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SUBJECT TO COMPLETION, DATED AUGUST 11, 2000
PROSPECTUS

3,600,000 Shares

®

Common Stock

This is the initial public oÅering of common stock by Avistar Communications
Corporation. Avistar is selling 3,600,000 shares of common stock. We anticipate that the initial
public oÅering price will be between $13.00 and $15.00 per share.

No public market currently exists for our common stock. Our common stock has been
approved for quotation on the Nasdaq National Market under the symbol AVSR.

Per Share Total

Initial public oÅering price ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ $
Underwriting discounts and commissions ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ $
Proceeds to Avistar, before expensesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ $

Avistar has granted the underwriters an option for a period of 30 days to purchase up to
540,000 additional shares of common stock.

Investing in our common stock involves a high degree of risk.
See ""Risk Factors'' beginning on page 6.

Neither the Securities and Exchange Commission nor any state securities commission has

approved or disapproved of these securities or determined if this prospectus is truthful or

complete. Any representation to the contrary is a criminal oÅense.

CHASE H&Q
UBS WARBURG LLC
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PROSPECTUS SUMMARY

This summary highlights selected information contained elsewhere in this prospectus. This summary
does not contain all of the information you should consider before making an investment decision. You
should read the entire prospectus carefully, including ""Risk Factors'' beginning on page 6 and the
combined and consolidated Ñnancial statements and notes to those Ñnancial statements beginning on
page F-1 before making an investment decision. Some technical terms not explained in this summary are
described in the Business section.

Our Company

We develop, market and support a comprehensive, internet-protocol based, video-enabled
communications network for businesses and organizations of all sizes. Our system provides a
seamless, integrated suite of video and data collaboration applications and management software
that supports users within and among enterprises over telephony networks and the internet. From a
desktop or meeting room, any Avistar customer can use our video applications for high quality,
interactive video calling, content creation and publishing, broadcast video, video-on-demand, and
integrated data sharing. Each of these applications can be used together simultaneously. Our system
is scalable, reliable, cost-eÅective, easy to use and designed to evolve with changing technologies.
We are able to oÅer this functionality because we have an open architecture that leverages existing
network standards, provides an intuitive user interface and integrates network management and
directory services.

For years, enterprises have relied on communication tools used principally in a point-to-point
manner, such as telephone and fax. More recently, businesses have also embraced network-based
applications, such as teleconferencing, voicemail and email. Businesses are quickly adopting the
internet as yet another means of improving communication within and among organizations.
Enterprises are seeking a widely deployable and cost eÅective technology to replicate at the
desktop the integration of high quality audio and visual communication and data or project
collaboration that occurs in a face-to-face meeting. In many cases, using video content can speed
problem resolution and motivate action, trust and understanding. We believe that just as every
organization relies on a telephone network and most businesses increasingly rely on the internet, a
video networking market is emerging in which businesses and other organizations will choose to
rely on fully integrated, high quality video, audio and data collaboration networks.

Our System

Our networked video communications system enables employees, partners, customers and
suppliers to collaborate with one another more eÅectively across disparate geographies and time
zones. Our system helps businesses solve complex problems, manage large projects, negotiate
important issues and respond quickly and collectively to opportunities. We believe the beneÑts of
our system include:

‚ An integrated collaboration solution. We provide the only fully integrated internet protocol-
based system that allows individuals to make video calls, view broadcasts and produce, store
and access video content or other forms of data from the desktop.

‚ Increased availability of knowledge. Our system enables businesses to utilize their knowledge
base more eÇciently by oÅering individuals the ability to disseminate and receive valuable
information from their desktop.

‚ Improved productivity and cost management. Our system increases employee productivity and
speeds up time critical business discussions, while signiÑcantly reducing travel costs and
helping to manage telecommunications costs.

‚ Enhanced customer and partner relationships. Our system allows companies to develop
stronger business relationships with their customers, partners and suppliers. A number of our
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customers are providing Avistar networks to their clients and business partners in order to
achieve these beneÑts.

‚ Opportunity to leverage existing and future communication infrastructures. Our system has an
open architecture that uses existing local area and wide area networks and technologies. We
have designed our system to be able to adapt to emerging standards and technologies and to
continue to work with internet protocol-based technologies as standards evolve and quality of
service improves.

Our Strategy

Our objective is to establish high quality networked video as a new communication
methodology for doing business and to become the leading provider of networked video
communications. To achieve this objective, we plan to:

‚ Target, develop and expand vertical markets in order to ensure broad and deep penetration
within particular industries;

‚ Expand our customers' usage and number of users rapidly, encourage our customers to
deploy our video systems to the locations of their customers, suppliers and partners and
continue to reduce the total cost of ownership of our system to our customers;

‚ Increase our sales force and add appropriate distribution and installation partners to further
expand our vertical markets, ultimately creating a broad horizontal market;

‚ Establish our technology as the standard for networked video; and

‚ Continue to build upon our software-based business model.

We released our full video-enabled communications system including interactive, real-time
video calling, content creation and publishing, broadcast video, video-on-demand and integrated
data sharing in the third quarter of 1998. We have focused on the Ñnancial services industry
initially and are now broadening our eÅorts to additional vertical markets. This focus has allowed us
to expand the number of users and their usage and to ensure the quality and reliability of our
system in large-scale implementations.

As of June 30, 2000, our customers had deployed our system in 97 cities in 30 countries.
Because many of our customers operate on a decentralized basis, decisions to purchase our systems
are often made independently by individual business units, so that in many cases a single customer
represents several separate accounts. As of June 30, 2000, we had licensed to and recognized
revenue with respect to over 2,600 users at our customers at over 225 sites. Among our customers
are Chase Manhattan Bank, UBS Warburg LLC and Boeing Corporation and their aÇliates. Each of
these customers represented more than 10% of our revenue in 1999.

Corporate Information

We were founded as a Nevada limited partnership in 1993. We were Ñrst incorporated in
Nevada in December 1997 as Avistar Systems Corporation. We reincorporated in Delaware in
March 2000 and changed our name to Avistar Communications Corporation in April 2000. Our
principal executive oÇces are located at 555 Twin Dolphin Drive, Suite 360, Redwood Shores,
California 94065 and our telephone number is (650) 610-2900.
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The OÅering

Common stock oÅered by Avistar ÏÏÏÏÏ 3,600,000 shares

Common stock to be outstanding after
this oÅeringÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 25,216,975 shares

Use of proceeds ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ To repay our related party debt that, as of June 30, 2000,
was $12.5 million; to fund increases in our sales and
marketing; to fund research and development, including
patent and licensing activities; for working capital; and for
general corporate purposes.

Proposed Nasdaq National Market
symbol ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ AVSR

This information excludes 2,190,050 shares of common stock that were subject to outstanding
options under our 1997 stock option plan at June 30, 2000, at a weighted average exercise price of
$6.90 per share. See ""Capitalization'' on page 18 and ""Management Ì Incentive Plans'' beginning on
page 61 for additional information regarding the Company's employee stock plans.

Unless otherwise noted, or clear from the context, the information in this prospectus:

‚ assumes 1,850,825 shares of common stock outstanding on June 30, 2000;

‚ assumes that the underwriters' over-allotment option will not be exercised;

‚ reÖects a one-for-Ñve reverse stock split of our shares of common and preferred stock
eÅective in July 2000; and

‚ gives eÅect to the automatic conversion upon completion of this oÅering, of:

Ó all 16,000,000 outstanding shares of series A convertible preferred stock into an estimated
18,698,781 shares of common stock which represents the sum of (1) 16,000,000 shares of
common stock plus (2) an estimated 2,698,781 shares of common stock representing a
beneÑcial conversion feature equal to the quotient of (A) the conversion amount, which
was $37.8 million at August 16, 2000 and which includes an amount equal to $0.2167 per
share per annum, pro rated based on the number of days elapsed in the year, divided by
(B) an assumed initial public oÅering price of $14.00 per share; and

Ó all 1,067,369 outstanding shares of series B convertible preferred stock into 1,067,369 shares
of common stock.
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The following table sets forth summary combined and consolidated Ñnancial data for the periods
indicated. It is important that you read this information together with the section entitled
""Management's Discussion and Analysis of Financial Condition and Results of Operations'' and our
combined and consolidated Ñnancial statements and the notes to those Ñnancial statements included
elsewhere in this prospectus. Before 1998, we did not have any common stock outstanding, because we
were organized as Avistar Systems, Limited Partnership, which was our predecessor. Accordingly, no
per share data have been presented for periods before 1998.

Summary Financial Data
(in thousands, except per share data)

Six Months
Ended

June 30,Year Ended December 31,

1995 1996 1997 1998 1999 1999 2000

Predecessor Entity

Combined Statement of Operations Data:
RevenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 1,142 $ 2,793 $ 5,057 $ 5,128 $ 9,373 $ 4,143 $ 9,251
Cost of revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,043 4,134 5,015 3,402 4,887 2,484 4,326

Gross proÑtÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (901) (1,341) 42 1,726 4,486 1,659 4,925

Operating expenses:
Research and development ÏÏÏÏÏÏÏÏ 1,677 2,591 3,347 3,348 2,718 1,259 1,791
Selling and marketingÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,276 2,288 2,513 3,152 3,649 1,743 2,349
General and administrative ÏÏÏÏÏÏÏÏ 1,207 862 1,182 2,289 2,872 1,294 1,779
Amortization of deferred stock

compensation ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì 618 Ì 1,168

Total operating expenses ÏÏÏÏÏÏ 5,160 5,741 7,042 8,789 9,857 4,296 7,087

Loss from operations ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (6,061) (7,082) (7,000) (7,063) (5,371) (2,637) (2,162)
Other income (expense), net ÏÏÏÏÏÏÏÏÏÏ (773) (1,496) (2,703) (578) (979) (330) (616)

Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(6,834) $(8,578) $(9,703) $(7,641) $ (6,350) $(2,967) $ (2,778)

Net loss per share Ì basic and dilutedÏÏ $(86.83) $ (54.27) $(26.49) $ (12.40)

Weighted average shares used in
calculating basic and diluted net loss
per share ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 88 117 112 224

Pro forma:
Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ (6,350) $ (2,778)
BeneÑcial conversion related to

convertible preferred stockÏÏÏÏÏÏÏÏÏÏ $(35,608) $ Ì

Pro forma net loss attributable to
common stockholdersÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(41,958) $ (2,778)

Pro forma net loss per share Ì basic
and diluted ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ (2.24) $ (0.14)

Weighted average shares used in
calculating pro forma basic and
diluted net loss per share ÏÏÏÏÏÏÏÏÏÏÏ 18,728 19,835

See note 10 of the notes to the Ñnancial statements for an explanation of the calculation of pro
forma net loss attributable to common stockholders and the determination of the numbers of shares
and share equivalents used in computing pro forma per share amounts.
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As of June 30, 2000

Pro Forma
Actual Pro Forma As Adjusted

Consolidated Balance Sheet Data:
Cash and cash equivalents ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 7,285 $ 7,285 $40,284
Working capital (deÑcit) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 633 (9,011) 36,461
Total assetsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 13,695 13,695 46,694
Notes payable and accrued interest due to related parties

Current portionÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,829 12,473 Ì
Noncurrent portion ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 9,644 Ì Ì

Preferred stock ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 17 Ì Ì

The pro forma data above assumes the conversion, upon completion of this oÅering, of:

‚ all 16,000,000 outstanding shares of series A convertible preferred stock into an estimated
18,698,781 shares of common stock, which represents the sum of (1) 16,000,000 shares of
common stock plus (2) an estimated 2,698,781 shares of common stock representing a
beneÑcial conversion feature equal to the quotient of (A) the conversion amount, which was
$37.8 million at August 16, 2000 and which includes an amount equal to $0.2167 per share per
annum, pro rated based on the number of days elapsed in the year, divided by (B) an
assumed initial public oÅering price of $14.00 per share;

‚ all 1,067,369 outstanding shares of series B convertible preferred stock into 1,067,369 shares
of common stock; and

‚ the reclassiÑcation of approximately $9.7 million of noncurrent debt to current debt.

The pro forma as adjusted data above adjusts the pro forma amounts to reÖect:

‚ the application of the net proceeds from the sale of 3,600,000 shares of common stock oÅered
at the assumed initial public oÅering price of $14.00 per share, after deducting underwriting
discounts and commissions and estimated oÅering expenses; and

‚ repayment of our related party debt that, as of June 30, 2000, was $12.5 million.
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RISK FACTORS

You should carefully consider the risks described below and all other information contained in this
prospectus before making an investment decision. If any of the following risks, or other risks and
uncertainties that are not yet identiÑed or that we currently think are immaterial, actually occur, our
business, Ñnancial condition and results of operations could be materially and adversely aÅected. In
that event, the trading price of our shares could decline, and you may lose part or all of your
investment.

Risks Related to Our Business

You may have diÇculty evaluating our business and operating results because we are still in the

early stages of development.

Although we commenced operations in November 1993, the Ñrst two and a half years of our
operations were primarily dedicated to research and development. We did not begin delivering our
initial two-way video calling and data sharing applications until mid-1996, and we did not release
our full product suite, including video-publishing, one-way broadcast viewing and video-on-demand,
until the third quarter of 1998. Because we have only recently begun to oÅer our full system and
services, it may be diÇcult for you to evaluate our historical performance and project our future
operating results.

In addition, as an early stage company in an industry with rapidly changing technology, we
face numerous risks and uncertainties associated with our need to grow and develop as discussed in
more detail below. If we are unsuccessful in addressing these risks, sales of our system and services,
as well as our ability to maintain or increase our customer base, will be substantially diminished.

We have incurred substantial losses in the past and may not be proÑtable in the future.

We incurred a net loss of $2.8 million for the six months ended June 30, 2000 and a net loss of
$6.4 million in 1999. Our cumulative losses from 1993 through June 30, 2000 were $45.4 million. Our
revenue may not continue to increase or even remain at its current level. In addition, we expect
our operating expenses to increase signiÑcantly as we develop and expand our business. As a result,
to become proÑtable, we will need to increase our revenue by increasing sales to existing customers
and by attracting additional customers. If our expenses increase more rapidly than our revenue, we
may never become proÑtable. Furthermore, we will recognize signiÑcant additional charges relating
to non-cash compensation in connection with options that we granted in 1999 and 2000. These
additional charges will further decrease our ability to become proÑtable. See ""Management's
Discussion and Analysis of Financial Condition and Results of Operations Ì Overview Ì Operating
Expenses'' beginning on page 25 for more information regarding these charges.

Our business plan depends on our attaining proÑtability; however, we cannot predict whether
or when we will become proÑtable. If we do become proÑtable, we may not be able to sustain or
increase proÑtability on a quarterly or annual basis. In addition, if we fail to reach proÑtability or to
sustain or grow our proÑts within the time frame expected by investors, the market price of our
common stock may fall.

Our lengthy sales cycle to acquire new customers or large follow-on orders may cause our quarterly

operating results to vary signiÑcantly and make it more diÇcult to forecast our revenue.

We have generally experienced an estimated product sales cycle of four to nine months, for
new customers or large follow-on orders, due to the time needed to educate potential customers
about the uses and beneÑts of our system and the signiÑcant investment decisions that our
prospective customers must make when they decide to buy our system. Many of our prospective
customers have neither budgeted expenses for networked video communications systems nor
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personnel speciÑcally dedicated to the procurement, installation or support of these systems. As a
result, our customers spend a substantial amount of time before purchasing our system performing
internal reviews and obtaining capital expenditure approvals.

Our lengthy sales cycle is one of the factors that has caused, and may in the future continue to
cause, our operating results to vary signiÑcantly from quarter to quarter. This makes it diÇcult for
us to forecast revenue and could cause volatility in the market price of our common stock. A lost or
delayed order could result in lower revenue than expected in a particular quarter.

Since a majority of our revenue in the past has come from follow-on orders, our Ñnancial

performance could be harmed if we fail to obtain these follow-on orders.

Our customers typically place limited initial orders for our networked video communications
system, which allows them to evaluate its usefulness and value. Our future Ñnancial performance
will depend on our ability to secure follow-on orders from existing customers. Our strategy is to
pursue additional and larger follow-on orders after these initial orders. Revenue generated from
follow-on orders accounted for approximately 76% of our revenue in 1999. Our future Ñnancial
performance will signiÑcantly depend on successful initial installations of our system that in turn
lead to follow-on orders. If our system does not meet the needs and expectations of customers who
order our system, we may not be able to generate follow-on orders.

