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UNITED STATES SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

FORM 10-Q

(Mark One)
QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d)

OF THE SECURITIES EXCHANGE ACT OF 1934
For the quarterly period ended September 30, 2001

or
O 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 000-26441

CLARENT CORPORATION

(Exact name of registrant as specified in its chaer)

Delaware 77-0433687
(State or other jurisdiction of (I.R.S. Employer
incorporation or organization) Identification No.)

700 Chesapeake Drive
Redwood City, California 94063
(Address of principal executive offices and zip cag)

(650) 306-7511
(Registrant’s telephone number, including area code

Indicate by check mark whether the registrant € filed all reports required to be filed by Seeti or 15(d) of the Securities Exchange
of 1934 during the preceding 12 months (or for sstobrter period that the registrant was requirdilésuch reports), and (2) has been
subject to such filing requirements for the pastags.

Yes O No ™
The number of shares outstanding of the Regiss&@tmmon Stock, $0.001 par value, was 41,001,4D@e¢mber 31, 2001.

This report consists of 51 pages of which this gagaumber 1.
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EXPLANATORY NOTE

Subsequent to the issuance of Clarent Catipais (the “Company”) financial statements on@sarterly Report on Form 10-Q
previously filed for the quarter ended June 30,12@0e Company discovered accounting and finamcegularities affecting such financial
statements. Many of these irregularities relategt@nue recognition and cash reporting arisingnarily from operations in the Company’s
Asia-Pacific regional office. The Company has detaed that these irregularities require the restate of certain of its previously issued
financial statements. This Quarterly Report on F&aa¥Q for the quarter ended September 30, 200k& simultaneously with the filing of
the Company'’s restatement of its financial statasér the quarters ended March 31, 2000, Jun@@), September 30, 2000,

December 31, 2000, March 31, 2001 and June 30,,23804ell as for the year ended December 31, Z0@& circumstances necessitating the
restatement and their effects for the quarter ei®galember 30, 2001 are more fully described ireBlétand 10 of Notes to Unaudited
Condensed Consolidated Financial Statements. liti@aldhe Company’s current litigation proceedirsge described in Item 1 of Part Il and
Note 18 oiNotes to Unaudited Condensed Consolidated FinaStiéments.

Financial statement information and relatisgldsures included in this filing reflect, whengpaopriate, changes as a result of the
restatement. Statements used in this Form 10-Carong the words (i) “now,” “currently,” “present;to date,” and words of similar import,
and (ii) “knowledge,” and words of similar impodare used to refer to conditions existing on thHadidate of this Form 10-Q. We direct you
to refer to the other reports we file with the S@ms and Exchange Commission from time to timerathe date of this report for more cur
information regarding Clarent, including “Risk Fait that May Impact Future Operating Results.”
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PART I.
FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS
CLARENT CORPORATION

CONDENSED CONSOLIDATED BALANCE SHEETS
(In thousands)

September 30, December 31,
2001 2000
(Unaudited) (Restated)
ASSETS

Current asset:
Cash and cash equivalel $ 76,311 $ 185,62
Restricted cas 10,00( —
Shor-term investment 9,95¢ 74,98
Accounts receivable, gro 11,63¢ 28,14:
Receivables allowanc (2,827 (6,977)
Accounts receivable, n 8,80¢ 21,16¢
Inventories 11,35! 17,66
Prepaid expenses and other current a: 3,54 5,94z
Total current asse 119,98: 305,38°
Investment: 6,89( 14,47¢
Property and equipment, r 12,02( 36,93¢
Goodwill, net — 93,64«
Purchased intangible assets, — 38,057
Deferred tax asse — 14,53¢
Other asset 4,82 4,517
Note receivable from a leasing comps 5,00( —
Total asset $ 148,71¢ $ 507,55¢
| |

LIABILITIES AND STOCKHOLDERS'’ EQUITY
Current liabilities:

Line of credit $ 9,96/ $ —
Accounts payabl 10,59: 14,33
Deferred revenu 4,06¢ 8,52¢
Accrued liabilities 18,07¢ 22,77
Customer advance 20,89: 2,551
Restructuring and merger related acci 11,04¢ 6,24¢
Total current liabilities 74,63¢ 54,43¢
Deferred tax liabilities — 14,53
Restructuring accrui— long term 34,15( —

Contingencie!
Stockholder' equity:

Common stocl 583,27 583,32¢
Deferred compensatic (1,649 (9,740
Accumulated other comprehensive |i (867) (326¢)
Accumulated defici (540,84 (134,679
Total stockholder equity 39,93( 438,58
Total liabilities and stockholde’ equity $ 148,71¢ $ 507,55¢
| |

See accompanying notes to condensed consolidataucfal statement
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CLARENT CORPORATION

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(In thousands, except per share amounts)

(Unaudited)
Three Months Ended Nine Months Ended
September 30, September 30,
2001 2000 2001 2000
(Restated) (Restated)
Net revenue
Product and softwai $ 15,43( $ 23,21¢ $ 45,02t $ 61,13
Service 3,30¢ 4,00: 12,33: 9,56¢
Total revenue 18,73¢ 27,22 57,35¢ 70,69
Cost of revenue
Product and softwai 37,771 14,21( 85,03: 30,22
Service 3,42¢ 2,17¢ 11,72t 5,894
Total cost of revenu 41,20( 16,38¢ 96,757 36,117
Gross profit (loss (22,467) 10,83t (39,409 34,58(
Operating expense
Research and developmt 14,75¢ 8,41« 45,99: 18,32(
Sales and marketir 17,881 15,25¢ 67,507 38,12¢
General and administratiy 7,952 5,092 20,21 10,39¢
Amortization of deferred compensation and otheclsto
compensation charg: 1,85¢ 1,767 6,037 4,07:
Amortization of goodwill and other intangibl 9,10¢ 6,02 27,324 6,47¢
Impairment of goodwill and other intangibl 99,14¢ — 99,14¢ —
Impairment of property and equipme 40,51¢ — 40,51¢ —
Restructuring and merger related cc 36,00¢ 1,38¢ 50,15( 1,38¢
Purchased -process research and developn — 31,49¢ — 31,49¢
Total operating expens 227,22¢ 69,42¢ 356,89 110,27
Loss from operation (249,69) (58,599 (396,29 (75,697
Other income (expense), r (13,129 5,08¢ (9,140 13,60:
Loss before provision for income tax (262,819 (53,50¢) (405,43) (62,095
Provision for income taxe (40%) 2 (730 (28€)
Net loss $(263,22¢) $(53,509) $(406,167) $(62,38))
| | | |
Basic and diluted net loss per sh $ (6.45) $ (1.47) $ (10.1) $ (1.8Y
| I | |
Shares used in computing basic and diluted netdesshare 40,81: 36,48: 40,16¢ 33,76:
| I | |

See accompanying notes to condensed consolidaiucfal statements.
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CLARENT CORPORATION

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(In thousands)
(Unaudited)

Operating activities
Net loss
Adjustments to reconcile net loss to net cash irsegerating activities
Depreciation and fixed asset impairment cha
Impairment of property and equipme
Amortization of deferred compensation and otheclstmmpensation
charges
Loss on property and equipment dispc
Amortization of goodwill and other intangibl
Purchased i-process research and developn
Impairment of goodwill and other intangibl
Impairment of investmen
Changes in operating assets and liabilit
Accounts receivabl
Inventories
Prepaid expenses and other current a:
Other asset
Accounts payable and accrued liabilit
Deferred revenu
Customer advance
Restructuring and merger related acci

Net cash used in operating activit

Investing activities
Purchases of sh«term investment
Purchases of loi-term investment
Sale and maturities of sh-term investment
Restricted cas
Sale of lon-term investment
Note receivable from a leasing comps
Purchases of property and equipm
Acquisition of businesses, net cash acqu

Net cash provided by (used in) investing activi
Financing activities
Proceeds from line of crec
Repayments of line of crec
Proceeds from issuance of common si
Net cash provided by financing activiti

Effect of exchange rate changes on cash and casvadnts

Net decrease in cash and cash equiva
Cash and cash equivalents at beginning of pe

Cash and cash equivalents at end of pe

Supplemental disclosure of r-cash activities

Preferred stock received in exchange for settleroeatcounts receivab
Issuance of common stock in connection with actjais

Conversion of promissory notes into strategic itwmests

Nine Months Ended

September 30,

2001 2000
(Restated)
$(406,167) $ (62,387
15,67¢ 6,081
40,51¢ —
6,037 4,07
314 —
29,40:¢ 6,86(
31,49¢
99,14¢ —
8,88( —
12,33¢ 8,23¢
6,27€ (4,80))
1,14¢ (84)
(310 (1,339
(8,429 (4,917
(4,459 (740)
18,34: 7,164
42,09¢ 6,354
(139,18) (4,000
(34,970 (120,519
(3,04)) (15,250
100,00° 88,45(
(10,000) —
3,00( —
(5,000 —
(31,99) (19,026
— 33,31¢
17,99¢ (33,029
10,00¢( —
(50) —
2,001 5,36¢
11,957 5,36¢
(79) (89)
(109,310 (31,749
185,62 238,72:
$ 76,317 $ 206,97!
| |
$ — $ 1,50C
$ — $ 194,41:
$ 1,25C $ —



See accompanying notes to condensed consolidaimucfal statements.
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CLARENT CORPORATION

NOTES TO UNAUDITED CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
1. BASIS OF PRESENTATION

The accompanying unaudited condensed comgetidinancial statements of the Company as ofegaper 30, 2001 and for the three-and
nine-months ended September 30, 2001 and Sept&@b2000 (restated) have been prepared in accazdeitit generally accepted
accounting principles for interim financial infortian and with the instructions to Form 10-Q andidet 10 of Regulation . In the opinior
of management, the condensed consolidated finastaeigdments include all adjustments that managecosisiders necessary for a fair
presentation of the results of operations for thierim periods shown. The results of operationstmh periods are not necessarily indicative
of the results expected for the full fiscal yeafarany future period. The balance sheet at Deegrdb, 2000 (restated) has been derived
the audited financial statements at that date bes chot include all of the information and footrsotequired by generally accepted accounting
principles for complete financial statements. Thigsancial statements should be read in conjunatiith the consolidated financial
statements and related notes included in the CoyrgpAmnual Report on Form 10-K/A for the fiscal yemded December 31, 2000, as
amended in connection with the restatement of th@@any’s financial statements. Certain prior pebathnces have been reclassified to
conform to current period presentation.

Restatement of Financial Statemer

On August 26, 2001, the Company’s Board a&Etors formed a special committee, comprised i&fetloutside directors, Messrs. Pape,
Forman and Barker. The special committee directedimstructed the Company’s outside counsel tostigate certain facts that had come to
the Board’s attention and that the Board determawadd reflect potential accounting and financiedgularities. The Company’s outside
counsel, at the direction of the special committequested the Comparsyindependent auditors to assist in the investigatbn September
2001, the Company announced that it had discov@redunting and financial irregularities that matkyiaffected the Company’s previously
reported financial results for the first two quastef the year 2001. Subsequently on October 23] 2he Company announced that it also
had discovered accounting and financial irreguksithat materially affected the Company’s previpusported financial results for the year
2000.

To address the activities discovered inntestigation, the Company has implemented remedi#dns, including the prompt termination
of employees who appear to have been involvedtixites relating to the irregularities, closuretbe Company’s Asia-Pacific regional
headquarters, and the adoption of new and moregstt subsidiary cash control and expense apppwol@ies, such as new banking and
internal reporting procedures, improved controleraales representatives and sales orders and hmihpayroll procedures, and new and
more stringent credit approval policies.

In the course of the investigation, the Compangalisred accounting and financial irregularitiesiag from activities that appear to he
been initiated by a number of parties no longeoeiated with the Company, resulting in, among othergs, an overstatement in revenue of
an aggregate amount of $129.4 million over theatedtperiods. The circumstances necessitating#tatement, and the impact on the
Company, can be described in the following genemtdgories:

Revenue Restatement:

« The Company discovered that its revenue had beersiated for certain periods because revenue fabes ¢ the Asia-Pacific region
had been recognized in situations where custonsatsrdirectly received Company funds from thirdtigss; by means of arrangements
effected through unauthorized acts of Company eysgls. These arrangements were entered into irtiviolaf Company procedures
and were not reported to the appropriate personitiein the Company

6
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CLARENT CORPORATION

NOTES TO UNAUDITED CONDENSED CONSOLIDATED
FINANCIAL STATEMENTS — (Continued)

* Revenue also had been overstated for certain gebiedause revenue had been recognized from cediais in the Asia-Pacific region
where customers now claim to have return righthat the Company has repurchase obligations. Timep@oy now believes that cert
Company personnel may have entered into agreem#htsustomers in the Asia-Pacific region purpagtto provide such return rights
or repurchase obligations. These agreements wégeedrinto in violation of Company procedures aretennot reported to the
appropriate personnel within the Compa

* The Company has restated revenue for certain eliedause, based on current information and goayahent history, it now appears
that certain customers may not have been creditwat the time of purchas

« Revenue also had been overstated for certain ebiedause of transactions involving the sale afiyets over which the Company
continued to have some control until a subsequenbg.

Impact on Expenses:

* In connection with the restatement, the Companyadfssted certain accruals and reserves relatadcimunts receivable, warranty and
inventory and has made reclassification entriee. Cbmpany also recorded additional losses in tima &f restructuring and asset
impairments in the third quarter of 2001. Thessdsgsresulted from what the Company now knows was/anexpansion of its
operating capacity and operating expenses as wéteaoverall downturn in the telecommunicatiortustry. The Company increased
its operating capacity based on forecasts thatidtedd revenue levels that the Company now knowsgcbas the discovery of financial
irregularities, were overstated, but which the Campbelieved at the time were approprii

» The Company also determined that expenses werasiatiel because certain payments or loans madetfi@msia-Pacific regional
office were effected in violation of Company prouasss and were not reported to the appropriate paedavithin the Company. The
Company believes that such payments or loans dnecoverable

Financial Condition:

« The Companys cash position was overstated in the March 311 20@ June 30, 2001 financial statements becauserpel in the Asi
Pacific region transferred cash in violation of @@mpany’s policies and procedures. These caskfenawere not reported to the
appropriate personnel within the Company. As altethie cash transfers were accounted for in imprgeriods. As of September 30,
2001, in the aggregate, there was no direct maiarfzact on the cash position of the Company assalt of the improper recording of
these transactions, including the cash transfétmugh the Company had recorded liabilities ofragpnately $24 million associated
with the irregularities giving rise to the restatarh As of the date of filing of this report, therm@pany’s cash position has been
materially impacted by several factors, as disalibstow.

* The unauthorized transactions with third partieg #ppear to have used Company funds to purchaseaimpany’s products had a
material impact on the Company’s financial conditimecause of the expense of the inventory for wtiiehCompany will probably not
be able to recover any value and the associatéibdison costs

* The Company'’s primary source of liquidity is itseppting cash flows, which have been disrupted byatttivities giving rise to, and the
impact of, the restatement as well as the dowrtudemand for telecommunications equipm

7
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CLARENT CORPORATION

NOTES TO UNAUDITED CONDENSED CONSOLIDATED
FINANCIAL STATEMENTS — (Continued)

* The Company suffered substantial operating lossedalthe activities necessitating the restaterfnecduse it over-expanded its
operating capacity and operating expenses in 200Qtee first two quarters of 2001. The Companyeéased its operating capacity
based on forecasts that included revenue levelstteaCompany now knows, based on the discovefiafcial irregularities, were
overstated, but which the Company believed atithe were appropriatt

As a result of the information discoveredha investigation, the Company has determinediti@fppropriate to restate its financial
statements for the quarters ended March 31, 200@, 30, 2000, September 30, 2000, December 31, R0f@h 31, 2001 and June 30, 2C
as well as for the year ended December 31, 2000.

Recent Event:

In January 2002, the Company engaged Regmifid®Management Corporation, an internationahfthat specializes in the recovery and
restructuring of under-performing companies, angbagted Gary J. Sbona of Regent Pacific as itsf &xecutive officer. Mr. Shona has also
joined the Compar’s board of directors and has been appointed claairof the board. On March 9, 2002, the Company iapga James B.
Weil of Regent Pacific as its president.

At March 31, 2002, the Company’s cash, caglivalents and short-term investments were apprateiy $34 million, which may not be
adequate to meet the Company’s operating cash teedmh the end of 2002, unless the Company aehigcreased revenues and further
reduces its expenses. To reduce its expenditires;dmpany restructured in several areas, inclugidgcing staffing, implementing expense
management and curtailing capital spending. Fomgia, since July 2001, the Company’s headcountedsed by approximately 82%, from
approximately 1,018 employees to approximately &@@loyees currently. In addition, the Company hestasned, and expects to continue to
sustain, substantial expenses arising from thatersent of its financial statements and relatéghliion matters. Until the Company resolves
the claims against it and reduces its commitmehésCompany expects that its expenses will continwexceed its revenues for the
foreseeable future. The Company plans to takedurtieasures to conserve cash, and to continuaatoate its strategic alternatives.

For the quarter ended September 30, 200 Cdimepany reported revenues of $18.7 million. Inrtgra subsequent to the quarter ended
September 30, 2001, revenues have declined suiaditarnithe Company’s revenues have been, and tmepaay expects will continue to be,
materially affected by the downturn in demand &etommunications equipment and by events cauairdjthe impact of, the restatement of
its financial statements. The Company does notegemand for its products to recover for the rerdar of 2002, and the Company expects
operating losses and negative cash flows from ¢ipesato continue for the foreseeable future.

If the Company is not able to achieve incegagvenues and resolve the claims against if,the iCompany incurs unexpected
expenditures, then it will need to reduce expefsglser and raise additional funds to continue gsiag concern. The Company continues to
evaluate its strategic alternatives, including fiiciag transactions or a sale of assets. Due tartheailability of a public market for the
Company’s stock as well as the Company'’s curreksprice, additional funding may not be availaioléhe Company on favorable terms or
at all. If the Company raises additional funds tiglo the issuance of equity securities, the pergentavnership of its stockholders could be
significantly diluted. Furthermore, these secusitieay have rights, preferences or privileges senitlie Company’s common stock. If
additional funding is not available when needed,@mmpany may be unable to continue as a goingecorand achieve its intended business
objectives.
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CLARENT CORPORATION

NOTES TO UNAUDITED CONDENSED CONSOLIDATED
FINANCIAL STATEMENTS — (Continued)

2. SIGNIFICANT ACCOUNTING POLICIES

The preparation of financial statements infoomity with accounting principles generally act=pin the United States requires the
Company to make estimates and judgments that affeaeported amounts of assets, liabilities, reesrand expenses, and the related
disclosure of contingent assets and liabilities.a@rongoing basis, the Company evaluates its estgniacluding those related to allowance
for doubtful accounts, inventories, investmentfeded tax assets, intangible assets, income taasanty obligations, restructuring, and
contingencies and litigation. The Company basesstisnates on historical experience and on varlisr assumptions that are believed to be
reasonable under the circumstances, the resulibioh form the basis for making judgments aboutdieying values of assets and liabilities
that are not readily apparent from other sourcesud results may differ from these estimates unlifézrent assumptions or conditions.

Revenue Recognitio

Revenue is recognized at the time of shiproétite products when persuasive evidence of aangament exists, the fee is fixed and
determinable, when no significant contractual adtiigns or acceptance terms, if any, remain outgtgrahd collection of the resulting
receivable is deemed probable. Service revenuehnbisubstantially all maintenance revenue, i®egally deferred and, in most cases,
recognized when the services are performed. Maamntssn revenue is recognized ratably over the sepaded obligations, which is typically
one year. Cash payments received in advance oétimeding of product or service revenue are reabegecustomer advances. Amounts
billed or received in advance of satisfying alleaue recognition criteria are classified as deferewenue in the accompanying balance
sheets.

Cash Equivalents and Short-Term Investments

The Company considers all highly liquid intveent securities with a maturity date from the dstpurchase of three months or less to be
cash equivalents, and investment securities witturity from date of purchase of more than three thetut less than one year to be short-
term investments.

Management determines the appropriate classifitati@lebt and equity securities at the time of pase and reevaluates such design:
as of each balance sheet date. To date, all ineastnmave been classified as available-for-saleaamdarried at fair value with unrealized
gains and losses reported net-of-tax as a separatponent of comprehensive income. Realized gaiddasses on available-for-sale
securities are included in interest income. The absecurities sold is based on specific iderdtfien. Premiums and discounts are amortized
over the period from acquisition to maturity and arcluded in investment income along with inteeesd dividends.

