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Part I.  Financial Information

Item 1.  Financial Statements

DOT HILL SYSTEMS CORP. AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS

(In Thousands Except Per Share Amounts)

(Unaudited)

December 31,
2003

March 31,
2004

ASSETS
Current Assets:
Cash and cash equivalents $ 138,563 $ 82,614
Short-term investments 52,982 44,388
Accounts receivable, net of allowance of $467 and $727 14,558 20,643
Inventories 3,158 3,596
Prepaid expenses and other 1,836 2,213
Total current assets 211,097 153,454
Property and equipment, net 4,791 7,392
Goodwill 343 57,111
Other intangible assets, net � 9,949
Other assets 2,212 1,329
Total assets $ 218,443 $ 229,235

LIABILITIES AND STOCKHOLDERS� EQUITY
Current Liabilities:
Accounts payable $ 24,533 $ 29,466
Accrued compensation 4,459 1,920
Accrued expenses 2,052 4,327
Deferred revenue 1,028 1,337
Income taxes payable 1,005 952
Current portion of restructuring accrual 370 375
Total current liabilities 33,447 38,377
Restructuring accrual, net of current portion 554 386
Note payable � 6,000
Accrued interest � 994
Borrowings under lines of credit 247 234
Other long-term liabilities 62 975
Total liabilities 34,310 46,966
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Commitments and Contingencies (Note 12)

Stockholders� Equity:
Preferred stock, $0.001 par value, 10,000 shares authorized, no shares issued or outstanding � �
Common stock, $0.001 par value, 100,000 shares authorized, 43,307 and 43,316 shares issued
and outstanding at December 31, 2003 and March 31, 2004, respectively 43 43
Additional paid-in capital 275,827 275,851
Deferred compensation (28) (23)
Accumulated other comprehensive loss (263) (273)
Accumulated deficit (91,446) (93,329)
Total stockholders� equity 184,133 182,269
Total liabilities and stockholders� equity $ 218,443 $ 229,235

See accompanying notes to condensed consolidated financial statements.

3

Edgar Filing: DOT HILL SYSTEMS CORP - Form 10-Q

5



DOT HILL SYSTEMS CORP. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

AND COMPREHENSIVE OPERATIONS

(In Thousands, Except Per Share Amounts)
(Unaudited)

Three Months Ended
March 31,

2003 2004

Net Revenue $ 30,522 $ 48,781
Cost of Goods Sold 24,985 35,278
Gross Profit 5,537 13,503

Operating Expenses:
Sales and marketing 3,422 4,615
Research and development 2,057 4,371
General and administrative 1,459 2,314
In-process research and development � 4,700
Total operating expenses 6,938 16,000
Operating Loss (1,401) (2,497)

Other Income (Expense):
Interest income 26 574
Interest expense (47) (141)
Gain (loss) on foreign currency transactions, net (18) 167
Other expense, net (24) (21)
Total other income (expense), net (63) 579
Loss Before Income Taxes 11.10 10.25

Total risk-based capital ratio 12.61 11.78 12.65 11.80
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Risk Factors

        This Form 8-K and other reports filed by us under the Securities Exchange Act of 1934 or registration statements under the Securities Act
of 1933 contain statements that are considered "forward-looking statements" within the meaning of U.S. federal securities laws. In addition,
State Street and its management may make other written or oral communications from time to time that contain forward-looking statements.
Forward-looking statements, including statements as to industry trends, future expectations of State Street and other matters that do not relate
strictly to historical facts, are based on assumptions by management, and are often identified by such forward-looking terminology as "expect,"
"look," "believe," "anticipate," "estimate," "seek," "may," "will," "trend," "target" and "goal," or similar statements or variations of such terms.
Forward-looking statements may include, among other things, statements about State Street's confidence in its strategies and its expectations
about financial performance, market growth, acquisitions and divestitures, new technologies, services and opportunities, and earnings.

        Forward-looking statements are subject to various risks and uncertainties, which change over time, and are based on management's
expectations and assumptions at the time the statements are made and are not guarantees of future results. These expectations and assumptions,
and the continued validity of the forward-looking statements, are subject to change due to a broad range of factors affecting the national and
global economies, the equity, debt, currency and other financial markets, and factors specific to State Street Corporation and its subsidiaries,
including State Street Bank and Trust Company. Factors that could cause changes in the expectations or assumptions on which forward-looking
statements are based include, but are not limited to:

�
State Street's ability to integrate and convert acquisitions into its business, including the acquisition of Investors Financial
Services Corp.;

�
the level and volatility of interest rates, particularly in the U.S. and Europe; the performance and volatility of securities,
currency and other markets in the U.S. and internationally; and economic conditions and monetary and other governmental
actions designed to address those conditions;

�
the liquidity of the U.S. and European securities and currency markets, particularly the markets for fixed income securities,
including asset-backed commercial paper, and the liquidity requirements of State Street's customers;

�
the credit quality and credit agency ratings of the securities in State Street's investment securities portfolio, a deterioration or
downgrade of which could lead to other-than-temporary impairment of the respective securities and the recognition of an
impairment loss;

�
State Street's ability to attract non-interest bearing deposits and other low-cost funds;