Because we depend on a few customers for a majority of our revenue, orders from these customers

contribute to the unpredictability of our quarterly operating results, and the loss of one or more of

them could cause a signiÑcant decrease in our revenue.

We have historically derived the majority of our revenue from a select number of customers,
particularly Chase Manhattan Bank, UBS Warburg LLC and Boeing Corporation and their aÇliates.
These customers collectively accounted for 77.1% of our revenue in 1999. Chase Securities Inc., an
aÇliate of Chase Manhattan Bank, together with their aÇliates, accounted for 43% of our revenue
in 1999. UBS Warburg LLC, together with its aÇliates accounted for 23% of our revenue in 1999.
See ""Ì Perceived or actual conÖicts of interest in the conduct of this oÅering could arise from the
fact that two of our underwriters are, and are aÇliated with, signiÑcant customers, and one is
aÇliated with a principal stockholder'' on page 14. None of our customers is obligated to purchase
additional systems or services from us. We currently depend upon these major customers for a
substantial portion of our revenue.

The loss of a major customer or the reduction, delay or cancellation of orders from one or
more of our signiÑcant customers could cause our revenue and, therefore, any proÑts we may make
to decline or our losses to increase. Because we currently depend on a limited number of customers
with lengthy budgeting cycles and unpredictable buying patterns, our revenue from quarter to
quarter may be volatile. Adverse changes in our revenue or operating results as a result of these
budgeting cycles or any other reduction in capital expenditures by our large customers could
substantially reduce the trading price of our common stock.

We may not be able to modify our system in a timely and cost eÅective manner to respond to

technological change or to shifts away from the Microsoft operating system.

Future hardware and software platforms embodying new technologies and the emergence of
new industry standards could render our system obsolete or noncompetitive. The market for our
system is characterized by:

‚ rapid technological change;

‚ signiÑcant development costs;

‚ frequent new stand-alone introductions;
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‚ changes in the requirements of our customers and their communities of users; and

‚ evolving industry standards.

Our system is designed to work with a variety of hardware and software conÑgurations and
data networking infrastructures used by our customers, including primarily Microsoft Windows NT
servers. However, our software may not operate correctly on other hardware and software
platforms and programming languages, database environments and systems that our customers use.
Also, we must constantly modify and improve our system to keep pace with changes made to our
customers' platforms, data networking infrastructures and their evolving ability to transport video
and other applications. This may result in uncertainty relating to the timing and nature of our new
release announcements, introductions or modiÑcations, which may cause confusion in the market
and thereby harm our business. If we fail to promptly modify or improve our system in response to
evolving industry standards or customers' demands, our system could rapidly become obsolete,
which would harm our Ñnancial condition and reputation.

If our networked video communications system cannot be deployed eÅectively on a large scale to

many users across an enterprise, we may lose orders and suÅer decreased revenue.

Our strategy requires that our video-enabled communications network be highly scaleable, or
able to accommodate substantial increases in the number of individuals simultaneously using our
system. We are only just beginning to deploy large-scale implementations within organizations and
none of these installations has been operating at any customer site for an extended period of time.
If our system does not perform adequately when deployed on an increasingly larger scale, we may
lose orders and our revenue may decrease.

DiÇculties in installing our products could harm our revenue and margins.

We recognize revenue upon the installation of our system in those cases where we are
responsible for installation, which often entails working with sophisticated software, computing and
communications systems. If we experience diÇculties with installation or do not meet deadlines in a
timely manner, due to delays caused by our customers or ourselves, we could be required to devote
more customer support, technical and other resources to a particular installation. If new or existing
customers have diÇculty installing our products or require signiÑcant amounts of our professional
services support, our revenue recognition could be delayed and our costs could increase, causing
increased variability in our operating results, and our margins may suÅer.

Competition could reduce our market share and decrease our revenue.

Currently, our competition comes from many other kinds of companies, including communica-
tion equipment providers, integrated solution providers, broadcast video providers and stand-alone
point solution providers. The market in which we operate is highly competitive and fragmented and
we expect competition to increase signiÑcantly in the future. In addition, because our industry is
new and characterized by rapid technological change, evolving user needs, developing industry
standards and protocols and the frequent introduction of new products and services, it is diÇcult
for us to predict whether or when new competing technologies or new competitors will enter our
markets.

We may be required to reduce prices or increase spending in response to competition in order
to retain or attract customers, to pursue new market opportunities or to invest in additional
research and development eÅorts. As a result, our revenue, margins and market share may be
harmed. We cannot assure you that we will be able to compete successfully against current and
future competitors or that competitive pressures faced by us will not harm our business, Ñnancial
condition and results of operations.
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Infringement of our proprietary rights could aÅect our competitive position, harm our reputation

or cost us money.

We regard our system as open but proprietary. In an eÅort to protect our proprietary rights,
we rely primarily on a combination of patent, copyright, trademark and trade secret laws, as well as
licensing, non-disclosure and other agreements with our consultants, suppliers, customers and
employees. However, these laws and agreements provide only limited protection of our proprietary
rights. In addition, we may not have signed agreements in every case, and the contractual
provisions that are in place and the protection they provide may not provide us with adequate
protection in all circumstances. Although we hold patents and have Ñled patent applications
covering some of the inventions embodied in our systems, our means of protecting our proprietary
rights may not be adequate. It may be possible for a third party to copy or otherwise obtain and
use our technology without authorization and without our detection. A third party may also
develop similar technology independently without infringing our patents and copyrights. In
addition, the laws of some countries in which we sell our system may not protect our software and
intellectual property rights to the same extent as the laws of the United States. Unauthorized
copying, use or reverse engineering of our system could harm our business, Ñnancial condition or
results of operations.

Infringement claims could require us to expend signiÑcant Ñnancial and managerial resources.

A third party could claim that our technology infringes its proprietary rights. As the number of
software systems in our target market increases and the functionality of these systems overlap, we
believe that the number of infringement suits Ñled by software developers will increase. Although
we have no knowledge that our system infringes the proprietary rights of any third parties, we
could nevertheless be sued in the future for infringement. Claims of infringement against us, if
successful, could harm us. Defending against any infringement claims, even those that are not
meritorious, could result in the expenditure of signiÑcant Ñnancial and managerial resources. In
addition, if we are found liable for infringement, we may have to pay damages or royalties to a
third party and may not be able to continue oÅering that portion of our system that is found to be
infringing. Redesigning our system components to avoid any alleged or actual infringement could
result in the expenditure of signiÑcant Ñnancial and managerial resources and diminish the value of
our system, which could harm our business, Ñnancial condition or results of operations.

Our system could have defects for which we could be held liable and that could result in lost

revenue, increased costs, loss of our credibility or delay in acceptance of our system in the market.

Our system may contain errors or defects, especially when new products are introduced or
when new versions are released. Despite internal system testing, we have in the past discovered
software errors in some of the versions of our system after their introduction. Errors in new
systems or versions could be found after commencement of commercial shipments, and this could
result in additional development costs, diversion of technical and other resources from our other
development eÅorts, or the loss of credibility with current or future customers. Any of these events
could result in a loss of revenue or a delay in market acceptance of our system and could harm our
reputation.

In addition, we have warranted to some of our customers that our software is free of viruses. If
a virus infects a customer's computer software, the customer could assert claims against us, which,
regardless of their merits, could be costly to defend and could require us to pay damages and harm
our reputation.

Our license agreements with our customers typically contain provisions designed to limit our
exposure to potential product liability and some contract claims. Our license agreements also
typically limit a customer's entire remedy to either a refund of the price paid or modiÑcation of our
system to satisfy our warranty. However, these provisions vary as to their terms and may not be
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eÅective under the laws of some jurisdictions. Although we maintain product liability insurance
coverage, we cannot assure you that such coverage will be adequate and a product liability,
warranty or other claim may be brought against us that could harm our business, Ñnancial condition
and results of operations. Performance interruptions at a customer's site could negatively aÅect
demand for our system or give rise to claims against us.

The third party software we license with our system may also contain errors or defects for
which we do not maintain insurance. Typically our license agreements transfer any warranty from
the third party to our customers to the extent permitted. Product liability, warranty or other claims
brought against us with respect to such warranties could, regardless of their merits, harm our
business, Ñnancial condition or results of operation.

The loss of any of our outside contract manufacturers or third party equipment suppliers that

produce key components of our system could signiÑcantly disrupt our manufacturing process.

We depend on outside contract manufacturers to produce components of our systems. Most of
our compression and decompression product, or gateway, is currently supplied by a single source,
Tandberg, Inc. In addition, we depend on various third party suppliers for the cameras,
microphones, speakers and monitors that we install at desktops and in conference rooms as a part
of each video communications network system. Our reliance on these third parties involves a
number of risks, including:

‚ the possible unavailability of critical services and components on a timely basis, on
commercially reasonable terms or at all;

‚ if the components necessary for our system were to become unavailable, the need to qualify
new or alternative components for our use or reconÑgure our system and manufacturing
process, each of which could be lengthy and expensive;

‚ the likelihood that, if particular components are not available, we would suÅer an
interruption in the manufacture and shipment of our systems until these components or
alternatives become available;

‚ reduced control by us over the quality and cost of our system and over our ability to
respond to unanticipated changes and increases in customer orders; and

‚ the possible unavailability of, or interruption in, access to some technologies.

If these manufacturers or suppliers cease to provide us with the assistance or the components
necessary for the operation of our business, we may not be able to identify alternate sources in a
timely fashion. Any transition to alternate manufacturers or suppliers would be likely to result in
operational problems and increased expenses and could cause delays in the shipment of, or limit
our ability to provide our products. In the case of the gateway component, we believe the delay
could be several months or more. We cannot assure you that we would be able to enter into
agreements with new manufacturers or suppliers on commercially reasonable terms or at all. Any
disruptions in product Öow may limit our revenue, seriously harm our competitive position and
result in additional costs or cancellation of orders by our customers.

Our market is in an early stage of development, and our system may not be adopted.

Our ability to attain proÑtability depends in large part on the widespread adoption by end
users of networked video communications systems. If the market for our system fails to grow or
grows more slowly than we anticipate, we may not be able to increase revenue or attain
proÑtability. The market for our system is relatively new and rapidly evolving. We will have to
devote substantial resources to educating prospective customers about the uses and beneÑts of our
system. Our eÅorts to educate potential customers may not result in our system achieving market
acceptance. In addition, businesses that have invested substantial resources in video products may
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be reluctant or slow to adopt our system, which might replace their existing equipment. Similarly,
customers using existing information systems in which they have made signiÑcant investments may
refuse to adopt our system if they perceive that our oÅerings will not complement their existing
systems. Consequently, the conversion from dependence on traditional methods of communication
to the extensive use of video networking may not occur as rapidly as we expect it will.

If we do not maintain and improve our current networked video communications system and

develop new systems, applications and features, our future business prospects may suÅer.

We believe that our future business prospects depend in large part on our ability to maintain
and improve our current system and to develop new systems, applications and features on a timely
basis. Our system will have to achieve additional market acceptance, maintain technological
competitiveness and meet an expanding range of customer requirements. As a result of the
complexities inherent in our system, major new releases, applications and system features require
long development and testing periods. We may not be successful in developing and marketing, on a
timely and cost eÅective basis, new releases, applications or features that respond to technological
change, evolving industry standards and protocols or customer requirements. SigniÑcant delays or
problems in the installation or implementation of new releases of our system could harm our
business, Ñnancial condition and results of operations.

If we are unable to expand our direct sales force and distribution channels, our business will suÅer.

To increase our revenue, we must increase the size of our direct sales force and add indirect
distribution channels, such as systems integrators or value-added resellers, or eÅect sales through
our customers. Our inability to increase our direct sales force and to add indirect distribution
channels may limit our future revenue growth and harm our future operating results. As of June 30,
2000, our sales force consisted of 16 professionals. We intend to double this sales force over the
next twelve months. However, there is intense competition for sales personnel in the communica-
tions marketplace and we cannot assure you that we will be successful in attracting, integrating,
motivating and retaining new sales personnel. Furthermore, it can take several months before a new
hire becomes a productive member of our sales force. The failure of new salespeople to develop
the necessary skills in a timely manner could reduce our revenue growth.

We may not be able to retain our existing key personnel, or hire and retain the additional

personnel that we need to sustain and grow our business.

We depend on the continued services of our executive oÇcers and other key personnel. We do
not carry any key man life insurance. The loss of the services of any of our executive oÇcers or key
personnel could harm our business, Ñnancial condition and results of operations.

As of June 30, 2000, we had 86 employees, up from 64 employees as of December 31, 1999. We
expect to hire a signiÑcant number of new employees in the future to support our business. If we
are unable to manage our growth eÅectively, our business, Ñnancial condition and results of
operations could be harmed.

In addition, we need to attract and retain highly skilled technical and managerial personnel for
whom there is intense competition. We have had some diÇculty hiring highly skilled technical
people due to the high market demand for their services. If we are unable to attract and retain
qualiÑed technical and managerial personnel, our results of operations could suÅer and we may
never achieve proÑtability.

Our plans call for us to grow rapidly, and our inability to manage this growth could harm our

business.

We have rapidly and signiÑcantly expanded our operations and expect to continue to do so.
This growth has placed, and is expected to continue to place, a signiÑcant strain on our managerial,
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operational and Ñnancial resources and information systems. Failure to manage our growth
eÅectively will harm our business, Ñnancial condition and operating results. Furthermore, in order
to remain competitive or to expand our business, we may Ñnd it necessary or desirable to acquire
other businesses, products or technologies. If we identify an appropriate acquisition candidate, we
may not be able to negotiate the terms of the acquisition successfully, to Ñnance the acquisition or
to integrate the acquired businesses, products or technologies into our existing business and
operations. In addition, completing a potential acquisition and integrating an acquired business may
strain our resources and require signiÑcant management time.

Our international operations expose us to potential tariÅs and other trade barriers, unexpected

changes in foreign regulatory requirements and laws and economic and political instability as well

as other risks that could adversely aÅect our results of operations.

We intend to expand our international business in Western Europe and enter additional
international markets. Expansion will require signiÑcant management attention and Ñnancial
resources as we establish additional foreign operations, hire additional personnel and establish
indirect distribution channels. Revenue from this international expansion may be inadequate to
cover the related expenses.

Other risks we may encounter in conducting international business activities generally could
include the following:

‚ tariÅs and other trade barriers;

‚ unexpected changes in foreign regulatory requirements and laws;

‚ economic and political instability;

‚ increased risk of infringement claims;

‚ restrictions on the repatriation of funds;

‚ potentially adverse tax consequences;

‚ timing, cost and potential diÇculty of adapting our system to the local language standards in
those foreign countries that do not use the English alphabet;

‚ Öuctuations in foreign currencies; and

‚ limitations in communications infrastructures in some foreign countries.

If our customers do not perceive our system or services to be eÅective or of high quality, our brand

and name recognition would suÅer.

We believe that establishing and maintaining brand and name recognition is critical for
attracting and expanding our targeted customer base. We also believe that the importance of
reputation and name recognition will increase as competition in our market increases. Promotion
and enhancement of our name will depend on the success of our marketing eÅorts and on our
ability to continue to provide high quality systems and services, neither of which can be assured. If
our customers do not perceive our system or services to be eÅective or of high quality, our brand
and name recognition will suÅer, which would harm our business.

Our headquarters and many of our contract manufacturers and suppliers are located in California

where natural disasters occur.

Currently, our corporate headquarters and many of our contract manufacturers and suppliers
are located in California. California historically has been vulnerable to natural disasters and other
risks, such as earthquakes and Ñres, which at times have disrupted the local economy and posed
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physical risks to our property. We presently do not have redundant multiple site capacity in the
event of a natural disaster. In the event of such a disaster, our business would suÅer.

Risks Related to this OÅering

Our share price may be highly volatile and could drop unexpectedly.

Following this oÅering, the price for our shares of common stock could be highly volatile and
subject to wide Öuctuations in response to the following factors:

‚ quarterly variations in our operating results due to prolonged sales cycles and deviations
between actual and expected sales;

‚ announcements of technical innovations, new systems or services by us or our competitors;

‚ changes in investor perception of us or the market for our system;

‚ changes in Ñnancial estimates by securities analysts; and

‚ changes in general economic and market conditions.