Concentrations of Credit Risk and Credit Evaluatisen

Financial instruments, which subject the Campto concentrations of credit risk, primarily s@t of cash, short and long-term
investments and accounts receivable. The Compamyanss its cash and cash equivalents principallgamestic financial institutions of
high-credit standing.

The Company’s receivables are derived prim&om sales of software and hardware productssamdices to companies primarily in the
domestic and international telecommunications arAparoximately 19% of the accounts receivablegit&mber 30, 2001 were from the
Asia-Pacific region, 54% from Europe, Middle Eastld\frica and 27% from the Americas. The Companygsms ongoing credit
evaluations of its customers and generally doesetptire collateral. Reserves are maintained feemtal credit losses.

A limited number of customers have histoticaccounted for a substantial portion of the Comypgrevenue. One customer accounted
for 17% of net revenue for the nine months endqute®eber 30, 2001.

9
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CLARENT CORPORATION

NOTES TO UNAUDITED CONDENSED CONSOLIDATED
FINANCIAL STATEMENTS — (Continued)

Allowance for Doubtful Accounts

The Company records an allowance for doulsifebunts based on estimates of potential uncabéity of its accounts receivables. The
Company specifically analyzes its accounts recéévabd historical bad debts, customer credit-woghs, current economic trends, and
changes in its customer payment terms when evatugie adequacy of the allowance for doubtful ant@wHistorically, the Company has,
from time to time, experienced material differenbesveen its estimated allowance for doubtful aot®and actual results. If the financial
condition of the Company’s customers were to detate, resulting in an impairment of their abilitymake payments, additional allowances
may be required.

Inventories

Inventories are stated at the lower of cosharket on a first-in, first-out basis. Inventarhich is obsolete or in excess of the Company’s
forecasted usage is written down to its estimatatket value based on assumptions about future diarach market conditions. See Note 4
“Inventories” for further discussion on chargesumed during the three and nine months ended Séyed®, 2001 and 2000.

Investments

Long-term investments primarily consist ahstgic investments of less than 20% equity inteéresertain private companies. The
Company does not have the ability to exercise Bagmt influence over any of these companies, floeeethese investments are recorded at
cost and are accounted for under the cost methadamfunting. Realized gains and losses are recamdaterest and other income when the
related investments are sold. The Company’s long-tevestments in privately held companies are lafjuassessed for impairment through
review of operations and indications of continuébility of such companies. The Company’s revieWwserations of these companies, to
assess the carrying values of these investmetadim evaluation of operating performance, finagatatus, liquidity prospects and cash f
forecasts. Impairment losses on these long-termsiinvents are recorded when events and circumstamttieate that such assets might be
impaired and the decline in value is other thanpiemry.

Property & Equipment, Goodwill and Intangible Ass

Property and equipment are stated at therlofveost or fair value. Depreciation and amorfmatis computed using the straight-line
method over the estimated useful lives of the as&stimated useful lives ranging from one to ttyears are used for computer equipment,
purchased software, production and engineeringoeggemt and five-year lives for office equipmentniture and fixtures. Leasehold
improvements are amortized over the shorter of ye@rs or the remaining term of the applicabledeas

Intangible assets consisted of the Compaassembled workforce, customer base, purchaseddiegyrand goodwill related to the
acquisitions of ACT Networks, Inc., PEAK Softwarecl and Global Media Concepts. These acquisitiogr®accounted for as purchases.
Goodwill and other intangible assets are amortipeda straight-line basis, over the estimated udighs of the assets, which generally range
from three to five years. Purchased in-processarebeand development, without alternative future, wgas charged to operations at the date
of acquisition.

The Company records impairment losses ongilpthtangible assets and fixed assets when evantl circumstances indicate that such
assets might be impaired and the estimated fairevad such asset is less than its recorded am@onditions that would trigger an
impairment assessment include material adversegelsan operations or a decision to abandon prodsetsices or technologies.
Measurement of fair value is based on discountst flaws and utilizes the Company’s incremental®eing rate. As of September 30,
2001, the Company has determined that all goocnill other intangible assets and a substantialopoofi its
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CLARENT CORPORATION

NOTES TO UNAUDITED CONDENSED CONSOLIDATED
FINANCIAL STATEMENTS — (Continued)

fixed assets are impaired, and consequently hasded an impairment charge to reduce the recordkeb\to fair value. See Note 6
“Impairment of Goodwill, Intangibles, and Propeayd Equipment” for further discussion.

Warranties

The Company’s warranty policy generally stateat the Company will provide warranty coverdgea predetermined amount of time, on
products for material and labor to repair and sertihe products. The Company records the estintatgtdof warranty coverage upon product
shipment. The estimated cost of warranty coveragietiermined by the warranty term as well as tleeame historical warranty expense for a
specific product. Should actual product failureesadr material usage costs differ from the Compaagtimates, revisions to the estimated
warranty and installation liability may be required

Recent Accounting Pronouncemen

In July 2001, the Financial Accounting StanidaBoard (“FASB”) issued Statement of Financiatéunting Standards No. 14Busines:
Combinations” (“SFAS 141"). SFAS 141 requires theghase method of accounting for all business coatlzins and eliminates the pooling-
of-interests method for business combinationsatetl after June 30, 2001. SFAS 141 also includielagoe on the initial recognition and
measurement of goodwill and other intangible assg$ing from business combinations completed dit@e 30, 2001. The Company does
not expect the adoption of SFAS 141 to have a niahteffect on its financial conditions or resulfsoperations.

In July 2001, the FASB issued SFAS 142, “Geiticand Other Intangible Assets” (“SFAS 142"). SEA 42 discontinues amortization of
goodwill and intangible assets deemed to have iniefives and requires such assets to be revietwdézhst annually for impairment.
SFAS 142 also includes provisions on the identificaof intangible assets, reclassification of agrintangibles from previously reported
goodwill, and reassessment of the useful livestieg intangibles. The Company will apply SFAS2feginning in the first quarter of
2002. The Company does not expect the adoptiofrASSL42 to have a material effect on its financ@iditions or results of operations.

In July 2001, the FASB issued SFAS 143, “Aotting for Asset Retirement Obligations” (“SFAS I¥®&hich addresses accounting and
reporting for obligations associated with the eatient of tangible long-lived assets and the aswatisset retirement costs. SFAS 143 is
effective for fiscal years beginning after June 28)2. The Company is currently assessing the itgfabis new standard, and as such, it is
possible that its adoption could have a materifgloeon its financial condition or results of opéras.

In August 2001, the FASB issued SFAS 144 gainment or Disposal of Long-Lived Assets” (“SFA&4T) which is effective for fiscal
years beginning after December 15, 2001. SFAS @igdrsedes SFAS 12"Accounting for the Impairment of Long-Lived Asseitsd for
Long-Lived Assets to be Disposed Of” and provideingle accounting model for impairment of longelivassets. The Company is currently
assessing the impact of this new standard, anddds & is possible that its adoption could haweaerial effect on its financial condition or
results of operations.

3. FINANCIAL INSTRUMENTS

Available-for-sale securities are carriedla@tt value, with the unrealized gains or losseorial as a separate component of stockholders’
equity. Expected maturities may differ from contued maturities because the issuers of the seesifitiay have the right to prepay or call
obligations without prepayment penalties. Realigaihs and losses on sales of available-for-salerisies were not material for the nine
months ended September 30, 2001.
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4. INVENTORIES

Inventories consist of the following (in treaunds):

September 30, December 31,
2001 2000

(Restated)
Raw materials $ 8,997 $10,90:
Work-in-process — 83
Finished good 2,35¢ 6,67¢
$11,351 $17,66:
| |

Inventory charges totaling $27.5 million é%&6.8 million were taken during the three and mranths ended September 30, 2001,
respectively, reflecting excess inventories resglfrom changes in forecasted demand, the Compalegision to discontinue certain
products, the write-down of leased inventory ansipct costs associated with products shipped taicezustomers in the AsRacific regior
for which revenue was not recognizable, and forcivhihe inventory shipped is not expected to beve@ble.

5. INVESTMENTS

The Company invests in equity instrumentprofately held companies for the promotion of bessand strategic objectives. The
Company has also invested in a venture capital geanant fund. These investments are recorded atitiitéal fair value, net of impairment
losses. Impairment losses are recorded when eardtsircumstances indicate that such assets mégimaired and the decline in value is
other than temporary. Through September 30, 20@1lCbmpany had invested $7.5 million in a ventaqgtal management fund. The
Company is committed to investing an additionab$illion in the venture capital management funatiyh 2007.

At September 30, 2001, the Company reconagrhirment losses on strategic investments of $&d1$8.9 million for the three and nine
months ended September 30, 2001, resulting in howk value of $6.9 million. The losses represkatwrite-down of the Company’s
carrying amount of these investments and were hted by considering, among other factors, theiiitalof the investees to obtain
additional private financing, the suspension of mwvestee’s current operations, and the uncertaantial condition of the investees and the
market in which they operate. As such, the Comgmaligves the changes in the current market enviemtrand decrease in the valuations of
these companies are other than temporary, and ivhitten down the carrying value accordingly.

6. IMPAIRMENT OF GOODWILL, INTANGIBLES AND PROP ERTY AND EQUIPMENT

The Company has evaluated the carrying vafwertain long-lived assets and acquired intamgibtonsisting primarily of goodwill and
tangible fixed assets, recorded on its balancet stiekeptember 30, 2001. Pursuant to accountimg rthhe majority of goodwill is recorded
based on stock prices at the time acquisition ageed¢s are executed and announced. Goodwill andgifii® assets are generally evaluate
an individual acquisition, market, or product bagigenever events or changes in circumstances iedicat such assets are impaired or the
estimated useful lives are no longer appropriageioBically, the Company reviews its goodwill artier intangible assets for impairment
based on estimated future undiscounted cash fltivisldable to the assets in accordance with SFAS1I®1. In the event such cash flows
not expected to be sufficient to recover the reedreblue of the assets, the assets are written twreir estimated fair values based on the
expected discounted future cash flows attributablbe assets.
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During the third quarter of 2001, the Company dateed that due to the continuing downturn of tHedemmunications market as well
the activities giving rise to, and the impact bk restatement on the Company'’s business, theimg@ynounts of certain assets might be
impaired. The Company then determined that thesaodinted cash flows estimated to be generateddsg thssets are less than the carrying
amounts of those assets.

During the quarter ended September 30, 2001, tmep@oy recorded an impairment charge against thevgbl@nd intangibles associat
with its business acquisitions of PEAK Softwareusions, Inc. and ACT Networks, Inc., acquired id@@ue to circumstances described
above. The Company calculated the impairment chiaygeomparing the expected discounted future dasVvsfto the carrying amount of the
related intangible assets with some weightingtaitéd to a market based approach. The values assignthe Company to the assets
resulting from the impairment analysis were bagaehuestablished valuation techniques provided bipdependent firm. The cash flow
periods used were over 4.25 years including anguaoatth rates of 10% to 25%, a discount rate of 2iffib a terminal value based upon a
sales market multiple of 1.2. The assumptions stjppthe estimated future cash flows, including tliscount rate and estimated terminal
values reflect management’s best estimates. Tloeuli$ rate was based upon the Company’s weightexhge cost of capital as adjusted for
the risks associated with its operations. Thisltedun a $99.1 million write-down of goodwill amdher intangible assets and a $40.5 million
write-down of property and equipment for the quaeteded September 30, 2001.

7. RESTRUCTURING ACCRUAL

In May 2001, the Company announced a restringt program to prioritize its initiatives arouh@jh-growth areas of its business, reduce
expenses, and improve efficiency. This restructuresulted in part from the significant slowdowrthie overall telecommunications market,
as well as the Company’s plan to align its costcstire with anticipated revenues.

The May 2001 restructuring plan resulted k086 reduction in the number of regular employemess all business functions, operating
units, and geographic regions. All employees wheehzeen included in the restructuring charge weeatified, and the Company was abl¢
estimate the aggregate severance benefits the Gymgauld be providing in connection with the redaotin workforce. The Company
recorded a restructuring charge related to theatemuin workforce and excess facilities of approately $14.1 million in the second quarter
of 2001. This charge includes $3.2 million of sewme payments and other employee related cosépfwoximately 90 employees and 20
contractors, and an accrual of $10.9 million farsles associated with excess facility space.

In July 2001, the Company announced an autgitireduction of approximately 27% of its workfer@dditionally, the Company
announced a further reduction of approximately 5% e Company’s remaining workforce in Septemi#¥2in order to align its cost
structure with its anticipated revenues. The Companorded a restructuring charge related to thedeactions in workforce and excess
facilities and equipment of approximately $37.0limil in the third quarter of 2001. This charge ud#s $5.7 million of severance payments
and other employee related costs for approxim&gt/employees, and $31.3 million for excess facdljjace. For the three and nine months
ended September 30, 2001, the Company made payofepst million and $8.8 million for severance astter costs against the
restructuring reserve.
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The following table summarizes the activitythe restructuring accrual for 2001 (in thousands)

Other Employee

Facility Severance Termination
Closure Costs Costs Costs Total
Restructuring reserv
Balance at January 1, 20 $ — $ — $ — $ —
Accrued and expensed in Q2, 2( 10,90: 2,60( 63¢ 14,14
Charged against accrual in Q2, 2( (592 (1,629 (120 (2,339
Balance at June 30, 20 10,31( 977 51¢ 11,80¢
Accrued and expensed in Q3, 2( 31,347 5,58 107 37,04
Charged against accrual in Q3, 2( (75€) (5,629 (40 (6,42%)
Balance at September 30, 2( $40,90: $ 93t $ 58€ $42,42:
| | | |
Shor-term portion of restructuring accrt 6,751 93t 58€ 8,27z
Long-term portion of restructuring accrt 34,15( — — 34,15(
Total restructuring accru $40,90: $ 93t $ 58€ $42,42:
| | | |

At September 30, 2001, the remaining restinireg accrual was approximately $42.4 million. Thenaining $42.4 million accrual is
expected to be paid out through February 2011lksne (in thousands):

Employee Related Facility Closure

Year Commitments Commitments
2001 $1,521 $ 1,68¢
2002 — 7,00
2003 — 5,197
2004 — 4,83t
2005 — 3,36¢
Thereafte — 18,81
$1,521 $40,901
— —

8. MERGER COSTS

In August 2000, the Company acquired ACT Neks, Inc., a leading provider of muliervice access and voice/ data integration pro
that enable the convergence of voice, video ana datto one managed network (the “Enterprise Praudh accordance with a plan that
existed at the time of the acquisition, the Compestablished accruals for merger related restruingfuosts. At September 30, 2001,
$2.8 million in accruals related to the ACT acqinsi remained. These accruals include costs ofngxitoncancelable operating leases for
Calabasas, California manufacturing facility of&#illion as recorded at the date of the acquisituring the three months ended
September 30, 2001, the Company revised upwardstitnates of the likely sublease income from fiiglity and therefore recorded a
reduction in the accrual of $1.0 million. This Heeen reflected as an offset to the restructuripggese recorded in the three months ended
September 30, 2001. The Company has outsourcedahafacturing of the Enterprise Products to a emttmanufacturer and ceased
production at the Calabasas facility at the enthefsecond quarter of 2001. As of September 301,20@ Company was disposing of the
remaining manufacturing equipment.
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9. CUSTOMER ADVANCES

As of September 30, 2001, the Company redefveds totaling $20.9 million from certain custamen the Asia-Pacific region. These
payments are currently recorded as customer adgambese advances consist of funds received fr@atomers and the Company now
believes that these funds may be subject to refoachuse (i) the Company is aware of a purporteanreight with respect to certain
products, (ii) the customer has not accepted pegsesf certain products or (iii) the funds maysobject to the payment of a guaranty
obligation purportedly entered into by the Comp#arya loan to a customer, which the Company beievas used to purchase the
Company’s products.

10. RELATED PARTY TRANSACTIONS
Transactions With Management and Others

On April 25, 2000, AginfoLink USA, Inc. (“AgifoLink”) borrowed $250,000, pursuant to a promissory natey Matthew Chiang, in h
individual capacity, who was a non-officer emplopééhe Company at the time. Mr. Chiang servedrasiBent of the Company’s Asia-
Pacific regional office from January 2001 to Sepien?001. The Company believes that William Pap#rextor of the Company, holds a
minority equity interest in AginfoLink and serves the board of directors of AginfoLink. In the pr@msory note, AginfoLink agreed to repay
the loan principal, as well as accrued and unpdgrést, on May 31, 2000. AginfoLink has informbd Company that it has taken the
necessary steps to tender payment of the outsuadiount under this loan.

Note Receivable from a Leasing Compa

In January 2001, the Company advanced $3l@mio Clarent Finance, LLC (“Clarent Financed))easing company, for a six-year,
eleven percent junior subordinated debenture. fitezdast shall be accrued and due by November 3B. Zthe principal is repayable in 16
equal quarterly payments of $312,500 each, commgrizinuary 2005, and is due in full by November2808.

The Company entered into a remarketing agee¢mith Clarent Finance in January 2001 to provigtehe remarketing of certain
equipment manufactured by the Company, purchasé&tldrngnt Finance and leased to the Company’s cus®riynder the terms of the
remarketing agreement, if remarketing proceedsnardficient to equal the remaining defaulted Iessbligation, the Company is obligatec
either pay the remaining lessee obligation to @iaFénance or apply the shortage as a credit oméleequipment lease purchase in the
program. At September 30, 2001, finance receivdble€larent Finance totaled $1.6 million.

As a result of its remarketing obligationgarent Finance, the Company defers the recognitfall revenue and thereby establishes a
liability for all amounts to be earned from leasamgangements with Clarent Finance. At SeptembgP@01, the Compang’recorded liabilit
approximated its obligation under the remarketiggeament. As of September 30, 2001 operating exseios Clarent Finance had been
immaterial.

On March 29, 2002 the Company purchased fi&i@ance for $275,000 in the form of forgivenegsa receivable. The Company
received approximately $3.4 million in cash anéask portfolio of $1.8 million (of which the Comgamad previously recorded a liability
under the remarketing agreement of $1.5 millionféSeptember 30, 2001) and extinguished a note ¢avite Company of $5.0 million.
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Transactions Related to Asia-Pacific Region

The Company entered into various transactidgtis entities that, as a result of the investigatithe Company now believes are controlled
by Matthew Chiang or members of his immediate fan¥r. Chiang was employed by the Company as a btarg Director of the Asia-
Pacific region from July 1997 to June 1999, a DoedProduct and Market Strategy from July 199®é&xember 2000 and the Company’s
Vice President and General Manager of the Asiafieaeigion and served as the President of its Asaific regional office from January
2001 to September 2001. The entities believed tobérolled by Mr. Chiang or members of his imméelimmily are Great MinCom
Communication Corporation (which the Company belgeis also known as Great MinCom Products Corpmratnd collectively, “Great
MinCom”) and Articula Corporation (“Articula”). Th€ompany believes that Mr. Chiang may have hadextor indirect material interest in
each of the transactions between the Company, Gtie€tom and Articula. The Company believes thatyy@hang, who was a director of
the Company from July 1996 to September 2001, thragainy’s President from July 1996 to April 2001 jeEtExecutive Officer from July
1996 to July 2001 and Chief Strategist from Julp26 September 2001, may have an indirect finantierest in Articula.

During the year ended December 31, 2000Ctimapany sold products with an aggregate value pfaqimately $4.1 million to Great
MinCom.

In December 2000 and March 2001, transfe@arhpany funds of $6.0 million and $7.0 millionspectively, were made to Great
MinCom, with the funds intended for use as bid d#sdn connection with certain proposed transastio the Asia Pacific region (the “Bid
Deposits”). As a result of the investigation, then@hany has now determined that personnel in tha-Rakific region improperly reported
that the second transfer to Great MinCom occumetié second quarter of 2001 when the second &aastually occurred in the first quarter
of 2001, resulting in a $7.0 million overstatemehthe Company’s cash balance at March 31, 2001.

In June 2001, the Company and Great MinCotared into a Confirmation Agreement pursuant tochireat MinCom agreed to return
the funds advanced as Bid Deposits to the Compgielsember 31, 2001, unless Great MinCom securettaxis for the proposed
transactions relating to the Bid Deposits, in wigelse Great MinCom agreed to return the funds adhas Bid Deposits after completion of
the transactions. As a result of the investigatiba,Company now believes that the funds advans@&idcaDeposits were not used for their
intended purpose and are not recoverable.

