please see Item 5, Operating and Financial Review and Prospects Recent
Acquisitions and Dispositions in this annual report.

Business Overview

We are a leading provider of solutions that capture, manage and analyze unstructured multimedia content enabling companies and public
organizations to enhance business and operational performance, address security threats and take proactive actions. Unstructured multimedia
content includes phone calls to contact centers and back offices, video captured by closed circuit television cameras, radio communications
between emergency services personnel, email and instant messaging. Our solutions include integrated, scalable, multimedia recording platforms,
enhanced software applications and related professional services. These solutions address critical business processes and risk management,
compliance procedures and security needs of corporations or government agencies. Our solutions facilitate faster decision-making and near
real-time action, improving business and employee performance, and enhancing security and public safety. Our customers use our systems in a
variety of enterprises, such as financial services, health care, outsourcers, retail, service providers, telecommunications, and utilities. Our public
safety and security customers include air traffic control, correctional facilities, emergency services, gaming facilities, government intelligence
agencies, homeland security and public transportation. Our solutions are deployed at over 23,000 customers, including over 75 of the Fortune
100 companies, across over 40,000 sites around the world.

For a breakdown of total revenues by products and services for each of the last three years, please see Item 5, Operating and Financial
Review and Prospects Results of Operations.
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Industry Background and Trends

Increased focus on business productivity, operational performance and customer profitability. Companies are increasingly focused
on improving productivity and increasing profitability by creating better-quality customer experiences and through achieving higher efficiencies
across the enterprise. These objectives require organizations to better manage their customer, partner and employee relationships, analyze critical
customer data, maximize the value of customer interactions and execute customer-focused business processes. Given the high cost of acquiring
additional customers and the maturation of many once fast growing industries, it is increasingly important to convert potential customers to new
customers and to maximize revenue from the retention and continued satisfaction of current customers. Similarly, due to the high cost of hiring
and training new employees, it is important for organizations to address employee concerns in a timely fashion to maximize employee retention
and productivity.

In the past, companies have invested in business intelligence solutions and operational systems, which rely on structured transactional data
contained in Customer Relationship Management (CRM), Enterprise Resource Planning (ERP) and other related application databases.
Traditional business intelligence solutions unlock value contained in these structured data by describing what has happened in any given
transaction, and then, by examining patterns in historical data, attempting to predict future customer behavior. Recently, however, companies
have recognized the value contained in other types of data, including the vast amounts of unstructured multimedia content that is generated by
ongoing interactions with their customers, employees or partners. By employing software-based analytics on unstructured multimedia content,
companies are able to detect customer intent, often through near real-time interactions where a customer may express concerns, desires or
provide other signals of their intentions. Equipped with such an early detection system, companies can take proactive measures to reduce
customer churn, focus their marketing efforts and address employee dissatisfaction. By better understanding unstructured data, companies can
develop a more comprehensive view across the enterprise, increase revenue and improve service quality, productivity and profitability.
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Increased regulatory and compliance requirements and the high cost of dispute resolution. Regulatory pressures have increased for
corporations and public organizations worldwide, especially in the wake of recent well-publicized accounting scandals. For example, regulations
such as the Sarbanes-Oxley Act of 2002 and the pending financial guidelines established by the International Financial Reporting Standards
Board have heightened the complexity of corporate and governmental compliance. In addition, the hiring of additional finance and accounting
employees and increased civil penalties and auditor expenses have raised the financial costs of both noncompliance and ongoing compliance.
Moreover, it continues to be important to be able to resolve certain communication disputes, such as between counterparties in a securities trade,
in an efficient and definitive manner. Existing business intelligence and other IT solutions have addressed these growing challenges to some
degree. However, companies and public organizations require improved solutions that not only provide better compliance but also more current,
near real-time information with increased operational visibility. These solutions need to reduce the costs associated with ongoing compliance,
while creating the required audit trail for regulatory purposes.

Internet Protocol adoption driving proliferation of multimedia content. Over the last several years, the growth of Internet Protocol
(IP) based communications have expanded the types of interactions between companies and their customers, employees and partners. This
proliferation, together with businesses replacement of legacy communications systems, has created additional growth in the need for [P-based
communications solutions. To remain competitive, businesses offer email, Internet and other multimedia, IP-based transmissions, such as
Voice-over-Internet-Protocol (VoIP), in addition to traditional means of communications, such as mail and analog voice calls. We believe public
safety organizations are also increasingly adopting the flexibility and lower cost of IP-based technologies in their efforts to respond to public
safety and security threats. Due to these and other trends, the amount and types of communications within businesses have increased
dramatically. As a result, many businesses are faced with the increasing challenge of better understanding the variety of unstructured multimedia
content generated by these customer, employee and partner interactions.

Increased focus on physical corporate security. Companies operating throughout the world have recognized that threats to their physical
facilities, IT networks, and personnel need to be addressed at all times. For example, many companies have determined that they need to
establish measures for personnel screening and observation, invest in enhanced physical security measures and incident response capability, and
deploy a variety of systems to address network-based vulnerabilities. As a result of these global trends in security needs, more companies face
the growing challenge of storing and analyzing vast amounts of content, such as voice, video and other IP-based communications, captured by
an increasing variety of detection devices, such as closed circuit television.
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New challenges for public safety and homeland security. Recent terrorist attacks around the world have significantly changed the
geopolitical landscape and created long-term consequences for public safety, security and intelligence agencies. These agencies face new
challenges in detecting, protecting and effectively responding to threats to public safety and homeland security. As a result of these global
trends, security organizations face the growing challenge of storing and analyzing vast amounts of multimedia content generated by traditional
and IP-based communications captured by an increasing variety of detection devices. Emergency services and public organizations require
increasingly sophisticated solutions to analyze this content in order to strengthen the measures they take for public safety and security. These
solutions need to identify threats as they occur and analyze video footage to identify suspicious objects or behavior more quickly and effectively.

Our Solutions

We have developed fully integrated solutions that include software applications that can be deployed in a modular manner. This flexibility
allows our customers to incorporate additional functions and capabilities as their business or operational needs change.

The key features of our solutions are:

Ability to capture and manage vast amounts of complex, unstructured content. Our solutions record and store a wide variety of
unstructured content, allowing both our enterprise and public safety and security customers to capture valuable existing and new customer
interaction data. They are designed to optimally manage the storage and retrieval of unstructured data within centralized data storage
warehouses, which maximizes the efficiency of our customers networked environments. Our solutions can be integrated with various enterprise
software applications and storage systems. As a result, our solutions enable our customers to capture and manage efficiently and reliably the vast
amounts of unstructured data that are generated by their daily operations. This allows our customers to gain insight, improve profitability,
enhance operational effectiveness and meet compliance and regulatory requirements.
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Near real-time insights, utilizing proprietary analytic capabilities. We have developed advanced analytics and applications that allow
our customers to derive critical insights from the vast amounts of unstructured data that they capture. Our solutions provide valuable insights
into important, but previously unscrutinized, interactions and the unstructured content generated by these interactions. For example, our contact
center customers are able to immediately review and react to interactions with their callers. Our solutions enable our enterprise customers to
detect early signs of customer churn, gain valuable information about competitors, and identify critical market information during these
interactions. Our solutions enable our public safety and security customers to identify threats as they occur, and analyze video footage to identify
suspicious objects or behavior more quickly and effectively. Based on these insights, our customers are better equipped to adapt and respond to
changes in the market or their safety environment. Our business customers are able to increase revenue, maintain a complete view across the
enterprise, and improve quality, productivity and profitability. Similarly, by extracting intelligence and insight from captured voice and video
content, our solutions enable public safety and security organizations to better respond to threats, prevent intrusions, detect irregular behavior,
reduce crime and accelerate investigations.

Our Strategy
The key elements of our strategy include the following:

Drive market adoption of next-generation business intelligence solutions in both the enterprise and public safety and security
markets. We believe there is a growing unmet need to capture, manage and analyze unstructured data in a wide variety of business and
operational environments. Accordingly, we plan to continue to target this market through focused sales, marketing and customer education
efforts. Moreover, we plan to continue to invest in research and development and strategic alliances to enhance our industry-leading solutions,
delivering superior insight into driving improved operational and business results. We will continue to leverage the technology, operational and
partnership synergies we derive from serving both the enterprise and public safety and security markets.

Increase market share through our strategic alliances. We have strong strategic relationships with industry leaders such as Avaya, IPC,
SAS, Motorola, Siemens and BT. We intend to continue to leverage those and additional relationships to increase the value of our solutions to
our end customers. For example, we have recently signed a strategic alliance with SAS to jointly offer a next generation business intelligence
solution. This solution allows enterprises to link their billing, CRM, ERP and other systems transactional data with their unstructured multimedia
interaction data, thereby providing a more complete view of their customers needs and potential revenue expansion opportunities.
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Expand and leverage our position within our existing customer base. Our solutions are deployed at over 23,000 customers, including
over 75 of the Fortune 100 companies, across over 40,000 sites around the world. Many customers are still using previous generations of our
products. Through our market leading position in the most demanding environments, including trading floors, emergency services and
transportation authorities, we believe there are abundant opportunities to expand within this customer base and migrate it to our next-generation
solutions.

Continue to pursue selective, disciplined acquisitions. We have a successful acquisition history spanning eight transactions over the
past eight years. We intend to continue augmenting our organic growth through additional acquisitions that broaden our product and technology
portfolio, expand our presence in selected geographic areas, broaden our customer base, and increase our distribution channels and vertical
market access. We believe our acquisition strategy is aligned with our customers desire to procure broader, higher value solutions from a smaller
group of strategic vendors.

Deliver integrated end-to-end solutions to new and existing customers. We believe there is a growing need for vendors that can deliver
a complete offering, both in the enterprise and in the public safety and security markets. With one of the largest service organizations in the
industry, we are well positioned to deliver such offerings. These offerings include the provisioning of services in designing a solution around the
customers needs, the deployment of those solutions and the ongoing delivery of maintenance services following such implementations. We
intend to continue to increase our direct sales force to expand the sale of these solutions, which provides increased services revenues and closer
customer relationships.