�
the results of litigation and similar disputes and, in particular, the effect that any such results may have on the reputation of
State Street Global Advisors ("SSgA") and its ability to attract and retain customers;

�
the possibility that the ultimate costs of the legal exposure associated with SSgA's actively managed fixed-income strategies
may exceed or be below the level of the related reserve, in view of the uncertainties of the timing and outcome of litigation,
and the amounts involved; and the possibility of further developments of the nature giving rise to the legal exposure
associated with SSgA's actively managed fixed-income and other investment strategies;

�
the performance and demand for the products and services State Street offers;

�
the competitive environment in which State Street operates;
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�
the enactment of legislation and changes in regulation and enforcement that impact State Street and its customers, as well as
the effects of legal and regulatory proceedings, including litigation;

�
State Street's ability to continue to grow revenue, control expenses and attract the capital necessary to achieve its business
goals and comply with regulatory requirements;

�
State Street's ability to manage systemic risks and control operating risks;

�
State Street's ability to obtain quality and timely services from third parties with which it contracts;

�
trends in the globalization of investment activity and the growth on a worldwide basis in financial assets;

�
trends in governmental and corporate pension plans and savings rates;

�
changes in accounting standards and practices, including changes in the interpretation of existing standards, that impact State
Street's consolidated financial statements; and

�
changes in tax legislation and in the interpretation of existing tax laws by U.S. and non-U.S. tax authorities that impact the
amount of taxes due.

        Forward-looking statements should not be viewed as predictions, and should not be the primary basis upon which investors evaluate State
Street. Any investor in State Street should consider all risks and uncertainties disclosed in our filings under the Securities Exchange Act of 1934,
including our reports on Form 10-K, Form 10-Q and Form 8-K, or registration statements under the Securities Act of 1933, which are accessible
on the SEC's website at www.sec.gov or on our website at www.statestreet.com.

        Actual outcomes and results may differ materially from what is expressed in our forward-looking statements and from our historical
financial results due to the factors discussed above, below and elsewhere in this Form 8-K or disclosed in our other SEC filings, and
forward-looking statements should not be relied upon as representing our expectations or beliefs as of any date subsequent to the date this
Form 8-K is filed with the SEC. State Street undertakes no obligation to revise the forward-looking statements contained in this Form 8-K to
reflect events after the date it is filed with the SEC. These factors discussed above and below are not intended to be a complete summary of all
risks and uncertainties that may affect our businesses. Though we strive to monitor and mitigate risk, we cannot anticipate all potential
economic, operational and financial developments that may adversely impact our operations and our financial results.

Business Conditions/Economic Risk

        Our businesses are affected by global economic conditions, political uncertainties and volatility and other developments in the financial
markets. Factors such as interest rates and commodities prices, regional and international rates of economic growth, inflation, political
instability, the liquidity and volatility of fixed income markets, equity, credit, currency, derivative and other financial markets, and investor
confidence can significantly affect the financial markets in which we and our customers are engaged. Such factors have affected, and may
further unfavorably affect, both regional and worldwide economic growth, creating adverse effects on many companies, including us, in ways
that are not predictable or that we may fail to anticipate.

        A significant market downturn may lead to a decline in the value of assets under management and custody, which would reduce our
asset-based fee revenue and the value of securities we hold in our investment portfolio, and may adversely impact other transaction-based
revenue, such as securities finance revenue, and the volume of transactions that we execute for our customers. In addition, lower market
volatility, even in a generally rising market environment, may reduce trading volumes of our
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customers, and our ability to achieve attractive spreads, which could lead to lower trading revenues. Our revenues, particularly our trading
revenues, may increase or decrease depending upon the extent of increases or decreases in cross-border investments made by our customers. The
level of cross-border activity can be influenced by a number of factors, including geopolitical instabilities and customer mix. General market
downturns would also likely lead to a decline in the volume of transactions we execute on behalf of our customers, decreasing our fee and
revenue opportunities and reducing the level of assets under management and custody. Market performance and volatility may also influence the
revenue that we receive from off-balance sheet activities and could cause some or all off-balance sheet assets and liabilities to be consolidated on
to our balance sheet.

        In addition, revenues during a calendar year, driven by the products and services we provide, can fluctuate commensurate with the normal
course of business activity of our customers, typically resulting in stronger revenues in the second and fourth quarters and relatively weaker
revenues in the first and third quarters.

        In recent years, investment manager and hedge fund manager operations outsourcing and non-U.S. asset servicing have been areas of rapid
growth in our business. If the demand for these types of services were to decline, we could see a slowing in the growth rate of our revenue.

Strategic/Competition Risk

        We expect the markets in which we operate to remain both highly competitive and global across all facets of our business, resulting in
increases in both regional and global competitive risks. We have experienced, and anticipate that we will continue to experience, pricing
pressure in many of our core businesses. Many of our businesses compete with other domestic and international banks and financial services
companies, such as custody banks, investment advisors, broker/dealers, outsourcing companies and data processing companies. Many of our
competitors, including our competitors in core services, have substantially greater capital resources. In some of our businesses, we are service
providers to significant competitors. The ability of a competitor to offer comparable or improved products or services at a lower price would
likely negatively affect our ability to maintain or increase our profitability. Many of our core services are subject to contracts that have relatively
short terms or may be terminated by our customer after a short notice period. In addition, pricing pressures as a result of the activities of
competitors, customer pricing reviews and rebids, as well as the introduction of new products, may result in a reduction in the prices we can
charge for our products and services.