From April to July 2001, an additional $4&1@lion was transferred by the Asia-Pacific regibafiice to Great MinCom and Articula in
violation of the Company’s financial control proceds. After transfer of these funds, the Compangived promissory notes in exchange for
the cash. These promissory notes are: a promissxteyfrom Articula in the amount of $3.0 millione@ring interest of 4.15% per annum fr
May 3, 2001); a promissory note from Great MinCaonthie amount of $2.4 million (bearing interest df%% per annum from May 21, 200
and a convertible promissory note from Articula &mat MinCom in the amount of $37.6 million (begrinterest of 5.0% per annum from
July 25, 2001 and due in January 2002). At the samme=as the execution of the $37.6 million condetpromissory note, the Company
entered into a Strategic Partner Agreement witicAla and Great MinCom as of July 25, 2001, purst@which Articula and Great
MinCom, among other things, agreed to provide satesmarketing support to the Company and to us€timpany as their exclusive
supplier of VolP products.

None of the amounts covered by the two prsamsnotes executed in May 2001 and the promissoty executed in July 2001 had been
repaid as of the date of this filing. As a restilthe investigation, the Company has now determthati$36.5 million had been transferred
prior to the end of the second quarter of 200 1Inotireported to the appropriate Company personeslijting in a $36.5 million overstatem
of the cash balance for the quarterly period erded 30, 2001.
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An aggregate of $3.0 million of the fundasgerred to Articula and Great MinCom by the Compaisia-Pacific regional office was
intended for use as partial payment for the Comjgamlyligations under: a Joint Marketing Agreemeatied as of April 4, 2001 between the
Company and Articula pursuant to which the Compagmged to pay Articula $3.0 million; and a ConsigtBervices Agreement dated as of
May 10, 2001 between the Company and Great MinCarsyant to which the Company agreed to pay GreaCidin $1.1 million. In
connection with the Consulting Services Agreem@ntat MinCom agreed to assist the Company withdéhvelopment of channel partner
relationships for network design and system intiégmna

Principal of approximately $43.0 million plascrued interest is outstanding under the vagpoomissory notes as of September 30, 2001.
As a result of the investigation and restatememiGbmpany has now determined that a significarttggoof the funds related to the
$43.0 million, as well as the $13.0 million in Biposits mentioned above and the $11.0 million ftoenguaranty noted below, may have
been used by third parties to purchase the Compamgducts from the Company’s customers. As a tiegthael Company reversed all revenue
associated with the product’s original sale andeespd the associated inventory in the same pdraidhe revenue was originally recognized
because it is not believed to be recoverable amdidcounting purposes only, recorded any paynsstcaated with the reversed revenue
transactions as a reduction in the notes receidabnces. Remaining notes receivable balancegsppbamately $8.2 million were provided
for by charges to other expense during the thirartgu of 2001 due to the doubtful probability oflection. Although accounted for as
described above, as of the date of this filing,rtbges remain outstanding and unpaid. The Compeassrves its rights to pursue collection of
the entire principal balance plus accrued intdi@stach of the loans and the Bid Deposit amountaddition to other remedies or actions
available to the Company.

D-Link Corporation (“D-Link”), a distributoand supplier to the Company, claims that on JuB0B1 the Company executed a guaranty
of Articula’s repayment of an $11.0 million loamin D-Link to Articula. The purported guaranty wast reported to the appropriate
personnel in the Company by the executive who sighe guaranty in violation of the Company'’s prages. The Company now believes
that, as of the date of this filing, Articula hagpaid $2.0 million of the amount purportedly guaieshby the Company. The Company has
recorded a liability of $9.0 million (in customehances) in its September 30, 2001 financialsrasalt of this purported guaranty.

During May through July 2001, Mr. Chiang, theesident of the Company’s Asia-Pacific regiorffite, received from the Company cash
advances or effected loans in violation of the Canys policies in the amount of approximately $tillion, all of which is outstanding, but
fully reserved for, as of September 30, 2001. Miia@ig also effected loans and investments fronA8ia-Pacific regional office in violation
of the Company’s financial control policies, in #@ount of approximately $703,000, some of whickatly or indirectly benefited
Mr. Chiang. These transactions were not reportedd@ppropriate personnel in the Company andrnimiats remain outstanding, but fully
reserved for, as of September 30, 2001. The Compambelieves that these loans and investment#tedsn the payments of Company
funds to customers who used Company funds for tinehase of Company products. The Company has exvatsrevenue associated with
the original recording of revenue of such prodactd expensed the associated inventory in the sanedghat the revenue was originally
recognized.

Indebtedness of Manageme

As described in “Transactions Related to A&geific Region,” Mr. Chiang, a former executivetié Company, and certain entities
affiliated with Mr. Chiang are currently indebtadthe Company.
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11. LINE OF CREDIT

In June 2001 the Company obtained a $10.tomiine of credit with a financial institution ferovide working capital for the Company.
The entire balance had been borrowed and remainsthading at September 30, 2001. The interesorathis credit facility is variable and
is equal to the prime rate (6.0% at September @01R Under the terms of this arrangement, the Gompnust maintain a restricted cash
balance of $10.0 million until the line is convett® a receivables backed facility. The line ofdirexpires on June 30, 2002. As of the date
of the filing of this report, there is no outstamglibalance under this line of credit.

12. STOCKHOLDERS’ EQUITY

In January 2001, the Company increased theeggte number of shares of common stock authof@adsuance under the 1999
Amended and Restated Equity Incentive Plan (th®91Rlan”) by 987,966 or 2.5% of the Company’s @ariding shares, measured as of that
date. This increase was in accordance with theigioms of the 1999 Plan. On June 7, 2001, the Coyipatockholders approved an
amendment to the 1999 Plan to increase the nunilstaoes authorized for issuance by 1,000,000 sHeom 17,780,431 shares to
18,780,431.

On February 14, 2001, the Company cancelpdoaximately 2.9 million outstanding options underOption Cancellation and Regrant
program (the “Program”) for employees. Replacenoptibns to purchase approximately 635,000 sharesmimon stock were granted to
employees on February 15, 2001 at the fair marietevof $13.625 per share. These shares vestetl onfAugust 15, 2001 and will expire
on November 15, 2001 if they are unexercised. thitexh, the Company granted replacement optionmitchase approximately
916,000 shares of common stock to employees on ugy 2001 at the fair market value of $6.30 pars under the Program. The options
granted on August 17, 2001 vest ratably each mowv¢h a 24-month period, have a 10-year term angwrgct to variable accounting.

In February 2001, the Company adopted a SParehase Rights Plan designed to guard againsivabiakeover tactics.
13. SEGMENTS OF AN ENTERPRISE AND RELATED INFORMATION

The Company operates in one industry segriért. Company designs, develops and sells Inteno&tqol telephony, or IP telephony
systems. Net revenue for non-U.S. location is suttistlly the result of export sales from the U.S.

Net revenue by geographic region based otoiies location are as follows (in thousands):

Three Months Ended Nine Months Ended
September 30, September 30,
2001 2000 2001 2000
(Restated) (Restated)
Net revenue by geographic regic
United State: $ 5,21¢ $10,61( $17,21¢ $24,84:
Other Americas 872 4,31¢ 3,597 7,99¢
Europe, Middle East and Afric 9,60¢ 6,01¢ 22,72( 16,56:
Asia Pacific 3,04z 6,27¢ 13,82 21,29t
Total $18,73¢ $27,22: $57,35¢ $70,697
| | | |
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14. INCOME TAXES
The provision for income taxes of $405,006 &@30,000 for the three and nine months endede8dger 30, 2001 consists of foreign

income taxes provided on the profits attributabléhe Company’s foreign operations. The Companffective tax rates differed from the
combined federal and state statutory rates duegpitinto acquisition charges that were non-deduetibr tax purposes.

15. NET LOSS PER SHARE

Basic and diluted net loss per share is computediigling net loss by the weighted average numtbeommon shares outstanding dut
the period less outstanding shares subject toh& ofgrepurchase by the Company. Outstanding sisatgigect to repurchase are not include
the computations of basic and diluted net lossspare until the time-based vesting restrictionseHapsed.

The following table sets forth the computataf basic and diluted net loss per share (in taonds, except per share amounts):

Nine Months Ended

Three Months Ended
September 30,

September 30,
2001 2000 2001 2000
(Restated) (Restated)
Numerator:
Net loss $(263,22¢) $(53,509) $(406,165) $(62,387)
| I | L]
Denominator
Weighted average shares outstanc 40,81: 36,48: 40,16¢ 33,82¢
Less shares subject to repurch — — (63)
Denominator for basic and diluted net loss pere 40,81: 36,48: 40,16¢ 33,76:
Basic and diluted net loss per sh $ (6.45) $ (1.47) $ (10.1)) $ (1.8%)
| I | L]

In periods with a net loss, the Company edetuoutstanding stock options and shares subjeeptochase from the calculation of diluted
net loss per common share because all such sesuaié antdilutive. The total number of shares excluded fittwn calculations of diluted n
loss per share were 1,317,000 and 2,100,000 fdhtke and nine months ended September 30, 2005,441,000 and 5,921,000 for the

three and nine months ended September 30, 2000.

16. COMPREHENSIVE LOSS

The Company’s total comprehensive loss ®kews (in thousands):

Three Months Ended Nine Months Ended

September 30, September 30,
2001 2000 2001 2000

(Restated) (Restated)

Net loss $(263,22)) $(53,509) $(406,165) $(62,387)
Other comprehensive income (los

Translation adjustmen a0 (11¢€) (544) (237

Unrealized gain (loss) on investme 30 9 9 (20

Comprehensive los $(263,109) $(53,61%) $(406,697) $(62,53¢)

| | | |
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17. COMMITMENTS

At September 30, 2001 the Company had opgyéase commitments of approximately $72.5 milliost are due and payable through
2011. At September 30, 2001, the Company had erpesygproximately $37.2 million that had been aatm@aepart of our restructuring and
merger related accruals.

18. LITIGATION

Beginning in July 2001, the Company and ¢ermé its current and former officers and directawesre named as defendants in several class
action shareholder complaints filed in the Unitéat& District Court for the Southern District oW York, collectively captioneth re
Clarent Corp. Initial Public Offering Securities Litigation . These lawsuits purport to bring suit on behalflbpurchasers of the Company’s
common stock between July 1, 1999 and Decembdi().2n these actions, the plaintiffs allege that €ompany, certain of its officers and
directors and the underwriters of its initial peldiffering (“IPO”) violated the federal securitilesvs because the Company’s IPO registration
statement and prospectus purportedly containedi@statements of material fact or omitted matéaietls regarding the compensation to be
received by, and the stock allocation practiceshaf,IPO underwriters. The plaintiffs further aketipat the prospectus relating to the
Company'’s secondary offering was false and misteatbr the same reasons. The plaintiffs seek urifspeenonetary damages and other
relief. Similar complaints were filed in the sameutt against hundreds of other public companiesabaducted IPOs of their common stock
since the late 1990s (the “IPO Lawsuits”). On Audi2001, the IPO Lawsuits were consolidated fetral purposes before United States
Judge Shira Scheindlin of the Southern DistridNefv York. Judge Scheindlin held an initial case aggament conference on September 7,
2001, at which time she ordered, among other thitgs the time for all defendants to respond tp@mplaint be postponed until further
order of the Court. Thus, the Company has not beguired to answer any of the complaints, and soaliery has been served on the
Company. In accordance with Judge Scheindlin'smardefurther status conferences in March and Agvél appointed lead plaintiffs’ counsel
filed amended, consolidated complaints in the IR@v$uits on April 19, 2002. However, Judge Schemdbes not expect any of the
defendants to file motions to dismiss the amendedsolidated complaints until at least summer @220

In September and October 2001, a seriesonfrisies law class action complaints were filedhia United States District Court for the
Northern District of California against the Compamd certain of its current and former executiiecefs and directors. The plaintiffs in e¢
of these actions allege, among other things, \imlatof the Securities Exchange Act of 1934, asrated, due to the filing with the SEC of
allegedly false financial statements concerningGbenpany’s results of operations for the secoridj #nd fourth quarters of 2000, and the
first and second quarters of 2001. The original plamts seek unspecified monetary damages and wglief. In November 2001, the court
entered an order consolidating these actions isiogle action, and in December 2001 appointeca tdass plaintiff. A consolidated
complaint has not yet been filed. No discovery taken place and no trial date has been set.

In October and November 2001, four sharehraddeivative actions were filed against the Compdisee in the Delaware Chancery Court
and one in California Superior Court. In Novemb@@?, the three Delaware shareholder derivativeastivere consolidated into a single
action. The plaintiffs in these actions claim tosoéng on the Company’s behalf and name variodeeCompany’s current and former
officers and directors as defendants. The com@aissert several claims, including breach of figiycduties, corporate waste, abuse of
control, unjust enrichment, usurpation of corpogportunities and mismanagement, resulting framgreg other things, the Company’s
reporting of allegedly false financial statemerdaceerning the Company’s results of operationsHergecond, third and fourth quarters of
2000 and the first and second quarters of 2001Ctrapany’s alleged failure to disclose informatiegarding the Company’s operations and
the defendants’ alleged failure to implement anihtain adequate internal financial controls.
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The complaints seek unspecified monetary damagksther relief. The plaintiff in the California &t has commenced discovery agains
defendants. However, the Company is seeking aqiiroéeorder relating to certain of the discoverguests. Discovery has not commenced in
the Delaware action. On March 23, 2002, the ComigaBgard of Directors formed a special litigatioonemittee of the Board of Directors to
investigate the plaintiffs’ allegations. No trisdté has been set in either action.

On December 31, 2001, D-Link Corporation Dk”), a distributor and supplier to the Compafiled two complaints in California
Superior Court in which D-Link asserted variousdate of contract claims against the Company. D-ISe&ks damages of approximately
$19.0 million plus interest with respect to theBeged breaches of contracts. On March 5, 200Ztlet consolidated the two actions. The
Company has filed a cross-complaint against D-laiging breach of contract and breach of warrahiye Company has answered D-Link’s
complaints, denying all material allegations angkating various affirmative defenses. Discovery t@amenced with respect to both of the
D-Link complaints, but a trial date has not been se

In December 2001, the Company received kftem Bright Oceans Corporation (HK) Limited (“BHt Oceans”)n which Bright Ocean
asserted possible claims against the Company. Béighans claimed that it purchased products frarCtbmpany on purchase orders subject
to a right of return. Bright Oceans seeks recowéid4.6 million plus interest and expenses baseitisqourported right of return.

On April 12, 2002, a civil complaint for vations of the federal securities laws was filediagiahe Company and certain of its officers
and directors in the United States District Coartthe District of Minnesota entitlethlstrom, et al. v. Clarent Corporation, et al . The
plaintiffs in this action include Irwin L. Jacobada number of investors apparently affiliated witim. Plaintiffs allege that the defendants
intentionally issued false financial reports foe Bompany between March 2001 and August 2001 iatiam of Sections 10(b) and 20(a) of
the Securities Exchange Act of 1934 and similawvigions of Minnesota law. The Company currentlyidads that this litigation will be
coordinated or consolidated for most pre-trial msgs with the other securities law class actiortareaturrently pending against the
Company. This matter is at an early stage. No mespto the complaint has yet been filed, and noogiery has taken place.

On April 26, 2002, certain former sharehatdefr PEAK Software Solutions, Inc. (“PEAK”), soméwhom are current employees of the
Company, including a key employee of the Compaifsd fa lawsuit against the Company in Coloradoestaturt. The complaint alleges
claims for common law fraud, securities fraud angblbh of contract relating to the Company’s actjoisiof PEAK in July 2000. The
complaint does not specify the damages soughtcdhmplaint has not yet been served and no respassbden filed.

The Company intends to defend itself vigolpagainst these allegations. However, the ultinoatieome of these matters cannot
presently be determined.

19. SUBSEQUENT EVENTS

On January 29, 2002, the Company was notifiatlits securities would be delisted by Nasdéegcéie January 30, 2002 as a result of
(i) its failure to file its Quarterly Report on Forl0-Q for the quarter ended September 30, 200 1hé failure of its annual report on
Form 10-K for the fiscal year ended December 30020 contain audited financial statements becassaiditor, Ernst & Young LLP,
informed the Company that its financial statemémtshe year ended December 31, 2000 should ncaelong relied upon as a result of the
matters which gave rise to the need for a spewiastigation, and for which the investigation aesulting restated financial statements were
not complete, rendering the Company’s financiakesteents unaudited at that time, and (iii) publieiest concerns related to the protection of
the Company’s investors.

In February 2002 the Company commenced hdureduction of its worldwide workforce by appnmately 190 people to approximately
180 employees. This action is expected to reswtéharge of approximately $3.0 million during fliet quarter of 2002.
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In January 2002, the Company engaged RegmificPManagement Corporation, an internationahfthat specializes in the recovery and
restructuring of under-performing companies andagpd Gary J. Sbona of Regent Pacific as chietetkee officer. Mr. Sbona has also
joined the Compar’s board of directors and has been appointed theroan of the board. On March 9, 2002, the Comppinted James
B. Weil of Regent Pacific as president.

On March 29, 2002 the Company purchased @id&i@ance, LLC for $275,000 in the form of forgness of a receivable. The Company
received approximately $3.4 million in cash anéask portfolio of $1.8 million, of which the Compeémad previously recorded a liability
under a remarketing agreement of $1.5 million, extthguished a note owed to the Company of $5.0anil
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ITEM 2. MANAGEMENT 'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AN D RESULTS OF OPERATIONS

You should read the following discussion amjinction with our Unaudited Condensed Consold&@ancial Statements and related
Notes. Certain statements contained in this Quaraport on Form 1-Q/A, including, without limitation, statements ¢aiming the words
“believe,” “anticipate,” “estimate,” “expect,” angdords of similar import, constitute “forward-lookjrstatements” within the meaning of the
Private Securities Litigation Reform Act of 19950wv'should not place undue reliance on these forhanrking statements. Our actual results
could differ materially from those anticipated irese forward-looking statements for many reasoedyding the risks faced by us described
below and elsewhere in this Quarterly Report, another documents we file with the SEC.

Overview

Clarent Corporation is a leading providesoftswitch and Internet Protocol (IP) communicasisolutions that take advantage of the
flexibility and universal reach of IP networks, tim®st prominent of which is the public network kmoas the Internet. Our software platform
and softswitch solutions, in conjunction with oardhware, or equipment provided by others, enalilécgeproviders to deliver simultaneous
transmission of voice, fax and data over IP netsork

Our customers include service providers,esysntegrators, resellers and enterprises. Sepviméder customers include traditional local,
international and wholesale long distance telecomoation companies, as well as “next generatiomvise providers, including Internet
Service Providers (ISP’s), Application Service Rdevs (ASP’s), web-to-phone providers and otherpleying Internet-based business
models.

We sell our products both through distribatand our direct sales force. We have sales ambsupersonnel based in a number of
countries and locations throughout the United State

Our operations and prospects have been arekpeaxt will be significantly affected by the deyainents leading to and relating to the
restatement of our 2001 and 2000 financial statésnd@ime circumstances necessitating the restatemhthe impact on us, can be described
in the following general categories:

Revenue Restatement:

» We discovered that our revenue had been overdiategrtain periods because revenue from saldseisia-Pacific region had been
recognized in situations where customers had inthreeceived our funds from third parties, by meaharrangements effected throt
unauthorized acts of our employees. These arrangsmere entered into in violation of our procedusrad were not reported to the
appropriate personnel within the Compa

* Revenue also had been overstated for certain gebiedause revenue had been recognized from cedais in the Asia-Pacific region
where customers now claim to have return righthat we have repurchase obligations. We now beliezecertain of our personnel
may have entered into agreements with custometgiAsia-Pacific region purporting to provide sueturn rights or repurchase
obligations. These agreements were entered intlation of our procedures and were not reportethé appropriate personnel within
the Company

* We have restated revenue for certain periods bechased on current information and actual payristdry, it now appears that
certain customers may not have been creditwortliyeatime of purchasi

* Revenue also had been overstated for certain gebiedause of transactions involving the sale afiyets over which we continued to
have some control until a subsequent pel

Impact on Expenses:

* In connection with the restatement, we have adjusgéetain accruals and reserves related to accoerdss/able, warranty and inventory
and have made reclassification entries. We alsorded additiona
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losses in the form of restructuring and asset impets in the third quarter of 2001. These losssslted from what we now know was
an over-expansion of our operating capacity andatjpg expenses as well as the overall downtuthertelecommunications industry.
We increased our operating capacity based on fstetizat included revenue levels that we now krimased on the discovery of
financial irregularities, were overstated, but vihvee believed at the time were appropri

» We also determined that expenses were understatedi®e certain payments or loans made from thePegidic regional office were
effected in violation of our procedures and werereported to the appropriate personnel withinGoenpany. We believe that such
payments or loans are not recovera

Financial Condition:

* Our cash position was overstated in the March 8@12nd June 30, 2001 financial statements begmrsennel in the Asia Pacific
region transferred cash in violation of the ourigies and procedures. These cash transfers werepated to the appropriate persor
within the Company. As a result, the cash transfen®e accounted for in improper periods. As of 8eiiter 30, 2001, in the aggregate,
there was no direct material impact on our caslitipaosas a result of the improper recording of theansactions, including the cash
transfers, although we had recorded liabilitiegmbroximately $24 million associated with the irkgities giving rise to the
restatement. As of the date of filing of this ra@pour cash position has been materially impacteddveral factors, as discussed bel

» The unauthorized transactions with third partieg #ppear to have used our funds to purchase odugts had a material impact on our
financial condition because of the expense oftkentory for which we will probably not be ablerexover any value and the
associated distribution cos

« Our primary source of liquidity is our operatingb&lows, which have been disrupted by the acésitiiving rise to, and the impact of,
the restatement as well as the downturn in demanitfecommunications equipme

» We suffered substantial operating losses due tadtieities necessitating the restatement becaesewsr-expanded our operating
capacity and operating expenses in 2000 and tsietfiio quarters of 2001. We increased our operai@pgcity based on forecasts that
included revenue levels that we now know, basetherdiscovery of irregularities, were overstatad,which we believed at the time
were appropriate

To address the activities discovered in auestigation, we have implemented remedial actimtdiding the prompt termination of
employees who appear to have been involved iniieiwelating to the irregularities, closure of dsia-Pacific regional headquarters, and
the adoption of new and more stringent subsidiaghcontrol and expense approval policies, sucteasbanking and internal reporting
procedures, improved controls over sales repretesseand sales orders and hiring and payroll phoees, and new and more stringent credit
approval policies.