The stocks of many technology companies have experienced signiÑcant Öuctuations in trading
price and volume. Often these Öuctuations have been unrelated to operating performance. In
particular, following initial public oÅerings, the market prices for stocks of technology companies
often reach unsustainable levels that bear no established relationship to the operating performance
of these companies. These broad market and industry factors may signiÑcantly aÅect the market
price of our common stock, regardless of our actual operating performance. Declines in the market
price of our common stock could also harm employee morale and retention, our access to capital
and other aspects of our business.

If our share price is volatile, we may be the target of securities litigation, which is costly and time-

consuming to defend.

In the past, following periods of market volatility in the price of a company's securities,
security holders have often instituted class action litigation. Many technology companies have been
subject to this type of litigation. If the market value of our common stock experiences adverse
Öuctuations, and we become involved in this type of litigation, regardless of the outcome, we could
incur substantial legal costs and our management's attention could be diverted, causing our
business, Ñnancial condition and operating results to suÅer.

No public market has existed for our shares and an active trading market may not develop or be

sustained.

Before this oÅering, there has been no public market for our common stock. We cannot assure
you that an active trading market will develop or be sustained after this oÅering. You may not be
able to resell your shares at or above the initial public oÅering price. Through negotiations with the
underwriters, we will determine the initial public oÅering price of the shares. This price will not
necessarily relate to our book value, assets, past operating results, Ñnancial condition or other
established criteria of value. Therefore, the initial public oÅering price may not be indicative of the
market price for our shares of common stock after this oÅering.

Our executive oÇcers, directors and principal stockholders control us and may make decisions that

you do not consider to be in your best interest.

Immediately after this oÅering, our executive oÇcers, directors and principal stockholders will,
in the aggregate, directly or indirectly hold approximately 71.6% of our outstanding shares, based
upon an assumed initial public oÅering price of $14.00 per share. Accordingly, these stockholders
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will be able to control us through their ability to determine the outcome of the election of our
directors, to amend our certiÑcate of incorporation and bylaws and to take other actions requiring
the vote or consent of stockholders, including mergers, going private transactions and other
extraordinary transactions, and the terms of any of these transactions. The ownership position of
these stockholders may have the eÅect of delaying, deterring or preventing a change in control or a
change in the composition of our board of directors.

Perceived or actual conÖicts of interest in the conduct of this oÅering could arise from the fact that

two of our underwriters are, and are aÇliated with, signiÑcant customers, and one is aÇliated with

a principal stockholder.

Chase Securities Inc., one of our underwriters, is an aÇliate of Chase Manhattan Bank, a
signiÑcant customer. UBS Warburg LLC, together with its aÇliates, is a signiÑcant customer and is
also one of our underwriters. One of UBS Warburg LLC's aÇliates, UBS (USA) Inc., owns 5.6% of
our outstanding shares as of June 30, 2000. Because of these relationships with our underwriters, it
is possible that a conÖict of interest as to their roles may arise or that others may perceive a
conÖict of this type in connection with this oÅering.

The sale of a substantial number of shares of our common stock after this oÅering may cause our

stock price to fall.

The market price of our shares of common stock could decline as a result of sales of substantial
amounts of our common stock in the public market after the closing of this oÅering or the
perception that substantial sales could occur. These sales also might make it diÇcult for us to sell
shares in the future at a time and at a price that we deem appropriate.

After this oÅering, we will have 25,216,975 outstanding shares of common stock, based upon an
assumed initial public oÅering price of $14.00 per share. This number includes 3,600,000 shares we
are selling in this oÅering, which may be resold immediately in the public market. The remaining
21,616,975 shares, or 85.7% of our total outstanding shares, based upon an assumed initial public
oÅering price of $14.00 per share, are restricted from immediate resale under the federal securities
laws and lock-up agreements between our current stockholders and the underwriters, but may be
sold into the market in the near future. These shares will become available for sale at various times
following the expiration of the lock-up agreements, which is 180 days after the eÅective date of the
registration statement that includes this prospectus, subject to volume limitations under Rule 144 of
the Securities Act of 1933. In addition, following the expiration of the 180 day lock-up period,
holders of the shares reserved for issuance under our stock option and stock purchase plans, other
than members of management who are deemed to be aÇliates, will be able to resell these shares
without restriction.

Investors will incur immediate dilution and may experience further dilution.

If you purchase shares in this oÅering, you will experience immediate and substantial dilution
of $12.54 in pro forma net tangible book value per share based on our book value as of June 30,
2000 and an assumed initial public oÅering price of $14.00 per share. Net tangible book value per
share represents the amount of our total assets less our total liabilities, divided by the number of
shares of our common stock outstanding immediately after the oÅering. Our existing stockholders
paid an average price per share of $0.30, as of June 30, 2000, and will therefore, have an average
unrealized gain of $13.70 per share based upon an assumed initial public oÅering price of $14.00.
We also have outstanding a large number of stock options with exercise prices signiÑcantly below
the initial public oÅering price of the shares. To the extent these options are exercised, there will
be further dilution. We intend to continue to grant stock options to our employees as part of our
general compensation practices.
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Provisions of our certiÑcate of incorporation, our bylaws and Delaware law may make it diÇcult

for a third party to acquire us, despite the possible beneÑts to our stockholders.

Our certiÑcate of incorporation, our bylaws and Delaware law contain provisions that may
inhibit changes in our control that are not approved by our board of directors. For example, the
board of directors will have the authority to issue up to 10,000,000 shares of preferred stock and to
determine the terms of preferred stock, without any further vote or action on the part of the
stockholders.

These provisions may have the eÅect of delaying, deferring or preventing a change in our
control despite possible beneÑts to our stockholders, may discourage bids at a premium over the
market price of our common stock and may adversely aÅect the market price of our common stock
and the voting and other rights of our stockholders.

We will have broad discretion in applying the net proceeds of this oÅering and may not use the

proceeds in ways that will enhance our market value.

We have signiÑcant Öexibility in applying the proceeds we receive in this oÅering. Other than
repayment of a portion of our indebtedness to related parties, including accrued interest, we are
not required to allocate the proceeds we receive in this oÅering to any speciÑc investment or
transaction. As part of your investment decision, you will not be able to assess or direct how we
apply the net proceeds. If we do not apply the funds we receive eÅectively, our accumulated deÑcit
will increase and we may lose signiÑcant business opportunities. Furthermore, our stock price could
decline if the market does not view our use of the proceeds from this oÅering favorably.
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FORWARD-LOOKING STATEMENTS

This prospectus contains forward-looking statements. The forward-looking statements are
principally contained in the sections ""Prospectus Summary'' beginning on page 1, ""Management's
Discussion and Analysis of Financial Condition and Results of Operations'' beginning on page 23,
and ""Business'' beginning on page 38. These statements involve known and unknown risks,
uncertainties and other factors which may cause our actual results, performances or achievements
to be materially diÅerent from any future results, performance or achievements expressed or
implied by the forward-looking statements. Forward-looking statements include, but are not limited
to:

‚ business strategy;

‚ the market opportunity for our systems, including the willingness of businesses to adopt
video networking technologies;

‚ plans for hiring additional personnel;

‚ our estimates regarding our capital requirements and our needs for additional Ñnancing; and

‚ plans, objectives, expectations and intentions contained in this prospectus that are not
historical facts.

In some cases, you can identify forward-looking statements by terms such as ""may,'' ""will,''
""should,'' ""could,'' ""would,'' ""expects,'' ""intends,'' ""plans,'' ""anticipates,'' ""believes,'' ""estimates,''
""projects,'' ""predicts,'' ""potential'' and similar expressions intended to identify forward-looking
statements. These statements reÖect our current views with respect to future events and are based
on assumptions and subject to risks and uncertainties. Given these uncertainties, you should not
place undue reliance on these forward-looking statements. We discuss many of these risks in
greater detail under the heading ""Risk Factors'' beginning on page 6. Also, these forward-looking
statements represent our estimates and assumptions only as of the date of this prospectus.

You should read this prospectus completely and with the understanding that our actual future
results may be materially diÅerent from what we expect. We may not update these forward-looking
statements, even though our situation may change in the future unless we have obligations under
the federal securities laws to update and disclose material developments related to previously
disclosed information. We qualify all of our forward-looking statements by these cautionary
statements.
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USE OF PROCEEDS

We estimate that the net proceeds we will receive from this oÅering will be approximately
$45.5 million, or approximately $52.5 million if the underwriters fully exercise their over-allotment
option, at the assumed initial public oÅering price of $14.00 per share, in each case after deducting
the estimated underwriting discounts and commissions and estimated oÅering expenses.

We plan to use approximately $12.5 million of the net proceeds of this oÅering to repay our
debt to related parties as follows:

‚ To repay notes payable to Dr. Gerald J. Burnett, Mr. R. Stephen Heinrichs and
Mr. William L. Campbell, our three founders, including interest, that totaled approximately
$2.8 million as of June 30, 2000 for advances made to our intellectual property subsidiary.
These notes bear interest at 10% per annum and are due on demand.

‚ To repay notes payable to Collaborative Holdings, whose partners include Dr. Burnett, Mr.
Heinrichs and Mr. Campbell, our three founders, including interest, that totaled approxi-
mately $9.7 million as of June 30, 2000. The notes payable, which represent a line of credit
established in December 1997, bear interest at 10% per annum and are due 180 days from the
completion date of this oÅering.

We currently expect to use the balance of the net proceeds of this oÅering as follows:

‚ to fund increases in our sales and marketing capabilities;

‚ to fund research and development programs, including patent and licensing activities;

‚ to provide working capital; and

‚ for general corporate purposes.

The amounts we actually expend for each of the categories above will vary signiÑcantly
depending on a number of factors, including revenue growth, if any, the amount of cash we
generate from operations, changing technologies, shifts in customer demand and the success of our
patent and licensing activities. As a result, we will retain broad discretion in the allocation and use
of the net proceeds of this oÅering. Pending the uses described above, we intend to invest the net
proceeds from this oÅering in short-term, investment grade, interest bearing securities.

DIVIDEND POLICY

We have not declared or paid dividends on our common stock in the past and do not intend to
pay dividends on our common stock in the foreseeable future. Any future determination to pay
dividends will be at the discretion of our board of directors and will depend on our Ñnancial
condition, results of operations, capital requirements and other factors the board of directors deems
relevant.
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CAPITALIZATION

The following table sets forth our capitalization as of June 30, 2000:

‚ on an actual basis, giving eÅect to a one-for-Ñve reverse stock split of our shares of common
and preferred stock eÅected in July 2000;

‚ on an unaudited pro forma basis giving eÅect to the conversion, upon completion of this
oÅering, of:

Ó all 16,000,000 outstanding shares of series A convertible preferred stock into an estimated
18,667,286 shares of common stock, which represents the sum of (1) 16,000,000 shares of
common stock plus (2) an estimated 2,667,286 shares of common stock representing a
beneÑcial conversion feature equal to the quotient of (A) the conversion amount, which
was $37.3 million at June 30, 2000 and which includes an amount equal to $0.2167 per
share per annum, pro rated based on the number of days elapsed in the year, divided by
(B) an assumed initial public oÅering price of $14.00 per share; an estimated 18,698,781
shares would be issued as of August 16, 2000, reÖecting the increase in the conversion
amount to $37.8 million at such date

Ó all 1,067,369 outstanding shares of our series B convertible preferred stock into 1,067,369
shares of our common stock; and

Ó the reclassiÑcation of approximately $9.7 million of noncurrent debt to current debt.

‚ on an unaudited, pro forma as adjusted basis to reÖect:

Ó the sale by us of 3,600,000 shares of common stock in this oÅering at an assumed initial
public oÅering price of $14.00 per share, after deducting underwriting discounts and
commissions and estimated oÅering expenses; and

Ó the repayment of our related party debt that as of June 30, 2000, was $12.5 million, with a
portion of the estimated net proceeds from this oÅering.

The table should be read in conjunction with the unaudited consolidated Ñnancial statements
and notes to those consolidated Ñnancial statements included elsewhere in this prospectus.

This information excludes:

‚ 3,090,000 shares of common stock reserved for issuance under our 2000 stock option plan and
2000 director stock option plan;

‚ 2,190,050 shares that were subject to outstanding options under our 1997 stock option plan at
June 30, 2000, at a weighted average exercise price of $6.90 per share;

‚ 1,500,000 shares of common stock reserved for issuance under our 2000 employee stock
purchase plan;

‚ 10,000,000 shares of preferred stock that will be authorized upon completion of this oÅering;
and

‚ shares of authorized but unissued non-voting common stock that will cease to be authorized
upon completion of this oÅering.

For further information regarding our stock option and purchase plans, including provisions for
the automatic increase in reserved shares, see ""Management Ì Incentive Plans'' beginning on
page 61.
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June 30, 2000

Pro Forma
Actual Pro Forma As Adjusted

(in thousands)
(unaudited)

Notes payable and accrued interest due to related parties:
Current portionÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 2,829 $ 12,473 $ Ì
Noncurrent portion ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 9,644 Ì Ì

Stockholders' equity (deÑcit):
Series A convertible preferred stock, $0.001 par value,

80,000,000 shares authorized; 16,000,000 issued and
outstanding actual; no shares issued and outstanding pro
forma and pro forma as adjustedÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 16 Ì Ì

Series B convertible preferred stock, $0.001 par value,
6,000,000 shares authorized; 1,067,369 issued and
outstanding actual; no shares issued and outstanding pro
forma and pro forma as adjustedÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1 Ì Ì

Common stock, $0.001 par value, 250,000,000 shares
authorized; 2,994,450 issued and outstanding actual, and
22,729,105 and 26,329,105 issued and outstanding pro
forma and pro forma as adjustedÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3 23 26

Treasury common stock, 1,143,625 shares, at cost, actual,
pro forma and pro forma as adjusted ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1) (1) (1)

Additional paid in capital ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 11,137 48,476 93,945
Deferred stock compensationÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (2,746) (2,746) (2,746)
Accumulated deÑcit ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (16,975) (54,317) (54,317)

Total stockholders' equity (deÑcit) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (8,565) (8,565) 36,907

Total capitalization ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 3,908 $ 3,908 $ 36,907
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DILUTION

Our pro forma net tangible book value (deÑcit) as of June 30, 2000, was approximately
$(8.6) million or $(0.40) per share of common stock. Pro forma net tangible book value (deÑcit)
per share represents the amount of our total tangible assets less total liabilities divided by the
number of shares of common stock outstanding after giving eÅect to the conversion of all our
outstanding convertible preferred shares based on an assumed initial public oÅering price of
$14.00 per share.

