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Dear Fellow Investors,

First, let me begin by thanking all of you for your steadfast
support of Wave and its mission of bringing hardware security
to the computing market. Wave had many notable successes
last year as we cemented our position as the leader in the
trusted computing space, shipped an unprecedented volume
of our software (over 27 million units deployed to date since
inception) and saw the enterprise side of the business begin to
engage. Our valued partner, Dell, embarked on an aggressive
marketing campaign to promote hardware-based security in
the enterprise, featuring fellow partner Seagate’s full disk en-
cryption hard drives and Wave’s management tools. Dell con-
tinues to be an important leader in providing secure computing
platforms and, together, Dell and Wave offer the most enter-
prise-ready solution of any OEM. We’ve paid great attention to
this relationship, remaining flexible as Dell works to assemble
the latest security technologies. Together, we have educated
their customers and stood, side-by-side, as we deploy new
concepts in security to large and small enterprises around the
world.

We believe that the transition to hardware-based full disk en-
cryption will be significant because it is, fundamentally, a bet-
ter solution. Case in point: the recent, highly publicized hack
of software-based encryption by a research team from Prince-
ton University underscored the need for hardware-based solu-
tions. For its part, Seagate is at the forefront of hardware
encryption, with its Seagate Secure™ Technology; Wave has es-
tablished itself as the leading software provider that supports
this solution, offering the best data compliance tools on the
market. Ultimately, other leading brands may join Seagate in
providing products that incorporate hardware-based full disk
encryption, and Wave is committed to supporting these solu-
tions as they come on line.

Importantly, it is your investment and patience that has en-
abled Wave to build market-leading software, to develop a
strong leadership role in this technology and to become a re-
spected voice behind the transition. We have worked very hard
to help our partners gain customer feedback relating to our
security experience and have assisted many industry players
address the safety of data on a misplaced computer or hard
drive.

Integrating TPM Functionality within the Chipset

Last year, Intel debuted its next generation chipset that fea-
tures integrated TPM functionality — what they call an “iTPM”
— and a further step toward industry adoption of hardware-
based security. In addition to the iTPM, Intel has also incorpo-
rated Anti-Theft Technology (ATT) as part of the Centrino vPro,
allowing IT managers to remotely lock the disk to prevent
unauthorized access to data.

It is our belief that these technological advances represent an
opportunity for Wave going forward, while also validating our
long-held belief that TPM functionality is critical to computer
security now and in the months and years ahead. While we are
not the only provider to announce support for iTPM, we are the
only company to provide an OEM solution to manage both the
TPM and data protection technologies.

Further, we believe that Intel’s entry into the market as a tech-
nology supplier should help overall market awareness for both
customers and partners. Growing market awareness is an im-
portant factor in our ability to create value from our installed
product base which is 27 million units and growing each
month.

Enterprise Adoption Begins Ramp Up

Our greatest challenge — and opportunity — is to stimulate
the full engagement of the enterprise market. There are no
shortcuts to achieving this. We have to deliver effective, effi-
cient solutions, educate the customer on how to apply these
new technologies, and work with the channels and OEMs to
leverage this technology as part of their solutions. Today,
Wave is working with organizations large and small, and the
number of end users benefiting from Wave solutions grows
every day. The list of entities that have purchased upgraded
EMBASSY® software cuts across all the major verticals —health-
care, financial services, legal, manufacturing, hospitality and
government — and includes several Fortune 500 companies.
Through this process we are learning more about enterprise
buying cycles, as well as the primary factors driving adoption.
That experience has helped us refine our technology, products
and marketing, and our engineering teams have risen to the
challenge of supporting its broadening applications.

From our customer service teams, to our engineering teams,
Wave strives to provide great support for its products. We have
worked closely with our partners and our competitors to edu-
cate the market on the benefit of trusted computing and the
fact that it is already in many of their deployed PCs. These ef-
forts are starting to pay off, but the growth is still not as strong
as we would like. The difference in the last year is that many
enterprises now “get it” and are sampling and piloting the
technology at scale. We have seen hundreds of companies buy
a few new machines with full disk encryption for these trial
purposes. Overall, enterprise interest is growing well, and our
current accounts could continue to support meaningful rev-
enue growth during 2008.

On the distribution front, Wave will continue to develop part-
nerships with companies interested in, or associated with, the
Trusted Computing Group and the technology standards it en-
dorses. We have launched partnerships with a number of com-
panies aimed at increasing distribution, technology and
integration. We continue to invest in these efforts, while our
partners will help us educate the market, develop customer
leads and provide world-class solutions.

In closing, | again thank everyone for their support and their
interest in Wave. We truly have an amazing opportunity to im-
pact the security of computing and build value while doing it.
We couldn’t have gotten this far without your investment and
faith in our mission, and hope we can continue to count on
your support.

Sincerely,

H fr—

President and Chief Executive Officer
May 5, 2008



UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-K

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the fiscal year ended December 31, 2007

(] TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the transition period from to

Commission File Number 0-24752

Wave Systems Corp.

(Exact name of registrant as specified in its charter)

Delaware 13-3477246
(State or other jurisdiction of (L.R.S. Employer
incorporation or organization) Identification No.)
480 Pleasant Street 01238
Lee, Massachusetts (Zip Code)

(Address of principal executive offices)

413-243-1600
(Registrant’s telephone number, including area code)

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

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

Class A Common Stock, $.01 par value
(Title of Class)

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities
Act. YES [ NO

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the
Act. YES 1 NO

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

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (§229.405) is not

contained herein, and will not be contained, to the best of registrant’s knowledge, in definitive proxy or information
statements incorporated by reference in Part III of this Form 10-K or any amendment to this Form 10-K. []

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated
filer, or a smaller reporting company. See definition of “accelerated filer”, “large accelerated filer” and “smaller
reporting company” in Rule 12b-2 of the Exchange Act. (Check one).

Large accelerated filer [] Accelerated filer
Non-accelerated filer [] (Do not check if a smaller reporting company) Smaller reporting company []

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the
Act) YES[] NO

The aggregate market value of the shares of Common Stock of the registrant held by non-affiliates based on the
closing price (as reported by NASDAQ) of such common stock on the last business day of the registrant’s most recently
completed second fiscal quarter (June 30, 2007) was approximately $103 million. (For purposes of this calculation, the
market value of a share of Class B Common Stock was assumed to be the same as a share of Class A Common Stock,
into which it is convertible.)

As of March 5, 2008 there were 52,917,827 shares of the registrant’s Class A Common Stock and 38,232 shares of
the registrant’s Class B Common Stock outstanding.
DOCUMENTS INCORPORATED BY REFERENCE:

Portions of our definitive Proxy Statement for the 2008 Annual Meeting of Stockholders, to be filed pursuant to
Regulation 14A on or before April 30, 2008, have been incorporated by reference into Part III of this annual report.




EXCEPT FOR HISTORICAL INFORMATION CONTAINED HEREIN, THIS FORM 10-K
CONTAINS FORWARD-LOOKING STATEMENTS WITHIN THE MEANING OF THE

U.S. SECURITIES LITIGATION REFORM ACT OF 1995. THESE STATEMENTS INVOLVE
KNOWN AND UNKNOWN RISKS AND UNCERTAINTIES THAT MAY CAUSE WAVE’S
ACTUAL RESULTS OR OUTCOMES TO BE MATERIALLY DIFFERENT FROM THOSE
ANTICIPATED AND DISCUSSED HEREIN. FURTHER, WAVE OPERATES IN AN INDUSTRY
SECTOR WHERE SECURITIES VALUES MAY BE VOLATILE AND MAY BE INFLUENCED
BY REGULATORY AND OTHER FACTORS BEYOND WAVE’S CONTROL. IMPORTANT
FACTORS THAT WAVE BELIEVES MIGHT CAUSE SUCH DIFFERENCES ARE DISCUSSED
IN THE CAUTIONARY STATEMENTS ACCOMPANYING THE FORWARD-LOOKING
STATEMENTS AND IN THE RISK FACTORS DETAILED IN PART I, ITEM 1 OF THIS
FORM 10-K IN ASSESSING FORWARD-LOOKING STATEMENTS CONTAINED HEREIN,
READERS ARE URGED TO READ CAREFULLY ALL RISK FACTORS AND CAUTIONARY
STATEMENTS CONTAINED IN THIS FORM 10-K.
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PART 1
Item 1. Business

Wave Systems Corp. develops, produces and markets products for hardware-based digital security,
including security applications and services that are complementary to and work with the specifications
of the Trusted Computing Group, www.trustedcomputinggroup.org (“TCG”). Specifications developed by
the TCG are designed to address a broad range of current and evolving digital security issues. These
issues include: identity protection, data security, digital signatures, electronic transaction integrity,
platform trustworthiness, network security and regulatory compliance.