We direct you to refer to Note 1 of Notediwaudited Condensed Consolidated Financial Statenfi@nmore current information
regarding the restatement.

Critical Accounting Policies

In the ordinary course of business, we haadera number of estimates and assumptions relatitingg reporting of results of operations
and financial condition in the preparation of omahcial statements in conformity with accountimmpiples generally accepted in the United
States of America. Actual results could differ giigantly from those estimates if our assumptioresiacorrect. We believe that the following
discussion addresses our most critical accountitigips. Such policies are most important to theiragal of our financial condition and
results and require management’s most difficubjesttive and complex
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judgments, often as a result of the need to matk@a&t®s about the effect of matters that are inftgreincertain
Revenue Recognition

We derive our revenues from sale of our haréwlicenses of our software and the sale of psid@al services and technical support. Our
product sales, including our license arrangemetatsiot provide for a right of return. Our licenseaagements are perpetual licenses. We sell
our products primarily through a direct sales fanod distributors.

We sell our hardware and software in bundieits and recognize revenue in accordance witteSigt of Position 97-Zoftware
Revenue Recognition (SOP 97-2), as amended by SOP 98-9, and geneealbgnize revenue when all of the following criteaie met as set
forth in SOP 97-2:

« persuasive evidence of an arrangement exists,
« delivery has occurred,

« the fee is fixed or determinable and

« collectibility is probable.

We define each of the four criteria abovéodlsws:

Persuasive evidence of an arrangement exists. Our policy is to confirm each sale with a writteamtract or purchase order, which is
signed by both the customer and

Delivery has occurred. Delivery has occurred when products have been sHippthe customer.

Thefeeisfixed or determinable. We do not provide customers the right to refund partion of their purchases. If an arrangement is
not considered fixed or determinable, revenuedegaized as payments become ¢

Collectibility is probable. Collectibility is assessed on a customer-by-custdmsis. Customers are subjected to a credit review
process, which evaluates the customers’ finandsitipns and ultimately their ability to pay. If vdetermine from the outset of an
arrangement that collectibility is not probabledzhsipon our credit review process, revenue is r@zed on a cas-collected basis

We allocate revenue on arrangements involmingfiple elements to each element based on thévelfair value of each element. Our
determination of fair value of each element in iplételement arrangements is based on vendor-#pebifective evidence, or VSOE. We
limit our assessment of VSOE for each elementégitiice charged when the same element is soldateparWWe have determined that we
have sufficient VSOE to allocate revenue to maiate and technical support services and profedsiendces. We sell our professional
services separately, and have established VSORi®bdsis. VSOE for maintenance and technical suggovice is determined based upon
the customer’s annual renewal rates for these eitsmAccordingly, assuming all other revenue reddmmcriteria are met, we recognize
revenue from product sales upon delivery usingésalual method in accordance with SOPR8Ve defer fees for maintenance and tech
support services and recognize them ratably oweteitm of the support period.

Our professional services generally are eeinted essential to the functionality of the sofew&ur products are fully functional upon
delivery and implementation and do not require sigpificant modification or alteration. Customergghase our professional services to
facilitate the adoption of our technology and datBgersonnel to participate in the services bparfprmed, but they may also decide to use
their own resources or appoint other professioealise organizations to provide these servicesdiuts are billed separately and
independently from professional services, whichgaeerally billed on a time-and-materials basis. §&eerally recognize revenue from
professional services as we perform the services.

Deferred revenues generally result from tilfing: deferred technical support, cash receifigggrofessional services not yet rendered
and product revenues deferred relating to arrangtnvehere we have
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received cash and are required to deliver eithepecified additional products or specified upgrddesvhich we do not have VSOE.
Inventories

We record inventory write-downs for inventarysolescence, for inventory in excess of requirgmfor six to nine months based on
changes in forecasted demand, and for productswizice reached the end of their life-cycle. We eata forecasted demand on a regular
basis, evaluating product mix and sales histonyelsas projections for sales prepared by our Sale.

Impairment of Goodwill, Intangibles and Property and Equipment

We have evaluated the carrying value of aeftang-lived assets and acquired intangibles, isting primarily of goodwill and tangible
fixed assets, recorded on our balance sheet a¢i@bpt 30, 2001. Pursuant to accounting rules, #jerity of goodwill is recorded based on
stock prices at the time acquisition agreementewgecuted and announced. Goodwill and intangiseta are generally evaluated on an
individual acquisition, market, or product basisambver events or changes in circumstances indicatesuch assets are impaired or the
estimated useful lives are no longer appropriate.

Periodically, we review our goodwill and otletangible assets for impairment based on eséichatture undiscounted cash flows
attributable to the assets in accordance with SRASL21. In the event such cash flows are not erpleto be sufficient to recover the
recorded value of the assets, we write down thetass their estimated fair values based on theargd discounted future cash flows
attributable to the assets.

The values we assign to the assets restttng the impairment analysis are based upon estadi valuation techniques provided by an
independent firm. These valuation techniques asedban subjective estimates of duration of cash fieriods, annual growth rates, discount
rates, and terminal values.

Allowance for Doubtful Accounts

Our customers are primarily telecommunicaservice providers and enterprises, as well asldisors who sell to these customers.
Throughout 2001, the telecommunication industryédygeerienced a significant downturn, which has esklg impacted our customers. We
record an allowance for doubtful accounts basedstimates of collectability of our accounts recblesbalances. We specifically analyze our
accounts receivable and historical bad debts, mesteredit-worthiness, current economic trends,drahges in our customer payment terms
when evaluating the adequacy of the allowance dobtful accounts. We have, from time to time, eigrezed material differences between
our estimated allowance for doubtful accounts artdad results. If the financial condition of ourstomers were to deteriorate, resulting in an
impairment of their ability to make payments, aitdial allowances may be required. The allowancaéarbtful accounts represents our best
estimate, but changes in circumstances relatimg¢ounts receivable may result in a requiremenadalitional allowances in the near future.

Restructuring Liabilities

We have estimated and accrued restructuidbgities based on historical data on prior cdetssuch activities, together with assumptions
on timeframes for such activities and specific@ttinecessary to complete such transitions. Inesimm with our 2001 restructuring
activities, we recorded restructuring charges df. $3nillion, of which approximately $42.2 millios related to facility closure costs. This
$42.2 million charge consists primarily of leasdigdtions net of expected sublease income. Our@rgesublease income is based on
information provided by independent real estat&kérs. This estimate considers the timing and amofifutture subleases of the properties.
We currently have 307,000 square feet of excesitiiss: Future restructuring costs incurred totdacilities could vary from historical costs,
assumptions on timeframes for subleasing facilitiadd change or it may be determined that diffeaetions are necessary than those ac
assumed to be necessary at the time of our origstahates, any of which could result in actualrcesuring costs to exit certain facilities
differing from our estimates. Any significant difésce between our estimated restructuring liabfliind actual experience, or changes in our
estimate, would be
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reflected in our reported operating expenses irpérod we determine that there is such a diffezaarcthat we need to change our estimates.
Results of Operations

The following table presents certain consaikd statement of operations data for the perindisated as a percentage of total net revenue

Three Months Ended Nine Months Ended
September 30, September 30,
2001 2000 2001 2000
(Restated) (Restated)
As a percentage of net reven
Product and softwai 82% 85% 79% 86%
Service 18 15 21 14
Total net revenu 10C 10C 10C 10C
Cost of revenue
Product and softwat 20z 52 14¢ 43
Service 18 8 21 8
Total cost of revenu 22C 60 16¢ 51
Gross profit (loss (220 40 (69) 49
Operating expense
Research and developm 79 31 80 26
Sales and marketir 95 56 11¢ 54
General and administratiy 42 19 35 15
Amortization of deferred compensation and otheclstlmpensation
charges 10 6 11 6
Amortization of goodwill and other intangibl 49 22 48 9
Impairment of goodwill and other intangibl 52¢ — 172 —
Restructuring and merger related cc 192 5 87 2
Impairment of property and equipme 217 — 70 —
Purchased -process research and developn — 11€ — 44
Total operating expens: 1,21z 25E 622 15€
Loss from operations (1,339 (215) (691) (107)
Other income (expense), r (70 18 (16) 19
Loss before provision for income tax (1,409 (297 (707) (88)
Provision for income taxe 2 — (D] —
Net loss (1,409% (197% (709% (88)%
| I I I

Net Revenue

Net revenue decreased 31% to $18.7 milliaihénthree-months ended September 30, 2001 fron2 $&iflion in the three months ended
September 30, 2000. Net revenue for the nine mamtbied September 30, 2001 decreased by 19% to 8fifich from $70.7 million for the
same period in 2000. The decrease in product aihdare sales of 34% to $15.4 million in the threentihs ended September 30, 2001 from
$23.2 million in the three months ended SeptembePB00 and the decrease of 26% to $45.0 milliahénnine months ended September 30,
2001 from $61.1 million in the nine months endeg@t8mber 30, 2000 was primarily attributable to¢batinuing weakness of global
economic conditions, including, in particular,
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the downturn of the telecommunications market, ltggpin a significant decline in capital expendés by our customers offset in part by
revenues from a suite of products acquired from A&tworks in August 2000. Service revenue from resance and support decreased by
17% to $3.3 million in the three months ended Septr 30, 2001 from $4.0 million in the same peiio@000.

The decrease in service revenue is attriteitabdecreases in the sale of new support costrastlting from decreased hardware and
software sales. Service revenue from maintenangdesapport increased by 29% to $12.3 million inliree months ended September 30,
2001 from $9.6 million in the same period in th®pyear. This increase in service revenue ishaiteble to the renewal of support contracts
with existing customers in the earlier part of 200he customer, Grintek Telecom, accounted for db7%et revenues for the nine months
ended September 30, 2001. No other customer indillidaccounted for 10% or more of net revenuerduthe nine months ended
September 30, 2001. In subsequent quarters we epgenues to substantially decline as a resudewéral factors including the downturn in
the telecommunications market, as well as the iiesvgiving rise to and the impact of the restagam

Cost of Revenue

Cost of revenue increased approximately 18h#%168% to $41.2 million and $96.8 million in theee and nine months ended
September 30, 2001 from $16.4 million and $36.1ionilin the three and nine months ended Septemie2@0. Product and software costs
increased by 166% and 181% to $37.8 million and®&4illion in the three and nine months ended Septr 30, 2001 from $14.2 million
and $30.2 million, respectively, in the three aimkrmonths ended September 30, 2000. Service icaseased by 58% and 99% to
$3.4 million and $11.7 million in the three andeimonths ended September 30, 2001 from $2.2 méli@h$5.9 million in the same periods
in 2000, due to the increases in technical sugpedonnel to service an anticipated increased custbase.

Gross margin decreased to a negative 120% aegjative 69% for the three and nine months eBéptember 30, 2001 compared to a
gross margin of 40% and 49% for the correspondargpgs in 2000. A significant portion of the drapgross margin for the three and nine
months ended September 30, 2001 was attributalslebarge of $24.9 million and $31.0 million, respeely, for the write-down of excess
and obsolete inventories. The excess inventorgsdtezl from our significant reduction in forecastennand, which we revised in connection
with the restatement of our financial statements.tRe nine months ended September 30, 2001, treak® in gross margin also resulted
partially from $18.8 million of product costs aswted with products shipped to certain customethénAsiaPacific region for which reven
was not recognizable because we now believe teaethustomers indirectly used Company funds foptinehase of our products and, to a
lesser degree, because certain customers purpoh@direturn rights for such products. We belidnat such products, once delivered to the
customer, will probably not be recoverable.

Our gross margin has also been affecteddmnjfiiant erosion in the average selling priceswf products due to a number of factors,
including competitive pricing pressures and rapithhological changes that we expect to contindkérfuture. We expect gross margin to be
adversely affected by increases in material orraosts, costs related to maintaining higher inegnbalances, changes in product mix,
changes in the geographical mix of customers aadgés in the channels of distribution. We expecbiatinue to increase the percentage of
sales to distributors, which may result in lowesgg margins.

Research and Development Expenses

Research and development expenses incre&8e@rd 151% to $14.8 million and $46.0 million e three and nine months ended
September 30, 2001 from $8.4 million and $18.3ianilin the three and nine months ended Septemhe&(BD. Research and development
expenses increased as a percentage of revenustari®80% for the three and nine months ended ®é&ete30, 2001 from 31% and 26%
for the three and nine months ended September080, 2espectively. The increase in research andldpment expenses both in absolute
dollars and as a percentage of revenue from péuipériod is primarily attributable to increasesha number of research and development
employees to an average of 272 for the nine mamkded September 30, 2001, from 130 for the ninetihscended September 30, 2000, and
to the significant decrease

28




Table of Contents

in net revenue. We expect research and developexpehses to decrease in absolute dollars goingafdras a result of reductions in
workforce implemented during the third quarter amgense reductions planned for future periods.

Sales and Marketing Expenses

Sales and marketing expenses increased 1@d% /& to $17.9 million and $67.5 million in theekrand nine months ended
September 30, 2001, from $15.3 million and $38.Mioniin the three and nine months ended Septer®®e2000. The absolute dollar
increase in sales and marketing expenses was fisiratiributable to an increase in personnel andteel expenses required to implement our
sales and marketing strategy and increased puddtiions and other promotional expenses. Salesnamkieting expense as a percentage of
revenue increased to 95% and 118% for the threamimedmonths ended September 30, 2001, from 56%4#din the three and nine mon
ended September 30, 2000. The increase in salemarketing costs as a percentage of revenue froimdo® period is attributable to the
significant decrease in revenue combined with iaseel expenses. The increase in expense duringnthenonths ended September 30, 2001
was also attributable to an increase in persormmtelated expenses required to build the infratitre to support a larger organization based
on anticipated higher current period revenue agtdrirevenue growth. We expect sales and markekpgnses to decrease in absolute
dollars going forward as a result of reductiongvarkforce implemented during the third quarter amgense reductions planned for future
periods.

General and Administrative Expenses

General and administrative expenses increaé#gand 94% to $8.0 million and $20.2 million fretthree and nine months ended
September 30, 2001 from $5.1 million and $10.4ia1ilin the three and nine months ended Septemh&080. General and administrative
expenses as a percentage of revenue increasettadt235% for the three and nine months ended Sé&ete30, 2001 from 19% and 15%
for the three and nine months ended September®0. I he absolute dollar increase in general antdrastrative expenses during the three
and nine months ended September 30, 2001 wasyatigbutable to an increase in personnel andedlaxpenses required to build the
infrastructure to support a larger organizatioreldlasn anticipated higher current period revenuetdgiger revenue growth. General and
administrative employee headcount averaged 13thénine months ended September 30, 2001 as codma8® for the nine months ended
September 30, 2000. The increase in general anthatirative expenses as a percentage of revenoegasiod to period is attributable to the
significant decrease in revenue combined with iasee expenses. We expect our general and admiinsteaxpenses to decrease going
forward in absolute dollars as a result of reduntin workforce implemented during the third quagied expense reductions planned for
future periods.

Amortization of Deferred Compensation

For the three and nine months ended SepteBth@001, amortization of deferred compensatios $89 million and $6.0 million as
compared to $1.8 million and $4.1 million in theeth and nine months ended September 30, 2000. &atiwh of deferred compensation
resulted from the grant of stock options to pureha@mmon stock at prices below the deemed fairevatuwell as the assumption of stock
options through acquisition at prices below thendeg fair value of our common stock. The deferremipensation is being amortized using
the graded method over the vesting period of theksbptions.

On February 14, 2001, we cancelled approximaté@yndllion outstanding options under an Option Cdlatien and Regrant program (t
“Program”) for employees. Replacement options tcpase approximately 635,000 shares of common steck granted to employees on
February 15, 2001 at the fair market value of $28 Ber share. These shares vested in full on Augys2001 and expired unexercised on
November 15, 2001. In addition, we granted replaa@rptions to purchase approximately 916,000 shafreommon stock to employees
August 17, 2001 at the fair market value of $6.80ghare under the Program. The options grantekligast 17, 2001 vest ratably each
month over a 24-month period and have a 10-year.ter
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Amortization of Goodwill and Other Intangibles

Exclusive of amortization of developed tedbgy, which is charged to cost of revenue, amotitiraof goodwill and other intangibles for
the three and nine months ended September 30,289%9.1 million and $27.3 million as compared 6d0million and $6.5 million for the
three and nine months ended September 30, 2000yaddwill and purchased intangible assets wereehalt of three purchase business
combinations. One purchase was completed in thehfquarter of 1999 and two in the third quarte2000. The value of the purchased
intangible assets was determined using indepenaduations for both the PEAK and ACT Networks asgions in 2000.

Impairment Charges

We have evaluated the carrying value of gettangdived assets and acquired intangibles, consistimgaily of goodwill, intangibles ar
fixed assets, recorded on our balance sheet aei@bpt 30, 2001, in accordance with Statement airféiial Accounting Standards
(SFAS) 121.

Due to circumstances created by the sigmifidawnturn in the telecommunications market amdetfects of financial irregularities and
the restatement, we recorded an impairment chargegithe quarter ended September 30, 2001 aghmsgfoodwill and intangibles
associated with our acquisitions of PEAK Softwand ACT Networks, as well as our property and eq@pmin accordance with our policy,
undiscounted cash flows indicated that the assets imnpaired. We calculated the impairment chaggedmparing the expected discounted
future cash flows to the carrying amount of ourgdined assets. The cash flow periods used wereyeats using annual growth rates of 1
to 25%, the discount rate used was 27 percentrantetminal values were estimated based upon a sal&ket multiple of 1.2. The
assumptions supporting the estimated future castsflincluding the discount rate and estimated itehvalues reflect management’s best
estimates. The discount rate was based upon oghteei average cost of capital as adjusted forists associated with its operation. This
resulted in a $99.1 million write-down of goodwalhd other intangibles, as well as a $40.5 milligitexdown of property and equipment for
the quarter ended September 30, 2001.

Recent Accounting Pronouncements

In July 2001, the Financial Accounting StanddaBoard (“FASB”) issued Statement of Financiatéanting Standards No. 14Busines:
Combinations” (“SFAS 141”). SFAS 141 requires theghase method of accounting for all business coatlzins and eliminates the pooling-
of-interests method for business combinationsatetl after June 30, 2001. SFAS 141 also includielagoe on the initial recognition and
measurement of goodwill and other intangible assgsing from business combinations completed dit@e 30, 2001. The Company does
not expect the adoption of SFAS 141 to have a nahiffect on its financial conditions or resulfsoperations.

In July 2001, the FASB issued SFAS 142, “Geiilcand Other Intangible Assets” (“SFAS 142"). SEA 42 discontinues amortization of
goodwill and intangible assets deemed to have iniefives and requires such assets to be revietwdézhst annually for impairment.
SFAS 142 also includes provisions on the identificaof intangible assets, reclassification of agrintangibles from previously reported
goodwill, and reassessment of the useful livestieg intangibles. The Company will apply SFAR2I#eginning in the first quarter of
2002. The Company does not expect the adoptiofrASSL42 to have a material effect on its financ@iditions or results of operations.