        Acquisitions of complementary businesses and technologies, development of strategic alliances and divestitures of portions of our business,
in addition to fostering organic growth opportunities, are an active part of our overall business strategy to remain competitive. We may not be
able to effectively assimilate services, technologies, key personnel or businesses of acquired companies into our business or service offerings,
alliances may not be successful, and related revenue growth or cost savings may not be achieved. In addition, we may not be able to successfully
manage the divestiture of identified businesses on satisfactory terms, if at all, which would reduce anticipated benefits to earnings. Ongoing
consolidation within the financial services industry could pose challenges in the markets we serve.

        Acquisitions present risks that differ from the risks associated with our ongoing operations. Our financial results for 2008 and for the next
few years may be significantly impacted by our ability to achieve the cost savings and other benefits that we anticipate as a result of the
acquisition of Investors Financial in 2007, as well as our ability to retain its customer base and to successfully cross-sell our products and
services to its customers. These cost savings and customer retention goals will be significantly influenced by our ability to convert former
Investor Financial customers onto State Street systems in a timely manner and to maintain the level of customer service such clients received
from Investors Financial. Future acquisitions may present similar integration, cost savings and customer retention challenges.
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        Intellectual property of an acquired business, such as Currenex, Inc. in 2007, may be an important component of the value that we agree to
pay for such a business; however, these types of acquisitions entail the risk that the acquired business does not own the intellectual property that
we believe we are acquiring, that the intellectual property is dependent upon licenses from third parties, or that the acquired business infringes
upon the intellectual property rights of others. Acquisitions of investment servicing businesses such as Investors Financial normally entail
information technology systems conversions, which involve operational risks and may result in customer dissatisfaction and defection.
Customers of businesses that we acquire, including, in the case of Investors Financial, its largest customer, are competitors of our non-custody
businesses. The loss of some of these customers or a significant reduction in revenues generated from them, for competitive or other reasons,
would adversely affect the benefits that we expect to achieve from the acquisition.

        Our ability to acquire other entities that provide our core services to achieve greater economies of scale or to expand our product offering is
dependent upon our financial resources and ability to access the capital markets. Due to company-specific issues or lack of liquidity in the
capital markets, our ability to continue to expand through acquisitions or to dispose of businesses that no longer are strategic to us may be
adversely affected.

        In connection with most acquisitions, before the acquisition can be completed, we must obtain various regulatory approvals or consents,
which approvals may include the Federal Reserve Board, the Massachusetts Commissioner of Banks and other domestic and foreign regulatory
authorities. These regulatory authorities may impose conditions on the completion of the acquisition or require changes to its terms. Although
we would not enter into a transaction anticipating materially adverse regulatory conditions, such conditions may be imposed, or we may
experience regulatory delays, that limit the benefits of the transaction.

        With any acquisition, the integration of the operations and resources of the two businesses could result in the loss of key employees, the
disruption of our and the acquired company's ongoing businesses, or inconsistencies in standards, controls, procedures and policies that could
adversely affect our ability to maintain relationships with clients, customers, and employees or to achieve the anticipated benefits of the
acquisition. Integration efforts may also divert management attention and resources. Where we acquire a business and combine it with our
operations, we are also exposed to risks of unknown or contingent liabilities as to which we may have no recourse against the seller. While we
normally seek to mitigate that risk through pre-acquisition due diligence, increasingly acquisition transactions are competitive auctions in which
we have limited time and access to information to evaluate the risks inherent in the business being acquired, and no or limited recourse against
the seller if undisclosed liabilities are discovered after we enter into a definitive agreement.

        Our financial results may be adversely affected by the accounting treatment for an acquisition. We may not achieve the benefits we sought
in an acquisition, or, if achieved, those benefits may come later than we anticipated. Failure to achieve anticipated benefits from an acquisition
could result in increased costs and lower revenues than expected of the combined company. In addition, if the financial performance associated
with an acquisition falls short of expectations, it may result in impairment charges associated with the intangible assets reported as part of the
acquisition.

        Our financial performance depends, in part, on our ability to develop and market new and innovative services and to adopt or develop new
technologies that differentiate our products or provide cost efficiencies, while avoiding increased related expenses. The risks we face include
rapid technological change in the industry, our ability to access technical and other information from our customers, and the significant and
ongoing investments required to bring new products and services to market in a timely fashion at competitive prices. We proactively cross-sell
multiple products and services to our customers, which can exacerbate the negative financial effects associated with the risk of loss of any one
customer. Developments in the securities processing industry, including shortened
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settlement cycles and straight-through processing, have required continued internal procedural enhancements and further technology investment.

        Our strategy for growth depends upon both attracting new customers and cross-selling additional products and services to our existing
customer base. To the extent that we are not able to achieve these goals, we may not be able to attain our financial goals. There are substantial
risks and uncertainties associated with the introduction of new products and services, including technical and control requirements that may need
to be developed and implemented to offer such products while also managing associated risks. The introduction of new products and services
can also entail significant time and resources. Regulatory and internal control requirements, capital requirements, competitive alternatives and
shifting market preferences may also determine if such initiatives can be brought to market in a manner that is timely and attractive to our
customers. Failure to successfully manage these risks in the development and implementation of new products or services could have a material
adverse effect on our business, as well as our results of operations and financial condition.