Products

Our enterprise business intelligence solutions include recording, monitoring, quality management and business performance management
solutions, which are designed to capture interactions, analyze them and take action based on this analysis to drive enterprise performance. They
also help protect businesses and customers against risks posed by lost or misinterpreted voice or data transmissions as well as capture and
improve contact center agent performance and the customers experience.
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Our public safety and security solutions are comprised of voice platforms and applications, digital video platforms and applications, and
lawful interception products. Our voice platforms and applications offering to the public safety and security market ranges in size and
complexity from small, single-site single-recorder systems to large, multi-site, multi-recorder systems integrated with trunked radio and
computer-aided dispatch systems. We provide emergency services and air traffic control organizations with a full range of recording features for
voice, radio and trunked radio, including on-line access to hundreds of hours of recording for a quick response time, a choice of different types
of archiving media, and a dubbing capability to edit calls on-line for courtroom presentations. The system enables the organizations to
re-construct scenarios, investigate and improve performance. Our digital video platforms and applications provide continuous CCTV, recording,
archiving, and debriefing capabilities that meet the needs of today s demanding security environments. Our lawful interception products enable
the interception, delivery, monitoring, collection and advanced analysis of telecommunication interactions. These products handle both
telephony and Internet data on the same platform and are fully compliant with the international standards defined by the European
Telecommunications Standards Institute (ETSI), under various European legislations, and the Telecommunications Industry Association (TIA),
under the Communications Assistance for Law Enforcement Act (CALEA).

Products Markets Served Purpose

NICE Perform Enterprise and Records and analyzes customer interactions with contact center agents
Public Safety & Security

NiceUniverse Enterprise and Evaluates agent performance and raises the level of customer service
Public Safety & Security in contact centers through advanced voice and desktop screen
recording technologies

NiceLog Enterprise and Provides digital voice recording system, a computer telephony
Public Safety & Security integrated multi-channel voice recording and retrieval system
NICE VolIP Capture Unit  Enterprise and Builds on NiceLog technology to provide a complete solution to audio
Public Safety & Security storage in VoIP telephony
NICE Storage Center Enterprise and Provides central storage option; integrates with various enterprise
Public Safety & Security storage networks (SAN, NAS or DAS) for long term or medium term
voice storage
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NiceCall Focus III

NiceUniverse Compact

Freedom Enterprise

Freedom FT

Mirra

NiceVision Pro

NiceVision Harmony

NiceVision Alto

NiceVision NVSAT

FAST alpha Silver
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Enterprise and
Public Safety & Security

Enterprise and
Public Safety & Security

Enterprise and
Public Safety & Security

Enterprise and
Public Safety & Security

Enterprise and
Public Safety & Security

Public Safety & Security

Public Safety & Security

Public Safety & Security

Public Safety & Security

Public Safety & Security

Provides a competitively priced voice recording system for
organizations that have a relatively small number of input channels
and a cost-effective solution for branch recording with centralized
management and storage

Provides a competitively priced voice recording and quality
management system for organizations that have a relatively small
number of input channels and a cost-effective solution for small
contact centers with centralized management and storage

Provides recording and analysis of customer interactions with contact
center agents

Provides high-level fault-tolerant recording

Provides small recording system that is suited to simple recording
applications in which it can record up to 32 channels of voice traffic
from a wide variety of analog and digital interfaces

Provides premium solution designed for high-end applications
requiring high-frame rate and/or a large number of cameras in a
campus environment

Provides mid-range digital video recording solution designated for
sites accommodating a large number of cameras yet requiring a variety
of frame rates per channel

Provides mid-range digital video recording solution

Provides small scale digital video recording solution

Provides high quality digital video monitoring and recording solution

for large to mid-size applications
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FAST alpha Blue

NiceTrack

Freedom rDT
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Public Safety & Security Provides all in one solution for high quality video monitoring and
recording for small to mid-size applications

Public Safety & Security Provides interception, delivery, monitoring, collection and advanced
analysis of telecommunication interactions

Public Safety & Security Works with the Motorola or M/A-COM trunked radio system to record
radio communications dynamically and capture trunked radio data
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NICE Perform is our flagship enterprise product. It is an integrated suite of solutions that offers innovative ways for organizations to
generate insight from interactions to enhance performance. NICE Perform combines multiple data sources in a fully integrated architecture with
a centralized data warehouse, allowing interoperability of many data sources to address a variety of business issues with a high level of accuracy.
The data sources include word spotting, emotion detection, talk pattern analysis, customer surveys, Computer Telephony Integration (CTI)
analysis, application activities and business data. With a set of advanced engines, NICE Perform provides multi-dimensional analytics of these
data sources. State-of-the-art visualization techniques help enable analysts and executives to quickly and easily identify trends, deviations and
situations requiring immediate action. While providing critical statistical data, NICE Perform goes beyond the scope of transactional analytics to
help decision makers understand customer intent and market dynamics, identify current and future trends early enough for proactive
management of challenges, opportunities and changes, and enhance corporate governance throughout the enterprise. NICE Perform also contains
the contact center quality management capabilities of NiceUniverse. In addition, NICE Perform includes advanced online coaching capabilities
that enable supervisors to coach the contact center agents in order to improve their skills and to empower them and cover matters as needed by
different departments, such as marketing or order administration.

NiceUniverse, introduced in February 1998, is a comprehensive quality management solution used to evaluate contact center agent
performance and to raise the level of customer service in contact centers through advanced voice and desktop screen recording technologies. The
NiceUniverse system provides objective evaluation tools and helps identify training requirements for contact center agents, including near
real-time monitoring for instant access to live customer interactions and enhanced reporting and administration features. NiceUniverse uses a
CTI that integrates with automatic call distributions (ACDs) that enable NiceUniverse to monitor and record agent sessions (voice and screen)
on a user-defined schedule and store them in compressed digital format. Sessions can be retrieved later by the reviewers from their network PCs
or thin clients, and agent performance is graded using customized on-screen templates. From these templates and other data, NiceUniverse
generates detailed reports, statistics and graphs to help identify training requirements and set relevant benchmarks for contact center agents.

NiceLog, our digital voice recording system, is a computer telephony integrated multi-channel voice recording and retrieval system.
NiceLog is an open architecture system based on PC architecture and advanced audio compression technology that performs continuous, reliable
recordings of up to thousands of analog and digital telephone lines, as well as radio channels, and enables simultaneous access by multiple users.
NiceLog can be used either as a stand-alone unit or as part of a highly expandable and scaleable system comprised of several seamlessly
integrated units. Each NiceLog unit can simultaneously record, monitor, archive and play back voice communications.
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NICE VolIP Capture Unit builds on our NiceLog technology to provide a complete solution to audio storage in VoIP telephony
environments. The VoIP Capture Unit provides an IP-recording platform with a wide range of scaleable recording solutions that supports the
leading telephony vendors. Our VoIP Capture Units are fully integrated with the NICE product portfolio, making all of our applications
available for use over VoIP. NICE VolIP Loggers can serve alongside other logger types in a mixed VoIP/non-VoIP environment with the same
familiar application software; users are unaware of the voice capture method being used. NICE VoIP Capture Unit s active recording solutions
integrate with leading vendors such as Avaya, offering centralized recording of distributed environments and other benefits.

NICE Storage Center, Nicel.og s central storage option, can integrate with various enterprise storage networks (SAN, NAS or DAS) for
long-term or medium-term voice storage. Central storage sites can hold the entire voice recording from the organization s different sites, helping
to reduce management costs and redundancy. The retrieval process is fully automated.

NiceCall Focus III is a voice recording system that records up to 48 input channels and provides up to 66,000 hours of on-line voice
storage capacity (using NICE s ACA compression) and supports a wide range of archiving devices for long-term storage options. NiceCall Focus
III offers a wide range of connectivity to PABX and radio systems and is built on the core technology of Nice High Density Logger. NiceCall
Focus III provides organizations that have a relatively small number of input channels, such as public safety agencies, with a competitively
priced yet technologically advanced digital recording product that offers many of the connectivity and processing features of NiceLog. NiceCall
Focus III is being targeted primarily at public safety facilities, including 911 emergency centers, and utilities, as well as small bank branches,
financial trading sites, and contact centers.

NiceUniverse Compact is a new total recording and quality management solution for contact centers with up to 48 seats. NiceUniverse
Compact integrates NICE s market-leading interaction recording infrastructure with its highly successful quality management offering, creating a
powerful, cost-effective recording and quality management application packaged as a unique single-box solution, easily installed and maintained
with a remarkably low total cost of ownership. NiceUniverse Compact is being targeted primarily at small contact centers with up to 48 seats, as
well as public safety facilities that require total recording and quality management solutions.

Freedom Enterprise combines state-of-the-art recording technology for full-time or selective recording with advanced tools for
optimizing contact center performance in virtually any telephony environment, including circuit-switched telephony, VoIP and hybrid

environments.

Freedom FT provides high-level fault-tolerant recording with a design that eliminates single points of failure and ensures that recordings
are captured and accessible when required.
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Mirra is a small recording system that is particularly suited to simple recording applications in which it can record up to 32 channels of
voice traffic from a wide variety of analog and digital interfaces. Mirra has been designed to be simple to install, operate and maintain and has
been sold to many local, city and state public safety organizations that have a single site operation. Digitized voice and associated data are stored
on DVD disks that provide a robust and long-term archive medium. Mirra s design avoids using an internal hard disk for the operating system
and consequently it starts-up very rapidly and avoids the maintenance liabilities associated with hard disks.

NiceVision consists of NiceVision Pro, NiceVision Harmony, NiceVision Alto and NiceVision NVSAT. NiceVision is a state-of-the-art
digital video and audio recording system that provides continuous CCTV, recording, archiving, and debriefing capabilities for, among others,
central banks, Fortune 500 companies, transportation facilities, prisons and casinos.

NiceVision Pro is designed for high-end applications requiring high frame rate and/or a large number of cameras in a campus
environment. Typical environments for the NiceVision Pro are airports, casinos and ground transportation facilities. The NiceVision Pro
accommodates 96 video channels in a single box and can handle storage devices in the range of terabytes. There are two types of devices: disk
based on-line storage (internal drives or external RAIDs) and tape-based off-line devices.