In July 2001, the FASB issued SFAS 143, “Aating for Asset Retirement Obligations” (“SFAS IA®hich addresses accounting and
reporting for obligations associated with the metient of tangible long-lived assets and the aswatisset retirement costs. SFAS 143 is
effective for fiscal years beginning after June 28)2. The Company is currently assessing the itmgfabis new standard, and as such, it is
possible that its adoption could have a materiglotn its financial condition or results of op@oas.
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In August 2001, the FASB issued SFAS 144 gainment or Disposal of Long-Lived Assets” (“SFA&A4T) which is effective for fiscal
years beginning after December 15, 2001. SFAS @ipdrsedes SFAS 12“Accounting for the Impairment of Long-Lived Assetsd for
Long-Lived Assets to be Disposed Of” and provideingle accounting model for impairment of longelivassets. The Company is currently
assessing the impact of this new standard, andds & is possible that its adoption could haweaerial effect on its financial condition or
results of operations.

Status of R&D Projects Acquired from ACT Networks

The projected results with respect to theaesh and development projects acquired from ACIwlikks have not been achieved. The
remaining $10.7 million in developed technologyaiogd from ACT Networks was written-off as parttbé impairment of intangible assets
in the third quarter of 2001.

The following list provides the informatioegarding the status of research and developmejecisat the date of acquisition. There has
been no change in expected costs through Septe80b2001 with the exception of the DynaStar proyetich was discontinued.

Estimated costs to Expected
complete at time of Costs at Expected Date of
acquisition Completion Completion
(in millions)
NetPerforme $3.8 $3.8 Q3 2001 (complete
SX-10 $0.8 $0.8 Q32001 (complete
DynaStat $0.8 n/e Discontinuec

Restructuring Costs

On May 14, 2001, we announced a reductiomdrkforce of approximately 10% and a streamlinifigar business units to achieve cost
savings and operating efficiencies in accordandb auir previously stated goals. Further, in Julp20ve consolidated two of our three
business units and announced an additional reducfiour workforce of approximately 27%. In SeptemB001, we announced further
reductions in workforce, reorganizing our workfoedeng functional lines and targeted at eliminatipgroximately 50% of our remaining
workforce.

We recorded restructuring charges relatetigaeductions in workforce and excess facilitied aquipment of approximately
$37.0 million in the third quarter of 2001 and $5#nillion for the nine months ended September 8012 During the three and nine months
ended September 30, 2001, payments of approximd@efymillion and $8.8 million in severance andestbosts were made and charged
against the accrual. At September 30, 2001, thairényg restructuring accrual was approximately 84gillion of which this amount is
expected to be paid with cash through 2011. Asaltref our significant downsizing in personneldahgh our restructuring actions we expect
to see a reduction of approximately $8.0 to $10illam per quarter in our operating expense.

Other Income (Expense), Net

Other expense, net was $13.1 million and #8lllon in the three and nine months ended Septer8b, 2001 as compared to other
income, net of $5.1 million and $13.6 million iretthree and nine months ended September 30, 2@08c &pense for the first three quar
of 2001 was primarily attributable to charges fopaired investments and loan reserves net of sttéareome earned. Interest income in the
first three quarters of 2001 of $6.3 million, asngared with $13.6 million in the first three quastef 2000, reflects lower cash and
investment balances as compared to 2000. Chargesagaired investments were $6.1 million and $8iBion for the three and nine months
ended September 30, 2001. Charges for impaired vene $8.2 million for both the three and nine therended September 30, 2001. The
charges for impaired loans are based on our detation that the collection of certain loans totsigéc partners and unauthorized personnel
loans are not collectible. We expect interest inedmndecrease in the remaining quarter of 200hs8ls resources are invested in working
capital and used to fund operating losses.
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Provision for Income Taxes

The provisions for income taxes of $405,000 $730,000 for the three and nine months endete®dyer 30, 2001 and $2,000 and
$286,000 for the three and nine months ended Séeted®, 2000, consist of foreign income taxes pledion the profits attributable to the
Company’s foreign operations. Our effective taxsadiffered from the combined federal and stateitstey rates predominantly as a result of
acquisition charges that were non-deductible foptarposes.

Liquidity and Capital Resources

From inception through June 1999, we finamnmadoperations primarily through private salesafivertible preferred stock, which totaled
$18.9 million in aggregate net proceeds. During9l®@& completed both an initial and a secondaryipuolfering, which resulted in net
proceeds of approximately $302.6 million. In adfitiwe received net proceeds of $33.3 million fiaum acquisitions during the third quarter
of 2000.

Net cash used in operating activities was9$A &illion in the nine months ended Septembe280.1 compared to $4.0 million in the
same period of 2000. The net cash used in operatitigties in this period in 2001 was principathe result of the net loss of $406.1 million,
the decrease in accounts payable and accruedtiehdf $8.4 million, and the decrease in defem@agenue of $4.5 million. These amounts
were partially offset by adjustments for amortiaatidepreciation, and property and equipment asgetirment charges, including fixed as
goodwill and intangible write-offs, of $190.8 mdh, the increase in restructuring and merger rélateruals of $42.1 million, the increase in
investment impairments of $8.9 million, the deceemsaccounts receivable of $12.3 million, the dase in inventories of $6.3 million, the
decrease in prepaid expenses and other curreris @$$.1 million, and the increase in customeraades of $18.3 million. Amortization
expense has increased significantly as a restiiteofleferred compensation, goodwill and intangibddsted to two acquisitions completed
during the third quarter of 2000. The decreaseaoants payable and accrued liabilities was prilpaiie to decreased inventory levels
partially offset by increased operating expenselevihe decrease in deferred revenue was the odsublecrease in product revenue. The
decrease in prepaid expenses and other currerts @sgrarily resulted from a decrease in prepadahptional costs and insurance costs. The
increase in customer advances resulted from oeipeef funds from customers that we now believey @ subject to refund, because of (
purported return right, (ii) the customer not adoeppossession of certain products or (iii) fubaig subject to the payment of a guaranty
obligation which we purportedly entered into fdpan to a customer, which we believe was used tohase our products. The decrease in
accounts receivables is the result of decreased sdhew and existing products in the third quast€2001. The decrease in inventory is
largely due to the write down in the carrying vabidi) materials and finished goods relating teess and obsolete products and (ii) finished
goods pertaining to customers who have financeid poechases through a customer leasing program.

Net cash used in operating activities of $4illion in the nine months ended September 300208s principally the result of the net loss
of $62.4 million, an increase in inventories of&illion, a decrease in accounts payable and addrabilities of $4.9 million, a decrease in
deferred revenue of $740,000, and an increaséir assets of $1.3 million. These amounts werégligroffset by adjustments for
amortization of deferred compensation, goodwill artengibles of $10.9 million, depreciation of $énlllion and a charge for purchased in-
process research and development of $31.5 millind,a decrease in accounts receivable of $8.2omiltin increase in customer advances of
$7.2 million and an increase of restructuring aretger related accrual of $6.4 million. Amortizatiohdeferred compensation, goodwill and
intangibles increased significantly as a resutheftwo acquisitions completed during the thirdrtgraof 2000. The increase in accounts
receivable was the result of increased sales botlugh growth and acquisition.

Net cash from investing activities was apprately $18.0 million in the first nine months dd@L as compared to $33.0 million used in
investing activities for the same period in 2000c 2001, $65.0 million of cash from investing aittes resulted from the sale and maturity of
investments, net of purchases, as compared to $4illi@n invested in the purchase of investmenusites, net of sales and maturities,
during the same period in 2000. Cash used in imgsictivities during the nine months ended Septmb, 2001 included $10.0 million in
cash which became restricted to secure our lireeafit, a loan to a leasing company
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of $5.0 million and purchases of property and eopgipt and expenditures on leasehold improvemerabrtgt$32.0 million. These
acquisitions included approximately $10.0 milliensioftware licenses, approximately $9.0 milliorcamputer equipment and approximately
$8.0 million in furniture and leasehold improven®r@ash used in investing activities for the nirenths ended September 30, 2000 inclt
purchases of property and equipment totaling $&8lidon, which was based on anticipated higher entperiod revenue and higher revenue
growth.

Net cash from financing activities was $1&illion in the nine months ended September 30, 280éompared to $5.4 million for the
same period in 2000. The cash provided by finanaitiyities during the nine months ended SepterBbeP001 included proceeds from a
line of credit of $10.0 million and $2.0 million proceeds from the exercise of employee stock nptamd employee stock purchase plans.
The proceeds from employee stock plans accounte®bfd million from financing activities during tliest nine months of 2000.

At September 30, 2001, our cash, cash eqnt@mbnd short-term investment balance, excludivestricted cash, was $86.3 million and
will be used to fund our operating leases and awking capital and other capital expendituresutadf our commitments under our
remarketing arrangements with Clarent Finance Lh@& far our other commitments and obligations.

As of September 30, 2001, our principal cotmmits consisted of obligations outstanding undeoperating leases of $72.5 million (of
which $37.2 million has been accrued as part ofrestructuring and merger related accruals), adaafrom customers in the Asia-Pacific
region of $20.9 million, including a guaranty purjgally executed on behalf of the Company with respea strategic partner’s performance
in connection with a $9.0 million guarantee of arlpa secured line of credit of $10.0 million, reketing obligations with a leasing company
of $2.0 million, and an obligation to a venture it@pmanagement fund of $7.5 million.

The Company’s total obligations and committaere as follows (in millions):

Obligations and Less than

Commitments 1 year 1-3years 4 — 5 years After 5 years
Operating Lease $14.7 $33.1 $13.€ $11.1
Customer Advance 20.¢ — — —
Lines of Credi 10.C — — —
Remarketing Obligation 0.2 1.3 0.4 0.1
Venture Capital Management Fu 1.9 3.8 1.8 —
Total $47.7 $38.2 $15.¢ $11.2
| | | |

We currently have no material commitmentsclapital expenditures. In addition, we are sukijestarious legal actions that could have a
materially adverse impact on our financial positionwhich our directors and officers insurance@@age may not be available. Please ref
the section entitled “Risk Factors that May Imp@gture Operating Results” and Item 1 of Part liteett “Legal Proceedings” for further
discussion.

At March 31, 2002, our cash, cash equivalantsshort-term investments were approximatelyréi8ion, which may not be adequate to
meet our operating cash needs through the end0¥, 2Mless we achieve increased revenues and ffuetthece our expenses. To reduce our
expenditures, we restructured in several areakidimg reducing staffing, implementing expense ngamaent and curtailing capital spending.
For example, since July 2001, our headcount deedday approximately 82%, from approximately 1,0téyees to approximately 180
employees currently. In addition, we have sustgiaed expect to continue to sustain, substantigeses arising from the restatement of our
financial statements and related litigation matteistil we resolve the claims against us and redurecommitments, we expect that our
expenses will continue to exceed our revenuesfofdreseeable future. We plan to take further omeasto conserve cash, and to continue to
evaluate our strategic alternatives.
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For the quarter ended September 30, 200teparted revenues of $18.7 million. In quarterssegjoient to the quarter ended
September 30, 2001, revenues have declined suladitar®ur revenues have been, and we expect wiltioue to be, materially affected by
the downturn in demand for telecommunications emeipt and by events causing, and the impact ofgtatement of our financial
statements. We do not expect demand for our predacecover for the remainder of 2002, and we eixpperating losses and negative cash
flows from operations to continue for the foresdedbture.

If we are not able to achieve increased regerand resolve the claims against us, or if werinoexpected expenditures, then we will
need to reduce expenses further and raise addifiomds to continue as a going concern. We conttougvaluate our strategic alternatives,
including financing transactions or a sale of asdete to the unavailability of a public market éur stock as well as our current stock price,
additional funding may not be available to us orofable terms or at all. If we raise additionaldarthrough the issuance of equity securities,
the percentage ownership of our stockholders coelsignificantly diluted. Furthermore, these sd@gimay have rights, preferences or
privileges senior to our common stock. If additibfusding is not available when needed, we may iteble to continue as a going concern
and achieve our intended business objectives.
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RISK FACTORS THAT MAY IMPACT FUTURE OPERATING RESUL TS

Factors that have affected our results ofatpens in the past and are likely to affect owutes of operations in the future, include the
following:

We expect to require additional funds to continuperations according to our current business plan.

On March 31, 2002, our cash, cash equivakemisshort term investments was approximately $#{bm which may not be adequate to
meet our operating cash needs through the endd® Bised on our current business plan and redul{senations. Our primary source of
capital is our revenue from product and servicessalhich historically has been, and we expectauilitinue to be, less than our expenses
described more fully below, our revenues have baed we expect will continue to be, materially eféel by the downturn in demand for
telecommunications equipment and by the eventdrmgusnd the impact of, the restatement of ournfaia statements. In addition, we have
sustained, and expect to continue to sustain, antisk expenses relating to the restatement ofinancial statements. As a result, we expect
that our expenses will continue to exceed our regsrior the foreseeable future, and we will be ireguo raise additional funds in order to
continue operations according to our current bissingdan. If we are not able to raise sufficientitedpve may have to curtail our operations,
which could seriously harm our business, financtaddition and results of operations, and we coalkhto cease operations.

We have an accumulated deficit of approximately $38million and expect to continue to incur operag losses for the foreseeable
future.

As of September 30, 2001, we had an accuedii@eficit of approximately $540.8 million. We expéo incur operating losses for the
foreseeable future, and these losses may be stibbt&aorther, we expect to incur negative opeatiash flow in the future. Generally, in the
long term, we expect to continue to invest in @gearch and development and sales and marketiagipagions, and we have substantial
commitments and expect to incur substantial exseredated to the activities giving rise to the agémtnent of our financial statements. We
need to generate significant revenue growth toeaghprofitability and positive operating cash flo&sen if we do achieve profitability and
positive operating cash flows, we may not be ablgustain or increase profitability or positive ogdgg cash flows on a quarterly or annual
basis.

We have experienced operating losses in yaahsince inception. The following table shows operating losses for the periods
indicated:

Operating Loss Period

(in thousands)

$(396,29)) Nine months ended September 30, 2
(112,409 Year ended December 31, 2000 (resta
(33,169 Year ended December 31, 1€
(5,829 Year ended December 31, 1€
(2,129 Year ended December 31, 1€

We are currently the target of securities litigatiaand may be the target of further actions, whichiivbe costly and time consuming to
defend.

Beginning in July 2001, we and certain of ourrent and former officers and directors were edmas defendants in several class action
shareholder complaints filed in the United Statedtriat Court for the Southern District of New Yorollectively captionedin re Clarent
Corp. Initial Public Offering Securities Litigation . These lawsuits purport to bring suit on behalélbpurchasers of our common stock
between July 1, 1999 and December 6, 2000. In thetsens, the plaintiffs allege that we, certairoof officers and directors and the
underwriters of our initial public offering (“IPO%iolated the federal securities laws because BOrfegistration statement and prospectus
purportedly contained untrue statements of matéatlor omitted material facts regarding the congagion to be received by, and the stock
allocation practices of, the IPO underwriters. plantiffs further allege that the prospectus lieigto our secondary offering was false and
misleading for the same reasons. The plaintiff& sespecified monetary damages and other reliefil& complaints were filed in the same
Court against hundreds of other public companias th
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conducted IPOs of their common stock since thell@f0s (the “IPO Lawsuits”). On August 8, 2001, #R® Lawsuits were consolidated for
pretrial purposes before United States Judge Sluhaindlin of the Southern District of New Yorkdde Scheindlin held an initial case
management conference on September 7, 2001, ah winie she ordered, among other things, that the for all defendants to respond to
any complaint be postponed until further orderthef Court. Thus, we have not been required to anameof the complaints, and no
discovery has been served on us. In accordancelwithe Scheindlin’s orders at further status cemnfegs in March and April, the appointed
lead plaintiffs’ counsel filed amended, consolidatemplaints in the IPO Lawsuits on April 19, 208@wever, Judge Scheindlin does not
expect any of the defendants to file motions toniis the amended, consolidated complaints uniiast summer of 2002.

Between September and October 2001, a sergecurities law class action complaints weredfilethe United States District Court for
the Northern District of California against us arattain of our current and former executive officand directors. The plaintiffs in each of
these actions allege, among other things, violatmfrthe Securities Exchange Act of 1934, as ansbrdige to the filing with the SEC of
allegedly false financial statements concerningresults of operations for the second, third andtfoquarters of 2000, and the first and
second quarters of 2001. The original complaingk sespecified monetary damages and other refiefdvember 2001, the court entered an
order consolidating these actions into a singl®acand in December 2001 appointed a lead classtfff. A consolidated complaint has not
yet been filed. No discovery has taken place anttiabdate has been s

In October and November 2001, four sharehaléeivative actions were filed against us, threthe Delaware Chancery Court and one in
California Superior Court. In November 2001, theethDelaware shareholder derivative actions wensalalated into a single action. The
plaintiffs in these actions claim to be suing om behalf and name various of our current and forafiécers and directors as defendants. The
complaints assert several claims, including breddiduciary duties, corporate waste, abuse of mdntinjust enrichment, usurpation of
corporate opportunities and mismanagement, reguitom, among other things, our reporting of aldgdalse financial statements
concerning our results of operations for the sectmod and fourth quarters of 2000, and the fnstl second quarters of 2001, our alleged
failure to disclose information regarding our opienas and the defendants’ alleged failure to im@atrand maintain adequate internal
financial controls. The complaints seek unspeciframhetary damages and other relief. The plaintithie California action has commenced
discovery against the defendants. However, weegkiisg a protective order relating to certain @ dliscovery requests. On March 23, 2002,
our Board of Directors formed a special litigatmommittee of the Board of Directors to investigdie plaintiffs’ allegations. Discovery has
not commenced in the Delaware action. No trial éhai®been set in either action.

On April 12, 2002, a civil complaint for violatiors the federal securities laws was filed agaissand certain of our officers and direc
in the United States District Court for the Distri¢ Minnesota entitledhlstrom, et al. v. Clarent Corporation, et al . The plaintiffs in this
action include Irwin L. Jacobs and a number of gtges apparently affiliated with him. Plaintiffdede that we intentionally issued false
financial reports for the Company between March1280d August 2001 in violation of Sections 10(kd 20(a) of the Securities Exchange
Act of 1934 and similar provisions of Minnesota lalWe currently believe that this litigation will meordinated or consolidated for most pre-
trial purposes with the other securities law clastion matters currently pending against us. Thafien is at an early stage. No response to the
complaint has yet been filed, and no discoverytaksn place.

On April 26, 2002, certain former sharehatdefr PEAK Software Solutions, Inc. (“PEAK”), somewhom are employees of ours,
including one of our key employees, filed a lawsgainst us in Colorado state court. The compklages claims for common law fraud,
securities fraud and breach of contract relatinguoacquisition of PEAK in July 2000. The comptadoes not specify the damages sought.
The complaint has not yet been served and no resguas been filed.

The ultimate outcome of these matters capreently be determined and will require signiftteammitment of our financial and
management resources and time, which may seritiasiy our business, financial condition and resaflisperations. We cannot assure you
that any of the allegations discussed above cardmved without costly and protracted litigatiand the outcome may have a materially
adverse
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impact upon our financial position, results of @iems and cash flows. No estimate can be madesatimne of the possible loss or possible
range of loss associated with the resolution cfehactions.

In addition, securities class action litigatihas often been brought against a company falipaidecline in the market price of its
securities. The uncertainty of the currently pegdivestigation and litigation could lead to moatility in our stock price, if and when
trading resumes. We may in the future be the tasfysecurities class action claims similar to thdescribed above.

We have been and are continuing to cooperate witlgulatory agencies in connection with their invegditions of the actions relating to
the restatement of our financial statements, and @gect the investigations to be time-consuming awndtly and to divert management’s
time and attention, and the investigations couldstdt in penalties against us.

On September 4, 2001, we contacted the SissuExchange Commission (the SEC) and the Nasdagdivatch to inform them of
possible accounting and financial irregularitieasdag commenced and now has completed an invéstigatating to these matters. The
Nasdag investigation resulted in the delistingwf @ommon stock from the Nasdaq Stock Market effecianuary 30, 200.

We also have been notified that the SEC basenced an investigation regarding the eventagisise to the restatement. Although we
are cooperating fully with the SEC in its investiga, we cannot anticipate actions that may bertdkethe SEC or any other regulatory
agencies should they begin investigations. The B&the ability to pursue civil or criminal penedtiagainst us and our current and former
officers and directors.