Liquidity Risk and Management

        Liquidity management is critical to the management of our consolidated balance sheet and to our ability to service our customer base. In
managing our consolidated balance sheet, our primary source of funding is customer deposits. Our deposits are predominantly short-term,
transaction-based deposits by institutional investors. Our ability to continue to attract these deposits, and other funding sources such as
certificates of deposit and commercial paper, is subject to variability based upon a number of factors, including volume and volatility in the
global securities markets, our credit rating and the relative interest rates that we are prepared to pay for these liabilities.

        In managing our consolidated balance sheet, we also depend on access to global capital markets to provide us with sufficient capital
resources and liquidity to meet our commitments and business needs, and to accommodate the transaction and cash management needs of our
customers. Other sources of funding available to us, and upon which we rely as regular components of our liquidity risk management strategy,
include inter-bank borrowings, repurchase agreements and borrowings from the Federal Reserve discount window, which, like repurchase
agreements, require a pledge of investment securities or other eligible assets, or comparable non-U.S. central banking sources. Any occurrence
that may limit our access to the capital markets, such as a decline in the confidence of debt purchasers, our depositors or counterparties
participating in the capital markets, or a downgrade of our debt rating, may adversely affect our capital costs and our ability to raise capital and,
in turn, our liquidity. Similarly, the failure to maintain an acceptable credit rating on our obligations may preclude us from being competitive in
certain products. General market disruptions, natural disasters or operational problems may affect either third parties or us, and can also have an
adverse affect on our liquidity.

        We generally use our sources of funds to invest in a portfolio of investment securities and to maintain the liquidity necessary to provide
extensions of credit to our customers. These funds are invested in a variety of assets ranging from short-term interest-bearing deposits with
banks to longer-maturity investment securities. While we have historically maintained our investment portfolio at a relatively short duration with
respect to interest-rate risk, the average maturity of the investment portfolio is significantly longer than the contractual maturity of our deposit
base. In addition, as part of our custody business, we provide overdraft financing as a component of our custody services, and liquidity lines to
third-party commercial paper conduits and mutual funds, as well as more traditional extensions of credit. The demand for credit is difficult to
forecast and control, and may be at its peak at times of dislocation in the securities markets, potentially compounding liquidity issues.

        In a period of financial disruption, or if there were negative developments with respect to State Street, the availability and cost of our
funding sources could be adversely affected. In that event, our cost of funds may increase, thereby reducing our net interest revenue, or we may
need to dispose of a
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portion of our investment portfolio, which, depending upon market conditions, could result in our realizing a loss or experiencing other adverse
accounting consequences upon those dispositions. Our efforts to monitor and manage liquidity risk may not be successful or sufficient to deal
with dramatic or unanticipated changes in the global securities markets or other State Street or market event-driven reductions in liquidity.

        In our business activities, we assume liquidity and interest-rate risk in managing longer-term assets or asset pools for third parties that are
funded on a short-term basis, or where the customers participating in these products may have a right to the return of cash or assets on limited
notice. These business activities include, among others, the unconsolidated asset-backed commercial paper conduits managed by our Structured
Products group, securities finance collateral pools and money market and other short-term investment funds. In the commercial paper conduits,
for example, pools of medium- and long-term financial instruments, principally mortgage- and other asset-backed securities, are financed
through the issuance of short-term commercial paper. The conduits strive to maintain a positive margin between the rate of return on their
longer-term assets and the short-term cost of funding. This mismatch in the maturity of the investment pools and funding creates risk if
disruptions occur in the liquidity of the short-term debt or asset-backed securities markets, or if the cost of short-term borrowings exceeds the
conduits' rate of return on their investment pools or purchased assets.

        In connection with the administration of the activities of the commercial paper conduits, we provide contractual back-up liquidity to the
conduits if they cannot meet their liquidity needs through the issuance of commercial paper. Other institutions can and do provide liquidity to the
conduits. In the event that maturing commercial paper cannot be placed by the conduits, the liquidity providers are required by contract to,
among other things, provide liquidity to the conduits by purchasing portfolio assets from them. We may also provide liquidity by purchasing
commercial paper or providing other extensions of credit to the conduits.

        Beginning in the third quarter of 2007, asset-backed commercial paper conduits, including those sponsored by State Street, experienced
significantly less liquidity and higher borrowing costs in the global fixed-income securities markets, and in a few cases, required liquidity
support from their sponsoring bank. The fixed-income markets remain significantly disrupted, and the potential for decreased liquidity, increased
funding costs and adverse asset valuations remains a material risk. We on occasion have purchased, and during the third and fourth quarters of
2007 did purchase, commercial paper from the conduits, which we recorded in our consolidated balance sheet. We may continue to do so in the
future. These purchases of commercial paper were funded from our general liquidity, and the liquidity agreements were not drawn upon.