NiceVision Harmony is a mid-range digital video recording solution designated for sites accommodating a large number of cameras yet
requiring a variety of frame rates per channel, from single frames per second to full frame rate, when required. Typical environments for the
NiceVision Harmony are retail shops, certain bank facilities and corporate buildings. The NiceVision Harmony supports 64 video channels with
a preset frame rate shared between groups of channels. The NiceVision Harmony can also support large storage devices like the NiceVision Pro.

NiceVision Alto is a mid-range product that is able to support eight to 32 video channels using variable frame rates and resolutions.
Typical environments for the NiceVision Alto are distributed sites that require high image quality and adjustable level of service to meet
different networking channels. The NiceVision Alto runs content analytics to support smart monitoring.

NiceVision NVSAT is a small scale unit that supports four to eight video channels. It is designed for distributed architectures, providing
high image quality, level of service and content analytics.

FAST alpha Silver is designed for applications requiring monitoring and recording of high video quality at high frame rate. The system
supports distributed architecture over IP based networks, using encoders and digital video servers, and supports up to 64 digital video streams in
a single server. Typical applications are ones that require high video quality, such as casinos, or distributed architecture, such as various
transportation projects.
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FAST alpha Blue is an all in one solution for monitoring and recording high quality video at varying frame rates. The system supports up
to 32 channels in a single chassis and can be configured easily using a configuration wizard. The FAST alpha Blue is suitable for small to
mid-size installations that require a plug and play solution for high quality video monitoring and recording.

The NiceTrack product line provides law enforcement agencies, internal security services and intelligence organizations with end-to-end
solutions for the interception, delivery, monitoring, collection and advanced analysis of telecommunication interactions. This product line
provides intelligence analysts with a broad intelligence perspective to ensure that crucial information is always delivered to decision makers and
operational staff in near real-time. NiceTrack also features an open architecture design that offers government agencies the flexibility to build an
effective intelligence platform customized and localized to suit specific operational requirements. NiceTrack, as a lawful interception solution, is
fully compliant with the international standards defined by ETSI (under various European legislations) and TIA (under the CALEA legislation).

Freedom rDT works with the Motorola or M/A-COM trunked radio system to record radio communications dynamically and capture
trunked radio data. It is a solution aimed at the emergency services market.

Strategic Relationships

We have a dedicated sales organization for all of our products. In certain regions, most significantly, North America, a substantial part of
our sales are made directly, while in other regions, most notably, Asia Pacific (APAC), sales are made through our distribution channels. In
addition, we partner with leading companies to deliver and support our solutions. In the financial institutions market, we have established
marketing, sales and support arrangements with leading suppliers of complementary products including BT, Etrali and IPC. These companies
market and distribute our products to their customers either as stand-alone solutions or as integrated parts of their own solutions. For our contact
center customers, we have entered into global distribution agreements as well as alliance and partnership programs with leading vendors
including Avaya, BT, SAS and Siemens. In the public safety and security markets, we have formed alliances for the co-marketing and
distribution of our products with leading companies including Anixter, Diebold, Motorola, Siemens, Thales, Tyco and Honeywell.

Service and Support

We have focused on building a strong service and support organization for all our systems and have focused on rendering the various
regions in which we operate to be as self sufficient as possible. Our partners and dealers are primarily responsible for supporting the day-to-day
requirements of the end-users, while we provide technical support to such partners and dealers. In order to support our direct customers and
partners, we established three regional support centers, the largest of which is in Denver, Colorado, to support our U.S. customers and partners,
as well as one in the United Kingdom to support EMEA customers, dealers and partners, and one in Hong Kong to support APAC customers,
dealers and partners. We maintain at our headquarters a staff of highly skilled customer service engineers that offer support to our dealers or
partners that offer direct support to our customers. These service engineers, as well as additional service engineers located in our offices in the
United States, EMEA and APAC, provide first class field services and support worldwide. We maintain regular training sessions for our dealers
and installation support as well.

33

39



Edgar Filing: NICE SYSTEMS LTD - Form 20-F

Our systems are generally sold with a warranty for repairs of hardware and software defects and malfunctions, the term of which is usually
one year after shipment. Longer warranty periods are applicable to sales in certain international and government markets. Extended warranty and
service coverage is provided in certain instances and is usually made available to customers through our distributors on a contractual basis for an
additional charge. Our customers may purchase a renewable maintenance agreement from our dealers or directly from us. The maintenance
agreements generally provide for maintenance, upgrades of standard system software and on-site repair or replacement.

For our telecommunications monitoring systems, we provide first and second tier service and support either directly using our support
organization or indirectly through local companies working closely with the law enforcement agencies.

Manufacturing and Source of Supplies

Our products are built in accordance with industry standard infrastructure and are PC compatible. The hardware elements in our products
are based primarily on standard commercial off-the-shelf components and utilize proprietary in-house developed circuit cards and algorithms
and digital processing techniques and software. In the fourth quarter of 2002, we started selling software only solutions for use on standard
servers.

We manufacture our products through subcontractors. Under a contract manufacturing agreement with Flextronics Israel Ltd., a subsidiary
of a global electronics manufacturing services (or EMS) company, Flextronics provides us with a turnkey manufacturing solution including
order receipt purchasing, manufacturing, testing and configuration. This agreement covers all of our product lines, including our voice recording
family of products, our video product lines, our upgrade lines and our spare parts and RMA. We believe this outsourcing agreement provides us
with a number of cost advantages due to Flextronic s large-scale purchasing power, and greater supply chain flexibility. We also have a contract
manufacturing agreement with Dictaphone s EMS division entered into by us simultaneously with the acquisition of CRS. Under this agreement
EMS is the manufacturer of all ex-CRS products. This manufacturing facility is located in the United States.

Some of the components we use have a single approved manufacturer while others have two or more options for purchasing. In addition,
for some of the components and subassemblies we maintain an inventory to limit the potential for interruption. We also carry out relationships
directly with some of the more significant manufacturers of our components. Although certain components and subassemblies we use in our
existing products are purchased from a limited number of suppliers, we believe that we can obtain alternative sources of supply in the event that
such suppliers are unable to meet our requirements in a timely manner.
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We had a manufacturing agreement with Instem Technologies Ltd., a U.K. company, which was entered into by Thales Contact Solutions
(or TCS) prior to its acquisition by us. On September 22, 2005, the manufacturing agreement with Instem was terminated due to Instem s
entering into bankruptcy. Our ex-TCS products are now manufactured for us by Flextronics.

Quality control is conducted at various stages at our manufacturing outsourcers facilities and at their subcontractors facilities. We generate
reports to monitor our operations, including statistical reports that track the performance of our products from production to installation. This
comprehensive data allows us to trace failure and to perform corrective actions accordingly.

We have qualified for and received the ISO-9001:2000 quality standard for all of our products.
Research and Development

We believe that the development of new products and the enhancement of existing products are essential to our future success. Therefore,
we intend to continue to devote substantial resources to research and new product development, and to continuously improve our systems and
design processes in order to reduce the cost of our products. Our research and development efforts have been financed through our internal funds
and programs sponsored through the Government of Israel. We believe our research and development effort has been an important factor in
establishing and maintaining our competitive position. Gross expenditures on research and development in 2003, 2004 and 2005 were
approximately $26.4 million, $27.5 million and $33.4 million, respectively, of which approxi—mately $1.3 million, $1.3 million and $1.7
million, respectively, were derived from third-party funding, and $2.3 million, $1.3 million and $0.8 million, respectively, were capitalized
software development costs.

In 2005, we were qualified to participate in seven programs funded by the Office of the Chief Scientist, or OCS, of the Israeli Ministry of
Industry, Trade and Labor to develop generic technology relevant to the development of our products. Such programs are approved pursuant to
the Law for the Encouragement of Industrial Research and Development, 1984, or the Research and Development Law, and the regulations
promulgated thereunder. We are eligible to receive grants constituting between 20% and 66% of certain research and development expenses
relating to these programs. These programs include programs approved under certain Magnet consortiums and programs approved for companies
with large research and development activities. Accordingly, as opposed to the standard type of OCS grants (described below), the grants under
these programs are not required to be repaid. However, the restrictions of the Research and Development Law described below apply to these
programs. In 2003, 2004 and 2005, we received a total of $1.4 million, $0.8 million and $2.2 million, respectively, and we anticipate receiving
approximately $0.4 million in 2006 from these programs.
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We are eligible to receive grants from the OCS under its standard programs, usually constituting a grant of up to 50% of certain approved
research and development expenses, for the research and development of approved technology. Under the terms of these programs, a grant
recipient is required to pay royalties of 3% to 5% of the net sales of products incorporating technology developed in, and related services
resulting from, a project funded by the OCS. Generally, the royalties are required to be paid beginning with the commencement of sales of such
products and ending when 100% of the grant is repaid in New Israeli Shekels, or NIS, linked to the U.S. dollar plus LIBOR interest. In 2003,

2004 and 2005, we received no such grants and incurred no royalty obligations under these programs, and we have no further royalty obligations
to the OCS.

The Research and Development Law generally requires that the product developed under an OCS-funded program be manufactured in
Israel. However, upon the approval of the OCS, some of the manufacturing volume may be performed outside of Israel, provided that the grant
recipient pays royalties at an increased rate, which may be substantial, and the aggregate repayment amount is increased, which increase might
be up to 300% of the grant (depending on the portion of the total manufacturing volume that is performed outside of Israel). The OCS is
authorized to approve the transfer of manufacturing rights outside Israel in exchange for an import of different manufacturing into Israel as a
substitute, in lieu of the increased royalties. The Research and Development Law also allows for the approval of grants in cases in which the
applicant declares that part of the manufacturing will be performed outside of Israel or by non-Israeli residents and the OCS is convinced that
doing so is essential for the execution of the program. This declaration will be a significant factor in the determination of the OCS whether to
approve a program and the amount and other terms of benefits to be granted. For example, the increased royalty rate and repayment amount will
be required in such cases.