After giving eÅect to the issuance and sale by us of 3,600,000 shares of common stock oÅered
by this prospectus at an assumed initial public oÅering price of $14.00 per share and after deducting
estimated underwriting discounts and commissions and oÅering expenses, our pro forma, as
adjusted, net tangible book value as of June 30, 2000 would have been $36.9 million, or $1.46 per
share. This represents an immediate increase in the pro forma net tangible book value of $1.86 per
share to existing stockholders and an immediate dilution of $12.54 per share to new investors in this
oÅering illustrated by the following table:

Assumed initial public oÅering price per shareÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $14.00
Pro forma net tangible book value (deÑcit) per share before this

oÅering ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(0.40)
Increase per share attributable to new investors ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1.86

Pro forma, as adjusted, net tangible book value per share after the oÅering 1.46

Dilution per share to new investorsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $12.54

The following table sets forth on a pro forma, as adjusted, basis as of June 30, 2000 the number
of shares of common stock purchased from us, the total consideration paid and the average price
per share paid by existing stockholders and new stockholders at an assumed initial public oÅering
price of $14.00 per share before deducting underwriting discounts and commissions and oÅering
expenses payable by us:

Average Price
Per ShareShares Purchased Total Consideration

Number Percent Amount Percent

Existing stockholders ÏÏÏÏÏ 21,585,480 85.7% $ 6,459,000 11.3% $ 0.30
New stockholders ÏÏÏÏÏÏÏÏ 3,600,000 14.3 50,400,000 88.7 14.00

Total ÏÏÏÏÏÏÏÏÏÏÏÏ 25,185,480 100% $56,859,000 100%

The foregoing discussion and tables assume the conversion of the series A convertible
preferred stock as described on page 18 based upon a June 30, 2000 conversion amount.
Additionally, it assumes no exercise of any stock options outstanding. As of June 30, 2000, there
were options outstanding to purchase a total of approximately 2,190,050 shares of common stock
with a weighted average exercise price of $6.90 per share. An additional 4,590,000 shares are
available for future issuances under our stock option and stock purchase plans. For further
information regarding our stock option and purchase plans, including provisions for the automatic
increase in reserved shares, see ""Management Ì Incentive Plans'' beginning on page 61. To the
extent that any of these options are exercised or that shares reserved for issuance under our plans
are issued, your investment will be further diluted.
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SELECTED FINANCIAL DATA

You should read the following selected combined and consolidated Ñnancial data in conjunction with our
combined and consolidated Ñnancial statements and related notes and ""Management's Discussion and Analysis
of Financial Condition and Results of Operations'' appearing elsewhere in this prospectus. The statement of
operations and balance sheet data for the years ended and as of December 31, 1995, 1996, 1997, 1998 and 1999
are derived from our combined Ñnancial statements. Our audited combined Ñnancial statements as of
December 31, 1998 and 1999 and for each of the three years in the period ended December 31, 1999 are
included elsewhere in this prospectus. Prior to 1998, we did not have any common stock outstanding because
we were organized as Avistar Systems, Limited Partnership, our predecessor. Accordingly, no per share data
have been presented for periods prior to 1998. The statement of operations and balance sheet data for the
six months ended and as of June 30, 1999 and 2000 have been derived from the unaudited interim combined
and consolidated Ñnancial statements included elsewhere in this prospectus. In the opinion of management,
our unaudited combined and consolidated Ñnancial statements have been prepared on a basis consistent with
our audited combined Ñnancial statements and include all adjustments, which are only normally recurring
adjustments, necessary for a fair presentation of the Ñnancial position and results of operations for the
unaudited periods. Operating results for the six months ended June 30, 2000 are not necessarily indicative of
the results for the year ending December 31, 2000 or for any future period.

Six Months
Year Ended December 31, Ended June 30,

1995 1996 1997 1998 1999 1999 2000

Predecessor Entity

(in thousands, except per share data)

Combined Statement of Operations Data:
Revenue:

Product ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 812 $ 2,253 $ 3,196 $ 3,342 $ 6,146 $ 2,761 $ 7,081
Services, maintenance and supportÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 330 540 1,861 1,786 3,227 1,382 2,170

Total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,142 2,793 5,057 5,128 9,373 4,143 9,251
Cost of revenue:

Product ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,214 2,474 2,661 1,959 3,190 1,640 3,272
Services, maintenance and supportÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 829 1,660 2,354 1,443 1,697 844 1,054

Total cost of revenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,043 4,134 5,015 3,402 4,887 2,484 4,326

Gross proÑt ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (901) (1,341) 42 1,726 4,486 1,659 4,925

Operating expenses:
Research and developmentÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,677 2,591 3,347 3,348 2,718 1,259 1,791
Sales and marketing ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,276 2,288 2,513 3,152 3,649 1,743 2,349
General and administrativeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,207 862 1,182 2,289 2,872 1,294 1,779
Amortization of deferred stock compensation ÏÏÏÏÏ Ì Ì Ì Ì 618 Ì 1,168

Total operating expensesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 5,160 5,741 7,042 8,789 9,857 4,296 7,087

Loss from operations ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (6,061) (7,082) (7,000) (7,063) (5,371) (2,637) (2,162)

Other (expense) income:
Interest expense ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (786) (1,501) (2,394) (276) (1,012) (331) (730)
Interest incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1 1 1 1 54 3 114
OtherÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 12 4 (310) (303) (21) (2) Ì

Total other expense ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (773) (1,496) (2,703) (578) (979) (330) (616)

Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(6,834) $(8,578) $(9,703) $(7,641) $ (6,350) $(2,967) $ (2,778)

Net loss per share Ì basic and diluted ÏÏÏÏÏÏÏÏÏÏÏÏÏ $(86.83) $ (54.27) $(26.49) $ (12.40)

Weighted average shares used in calculating basic
and diluted net loss per share ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 88 117 112 224

Pro forma:
Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ (6,350) $ (2,778)
BeneÑcial conversion related to convertible

preferred stock ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(35,608) $ Ì

Net loss attributable to common stockholders ÏÏÏÏÏÏÏ $(41,958) $ (2,778)

Pro forma net loss per share Ì basic and diluted ÏÏÏÏ $ (2.24) $ (0.14)
Weighted average shares used in calculating pro

forma basic and diluted net loss per share ÏÏÏÏÏÏÏÏ 18,728 19,835
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See note 10 of the notes to the Ñnancial statements for an explanation of the calculation of pro forma net
loss attributable to common stockholders and the determination of the numbers of shares and share
equivalents used in computing pro forma per share amounts.

As of
As of December 31, June 30,

1995 1996 1997 1998 1999 2000

Predecessor Entity

(in thousands)

Combined and Consolidated Balance Sheet Data:

Cash and cash equivalents ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 20 $ 32 $ 15 $ 139 $ 6,232 $ 7,285
Working capital (deÑcit) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (11,010) (20,351) (910) (2,881) 1,656 633
Total assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,203 2,919 4,333 2,768 10,523 13,695
Notes payable and accrued interest due to related parties

Current portion ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 11,291 19,648 429 1,300 2,533 2,829
Noncurrent portionÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì 5,152 9,190 9,644

Preferred stockÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 16 16 17 17
Stockholders' equity (deÑcit) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (10,559) (19,137) 36 (7,609) (6,997) (8,565)
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF

FINANCIAL CONDITION AND RESULTS OF OPERATIONS

The following discussion and analysis should be read in conjunction with ""Selected Financial
Data'' and our combined and consolidated Ñnancial statements and the notes to those Ñnancial
statements included elsewhere in this prospectus. Our discussion contains forward-looking statements
based upon current expectations that involve risks and uncertainties, such as our plans, objectives,
expectations and intentions. Our actual results and the timing of events could diÅer materially from
those anticipated in these forward-looking statements as a result of various factors, including those set
forth under ""Risk Factors,'' ""Business'' and elsewhere in this prospectus.

Overview

We operate through two segments:

‚ Avistar Systems Corporation, our wholly owned subsidiary, engages in the design, develop-
ment, manufacturing, sale and marketing of networked video communications products; and

‚ Collaboration Properties, Inc., our wholly owned subsidiary, engages in the development,
prosecution, maintenance and support of the intellectual property used in our system.

Revenue

We derive product revenue principally from the sale and licensing of our video-enabled
networked communications system, consisting of Avistar-designed software and hardware, including
third party components. In addition, we derive revenue from fees for installation, maintenance,
support and training services. As a percentage of total revenue, product revenue was 63.2% in 1997,
65.2% in 1998, 65.6% in 1999 and 76.5% in the six months ended June 30, 2000. We expect the
hardware component of product revenue as a percentage of total product revenue to decline over
time as technology evolves and we are no longer required to provide as many hardware
components.

We market our systems throughout North America, Europe and Asia through our direct sales
force, with sales oÇces in North America and the United Kingdom.

We enter into sales and licensing contracts with our customers and we also oÅer installation,
maintenance, support and training services pursuant to separate contracts. Some of our customers
install our systems themselves and others use third party Ñrms to do the installation. Our customers
sign contract addenda for additional purchases of our system and services. Our contracts contain
provisions regarding, among other things, the following:

‚ system pricing and description;

‚ license terms;

‚ conÑdentiality;

‚ warranties; and

‚ installation, maintenance, support and training services.

Typically, these contracts provide that the exclusive remedy for breach is limited to the price
paid or modiÑcation of our system to satisfy our customer. Typically, the warranty period is three
months from system shipment and the revenue attributed to warranty is deferred and recognized at
the end of the three month period.
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We have generally experienced an estimated product sales cycle of four to nine months for
new customers or large follow-on orders. The length of the sales cycle depends on a number of
factors, including:

‚ customer concerns regarding the introduction of new products by us or our competitors that
would render our current system obsolete or non-competitive;

‚ the amount of customer education required;

‚ the customer's perception of the capabilities of the type of solution we sell and our ability to
service and upgrade our system;

‚ customer concerns over our size and our limited operating history;

‚ customer budgetary constraints and the timing of customer budgeting cycles; and

‚ general economic conditions.

Revenue from customers outside the United States accounted for 14.8% of our revenue in 1997,
14.1% of our revenue in 1998, 18.6% of our revenue in 1999 and 37.3% of our revenue in the six
months ended June 30, 2000. To date, a signiÑcant portion of our revenue has resulted from sales to
a limited number of customers. In 1999, we recorded revenue of approximately $7.2 million from
our three largest customers and their aÇliates, which represented 77.1% of total revenue. In the six
months ended June 30, 2000, we recorded revenue of approximately $6.6 million from our four
largest customers and their aÇliates, which represented 72.0% of total revenue. We anticipate that
our operating results for any given period will depend to a signiÑcant extent on a select number of
customers.

Payment terms are net 30 days after date of shipment. We recognize revenue in accordance
with Statement of Position 97-2, ""Software Revenue Recognition'', and Statement of Position 98-9,
""ModiÑcation of SOP 97-2, Software Revenue Recognition, with Respect to Certain Transactions.''
Although we may enter into separate contracts for various elements such as installation,
maintenance and training, our arrangements with customers to provide products and related
services are accounted for as a single arrangement. We recognize revenues from product sales
when all of the following conditions are met:

‚ the product has been shipped;

‚ an arrangement exists with the customer at a Ñxed price and we have the right to invoice the
customer;

‚ collection of the receivable is probable; and

‚ we have fulÑlled all of our material contractual obligations to the customer.

We stipulate the price charged for maintenance in the contract. The price is based on a
percentage of product revenue. Customers have the option to renew the maintenance at the rate
established in the original agreement. We have historically charged all customers the same
percentage of product revenue for maintenance. Training services can be oÅered independent of
the purchase of product. The value of these training courses is determined in a multiple element
arrangement based on the price charged when such services are sold separately. Although not
required, historically customers have always purchased maintenance when ordering products.
Consequently, the fair value of the products is not readily determinable. Because the fair value of
all undelivered elements in an arrangement is known, we recognize revenue related to delivered
elements using the residual value method in accordance with Statement of Position 98-9.
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When we provide installation services, we recognize product and installation revenues upon
completion of installation and after customer acceptance is received. When the customer or a third
party provides installation services, the product revenue is recognized upon shipment. Payment for
product is due upon shipment based on speciÑc payment terms. Installation and training services
are due upon providing the services. If payments for systems are made in advance of the
completion of installation, those amounts are deferred and recorded as deferred revenue until
installation has occurred and the customer has accepted the product. Revenue from the provision
of services, including training, is recognized as the work is performed. Revenue from maintenance
is oÅered based on a percentage of product sales as stipulated in the agreement and is recognized
pro-rata over the maintenance term, which is typically one year. Payments for services and
maintenance made in advance of the provision of services and maintenance are recorded as
deferred revenue.

Cost of Revenue

Our cost of revenue consists primarily of:

‚ the cost of software and hardware, including third party components;

‚ the cost of compensation for installation, maintenance, support and training personnel; and

‚ other costs related to facilities and oÇce equipment for professional services, technical
support and training personnel.

We recognize product costs and costs of installation, maintenance, support, and training
services as revenue is recorded. The gross margins on service revenue have been comparable to our
product revenue margins. This is due in part to the fact that a signiÑcant percentage of service
revenue is derived from our higher margin maintenance business. Maintenance has higher margins
than other service revenue due to the recurring nature of maintenance business.

Operating Expenses

We generally recognize our operating expenses as we incur them in three general operational
categories: research and development, sales and marketing and general and administrative. Our
operating expenses also include compensation charges related to stock options. These charges are
amortized over the vesting period of the options, generally four years. Our research and
development expenses consist primarily of compensation expenses for our personnel, patent and
licensing costs and, to a minor extent, independent contractors. We expense all patent and licensing
costs. Our sales and marketing expenses consist primarily of compensation, commission and travel
expenses along with other marketing expenses. Our general and administrative expenses consist
primarily of compensation for our administrative, Ñnancial, and contractual personnel and a number
of non-allocable costs, including professional fees, legal fees, accounting fees and provisions for bad
debts.

Over time, we anticipate that research and development expenses, sales and marketing
expenses, and general and administrative expenses will increase in absolute dollars and decrease as
a percentage of revenues. However, we cannot predict how quickly this will take place, if at all.

We allocate the total cost of overhead and facilities to each of the functional areas that use
overhead and facilities based upon the number of employees assigned to each of these areas. These
allocated charges include facilities rent and utilities and depreciation expense for oÇce furniture
and equipment.

The non-cash compensation charge related to stock options represents the diÅerence between
the exercise price of options granted to acquire our shares of common stock during the period and
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the deemed fair value for Ñnancial reporting purposes of our shares of common stock on the
measurement date, which is the same as the date of grant of those options. In 1999, we recorded a
non-cash compensation charge associated with stock options of $618,000. Based on the outstanding
options at June 30, 2000, we will record a charge of approximately $2.0 million in 2000, $1.1 million
in 2001, $575,000 in 2002 and $202,000 in 2003, to record the remainder of the costs associated with
these grants.

Interest income and expenses

We generate interest income by investing the cash we raised in a December 1999 equity
Ñnancing. Interest expense consists primarily of amounts we owe under our line of credit, short-
term debt and long-term debt.

Income taxes

We have made no provision for and have received no beneÑt from income taxes for any period
due to our operating losses. As of December 31, 1999, we had $10.4 million of net operating loss
carry-forwards for federal income tax purposes, which expire beginning on various dates through
the year 2019. Our use of these net operating losses may be limited in future periods. See note 9 to
our combined Ñnancial statements regarding our net operating loss carry-forwards.
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Results of Operations

The following table sets forth data expressed as a percentage of total revenue for the periods
indicated.

Percentage of Total Revenue
Six Months

Year Ended Ended
December 31, June 30,

1997 1998 1999 1999 2000

Revenue:
Product ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 63.2% 65.2% 65.6% 66.6% 76.5%
Services, maintenance and support ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 36.8 34.8 34.4 33.4 23.5

Total revenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 100.0 100.0 100.0 100.0 100.0

Cost of revenue:
Product ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 52.6 38.2 34.0 39.6 35.4
Services, maintenance and support ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 46.5 28.1 18.1 20.4 11.4

Total cost of revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 99.1 66.3 52.1 60.0 46.8

Gross proÑtÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 0.9 33.7 47.9 40.0 53.2
Operating expenses:

Research and developmentÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 66.2 65.3 29.0 30.4 19.4
Sales and marketing ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 49.7 61.5 38.9 42.0 25.4
General and administrativeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 23.4 44.6 30.7 31.2 19.2
Amortization of deferred stock compensation ÏÏÏÏÏ Ì Ì 6.6 Ì 12.6

Total operating expensesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 139.3 171.4 105.2 103.6 76.6

Loss from operations ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (138.4) (137.7) (57.3) (63.6) (23.4)

Other (expense) income:
Interest expense ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (47.4) (5.4) (10.8) (8.0) (7.9)
Interest income ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 0.6 0.1 1.3
Other ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (6.1) (5.9) (0.2) (0.1) Ì

Total other expense ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (53.5) (11.3) (10.4) (8.0) (6.6)

Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (191.9)% (149.0)% (67.7)% (71.6)% (30.0)%

Comparison of the Six Months Ended June 30, 1999 and 2000

Revenue

Our total revenue increased by 123.3% from $4.1 million in the six months ended June 30, 1999
to $9.3 million in the six months ended June 30, 2000. International revenue was $1.0 million in the
six months ended June 30, 1999 and $3.4 million in the six months ended June 30, 2000.
International revenue from customers in the United Kingdom accounted for 22.3% of total revenue
for the six months ended June 30, 1999 and 26.7% of total revenue for the six months ended
June 30, 2000. Our Collaboration Properties, Inc. subsidiary generated no revenues in either period.

Revenue from product. Revenue from the sale of product increased by 156.5% from $2.8 million
in the six months ended June 30, 1999 to $7.1 million in the six months ended June 30, 2000. The
increase resulted from the growing market acceptance of our system, the introduction of new
system features, and our expanded sales and marketing eÅorts.