        The conduits are not recorded in our consolidated financial statements. However, if circumstances change we may be required, under
existing accounting standards, to consolidate the conduits onto our consolidated balance sheet. For example, if changes in market conditions
require us to update the assumptions in our expected loss model, we may be required to increase the amount of first-loss notes in order for the
investors in the first-loss notes to continue to be considered the primary beneficiaries of the conduits. In various circumstances, including if the
conduits are not able to issue additional first-loss notes or take other actions, we may be determined to be the primary beneficiary of the
conduits, and we would be required to consolidate the conduits' assets and liabilities onto our consolidated balance sheet. Existing accounting
standards may be changed or interpreted differently in the future in a manner that increases the risk of consolidation of the conduits.
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         Consolidation, or the purchase of assets of the conduits pursuant to the contractual agreements described above, could affect the size of
our consolidated balance sheet and related funding requirements, our financial and regulatory capital ratios and, if the conduit assets include
unrealized losses, could require us to recognize those losses. Because of our contractual agreements to purchase assets from the conduits under
specified conditions, we are also exposed to the credit risks in the conduits' portfolios.

        Other of our business activities that involve managing pools of assets that are funded in the short-term markets and invested in longer-term
markets include managing securities finance collateral pools and money market and other short-term investment funds. These businesses involve
similar risks inherent in an arbitrage of funding and investment; however, in these businesses, we primarily act in an agency capacity and do not
have the direct principal risk. For example, if a collateral pool or a money market fund that we manage were to have unexpected liquidity
demands from investors in the pool that exceeded available liquidity, the investment pool would be required to sell assets to meet those
redemption requirements. During periods of disruption in the credit markets, it may be difficult to sell the assets held by these pools at a
reasonable price. In those circumstances, the financial loss accrues to the pools' investors and not to us.

        Similarly, credit risks inherent in these portfolios are attributable to the investors in the investment pools and not to State Street. These
investment pools may have significant exposure to individual credits. The incurrence of substantive losses in these pools, particularly in money
market funds, could result in significant harm to our reputation and significantly and adversely affect the prospects of our associated business
units. In some circumstances, we may seek to mitigate that risk by compensating the investment pools for all or a portion of such losses even if
not contractually obligated to do so; however, that would potentially result in the recognition of significant losses or a greater use of capital than
we have available. Certain accounts managed by SSgA are managed in accordance with specific investment guidelines and have the benefit of
contractual arrangements with third party financial institutions that allow the accounts to issue and redeem units based upon the book value of
such units rather than market value. The third party financial institutions have an obligation to fund any shortfall after all the units have been
redeemed at book value. Several of these accounts were significantly impacted by the volatility in the fixed income markets in the second half of
2007. The continued willingness of these financial institutions to partner with us in these products may be negatively impacted if the current
level of variance between book and market value continues to persist. A portion of the reserve announced on January 3, 2008 is intended to
cover costs that we anticipate we may elect to incur to reduce the differences between the book and market value of these accounts, which
reduction may or may not be sufficient to bring the difference between market and book values of these accounts to levels that are within the risk
tolerance of such third party financial institutions. If the third party financial institutions are no longer willing to partner with us, our business
may be adversely affected. There can be no assurance that these and other costs associated with our legal exposures resulting from SSgA's active
fixed income strategies will not exceed the reserve we have established.

        Investment, operational and other decisions and actions, often made to achieve scale and other benefits, are implemented over multiple
investment pools as applicable, increasing the opportunity for losses, even small losses, to have a significant effect. To mitigate these risks to the
investment pools, we seek to prudently manage the duration and credit exposure of the pools, to satisfy large liquidity demands by the in-kind
delivery of securities held by the pools and to closely monitor liquidity demand from investors; however, market conditions or increased defaults
could result in our inability to effectively manage those risks. To some degree, all of our investment management pools hold potential risks to
our reputation and business prospects if the asset pools that we manage have higher than anticipated redemption or other liquidity requirements
and the pools incur losses to meet such demands.
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        Other parts of our business where we primarily act as agent, such as other investment management activities of SSgA and certain of State
Street Global Markets' business units, do not currently have significant liquidity requirements; however, as we develop new products in response
to customer demand and to remain competitive in a dynamic marketplace, we could take on more principal risk in these businesses. Any increase
in the extent to which these or other businesses assume principal positions would increase the risks associated with our liquidity management
strategy.

        The disruption in the global fixed-income securities markets beginning in the third quarter of 2007 has had a substantially greater impact
upon liquidity and valuations in those markets than has historically been experienced. Because demand from investors for fixed-income products
has markedly decreased and dealers have been less prepared to take principal exposures, funding sources, such as the commercial paper markets
for conduits, have been less reliable and more expensive. At the same time, the ability of the markets to absorb the sale of large portfolios of
certain types of securities has been substantially impaired. These conditions have also led to greater difficulty in accurately valuing portfolio
positions. These market conditions have made the management of our own and our clients' liquidity significantly more challenging. As discussed
above, the risks to State Street inherent in its management of liquidity are significant, and a further deterioration in the credit markets could
adversely affect our consolidated financial position, including our regulatory capital ratios, and could adversely affect our results of operations
and our business prospects in the future.