The TCG is an industry standards body, comprised of computer and device manufacturers,
software vendors and others, whose purpose is to develop, define and promote open industry standard
specifications for embedded hardware-enabled computing products, including security technologies
across multiple platforms, peripherals and devices. The current TCG specification recommends a
hardware-based trusted computing platform, which is a platform that uses a semiconductor device,
known as a Trusted Platform Module (“TPM”) that performs protected activities, including protected
storage, platform authentication, protected cryptographic processes and attestable state capabilities to
provide the first level of trust for the computing platform (a “Trusted Platform™). The TPM is a
hardware chip that is separate from the platform’s main CPU(s) that enables secure protection of files
and other digital secrets, and performs critical security functions such as generating, storing and
protecting “cryptographic keys,” which are secret codes used to decipher encrypted or coded data.
While TPMs provide the anchor for hardware security, known as the “root of trust”, trust is achieved
by integrating the TPM within a carefully architected trust infrastructure and supporting the TPM with
essential operational and lifecycle services; such as key management and credential authentication.

Prior to the formation of the TCG, Wave developed its pioneering EMBASSY (EMBedded
Application Security SYstem) Trust System. The EMBASSY Trust System is a combination of client
hardware consisting of the EMBASSY 2100 security chip (the “EMBASSY chip”); and software
consisting of the Trust Assurance Network (“TAN”), a back-office infrastructure that manages its
security functions. As the market for TPM-enabled products has developed with computing devices
being shipped in volume by leaders in the PC industry, Wave has enabled the development work on the
EMBASSY Trust System to support security hardware based on the TCG specifications, by repurposing
these product assets. Wave has since developed a set of applications known as the EMBASSY Trust
Suite, EMBASSY Tiust Server products, middleware and software tools to work with various other chip
manufacturers’ TCG-enabled TPMs that are now available. Wave’s products are unique in the fact that
they support cross platform interoperability for the currently available TPM chips from Winbond
Electronics Corporation (“Winbond”), Atmel, Broadcom, Infineon Technologies AG, and ST
Microelectronics and have been verified for usage on TPM platforms shipped by Intel, IBM, HP,

NEC, Fujitsu, Gateway (acquired by MPC) and Dell.

In addition, in 2007 Wave introduced software to support the newest trusted component, the
Seagate Momentus 5400.2 FDE (Full Disc Encryption) drives for hardware protection of data. Wave’s
products supporting FDE drives include the EMBASSY Trusted Drive Manager (ETDM) and the
EMBASSY Remote Administration Server (ERAS). The Trusted Drive Manager was developed in
partnership with Seagate. During 2007, Wave announced a licensing agreement with Seagate for
bundling and joint marketing of a Seagate version of the EMBASSY Trust Suite with Seagate FDE
drives in certain distribution channels. Also during 2007, Wave and Seagate announced that their data
protection solution was being offered by Dell, ASI, and NEC Europe.

Wave’s operations to date have consisted primarily of product development, performance under
contract to develop products and marketing and initial sales to personal computer (“PC”) and
semi-conductor chip (“Chip”) original equipment manufacturers (“OEMSs”), resellers, and enterprises.



In addition, Wave has signed distribution contracts for its products with a number of OEMs that have
resulted in a marked increase in revenues for the year ended December 31, 2007 versus prior years.

Wave has been successful in signing distribution contracts with Intel, Winbond, ST Microelectronics,
Dell Products LP, Gateway/MPC and Broadcom. However, due to the early stage nature of its market
category, Wave is unable to predict with a high enough level of certainty whether enough revenue will be
generated in calendar 2008 to fund its cash flow requirements. Given the uncertainty with respect to
Wave’s revenue forecast for 2008, it is likely that Wave will be required to raise additional capital through
either equity or debt financing in order to adequately fund its capital requirements for the year ending
December 31, 2008. As of December 31, 2007, we had working capital of approximately $1.7 million. On
February 29, 2008, Wave entered into subscription agreements with certain purchasers, pursuant to which
Wave agreed to sell and issue 3,173,500 shares of its Class A common stock, par value $.01 per share, to
such purchasers for an aggregate purchase price of $3,490,850. These shares were priced at $1.10 per
share. Wave also agreed to issue warrants to the purchasers to purchase up to 952,050 shares of Class A
common stock at an exercise price of $1.15 per share. These warrants expire in February 2013. Securities
Research Associates, Inc. (“SRA”) entered into a placement agency agreement with Wave in which they
agreed to act as placement agent in connection with this offering. Wave agreed to pay SRA a fee equal
to 6.0% of the gross proceeds of this offering. Additionally, Wave agreed to issue a warrant to SRA to
purchase up to 190,410 shares of Class A common stock at an exercise price of $1.33 per share. This
warrant has an eighteen month term and may not be exercised before the 180™ day of its term. Wave
realized net proceeds of approximately $3,221,000 after deducting the placement agent fees of $209,451
and additional legal and other fees associated with the issuance of these securities, which totaled
approximately $60,000. The shares sold on February 29, 2008 were offered and issued pursuant to a shelf
registration statement on Form S-3 which was filed by Wave on March 20, 2007 and declared effective by
the Commission on April 27, 2007. Considering our current cash balance (including the net proceeds
from our February 29, 2008 financing described above) and Wave’s projected operating cash
requirements, we anticipate that we will need a minimum of approximately $12.7 million of additional
cash to satisfy our current forecasted cash flow requirements for the year ending December 31, 2008.
Due to our current cash position, our capital needs over the next year and beyond, the fact that we will
require additional financing and uncertainty as to whether we will achieve our sales forecast for our
products and services, substantial doubt exists with respect to our ability to continue as a going concern.

Formation of the Trusted Computing Group and introduction of TCG Compliant Products

The TCG was formed in April, 2003. The Promoting Founders were AMD, HP, IBM, Intel, and
Microsoft. Wave Systems was invited to join the founding group as a Contributing Member. Upon its
inception, the TCG formally accepted the initial technical specifications developed by the Trusted
Computing Platform Alliance (“TCPA”) for Trusted Platform Modules Version 1.1 and formally
superseded the TCPA organization. The TCG has significantly expanded the industry participation in
security hardware standards and now includes industry leaders offering additional platforms such as
storage devices, cell phones, PDAs and consumer electronics. During 2003, several manufacturers of
semiconductors for the PC industry, including National Semiconductor, Atmel and Infineon, were
offering products capable of functioning as TPMs meeting the TCG TPM Version 1.1 standard for
trusted computing. In addition, PC platforms that included TPMs were announced and/or available
from IBM, Intel, and HP. In 2004, the rate of adoption of TPMs accelerated with additional platforms
announced by the major OEMs that were already shipping platforms and an additional OEM, Fujitsu,
announced products with TPM’s. In 2005 through 2007, the rate of adoption of TPMs continued to
grow with the availability of TPM-equipped PCs and servers from additional PC OEMs including Dell,
Gateway/MPC and Lenovo. The overall number of TPM-equipped PC models being offered from the
OEMs shipping with TPMs, combined with the increased number of OEMs that have introduced
TPM-equipped models, has continued to accelerate the rate at which TPMs are being shipped by the
PC industry. In 2005, the TCG released a new version of the TPM specification, Version 1.2, which



includes a number of enhancements and extensions over the Version 1.1b. TPM Version 1.2 is fully
backwards compatible to Version 1.1b, which provides a smooth transition for deployment of the

TPM technology and increases the TPM functionality. In addition, vendors such as Atmel announced
TPM products targeted to support embedded systems applications beyond the traditional PC market.
There are also TCG Working Groups that are developing specifications to extend TCG technologies to
other devices such as storage devices, network products, servers, peripherals and mobile devices.