Revenue from services, maintenance and support. Revenue from services increased by 57.0%
from $1.4 million in the six months ended June 30, 1999 to $2.2 million in the six months ended
June 30, 2000. The increase in services revenue in the six months ended June 30, 2000 over the six
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months ended June 30, 1999 was primarily due to the growth in professional services and
maintenance revenue as our client base increased over this period.

Cost of Revenue

Total cost of revenue increased by 74.2% from $2.5 million in the six months ended June 30,
1999 to $4.3 million in the six months ended June 30, 2000. The total cost of revenue as a
percentage of total revenue declined from 60.0% in the six months ended June 30, 1999 to 46.8% in
the six months ended June 30, 2000.

Cost of product revenue. The decrease in cost of product revenue as a percentage of product
revenue was attributable to improved product gross margins, which increased from 40.6% in the six
months ended June 30, 1999 to 53.8% in the six months ended June 30, 2000. Product margins
improved due to engineering improvements in the system design that reduced component costs,
higher volume purchases and procurement negotiations with vendors.

Cost of services, maintenance and support revenue. The decrease in cost of services revenue as a
percentage of services revenue declined as a result of improved service gross margins, which
improved from a gross margin of 38.9% in the six months ended June 30, 1999 to 51.4% in the six
months ended June 30, 2000. Service margins improved due to increased economies of scale and the
improved serviceability of the system.

Operating expenses

Our total operating expenses increased 65.0% from $4.3 million in the six months ended
June 30, 1999 to $7.1 million in the six months ended June 30, 2000. As a percentage of total
revenue, our expenses declined from 103.7% in the six months ended June 30, 1999 to 76.6% in the
six months ended June 30, 2000. This decrease was a result of revenue increasing at a greater rate
than operating expenses. Operating expenses attributable to our Avistar Systems Corporation
subsidiary represented approximately $3.4 million, or 79.5% of total operating expenses in the six
months ended June 30, 1999, and approximately $6.4 million, or 90.4% in the six months ended
June 30, 2000. Operating expenses attributable to our Collaboration Properties, Inc. subsidiary
represented approximately $0.9 million, or 20.5% of total operating expenses in the six months
ended June 30, 1999, and approximately $0.7 million, or 9.6% in the six months ended June 30, 2000.
Collaboration Properties expenses related primarily to research and development and, to a lesser
extent, general and administrative.

Research and development. Research and development expenses increased 42.3% from
$1.3 million in the six months ended June 30, 1999 to $1.8 million in the six months ended June 30,
2000. As a percentage of total revenue, research and development expenses represented 30.4% in
the six months ended June 30, 1999 and 19.4% in the six months ended June 30, 2000. The increase
in research and development expenses is due to an approximate $250,000 increase in compensation
costs related to new hires, related recruiting fees and higher expenditures on expensed equipment.

Sales and marketing. Sales and marketing expenses increased 34.8% from $1.7 million in the six
months ended June 30, 1999 to $2.3 million in the six months ended June 30, 2000. As a percentage
of total revenue, sales and marketing expenses represented 42.0% in the six months ended June 30,
1999 and 25.4% in the six months ended June 30, 2000. The increase in sales and marketing expenses
is due to an approximate $250,000 related to increased sales and marketing personnel, related
recruiting fees and an increase in sales commission expense of approximately $285,000 on higher
revenue.

General and administrative. General and administrative expenses increased 37.5% from
$1.3 million in the six months ended June 30, 1999 to $1.8 million in the six months ended June 30,
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2000. As a percentage of total revenue, general and administrative expenses represented 31.2% in
the six months ended June 30, 1999 and 19.2% in the six months ended June 30, 2000. The increase
in general and administrative expenses is due to an approximate $200,000 increase related to an
increase in personnel, equipment expense to support the revenue growth and expanding the oÇces
in Redwood Shores, New York and London which resulted in higher facility costs.

Amortization of deferred stock compensation. Amortization of deferred stock compensation
expense was zero in the six months ended June 30, 1999 and $1.2 million in the six months ended
June 30, 2000. As a percentage of total revenue, amortization of deferred stock expense was 12.6%
in the six months ended June 30, 2000.

Interest income and interest expense

Interest income was $3,000 in the six months ended June 30, 1999 and $114,000 in the six
months ended June 30, 2000. Interest expense was $331,000 in the six months ended June 30, 1999
and $730,000 in the six months ended June 30, 2000. The increase in interest expense in the six
months ended June 30, 2000 was due to the establishment of a $2.0 million line of credit with a
Ñnancial institution in June 1999 and the increase in the balance on the notes payable to related
parties.

Interest income attributable to our Avistar Systems Corporation subsidiary represented 33.3% of
total interest income in the six months ended June 30, 1999 and 78.9% in the six months ended
June 30, 2000. Interest expense attributable to Avistar Systems Corporation represented 78.6% of
total interest expense in the six months ended June 30, 1999 and 81.8% in the six months ended
June 30, 2000. Interest income attributable to our Collaboration Properties, Inc. subsidiary
represented 66.7% of total interest income in the six months ended June 30, 1999 and 21.1% in the
six months ended June 30, 2000. Interest expense attributable to Collaboration Properties, Inc.
represented 21.4% of total interest expense in the six months ended June 30, 1999 and 18.2% in the
six months ended June 30, 2000.

Net loss

Net loss attributable to our Avistar Systems Corporation subsidiary was $2.0 million in the six
months ended June 30, 1999 and $2.0 million in the six months ended June 30, 2000. Net loss
attributable to our Collaboration Properties, Inc. subsidiary was $0.9 million in the six months
ended June 30, 1999 and $0.8 million in the six months ended June 30, 2000.

Comparison of the Years Ended December 31, 1997, 1998 and 1999

Revenue

Our total revenue increased by 1.4% from $5.06 million in 1997 to $5.13 million in 1998 and
increased 82.8% to $9.4 million in 1999. International revenue decreased by 3.2% from $742,000 in
1997 to $718,000 in 1998 and increased 140.1% to $1.7 million in 1999. International revenue to
customers in the United Kingdom accounted for 15.6% of total revenue in 1999. No single foreign
country accounted for more than 10% of total revenue in 1997 and 1998. Our Collaboration
Properties, Inc. subsidiary generated no revenues in either period.

Revenue from product. Revenue from the sale of product increased 4.6% from $3.2 million in
1997 to $3.3 million in 1998 and increased 83.9% to $6.1 million in 1999. The increase in product
revenue from 1997 to 1999 resulted from a growing market acceptance of our system, the release of
the full product suite in the third quarter of 1998, the introduction of new system features, and our
expanded sales and marketing eÅorts.
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Revenue from services, maintenance and support. Revenue from services decreased 4.0% from
$1.9 million in 1997 to $1.8 million in 1998 and increased 80.7% to $3.2 million in 1999. The decline
in services revenue from 1997 to 1998 was due to a large custom installation in 1997, which had a
high component of services revenue. The increase in services revenue from 1998 to 1999 was
primarily due to the growth in professional services and maintenance revenue attributed to
increased product sales as our client base increased over this period.

Cost of revenue

Total cost of revenue decreased by 32.2% from $5.0 million in 1997 to $3.4 million in 1998 and
increased by 43.7% to $4.9 million in 1999. Total cost of revenue as a percentage of total revenue
declined from 99.1% in 1997 to 66.3% in 1998 and 52.1% in 1999.

Cost of product revenue. The decrease in cost of product revenue as a percentage of revenue
was attributable to improved product gross margins, which increased from 16.7% in 1997 to 41.4% in
1998 and to 48.1% in 1999. Product margins improved in 1998 and 1999 due to engineering
improvements in the system design, which reduced component costs and allowed for higher volume
purchases and procurement negotiations with vendors. In 1998, product margins were also improved
due to a vendor credit we received of $131,000 as compensation for a supplier quality problem.

Cost of services, maintenance and support revenue. The decrease in cost of services revenue as a
percentage of total revenue was due to improved service gross margins, which narrowed from a
negative margin of 26.5% in 1997 to a positive margin of 19.2% in 1998 and increased to a positive
margin of 47.4% in 1999. Service margins improved in 1998 and 1999 due to increased economies of
scale and the improved reliability and serviceability of the system.

Operating expenses

Our total operating expenses increased 24.8% from $7.0 million in 1997 to $8.8 million in 1998
and increased 12.2% to $9.9 million in 1999. These increases primarily resulted from increases in
sales and marketing and general and administrative infrastructure expenditures in each of the
periods. Operating expenses attributable to our Avistar Systems Corporation subsidiary represented
100.0% of total operating expenses in 1997, 83.4% in 1998 and 80.7% in 1999. Operating expenses
attributable to our Collaboration Properties, Inc. subsidiary represented 0% of total operating
expenses in 1997, 16.6% in 1998 and 19.3% in 1999. Collaboration Properties expenses related
primarily to research and development and, to a lesser extent, general and administrative.

Research and development. Research and development expenses remained consistent at
$3.3 million in 1997 and $3.3 million in 1998 and decreased 18.2% to $2.7 million in 1999. The
decrease in research and development expenses from 1998 to 1999 was attributable to a signiÑcant
hardware redesign in 1998, and associated consultant and prototype expenses.

Sales and marketing. Sales and marketing expenses increased 25.4% from $2.5 million in 1997 to
$3.2 million in 1998 and 15.8% in 1999 to $3.6 million. The increases in sales and marketing expenses
from 1997 to 1999 resulted primarily from our investment in sales and marketing personnel,
including expansion of our New York sales and service oÇce and the opening of a sales and service
oÇce in London, England.

General and administrative. General and administrative expenses increased 93.7% from
$1.2 million in 1997 to $2.3 million in 1998 and 25.5% to $2.9 million in 1999. The increases in 1998
and 1999 were due to the additional personnel necessary to support our growing operations,
including the addition of two senior executives in 1998, expanding the oÇces in Redwood Shores,
New York and London, and the increase in legal costs associated with patent activities.
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Amortization of deferred stock compensation. In 1999, we recorded a non-cash compensation
charge associated with stock options of $618,000.

Interest income and interest expense

Interest income was $1,000 in 1997, $1,000 in 1998 and $54,000 in 1999. The increase in interest
income was due to interest on the cash we received in December 1999, in connection with the sale
of series B preferred stock. Interest expense was $2.4 million in 1997, $276,000 in 1998, and
$1.0 million in 1999. The decrease in interest expense in 1998 resulted from the debt associated
with our predecessor entity, Avistar Systems, Limited Partnership, being converted into shares of
series A preferred stock. The increases in interest expense in 1999 were due to the establishment of
a $2.0 million line of credit with a Ñnancial institution in June 1999 and the increase in the balance
on the notes payable to related parties.

Interest income attributable to our Avistar Systems Corporation subsidiary represented 100.0%
of total interest income in 1997, 100.0% in 1998 and 25.9% in 1999. Interest expense attributable to
Avistar Systems Corporation represented 100.0% of total interest expense in 1997, 93.8% in 1998 and
81.0% in 1999. Interest income attributable to our Collaboration Properties, Inc. subsidiary
represented 0% of total interest income in 1997, 0% in 1998 and 74.1% in 1999. Interest expense
attributable to Collaboration Properties, Inc. represented 0% of total interest expense in 1997, 6.2%
in 1998 and 19.0% in 1999.

Net loss

Net loss attributable to our Avistar Systems Corporation subsidiary was $9.7 million in 1997,
$6.1 million in 1998 and $4.3 million in 1999. Net loss attributable to our Collaboration Properties,
Inc. subsidiary was zero in 1997, $1.5 million in 1998 and $2.1 million in 1999.

31



Selected Quarterly Results of Operations

The following table sets forth, for the periods indicated, our combined Ñnancial information for
the last ten quarters expressed in dollars and as a percentage of total revenue. We prepared this
information using our unaudited interim combined Ñnancial statements that, in our opinion have
been prepared on a basis consistent with our annual combined Ñnancial statements. We believe that
these interim combined Ñnancial statements include all adjustments, consisting only of normal
recurring adjustments, necessary for a fair presentation of this information when read in
conjunction with our Ñnancial statements and notes to Ñnancial statements. The operating results
for any quarter do not necessarily indicate the results expected for any future period.

Quarter Ended

March 31, June 30, Sept. 30, Dec. 31, March 31, June 30, Sept. 30, Dec. 31, March 31, June 30,
1998 1998 1998 1998 1999 1999 1999 1999 2000 2000

(in thousands)

Revenue:
Product ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 506 $ 563 $ 652 $ 1,621 $ 1,742 $ 1,019 $ 1,732 $ 1,653 $ 3,190 $ 3,891
Services, maintenance

and support ÏÏÏÏÏÏÏÏÏ 417 388 339 642 553 829 892 953 1,136 1,034

Total revenueÏÏÏÏ 923 951 991 2,263 2,295 1,848 2,624 2,606 4,326 4,925

Cost of revenue:
Product ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 395 491 311 762 1,044 596 840 710 1,599 1,673
Services, maintenance

and support ÏÏÏÏÏÏÏÏÏ 352 368 342 381 417 427 466 387 520 534

Total cost of
revenue ÏÏÏÏÏÏÏ 747 859 653 1,143 1,461 1,023 1,306 1,097 2,119 2,207

Gross proÑtÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 176 92 338 1,120 834 825 1,318 1,509 2,207 2,718

Operating expenses:
Research and

developmentÏÏÏÏÏÏÏÏÏ 769 873 830 876 686 573 729 730 699 1,092
Sales and marketing ÏÏÏÏ 713 734 760 945 905 838 879 1,027 1,135 1,214
General and

administrative ÏÏÏÏÏÏÏ 498 612 569 610 723 571 770 808 908 871
Amortization of deferred

stock compensation ÏÏ Ì Ì Ì Ì Ì Ì 295 323 579 589

Total operating
expenses ÏÏÏÏÏÏ 1,980 2,219 2,159 2,431 2,314 1,982 2,673 2,888 3,321 3,766

Loss from operations ÏÏÏÏÏ (1,804) (2,127) (1,821) (1,311) (1,480) (1,157) (1,355) (1,379) (1,114) (1,048)

Other (expense) income:
Interest expense ÏÏÏÏÏÏÏ (17) (57) (101) (101) (92) (239) (333) (348) (332) (398)
Interest income ÏÏÏÏÏÏÏÏ 12 (12) Ì 1 11 Ì 24 19 67 52
Other ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (71) (43) (64) (125) (2) (8) (5) (6) Ì (5)

Total other
expense ÏÏÏÏÏÏÏ (76) (112) (165) (225) (83) (247) (314) (335) (265) (351)

Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(1,880) $(2,239) $(1,986) $(1,536) $(1,563) $(1,404) $(1,669) $(1,714) $(1,379) $(1,399)
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As a Percentage of Total Revenue

March 31, June 30, Sept. 30, Dec. 31, March 31, June 30, Sept. 30, Dec. 31, March 31, June 30,
1998 1998 1998 1998 1999 1999 1999 1999 2000 2000

Revenue:
Product ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 54.8% 59.2% 65.8% 71.6% 75.9% 55.1% 66.0% 63.4% 73.7% 79.0%
Services, maintenance

and supportÏÏÏÏÏÏÏÏÏÏ 45.2 40.8 34.2 28.4 24.1 44.9 34.0 36.6 26.3 21.0

Total revenue ÏÏÏÏ 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Cost of revenue:
Product ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 42.8 51.6 31.4 33.7 45.5 32.3 32.0 27.2 37.0 34.0
Services, maintenance

and supportÏÏÏÏÏÏÏÏÏÏ 38.1 38.7 34.5 16.8 18.2 23.1 17.8 14.9 12.0 10.8

Total cost of
revenue ÏÏÏÏÏÏÏ 80.9 90.3 65.9 50.5 63.7 55.4 49.8 42.1 49.0 44.8

Gross proÑt ÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 19.1 9.7 34.1 49.5 36.3 44.6 50.2 57.9 51.0 55.2

Operating expenses:
Research and

development ÏÏÏÏÏÏÏÏÏ 83.3 91.8 83.8 38.7 29.9 31.0 27.8 28.0 16.2 22.2
Sales and marketing ÏÏÏÏ 77.3 77.2 76.7 41.8 39.4 45.3 33.5 39.4 26.2 24.6
General and

administrative ÏÏÏÏÏÏÏÏ 54.0 64.4 57.4 26.9 31.5 30.9 29.3 31.0 21.0 17.6
Amortization of deferred

stock compensationÏÏÏ Ì Ì Ì Ì Ì Ì 11.2 12.4 13.4 12.0

Total operating
expensesÏÏÏÏÏÏÏ 214.6 233.4 217.9 107.4 100.8 107.2 101.8 110.8 76.8 76.4

Loss from operationsÏÏÏÏÏÏ (195.5) (223.7) (183.8) (57.9) (64.5) (62.6) (51.6) (52.9) (25.8) (21.2)

Other (expense) income:
Interest expenseÏÏÏÏÏÏÏÏ (1.8) (6.0) (10.2) (4.5) (4.0) (12.9) (12.7) (13.4) (7.6) (8.1)
Interest income ÏÏÏÏÏÏÏÏ 1.3 (1.2) Ì Ì 0.5 Ì 0.9 0.7 1.5 1.1
Other ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (7.7) (4.5) (6.4) (5.5) (0.1) (0.5) (0.2) (0.2) Ì (0.1)

Total other
expense ÏÏÏÏÏÏÏ (8.2) (11.7) (16.6) (10.0) (3.6) (13.4) (12.0) (12.9) (6.1) (7.1)

Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (203.7)% (235.4)% (200.4)% (67.9)% (68.1)% (76.0)% (63.6)% (65.8)% (31.9)% (28.3)%

Revenue

The general trend of product revenue and services revenue has been to grow over the past ten
quarters due primarily to increased client acceptance of our systems and to the growth and
increased productivity of our sales force. Revenue in the fourth quarter of 1998 was higher than the
third quarter of 1998 due to signiÑcant customer installations being completed. During 1999,
revenue generated from follow-on orders contributed to steady revenue growth. During the second
quarter of 1999, however, revenue declined as compared to the Ñrst quarter of 1999 due to a lower
order rate in the Ñrst quarter of 1999. The increase in revenue in the third quarter of 1999 was a
result of increased orders in the second quarter of 1999 and the subsequent large installations for
two customers. Revenue for the fourth quarter of 1999 was Öat with the third quarter of 1999 as a
result of the general Year 2000 concerns at several of our customers, which limited installations in
the second half of the quarter. Revenue for the Ñrst quarter of 2000 was higher than for the fourth
quarter of 1999 as the Year 2000 concerns eased and we increased our installations.