The Research and Development Law also provides that know-how developed under an approved research and development program may
not be transferred to third parties in Israel without the approval of the OCS. Such approval is not required for the sale or export of any products
resulting from such research or development. The Research and Development Law further provides that the know-how developed under an
approved research and development program may not be transferred to any third parties outside Israel, except in certain circumstances and
subject to prior OCS approval. The OCS may approve the transfer of OCS-funded know-how outside Israel in the following cases: (a) the grant
recipient pays to the OCS a portion of the sale price paid in consideration for such OCS-funded know-how (according to certain formulas); or
(b) the grant recipient receives know-how from a third party in exchange for its OCS-funded know-how; or (c) such transfer of OCS-funded
know-how arises in connection with certain types of cooperation in research and development activities.
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The Research and Development Law imposes reporting requirements with respect to certain changes in the ownership of a grant recipient.
The law requires the grant recipient and its controlling shareholders and interested parties to notify the OCS of any change in control of the
recipient or a change in the holdings of the means of control of the recipient that results in a non-Israeli becoming an interested party directly in
the recipient and requires the new interested party to undertake to the OCS to comply with the Research and Development Law. In addition, the
rules of the OCS may require prior approval of the OCS or additional information or representations in respect of certain of such events. For this
purpose, control is defined as the ability to direct the activities of a company other than any ability arising solely from serving as an officer or
director of the company. A person is presumed to have control if such person holds 50% or more of the means of control of a company. Means
of control refers to voting rights or the right to appoint directors or the chief executive officer. An interested party of a company includes a
holder of 5% or more of its outstanding share capital or voting rights, its chief executive officer and directors, someone who has the right to
appoint its chief executive officer or at least one director, and a company with respect to which any of the foregoing interested parties owns 25%
or more of the outstanding share capital or voting rights or has the right to appoint 25% or more of the directors. Accordingly, any non-Israeli
who acquires 5% or more of our ordinary shares or ADSs will be required to notify the OCS that it has become an interested party and to sign an
undertaking to comply with the Research and Development Law.

The funds available for OCS grants out of the annual budget of the State of Israel were reduced in recent years, and the Israeli authorities
have indicated in the past that the government may further reduce or abolish OCS grants in the future. Even if these grants are maintained, we
cannot presently predict what would be the amounts of future grants, if any, that we might receive.

In January 2006, we were selected to participate in the Sixth Framework Programme (FP6). FP6 is the European Community Framework
Programme for Research, Technological Development and Demonstration. FP6 funds and promotes research. We anticipate that our program
will commence in May 2006 and will be in effect for a period of approximately 2.5 years. FP6 will give us funding of approximately EUR
325,000 during this period. There are no royalty obligations associated with receiving such funding.
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Intellectual Property

We currently rely on a combination of trade secret, patent, copyright and trademark law, together with non-disclosure and non-compete
agreements, to establish and/or protect the technology used in our systems.

We currently hold 29 U.S. patents and 20 patents issued in additional countries covering the same technology as the U.S. patents. We have
over 128 patent applications pending in the United States and other countries. We believe that the improvement of existing products, and the
development of new products are important in establishing and maintaining a competitive advantage. We believe that the value of our products
is dependent upon our proprietary software and hardware continuing to be trade secrets or subject to copyright or patent protection. We generally
enter into non-disclosure and non-compete agreements with our employees and subcontractors. However, there can be no assurance that such
measures will protect our technology, or that others will not develop a similar technology or use technology in products competitive with those
offered by us. Although we believe that our products do not infringe upon the proprietary rights of third parties, there can be no assurance that
one or more third parties will not make a contrary claim or that we will be successful in defending such claim.

From time to time, we receive cease and desist letters claiming patent infringements. However, no formal claims or other actions have
been filed with respect to such alleged infringement, except for claims filed by Dictaphone (which have since been settled and dismissed) and
Witness Systems. We believe that none of these has merit. We cannot assure you, however, that we will be successful in defending such claims,
if asserted, or that infringement claims or other claims, if asserted, will not have a material adverse effect on our business, financial condition
and results of operations. Defending infringement claims or other claims could involve substantial costs and diversion of management resources.
In addition, to the extent we are not successful in defending such claims, we may be subject to injunctions with respect to the use or sale of
certain of our products or to liabilities for damages and may be required to obtain licenses which may not be available on reasonable terms.

We own the following trademarks in different countries: Insight from Interactions , 360View , Executive Connect®, Executive Insight ,
Freedom®, Investigator®, Mirra®, Universe®, My Universe , NICE®, NiceCall®, NiceCall Focus , NiceCLS , NICE Learning , eNiceLink ,
NiceLog®, Playback Organizer , Renaissance®, ScreenSense , NiceScreen , NICE Storage Center , NiceTrack , NiceUniverse®, NiceVision®,
NiceVision Harmony , NiceVision Mobile , NiceVision Pro , NiceVision NVSAT , NiceVision Alto , Scenario Replay , Tienna®, Wordnet®, NICE
Perform , NICE Inform , NICE Analyzer , Last Message Replay , NiceUniverse Compact , Customer Feedback , Interaction Capture Unit ,
Dispatcher Assessment , Encorder , Freedom Connect®, FAST®, FAST Alpha Silver , FAST Alpha Blue and Alpha®. Applications to register
certain of these marks have been filed in certain countries, including Australia, Brazil, the European Union, Germany, Great Britain, Israel,

Japan, Mexico, Argentina and the United States. Some of such applications have matured to registrations.
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Regulation
Israeli Export Restrictions

The export of certain defense products from Israel, such as our NiceTrack products, requires a permit from the Defense Sales and Exports
branch of the Israeli Ministry of Defense, or SIBAT. In addition, the sale of products to certain customers, mostly armed forces, also requires a
permit from the Israeli Ministry of Defense. In 2005, only a small portion of all of our sales was subject to such permit requirements. To date,
we have encountered no difficulties in obtaining such permits. However, the Ministry of Defense notifies us from time to time not to conduct
business with specific countries that are undergoing political unrest, violating human rights or exhibiting hostility toward Israel. We may be
unable to obtain permits for our defense products we could otherwise sell in particular countries in the future.

New European Environmental Regulations

Our European activities require us to comply with Directive 2002/95/ec of the European Parliament on the Restriction of the Use of
Certain Hazardous Substances in Electrical and Electronic Equipment (the RoHS Directive), which will take effect on July 1, 2006. This
directive provides that producers of electrical and electronic equipment may not place new equipment containing lead, mercury and certain other
materials deemed to be hazardous, in amounts exceeding any relevant set maximum concentration values, on the market in the European Union.
Certain of our hardware products that include our business solutions may need to be modified to meet this regulation. Some of our suppliers may
be required to comply with these new rules and may be unable to do so on a timely basis. Complying with this directive may impose some
additional costs and administrative burden on us. If we fail to achieve compliance, including by reason of a delay or failure of our suppliers to
comply, we may be restricted from conducting certain business in the European Union, which could adversely affect our results of operations.

Our European activities also require us to comply with Directive 2002/96/EC of the European Parliament on Waste Electrical and
Electronic Equipment, or the WEEE Directive. The WEEE Directive covers the labeling, recovery and recycling of IT/Telecommunications
equipment, electrical and electronic tools, monitoring and control instruments and other types of equipment, devices and items, and already
partly came into effect on August 13, 2005. Our products fall within the scope of the WEEE directive, and we are taking and will continue to
take all requisite steps to ensure compliance. The WEEE directive is required to be implemented by each member country of the European
Union through its own national legislation. Accordingly, we cannot at this time be certain that we will be able to comply with the specific
regulations which will be enacted to implement the WEEE directive in each of the individual countries in the European Union. If we fail to
achieve compliance, including by reason of a delay or failure to comply, we may be restricted from conducting certain business in the European
Union, which could adversely affect our results of operations.
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Competition

The market for our enterprise interaction solutions is highly competitive and includes numerous products offering a broad range of
features and capabilities. As the market is still developing, we anticipate that a number of our existing and potential competitors will be
introducing new and enhanced products. Some of our competitors in the digital voice recording and quality management for contact center agent
monitoring businesses include Autonomy (formerly e-talk), Verint Systems Inc. (formerly Comverse Infosys), a subsidiary of Comverse
Technology Inc., and Witness Systems Inc.

We believe that competition in the evolving enterprise interaction solutions market is based on a number of factors related to the product
offering and business model. With respect to products, we consider system performance and reliability, the ability to integrate with a variety of
external computer and communications systems and ease of use as key factors. With respect to the business model, we consider marketing and
distribution capacity, price and global service and support capacity as key factors. We believe that NICE Perform applications have a
competitive advantage based on their holistic integration of various unstructured data sources, their ability to extract insight with a
multi-dimensional approach, their wide-range connectivity and compatibility with telephone and computer networks and their ease of use. We
believe that we have a competitive advantage because of the size and capabilities of our global distribution network, our business partners, and
our global service and support capacity.

Traditionally, public safety customer voice recording requirements for emergency phones and radio were relatively basic. As the
command and control center is becoming more complex and advanced systems are being deployed, and as more trunk radio and IP-based
systems are offered, the recording system has to be integrated with these systems. Our ability to deliver a more integrated and sophisticated
recording system that can capture voice, video, data and meta-data information from trunk radio systems and computer aided dispatch, or CAD,
systems, positions our products above the competition mainly in the large high-end emergency centers. In addition, we believe that applications
for scenario reconstruction of an incident connecting voice, video, data and meta-data together give us an advantage over the competition. Some
of our competitors in the public safety market include ASC Telecom, Mercom and Voiceprint.

There are several competitors who have products that compete with our video platform and applications. Our main competitors in this
market are Bosch (formerly VCS), Dallmeier, GE (formerly Visiowave), Pelco and Verint Systems. We believe that our approach to provide a
full solution based on our self-developed recording, management software, networking devices and real-time content analysis creates a
competitive advantage in this market.

There are a number of competitors in the telecommunications monitoring market, having products competing with our NiceTrack system,
the major ones being Raytheon Company, Siemens, ETI, JSI and Verint Systems. We believe that our solution offers innovations that provide
law enforcement agencies the tools and capabilities they require to meet the challenges of today s advanced telecommunications world, as well as
being price competitive.
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Organizational Structure

The following is a list of all of our significant subsidiaries, including the name, country of incorporation or residence, and the proportion

of our ownership interest in each.