The offering of products using TCG specifications to the PC market is an important development
in the creation of the market for hardware-based computer security. Wave has begun executing a
strategy to leverage its EMBASSY Trust System in an effort to become a leading developer of software,
applications and services for this market. Wave is providing solutions in the market that are designed to
work with many commercially available products using TCG specifications.

Products and Services
Client-side Applications
The EMBASSY Tiust Suite

The current version of the EMBASSY Trust Suite is a set of applications and services that are
designed to bring functionality and user value to TPM-enabled products. Designed to make the TPM
easy for users to set up and use, the EMBASSY Trust Suite includes the EMBASSY Security Center
(the “ESC”), Trusted Drive Manager (“TDM”), Document Manager (“DM”), Private Information
Manager (“PIM”) and Key Transfer Manager (“KTM”).

The ESC enables the user to set up and configure the TPM platform. In addition to the basic
function of making the TPM operational, ESC is designed to enable the user to manage extended
TPM-based security settings and policies, including strong authentication, Windows logon preferences
to add biometrics and streamlined password policy management. In March 2007, Wave announced a
new version of the ESC software that supports Seagate’s Momentus 5400 FDE.2 hard drive, the latest
version of Seagate’s FDE drives (the “Seagate Trusted Drives”). Wave’s EMBASSY Trust Suite
software for TPM and key management also supports Seagate Trusted Drives.

Data Protection is addressed by the DM, which provides document encryption, decryption and
client side storage of documents. The DM, which works with Microsoft Windows, and Microsoft Office,
secures documents against unauthorized users and hackers. In early 2007, Wave announced support for
Microsoft’s new Windows Vista operating system and compatibility with Wave’s latest version of its
EMBASSY Trust Suite software. Wave’s software is Windows Vista ready and builds upon the new
operating system’s data protection feature set, providing full-featured EMBASSY solutions for data
protection and strong authentication.

Password management is a security challenge due to the increasing number of passwords required
and the tendency of users to select easily guessed passwords. To help improve these password issues,
PIM uses the TPM to securely store and manage user information such as user names, passwords,
credit card numbers and other personal information. It retrieves login information to efficiently fill in
applications, web forms and web login information.

Backup and recovery of keys used for logon, signing, and protection of data is an essential
requirement for deployment of TPM based systems. KTM is an archive application for the
cryptographic keys that is designed to provide a simple, yet fully featured, method to securely archive,
restore and transfer keys having migratable properties that are secured by the TPM.

Additionally, Wave has developed TPM Wizards as part of the EMBASSY Trust Suite which allow
users to setup and use the TPM for securing 802.11x wireless networks, the Windows Encrypting File
System and encrypted email.



Wave plans to continue to develop and enhance the current products being developed within this
product group and to develop new applications and services as the trusted computing market continues
to evolve. Current planned development costs for this product group are expected to be approximately
$3.3 million for the year ending December 31, 2008.

Middleware and Tools
TCG-Enabled Toolkit

The Wave TCG-Enabled Toolkit is a compilation of software designed to assist application
developers writing new applications or modifying existing ones to function on TCG-compliant
platforms. Wave provides two versions of the Toolkit, Discovery and Commercial, which enable
developers to leverage basic and enhanced TCG services such as integrated key lifecycle management,
including key escrow and key recovery. The Discovery Toolkit offers application developers a license for
internal evaluation only, whereas the Commercial Toolkit is a license for external redistribution.

Wave TCG-Enabled Cryptographic Service Provider (“CSP”)

Wave offers a TCG-enabled CSP, which allows software developers to utilize the enhanced security
of a TCG standards-based platform, facilitating a common user experience independent of the
platform. It also enables applications to utilize functionality available on TCG-compliant platforms
directly through the Microsoft cryptographic application programming interface, without requiring user
knowledge of any specific TCG software stack layer.

Current planned development costs for this product group are expected to be approximately
$4.6 million for the year ending December 31, 2008.

EMBASSY Trust Server Applications
EMBASSY Key Management Server (“EKMS”)

EKMS is a server application that is designed to provide corporate-level backup and transition of
the TPM keys, a process known as key migration. Key migration using EKMS is designed to help
prevent the risk of serious data loss in the event that a TPM, hard drive or motherboard becomes
corrupted, or a user leaves the organization. For instance, an organization may require access to a
former employee’s encrypted data or TPM-secured keys for business continuity or disaster recovery
purposes. EKMS enables enterprise level key protection services while ensuring proper archive
procedures and recovery capabilities.

EMBASSY Authentication Server (“EAS”)

EAS provides centralized management, provisioning and enforcement of multifactor domain access
policies. With EAS, authentication policies can be based on TPM credentials, Smart Card credentials,
user passwords and fingerprint templates. With EAS, authentication policies can be provisioned and
managed from the domain controller. EAS has an integrated biometric template capability with support
for a variety of third-party vendors.

EMBASSY Remote Administration Server (“ERAS”)

ERAS is a server product that provides centralized management and auditing of Trusted Platform
Modules (“TPM”) and Seagate Trusted Hard Drives (“Trusted Drive”). ERAS is designed to give
IT administrators the ability to deploy and remotely manage Trusted Drives and TPM systems. It
provides for initialization, pre-boot authentication management, recovery, and repurposing of
TPMs and Trusted Drives. ERAS is designed to provide auditing capabilities that aid in compliance
management by allowing for validation of TPM and Trusted Drive security settings, thus allowing



IT administrators to assess the risk of whether a lost or compromised PC is adequately secure.

ERAS is designed to facilitate enterprise adoption of TPM and Trusted Drive technology as it provides
IT administrators with tools to utilize the security of these devices while reducing deployment and
management cOsts.

Current planned development costs for this product are expected to be approximately $1.6 million
for the year ending December 31, 2008.

Digital Signature and Electronic Document Management

On October 4, 2001, Wave acquired the digital signature and electronic document management
technology, SmartSignature and SmartSAFE, from SignOnLine, Inc. (“SignOnLine”), a California-
based company. This group of products initially made up our eSign Transaction Management Suite,
also known as eTMS (“eTMS”), which consisted of four core products: Smartldentity, SmartSignature,
SmartSAFE and SmartConnect. SmartSignature Version 3.0 is a digital signature application that
connects signers and institutions—banks, insurance companies, enterprises, etc.—through a legally
binding digital signature. Wave’s SmartSignature Server, a server-side electronic signature application,
enables individuals to electronically sign and store virtually any format of document, while connected to
a server, as opposed to the signing taking place on the client PC. During the fourth quarter of 2007,
Wave launched SmartSigning Rooms Version 1.0, which enhances the functionality of the SmartSAFE
to enable an organization to offer signers a secure virtual environment to review, annotate and
electronically sign documents.

To increase the security associated with identity protection and digital signing credentials, Wave’s
SmartSignature is currently enabled for the support of TPMs. SmartSAFE Version 4.0 is a web-based
document management application where signed documents are archived and tracked. SmartSAFE
provides an easy to use environment where a client institution can view, manage, store and transfer
sensitive signed and unsigned documents. SmartSAFE also supports archival and management of
unsigned documents in virtually any format. These products allow a document to be executed, verified,
accepted and filed in minutes at a lower cost compared to traditional paper-based documentation
methods. SmartSignature Version 3.0 and SmartSAFE Version 4.0 have been completed and Wave
commercially released these products in the first quarter of 2007. Smartldentity, an optional service to
verify a signer’s identity through strong authentication methods, including issuing encrypted digital
certificates based on public key infrastructure technology, was completed and released in January of
2003. Wave will continue to allocate resources toward marketing and sales to promote these products.

Wave’s eTMS, in addition to supporting TPMs, is also being independently marketed in the
insurance, mortgage, banking, government and other markets which are seeking digital and electronic
signature solutions that are compliant with the Electronic Signatures in Global and National Commerce
Act (“ESIGN”). eTMS’ SmartSignature Server product was licensed to a la mode, Inc., a leading
provider of desktop, mobile, and Web tools for the real estate and mortgage industries, to provide
digital signature solutions for their XSites product line. Wave also signed a licensing agreement in 2005
with Efficient Forms, LLC, a leading provider of interview-based electronic forms creation, to offer a
comprehensive managed-service solution for electronic forms and electronic signatures. Over the past
24 months, through direct and reseller channels, over 3,000 organizations have used eTMS functionality
to automate paper processes. Some of the flagship organizations that are currently utilizing eTMS
include: Ellie Mae, Realtime Solutions Group, Heritage Union, DocuTech, Remark, American
Community Life Insurance Company, Trust Company of America, Digital Docs, Compliance Source
and others. Wave has focused on digital signature applications that can make effective use of the
stronger security features provided by trusted computing platforms.