Cost of revenue

The general trend of total cost of product and service revenue has been to increase in absolute
dollars over the past ten quarters, however, at a lower rate than revenue. There was an overall
improvement in product gross proÑt margins from 21.9% for the Ñrst quarter of 1998 to 57.0% for
the second quarter of 2000. This improvement was due to increased product gross margins resulting
from lower product costs due to system design improvements and additional discounts as a result of
increased volume purchases and better procurement negotiations, as well as the beneÑts of higher
product revenue being allocated over relatively Ñxed manufacturing overhead costs. Product
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margins were also partially improved in the third quarter of 1998 by $65,000 and the fourth quarter
of 1998 by $66,000 due to a vendor credit we received as compensation for a supplier quality
problem. Service gross margins improved from 15.6% for the Ñrst quarter of 1998 to 48.4% for the
second quarter of 2000 due to economies of scale and the improved reliability and serviceability of
the system. Cost of services revenue remained relatively constant over the period from the Ñrst
quarter of 1998 through the fourth quarter of 1999, due to the fact that we had suÇcient resources,
primarily service personnel, available to install and service the increasingly higher levels of business
realized over the periods. In the Ñrst quarter of 2000, service and support costs increased as we
added personnel to accommodate the higher installation and service requirements.

Operating expenses

Our total operating expenses have generally increased in absolute dollars over the last ten
quarters. Operating expenses increased in the fourth quarter of 1998 as compared to the third
quarter of 1998 as a result of approximately $150,000 incurred related to patent Ñlings and increased
sales and marketing expenses incurred in conjunction with our increased revenue level. Operating
expenses declined in the second quarter of 1999 as compared to the Ñrst quarter of 1999 as a result
of lower headcount in sales and marketing, lower research and development spending of
approximately $100,000 due to lower headcount and the completion of a major hardware redesign,
and reduced spending on intellectual property activity in general and administrative of approxi-
mately $74,000. Operating expenses increased in both the third quarter of 1999 and the fourth
quarter of 1999 as a result of increased sales and marketing expenses. These increased expenses
reÖected higher sales commissions, the cost of a headquarters oÇce move and related overlapping
rent payments of approximately $150,000 in the third quarter of 1999 and $50,000 in the fourth
quarter of 1999, and the recording of the amortization of deferred stock compensation expense of
$295,000 in the third quarter of 1999, and $323,000 in the fourth quarter of 1999. Increased
operating expenses in the Ñrst quarter of 2000 resulted from an increase in the amount of deferred
stock compensation amortized from the amount amortized in the fourth quarter of 1999 by $256,000
and approximately $125,000 due to the addition of 13 new employees. The increase in operating
expenses in the second quarter of 2000 reÖected approximately $90,000 due to the addition of six
new employees and approximately $225,000 due to having the Ñrst quarter 2000 new employees on
hand for the entire quarter.

We anticipate that operating expenses will increase for the foreseeable future as we continue
to:

‚ invest in our sales and marketing eÅorts to build market awareness and seek to enlarge our
client base in the United States and internationally;

‚ invest in research and development, including patent and licensing activities, in order to
maintain technological leadership; and

‚ expand our administrative infrastructure to accommodate our growth and incur ongoing
incremental expenses associated with becoming a public company.

Our investments in these activities could signiÑcantly precede any revenue generated by the
increased spending. If we do not experience signiÑcantly increased revenue from these eÅorts, our
business, Ñnancial condition and results of operations could be harmed.

Liquidity and Capital Resources

Since 1993, we have funded our operations primarily through lines of credit with related
parties. To a lesser extent, our operations have been funded by a $2.0 million line of credit with a
Ñnancial institution established in June 1999 and the private placement of $6.4 million of our
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series B preferred stock completed in December 1999. We had cash and cash equivalents of
$6.2 million as of December 31, 1999 and $7.3 million as of June 30, 2000. Our operating activities
resulted in net cash outÖows of $6.6 million in 1997, $5.7 million in 1998, $7.3 million in 1999,
$3.2 million for the six months ended June 30, 1999 and net cash inÖows of $461,000 for the six
months ending June 30, 2000. The net cash outÖow of $6.6 million in 1997 resulted from a net loss
of $9.7 million, an increase in accounts receivable of $1.5 million, and an increase in inventories of
$320,000 due to the growth in our business which was partially oÅset by a $2.4 million increase in
accrued interest associated with borrowings from related parties and our increase in current
liabilities of $1.5 million. The net cash outÖow of $5.7 million in 1998 was due to a net loss of
$7.6 million, oÅset by an increase in accounts receivable of $695,000, a decrease in inventories of
$436,000 and a decrease in deferred revenue of $303,000. In 1999, the net cash outÖow of
$7.3 million resulted from a net loss of $6.4 million, an increase in accounts receivable of $718,000,
an increase in inventories of $693,000, partially oÅset by amortization of deferred compensation of
$618,000. For the six months ended June 30, 1999, net cash outÖow of $3.2 million resulted from a
net loss of $3.0 million. For the six months ended June 30, 2000, net cash inÖow of $461,000 resulted
from a net loss of $2.8 million, an increase in accounts receivable of $586,000, an increase in
inventories of $798,000, an increase in other current assets of $826,000, partially oÅset by a decrease
in amounts payable of $926,000, a decrease in accrued interest of $775,000, $1.2 million of the
amortization of deferred stock compensation expense and increased deferred revenue of
$2.1 million, primarily due to a large non-cancellable order that is not subject to return, refund or
forfeiture from a customer that was an unrelated party on which a $2.9 million prepayment was
received and recorded as deferred revenue. The deferred revenues balances of $1.5 million at
December 31, 1998, $1.3 million at December 31, 1999 and $3.4 million at June 30, 2000 all
represented cash already collected from customers.

Our expenditures for property and equipment were $483,000 in 1997, $175,000 in 1998 and
$106,000 in 1999. At June 30, 2000, we did not have any material commitments for future capital
expenditures.

Under our previous line of credit, we had $2.0 million outstanding at December 31, 1999 and
$1.4 million at March 31, 2000. We incurred $82,000 of interest expense on this line of credit in
1999 and $82,000 for the Ñrst six months ended June 30, 2000, at an average interest rate of 19.1%
and 15.7%. This line of credit was retired using the proceeds from a portion of a $4.0 million
one-year line of credit with another Ñnancial institution in June 2000. Availability of borrowings
under this line is based on a formula applied against approved collateral. This line contains various
Ñnancial covenants, including a negative pledge and a restriction on additional borrowings. The line
bears interest at prime plus 1.25%, subject to adjustment to prime plus 2.75% if a minimum of
$2.0 million of equity has not been raised by September 30, 2000, with minimum monthly interest
accruing at $20,000, and is secured by all of our principal operating subsidiary's assets. We incurred
$25,000 of interest expense on this line of credit for the quarter ended June 30, 2000 at an average
interest rate of 12.3%.

We operated under a predecessor entity, Avistar Systems, Limited Partnership, from its
inception through December 31, 1997, when Avistar Systems Corporation, a Nevada corporation,
was formed and this Nevada corporation acquired the assets of Avistar Systems, Limited
Partnership. In March 2000, Avistar Systems Corporation reincorporated in Delaware and was
renamed as Avistar Communications Corporation in April 2000.

Avistar Systems, Limited Partnership was majority owned and funded by Collaborative
Holdings, a general partnership controlled by our founders. In June 2000, Avistar Systems, Limited
Partnership distributed 16,000,000 shares of our series A preferred stock and 200,000 shares of our
common stock to the general partnership. At this time, the remaining shares of our common stock
held by Avistar Systems, Limited Partnership were distributed to some of our current and former
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employees. Prior to this oÅering, Avistar Systems, Limited Partnership and the general partnership
will have dissolved.

The series A preferred stock has a liquidation preference of $37.3 million as of June 30, 2000
plus conversion rights to common stock. Upon completion of this initial public oÅering, the series A
convertible preferred stock automatically converts into an estimated 18,698,781 shares of common
stock, which represents the sum of (1) 16,000,000 shares of common stock plus (2) an estimated
additional 2,698,781 shares of common stock representing a beneÑcial conversion feature equal to
the quotient of (A) the conversion amount, which was $37.8 million at August 16, 2000 and which
includes an amount equal to $0.2167 per share per annum, pro rated based on the number of days
elapsed in the year, divided by (B) an assumed initial public oÅering price of $14.00 per share.

As of December 31, 1997, we established a line of credit with the partnership controlled by our
founders. As of June 30, 2000, we owed $9.7 million under the line of credit consisting of
$9.1 million of principal and $560,000 of accrued interest due in December 2002 bearing interest at
10% per annum. Upon completion of this initial public oÅering, the line of credit will instead
become due in 180 days. In addition, we owed our three founders $2.8 million as of June 30, 2000
consisting of $2.6 million of principal and $219,000 of accrued interest under notes which will be
repaid upon completion of this oÅering. In addition, in December 1999, we received proceeds of
$6.4 million from the issuance of series B preferred stock.

We expect to use approximately $12.5 million of the net proceeds of this oÅering to repay our
related party indebtedness. We believe that the net proceeds of this oÅering together with existing
cash and cash equivalents and amounts available under our $4.0 million line of credit will be
suÇcient to meet our working capital and capital expenditure requirements for at least the next
12 months. If the net proceeds from this oÅering are not suÇcient to meet our working capital and
capital expenditure requirements for the next twelve months, then we may be forced to engage in:

‚ equity Ñnancing that could dilute the per share value of our common stock; and

‚ debt Ñnancing on terms that could restrict our ability to make capital expenditures or incur
additional indebtedness, which could impede our ability to achieve our business plan.

Additionally, we may need to raise additional funds to fund more rapid expansion, including
signiÑcant increases in personnel and oÇce facilities, to develop new systems, to enhance our
existing system or to respond to competitive pressures. We cannot assure you that alternative or
additional Ñnancing will be available to us on favorable terms or at all or that any such Ñnancing
will not dilute your ownership interest in our company.

Quantitative and Qualitative Disclosures About Market Risk

Market risk represents the risk of loss that may impact our Ñnancial position, operating results
or cash Öows due to adverse changes in Ñnancial and commodity market prices and rates. We are
exposed to market risk due to changes in U.S. interest rates. This exposure is directly related to our
normal operating and funding activities. Historically and as of December 31, 1999 and June 30, 2000,
we have not used derivative instruments or engaged in hedging activities. We manage interest rate
risk by investing excess funds in cash equivalents bearing variable interest rates, which are tied to
various market indices. As a result, we do not believe that near-term changes in interest rates will
materially aÅect our future earnings, fair values or cash Öows.

Our sales are currently denominated in U.S. dollars. Accordingly, we have not engaged in
foreign currency hedge transactions.
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Year 2000 Compliance

We have not experienced, and do not expect to experience, any signiÑcant problems associated
with year 2000 issues. We did not incur material expenditures to test, repair or replace equipment.
In addition, to our knowledge, our suppliers and other third parties with whom we conduct
business have not experienced material year 2000 problems to date.

Recent Accounting Pronouncements

In June 1998, the Financial Accounting Standards Board issued SFAS No. 133, Accounting for
Derivative Instruments and Hedging Activities, which requires companies to record derivative
Ñnancial instruments on the balance sheet as assets or liabilities, measured at fair value. Gains or
losses resulting from changes in the values of those derivatives would be accounted for depending
on the use of the derivative and whether it qualiÑes for hedge accounting. The key criterion for
hedge accounting is that the hedging relationship must be highly eÅective in achieving oÅsetting
changes in fair value or cash Öows. We will be required to adopt SFAS 133 in 2001 in accordance
with SFAS 137, which delays the required implementation of SFAS 133 for one year. To date, we
have not entered into any derivative Ñnancial instrument contracts. Thus, we believe that adoption
of this statement will not have a material impact on our Ñnancial condition or results of operations.

In December 1999, the SEC issued StaÅ Accounting Bulletin No. 101, Revenue Recognition in
Financial Statements, which provides guidance on the recognition, presentation and disclosure of
revenue in Ñnancial statements Ñled with the SEC. SAB 101 outlines the basic criteria that must be
met to recognize revenue and provides guidance for disclosures related to revenue recognition
policies. Adoption of SAB 101 was required in the second quarter of 2000. We have historically
recognized and currently recognize revenue under the guidelines as currently provided by SAB 101.

In March 2000, the FASB issued Financial Accounting Standards Board Interpretation No. 44,
Accounting for Certain Transactions involving Stock Compensation Ì an interpretation of APB
Opinion 25. Interpretation No. 44 is eÅective July 1, 2000. Interpretation No. 44 clariÑes the
application of APB Opinion 25 for various matters, speciÑcally:

‚ the deÑnition of an employee for purposes of applying APB Opinion 25;

‚ the criteria for determining whether a plan qualiÑes as a noncompensatory plan;

‚ the accounting consequence of various modiÑcations to the terms of a previously Ñxed stock
option or award; and

‚ the accounting for an exchange of stock compensation awards in a business combination.

We do not anticipate that the adoption of Interpretation No. 44 will have a material impact on our
Ñnancial position or results of operations.
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BUSINESS

Overview

We develop, market and support a video-enabled communications network that provides
businesses and other organizations with an integrated suite of video and data collaboration
applications. Our system gives users on-demand access to interactive video calling, content creation
and publishing, broadcast video and video-on-demand as well as integrated data sharing, directory
services and network management. Our customers use our system to improve productivity and
communication within the enterprise and to enhance relationships with customers, suppliers and
partners. Our system's open architecture works with the standards and protocols of enterprise data
networks, the internet and public communications networks. It is designed to evolve with these
networks as bandwidth increases and as new standards and protocols emerge. Our system is able to
expand with the needs of our customers. We sell our system directly to enterprises in selected
strategic vertical markets and have focused initially on the Ñnancial services and manufacturing
industries. As of June 30, 2000, our customers have installed Avistar systems at over 225 sites in
97 cities in 30 countries. Our objective is to establish our technology as the standard for networked
video.