Our investigation and our cooperation wita Nasdaq and SEC investigations have been codllyime-consuming. Our response to the
SEC'’s continuing investigation will be costly anmahé-consuming and will divert management'’s time attdntion from the operation of our
business. The SEC investigation could result ifl oivcriminal penalties against us, which could®esly affect our capital resources. Any of
these events could adversely affect our busingemdial position, results of operation and castwfl

We are currently engaged in litigation and othersgiutes with former distributors and suppliers, whigvill be costly and time
consuming to defend.

On December 31, 2001, D-Link Corporation ¢Dk”), a distributor/supplier to us, filed two cgataints in California Superior Court in
which D-Link asserted various breach of contraainet against us. D-Link seeks damages of approgign&t9.0 million plus interest with
respect to these alleged breaches of contractda&ech 5, 2002 the court consolidated the two astidde have filed a cross-complaint
against D-Link alleging breach of contract and bheaf warranty. We have answered D-Link’s compkidienying all material allegations
and asserting various affirmative defenses. Disgolias commenced with respect to both of the D-ldoinplaints, but a trial date has not
been set.

In December 2001, we received letters fromglarOceans Corporation (HK) Limited (“Bright Ocesdpin which Bright Oceans asserted
possible claims against us. Bright Oceans clairhatlit purchased products from us on purchase sidyject to a right of return that it has
now exercised, and that we are obligated to reBuight Oceans’ payment. Bright Oceans seeks regasfe$4.6 million plus interest and
expenses.

The ultimate outcome of these matters capredently be determined and will require signiftteammitment of our financial and
management resources and time, which may seritiasiy our business, financial condition and resaflisperations. We cannot assure you
that any of the allegations discussed above caadmved without costly and protracted litigatiand the outcome may have a materially
adverse impact upon our financial position, resaitsperations and cash flows. No estimate can &genat this time of the possible loss or
possible range of loss associated with the resoldf these actions.

In addition, litigation has often been brotugbainst a company following significant restruirtgs of operations that affect its
relationships with distributors and suppliers. Wayrm the future be the target of other claims kinto those described above.
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We may not be able to pay our operating lease commants of approximately $72.5 million as of Septeani30, 2001.

At September 30, 2001, we had operating leasenitments of approximately $72.5 million thae @ue and payable through 2011. These
leases relate to approximately 396,000 squareofdatility space, of which approximately 307,0@fuare feet is excess based on our current
operating levels. The excess space is principal@alifornia.

We are currently attempting to sublet theesscspace or renegotiate our lease terms. The tiiarlafice space in California remains
depressed, however, and we cannot guarantee thailMee able to find a sublessee for our excefis@Epace. In addition, we entered into
some of the leases at times when the demand ficecfpace was considerably higher than now, ancetital rates under these leases are
likely to be at prices that are higher than theg@for which we will be able to sublease the spAsea result, even if we can identify a
sublessee for our excess office space, we ar¢ likglemain committed to pay some portion of tha.rin addition, the lessors of these
properties are under no obligation to renegotiatdeases. If we are unable to sublet the prensisbgect to these leases, or are required to
sublease the premises at a loss, and if we argueoessful in renegotiating the lease terms, wienedd to raise additional funds to cover
these commitments which, as described above, midlyenpossible on terms that are acceptable torwa, all.

Our strategy to continue operating according to ocurrent business plan relies heavily on achievirgyenue targets, reducing
expenses and effectively complying with our corieetmeasures.

Our cash flows have been, and we expectowiitinue to be, materially impacted by the downiardemand for telecommunications
equipment and by the events causing, and the ingbattte restatement of our financial statementsckvhas decreased demand for our
products. Although we implemented remedial meastaresidress the activities discovered in our ingasibn, our ability to achieve our
business plan is dependent on our effective coatiraxecution of these measures as we operate simesa. Additionally, our ability to meet
our revenue targets depends in large part on théncing support of our customers and distributardso may react adversely to the
restatement of our financial statements. The restant of our financial statements and the secatlitigation filed against us has resulted in
substantial negative publicity about us, which mayse some of our potential customers to defehases of our products. We may not be
able to retain customers and distributors if treselconfidence in us, and our distributors mayaeese their willingness to do business with
us. Some of our customers and distributors, pdstilyularge organizations, may be reluctant to ehas or continue to use us as a vendor due
to concerns over our weakened financial condition.

In addition, we have incurred, and expeadntinue to incur, substantial expenses relatingéaestatement of our financial statements,
regulatory agency investigations and litigation texat We also have substantial operating lease#red commitments, which will require us
to make substantial payments if we cannot renetgobiaotherwise reduce these commitments. Additipnachieving our revenue and
expense targets depends on factors that are beywrabntrol, such as the condition of the globarexmy, the status of capital expenditures
in our customers’ markets and the outcome of tigation against us. As a result, we cannot guagrtttat we will be able to achieve the
revenue and expense targets. If we do not achimsettargets, we will either have to raise addiiéinancing or curtail or cease our
operations.

If we do need to raise additional capital, thereris guarantee that capital will be available to ns acceptable terms or at all. If we
cannot secure additional funding on acceptable texmve may be required to curtail or cease operasion

We have limited access to the capital marteetaise additional financing should we neednvestors recently have been reluctant to
invest in relatively unproven high-technology comigs such as our, and raising capital in the camearket conditions is difficult. In
addition, our ability to obtain additional finangilon acceptable terms will be adversely affectedrimertainties relating to the outcome of
pending litigation involving us and the regulatoeyiews to which we are subject as well as thecefiethe restatement of our financial
statements and the delisting of our common stamk fthe Nasdaq Stock Market. As a result, ther@iguarantee that financing will be
available on terms that are acceptable to us, alt.df
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we are able to consummate a financing arrangeni@nt is no guarantee that the amount raised wififficient to meet our future needs.

If we cannot raise needed funds on acceptebies, we will have to curtail or cease operatidinwe are required to curtail operations, we
may not be able to develop or enhance our prodiaits,advantage of future opportunities or resgontbmpetitive pressures or unanticipi
requirements. We also may be required to reduc@lanned product offerings and development and etegs efforts. Any of these effects
could seriously harm our business, financial coadiaind results of operations and could adverdé#gtaour continued viability.

If we are able to raise additional funds,mey do so from a combination of sources, potegtiattluding debt and equity issuance, and
the sale of assets. If we were to raise additiirads through the issuance of debt securitiesetlesurities could have rights, preferences
privileges senior to those of common stock holdansl the terms of such debt securities could impesteictions on our operations. The sale
of additional equity or convertible debt securitiesuld reduce the ownership percentage of ouriegistockholders. New investors may
demand rights, preferences or privileges senitindee of existing holders of our common stock.

Our indemnification obligations to our directors ahofficers in connection with various securities drother litigation commenced
against us, may deplete our cash resources andafeir ability to operate our business successfully

Our Amended and Restated Certificate of Ipomation provides for the indemnification of ouratitors with certain exceptions. In
addition, our bylaws provide for the indemnificatiof our directors and executive officers as augear by law and in accordance with any
written indemnification agreements with our direstand executive officers. Our bylaws also permiemnification of officers, employees
and other agents in appropriate situations. We batered into indemnity agreements with each ofdinectors and current and former
executive officers, which provide that we will indeify our directors and executive officers to théest extent allowed by law. The
indemnity agreements also provide additional indéoation to our directors and executive officemscionnection with any action, suit or
proceeding, with certain exceptions.

Various securities and other litigation clailrave been filed against several of our curredtfarmer directors and officers. In addition,
several of our directors and officers may incuntg@sising from potential investigation by regutgtagencies, including Nasdaq and the £
The ultimate outcome of these matters cannot beeptly determined and we cannot estimate the dessibent of our indemnification
obligations or the availability of coverage throumir insurance. We have purchased directors’ aficeo$’ liability insurance to reimburse us
for the costs incurred in connection with our indéfination obligations described above. For theqaefrom July 1999 through June 30,
2001, the period in which the claims against us@arthin of our directors and executive officersevasserted, we had in place directors’ and
officers’ liability insurance policies providing aggregate of $35.0 million in coverage (the “D&GliBles”). The D&O Policies provide
coverage, subject to various exclusions, includilagms relating to the restatement of our finanstatements. The D&O Policies provide that
100% of the costs incurred in defending claims rasdgointly against us and our directors and ekeeofficers are allocated to the
individuals’ defense and, thus, are covered byptily.

Certain of the insurers of the D&O Policies havgerged their rights to deny coverage, in wholengrart, as a result of (i) the activities
certain covered executives which may be imputagstavhich may result in a significant limitation@fverage or (ii) the errors or infirmities
in the application process, which may enable tkarrs to rescind the policy. If our insurance cage is honexistent or insufficient to
indemnify our directors and officers to the extpravided in our bylaws and the indemnity agreememis financial position, results of
operations and cash flows could be materially asblgraffected because we have not set aside asydia reserves to pay our indemnity
obligations that are denied or not covered by o&OPolicies.
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Our failure to manage our recent strategic restrueing effectively could negatively affect our redslof operations.

When we began commercial shipment of our gpetsdin March 1997, we initially experienced a pdrof rapid growth and expansion that
significantly strained all of our resources. Howe¥emm December 31, 2000 to the filing of this oep the total number of our employees
decreased from approximately 848 to approximat8ly durrently due to organizational restructuring aglated reductions in workforce
arising from reduced revenue expectations. Desipitse recent reductions in workforce, we expecimaptementation of organizational
restructuring will place strain on our managemant] operational and financial resources. The ssaufesur organizational restructuring
depends on the ability of management to utilizeiced resources effectively. We may not be ablendément our strategic focus on the I
access or our “last mile” market in an efficientaimely manner. Delays in streamlining our op@nasiduring our transition to the local
access market focus may impair our ability to aatly forecast sales demand, manage our produeniory, and record and provide support
services to our customers. Our inability to managreorganizational restructuring effectively cosketiously harm our business, financial
condition and results of operations. Finally, weyrba the target of employment litigation in conm@ttwith our restructuring and reductions
in workforce.

If the strategic restructuring of our organizatiors not effective, our financial results and busiresould suffer.

In response to changes in industry and maxdeditions we are restructuring, and may contitougstructure, our activities to more
strategically realign our resources and improveaparational efficiency. Our restructuring plamased on certain assumptions regarding the
cost structure of our business and the nature ewetity of the current industry adjustment whichymat prove to be accurate. Our
restructuring plan has involved the implementatiba number of initiatives to streamline our bussiand improve operational efficiency.
cannot assure you that our restructuring plannegult in sufficient cost reduction or greater @pienal efficiency in light of current or future
capital markets and telecommunications industrydi@ns. We also cannot assure you that we willbetequired to refine, expand or ext:
our restructuring plan, or that we will improve ayerational efficiency as a result of our restdog plan. In addition, we cannot assure you
that we will be able to successfully utilize oudueed workforce resources effectively or that oanagement will be effective during our
restructuring. Current and additional restructudatjons may result in further cash and/or non-cdstiges, which could adversely affect our
business, results of operations and financial damdiFinally, we may be the target of employmétigation in connection with our
restructuring and reductions in workforce.

If we are unable to attract or retain key personreehd qualified employees as a result of uncertaiatyout our future and the possible
loss of confidence of our employees, we may noable to operate our business successfully.

Our success depends in large part upon dliydb attract and retain key personnel and diediemployees, particularly senior
management, highly skilled engineers, sales pespmarketing personnel and support personnel,idespr recent workforce reductions.
The competition for such key personnel and qualiémployees is intense. Uncertainty about our éuturd the possible loss of confidence of
our employees in connection with the restatemepuotistorical revenue, multiple lawsuits filedaagst us, regulatory review and recent
negative publicity could harm our ability to attrand retain key personnel and qualified employedsch could materially adversely affect
our business, operating results and financial ¢mndiln addition, we have effected several redingiin workforce designed to align our
workforce with our anticipated level of busineske$e reductions in workforce were targeted at atimg more than 80% of the workforce
we had in early 2001 by early 2002 and terminasiegeral senior executives.

Our success also depends upon our abiliagttact and retain key executive officers and semianagement. We have recently
experienced significant management changes andadexecutives either resigned or were terminatetbnnection with the financial
irregularities investigation and as a result ofuatbns in workforce that have been accompanietheyestructuring of our operations. These
management changes have resulted in transitioffigiudies, and a significant strain on our managatrsystems,
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infrastructure, resources, operational capabilaied planning and management processes, whicimakk it difficult for us to implement our
business strategy and may adversely impact ouatipgmresults, financial condition and our abilityincrease revenues or control costs. In
addition, if we are unable to retain our key exeeubfficers, recruit new key officers or train aménage our workforce, our business,
operating results and financial condition couldadeersely affected.

Competition for technical personnel in thghhtechnology industry is intense, despite curemanomic conditions. Our future success
depends, in large part, on our ability to attrawt eetain highly skilled personnel. The loss of skevices of any of our key personnel, the
inability to attract or retain qualified personinekthe future or delays in hiring required persdnparticularly engineers, sales personnel and
marketing personnel, may seriously harm our busirf@sancial condition and results of operation® kvay find it more difficult to attract or
retain qualified personnel as a result of our receduction in workforce and restructuring. In didli, if management is unable to utilize
reduced resources effectively, our ability to cotepefectively may be impaired. We will need to argd our sales operations and marketing
operations in order to increase market awarenesargfroducts and generate increased revenue. Blew gersonnel and marketing perso
will require training and take time to achieve fotbductivity. In addition, the design and instadia of IP telephony solutions can be
complex. Accordingly, we need highly trained prafesal services and customer support personnelwilVeeed to continue to increase the
number of service and support staff to support cestomers and the expanding needs of existing mest Competition for personnel is
intense, especially in the San Francisco Bay Areareswe maintain our headquarters. We cannot baicénat we will successfully attract
and retain additional qualified personnel. In addit our key person life insurance policy, coversmgne of our key employees, may be
insufficient to cover the costs associated withltiss of one of these employees.

We may not have adequate protection for our intetigal property, which may make it easier for otharssell competing products.

We rely on a combination of patent, copyrigiademark and trade secret laws and restrichardisclosure through confidentiality
agreements to protect our intellectual propertiitagDespite our efforts to protect our proprietagits, unauthorized parties may attempt to
copy or otherwise obtain and use our productsamelogy. In addition, we cannot be sure that éeéour former employees have taken
appropriate steps to protect our intellectual prigpeonsistent with our policies. Monitoring unaattzed use of our products is difficult, and
we cannot be certain that the steps we have takbprevent misappropriation of our technology. Tlaes of some foreign countries do not
protect our proprietary rights to as great an ebdsrthe laws of the United States, and many UrStates companies have encountered
substantial infringement problems in these coustseme of which are countries in which we havd sold continue to sell products. If we
fail to protect our intellectual property rightsemghately, it would be easier for our competitorseth competing products.

Our products may infringe on the intellectual propg rights of third parties, which may result in l&suits and prohibit us from selling
our products.

We believe there is a risk that third parhiase filed, or will file applications for, or haveceived or will receive, patents or obtain
additional intellectual property rights relatingrtmterials or processes that we use or proposgetoAs a result, from time to time, third
parties may assert exclusive patent, copyrighdetmegark and other intellectual property rights thtelogies that are important to us. In
addition, third parties may assert claims or ibdtitigation against us or our manufacturers, $eppor customers with respect to existing or
future products, copyrights, trademarks or otheppetary rights. Any claims against us or custa@ribat we indemnify against intellectual
property claims, with or without merit, may be tko@nsuming, result in costly litigation and diversiof technical and management perso
or require us to develop non-infringing technoloifya claim is successful, we may be required tiwba license or royalty agreement under
the intellectual property rights of those partiEsming the infringement. If we are unable to obttie license or acceptable terms, we may be
unable to market our products. Limitations on duility to market our products and delays and castociated with monetary damages and
redesigns in compliance with an adverse judgmesetitement could harm our business, financial itamdand results of operations.
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Sales to customers based outside the United Stadwse historically accounted for a significant poain of our revenue, which exposes
us to risks inherent in international operations.

International sales represented approximately 7Deéwenue for the nine months ended September(IL,55% of total revenue in 20
and 54% of total revenue in 1999. Our internati@parations are subject to a variety of risks aased with conducting business
internationally any of which could seriously haror dusiness, financial condition and results ofrapens.

These risks include:

« greater difficulty in accounts receivable collecgo

« import or export licensing and product certificatieequirements;

« tariffs, duties, price controls or other restriasoon foreign currencies or trade barriers impdsefbreign countries;
* potential adverse tax consequences, includingicgstrs on repatriation of earnings;

« fluctuations in currency exchange rates;

« seasonal reductions in business activity in sonmis pé the world;

 unexpected changes in regulatory requirements;

« burdens of complying with a wide variety of foreilgnvs, particularly with respect to intellectuabperty and license requirements;
« difficulties and costs of staffing and managingeign operations;

« political instability;

« the impact of recessions in economies outsideefthited States; and

« limited ability to enforce agreements, intellectpedperty and other rights in some foreign coustrie

Our vendors and suppliers may react adversely te tbstatement of our historical financial statemenand our weakened financial
condition, which would make our continuing viabiltuncertain.

Our future success depends in large patestpport of our vendors and suppliers, who magtradversely to the restatement of our
historical financial statements. The restatememunfhistorical financial statements and the sdiesrlitigation filed against us has resulted in
substantial negative publicity about us, which tessed some of our potential customers to defehages of our products. Our vendors and
suppliers may reexamine their willingness to daress with us if they lose confidence in us andatility to fulfill our commitments.

The success of our business depends in partioability to enter into contracts with companénd for the continuing provisions of
product and services. Some of these companiescydarty large organizations, may be reluctanthiose us or continue to use us as a vendor
due to concerns over our weakened financial carditi

Our common stock is currently not eligible for tréiey on any public market, which has adversely affed the market liquidity and
volume of trading of our common stock and has matimore difficult for us to raise additional capita

Our common stock was delisted from the Nasgtagk Market, effective January 30, 2002, baseNasdaq’'s determination that we had
violated certain of the Nasdaq continued listinguieements as a result of (i) our failure to filer @uarterly report on Form 10-Q for the
guarter ended September 30, 2001, (i) the faifir@ur annual report on Form 10-K for the fiscahlyended December 31, 2000 to contain
audited financial statements because our auditostE: Young LLP, informed us that our financiah&ments for the year ended
December 31, 2000 should no longer be relied uganrasult of the matters which gave rise to the@rer a special investigation and for
which the investigation and resulting restatedrftial statements
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were not complete, rendering our financial statesanaudited at that time, and (iii) public intéresncerns related to the protection of
investors. Our common stock is not currently eligitor trading on any public market, although ptév&ransactions involving our stock are
now quoted on the OTC Market Pink Sheets Electr@niotation Service (the “Pink Sheets”) under thalsyl “CLRN.” As a result, an
investor will likely find it more difficult to dispse of, or to obtain accurate quotations for theepof, our common stock. In addition, until we
are in compliance with the public filing requirenteinf the Securities Exchange Act of 1934, as aménithe quoting of our common stock
the Pink Sheets is not eligible to be sponsored market maker, which may make it more difficult &m investor to acquire or dispose of our
common stock in the secondary market. In addiiforthen or our common stock is eligible to be spes by a market maker, our common
stock will be subject to so-called “penny stockles) which impose additional sales practice ancketanaking requirements on broker-
dealers who sell and/or make a market in such gmsurConsequently, brokelealers may be less willing or able to sell andiake a marke
in our common stock and purchasers of our commmekshay have more difficulty selling such commoocgton the Pink Sheets. In all
cases, the market liquidity and volume of tradifigur common stock has declined and has made i miifficult for us to raise additional
capital.

We have a limited operating history, which makedlifficult to evaluate our prospects.

We are an early-stage company in the emei@iriglephony market. Because of our limited opegatistory, we have limited insight into
trends that may emerge in our market and affecbasimess. The revenue and income potential dirthielephony market, and our business
in particular, are unproven. As a result of ouritéd operating history, we have limited financiatalthat you can use to evaluate our busi
You must consider our prospects in light of th&sjexpenses and challenges we might encounteusegee are at an early stage of
development in a new and rapidly evolving marketldds we generate significant revenue growth, meneasing expenses will significantly
harm our financial position.

Our markets are highly competitive, and we cannagsare you that we will be able to compete effedyive

We compete in a new, rapidly evolving anchhigcompetitive and fragmented market. We expeotpetition to intensify in the future.
We cannot assure you that we will be able to comp#ectively. We believe that the main competitigetors in our market are product
quality, features, cost and customer relationships. current principal competitors include Ciscst®yns, Inc., Lucent Technologies Inc.,
Nortel Networks Corporation, Sonus Networks, Nueammunications Inc. and Vocal Tec Communicationaniylof our large competito
have significantly larger market shares (as mealsbyeports shipped) and stronger relationships s&ttvice providers than we do. In
addition, they may be able to compete more effebtibecause they will be able to add IP teleph@ajures to their existing equipment or
bundle these features as part of a broader soluM@nalso expect that other companies may entemawket with better products and
technologies.