Current planned development costs for this product are expected to be approximately $300,000 for
the year ending December 31, 2008.



Broadband Media Distribution Services

Wave offers broadband content distribution products and services through Wavexpress, a joint
venture between Wave and Sarnoff Corporation. The joint venture was established on October 15,
1999. Under the joint venture agreement, Sarnoff and its affiliates initially received a 40% equity stake
in Wavexpress. Wave initially received a 53% equity interest and its affiliates, who purchased founders
stock in April 1999 for a nominal amount, owned the remaining 7% of the outstanding capital stock.
As of December 31, 2007, Wave owned 69% of Wavexpress, while Sarnoff owned 25.6%. The affiliates
of Wave include Peter Sprague, former Chairman of Wave, Steven Sprague, Chief Executive Officer of
Wave, certain members of the Board of Directors of Wave and certain Wave employees.

Wavexpress has developed a vertically integrated suite of products designed to enable the optimum
broadband distribution of digital programming. The current product offering combines industry
standard syndication protocols with proprietary back-end software to create an end-to-end content
syndication and monetization platform. This system is offered to content providers looking to deliver
high-quality broadband media services using either Wavexpress’ distribution facility or on their own,
through Really Simple Syndication (“RSS”). RSS is the standard format for blogs and podcasts and is
being increasingly used for open video distribution on the Internet. Content providers connect through
the Wavexpress client and backend software to generate advertising revenue or subscription fees for
premium services. Wavexpress’ business model intends to derive revenue either from direct fees
charged to content providers for the use of Wavexpress software and facilities, or from a share of
advertising proceeds collected. Wavexpress proprietary client software is integrated and promoted
through Microsoft’s XP Media Center Edition operating system, as well as the Vista Premium and
Vista Ultimate operating systems which began shipping in January 2007. It is also available through
Microsoft’s Internet Explorer web browser.

We believe Wavexpress’ products deliver value to content providers by bringing a traditional
advertising sales model to the emerging market for cached, syndicated, high-quality video content. By
leveraging an open standard, RSS, Wavexpress believes it is in a position to work with any content
provider—Ilarge or small. Wavexpress’ investment in proprietary backend and distribution technology
creates opportunities to differentiate and capitalize on this rapidly growing segment of the content
industry.

Planned future development expenditures are expected to approximate $1.6 million for the year
ending December 31, 2008.

Wave was incorporated in Delaware under the name Indata Corp. on August 12, 1988. We
changed our name to Cryptologics International, Inc. on December 4, 1989. We changed our name
again to Wave Systems Corp. on January 22, 1993. Our principal executive offices are located at
480 Pleasant Street, Lee, Massachusetts 01238 and our telephone number is (413) 243-1600.

Although Wave’s revenue has grown considerably in 2007 versus prior years, Wave’s revenue in
2007 of approximately $6,307,000 was significantly below operating expenses, which were approximately
$25,781,000. For the years ended December 31, 2007, 2006, and 2005, Wave incurred losses to common
shareholders of approximately $19,952,000, $18,785,000 and $17,562,000 respectively. At December 31,
2007, we had an accumulated deficit of approximately $323,484,000. There can be no assurance that we
will ever be successful in achieving commercial acceptance of our products and services.

Markets and Business Strategy

Our Market

Software has traditionally secured critical information on networks and PCs and allowed for user
access to various applications. However, virus attacks and breaches of security have proven that
software, on its own, is not capable of completely securing a network or platform. Because of these



persistent security concerns, we believe that there is now a recognized need in the computer industry
for the development and deployment of a more robust and reliable security infrastructure including
new security hardware in devices to guard against these persistent security risks. The TCG was formed
to develop, define and promote open industry standard specifications for embedded hardware-enabled
trusted computing and security technologies, including secure hardware and software interfaces across
multiple platforms, peripherals and devices. The underlying premise of the creation of a Trusted
Platform that meets the TCG specification is that only when a platform is secured by hardware, in
effect creating a root of trust and an authenticatable security environment within the computer itself,
will the information stored on the platform be adequately secure. Wave is seeking to become a
software, application and services leader in hardware-based digital security and e-commerce products
markets. Because Wave has been a pioneer in developing hardware-based computer security systems,
we believe we are distinctively positioned to take advantage of our unique knowledge, significant
technology assets and trusted computing intellectual properties.

Hardware-based trusted computing solutions involve a new approach to conducting business and
exchanging information using computer systems. We believe that these solutions will require traditional
software-based security to be augmented with next generation hardware-based security and an
enhanced support infrastructure. Intensive marketing and sales efforts have been, and will continue to
be, necessary, in order to generate demand for products using Wave’s technology, and to ensure that
Wave’s solution is accepted in this emerging market. Our objective is to make our EMBASSY branded
products and services the preferred applications and infrastructure for Trusted Platforms. Key
components in achieving this goal include:

Capitalizing on Information Security Industry Trends

We believe that security remains one of the top industry priorities across multiple segments of the
user and product value chains. Wave believes that a key differentiator of its EMBASSY Trust Suite is
that it is interoperable across all of the currently available TPM-enabled Windows platforms and
provides for ease of use. Key industry initiatives and security specifications that will require the
addition of trusted hardware are moving forward in a number of platforms including Microsoft’s
Windows Vista operating system, Intel’s LaGrande secure computing program, and AMD’s Secure
Execution Mode (“SEM”). Similar programs are under consideration in network devices, and mobile
devices such as PDAs and cell phones and consumer electronics devices.

Wave has designed its products with features and functionality that we believe uniquely positions
us to capitalize on information security industry issues and trends. Wave believes that the following
could be important issues and trends for our strategic objectives:

* Requirements to authenticate the identity of both platforms and users for access to protected
resources and information

* Need to protect sensitive information on mobile PCs which may be stolen or lost
e User managed security features

* Major privacy concerns

* Rapid development of new e-commerce business and distribution models

* Lack of adequate security for e-commerce and vulnerability to attacks

* Convergence of consumer electronics and PC’s

* Legal status of digital identities and digital signatures, including development of next generation
web services which require digital signature solutions

* Increased focus on security and privacy by government entities



* Rampant piracy of digital goods including music, video, software and the need for digital goods
providers to securely distribute their content and prevent theft

Wave will continue to pursue strategic relationships with hardware manufacturers, independent
software vendors, systems integrators and companies involved in the development of commerce in
electronic content and services to achieve broad market acceptance of its products as a platform for
security solutions and commerce performed in user devices.

Pursue Strategic Marketing and Distribution Alliances

We intend to expand Wave’s strategic alliances with key partners that could distribute our products
in enterprise, government and eventually consumer markets, and to build upon our alliances with such
industry leaders as Intel, Dell, HP, IBM, Lenovo, NEC, Gateway/MPC and others in the PC industry.
In addition, we are engaged in strategic activities with semi-conductor manufacturers Broadcom,

ST Microelectronics, Winbond, Atmel and Infineon Technologies to support and/or deploy EMBASSY
applications with their TPMs designed to the TCG specifications. TCG has expanded its scope to
include networking systems, trusted peripherals, data storage devices, mobile wireless products and
consumer electronics devices. Wave anticipates additional secure storage devices and data protection
alternatives, similar to the Seagate FDE drives, will be introduced in 2008 and thereafter and that these
products could be supported by our trusted drive solutions. Wave believes its trusted computing
offerings can provide significant value in these new markets and on these platforms and thus, is
working to establish relationships with key partners in each of these markets.

Enhancing Our Current Product Offerings and Products in Development

We intend to continue to develop and extend our existing product offerings to include features and
functionality to meet customer requirements and market demand. Planned development efforts that
enhance or utilize existing technologies include building upon and enhancing our EMBASSY Trust
Suite, eTMS applications and Wavexpress broadband media distribution software applications.