We were founded as a Nevada limited partnership in 1993. We Ñrst incorporated in Nevada in
December 1997 as Avistar Systems Corporation. We reincorporated in Delaware in March 2000 and
our founders contributed the stock of Collaboration Properties, Inc. and VCT, Inc. to us. VCT then
merged into Collaboration Properties. In April 2000, we changed our name to Avistar Communica-
tions Corporation. We are now a holding company that conducts business through its two direct
wholly owned subsidiaries: Avistar Systems Corporation, our principal operating subsidiary, and
Collaboration Properties, Inc., our intellectual property management and development subsidiary.
See ""Related Party Transactions'' beginning on page 67 for a more detailed description of these
transactions.

Industry Background

Businesses and other organizations operating in today's increasingly time and resource
constrained world are searching for new tools that will help them increase productivity and take
advantage of revenue opportunities. Businesses need these tools to help them address new
opportunities in an environment of rapid change and increased competition. Enterprises of all sizes
have been seeking to implement new and advanced communication tools that enable their
employees, partners, suppliers and customers to collaborate more eÅectively within and across
buildings and over disparate geographies and time zones.

For years, enterprises have relied on communication tools used principally in a point-to-point
manner, such as telephone and fax. More recently, businesses have also embraced network-based
applications, such as teleconferencing, voicemail and email. The emergence of the internet has
accelerated the adoption of these network-based communication applications. Businesses are
quickly adopting the internet as yet another means of improving communication within and among
organizations. International Data Corporation, a market research Ñrm, estimates that the number of
worldwide internet users in commercial businesses will increase from 59 million in 1998 to
244 million by 2003. The increasing availability and aÅordability of bandwidth on communication
networks is further driving businesses to utilize new tools of communication to enhance
collaboration among users. For example, International Data Corporation estimates that the number
of worldwide users of network/web-integrated collaborative applications will increase from
84 million in 1998 to 256 million users in 2002. Even though this Ñgure is not a direct indicator of
the market for video-enabled collaboration that we serve, we believe it indicates the signiÑcant
growth potential in the use of network-based collaboration tools.
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As technology advances and becomes more aÅordable and as modes of communication expand,
enterprises are seeking a widely deployable and cost eÅective technology to replicate at the
desktop the integration of audio and visual communication and document or project collaboration
that occurs in a face-to-face meeting. Individuals generally prefer face-to-face encounters to less
personal forms of communication because they can see one another and give non-verbal cues that
speed communication and deepen understanding. This is particularly true for more complex
interactions such as negotiations, sales, product development and project management. However,
face-to-face interactions often need to be scheduled and impromptu meetings can be diÇcult to
arrange because all the participants need to be in close proximity, which often requires travel. In
addition, everyone needs to be available at the same time. These time and distance constraints
become increasingly diÇcult to deal with as the number of potential participants increases. Beyond
traditional teleconferencing and data sharing communications, attempts to conduct virtual meetings
as an alternative to face-to-face meetings have generally been limited to conference room-based
video conferencing and specially set-up broadcasts. Most individuals do not have immediate access
to these technologies and the reservation and set-up time make them unlikely to be used on an
impromptu basis.

Limitations of Current Means of Collaboration

To address the growing need for collaboration across distance and time, organizations have
resorted to using a patchwork of discrete technologies, including video conferencing and
teleconferencing, fax, email, internet audio and video delivery and data sharing applications. Many
of these technologies have been widely adopted and collectively indicate the potential for a new
market for video networking. However, these discrete technologies are not good substitutes for
face-to-face meetings and presentations because they do not give an enterprise an integrated,
video-enabled communications solution. They are unable to facilitate spontaneous real-time or
recorded video collaboration throughout the enterprise and do not maximize eÇcient information
exchange, eÅective decision making and team interaction. The ability to add video content to a
message or conference call can speed problem resolution and motivate action, trust and
understanding. Users want to be able to create and publish this video content from their desktops
either spontaneously, as with email or voicemail, or in a more formal manner for broader
distribution through the internet or corporate data network.

Although limited video technologies are already in use at many enterprises, businesses and
other organizations require increasingly comprehensive, integrated and scalable video-enabled
communication capabilities. For example, video conferencing is often limited to point-to-point
communication from designated rooms or through the use of ""roll-about'' products, where call set-
up procedures, lack of networking, bandwidth requirements and room availability greatly constrain
functionality, usability, reliability and eÇciency as well as access by individuals.

Similarly, broadcasting of stored video or television programming at a desktop or in a
conference room is of highly varying quality and generally cannot be added on a real-time basis to
a live video conference. Some products are limited to exclusively using the enterprise data network
or the internet to carry two-way desktop video conferencing or to transmit video one-way. As a
result, they are unable to deliver television quality video in normal corporate settings and are
limited in their ability to create, publish and broadcast these video conferences. In addition, it is
diÇcult to expand these existing products within an enterprise and even more diÇcult to do so
among enterprises because of bandwidth, functionality and quality limitations of current enterprise
networks.
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Elements of a Complete Collaboration Solution

Complete video, audio and data collaboration networks that solve business problems of time
and distance should:

‚ approximate the video and audio quality of television;

‚ make interactions as realistic as possible by eliminating the delay when transmitting and
receiving two-way video calls;

‚ seamlessly integrate all forms of audio, video and data communication: interactive video
calling, content creation and publishing, broadcast video and video-on-demand retrieval;

‚ operate and scale cost eÅectively;

‚ provide to video communications the ease of use, speed, quality, functionality, Öexibility and
global access of the telephone while easily and reliably supporting more complex applications
and situations;

‚ oÅer an upgradeable architecture that can evolve as bandwidth availability, protocols,
standards and compression technologies change;

‚ leverage current and future business investments in local and wide area networks, internet
protocol and standards-based infrastructures; and

‚ enable the creation, publishing and broadcasting of video content from the networked
desktop.

We believe high quality video-enabled communication allows businesses to improve collabora-
tion and thereby oÅers them the opportunity to increase productivity, enhance customer service
and revenue generation, and facilitate business-to-business interactions. We also believe that just as
every organization now relies on a telephone network and most businesses increasingly rely on the
internet, a video networking market is emerging in which businesses and other organizations will
choose to rely on fully integrated video, audio and data collaboration networks.

The Avistar Solution

We develop, market and support a comprehensive, video-enabled communications network.
Our system provides a seamless, integrated suite of collaboration applications that include on
demand access to interactive video calling, content creation and publishing, broadcast video and
video-on-demand, as well as data sharing, directory services and network management. These
applications support users within and among enterprises and over telephony networks and the
internet. Our system architecture is open and Öexible in order to embrace continued technological
innovation and standardization. Our system is designed to use existing and emerging communication
and video standards to deliver the quality and ease of use of the telephone system.

Our video applications can be used for high quality video calling as well as for creating,
publishing, broadcasting, retrieving and viewing video content. Each of these applications can be
accessed from a user's desktop and can be used, integrated and managed in conjunction with one
another. People often conceive of video in the enterprise only as two-way, real-time conferencing.
In fact, our system allows broadcast video to be included in a video call and allows the entire
session to be recorded simultaneously and made available as stored video. Our system joins users in
a high-quality video network to improve their ability to solve complex problems, connect to
co-workers, customers and suppliers, manage large projects, and quickly act together on
opportunities. Our system does this cost eÅectively and reliably, and is designed to be able to serve
both small and large enterprises.
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Our solution manages and integrates all forms of video-enabled communication, along with data
sharing and collaboration:

Real Time

DATA

Visually collaborate within and among enterprises.
Include co-workers, other departments, customers,
suppliers or additional experts with click-to-connect
simplicity.

Deliver broadcasts of meetings, presentations
or other live or recorded content to large
audiences, colleagues or clients.

Access stored video content from a media
server or from a Website.

Produce and publish video content. Send
videomail to individuals or entire organizations.

Record and Play

INTERACTIVE VIDEO CALLING CONTENT CREATION AND

PUBLISHING

BROADCAST VIDEO VIDEO-ON-DEMAND

Examples of uses:

� Fast-cycle decision making
� Sales negotiation
� Product problem resolution
�Distance learning

Examples of uses:

� Product descriptions

� Presentations

� Project updates

� Research analyst comments

Examples of uses:

Live news broadcasts and
commentary

�

� Executive communications

�

Training sessions

Examples of uses:

� Daily economic reports

� New product training or
demonstrations
� Engineering briefings

DATA

Interactive video calling. Our system allows users to participate in spontaneous interactive
video discussions from their desktops. Users can simultaneously see and hear multiple participants
in a window on their workstations, without needing a headset. Additionally, our system provides
full duplex audio, which allows multiple users to speak and hear each other clearly at the same
time. The desktop window can be divided into four quadrants, to permit up to three other video
sources. These sources can include other participants or broadcast or recorded video. The
participants can include individual users or conference-room groups located at multiple sites and/or
various enterprises, all without requiring advance reservations or conferencing services. Each
participant has the full ability to utilize all the call functions of the system, such as adding or
removing participants. For example, a commercial bank's branch loan oÇcers in seven cities use the
interactive video calling application to click and connect real-time to headquarters personnel in
order to expedite lending decisions and processing.

Video content creation and publishing. With our solution, users can create and publish video
content from their desktops by recording themselves, recording a multi-point conference, or adding
commentary to a broadcast and recording the entire session. Users placing video calls can create
videomail for recipients who were not available at the time of the call, without overburdening the
data network. These messages can include text and video attachments as well as audio messages and
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diagrams or other data. For example, an economist at an investment banking Ñrm regularly records
commentary on current events and market conditions using the Avistar system. This recorded video
is then available internally on the corporate network or through the internet to clients.

Broadcast video. Sales meetings, training seminars, analyst reports, management presentations
and live news broadcasts can be delivered real-time to every user's workstation. For example, a
customer used its Avistar video network to maximize the reach and impact of an education seminar.
The customer broadcast the seminar to an estimated 300 desktops and meeting rooms with more
than 2,000 employees and clients watching in the United States and Europe.

Video-on-demand. Users anywhere on the Avistar network can easily retrieve stored videos.
For example, a corporation uses our system to record its sales training seminars. Salespeople who
are unable to attend these face-to-face presentations are now able to watch the seminars by
retrieving and playing the stored videos on their desktops when it is convenient for them.

Integrated data sharing. In addition to viewing the four quadrants of our video window,
multiple users can simultaneously create and annotate a shared document using text or drawing
tools color-coded speciÑcally for each user. All participants can share the contents of any shared
window and save the marked changes for later reference. Our system can also be utilized in
conjunction with other application sharing programs that utilize data networks or the internet.
While participating in an interactive video call, users can access Microsoft NetMeeting's application
sharing capabilities through a button on our tool bar and revise a document. For example, multiple
design engineers can share a technical drawing in order to resolve an issue with a defective part.

Our system has the following key features necessary to make video communications eÅective:

Easy to use interface. Our applications bring the rich interaction of a face-to-face meeting and
the quality and ease of use of the telephone to video communication through:

‚ Click-to-connect simplicity. To initiate calls or add another user to a session already
underway, any user simply clicks on either a direct connect button, a picture or a name in
the directory. Standard telephone-like features such as hold, hang-up, forward, leave message
or begin another call are all completed with the click of a mouse or keyboard shortcuts.
Additionally, anyone on an Avistar network can connect to the desktop of colleagues,
customers, suppliers and others on other Avistar networks. If the person being called is
logged-in but unavailable, users can leave a call back message that allows the person to
automatically return the video call without having to look up the address.

‚ ""Find Me, Follow Me''. To call any user in the Avistar network, it is not necessary to know
their number or current location. As long as an Avistar user is logged into his or her Avistar
network, the ""Find Me, Follow Me'' application automatically registers where that user is
logged in, regardless of site or geography and routes all calls to the user's location.

‚ Comprehensive directory. The Avistar network directory is a comprehensive list of Avistar
numbers that can be called with a click. All users currently logged into an enterprise's
Avistar network will be shown, providing immediate information as to availability. The global
directory can be tailored to include only a business' community of users. In addition, a
private directory feature allows users to create their own directory. Both global and private
directories can also include other standards-based video conferencing systems.

‚ Consistency across locations. The Avistar user interface is consistent across desktops and
conference rooms. Thus, a user who is familiar with the functionality at the desktop requires
no additional training or set up to utilize an Avistar system in a conference room.

Seamless integration of system applications. All of our applications are seamlessly integrated in
one user interface. As a user adds an additional video source during an ongoing video call Ì such
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as an additional live participant, a one-way broadcast or a stored video clip Ì there is virtually no
delay to launch another application or to download data. In addition, each application is
synchronized with the others so that all participants in a video call see and hear the same content
simultaneously. Thus, recorded or broadcast video can be added to a live session and shown to all
participants. The entire session can also be recorded. Our system enables common network and
application management, so the same directory can be used for two-way calls, one-way broadcasts
and data sharing in the same session. Usage can be determined with our integrated call reporting
tool which provides summary data for analysis and cost justiÑcation.

Network management. Our network architecture provides system administrators the ability to
Öexibly and proactively manage each of the various components of the network. Within our system,
the most costly and complex equipment and software applications are shared as networked
resources. This arrangement allows for redundancy and dynamic allocation of these resources to all
users who need them and ensures that users experience the best video quality possible at the
highest reliability and lowest cost of use. Servers and switches can be maintained, installed and
repaired centrally and many network support functions can be performed remotely over the data
network thereby only minimally disrupting service to an individual user. Similarly, additional
desktops and meeting rooms can be easily and inexpensively added to the Avistar network with
those new users concurrently added to the Avistar directory. Additionally, our software makes call
routing decisions to minimize communications costs.

We believe our solution includes the following beneÑts to our customers:

‚ An integrated collaboration solution. We believe that we currently provide the only fully
integrated internet protocol-based system that allows individuals to make video calls, view
broadcasts and produce, store and access video content or other forms of data from the
desktop. Other discrete technologies exist but we believe none of these technologies
integrate all of these capabilities.

‚ Increased availability of knowledge. Within many businesses, a limited number of individuals
who possess valuable knowledge often cannot eÅectively distribute their knowledge to the
rest of the organization. Our system enables these businesses to access these individuals and
disseminate their knowledge more eÇciently and eÅectively by oÅering them the ability to
call, broadcast or record from their desktops, and oÅering other users the ability to receive
this information real-time or access video recordings at a convenient time and location. In
addition, our system gives every desktop the ability to create and publish valuable visual
content that can be easily distributed inside and outside the organization to support
employee and customer needs worldwide.

‚ Improved productivity and revenue generation. Our system enables companies to increase the
productivity of their employees and speeds up time critical decision making. By creating a
network of Avistar users, our customers can have face-to-face meetings within the enterprise
and with customers and partners, without the costs and time delays of travel. Negotiations,
sales, advisory services, decision making and other persuasive communications are more
eÅective when done face-to-face. Our solution allows these interactions to happen in real-
time, speeding up the manner in which business is done, freeing up time for employees and
enhancing business-to-business communications, and potentially increasing revenue
opportunities.

‚ Enhanced customer and partner relationships. Our system allows companies to be more
responsive to and develop stronger business relationships with their customers, partners and
suppliers. An Avistar call is generally as easy and reliable as a telephone call and much more
personal. A number of our customers are providing Avistar networks to their clients and
business partners in order to facilitate interactions, improve the relationship and gain an
advantage over the competition.

43



‚ Opportunity to leverage existing and future communication infrastructures. We provide an
open architecture that uses existing standards and is designed to take advantage of emerging
standards. Our system seamlessly integrates into our customers' existing network communica-
tions infrastructure and supports the protocols a company may choose to use for video
broadcasts, data sharing and transport of information; however, the video quality varies
depending on the protocol selected. Our system utilizes the data network for transporting
selected stored video and is designed to support real-time digital networking and video
transmission. We have designed our system to continue to work with internet protocol-based
technologies as standards evolve and quality of service improves. We expect this Öexibility,
together with simpliÑed software and hardware at the desktop, to allow companies to make
eÅective use of their existing local area and wide area networks, as well as their next
generation networks.