Reputational Risk

        Our relationship with many of our clients is predicated upon our reputation as a fiduciary and a service provider that adheres to the highest
standards of ethics, service quality and regulatory compliance. Adverse publicity, regulatory actions, litigation, operational failures, the failure to
meet client expectations and other issues could materially and adversely affect our reputation and our ability to retain and attract customers.
Preserving and enhancing our reputation depends not only in maintaining systems and procedures that address known risks and regulatory
requirements, but also our ability to identify and mitigate additional risks that arise due to changes in our businesses and the marketplaces in
which we operate, the regulatory environment, and customer expectations. If any of these developments, including our recently announced
customer concerns related to certain SSgA active fixed income strategies, has a material effect on our reputation, our business will suffer.

Credit Risk

        Our focus on large institutional investors and their businesses requires that we assume credit and counterparty risk, both on- and off-balance
sheet, in a variety of forms. We may experience significant intra- and inter-day credit exposure through settlement-related extensions of credit.
From time to time, we may assume concentrated credit risk at the individual obligor, counterparty, guarantor, industry and/or country level,
thereby potentially exposing us to a single market or political event or a correlated set of events. The credit quality of our on- and off-balance
sheet exposures may be affected by many factors, such as economic and business conditions or deterioration in the financial condition of an
individual counterparty, group of counterparties or asset classes. If a significant economic downturn occurs in either a country or a region, or we
experience the failure of a significant individual counterparty, we could incur financial losses that could adversely affect our earnings.

Financial Markets Risk

        As asset values in worldwide financial markets increase or decrease, our opportunities to invest in and service financial assets change.
Given that a portion of our fees is based on the value of assets under custody and management, fluctuations in the valuation of worldwide
securities markets will affect revenue. Many of the costs of providing our services are relatively fixed; therefore, a decline in revenue could have
a disproportionate effect on our earnings. In addition, if investment performance in our
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asset management business fails to meet either benchmarks or the performance of our competitors, we could experience a decline in assets under
management and a reduction in the fees that we earn, irrespective of economic or market conditions.

        We have increased the portion of our management fee revenue that is generated from enhanced index and actively managed products, with
respect to which we receive higher fees compared to passive products. We may not be able to continue to increase this segment of our business
at the same rate that we have achieved in the past few years. The amount of assets in active fixed income strategies, for example, has been
adversely impacted in 2007. In addition, with respect to certain of our enhanced index and actively managed products, we have entered into
performance fee arrangements, where the management fee revenue we earn is based on the performance of managed funds against specified
benchmarks. The reliance on performance fees increases the potential volatility of our management fee revenue.

        Financial markets trading businesses, as well as our asset and liability management activities, are also subject to market risks. Adverse
movements in levels and volatilities of financial markets could cause losses that may affect our consolidated results of operations and financial
condition. In addition, changes in investor and rating agency perceptions regarding certain asset classes or structures can also affect volatility,
liquidity and market prices, which, in turn,can lead to losses. The degree of volatility in foreign exchange rates can affect our foreign exchange
trading revenue. In general, we benefit from currency volatility, although it can increase risk. Foreign exchange revenue, all other things being
equal, is likely to decrease during times of decreased currency volatility. In addition, as our business grows globally, our exposure to changes in
foreign currency exchange rates could affect our levels of revenue, expense and earnings, as well as the value of our investment in our non-U.S.
operations.

Interest Rate Risk

        State Street's financial performance could be unfavorably affected by changes in interest rates as they impact our asset and liability
management process. The levels of global market interest rates, the shape of these yield curves (changes in the relationship between short- and
long-term interest rates), the direction and speed of interest rate changes, and the asset and liability spreads relative to the currency and
geographic mix of our interest-bearing assets and interest-bearing liabilities, affect our net interest revenue. Our ability to anticipate these
changes and/or to hedge the related exposures on and off our balance sheet can significantly influence the success of our asset and liability
management process and the resulting level of our net interest revenue. The impact of changes in interest rates will depend on the relative
durations of assets and liabilities in accordance with their relevant currencies. In general, sustained lower interest rates, a flat or inverted yield
curve and narrow interest-rate spreads have a constraining effect on our net interest revenue.

Operational Risk

        Operational risk is inherent in all of State Street's activities. Our customers have a broad array of complex and specialized servicing,
confidentiality and fiduciary requirements. We have established policies, procedures and systems designed to comply with these regulatory and
operational risk requirements. We also face the potential for loss resulting from inadequate or failed internal processes, employee supervisory or
monitoring mechanisms, or other systems or controls, and from external events, which could materially affect our future results of operations.
We may also be subject to disruptions from events that are wholly or partially beyond our control, which could cause delays or disruptions to
operational functions, including information processing and financial market settlement functions. In addition, our customers, vendors and
counterparties could suffer from such events. Should these events affect us, or the customers, vendors or counterparties with which we conduct
business, our results of operations could be negatively affected. The risk management measures we have in place

16

Edgar Filing: DOT HILL SYSTEMS CORP - Form 10-Q

15



entail many assumptions regarding events that are not possible to predict. As a result, our risk management framework may not always be
successful in mitigating risk.

        Our success depends, in large part, on our ability to attract and retain key people. Competition for the best people in most activities in
which we engage can be intense, and we may not be able to hire people or retain them. The unexpected loss of services of one or more of our
key personnel could have a material adverse impact on our business because of their skills, their knowledge of our markets, their years of
industry experience, and, in some cases, the difficulty of promptly finding qualified replacement personnel. Similarly, the loss of key portfolio
management staff, either individually or as a group, can adversely impact customer perception of SSgA's ability to continue to manage certain
types of investment management mandates. In some of our businesses, we have experienced significant employee turnover, which increases
costs, requires additional training and increases the potential for operational risks.