Client and server solutions supporting both the operations and life cycle management of Trusted
Platforms is a major focus area for Wave. New products that Wave is planning on developing over the
ensuing period will consist primarily of new TCG client and server software services and enabling tools
that will expand upon its portfolio of TCG trusted computing applications and services in the following
areas:

* Cross-platform interoperability: There is TCG hardware coming from multiple suppliers, as well
as supporting software from multiple vendors. In order for applications from independent
software vendors to work with any of these multiple combinations of products, Wave is
developing TCG specific toolkits that provide for this interoperability across platforms. Wave will
continue to expand the functions available to systems integrators (“SlIs”), independent software
vendors (“ISVs”) and independent hardware vendors (“IHVs”) within these enabling toolkits to
make it easier to bring new applications to Trusted Platforms.

* Client applications: Wave’s EMBASSY Trust Suite provides important end user PC applications
such as EMBASSY Security Center, Trusted Drive Manager, Document Manager, Private
Information Manager and Key Transfer Manager. Wave plans to continue to add new client
applications and enhance the current applications with advanced functions to exploit the strong
security of the TCG platforms.

* Server applications: Trusted devices require a number of life cycle management products to
address the set up, registration, operations and systems management requirements of the
platforms. Wave’s current server and life cycle management products consist of the EKMS,



EAS and ERAS. Wave plans to enhance these products with future versions and to expand these
products to offer additional trust services.

These development efforts will likely be significant and Wave intends to expend a substantial
portion of its research and development resources towards these enhancements as well as significant
marketing and corporate development funds to introduce the products and build market demand. As a
result, our continued research and development efforts will require substantial capital resources, which
will likely necessitate the need for further funding so that Wave may ultimately be able to capitalize on
the emerging market opportunities for its products and services. Wave announced major products in
2007, primarily for server-based products, and is developing significant new client and server-based
products and product enhancements, which are planned to be introduced in 2008. For example: At the
2007 Interop Conference, in May 2007, Wave demonstrated its endpoint integrity software solution
integrated with Microsoft Network Access Protection. Wave is also working closely with Juniper
Networks on its Unified Access Control solution. Wave’s EMBASSY software, combined with the
industry-standard TPM hardware security chip, is designed to complement the Juniper and Microsoft
solutions by offering a tamper resistant and secure machine identity and TPM-signed and secure
integrity checks in conjunction with their access control agents. Network access control systems are
designed to enforce security policy and restricting prohibited platform configurations on the network;
identify and contain platforms that are noncompliant with policy; and address malware and root kits
before they touch the network.

Marketing, Sales and Customers

Because Wave’s products involve a new approach to conducting business and exchanging
information using computer systems, we believe market acceptance of these products will require that
traditional software-based security be enhanced and/or replaced with next generation products designed
using the TCG and related specifications. Intensive marketing and sales efforts have been and will
continue to be necessary in order to increase recognition of and generate demand for products using
Wave’s technology and to ensure that Wave’s solutions are accepted in this emerging market. Our
current primary focus is on closing business with chip OEMs, PC OEMs, enterprise customers and
systems integrators. Wave has also undertaken steps to develop and establish a reseller channel for our
products.

Wave’s business model targets revenues from various sources: licensing of our technology including
EMBASSY Trust Suite client applications; tools and enabling software; and client/server based trusted
software solutions for the lifecycle management of keys and authentication of Trusted Platforms.

Wave has identified six key markets where we believe our products could provide unique benefits:

* PCs—TCG’s standards-based specifications for trusted hardware is leading the industry toward
increased deployment of TPM hardware by a growing number of PC OEMs. The current focus
for both TCG and Wave is on business PC platforms, but is expected to extend to consumer PCs
over time. Wave anticipates providing enabling tools to SIs, ISVs, and IHVs in order to take
advantage of the new trusted computing features of these platforms.
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* Secure Storage Devices and Data Protection Devices—Based on significant industry
requirements for data protection solutions and as the TCG-based specifications are released for
trusted drives, Wave anticipates expanding its range of support for new products from IHVs and
platform OEMs.

* Network products and Mobile Devices—As TCG-based specifications are released and product
deployment develops, Wave anticipates extending its products to support these new trusted
computing platforms and marketing to the associated OEMs, SI, ISVs, IHVs, and service
providers for these devices.

* Banking and Finance—In addition to our European initiatives to be a leader in delivering
solutions for European standards, which can provide strong authentication to services, we are
aggressively cultivating interest and support from financial institutions for utilizing TCG-
compliant platforms.

* Broadband Media—Through our Wavexpress joint venture, we have developed a broadband
architecture for the distribution and subsequent management of secured media channels to
subscribers in the home and enterprise.

* Government and Enterprise—The market for electronic security systems in governmental units
and large business enterprises is growing and Wave believes this market represents a key
opportunity for Wave’s TCG-compliant offerings.

Directly and through our partners, Wave is aggressively targeting opportunities in these markets, as
we believe our products provide a wide range of security and trust capabilities not offered in any other
single solution.

Wave’s sales for the year ended December 31, 2007 consisted primarily of licensing its software
applications, engineering and support services. Of the total revenue realized for the year ended
December 31, 2007, 100% was derived from Wave’s EMBASSY computer security products and
services. For the year ended December 31, 2006, 99% was derived from Wave’s EMBASSY computer
security products and services and 1% was from Wavexpress’ broadband media distribution segment.
For the year ended December 31, 2005, 96% was derived from Wave’s EMBASSY computer security
products and services and 4% was from Wavexpress’ broadband media distribution segment. Customers
from which Wave derived revenue in 2007 in excess of 10% or total revenues that would have a
material adverse effect on Wave’s business if Wave were to lose such customers are as follows:

Percentage of Total
Revenue for the year

Customer Product or Service Sold ended December 31, 2007
Dell, Inc. . ... Software Licensing 71%
Broadcom. ... ... ... . .. Software Licensing 11%

Wave’s business plan, will continue to depend heavily on a small number of OEM customers,
partners and prospective customers, the loss of, or lack of substantial future revenues from any of
whom, may have a material adverse effect on our business plan going forward. These include Dell, Inc.
and Broadcom. However, in 2007, Wave expanded its presence as a security solutions provider
marketing to small, medium and large business enterprises and will continue to aggressively market its
products and services to these enterprises in concert with its OEM customer base.

Segment Reporting

Information required by this item is incorporated herein by reference to “Segment Information” in
Note 15 of the Notes to Consolidated Financial Statements.
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Financial Information about Geographic Areas

Information required by this item is incorporated herein by reference to “Segment Information” in
Note 15 of the Notes to Consolidated Financial Statements.

Competition
Wave EMBASSY Digital Security Products

We operate in the information security market, a highly competitive and fragmented environment
that is characterized by rapidly evolving technology. Many of our competitors and potential competitors
have substantially greater financial, technical and marketing resources than us. Also, many current and
potential competitors have greater name recognition and more extensive customer bases to leverage,
allowing these competitors to gain market share or product acceptance to our detriment. In addition,
the rate of market acceptance of trusted computing solutions is still in the formative and early stages,
despite the substantial increase in distribution of the technology. The markets for our products are
developing and, while the TCG specifications have provided the basis for the industry to move forward,
there remains significant standards work efforts in order for the eco-system supporting trusted
computing to move forward. Wave’s potential competitors include security solutions providers such as
RSA Security, Inc. (a division of EMC), Symantec, Computer Associates, Verisign, Inc., Entrust, Inc.,
Utimaco, Safenet and major systems integrators such as IBM, HP and EDS. In addition, Wave
competes with other client security applications companies that are developing trusted computer
applications including Softex, Phoenix, Infineon and Microsoft. The competitive factors defining these
evolving markets include product features, compatibility, standards compliance, quality and reliability,
ease of use, performance, customer service and support, distribution and price. Wave believes its
products meet the requirements to be successful viable products in these markets. The features of
Wave’s products that should allow it to compete favorably through product differentiation include:
cross-platform, interoperable solutions; easy-to-use features; and leading edge trusted client/server
infrastructure solutions. In addition, Wave continues to have leading solutions with its digital signature
products, especially when combined with trusted computing platforms and features.