Country of Percentage of
Incorporation or Ownership

Name of Subsidiary Residence Interest
Nice Systems Inc. United States 100%
NICE Systems GmbH Germany 100%
NICE Systems Canada Ltd. Canada 100%
NICE CTI Systems UK Ltd. United 100%

Kingdom
STS Software Systems (1993) Ltd. Israel 100%
NICE APAC Ltd. Hong Kong 100%
NiceEye BV Netherlands 100%
NiceEye Ltd. Israel 100%
Nice Systems S.A.R.L. France 100%
Racal Recorders Systems Ltd. United 100%

Kingdom
Nice Interactive Solutions India Private Ltd. India 100%
Nice Japan Ltd. Japan 100%
Nice Systems Latin America, Inc. United States 100%
Nice Systems (Singapore) Pte. Ltd. Singapore 100%
Nice Systems Australia PTY Ltd. Australia 100%
Nice Switzerland AG Switzerland 100%
Fast Video Security GmbH Germany 100%
Fast Video Security (UK) Ltd. United 100%

Kingdom

Property, Plants and Equipment

Our executive offices and engineering, research and development operations are located in Ra anana, Israel, where we occupy

approximately 140,000 square feet of space, pursuant to a lease expiring in 2008. This lease may be terminated by us at any time from the year

2006, subject to certain conditions. The annual rent and maintenance fee for the facility is approximately $2.9 million linked to the changes in

the U.S. consumer price index. We have leased various offices and other facilities in North America and in several other countries, as described

below.
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Our North American facilities consist of:

Our North American headquarters in Rutherford, New Jersey, which occupy approximately 28,400 square feet. We also have a
warehouse facility in Lyndhurst, New Jersey, which occupies approximately 6,000 square feet;

Our office in San Diego, California, which occupies approximately 6,250 square feet (subleased in its entirety to a third party);
Our office in Chicago, Illinois, which occupies approximately 1,000 square feet;

Our office in Denver, Colorado, which occupies approximately 30,775 square feet;

Our office in New York, New York, which occupies approximately 4,300 square feet;

Our office in Melbourne, Florida, which occupies approximately 5,000 square feet;

Our office in Stratford, Connecticut, which occupies 19 workstations; and

Our office in Herndon, Virginia, which occupies approximately 3,900 square feet.

Our international facilities consist of:

Our office in Frankfurt, Germany, which occupies approximately 2,850 square feet;
Our office in Friedrichaphen, Germany, which occupies approximately 8,370 square feet;
Our office in Hunenberg, Switzerland, which occupies approximately 5,490 square feet;
Our office in London, UK, which occupies 3 workstations;

Our office in Southampton, UK, which occupies approximately 34,870 square feet;

Our office in Watford, UK, which occupies 30 workstations;

Our office in Paris, France which occupies approximately 3,175 square feet;

Our office in Hong Kong, which occupies approximately 4,810 square feet;

Our office in Tokyo, which occupies approximately 1,778 square feet;

Our office in Bangalore, which occupies approximately 1,047 square feet;

Our office in Singapore, which occupies approximately 2,232 square feet;

Our office in Sydney, Australia, which occupies approximately 2,755 square feet; and
Our office in Melbourne, Australia, which occupies approximately 170 square feet.

We believe that our existing facilities are adequate to meet our current and foreseeable needs.

Item 4A. Unresolved Staff Comments
None.
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Item 5. Operating and Financial Review and Prospects.
The following discussion and analysis of our financial condition and results of operations should be read in conjunction with our

consolidated financial statements and the related notes and other financial information included elsewhere in this annual report. This discussion
contains certain forward-looking statements that involve risks, uncertainties and assumptions. As a result of many factors, including those set

forth under Item 3D, Key Information -- Risk Factors and elsewhere in this report, our actual results may differ materially from those anticipated
in these forward-looking statements. For more information about forward-looking statements, see the Preliminary Note that precedes the Table

of Contents of this Annual Report on Form 20-F.

Overview

We are a leading provider of solutions that capture, manage and analyze unstructured multimedia content enabling companies and public
organizations to enhance business and operational performance, address security threats and take proactive actions. Unstructured multimedia
content includes phone calls to contact centers and back offices, video captured by closed circuit television cameras, radio communications
between emergency services personnel, email and instant messaging. Our solutions include integrated, scalable, multimedia recording platforms,
enhanced software applications and related professional services. These solutions address critical business processes and risk management,
compliance procedures and security needs of corporations or government agencies. Our solutions facilitate faster decision-making and near
real-time action, improving business and employee performance, and enhancing security and public safety. Our customers use our systems in a
variety of enterprises, such as financial services, health care, outsourcers, retail, service providers, telecommunications, and utilities. Our public
safety and security customers include air traffic control, correctional facilities, emergency services, gaming facilities, government intelligence
agencies, homeland security and public transportation. Our solutions are deployed at over 23,000 customers, including over 75 of the Fortune
100 companies, across over 40,000 sites around the world.

Our products are sold primarily through a global network of distributors, system integrators and strategic partners; a portion of product
sales and most services are sold directly to end-users. One distributor accounted for approximately 20%, 19% and 21% of revenues in 2003,
2004 and 2005, respectively.

Recent Acquisitions and Dispositions
The following acquisitions were accounted for as purchases, and, accordingly, the purchase price for each acquisition was allocated to the
assets acquired and liabilities assumed based on their respective fair values. The results of operations related to each acquisition are included in

our consolidated statement of operations from the date of acquisition. The disposed business was accounted for as a discontinued operation as of
the date of its disposition.
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In January 2006, we acquired all the outstanding shares of FAST Video Security AG, a Switzerland-based developer of innovative video
systems for security and surveillance purposes, for approximately $21 million in cash, plus potential earn-outs based on performance milestones
amounting to a maximum of an additional $12 million payable over the next three years.

In September 2005, we acquired the assets and assumed certain liabilities of Hannamax Hi-Tech Pty. Ltd. for $1.8 million. Hannamax was
our distributor in Australia and New Zealand. With the acquisition of Hannamax, we expect to expand our customer base and presence in
Australia and New Zealand and to expand and strengthen our support organization in the region. Under the terms of the acquisition agreement,
in the second quarter of 2006, an additional $0.5 million was paid, and in 2007 a contingent cash payment of up to $0.5 million will be due if
certain financial performance criteria are met, as part of a two-year earn-out provision. Should any contingent payment be made under the
agreement in the future, the additional consideration will increase the aggregate purchase price and, as a result, we will record additional
goodwill.

In June 2005, we acquired the assets and assumed certain liabilities of Dictaphone Corporation s Communications Recording Systems
business (Dictaphone CRS) for approximately $38.5 million. Dictaphone CRS provides liability and quality management systems for emergency
services, critical facilities, contact centers and financial trading floors. The parties have signed an amendment to the aforementioned asset
purchase agreement with Dictaphone, according to which a final adjustment will be made to the audited closing balance sheet, which will reduce
the purchase price under the asset purchase agreement by $2 million. In addition, the parties agreed that we are entitled to all previously
undistributed interest and other investment income earned with respect to such escrow funds.

In March 2004, we sold the assets and liabilities of our COMINT/DF military-related business to ELTA Systems Ltd. for $4.0 million.
The assets and liabilities sold included the intellectual property, fixed assets, inventory, and contracts related to the COMINT/DF product line,
which included high performance spectral surveillance and direction finding systems that detect, identify, locate, monitor and record
transmission sources. In 2002, 2003 and 2004, the COMINT/DF business generated revenues of approximately $7.2 million, $6.5 million and
$0.8 million, respectively, and net income of approximately $1.4 million, $1.5 million and $3.2 million (including gain on disposition),
respectively.

2005 Public Offering

In December 2005, we completed a public offering on Nasdaq of 4,600,000 ADSs, representing 4,600,000 of our ordinary shares, at a
public offering price of $46.25 per ADS. The proceeds of the offering, net of underwriting discount and other related expenses, amounted to
approximately $201.7 million.

44

51



Edgar Filing: NICE SYSTEMS LTD - Form 20-F

Off-Balance Sheet Transactions
We have not engaged in nor been a party to any off-balance sheet transactions.
Critical Accounting Policies

The preparation of financial statements in conformity with GAAP requires management to make judgments and estimates that affect the
reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reporting period. Actual results could differ from those estimates. Management believes that the
significant accounting policies which affect its more significant judgments and estimates used in the preparation of the consolidated financial
statements and those that are the most critical to aid in fully understanding and evaluating our reported results include the following:

Revenue recognition

Allowance for doubtful accounts

Inventory valuation

Impairment of long-lived assets

Provision for income taxes

Contingencies

Revenue Recognition. We derive our revenues primarily from two sources: product revenues, which include hardware and software sales;

and service revenues, which include support and maintenance, installation, consulting and training revenue. Revenue related to sales of our
products is generally recognized when persuasive evidence of an agreement exists, the product has been delivered and title and risk of loss have
passed to the buyer, the sales price is fixed or determinable, no further obligations exist, and collectibility is probable. Sales agreements with

specific acceptance terms are not recognized as revenue until the customer has confirmed that the product or service has been accepted.
Revenues from maintenance and professional services are recognized ratably over the contract period or as services are performed.

For arrangements with multiple elements, we allocate revenue to each component of the arrangement using the residual value method
based on vendor specific objective evidence (VSOE) of the undelivered elements. This means that we defer the arrangement fee equivalent to
the fair value of the undelivered elements until these elements are delivered. Our VSOE used to allocate the sales price to maintenance is based
on the renewal percentage.

To assess the probability of collection for revenue recognition, we have an established credit policy that determines, by way of
mathematical formulae based on the customers financial statements and payment history, the credit limit that reflects an amount that is deemed
probably collectible for each customer. These credit limits are reviewed and revised periodically on the basis of new customer financial
statement information and payment performance.
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We record a provision for estimated sales returns and allowances on product sales in the same period as the related revenues are recorded.
We base these estimates on the historical sales returns ratio and other known factors. Actual returns could be different from our estimates and
current provisions for sales returns and allowances may need to be increased.