        We enter into long-term fixed-price contracts to provide middle office or investment manager and hedge fund manager operations
outsourcing services to customers, services related but not limited to certain trading activities, cash reporting, settlement and reconciliation
activities, collateral management and information technology development. These long-term contracts require considerable up-front investment
by us, including technology and conversion costs, and carry the risk that pricing for the products and services we provide might not prove
adequate to generate expected operating margins over the term of the contracts. Profitability of these contracts is largely a function of our ability
to accurately calculate pricing for our services and our ability to control our costs and maintain the relationship with the customer for an
adequate period of time to recover our up-front investment. Performance risk exists in each contract, given our dependence on successful
conversion and implementation onto our own operating platforms of the service activities provided. In addition, our failure to meet specified
service levels may adversely affect our revenue from such arrangements, or permit early termination of the contracts by the customer.

        We actively strive to achieve significant cost savings by shifting certain business processes to lower-cost geographic locations, while
continuing to maintain service quality, control and effective management of risks within these business operations. This transition to a true
"shared services" operational model focuses on certain core service offerings, including middle- and back-office reconciliations, securities
processing and transfer agency activities. We have employed various structural arrangements to achieve these goals, including establishing
operations in lower cost areas, such as Eastern Europe and China, forming joint ventures in India and China and outsourcing to vendors in
various jurisdictions. The increased elements of risk that arise from conducting certain operating processes in some jurisdictions could lead to an
increase in reputational risk. During periods of transition, there is also greater operational risk and client concern regarding the continuity of a
high level of service delivery. The extent and pace at which we are able to move functions to lower-cost locations may also be impacted by
regulatory and customer acceptance issues. Such relocation of functions also entails costs, such as technology and real estate expenses, that
partially offset the financial benefits of the lower-cost locations.

        Our businesses depend on an information technology infrastructure to record and process a large volume of increasingly complex
transactions, in many currencies, on a daily basis, across numerous and diverse markets. Any interruptions, delays and/or breakdowns of this
infrastructure can result in significant costs. As a result, we continue to invest significantly in this infrastructure. Our businesses and our
relationship with clients, are dependent upon our ability to maintain the confidentiality of our and our clients' trade secrets and confidential
information (including personal data of our clients' customers). A failure of our security measures in such regard could have a material adverse
impact on our competitive position, relationship with customers and reputation. To the extent that we are not able to protect our intellectual
property through patents or other means, we are also exposed to the risk
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that employees with knowledge of such intellectual property may leave and seek to exploit our intellectual property for their own advantage.

Litigation Risks

        From time to time, our customers may make claims and take legal action relating to our performance of fiduciary or contractual
responsibilities. If such claims and legal actions are not resolved in a manner favorable to us, such claims may result in financial liability to State
Street and/or adversely affect the market perception of us and our products and services, and could impact customer demand for our products
and services. We record balance sheet reserves for probable and unknown loss contingencies, including litigation and operational losses.
However, we cannot always accurately estimate our ultimate exposure, and as a result we may fail to establish a reserve as to a matter for which
we ultimately have liability or any reserves we establish to cover any settlements, judgments or operational losses may not be sufficient to cover
the actual financial exposure.

        In connection with the SSgA's active fixed income products, State Street has established a reserve to cover legal exposure and related costs
in connection with such products. Among other things, the portfolio managers for certain actively managed fixed-income strategies materially
increased the exposure of these strategies to securities backed by sub-prime mortgages and shifted the weighting of these portfolios to more
highly rated sub-prime instruments. During the third quarter of 2007, as the liquidity and valuations of these securities, including the more
highly rated instruments, came under increased pressure, the performance of these strategies was adversely affected, in some cases significantly.
The underperformance, which was greater than that typically associated with fixed-income funds, also caused a number of our clients to question
whether the execution of these strategies was consistent with their investment intent. The issues have resulted in five civil suits, including three
class action claims. These lawsuits allege, among other things, that we failed to comply with our standard of care in managing these active funds
as a fiduciary under ERISA. We have also received inquiries from regulatory authorities regarding SSgA's active fixed income strategies. Given
these issues and our desire to fully respond to customer concerns, following the end of the third quarter of 2007, State Street undertook a further
review of all the actively managed fixed-income strategies at SSgA that were exposed to sub-prime investments. Based on our review and
on-going discussions with customers who were invested in these strategies, we determined to establish, as of December 31, 2007, a reserve to
address legal exposure.

        To determine whether the issues that arose within the active fixed income area are limited to SSgA's active fixed income strategies, we are
conducting, with the assistance of third party consultants, a systematic review of the operational, risk and compliance infrastructure, procedures
and resources across SSgA's entire product line. This review has only recently begun and no conclusions or recommendations have resulted from
that review as of the date of this filing. While we do not believe that such review will identify material legal or regulatory exposures, there can
be no assurance that the review will not identify material issues that may affect SSgA's or State Street's financial condition or results of
operations.