In the market for data protection products there is a well established set of software companies
which provide software based full disk encryption products and supporting infrastructure. These are
companies such as PointSec (acquired by Checkpoint), Ultimaco, Credant, PGP, SafeBoot, Secude
(acquired by McAfee), Guardian Edge and others. As the markets for hardware-based full disk
encryption products evolves, it is likely that these companies will also provide support for the new
trusted drives, similar to Wave’s products which support these products today.

One of the market challenges facing Wave is the establishment of a newly defined market category
within the overall information security market for trusted computing software and services that includes
a more complex business model for adoption. While the TCG specifications define a very complex and
comprehensive cryptographic system that require significant skills and resources, the market for security
solutions that are as complex as those developed by Wave is in a formative stage of development. As a
result, commercialization of these technologies has been slow to develop. It is also possible for other
competitors to develop similar offerings to compete with our products or new technologies may emerge
that could replace existing technology that our products rely on, thereby making our products
non-competitive or obsolete. We can offer no assurances that Wave’s products will become industry
standards or become widely accepted by the marketplace.

Wavexpress Broadband Media Distribution

Wavexpress competes in a market dominated by traditional content delivery methods. Wavexpress
prospects rely on traditional broadcast television, Internet streaming and online websites. Wavexpress’
technology augments these services by providing both content providers and viewers a television-like
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viewing experience of Internet video using the Microsoft Media Center platform. Several companies
compete for the delivery of television over broadband, including startup video networks such as
Akimbo, Joost and Veoh and streaming service providers such as YouTube and Brightcove.

International Market

Most of our software products are controlled under various United States export control laws and
regulations and may require export licenses for certain exports of the products and components outside
of the United States and Canada. With respect to our EMBASSY Trust Suite and EMBASSY Trust
Server software applications, we have applied for and received export classifications that allow us to
export our products, without a license and with no restrictions, to any country throughout the world
with the exception of Cuba, Iran, Iraq, Libya, North Korea, Sudan and Syria.

We believe the export classifications that we have received for our software products allow us to
sell our products internationally in an effective, competitively advantageous manner. Enhancements to
existing products may, and new products will be subject to reviews by the BXA to determine what
export classification they will receive. Some of our partners demand that our products be allowed to be
exported without restrictions and/or reporting requirements. Current export regulations have, in part,
allowed us to receive the desired classification without undue cost or effort. However, the export
regulations may be modified at any time. Modifications to the export regulations could prevent us from
exporting our existing and future products in an unrestricted manner without a license, as we are
currently allowed for the products that we've received classification, or make it more difficult to receive
the desired classification. If export regulations were to be modified in such a way, we may be put at a
competitive disadvantage with respect to selling our products internationally.

Proprietary Rights and Licenses and Intellectual Property

Our success depends, in part, on our ability to enjoy or obtain protection for our products and
technologies under United States and foreign patent laws, copyright laws and other intellectual property
laws, to preserve our trade secrets and to operate without infringing the proprietary rights of third
parties. Any issued patent owned or licensed by us may not, however, afford adequate protection to us
and may be challenged, invalidated, infringed upon or circumvented. Furthermore, you should
understand that our activities may infringe upon patents owned by others.

Wave has been issued eleven (11) United States patents relating to encryption and to our
proprietary EMBASSY and Wave Commerce technology. We also have eight (8) patents pending
before the United States Patent Office. In addition, we have two (2) foreign patents and twenty-nine
(29) pending foreign patent applications. Our patents are material to protecting some of our
technology.

We rely on trade secrets and proprietary know-how, which we protect, in part, by confidentiality
agreements with our employees and contract partners. However, we caution you that our confidentiality
agreements may be breached and we may not have adequate remedies if such a breach occurs.
Furthermore, we can provide no assurance that our trade secrets will not otherwise become known or
be independently discovered by competitors.

We also rely on copyright law to prevent the unauthorized duplication of our software and
hardware products. We have and will continue to protect our software and our copyright interest
therein through agreements with our consultants. We can provide no assurance that copyright laws will
adequately protect our technology.
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Research and Development

Wave’s products incorporate encryption/decryption, client and server software applications and
other technologies in which we have made a substantial investment in research and development. We
will likely be required to continue to make substantial investments in the design of information security
applications and services, including the EMBASSY Trust Suite, EMBASSY Server applications,
eTMS products, and broadband media distribution products. For the years ended December 31, 2007,
2006 and 2005, we spent approximately $10.6 million, $8.5 million and $6.9 million, respectively, on
research and development (“R&D”) activities. Planned development expenditures for the year ended
December 31, 2008 are expected to be approximately $11.1 million.

Employees

As of December 31, 2007, we employed one hundred seventeen (117) full-time employees, fifty-two
(52) of whom were involved in sales, marketing and administration and sixty-five (65) of whom were
involved in research and development (including fourteen (14) employed by Wavexpress, three (3) of
whom were in sales, marketing and administration and eleven (11) of whom were involved in research
and development). As of December 31, 2007, we retained the services of seven (7) full-time
consultants. We believe our employee relations are satisfactory.

Available Information

Wave makes available, free of charge on its website by means of a link to www.nasdaq.com, its
annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and
amendments to those reports filed or furnished pursuant to Section 13(a) or 15(d) of the Exchange
Act. Reports may be viewed and obtained on the Company’s website, www.wave.com, or by calling
Investor Relations at (212) 835-8500.

The public may read and copy any materials the Company files with the SEC at the SEC’s Public
Reference Room at 100 F Street, N.E., Washington, DC 20549. Information on the operation of the
Public Reference Room may be obtained by calling the SEC at 1-800-SEC-0330. The SEC also
maintains an Internet site that contains reports, proxies and information statements, and other
information regarding issuers that file electronically with the SEC at http://www.sec.gov.

Item 1A. Risk Factors

We have a history of net losses and expect net losses will continue. If we continue to operate at a
loss, our business will not be financially viable.

We have experienced significant losses and negative cash flow from operations since our inception.
We have not realized a net operating profit in any quarter since we began our operations. Wave’s
revenue in 2007 was significantly below operating expenses, as our products have not yet attained
widespread commercial acceptance. This is due in part to the early stage nature of the digital security
industry in which we operate. As of December 31, 2007, we had an accumulated deficit of
approximately $323.5 million and working capital of approximately $1.7 million. Given the lack of
widespread adoption of the technology for our products and services, there is little basis for evaluating
the financial viability of our business and our long-term prospects. You should consider our prospects
in light of the risks, expenses and difficulties that companies in their early stage of development
encounter, particularly companies in new and rapidly evolving markets, such as digital security and
online commerce.
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To achieve profitability we must, among other things:

* Continue to convince chip, personal computer motherboard, personal computer and computer
peripheral manufacturers to license and distribute our products and services and/or make them
available to their customers through their sales channels;

* Convince computer end users and enterprise computer users to purchase our upgrade software
and server products for trusted computing:

* Convince consumers to choose to order, purchase and accept products using our products and
services;

* Continue to maintain the necessary resources, especially talented software programmers;

* Continue to develop relationships with personal computer manufacturers, computer chip
manufacturers and computer systems integrators to facilitate and to maximize acceptance of our
products and services; and

* Generate substantial revenue, complete one or more commercial or strategic transactions or
raise additional capital to support our operations until we can generate sufficient revenues and
cash flows.

If we do not succeed in these objectives, we will not generate revenues; hence, our business will
not be sustainable.

We may not be able to fund our operations and continue as a going concern.

Since we began our operations, we have incurred net losses and experienced significant negative
cash flow from operations. This is due to the early stage nature of market development for our
products and services and the digital security industry as a whole. Wave expects to continue to incur
substantial additional expenses associated with continued research and development and business
development activities that will be necessary to commercialize our technology. This will likely result in
significant losses for the foreseeable future. Considering our current cash balance, which includes the
net proceeds received from the financing transaction completed on February 29, 2008, and Wave’s
projected operating cash requirements, we anticipate that our existing capital resources will be
adequate to satisfy our cash flow requirements into June 2008. In order to fund our business into
June 2008 and beyond, it will be necessary for us to generate substantial revenue, complete one or
more commercial or strategic transactions or raise additional capital. Wave is uncertain as to the
availability of financing from other sources to fund any cash deficiencies. Even if we are successful in
raising additional capital, uncertainty with respect to Wave’s viability will continue until we are
successful in achieving our objectives. Furthermore, although we may be successful at achieving our
business objectives, a positive cash flow from operations may not ultimately be realized unless we are
able to sell our products and services at a profit. Given the early stage nature of the markets for our
products and services, considerable uncertainty exists as to whether or not Wave’s business model is
viable.