Allowance for Doubtful Accounts. We evaluate the collectibility of our accounts receivable based on a combination of factors. In
circumstances where we are aware of a specific customer s inability to meet its financial obligations to us, we record a specific allowance against
amounts due to reduce the net recognized receivable to the amount we reasonably believe will be collected. For all other customers, we
recognize allowances for doubtful accounts based on the length of time the receivables are past due.

Inventory Valuation. At each balance sheet date, we evaluate our inventory balance for excess quantities and obsolescence. This
evaluation includes analyses of sales levels by product line and projections of future demand. In addition, we write off inventories that are
considered obsolete. Remaining inventory balances are adjusted to the lower of cost or market value. If future demand or market conditions are
less favorable than our projections, additional inventory write-downs may be required and would be reflected in cost of sales in the period the
revision is made.

During 2002 we completed the outsourcing of the manufacture of our audio and video product platforms. Under this arrangement, we take
ownership of inventories at the conclusion of the manufacturing process, such inventories representing finished goods or spare parts. As we
largely manufacture to order, we do not tend to accumulate finished goods. We are obligated, however, to purchase certain excess raw material
and subassembly inventories from the contract manufacturer that may be deemed obsolete or slow-moving. We monitor the levels of the contract
manufacturer s relevant inventories periodically and, if required, will write-off such deemed excess or obsolete inventory.

Impairment of Long-Lived Assets. Our long-lived assets include property and equipment, investment in affiliates, goodwill and other
intangible assets. The fair value of the investment in affiliates is dependent upon the performance of the companies in which we have invested.
In assessing potential impairment of these investments, we consider this factor as well as the forecasted financial performance of the investees
and other pertinent information. We record an investment impairment charge when we believe that the investment has experienced a decline in
value that is other than temporary. During 2002, we recognized $229,000 of impairment losses related to our investment in affiliates. As of
December 31, 2003, the carrying value of our investments in affiliate was $1.2 million.

In assessing the recoverability of our property and equipment, goodwill and other intangible assets, we must make assumptions regarding
the estimated future cash flows and other factors to determine the fair value of the respective assets. If these estimates or their related

assumptions change in the future, we may be required to record impairment charges for these assets.

46

53



Edgar Filing: NICE SYSTEMS LTD - Form 20-F

SFAS No. 142 Goodwill and Other Intangible Assets addresses the initial recognition and measurement of intangible assets acquired in a
business combination and the accounting for goodwill and other intangible assets subsequent to their acquisition. SFAS No. 142 provides that
intangible assets with finite useful lives will be amortized and that goodwill and intangible assets with indefinite lives will not be amortized, but
rather will be tested at least annually for impairment. We adopted SFAS No. 142 beginning January 1, 2002. Upon adoption of SFAS No. 142,
we discontinued the amortization of recorded goodwill, which was approximately $3.4 million on an annual basis at that time. We performed an
impairment test of our goodwill as of January 1, 2002 under the transitional provisions of SFAS No. 142, and our test did not indicate an
impairment of goodwill. We confirmed that we have only one reporting unit to which we allocated all recorded goodwill, as well as all assets
and liabilities.

By October 1, 2002, our stock price had declined significantly from January 1, 2002, at which point our market capitalization, based on
our stock price, was below book value. The price of our ADSs was $17.04 per ADS on January 2, 2002 and declined to $8.47 per ADS by
October 1, 2002. We determined our fair value based on relative market multiples for comparable businesses and a discounted cash flow model.
This evaluation indicated that an impairment might exist. We then performed Step 2 under SFAS No. 142 in which an amount of the impairment
loss, if any, must be measured. Four categories of intangible assets were identified as being separable from goodwill in accordance with SFAS
No. 141 Business Combinations. These included trade names, an in-place distribution network, technology based intangible assets and
maintenance contracts. In valuing the NICE trade name, a relief from royalty method was used. Under this method, the value of a trade name
reflects the savings realized by owning the trade name. The value of the intangible asset under the relief from royalty method is dependent upon
the following factors: the selected royalty rate, the revenues expected to be generated from the underlying intellectual property, the discount rate
and the expected life of the intellectual property. The value of our distribution network was determined through the use of the cost approach.
Using this method, the value of the distribution network is estimated as the after-tax direct costs that a potential acquirer would avoid spending
in recreating a similar functional distribution network. The value of the intangible asset under the cost method is dependent upon the estimated
direct cost of establishing a new distributor relationship. Qualifying technology-based intangible assets consist of current and core technology
and technologies that were under development at the valuation date. The current and core technology was valued using a derivation of the
income approach, namely the excess earnings method. This method is used to analyze the earnings contribution of an intangible asset. Under this
method, the excess earnings that an intangible asset generates are calculated over the intangible asset s expected life and discounted to the present
to calculate the fair value of the intangible asset. Excess earnings are defined as the residual earnings after providing for appropriate returns on
the other identified contributing assets. The value under the excess earnings method is dependent upon the following factors: the expected
revenues generated by the intangible asset, the expected after-tax earnings on those revenues, the charges (or returns) required on other
contributing assets and the discount rate. Our maintenance contracts, which are intangible assets under the contractual-legal criterion of SFAS
No. 141, were valued using the excess earnings method. In determining the applicable discount rate to be used to estimate the fair value of our
net assets, we calculated a market-derived rate based on our estimated weighted average cost of capital. In determining our cost of equity, we
used a standard methodology based on the capital asset pricing model and analyzed selected guideline companies, industry data and factors
specific to us. We expect to use a similar decision process in the future.
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Following these analyses, we compared the carrying amount of goodwill to the implied fair value of the goodwill and determined that an
impairment loss existed. A non-cash charge totaling $28.3 million was recorded in the fourth quarter of 2002 to write down goodwill to its fair
value under the caption Goodwill impairment. The valuation of long-lived assets requires significant estimates and assumptions. These estimates
contain management s best estimates, using appropriate and customary assumptions and projections at the time. If different estimates or
projections were used, it is reasonably possible that our analysis would have generated materially different results.

In the fourth quarter of 2005, we performed our annual test on the remaining goodwill pursuant to the SFAS No. 142 requirements,
applying the same methodologies as those used in the prior year. No additional impairment was found to exist. We will continue to perform an
impairment test at least annually and on an interim basis should circumstances indicate that an impairment loss may exist. The outcome of such
testing may lead to the recognition of an impairment loss.

Taxes on Income. We record income taxes using the asset and liability approach. Management s judgment is required in determining our
income tax expense in each of the jurisdictions in which we operate. The provision for income tax is calculated based on our estimates for our
exposure to current taxes, which is based on assumptions as to our entitlement to various benefits pursuant to applicable tax laws in the
jurisdictions in which we operate, together with our assessment of temporary differences resulting from differing treatment of certain items for
accounting and tax purposes. We have recognized a deferred tax asset for net operating losses (less a valuation allowance), acknowledging our
belief that our future income for tax purposes is expected to be reduced as a result of these net operating losses. We have considered future
taxable income, future expected tax benefits, prudent and feasible tax planning and transfer pricing strategies and other available evidence in
determining the need for a valuation allowance. Although we believe that our estimates are reasonable and that we have considered future
taxable income and ongoing prudent and feasible tax strategies in estimating our tax outcome, there is no assurance that the final tax outcome,
possibly after audit by the relevant tax authorities, will not be different than those which are reflected in our historical income tax provisions and
accruals. Such differences could have a material effect on our income tax provision, net income and cash balances in the period in which such
determination is made.

Contingencies. From time to time, we are defendant or plaintiff in various legal actions, which arise in the normal course of business. We
are required to assess the likelihood of any adverse judgments or outcomes to these matters as well as potential ranges of probable losses. A
determination of the amount of reserves required for these contingencies, if any, which would be charged to earnings, is made after careful and
considered analysis of each individual action together with our legal advisors. The required reserves may change in the future due to new
developments in each matter or changes in circumstances, such as a change in settlement strategy. A change in the required reserves would
affect our earnings in the period the change is made.
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Results of Operations

The following table sets forth our selected consolidated statement of operations for the years ended December 31, 2003, 2004 and 2005
expressed as a percentage of total revenues. Totals may not add up due to rounding.

2003 2004 2005

Revenues
Products 749% 72.3% 66.3%
Services 25.1 27.7 33.7

100.0 100.0 100.0

Cost of revenues
Products* 38.2 353 32.7
Services* 74.9 71.2 65.6

47.4 45.2 43.8

Gross Profit 52.6 54.8 56.2
Operating expenses

Research and development, net 10.2 9.8 9.9
Selling and marketing 23.8 24.6 23.5
General and administrative 133 12.4 12.1
Restructuring, in-process research and development, legal settlement and other 3.1 0.0 0.0
Amortization of acquired intangibles 0.2 0.1 0.4
Total operating expenses 50.6 46.9 45.9
Operating income (loss) 2.0 7.9 10.3
Financial income, net 0.9 1.4 1.7
Other income (expenses), net 0.1 0.0 0.0
Income before taxes 3.0 9.3 12.0
Taxes on income 0.5 0.9 0.3
Net income from continuing operations 2.5 8.4 11.7
Net income from discontinued operations 0.7 1.3 0.0
Net income 32 9.7 11.7

* percent of related revenue
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Comparison of Years Ended December 31, 2004 and 2005
Revenues

Our total revenues rose approximately 23.1% to $311.1 million in 2005 from $252.6 million in 2004. Revenues from sales to the
enterprise market were $237.4 million in 2005, an increase of 22.3% from 2004, and revenues from sales to the public safety and security market
were $73.7 million in 2005, an increase of 26.0% from 2004. Our growth in revenues was due primarily to the inclusion of the results of
Dictaphone CRS beginning on June 1, 2005, market share gains in these markets and market growth.

Years Ended December 31,
Dollar Percentage
2004 2005 Change Change
Product Revenues $ 1826 $ 2064 $ 23.8 13.0%
Service Revenues 70.0 104.7 34.7 49.6
Total Revenues $ 2526 $ 311.1 $ 585 23.2

The increase in product revenues was due primarily to higher sales to the enterprise and public safety and security markets.