We expect our competitors to continue to iovprthe performance of their current products atrduce new products or new
technologies. To be competitive, we must contirmumvest significant resources in research andldpweent, sales, marketing and customer
support. We cannot be sure that we will have siefficresources to make these investments or thatillvee able to make the technological
advances necessary to be competitive. Increasegatidion is likely to result in price reductiongduced gross margin and loss of market
share. Our failure to compete successfully agaimsent or future competitors could seriously haum business, financial condition and
results of operations.

A loss of one or more of our key customers couldisa a significant decrease in our net revenue.

We have historically derived the majorityoefr revenue from a small number of customers. @iseomer, Grintek Telecom individually
accounted for 26% of our revenue for the quartdedrSeptember 30, 2001 and 17% for the nine mamittied September 30, 2001. In the
fiscal year 2000, no one customer individually aoted for 10% or more of our net revenues. In 1@98ities affiliated with AT&T
Corporation accounted for 15% of net revenue atitiesaffiliated with Ji Tong Communications acoted for 10% of net revenue. None of
our customers is obligated to purchase additioradyrcts or services. Accordingly, we cannot beaierthat present or future customers will
not terminate their purchasing
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arrangements with us or significantly reduce oagéeheir orders. Any termination, change, reductiodelay in orders could seriously harm
our business, financial condition and results aragions.

Our future ability to generate sales depends on thieroperability of our products with those of oth vendors.

While our products currently connect to ttelitional telephone system using standard integfaan increasing number of our customers
have requested that our products interoperateaaitipeting IP telephony products from other vendbng interoperability standards for IP
telephony equipment are evolving. We have develamdyginitial interoperable solutions, but if weeaunable to provide or maintain our
customers’ interoperable solutions with other veatproducts, they may seek vendors who providatgreproduct interoperability. This
could seriously harm our business, financial coodiaind results of operations.

Our inability to introduce new products and produehhancements could prevent us from increasing newe.

We expect that the IP telephony market walicharacterized by rapid technological change. \&eexpect that the increased use of IP
telephony will require us to rapidly evolve and pidaur products to remain competitive. The sucedsgeration of our business depends on
our ability to develop and introduce new productd product enhancements that respond to technalogfi@anges or evolving industry
standards on a timely and cost-effective basiscdmot be certain that we will successfully devedod market these types of products and
product enhancements. Our failure to produce tdolgiaally competitive products in a cost-effectivnner and on a timely basis will
seriously harm our business, financial conditiod eesults of operations.

We may not be able to expand our distribution aridedt sales channels, which would harm our ability generate revenue.

We are now in the process of converting aigrgeas sales organization into distributorshipsteave significantly downsized our direct
sales force and operating activities in a numbewoitries. We believe that our future succesgeddent upon our ability to establish and
manage successful relationships with a varietyoofielstic and international distribution partners keg personnel with our direct sales force.
We have agreements with more than 25 distributamtners that accounted for approximately 31% artd 2finet revenue for the three and
nine months ended September 30, 2001, 31% of revianthe fiscal year 2000 and 16% of revenue iro19%ese distribution agreements
typically may be terminated without cause upon 8¢gsthotice. We cannot be certain that we will be &breach agreement with additional
distribution partners on a timely basis or at@illthat these distribution partners will devoteqgse resources to marketing, selling and
supporting our products. To generate greater revéom distributors, we must successfully managedaiributor relationships, which we
cannot guarantee that we will be able to do inftinere. Our inability to generate revenue from rilisttion partners may harm our business,
financial condition and results of operations.

Our sales cycle is typically long and unpredictapteusing us to incur expenditures prior to the ebpt of orders.

We incur research and development, and salésnarketing, including customer support, expemes prior to receiving orders for our
products from any given customer. The length ofshles cycle with a particular customer is influsthby a number of factors, including:

* a customer’s experience with sophisticated telecanmeations equipment, such as our product;
« the particular telecommunications market that tt@mer serves; and
« the cost of purchasing our product, including tbhstof converting from installed equipment, whichynbe significant.
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Before we receive orders, our customers typicadigttand evaluate our products for a period of mangnths.

We cannot be certain that the sales cycledoproducts will not lengthen in the future. biddion, the emerging and evolving nature of
the IP telephony market may cause prospective metoto delay purchase decisions as they evaleatd¢athnologies, test our products and
develop and implement new systems. As the avenatgr size for our products grows, the process fppraving purchases is likely to beco
more complex, leading to potential delays in receffihese orders. As a result, our long and uriptable sales cycle contributes to the
uncertainty of our future operating results.

Delays in customer orders could have a negative &tipon our results of operations for any given quar.

We have historically received a significanttpn of our product orders near the end of a tgunaAccordingly, a delay in an anticipated
receipt or delivery of a given order past the ehd particular quarter may negatively impact owutes of operations for that quarter. These
delays may become more likely given that we exflettthe average size of our customer orders nagéise. As a result, a delay in the
recognition of revenue, even from just one custommay have a significant negative impact on ounlte®f operations for a given period.
Additionally, the volatility in capital markets amad the U.S. economy may cause some customersstpqee or terminate significant capital
expenditures, such as expenditures on our proddinisdelay in sales of our products could resubi isignificant decrease in cash flow,
which, in turn, could severely affect our abilityrhake payments as they come due and could causperating results to vary significantly
from quarter to quarter.

Our dependence on third party manufacturers may utsn product delivery delays.

We license technology that is incorporatead wur products from third party manufacturers|uding AudioCodes, Ltd. and Natural
Microsystems. If these vendors fail to supply uthvtiheir components on a timely basis, we coulcegrpce significant delays in shipping
our products. Although we believe there are otlerces for this licensed technology, any signifidaterruption in the supply or support of
any licensed technology could seriously harm olessainless and until we can replace the functitynpfovided by this licensed technology.
Also, because our products incorporate softwareldged and maintained by third parties, we depenthese third parties to deliver reliable
products, support these products, enhance tha&rmysroducts, develop new products on a timelyasd-effective basis, and respond to
emerging industry standards and other technologltahges. The failure of these third parties totrttesse criteria could seriously harm our
business, financial condition and results of openat

Our strategy to outsource assembly and test funasién the future could delay our ability to deliveur products on a timely basis.

We assemble and test our products at ouitfesiin Redwood City, California and in Manassdsginia. We have outsourced some of
our assembly and test functions.

This outsourcing strategy involves risks/udéing the potential absence of adequate capasdy@duced control over delivery schedules,
manufacturing yields, quality and costs. In thergbat any significant subcontractor was unablerwilling to continue to manufacture
and/or test our products in the required volumeswwuld have to identify and qualify acceptabldaepments. This process could be leng
and we cannot be sure that additional sources wmeiklailable to us on a timely basis. Any delainorease in costs in the assembly and
testing of products by third-party subcontractarsld seriously harm our business, financial conditind results of operations.

Our facilities are vulnerable to damage from earthgkes and other natural disasters.

Some of our assembly facilities are locate@onear known earthquake fault zones and aNalreerable to damage from fire, floods,
earthquakes, power loss, telecommunications failarel similar events. If such a disaster occursewtr still assemble our products in-
house, our ability to assemble, test and ship oonlyxts would be seriously, if not completely, inmpd, which would seriously harm our
business, financial condition and results of openat We cannot be sure that the insurance we ainiagainst fires,
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floods, earthquakes and general business inteongptill be adequate to cover our losses in anfiqudatr case.
Fluctuations in the values of foreign currencies atil have a negative impact on our profitability.

Due to our international operations, we incur exg@snn a number of currencies. We do not curremt@jage in currency hedging activit
to limit the risks of exchange rate fluctuationkefefore, fluctuations in the value of foreign emties could have a negative impact on the
profitability of our global operations, which wous@riously harm our business, financial conditind eesults of operations. All of our sales,
including international sales, are currently denmated in U.S. dollars. However, we do not expeat thture international sales will continue
to be denominated in U.S. dollars. Fluctuationthavalue of the U.S. dollar and foreign currenciesy make our products more expensive
than local product offerings.

Our certificate of incorporation and bylaws and Delare law contain provisions that could delay orgment a change of control of
Clarent.

Certain provisions of our certificate of imporation and bylaws and Delaware law may discagjrdglay or prevent a merger or
acquisition that a stockholder may consider favigrabhese provisions include:

« authorizing the board of directors to issue preféistock;

« prohibiting cumulative voting in the election ofetors;

« limiting the persons who may call special meetiafystockholders;
« prohibiting stockholder action by written consent;

« establishing advance notice requirements for notising for election of the board of directors or fwoposing matters that can be acted
on by stockholders at stockholder meetings;

* establishing a classified board of directors raggithat members of the board of directors be etkat different years.

In addition, in February 2001, we adopteti@sholder rights plan which may discourage, defgyrevent a merger that a stockholder
may consider favorable. We are also subject t@aoeprovisions of Delaware law that could delayteder prevent us from entering into an
acquisition, including Section 203 of the Delaw@eneral Corporation Law, which prohibits a Delawewsgporation from engaging in a
business combination with an interested stockhaldérss specific conditions are met.

We do not intend to pay dividends.

We have never declared or paid any cashelidd on our capital stock. We currently intencetain any future earnings for funding
growth. Therefore, we do not expect to pay anyddinds in the foreseeable future.
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ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURE S ABOUT MARKET RISK
Financial Market Risk

Our financial market risk includes risks asated with international operations and relate@ifin currencies. We anticipate that
international sales will continue to account faignificant portion of our consolidated revenuer @ternational sales are largely
denominated in U.S. dollars and therefore are mjest to material foreign currency exchange riskpenses of our international operations
are denominated in each country’s local currenadytherefore are subject to foreign currency excbaisk; however, through September 30,
2001 we have not experienced any significant negatipact on our operations as a result of fluotuastin foreign currency exchange rates.
We do not currently engage in any hedging activiieuse derivative financial instruments.

We have an investment portfolio of fixed immsecurities, including those classified as castivalents, of approximately $73 million at
September 30, 2001. These securities are subjetetest rate fluctuations and will decrease inketvalue if interest rates decrease. The
primary objective of our investment activitiesasgreserve principal while at the same time maximgizields without significantly increasit
risk. We invest primarily in high-quality, shortrte debt instruments such as U.S. government seugind instruments issued by high
quality financial institutions and companies, irdihg money market instruments and debt issued hyocations. A hypothetical 100 basis
point increase in interest rates would result gsléhan a $200,000 decrease (less than 0.2%) faithearket value of our available-for-sale
securities.

We have investments in equity and debt seesrf privately held companies for the promotadrbusiness and strategic objectives of
$6.9 million at September 30, 2001. These investsare generally in companies in the telecommuioicatindustry. We also have invested
in a venture capital management fund. These invassrare included in long-term investments andaaceunted for using the cost method.
For investments in which no public market exists, policy is to regularly review the operating perhance, recent financing transactions
cash flow forecasts for such companies in assesisenget realizable values of the securities a§éhebmpanies. Impairment losses on equity
investments are recorded when events and circupestdndicate that such assets are impaired arndettime in value is other than tempor:
During the nine months ended September 30, 200ke@ded impairment losses of $8.9 million on irents and realized gains of
$1.4 million.
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PART II.
OTHER INFORMATION
ITEM 1. LEGAL PROCEEDINGS

Beginning in July 2001, the Company and ¢eré its current and former officers and directassre named as defendants in several class
action shareholder complaints filed in the Unitéat&s District Court for the Southern District oW York, collectively captioneth re
Clarent Corp. Initial Public Offering Securities Litigation . These lawsuits purport to bring suit on behalflbpurchasers of the Company’s
common stock between July 1, 1999 and Decembdi@).2n these actions, the plaintiffs allege that €ompany, certain of its officers and
directors and the underwriters of its initial peldffering (“IPO”) violated the federal securitilesvs because the Company’s IPO registration
statement and prospectus purportedly containediestatements of material fact or omitted matdéaietis regarding the compensation to be
received by, and the stock allocation practiceshaf,IPO underwriters. The plaintiffs further aketipat the prospectus relating to the
Company'’s secondary offering was false and mistegttir the same reasons. The plaintiffs seek urifgpeenonetary damages and other
relief. Similar complaints were filed in the sameutt against hundreds of other public companiesdbaducted IPOs of their common stock
since the late 1990s (the “IPO Lawsuits”). On Audi2001, the IPO Lawsuits were consolidated fetral purposes before United States
Judge Shira Scheindlin of the Southern Distridiefv York. Judge Scheindlin held an initial case aggament conference on September 7,
2001, at which time she ordered, among other thitings the time for all defendants to respond tp@mplaint be postponed until further
order of the Court. Thus, the Company has not beguired to answer any of the complaints, and soadiery has been served on the
Company. In accordance with Judge Scheindlin’srsrdefurther status conferences in March and Aftré appointed lead plaintiffs’ counsel
filed amended, consolidated complaints in the IR@$uits on April 19, 2002. However, Judge Scheindbes not expect any of the
defendants to file motions to dismiss the amendedsolidated complaints until at least summer &220

In September and October 2001, a seriesonfrisies law class action complaints were filedhia United States District Court for the
Northern District of California against the Compamd certain of its current and former executiiecefs and directors. The plaintiffs in e¢
of these actions allege, among other things, vaiatof the Securities Exchange Act of 1934, asrated, due to the filing with the SEC of
allegedly false financial statements concerningGbenpany’s results of operations for the secoridj #nd fourth quarters of 2000, and the
first and second quarters of 2001. The original glamts seek unspecified monetary damages and wahef. In November 2001, the court
entered an order consolidating these actions isiogle action, and in December 2001 appointeca tdass plaintiff. A consolidated
complaint has not yet been filed. No discovery taken place and no trial date has been set.

In October and November 2001, four sharehiaddeivative actions were filed against the Compahsee in the Delaware Chancery Court
and one in California Superior Court. In Novemb@@?2, the three Delaware shareholder derivativ@astivere consolidated into a single
action. The plaintiffs in these actions claim tosoéng on the Company’s behalf and name variodeeCompany’s current and former
officers and directors as defendants. The com@assert several claims, including breach of figiycduties, corporate waste, abuse of
control, unjust enrichment, usurpation of corpo@iportunities and mismanagement, resulting framgreg other things, the Company’s
reporting of allegedly false financial statemerdgaaerning the Company’s results of operationstergecond, third and fourth quarters of
2000 and the first and second quarters of 2001Ctrapany’s alleged failure to disclose informatiegarding the Company’s operations and
the defendants’ alleged failure to implement andhtain adequate internal financial controls. Thenptaints seek unspecified monetary
damages and other relief. The plaintiff in the f@afiia action has commenced discovery against ¢éfiendlants. However, the Company is
seeking a protective order relating to certairhefdiscovery requests. Discovery has not commeincibe Delaware action. On March 23,
2002, the Company’s Board of Directors formed acihditigation committee of the Board of Directdmsinvestigate the plaintiffs’
allegations. No trial date has been set in eitbtor.
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On December 31, 2001, D-Link Corporation Dk”), a distributor and supplier to the Compafiled two complaints in California
Superior Court in which D-Link asserted variousdate of contract claims against the Company. D-lse&ks damages of approximately
$19.0 million plus interest with respect to thebeged breaches of contracts. On March 5, 200Zthet consolidated the two actions. The
Company has filed a cross-complaint against D-laiging breach of contract and breach of warrahie Company has answered D-Link’s
complaints, denying all material allegations angkating various affirmative defenses. Discovery tmamenced with respect to both of the
D-Link complaints, but a trial date has not been se

In December 2001, the Company received kftem Bright Oceans Corporation (HK) Limited (“BHt Oceans”)n which Bright Ocean
asserted possible claims against the Company. Béighans claimed that it purchased products frarCtbmpany on purchase orders subject
to a right of return. Bright Oceans seeks recoeéid4.6 million plus interest and expenses baseitisqourported right of return.

On April 12, 2002, a civil complaint for vations of the federal securities laws was filediagiahe Company and certain of its officers
and directors in the United States District Coartthe District of Minnesota entitleshlstrom, et al. v. Clarent Corporation, et al . The
plaintiffs in this action include Irwin L. Jacobada number of investors apparently affiliated witim. Plaintiffs allege that the defendants
intentionally issued false financial reports foe Bompany between March 2001 and August 2001 iatidm of Sections 10(b) and 20(a) of
the Securities Exchange Act of 1934 and similavjgions of Minnesota law. The Company currentlyideds that this litigation will be
coordinated or consolidated for most pre-trial msgs with the other securities law class actiortarsaturrently pending against the
Company. This matter is at an early stage. No mespto the complaint has yet been filed, and noogtiery has taken place.

On April 26, 2002, certain former sharehatdefr PEAK Software Solutions, Inc. (“PEAK”), soméwhom are current employees of the
Company, including a key employee of the Compaifsd fa lawsuit against the Company in Coloradoestaturt. The complaint alleges
claims for common law fraud, securities fraud anehlsh of contract relating to the Company’s actjoisiof PEAK in July 2000. The
complaint does not specify the damages soughtcdhmplaint has not yet been served and no respassbden filed.

The Company intends to defend itself vigolpagainst these allegations. However, the ultinoatieome of these matters cannot
presently be determined.
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ITEM 6. EXHIBITS AND REPORTS ON FORM 8-K.

(a) The following exhibits are filed as pafthis Form 10-Q:

10.3z  Separation Agreement, dated July 30, 2001, by ahsdd®en the registrant and Peter Boha
10.3:  Offer Letter, dated August 10, 2001, by and betwtberregistrant and David Emers:

(b) Reports on Form 8-K.

On September 4, 2001, the Company filed agbtiReport on Form 8-K announcing that its presipueported revenues for the first and
second quarters of fiscal year 2001 may have besarially overstated and that the Company has fdrangpecial committee to investigate a
number of transactions that place in question thi@any’s historical financial results.
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CLARENT CORPORATION

SIGNATURES

Pursuant to the requirements of the Secariichange Act of 1934, the registrant has dulgeduhis report to be signed on its behalf by
the undersigned thereunto duly authorized.

CLARENT CORPORATION

By: /s/ JOHN J. O'SHEA

John J. O’'Shea
Chief Financial Officer and Secretary
(Principal Financial and Accounting Officer)

Date: May 8, 2002
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EXHIBIT INDEX
Exhibit Description

10.32  Separation Agreement, dated July 30, 2001, by ahsdden the registrant and Peter Boha
10.3%  Offer Letter, dated August 10, 2001, by and betwderregistrant and David Emers:

EXHIBIT 10.32
July 30, 2001

Mr. Peter Bohacek

c/o Clarent Corporation
700 Chesapeake Drive
Redwood City, CA 94063

Dear Peter:

| am pleased that we have been able to work outtaatly beneficial transition. This letter setstfothe substance of the separation and
consulting agreement (the "Agreement") to which gad Clarent Corporation (the "Company") have agjree

1. SEPARATION DATE. Your employment with the Companiill terminate effective July 31, 2001 (the "Segtson Date").

2. ACCRUED SALARY AND VACATION. On the Separationalie, the Company will pay you all accrued and uthgalary, and all accrued
and unused vacation, earned through the Sepaftite less standard payroll deductions and withihgid You are entitled to these
payments regardless of whether you sign this Agezg¢m

3. COMMISSIONS. As part of this Agreement, the Campwill pay you "zero" dollars ($0.00), less stardipayroll deductions and
withholdings, in satisfaction of any and all comsiigs due to you. You will not be entitled to reeeany other commissions after the
Separation Date.

4. BONUS. You will not be eligible to receive angrtus for the year 2001 or thereafter.

5. SEVERANCE PAYMENT. In exchange for the releabelaims and Supplemental Release described irgpaphs 15 and 17 below, the
Company will make severance payments to you imaouat equal to the continuation of your base sadargf the Separation Date for twelve
(12) months following the Separation Date, lesaddad payroll deductions and withholdings. Thesgvents will be made on the Compar
regular payroll dates, commencing after the Effecbate of this Agreement (as defined in paragtipbelow).

6. CONSULTING AGREEMENT. You will serve as a cortamit to the Company under the terms specified beimm August 1, 2001 until
July 31, 2002 (the "Consulting Period").