We may be unable to raise the $12.7 million of additional cash flow, which is necessary to
continue as a going concern for the next twelve months.

Based upon our current expense forecast, assuming current revenue levels, and taking into account
the financing completed in February 2008, we estimate that our current available capital is sufficient to
fund Wave into June 2008. In addition to our efforts to begin to generate revenue sufficient to fund
our operations, or complete one or more commercial or strategic transactions, Wave is evaluating
additional financing options to generate additional capital in order to continue as a going concern, to
capitalize on business opportunities and market conditions and to insure the continued development of
our technology, products and services. We estimate, based upon our current forecasts, we will need to
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generate a minimum of $12.7 million from a combination of revenue growth, commercial or strategic
transactions and/or additional financings, to continue as a going concern for the twelve months ended
December 31, 2008. We expect we will be required to generate a significant portion of this cash
through additional financings in the form of sales of newly issued securities. And while we recently
completed a financing in the form of sales of newly issued securities on February 29, 2008, we do not
know if additional financing will be available or that, if available, it will be available on favorable terms.
As we issue additional shares of our stock, our stockholders’ ownership will be diluted. Also, the shares
issued may have rights, preferences or privileges senior to those of our common stock. In addition, if
we pursue debt financing we may be required to pay interest costs. The failure to generate sufficient
cash flow to fund our forecasted expenditures would require us to reduce our cash burn rate which
would in turn impede our ability to achieve our business objectives. Furthermore, if we are not
successful in generating sufficient cash flow or obtaining additional funding, we will be unable to
continue our operations, develop or enhance our products, take advantage of future opportunities,
respond to competitive pressures and continue as a going concern.

Our market is in the early stage of development so we are unable to accurately ascertain the size
and growth potential for revenue in such a market.

The market for our products and services is still developing and is continually evolving. As a result,
substantial uncertainty exists with respect to the size of the market for these products and the level of
capital that will be required to meet the evolving technical requirements of the marketplace.

Wave’s business model relies on an assumed market of tens of millions of units shipping with
built-in security hardware and for Wave to be successful selling its upgraded version of client and server
software products to these users. Because this market remains in the early stage of development, there
is significant uncertainty with respect to the validity of the future size of the market. If the market for
computer systems that utilize our products and services does not grow to the extent necessary for us to
realize our business plan, we may not be successful.

As this early stage market develops and evolves, significant capital will likely be required to fund
the resources needed to meet the changing technological demands of the marketplace. There is
uncertainty with respect to the level of capital that may be required to meet these changing
technological demands. If the amount of capital resources needed exceeds our ability to obtain such
capital, we may not be a viable enterprise.

Wave is not established in the industry so we may not be accepted as a supplier or service
provider to the market.

Wave’s offering represents a highly complex architecture designed to solve many of the security
issues currently present with computer systems, such as identity theft, fraudulent transactions, virus
attacks, unauthorized access to restricted networks and other security problems that users of computer
systems generally encounter. We are uncertain as to whether the marketplace will accept our solution
to these security problems. We will not be successful if the market does not accept the value
proposition that we perceive to be present in our products and services.

Although Wave has expended considerable resources in developing technology and products that
utilize our technology and in business development activities in an attempt to drive the development of
the hardware security market, we do not have a track record as a substantial supplier or service
provider to consumers of computer systems. Therefore, uncertainty remains as to whether we will be
accepted as a supplier to the enterprise and consumer markets, which will likely be necessary for us to
be a successful commercial enterprise.
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Our products have not been accepted as industry standards, which may slow their sales growth.

We believe platforms adopting integrated hardware security into the PC will become a significant
standard feature in the overall PC marketplace. However, our technologies have not been accepted as
industry standards. Standards for trusted computing are still evolving. To be successful, we must obtain
acceptance of our technologies as industry standards, modify our products and services to meet
whatever industry standards ultimately develop, or adapt our products to be complementary to
whatever these standards become. If we fail to do any of these, we will not be successful in
commercializing our technology; and therefore, we will not generate sales to fund our operations
and develop into a self-sustaining, profitable business.

If we do not keep up with technological changes, our product development and business growth
will suffer.

Because the market in which we operate is characterized by rapidly changing technology, changes
in customer requirements, frequent new products, service introductions and enhancements, and
emerging industry standards, our success will depend, among other things, upon our ability to improve
our products, develop and introduce new products and services that keep pace with technological
developments, remain compatible with changing computer system platforms, respond to evolving
customer requirements and achieve market acceptance on a timely and cost effective basis. If we do not
identify, develop, manufacture, market and support new products and deploy new services effectively
and timely, our business will not grow, our financial results will suffer, and we may not have the ability
to remain in business.

We are subject to risks relating potential security breaches of our software products.

Although we have implemented in our products various security mechanisms, our products and
services may nevertheless be vulnerable to break-ins, piracy and similar disruptive problems caused by
Internet users. Any of these disruptions would harm our business. Advances in computer capabilities,
new discoveries in the field of security, or other developments may result in a compromise or breach of
the technology we use to protect products and information in electronic form. Computer break-ins and
other disruptions would jeopardize the security of information stored in and transmitted through the
computer systems of users of our products, which may result in significant liability to us and may also
deter potential customers.

A party who is able to circumvent our security measures could misappropriate proprietary
electronic content or cause interruptions in our operations and those of our strategic partners. We may
be required to expend significant capital and other resources to protect against security breaches or to
alleviate problems caused by breaches. Our attempts to implement contracts that limit our liability to
our customers, including liability arising from a failure of security features contained in our products
and services, may not be enforceable. We currently do not have product liability insurance to protect
against these risks.

Competition and competing technologies may render some or all of our products non-competitive
or obsolete.

An increasing number of market entrants have introduced or are developing products and services
that compete with Wave’s. Our competitors may be able to develop products and services that are more
attractive to customers than our products and services. Many of our competitors and potential
competitors have substantially greater financial, technical and marketing resources than we have. Also,
many current and potential competitors have greater name recognition and larger customer bases that
could be leveraged to enable them to gain market share or product acceptance to our detriment.
Wave’s potential competitors include security solutions providers such as RSA Security, Inc. (a division
of EMC), Symantec, Computer Associates, Verisign, Inc., Entrust, Inc., Ultimaco, Safenet and major
systems integrators such as IBM, HP and EDS. In addition, Wave competes with other client security
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applications companies that are developing trusted computing applications, including Softex
Incorporated, Phoenix Technologies Ltd., Infineon Technologies AG and Microsoft.

Other companies have developed or are developing technologies that are, or may become, the
basis for competitive products in the field of security and electronic content distribution. Some of those
technologies may have an approach or means of processing that is entirely different from ours. Existing
or new competitors may develop products that are superior to ours or that otherwise achieve greater
market acceptance than ours. Due to Wave’s early stage, and lower relative name recognition compared
to many of our competitors and potential competitors, our competitive position in the marketplace is
vulnerable.

We have a high dependence on relationships with strategic partners that must continue or our
ability to successfully produce and market our products will be impaired.

Due in large part to Wave’s early stage and lower name recognition; we depend upon strategic
partners such as large, well established personal computer and semiconductor manufacturers and
computer systems’ integrators to adopt our products and services within the Trusted Computing
marketplace. These companies may choose not to use our products and could develop or market
products or technologies that compete directly with us. We cannot predict whether these third parties
will commit the resources necessary to achieve broad-based commercial acceptance of our technology.
Any delay in the use of our technology by these partners could impede or prohibit the commercial
acceptance of our products. Although we have established some binding commitments from some of
our strategic partners, there can be no assurance that we will be able to enter into additional definitive
agreements or that the terms of such agreements will be satisfactory. It will be necessary for Wave to
expand upon our current business relationships with our partners, or form new ones, in order to sell
more products and services for Wave to become a viable, self-sufficient enterprise.

Product defects or development delays may limit our ability to sell our products.