The increase in service revenues was due to an increase in our installed customer base resulting from new product sales, higher installation
and training revenues relating mainly to the increase in product sales to the enterprise market and the first time inclusion of the Dictaphone CRS
service revenue beginning on June 1, 2005. Service revenues represented 33.7% of total revenues, as compared to approximately 27.7% in 2004.
Although we typically generate lower profit margins on services than on products, our strategy is to continue to grow our global services
business, which we believe increases the competitiveness of our product offerings, and, as a result, we expect services to represent a growing
portion of total revenues in the future.

Revenues in 2005 in the Americas, which includes the United States, Canada and Central and South America, rose 34.3% to $163.3
million, as compared to $121.6 million in 2004. The increase was largely attributable to the inclusion of the Dictaphone CRS revenues beginning
on June 1, 2005 and higher post-contract service and maintenance revenue. Sales to Europe, Middle East and Africa (EMEA) rose 6.5% to $99.3
million in 2003, as compared to $93.2 million in 2004. The increase was due mainly to higher sales to the security market and higher services
and maintenance revenues primarily related to the enterprise market. Sales to Asia-Pacific (APAC) increased 28.3% to $48.5 million in 2003, as
compared to $37.8 million in 2004 due mainly to higher sales to the enterprise market.
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Cost of Revenues

Years Ended December 31,
Dollar Percentage
2004 2005 Change Change
Cost of Product Revenues $ 64.4 $ 67.5 $ 3.1 4.8%
Cost of Service Revenues 49.9 68.7 18.8 37.7
Total Cost of Revenues $ 114.3 $ 136.2 $ 21.9 19.2

Cost of product revenues increased slightly on a dollar basis while decreasing as a percentage of product revenues. The slight increase on
a dollar basis was due mainly to the higher sales volume. Cost of services revenues increased on a dollar basis while decreasing as a percentage
of service revenues. The increase on a dollar basis was due principally to higher labor, subcontractor and material costs associated with the

growth in product installations and maintenance contracts.

Gross Profit
Years Ended December 31,
Dollar Percentage
2004 2005 Change Change
Gross Profit on Product Revenues $ 1182  $ 1388  $ 20.6 17.4%
as a percentage of product revenues 64.7% 67.3%
Gross Profit on Service Revenue 20.1 36.1 16.0 79.6
as a percentage of service revenues 28.8% 34.4%
Total Gross Profit $ 1383  $ 1749  $ 36.6 26.5
as a percentage of total revenues 54.8% 56.2%

The improvement in gross profit on product revenues was due primarily to higher sales volume, product cost reductions and a higher
proportion of software in the product mix. The improvement in gross profit margin on services revenue reflected improved staff utilization and

other efficiencies.
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Operating Expenses

Years Ended December 31,
Dollar Percentage
2004 2005 Change Change
Research and development, net $ 24.9 $ 30.9 $ 6.0 24.1%
Selling and marketing 61.8 72.8 11.0 17.8
General and administrative 31.3 37.7 6.4 20.4
Amortization of acquired intangible assets 0.3 1.3 1.0 333

Research and Development, Net. Research and development expenses, before capitalization of software development costs and
government grants, increased to $33.4 million in 2005, as compared to $27.5 million in 2004 and represented 10.7% and 10.9% of revenues in
2005 and 2004, respectively. The increase in these expenses was due mainly to the increase in research and development labor costs.

Capitalized software development costs were $0.8 million in 2005, as compared to $1.3 million in 2004. Amortization of capitalized
software development costs included in cost of product revenues was $2.4 million and $4.1 million in 2005 and 2004, respectively.

Selling and Marketing Expenses. The increase in selling and marketing expenses was due primarily to the inclusion of Dictaphone CRS
beginning on June 1, 2005 and higher sales commissions resulting mainly from the increase in sales. Selling and marketing expenses represented
23.4% of total revenues in 2005, as compared to 24.6% in 2004.

General and Administrative Expenses. The increase in general and administrative expenses in 2005 was due principally to an increase in
legal expenses associated with pending litigation and labor costs. General and administrative expenses represented 12.1% of total revenues in
2005, as compared to 12.4% in 2004.

Financial Income

Years Ended December 31,
Dollar Percentage
2004 2005 Change Change
Financial income, net $ 36 $ 54 $ 1.8 50%
Other income (expense) 0.1 (0.0) 0.1) (100)

Financial Income, Net. The increase in financial income, net reflects a higher average cash balance and higher prevailing average interest
rates in 2005, as compared to 2004.
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Taxes on Income. In 2005, we recorded a provision for income taxes of $0.9 million, as compared to $2.3 million in 2004. The decrease
was primarily related to $4.8 million of net deferred tax assets, recognized for the first time. We expect that our effective corporate tax rate will
continue to increase into the high-teens mainly due to an increase in financial income, the reversal of our deferred tax assets, the possible
recognition of deferred tax liabilities on tax-exempt income, a geographic change in the jurisdictions in which our profits are earned and as a
result of any future possible acquisitions of companies which operate in a high-tax environment.

Net Income from Continuing Operations. Net income from continuing operations was $36.6 million in 2005, as compared to $21.3
million in 2004. The increase in 2005 resulted primarily from the increase in revenues and gross margin.

Net Income from Discontinued Operations. Net income from the discontinued operations of our COMINT/DF military-related business
was $0 in 2005, as compared to approximately $3.2 million (including gain on disposition) in 2004.

Comparison of Years Ended December 31, 2003 and 2004

Revenues

Our total revenues increased approximately 13% to $252.6 million in 2004 from $224.3 million in 2003. Revenues from sales to the
enterprise market were $194.1 million in 2004, an increase of 13% from the prior year, and revenues from sales to the public safety and security
market were $58.5 million, an increase of 11% from the prior year. Our growth in revenues was due principally to market share gains in these
markets and market growth.

Years Ended December 31,
Dollar Percentage
2003 2004 Change Change
Product Revenues $ 168.1 $ 1826  $ 14.5 8.6%
Service Revenues 56.2 70.0 13.8 24.6
Total Revenues $ 224.3 $ 2526 $ 28.3 12.6

The increase in product revenues was due primarily to higher sales to both the enterprise market and public safety markets.
The increase in services revenues was generated partly by the increase in our installed customer base resulting from new product sales,
and higher installation and training revenues related mainly to the increase in product sales to the enterprise market. Service revenues for 2004

represented 28% of total revenues compared with approximately 25% in 2003.
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Revenues in 2004 in the Americas, which includes the United States, Canada and Central and South America, rose 3% to $121.6 million
from $118.6 million in 2003. The increase was largely attributable to higher post-contract support. Sales to EMEA rose 26% to $93.2 million in
2004 from $73.8 million in 2003. The increase was due mainly to higher sales to the enterprise market and post-contract service and
maintenance. Sales to APAC increased 19% to $37.8 million in 2004 from $31.8 million in 2003 due mainly to higher sales to the enterprise
market in the region.

Cost of Revenues

Years Ended December 31,
Dollar Percentage
2003 2004 Change Change
Cost of Product Revenues $ 642 $ 644 $ 0.2 0.3%
Cost of Service Revenues 42.1 49.9 7.8 18.5
Total Cost of Revenues $ 1063 $ 1143 $ 8.0 7.5

The slight increase in cost of product revenues was due mainly to the higher sales volume. The increase in cost of services revenue was
due principally to higher labor, subcontractor and material costs associated with the growth in product installations and maintenance contracts.

Gross Profit
Years Ended December 31,
Dollar Percentage
2003 2004 Change Change

Gross Profit on Product Revenues $ 1039 $ 1182  $ 14.3 13.8%
as a percentage of product revenues 61.8% 64.7%

Gross Profit on Service Revenues 14.1 20.1 6.0 42.6
as a percentage of service revenues 25.1% 28.8%

Total Gross Profit $ 1179  $ 1383 § 20.4 17.3
as a percentage of total revenues 52.6% 54.8%

The improvement in gross profit on product revenues was due primarily to the higher sales volume, product cost reductions and a higher
proportion of software in the product mix. The improvement in gross profit margin on services revenue reflects improved staff utilization and
efficiencies.
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Operating Expenses

Years Ended December 31,
Dollar Percentage
2003 2004 Change Change
Research and development, net $ 22.8 $ 24.9 $ 2.1 9.2%
Selling and marketing 53.4 61.8 8.4 15.7
General and administrative 29.8 31.3 1.5 5.0
Amortization of acquired intangibles 0.4 0.3 0.1) (25)

Research and Development, Net. Research and development expense, before capitalization of software development costs and grants,
increased to $27.5 million in 2004 from $26.4 million in 2003 and represented 10.9% and 11.8% of revenues in 2004 and 2003, respectively.
The increase in gross outlays was due mainly to the increase of research and development labor costs.

Capitalized software development costs were $1.3 million in 2004, as compared to $2.3 million in 2003. Amortization of capitalized
software development costs, included in cost of product revenues, was $4.1 million and $5.7 million in 2004 and 2003, respectively.

Selling and Marketing Expenses. The increase in selling and marketing expenses was due primarily to an increase in our corporate and
regional sales and marketing efforts and higher sales commissions resulting mainly from the increase in sales. Selling and marketing expenses
represented 24.8% of total revenues in 2004 compared with 23.9% in 2003.

General and Administrative Expenses. The increase in general and administrative expenses in 2004 was due principally to increases in
labor costs and depreciation expenses. General and administrative expenses represented 12.4% of total revenues in 2004 compared with 13.3%
in 2003.

Other Special Charges
Years Ended December 31,
Percentage
2003 2004 Change
Restructuring $ 19 $ 0.0 (100)%
Legal Settlement 52 0.0 (100)
Total other special charges $ 71 $ 0.0 (100)%
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Restructuring. In December 2002, we adopted a restructuring plan, which involved the phased reduction of approximately 75 of our 1,077
staff members and consolidation of certain offices. Some of the involuntary reductions were effected in December 2002 and, in accordance with
SFAS No. 146, a liability of $282,000 was recorded as of December 31, 2002 in connection with those terminations. This liability was utilized
as of June 30, 2003. The remaining reductions in personnel and facility closures were implemented during 2003. We included in our results for
2003 costs of approximately $1.9 million, which related primarily to involuntary terminations and facility closures.