        The reserve has been established based upon our best judgment as to legal exposures and related costs associated with the active fixed
income investments. As of December 31, 2007, State Street has entered into settlement agreements with aggregate total payments of $16 million.
State Street believes that the reserve will be adequate to meet the potential exposure relating to SSgA's active fixed income strategies. The
amount of the reserve is based on certain assumptions. While we believe the reserve represents a reasonable estimate of our legal exposure and
other costs associated with these issues, we do not believe that it is feasible to predict or determine the amount of such exposure with certainty.
As such, it is possible that we have overestimated or underestimated our exposure. If the amount of the reserve is materially different from the
amount of our actual exposure, there would be a material impact on our financial condition and results of operations.
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Regulatory/Legal/Accounting/Tax Risk

        Most of our businesses are subject to extensive regulation, and many of the customers to which we provide services are themselves subject
to a broad range of regulatory requirements. These regulations may affect the manner and terms of delivery of our services. As a financial
institution with substantial international operations, we are subject to extensive regulatory and supervisory oversight, both in the United States
and overseas in connection with our global operations. Our businesses are subject to stringent regulation and examination by U.S. federal and
state governmental and regulatory agencies, including the Federal Reserve, the SEC and the Massachusetts Commissioner of Banks, and
self-regulatory organizations (including securities exchanges), and by non-U.S. governmental and regulatory agencies and self-regulatory
organizations. The regulations affect, among other things, the scope of our activities and customer services, our capital structure and our ability
to fund the operations of our subsidiaries, our lending practices, our dividend policy and the manner in which we market our services. Evolving
regulations, such as the new Basel II capital framework and anti-money laundering regulations, can require significant effort on our part to
ensure compliance. New or modified regulations and related regulatory guidance may have unforeseen or unintended adverse effects on the
financial services industry.

        If we do not comply with governmental regulations, we may be subject to fines, penalties or material restrictions on our businesses in the
jurisdiction where the violation occurred, which may adversely affect our business operations and, in turn, our financial results. Similarly, many
of our customers are subject to significant regulatory requirements, and retain our services in order for us to assist them in complying with those
legal requirements. Changes in these regulations can significantly affect the services that we are asked to provide, as well as our costs. If we
cause customers to fail to comply with these regulatory requirements, we may be liable to them for losses and expenses that they incur. In
addition, adverse publicity and damage to our reputation arising from the failure or perceived failure to comply with legal, regulatory or
contractual requirements could affect our ability to attract and retain customers or to maintain access to capital markets, or could result in
enforcement actions, fines, penalties and lawsuits. In recent years, regulatory oversight and enforcement has increased substantially, imposing
additional costs and increasing the potential risks associated with our operations. If this regulatory trend continues, it could adversely affect our
operations and, in turn, our financial results.

        New accounting requirements, or changes in the interpretation of existing accounting requirements, by the Financial Accounting Standards
Board, the SEC, and bank regulators can potentially affect our consolidated financial condition and results of operations, as accounting rules in
the United States and other jurisdictions consistently evolve to reflect the increasing complexities of business. These changes are very difficult to
predict, and can materially impact how we record and report our financial condition and results of operations and other financial information. In
some cases, we could be required to apply a new or revised standard retroactively, resulting in the revised treatment of certain transactions or
activities, and, in some cases, the restatement of prior period financial statements.

        Our businesses can be affected by new tax legislation or the interpretation of existing tax laws worldwide. Changes in tax laws may affect
our business directly or indirectly through their impact on the financial markets. In the normal course of business, we are subject to reviews by
U.S. and non-U.S. tax authorities. These reviews may result in adjustments to the timing or amount of taxes due and the allocation of taxable
income among tax jurisdictions. These adjustments could affect the attainment of our financial goals.

Risk Management

        We seek to monitor and manage risk on a corporate basis and within specific business units. The types of risk that we monitor and seek to
manage include operational risk, interest rate risk, trading
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risk, fiduciary risk, legal and compliance risk, liquidity risk and credit risk. We have adopted various policies, procedures and systems to
monitor and manage risk. There can be no assurance that those policies, procedures or systems are adequate to identify and mitigate all risks
inherent in our various business. In addition, our businesses and the markets in which we operate are continuously evolving. We may fail to fully
understand the implications of changes in our business or the financial markets and fail to adequately or timely enhance our risk framework to
address those changes. If our risk framework is ineffective, either because it fails to keep pace with changes in the financial markets or our
business or for other reasons, we could incur losses.

        We also measure our material risks. Our measurement methodologies rely upon many assumptions and historical analyses and correlations.
There can be no assurance that those assumptions will be correct or that the historical correlations will continue to be relevant. Consequently the
measurements that we make for regulatory and economic capital may not adequately capture or express the true risk profiles of our businesses.
Additionally, as businesses and markets evolve, our measurements may not accurately reflect those changes. While our risk measures may
indicate sufficient capitalization, in the event of unforeseen risks, we may in fact have inadequate capital to conduct our businesses.
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SIGNATURES

        Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by
the undersigned hereunto duly authorized.

STATE STREET CORPORATION

By: /s/  JAMES J. MALERBA      

Name: James J. Malerba
Title: Senior Vice President

and Corporate Controller
Date: January 17, 2008
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