We may experience delays in the development of our new products and services and the added
features and functionality to our existing products and services that our customers and prospective
customers are demanding. If we are unable to successfully develop products that contain the features
and functionality being demanded by these customers and prospective customers in a timely manner,
we may lose business to our competitors. In addition, despite testing by us and potential customers, it is
possible that our products may nevertheless contain defects. Development delays or defects could have
a material adverse effect on our business if such defects and delays result in our inability to meet the
market’s demand.

If we lose our key personnel, or fail to attract and retain additional personnel, we will be unable
to continue to develop our products and technology.

We believe that our future success depends upon the continued service of our key technical and
management personnel and on our ability to attract and retain highly skilled technical, management,
sales and marketing personnel. Our industry is characterized by a high level of employee mobility and
aggressive recruiting of skilled personnel. There can be no assurance that our current employees will
continue to work for us or that we will be able to hire any additional personnel necessary for our
growth. Our future success also depends on our continuing ability to identify, hire, train and retain
other highly qualified technical and managerial personnel. Competition for these employees can be
intense. We may not be able to attract, assimilate or retain qualified technical and managerial
personnel in the future, and the failure of us to do so would have a material adverse effect on our
business.
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We have a limited ability to protect our intellectual property rights and others could infringe on
or misappropriate our proprietary rights.

Our success depends, in part, on our ability to enjoy or obtain protection for our products and
technologies under United States and foreign patent laws, copyright laws and other intellectual property
laws and to preserve our trade secrets. We cannot assure you that any patent owned or licensed by us
will provide us with adequate protection or will not be challenged, invalidated, infringed or
circumvented.

We rely on trade secrets and proprietary know-how, which we protect, in part, by confidentiality
agreements with our employees and contract partners. However, our confidentiality agreements may be
breached, and we may not have adequate remedies for these breaches. Our trade secrets may also
otherwise become known or be independently discovered by competitors. We also rely on intellectual
property laws to prevent the unauthorized duplication of our software and hardware products. While
we have and will continue to protect our software and our patented technology, intellectual property
laws may not adequately protect our technology. We have registered trademark and service mark
registrations with the United States Patent and Trademark Office for the marks WaveMeter and
WaveNet, EMBASSY, Second Shift (the Wave juggler logo), WaveDirect and Charity Wave. Wave
intends to apply for additional name and logo marks in the United States and foreign jurisdictions,
as appropriate, but we cannot assure you that federal registration of any of these trademarks will
be granted.

Regulation of international transactions may limit our ability to sell our products in foreign
markets.

Most of our software products are controlled under various United States export control laws and
regulations and may require export licenses for certain exports of the products and components outside
of the United States and Canada. With respect to our EMBASSY Trust Suite and EMBASSY Trust
Server software applications, we have applied for and received export classifications that allow us to
export our products, without a license and with no restrictions, to any country throughout the world
with the exception of Cuba, Iran, Iraq, Libya, North Korea, Sudan and Syria.

We believe the export classifications that we have received for our software products allow us to
sell our products internationally in an effective, competitively advantageous manner. Enhancements to
existing products may, and new products will be subject to reviews by the BXA to determine what
export classification they will receive. Some of our partners demand that our products be allowed to be
exported without restrictions and/or reporting requirements. Current export regulations have, in part,
allowed us to receive the desired classification without undue cost or effort. However, the export
regulations may be modified at any time. Currently, we are allowed to export the products for which
we’ve received classification, in an unrestricted manner without a license. However, modifications to the
export regulations could prevent us from exporting our existing and future products in an unrestricted
manner without a license. Such modifications could also make it more difficult to receive the desired
classification. If export regulations were to be modified in such a way, we may be put at a competitive
disadvantage with respect to selling our products internationally.

In addition, import and export regulations of encryption/decryption technology vary from country
to country. We may be subject to different statutory or regulatory controls in different foreign
jurisdictions, and as such, our technology may not be permitted in these foreign jurisdictions. Violations
of foreign regulations or regulation of international transactions could prevent us from being able to
sell our products in international markets. Our success depends in large part to having access to
international markets.
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Our stock price is volatile.

The price of our Class A common stock has been and likely will continue to be subject to wide
fluctuations in response to a number of events and factors, such as:

* quarterly variations in operating results;

* announcements of technological innovations, new products, acquisitions, capital commitments or
strategic alliances by us or our competitors;

* the operating and stock price performance of other companies that investors may deem
comparable to us; and

* news reports relating to trends in our markets.

In addition, the stock market in general, and the market prices for technology-related companies
in particular, have experienced significant price and volume fluctuations. These broad market
fluctuations may adversely affect the market price of our Class A common stock or any of our other
securities for which a market develops, regardless of our operating performance. Securities class action
litigation has often been instituted against companies that have experienced periods of volatility in the
market price for their securities. It is possible that we could become the target of litigation of this kind
that would require substantial management attention and expense. The diversion of management’s
attention and capital resources could have a material adverse affect on our business. In addition, any
negative publicity or perceived negative publicity of any such litigation could have an adverse impact on
our business.

We may be subject to conflicts of interest that could adversely slow our corporate governance
process.

Our Board of Directors does not include any representatives of our strategic partners. However,
our Board of Directors has included in the past, and may include in the future, representatives of our
strategic partners. It is possible that those corporations may be competing against us, or each other,
directly or indirectly. A director who also represents another company may voluntarily abstain from
voting on matters, where there could be conflicts of interest. Even if such a director does abstain, his
presence on the Board could affect the process or the results of the Board’s deliberations. We have
adopted no policies or procedures to reduce or avoid such conflicts. If such conflicts of interest arise,
they may have a materially adverse effect on our business.

Governmental regulation may slow our growth and decrease our profitability.

There are currently few laws or regulations that apply directly to the Internet. Because our
business is dependent in significant respect on the Internet, the adoption of new local, state, national or
international laws or regulations may decrease the growth of Internet usage or the acceptance of
Internet commerce, which could, in turn, decrease the demand for our products and services and
increase our costs or otherwise have a material adverse effect on our business.

Tax authorities in a number of states are currently reviewing the appropriate tax treatment of
companies engaged in Internet commerce. New state tax regulations may subject us to additional state
sales, use and income taxes.

If we make any acquisitions, we will incur a variety of costs and may never realize the anticipated
benefits.

If appropriate opportunities become available, we may attempt to acquire businesses, technologies,
services or products that we believe are a strategic fit with our business. If we do undertake any
transaction of this sort, the process of integrating an acquired business, technology, service or product
may result in operating difficulties and expenditures and may absorb significant management attention
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that would otherwise be available for ongoing development of our business. Moreover, we may never
realize the anticipated benefits of any acquisition. Future acquisitions could result in potentially dilutive
issuances of equity securities, the incurrence of debt, contingent liabilities and/or amortization expenses
related to certain intangible assets and increased operating expenses, which could adversely affect our
results of operations and financial condition.

If our common stock ceases to be listed for trading on the NASDAQ Global Market, it may harm
our stock price and make it more difficult to sell shares.

Our common stock is listed on the NASDAQ Global Market. In order to maintain our NASDAQ
listing, NASDAQ Marketplace Rule 4450(b)(4) requires that the bid price for our common stock not
fall below $1.00 per share for a period of 30 consecutive trading days. Because of the volatility in our
common stock price, there can be no assurance that we will be able to maintain compliance with this
requirement. If, in the future, our minimum bid price is again below $1.00 for 30 consecutive trading
days, under the current NASDAQ Global Market rules we will have a period of 180 days to attain
compliance by meeting the minimum bid price requirement for 10 consecutive days during the
compliance period. If our common stock ceases to be listed for trading on the NASDAQ Global
Market, we expect that our common stock would be traded on the NASD’s Over-the-Counter Bulletin
Board (OTC-BB) unless NASDAQ grants an additional grace period for transfer to the NASDAQ
Capital Market (formerly known as the NASDAQ SmallCap Market), which also has a similar $1.00
minimum bid requirement. The level of trading activity of our common stock may decline if it is no
longer listed on the NASDAQ Global Market or NASDAQ Capital Market. As such, if our common
stock ceases to be listed for trading on the NASDAQ Global Market or NASDAQ Capital Market for
any reason, it may harm our stock price, increase the volatility of our stock price and make it more
difficult to sell your shares of our common stock.

Item 1B. Unresolved Staff Comments

None.

Item 2. Properties

Summarized below is a listing of properties leased by Wave. Our principal research and
development activities are conducted at the Prince