Legal Settlement. In June 2000, Dictaphone Corporation, one of our competitors, filed a patent infringement claim relating to certain
technology embedded in some of our products. The claim was for damages for past infringement and enjoinment of any continued infringement
of Dictaphone patents. In the fourth quarter of 2003, we reached a settlement with Dictaphone in which both parties agreed to dismiss all claims
and counterclaims connected with the patent infringement claim. The terms of the settlement required us to pay Dictaphone $10.0 million, of
which approximately $4.8 million was paid by our insurance carrier in December 2003 and the balance was paid by us. As a result, a charge of
approximately $5.2 million was recorded in the last quarter of 2003. We and Dictaphone also agreed to grant each other a worldwide,
royalty-free, perpetual license to certain of their patents including the disputed patents. We and Dictaphone further agreed to enter into
enforcement proceedings with respect to both companies patent portfolios and to share any proceeds from these actions. As a result of our
acquisition of Dictaphone CRS in June 2005, the agreement with respect to patents was terminated since we acquired the relevant patents.

Financial and Other Income

Years Ended December 31,
Dollar Percentage
2003 2004 Change Change
Financial income $ 20 $ 36 % 1.6 80.0%
Other income (expense) 0.3 0.1 0.2) (66.7)

Financial Income, Net. The increase in financial income, net reflects a higher average cash balance and higher prevailing average interest
rates in 2004 compared with 2003.

Other Income, Net. Other income, net was $0.1 million in 2004 compared with $0.3 million in 2003. In 2003, we recorded $0.3 million of

income reflecting amounts received from our insurance carrier in respect of the settlement of a litigation in connection with the April 2000
acquisition of Centerpoint Solutions Inc. In 2004, other income represented a capital gain recognized upon the disposal of fixed assets.

Taxes on Income. In 2004, we recorded a provision for income taxes of $2.3 million compared with $1.2 million in 2003. The increase
was primarily related to operating profits recorded at certain distribution subsidiaries.

56

63



Edgar Filing: NICE SYSTEMS LTD - Form 20-F

Net Income (Loss) from Continuing Operations. Net income from continuing operations was $21.3 million in 2004 compared with $5.6
million in 2003. The increase in 2004 resulted primarily from the increase in revenues and gross margin.

Net Income from Discontinued Operations. As discussed above under Recent Acquisitions and Dispositions, on March 31, 2004 we sold
the assets and liabilities of our COMINT/DF military-related business to ELTA for $4.0 million in cash. Net income from this discontinued
operation was approximately $3.2 million (including gain on disposition) and $1.5 million for 2004 and 2003, respectively.

Liquidity and Capital Resources

In recent years, we have financed our operations through cash generated from operations. Generally, we invest our excess cash in
instruments that are highly liquid, investment grade securities. At December 31, 2005, we had $411.6 million of cash and cash equivalents and
short-term and long-term investments, as compared to $165.9 million at December 31, 2004 and $107.3 million at December 31, 2003. The
increase in 2005 is primarily attributable to approximately $201.7 million of proceeds we received from a public offering of 4,600,000 ADSs,
representing 4,600,000 of our ordinary shares, which we completed in December 2005. In addition, the increase in 2005 was due to an increase
in our net income and the proceeds from the issuance of shares upon the exercise of stock options and under our employee share purchase plan,
which was partially offset by cash payments made in respect of the purchase of Dictaphone CRS and the Hannamax Hi-Tech Pty. Ltd.
businesses.

Cash provided by operating activities of continuing operations was $65.7 million and 44.3 million in 2005 and 2004, respectively,
compared with $36.9 million in 2003. The improvement in 2005 was primarily attributable to higher net operating income and an increase in
current liabilities.

Net cash used in investing activities from continuing operations was $64.3 million and $72.3 million in 2005 and 2004, respectively,
compared with $39.8 million in 2003. In June 2005, we paid $39.7 million for Dictaphone CRS (including $1.2 million of acquisition-related
costs). In September 2005, we paid $1.8 million for the Hannamax Hi-Tech Pty. Ltd. business. Capital expenditures were $6.1 million in 2005,
$6.7 million in 2004 and $5.5 million in 2003. Capital expenditures in 2005 and 2004 included investment in back-office IT systems, equipment
for research and development and testing purposes, and general computer equipment. As of December 31, 2005, we had no material
commitments for capital expenditures.

Net cash provided by financing activities was $226.9 million, $19.9 million and $12.1 million in 2005, 2004 and 2003, respectively, of
which $201.7 million represents the net proceeds of our public offering of ADSs in December 2005 and the balance represents the net proceeds
from the issuance of shares upon the exercise of stock options and under our employee share purchase plan. As of December 31, 2005, we had
authorized credit lines from banks in the amount of $353 million. As of December 31, 2005, we have no outstanding borrowings under these
credit lines; however, $6.3 million of the $353 million were utilized for bank guarantees. Any borrowing under these credit lines will be
denominated in dollars and will bear interest at the rate of up to LIBOR + 0.7% per year. Any borrowing under two of these credit lines, having
an aggregate borrowing limit of $328 million, would be secured by our marketable securities. One of our credit lines contains a negative pledge
covenant and one contains covenants requiring us to maintain a minimum amount of cash and shareholders equity.
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We believe that based on our current operating forecast, the combination of existing working capital, expected cash flows from operations
and available credit lines will be sufficient to finance our ongoing operations for the next twelve months. This belief takes into consideration the
steps we have taken to limit certain customer-related risks through insuring a significant portion of our accounts receivable and achieving ISO
9000-2001 certification to help ensure the quality of our products and services, which in turn lowers our exposure to certain commercial risks.

Research and Development
For information on our research and development policies, please see Item 4, Information on the Company in this annual report.
Trend Information

Our development efforts for our recording platforms are aimed at addressing several trends we see developing in the industry. The trend
towards the proliferation of voice over IP-based networks is leading to a greater requirement for VolP recording capabilities in financial trading,
contact centers, public safety environments and telecommunications monitoring. The continued trend towards replacing analog video recording
with digital video recording is leading to the need for network applications in the video recording area.

We also see the continuation of a trend towards requirements for multimedia recording capabilities, in contact centers (voice, fax, email,
chat screen), public safety (voice, radio, video, data) and telecommunications monitoring (voice, fax, internet) markets. We are beginning to see
this same trend developing in the financial trading sector, and we expect some Homeland Security initiatives in areas such as border control,
critical infrastructure security and first responder communications to require multimedia capture platforms as well.

We also see the migration to VoIP network as a driver for additional recording system for centralized branch recording and manage
services.

Our software applications enable our customers to capture, store, retrieve and analyze unstructured data (multimedia interactions) and
combine them with data from other systems to create actionable knowledge that can be distributed via reports and alerts to all relevant parties to
improve performance.
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There is growing demand from our customers for software applications that will leverage the wealth of unstructured data captured by the
recording platform to improve overall performance. In turn, as these enhanced software applications are being added, customers are considering
our systems mission critical. We see an opportunity for applications that analyze the content of unstructured interactions in contact centers for
quality monitoring and contact center management as well as for enterprise-wide process improvement and business performance management.
We see a trend towards more software applications in the financial trading environment for compliance monitoring and dispute management to
improve business performance. We see similar trends happening in digital video recording. We expect video content analysis applications to
become increasingly important to building, campus, city center, and infrastructure perimeter security, loss prevention in casinos, retail and
warehousing, as well as various homeland security applications to enable proactive security management.

For more information on trends in our industry, please see Item 4, Information on the Company Business Overview Industry Background
and Trends.

For more information on uncertainties, demands, commitments or events that are reasonably likely to have a material effect on revenue,
please see Item 3, Key Information Risk Factors.

Contractual Obligations

Set forth below are our contractual obligations and other commercial commitments over the medium term as of December 31, 2005 (in
thousands of U.S. dollars):

Payments Due by Period
More

Less than 3-5 than 5
Contractual Obligations Total 1 year 1- 3 years years years
Long-Term Debt
Capital Lease Obligations
Operating Leases 11,584 5,636 5,948
Unconditional Purchase Obligations 4,108 2,225 1,646 237
Other Long-Term Obligations
Total Contractual Cash Obligations 15,692 7,861 7,594 237
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Amount of Commitment Expiration Per Period

Total

Amounts Less than 1-3 3-5 More than
Other Commercial Commitments Committed 1 year years years 5 years
Lines of Credit
Standby Letters of Credit
Guarantees continuing operations 2,844 1,566 241 15 1,022
Guarantees discontinued operation 3,430 3,430
Standby Repurchase Obligations
Other Commercial Commitments 22 22
Total Commercial Commitments 6,296 5,018 241 15 1,022

Qualitative and Quantitative Disclosure About Market Risk

For information on the market risks relating to our operations, please see Item 11, Quantitative and Qualitative Disclosures about Market
Risk in this annual report.

Recently Issued or Adopted Accounting Pronouncements

In December 2004, the Financial Accounting Standards Board ( FASB ) issued SFAS No. 123 (revised 2004), Share-Based Payment . SFAS
No. 123(R) will provide investors and other users of financial statements with more complete and neutral financial information by requiring that
the compensation cost relating to share-based payment transactions be recognized in financial statements. That cost will be measured based on
the fair value of the equity or liability instruments issued. SFAS No. 123(R) covers a wide range of share-based compensation arrangements
including share options, restricted share plans, performance-based awards, share appreciation rights and employee share purchase plans. SFAS
No. 123(R) replaces SFAS No. 123, Accounting for Stock-Based Compensation , and supersedes APB No. 25, Accounting for Stock Issued to
Employees . SFAS No. 123, as originally issued in 1995, established as preferable a fair-value-based method of accounting for share-based
payment transactions with employees. However, that statement permitted entities the option of continuing to apply the guidance in APB No. 25,
as long as the footnotes to financial statements disclosed what net income would have been had the preferable fair-value-based method been
used. We will be required to apply SFAS No. 123(R) as of the first annual reporting period that begins after June 15, 2005. As permitted by
SFAS No. 123, we currently account for share-based payments to employees using APB No. 25 s intri