(2) CONSULTING SERVICES. You agree to provide cdtisg services to the Company during the Consulfegiod in any area of your
expertise (the "Consulting Services") at the dicecof the Company's Chief Executive Officer, a thompany's sole discretion. You agree to
exercise the highest degree of professionalisma@ntilize your expertise and creative talentsenfprming the Consulting Services. The
Company agrees to give you
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reasonable notice of the dates and times on orhighvthe Consulting Services are to be renderedlyan agree to make reasonable effort
perform such services on or by such requested datéimes. Your compensation for the Consultingi8es shall be the severance and
continued benefits provided during the Consultiegi® under paragraphs 5 and 8 herein.

(b) INDEPENDENT CONTRACTOR STATUS. You agree thatidg the Consulting Period (i) you will be an ipgadent contractor to the
Company and not an employee of the Company, anthéiCompany will not make unemployment insurasrcgovernment sponsored
disability insurance contributions, or obtain wakeeompensation insurance, on your behalf.

(c) LIMITATIONS ON AUTHORITY. You will have no respnsibilities or authority as a consultant to therpany other than as provided
above. You agree not to represent or purport teesgmt the Company in any manner whatsoever tdhérayparty unless authorized by the
Company, in writing, to do so.

(d) NON-COMPETITION. In order to protect the tragkxrets and confidential and proprietary inforrratbthe Company, you agree that
during the Consulting Period you will not, directyindirectly, without the prior written conseritthe Company, own, manage, operate, join,
control, finance or participate in the ownershignagement, operation, control or financing of, @cbnnected as an officer, director,
employee, partner, principal, agent, representativeonsultant, in any location(s) worldwide, ofyaentity that directly competes with any
Company product currently available, or in develeptrand publicly disclosed, as of the Effectivedattthis Agreement (a "Competitor").
you engage in any such competitive activity withili# Company's express written consent, the Compeayyterminate this Agreement, at
sole election, and the Company's obligations teigemyou with any and all compensation and bengfiliscease effective as of the
commencement date of such competitive activityjesitio the provisions of paragraph 21 below. Téredoing shall not be deemed to
prohibit you from holding or acquiring a passiveestment of not more than 2 percent of the capttaik of any publicly traded or privately
held Competitor, and you agree to provide promjitter notice to the Company of any such investnireany privately held Competitor.

7. STOCK OPTIONS. You acknowledge that the Compgnmayted you an option to purchase 60,000 shar€smwipany common stock on or
about December 1, 1998 (the "December 1998 Optidfo) and the Company agree and acknowledge tteatleof 38,750 shares under the
December 1998 Option will be vested and exercisablef the Separation Date. As part of this Agregntbe remaining 21,250 shares of the
December 1998 Option will be accelerated so tH&®0O00 shares of such option shall be fully vésted exercisable as of the Separation
Date. Additionally, you will have the right to exése all vested shares of the December 1998 Oftiogix (6) months after the Separation
Date. Except as specifically set
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forth in this paragraph, the December 1998 Optidhocentinue to be governed by the applicable stopkon grant, stock option agreement
and stock option plan.

All other Company stock options you hold (the "Rarirg Options") will continue to vest until and eénd on the Separation Date. The
Remaining Options will continue to be governed iy applicable stock option grants, stock optioreagrents and stock option plan.

8. BENEFITS. You will continue to receive healtlsimance, special life insurance and disability iasae (other than government sponsored
disability insurance), for six (6) months after ®eparation Date. The Company will provide thestinaed benefits by continuing your
participation in such benefit plans and/or reimimgsyou for the cost of such benefits, in the Compmsole discretion and to the Company's
ability consistent with current practices and theris of the applicable plans. The Company's oliigab provide these benefits will cease
immediately if you accept employment with a new &yer that provides comparable benefits for whiol wre eligible. You agree to notify
the Company immediately in writing upon your aceegpe of such new employment.

9. OTHER COMPENSATION OR BENEFITS. You acknowledbat you will not receive from the Company any #éiddial compensation,
severance or benefits of any kind (including butlimoited to salary, commissions, bonuses or stumion grants) after the Separation Date,
except as expressly provided in this Agreement.

10. EXPENSE REIMBURSEMENTS. You agree that witleén {10) business days after the Separation Datevilbsubmit your final
documented expense reimbursement statement rafieaitibusiness expenses you have incurred thrthegBeparation Date, if any, for
which you seek reimbursement. The Company will lrirse you for these expenses pursuant to its nelgutaness practice. Also pursuant to
its regular business practice, the Company withimirse you for reasonable business expenses idalureng the Consulting Period,
provided that such expenses are routinely reimbuicreexecutives of the Company and you comply wiindard Company requirements
relating to expense reimbursement, including bafindted to requirements regarding verificationexfpenses.

11. RETURN OF COMPANY PROPERTY. On the Separati@telDyou agree to return to the Company all Compaeyiments (and all
copies thereof) and other Company property thathauwe had in your possession at any time, inclydingnot limited to, Company files,
notes, drawings, records, business plans and feiedmancial information, specifications, traigimaterials, computer-recorded information,
tangible property including, but not limited toedit cards, entry cards, identification badgeslan; and any materials of any kind that
contain or embody any proprietary or confidentiibrmation of the Company (and all reproductiorer¢iof); provided, however, that you
may retain your Company cell phone for two (2) nngreifter the Separation Date, and you may retairsach documents or property during
the
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Consulting Period that are necessary for you téopmrthe Consulting Services, in the Company's dideretion.

12. COMPANY E-MAIL AND VOICE MAIL. Your Company e-@il and voice mail accounts will remain active four (4) months after the
Separation Date, for the sole purpose of notifgirgsenders of any such messages of your new tamitagnation, and of the contact
information of appropriate Company personnel fompany business matters.

13. PROPRIETARY INFORMATION OBLIGATIONS. You ackndedge your continuing obligations under your EmgleyProprietary
Information and Inventions Agreement (Exhibit A &) at all times hereafter, including but not tiedi to all times during and after the
Consulting Period. Among other obligations in saggleement, you agree not to use or disclose, atirmey any confidential or proprietary
information of the Company without prior writtentharization from a duly authorized officer of thei@pany.

14. NONDISPARAGEMENT. Both you and the Company iflsyofficers and directors) agree not to disparthgeother party, and the other
party's officers, directors, employees, sharehsl|d&filiates, and agents, in any manner likelpécharmful to them or their business, busir
reputation or personal reputation; provided, howgetimt both you and the Company shall respondrately and fully to any question,
inquiry or request for information when requiredlbgal process.

15. RELEASE OF CLAIMS. In exchange for the seveeahenefits, stock option vesting arrangement ahdratonsideration under this
Agreement to which you would not otherwise be tadityou hereby release, acquit and forever digghtire Company and its officers,
directors, agents, servants, employees, attors@gseholders, successors, assigns and affilidftasddrom any and all claims, liabilities,
demands, causes of action, costs, expenses, gtdees, damages, indemnities and obligations efyekind and nature, in law, equity, or
otherwise, known and unknown, suspected and unstesphalisclosed and undisclosed, arising out af @any way related to agreements,
events, acts or conduct at any time prior to actliding the date you sign this Agreement, includiog not limited to: any and all such clai
and demands directly or indirectly arising out ofroany way connected with your employment wite ompany or the termination of that
employment; claims or demands related to salanyubes, commissions, stock, stock options, or amgraiwnership interests in the
Company, vacation pay, fringe benefits, expensalreisements, sabbatical benefits, severance bermafiany other form of compensation;
claims pursuant to any federal, state, local laatuse or cause of action including, but not lirdite, the federal Civil Rights Act of 1964, as
amended; the federal Americans with Disabilities &fc1990; the federal Age Discrimination in Emphognt Act of 1967, as amended
("ADEA"); the California Fair Employment and Hougi#\ct, as amended; tort law; contract law; wrongfigicharge; discrimination; fraud;
defamation; harassment; emotional distress; anathref the implied covenant of good faith and éaling. The releases given herein shall
not bar any claim for breach of the terms of thigeement.
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16. ADEA WAIVER. You acknowledge that you are knagly and voluntarily waiving and releasing any tgjfiou may have under the
ADEA. You also acknowledge that the consideratimeigy for the waiver and release in the precedirrggraph is in addition to anything of
value to which you were already entitled. You fertacknowledge that you have been advised by thimg; as required by the ADEA, that:
(a) your waiver and release do not apply to anjtsi@r claims that arise after the date you sigmAlgreement; (b) you should consult with
attorney prior to executing this Agreement; (c) y@ave twenty-one (21) days to consider this Agresrethough you may choose to
voluntarily execute this Agreement earlier); (duytave seven (7) days following the date you diggmAgreement to revoke the Agreement;
and (e) this Agreement will not be effective utité date upon which the revocation period has egpivhich will be the eighth day after the
date you sign and deliver this Agreement to the @amy, provided that the Company has also signeddgineement by that date ("Effective
Date").

17. SUPPLEMENTAL RELEASE. In further consideratioithe severance benefits, stock option vestingngrement and other considerar
under this Agreement to which you would not otheenbe entitled, you agree to sign and return t€Ctrapany a supplemental release of
claims (the "Supplemental Release"), in the fortacited hereto as Exhibit B, on or after July 3020

18. WAIVER. In granting the release herein, yoursmkledge that you understand that you are waiviegoenefit of California Civil Code
section 1542, which states:

A GENERAL RELEASE DOES NOT EXTEND TO CLAIMS WHICHHE CREDITOR DOES NOT KNOW OR SUSPECT TO EXIST IN
HIS FAVOR AT THE TIME OF EXECUTING THE RELEASE, WHIH IF KNOWN BY HIM MUST HAVE MATERIALLY AFFECTED
HIS SETTLEMENT WITH THE DEBTOR.

You hereby expressly waive and relinquish all igémid benefits under that section and any lawgal lerinciple of similar effect in any
jurisdiction with respect to the release of unknama unsuspected claims granted in this Agreer

19. CONFIDENTIALITY. The provisions of this Agreemiewill be held in strictest confidence by you ahd Company and will not be
publicized or disclosed in any manner whatsoeva&vigded, however, that: (a) you may disclose thisegement to your immediate family; (
the parties may disclose this Agreement in confiden their respective attorneys, accountantstansditax preparers, and financial advisors;
(c) the Company may disclose this Agreement asssace to fulfill standard or legally required corgte reporting or disclosure
requirements; and (d) the parties may discloseAbieement insofar as such disclosure may be nagesenforce its terms or as otherwise
required by law. In particular, and without limitat, you will not disclose the provisions of thigement to any current or former Company
employee or any other Company personnel.
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20. PUBLIC STATEMENTS. Notwithstanding the provis®of paragraph 19 above, the Company will issstai@ment or make other public
comment on your consulting services within twort@nths after the Separation Date.

21. DISPUTE RESOLUTION. To ensure rapid and ecowahresolution of any and all disputes that mageaim connection with this
Agreement, you and the Company agree that anyladiputes, claims, and causes of action, in lawquity, arising from or relating to this
Agreement or its enforcement, performance, breaicimterpretation, will be resolved solely and esively by final, binding, and confident
arbitration, by a single arbitrator, in San FraogjsCalifornia, and conducted by Judicial Arbitoati& Mediation Services, Inc. ("JAMS")
under its then-existing employment rules and praoesl Nothing in this section, however, is intenttedrevent either party from obtaining
injunctive relief in court to prevent irreparablarin pending the conclusion of any such arbitratidre Company shall not terminate any
compensation or benefits provided hereunder penttimgutcome of such arbitration; provided, howetheat in the event the Company
prevails in such arbitration on any claim resultinghe termination of such compensation and/oelitn) you will be liable to the Company
for an amount equal to the compensation and vdlbemefits you received hereunder from the eartiast of the conduct giving rise to said
claim(s) until the date of the arbitration award.

22. ENTIRE AGREEMENT. This Agreement, including eXhibits, constitutes the complete, final and egicsle embodiment of the entire
agreement between you and the Company with regdttetsubject matters hereof. It supersedes angas@ny and all agreements entered
into by and between you and the Company. It isredtento without reliance on any promise or repnégtion, written or oral, other than thc
expressly contained herein. It may not be modiéiecept in a writing signed by you and a duly auitest officer of the Company. Each party
has carefully read this Agreement, has been aftbtide opportunity to be advised of its meaning emuisequences by his or its respective
attorneys, and signed the same of his or its oem Will.

23. SUCCESSORS AND ASSIGNS. This Agreement willbiine heirs, personal representatives, successsigns, executors and
administrators of each party, and will inure to bemefit of each party, its heirs, successors anijas.

24. WARRANTIES. You warrant and represent thateteme no liens or claims of lien or assignmentawor equity or otherwise on or
against any potential claims or causes of actitgased herein, and, further, that you are fullytiedtand duly authorized to give this
complete and final general release and waiver.

25. APPLICABLE LAW. This Agreement will be deemezihtave been entered into and will be construedeafigiced in accordance with the
laws of the State of California as applied
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to contracts made and to be performed entirelyiwi@alifornia, without regard to conflicts of laws.

26. SEVERABILITY. If a court of competent jurisdich determines that any term or provision of thgg@ement is invalid or unenforceable,
in whole or in part, then the remaining terms aralisions hereof will be unimpaired. The court drittator will then have the authority to
modify or replace the invalid or unenforceable tennprovision with a valid and enforceable ternpovision that most accurately represents
the parties' intention with respect to the invalidinenforceable term or provision.

27. COUNTERPARTS. This Agreement may be executdédiincounterparts, each of which will be deemedaw@ginal, all of which together
constitutes one and the same instrument.
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28. CONSTRUCTION. This Agreement will be deemedtehby both parties, and shall not be construexdrat either party as the drafter of
the document.

If this Agreement is acceptable to you, please bigJow and return the original to me. Please sighraturn the Supplemental Release
(Exhibit B) to me on or after July 31, 2002.

| wish you luck in your future endeavors.
Sincerely,

CLARENT CORPORATION

By: /sl Charles Spears

Charl es Spears
Sr. Director, Human Resources

Exhibit A Employee Proprietary Information and Imtiens Agreement Exhibit B Supplemental Release
UNDERSTOOD AND AGREED:

/sl Peter K. Bohacek

Pet er Bohacek

Date: August 31, 2001



EXHIBIT 10.33
August 10, 2001

David Emerson
2739 Regent Street
Berkley, CA 94705

Re: Employment With Clarent Corporation
Dear Name:

Clarent Corporation (the "Company") is pleasedfterg/ou a position as General Counsel, on the seset forth below. Please indicate your
acceptance of these terms by signing where indidagtéow.

1. Reporting and Duties. In this position you wéport to Michael Vargo, Chief Executive Officehi¥ offer is for a regular fullime, exemp
position, working out of the Redwood City officetbe Company, except as travel to other locatioag be necessary to fulfill your
responsibilities.

2. Initial Compensation. Your initial base salayl Wwe equivalent to $200,000 per year, payabladoordance with the Company's customary
payroll policies on a semi-monthly basis. In aduditiyou will receive a car allowance of $1,250 menth (taxable income).

3. Incentive Compensation. In addition, you willddgible to receive a target performance bonugpofo $60,000 per year, based on
achievement of company objectives set by the Bfard personal objectives set by the CEQ]. The arand timing of this payment of
bonus, if any, will be determined according to Camppolicy and subject to the approval of the CEO.

4. Benefits. Subject to eligibility requirementswwill be entitled to enroll in the Company's stard employee benefits package, which may
be changed from time to time, as determined byCiiapany's management.

5. Stock Option. At the next meeting of the Boaf®wectors (or its compensation committee) follagiiyour start date of employment, the
CEO of the Company will recommend that the CompaByard of Directors grant you an option to purehb®5,000 shares of the Company
Common Stock pursuant to the Company's Stock Oftian. If the Board of Directors approves the grére exercise price for this option
will be the then-current fair market value of then@pany Common Stock as of the date of the grarg.offion will be exercisable according
to the Company's standard 4-year vesting schedhieh calls for an initial vesting of 25% of theab(i.e. 31,250 shares) after the first full
year of continuous employment, with the balancthefshares vesting on a monthly basis over theineéngathree years

6. Senior Executive Change in Control Severancesfdhlan (the "Plan™). Enclosed is a copy of tik@Rlocument, which describes the
severance benefits available to you in the eveatafange in control, should a change occur to jaiuthat triggers the severance benefits as
described in the Plan document.

7. Confidential Information. As an employee of tbempany, you will have access to certain Compamfidential information and you may,
during the course of your employment, develop @eitdormation or inventions, which will be the rerty of the Company. As a condition
of
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employment and to protect the interest of the Camipgou will be required to sign the Company's dtad "Employee Proprietary
Information and Inventions Agreement" including EbthC, the Company's Insider Trading Policy.

This agreement will require that, among other thjngu will not use or disclose any confidentidbimation, including trade secrets of any
former employer or other person to whom you haveldigation of confidentiality. You will be boundnto bring onto Company premises
any unpublished documents or property belongirangpformer employer or other person to whom yowehav obligation of confidentiality.
In performing your duties during your employmenthwhe Company, you will not use or disclose argppietary information belonging to
any former employer without such employer's expvesen permission. Please let your manager knomediately if you ever are asked to
perform any duties which you believe would requioé to use or disclose any such information witreugh permission.

8. At-Will Employment. While we look forward to aiscessful relationship, should you decide to acoapbffer, your employment with the
Company is on an "at-will" basis. This means thatémployment relationship can be terminated theeifou or the Company at any time,
with or without cause or advance notice. Any staets or representations to the contrary (and, sho@ey statements contradicting any
provision in this letter) shall be null and voiddaof no effect. Further, your participation in a@gmpany stock option or other benefit
program shall not be construed as a promise oagteg of continuing employment with the Companyafiay particular period of time.

9. Authorization to Work. Under the Immigration Baf and Control Act (IRCA), all employers are raqdito verify the identity of all new
employees as well as the employee's right to wotke United States within three business dayb@etmployee's start date. Your offer of
employment is contingent on your ability to provitie necessary documentation to the Company melytimanner to comply with IRCA.

10. Company Policies. All employees of the Compaiilyreceive a copy of the Company's Employee Harudtthat contains the Company's
current policies and procedures. Such policiespandedures shall be subject to modification attamg by the management of the Company.
As a condition of employment with the Company, e required to adhere to such policies and proesdincluding, without limitation the
Company's Alcohol and Drug Free Workplace policy.

11. Term of Offer. This offer will remain open urdiugust 14, 2001. If you decide to accept our pffdease sign this letter in the space
indicated, and return it to me. Upon signing beltvis letter and the Employee Proprietary Informatnd Inventions Agreement
(collectively the "Agreement”) will form the compéeand exclusive statement of your employment wighCompany.

This offer of employment is conditioned upon yoigning the required forms including, but not lindte, the Clarent Insider Trading Policy
and Employee Proprietary Information and Inventidgseement, and satisfactory results of the baakgdnvestigation to verify past
employment, education, references and other relénformation.

12. Entire Agreement, Choice of Law, Severabilithie terms and conditions contained in this offéetesupersede any other agreements,
promises or representations made to you, whetlaioomwritten and cannot be changed without theesgwritten approval of the Chief
Executive Officer or Chief Operating Officer of t®mpany. The terms of this letter shall be goveédmgand construed and enforced in
accordance with the laws of the State of Califgrmighout giving effect to any choice or conflidtlaw provision or rule (whether of the St
of
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California or any other jurisdiction) that woulduse the application of the laws of any jurisdictather than the State of California. Any term
or provision of this letter agreement that is imda@r unenforceable in any situation in any jurisdin shall not affect the validity or
enforceability of the remaining terms and provisitvereof or the validity or enforceability of thiéemding term or provision in any other
situation or in any other jurisdiction.

13. Arbitration. Any dispute, controversy or claarising out of or in respect of the terms of tleiddr (or its validity, interpretation or
enforcement), the subject matter hereof or yourleympent relationship with the Company shall, atrthguest of either party, be settled by
binding arbitration in the State of California iocardance with the Commercial Arbitration Ruleshaf American Arbitration Association a
judgment upon the award rendered by the arbitrgton@y be entered in any court having jurisdictimereof. The parties shall have right:
discovery as provided in section 1283.05 of theéf@alia Code of Civil Procedure. The prevailing fyan any such matter shall recover all of
its costs and expenses, including reasonable aftsrfees.

We are excited to have you join us and look forwardiorking with you. Your anticipated date of hiseThursday, August 16, 2001.
Very Truly Yours,

/sl Charles Spears

Charl es Spears
Sr. Director, Human Resources
d arent Corporation

Acknowledged, Accepted and Agreed

By: /s/ David Enerson Date Signed: 8/12/01

Davi d Enerson

Soci al Security #: [Social Security Nunmber Redact ed] Expected Start Date: 8/16/01 -- 8/20/01
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