The Avistar Strategy

Our goal is to become the leading provider of video-enabled communications networks within
and among enterprises. We believe that to establish networked video as a new communications
methodology for doing business, users must be able to make video calls, and view, broadcast, create
and publish high quality video content from their desktop with the quality and ease of use of the
telephone. To achieve this goal, our strategies are to:

Target, develop and expand vertical markets. We concentrate on selling our systems into
vertical markets, beginning with Ñnancial services and manufacturing. Because communities of users
in vertical markets collaborate on a regular basis and have similar needs, focusing on individual
markets allows us to better understand how our system addresses the needs of these markets and
promotes broad-based adoption among organizations in these markets. Achieving a higher
penetration rate and thus increasing the number of users within a given community enhances the
""network eÅect,'' or beneÑt to individual users. In the future, we intend to oÅer our applications as
hosted services in order to further drive penetration and to provide solutions that address business
problems speciÑc to a vertical market. To do this, we plan to implement complete video
communication networks and charge for applications used and call duration.

Expand our customers' usage and number of users rapidly and reduce the total cost of ownership
to the enterprise. We believe that our existing customers will be a signiÑcant source of revenue as
they implement our systems within and beyond their organizations. As customers use our system,
we have found that they often encourage other aÇliated business units as well as their clients,
suppliers and partners to consider purchasing an Avistar system. In some cases, customers have
gone a step further and purchased an Avistar system for their clients in order to improve the
relationship with their clients. We aggressively pursue follow-on orders as customers realize the
value of the collaboration network our system creates. Further, to drive daily increases in video
usage, we collaborate with our customers on applications and new features. To increase user
acceptance and network proliferation, we have lowered and intend to continue to lower the total
cost of ownership to our customers, including the initial purchase price, installation, maintenance
and support, and associated communication costs.

Increase our sales force and add appropriate distribution partners. We plan to continue to use
our direct sales force to increase penetration in existing vertical markets and to open new vertical
markets. Our sales force has a high degree of industry knowledge and works closely with our
customers to design industry-speciÑc uses for our system, thus driving early acceptance and
proliferation. As each vertical market matures, we intend to add indirect distribution channels such
as communication service providers, equipment vendors, systems integrators or value-added
resellers.
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Establish our technology as the standard for networked video. We believe that our open,
standards-based architecture allows us to embrace new technology and increases in the availability
of bandwidth, while safeguarding the coherency, serviceability and scalability of our customers'
existing Avistar investments. In order to increase the usage and visability of our system, we intend
to license our extensive intellectual property portfolio. We believe this will support our eÅort to
establish the Avistar architecture as the industry standard for networked video applications. We aim
to ensure that our system provides the highest quality network access and availability, computer
integration and maintainability. We believe our architecture provides a natural migration path as
local data networks evolve to support high-bandwidth video transmission with appropriate quality
of service. While most other video products are constrained by current standards, our system can
add to existing digital networks by including new compression protocols and communications
standards.

Continue to build upon our software-based business model. We will continue to emphasize the
software components of our revenue and, over time, as third party technology becomes more
widely available, we intend to de-emphasize the lower margin hardware components of our
revenue. We have focused on creating a system that can be easily installed and supported by our
customers and partners. Correspondingly, we will continue to outsource more of the manufacturing,
Ñnal assembly, distribution, installation and support of our system in order to increase the higher
margin software and maintenance components of our revenue.

System Architecture and Technology

Our networked video system is based on the Ñfth generation implementation of our open
architecture that enables users to communicate visually using various networking protocols and
transport media, including the internet. We developed our architecture to address the necessary
elements of a complete video-enabled collaboration solution.

We believe that the following factors will transform and consolidate the existing video services
marketplace, creating a strong need for a software platform that will support this consolidation and
evolution:

‚ improved compression technologies;

‚ the widespread proliferation of broadband infrastructure;

‚ the developing availability of converged audio, video and data networks;

‚ improved computer processing speeds; and

‚ the adoption of critical digital video standards.

Our software platform, depicted in the diagram below, supports this consolidation by
integrating the audio, video and data transport standards indicated in the diagram.

Since our inception we have invested in creating a Video Operating System, or VOS, that we
believe positions us to lead this transformation. Further, we provide a suite of collaboration
applications that seamlessly operate with the Avistar VOS allowing users to access this functionality
in an easy and intuitive manner. We expect to make this platform increasingly usable by developers
to allow integration with other applications and network hardware.
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Avistar Video
Operating System

Applications

Audio, Video, Data
Transport Standards

Avistar Software Platform

H.320*
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G2*
Others

MPEG*
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G2*

Others

Graphical User Interface

Interactive
Video
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Broadcast
Video

Content
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And
Publishing

Video
On

Demand

Network and Application Management

H.323

NTSC*
PAL*

NTSC*
PAL*

NTSC*
PAL*

NTSC*
PAL*

*Standards currently supported by Avistar.

NTSC Ì The video standard for television in the United States;

PAL Ì The video standard for television in Europe;

MPEG Ì A standard for compressed digital video storage and distribution;

H.320 Ì The video conferencing standard using public switched networks;

H.323 Ì An audio and video conferencing standard using the internet protocol; and

G2 Ì A proprietary video compression protocol used for internet protocol
streaming video.

Our system uses TCP/IP, the standard internet protocol, for initiating video calls, for
scheduling and starting broadcast presentations, and for managing the creation and access of stored
video materials. In addition, we use TCP/IP for overall systems and network management
throughout our software platform. This approach provides us with connectivity throughout the
enterprise and allows us to leverage existing internet infrastructure. For delivery of live local area
network high-quality video streams with low delays, we use traditional circuit switched
technologies, including H.320 and our own Avistar network technology. We use our gateways to
translate between the various network technologies used in our system. These gateways are
managed and controlled by our systems software with TCP/IP-based protocols.

Each Avistar desktop functions as a node on the network, like personal computers, printers or
Ñle servers on a local area network. Just as color printers and Ñle servers are often shared network
resources on the local area network, the more costly equipment in an Avistar system, such as
servers, switches, and the compression and decompression equipment component of our gateways,
are centralized and made available to many users. Network nodes and resources, like those of a
data network, are managed through centralized, internet protocol-based applications and adminis-
tration tools, such as internet-based reports of video call activity.
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The following diagram shows, currently, how various video network components Ì the Avistar
Switch, Media Server, Conference Center, Broadcast Podium and H.320 Gateway Ì are added to
the existing data network infrastructure.
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 Because of the tight integration of these components, our architecture has the following key
features:

‚ Switched services: Our video network employs a switched architecture to ensure that our
system can scale to support large numbers of users. At the center of the network is an
Avistar switch, which functions for video networking like the local area network switch
functions for data networks. With our switch, bandwidth for video-enabled communication is
available on demand so that two or more users participating in a video call automatically
have the bandwidth required for continuous video and audio, with virtually no delay.

‚ Network management: The Avistar VOS utilizes open protocols for call set-up, call control
and directory services. It also complies with standards and interfaces and connects with
video networks through shared Avistar gateways that are further connected via private or
public telephony networks. Servers communicate through Avistar's unique signaling system
for video protocol, SSV, which is based on TCP/IP, the standard internet protocol. Through
this signaling system, servers exchange conÑguration information and allocate call resources
during call setup and exchange network status information. The signaling system selects the
optimal route for wide area network calls, minimizing call costs and performance demands
on wide area network resources. Most videoconferencing equipment using industry standard
compression technologies also can communicate with the Avistar network.

‚ Transport standard independence: Our system automatically selects the appropriate transport
standards for transmitting information over the network to deliver the highest quality video
possible and full duplex audio in the most eÇcient manner. For all interactions, the data
network is used to transport information that can be easily and reliably sent in that fashion,
such as call set-up information from a user seat to the Avistar switch or directory dialing
information. For the transport of video over a local area network, our system currently uses
existing spare Ethernet wires to deliver standards-compliant television quality signals. This
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method of transport keeps video signals clear without interfering with traÇc on the data
network and provides for local area network calls with no incremental communications cost.
In a wide area network, Avistar has only slightly lower than television quality for real-time
calls and broadcasts because it uses industry video compression standards across the public
telephony network or a customer's private networks. For the transmission of recorded
content on corporate data networks or via the internet, our system uses standard digital
storage formats and transport technologies.

‚ Expandable to thousands of users: Because shared resources, such as servers, are attached to
the Avistar switch and are managed through the data network, new users and new
capabilities can be added without replacing existing infrastructure or adding costly software
or hardware at each desktop. Just as local area network switches and public telephony
networks can be linked together without the use of routers, Avistar switches can be similarly
linked without the use of video network gateways. As a result, customers can easily add
capacity as their needs grow.

‚ Evolves with Digital Technology: Our VOS is designed to facilitate utilization of all-digital,
local area networks, including internet protocol video transmission, when suÇcient
bandwidth and quality of service are available. Our system will also maintain compatibility
with existing networks. To enable the highest quality video possible today given most
customers' infrastructure, we use circuit switching in the local area network. Nevertheless,
our VOS is designed to enable us to adopt additional internet protocol-based standards
allowing evolution on the transport of audio and video on the customer's local area data
network.

System Products and Applications

Our system products and applications consist of shared resources accessible to the entire
Avistar network from desktop and conference room users.

Shared Resources

Like the architecture of data networks, our system is designed to maximize the use of shared
resources on the network. This conÑguration results in a thin client, or a desktop that is not
burdened with memory or processor intensive software and hardware. Each user can access higher
quality software, gateways, multi-point conference centers, media servers and video broadcasts with
lower per user acquisition and management costs than is possible with non-networked video
solutions. These shared resources consist of the following products and applications:

Local Area Network and Wide Area Network Products

‚ The Avistar Switch. At the center of each local area network Avistar system is an Avistar
switch that supports up to 120 Avistar desktop and conference room users. The switch
connects video calls placed among Avistar desktop and conference room users, and allows
those users to access shared resources such as Avistar conference centers, media servers and
gateways, as well as television broadcasts and VCRs. Each Avistar switch includes Windows
NT-based Avistar server software that provides application services and network
management.

‚ The Avistar H.320 Gateway. Connectivity to the wide area network is provided via the
Avistar H.320 gateway. The gateway supports the H.320 video compression standard, using
the public telephony network or a customer's private network. With our gateway, users
across the wide area network can communicate with another Avistar network or with other
H.320 compliant desktop or room systems.
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Server and Software Products

‚ The Avistar Conference Center. Our conference center enables multipoint conferences for up
to four video sources with continuous presence that allows all participants to see and hear
one another continuously and simultaneously. Multiple conference centers can be installed
on each switch to support several simultaneous multi-party calls.

‚ The Avistar Media Server. Our media server allows users to create, publish and view video
content from any desktop or conference room. Any form of video, including a four-way
video call, can be saved on the media server in high quality digital MPEG format. MPEG is
the commonly used Moving Pictures Expert Group standard for compressed digital video
storage and distribution. Any user can retrieve and replay video at any time from the media
server using the desktop Avistar interface or any industry standard MPEG player.

‚ The Avistar Broadcast Podium. Our broadcast podium allows Avistar desktop or conference
room users to broadcast one-way, real-time presentations to an audience of other Avistar
users at both local and remote sites. The broadcast podium allows an individual to broadcast
to thousands of users and via third party products simultaneously over the internet.

Internet Protocol-Based Applications

‚ Avistar Directory Software. Our directories allow a user to place a video call by simply
clicking on a picture or name in the user's directory of local and remote Avistar users on the
same Avistar network. If the other party is logged-on, our system will route the call to the
correct location over the local area network or over the public telephony lines or the
customer's private network in the wide area. The user can look up addresses in private and
global address books, utilize browser style type-in boxes and access speed-dial direct connect
buttons. This server-based directory simpliÑes administration and allows users to get started
quickly without having to manually enter many video phone numbers into their desktop
directory.

‚ Shareboard Software. Our Shareboard application allows users to collaborate on graphics,
data, or text during a video call. By clicking on the Share button, users are linked to the
Shareboard data sharing application. Users can share any application window or image with
all conference participants, see all users' color-keyed pointers and text and paintbrush
annotations, and save or print shared images from any desktop or conference room.

‚ Avistar Call Reporting System. With our Web-based call reporting system, our customers can
track local and wide area network calls logged by each Avistar server. Reports show call
details, device usage and calls by user and are all viewable from any Web browser. Reports
can be customized and stored for future or specialized analysis.

Desktop and Conference Room Client Products

Avistar Conference. We deliver a complete system that includes all hardware and software
components required to video-enable desktops and conference rooms. The standard Avistar two-
way desktop system consists of the following hardware components:

‚ A high resolution camera with built-in directional microphone;

‚ External speakers;

‚ A video overlay card for a desktop or conference room that allows video to be viewed from
a computer;
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‚ A video network interface unit with ports for camera, microphone, speakers, auxiliary video
and audio, headset and telephone sets; and

‚ Built in echo-cancellation circuitry and full duplex audio, without requiring a headset.

Avistar Viewer. Our viewer is designed for organizations that need to provide users with view-
only access to important video sources. Users can monitor a selection of real-time, broadcast video
sources, such as training courses or senior management meetings, watch live broadcasts, such as
CNN or CNBC, or select and view stored video content from their desktops. Customers can deploy
Avistar viewers in networks of only one-way users, or add them to mixed networks that already
include Avistar two-way users. One-way users can easily be upgraded to two-way.

Avistar Room Systems. We deliver complete video systems for a wide range of room sizes and
layouts. We believe that the key advantages of our system are that the interface used in a
conference room system is consistent with the interface used on individual desktops and that it
allows for all forms of video-enabled communications: interactive video calling, content creation
and publishing, broadcast video and video-on-demand. Therefore, users are familiar with the
controls and do not need additional training to operate the room system, nor do they need an
additional technician to set-up and connect conference room calls.

Customers

As of June 30, 2000, we have licensed and recognized revenue with respect to over 2,600 users
of our customers at over 225 sites. These represent 97 cities in 30 countries. Because many of our
customers operate on a decentralized basis, decisions to purchase our systems are often made
independently by individual business units, so that in many cases a single company represents
several separate accounts. The following is a list of some of the customers in our targeted markets
that, together with their aÇliates, generated the largest portion of our revenue since our inception:

Bank of America
Boeing Corporation
Chase Manhattan Bank
Deutsche Bank AG
Goldman, Sachs & Co.
Silicon Valley Bank
UBS Warburg LLC

Each of Chase Manhattan Bank, UBS Warburg LLC, Boeing Corporation and their aÇliates,
accounted for more than 10% of our revenue for 1999. These entities collectively accounted for
77.1% of our 1999 revenue. For information regarding some of the risks of dependence on these
customers, see ""Risk Factors Ì Because we depend on a few customers for a majority of our
revenue, orders from these customers contribute to the unpredictability of our quarterly operating
results, and the loss of one or more of them could cause a signiÑcant decrease in our revenue'' on
page 7.

Case Studies. The following are examples of how we believe customers use our system to solve
their collaboration needs:

‚ After signiÑcant investigation of the market for video-enabled communications systems, a
major international investment bank made an initial order in 1998. The order was for a
limited deployment to understand actual user acceptance and productivity impact. The bank
wanted to improve day-to-day communication across its global organization while reducing
the signiÑcant travel demands of its managers and analysts. The system is now utilized
globally by traders, analysts, business managers, credit and legal departments and external
customers to establish a more eÅective communication method. The success of the system
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within the investment banking division has led the European-based parent bank to install the
system in the oÇces of its key managers globally, as well as in its various management board
rooms. As of June 30, 2000, the bank and its aÇliates had purchased over 13 times the
amount included in the initial order.

‚ A commercial bank initially installed our system in 1998. The original deployment was for 28
users. The network has grown to over 120 users and has expanded to integrate and improve
communication among senior management as well as to increase the speed and accuracy of
funding new loans. Our system enables loan oÇcers to have access to their loan committee,
resulting in accelerated loan processing and fulÑllment, greater speed to funding and
improved focus on loans that have the highest return.

‚ A manufacturer has deployed Avistar to seven sites in just over a year. First deployed in
January 1999 as a means to improve communications internally among three main locations,
our video network has expanded internally and has been extended to a key supplier. Our
system is utilized to establish a virtual supply chain management solution. By video enabling
both the key internal and external suppliers, our system allows the manufacturer to manage
the nuances associated with complex design, development and fulÑllment, particularly when
it is designing products in one geographic location but building and outsourcing assembly in
another. Throughout the supply chain, team members can collaborate on revisions,
engineering, changes in orders, manufacturing challenges and component delivery require-
ments. Our network has improved communication, fostered collaboration and compressed the
time required to resolve manufacturing issues, as well as saved time and travel costs.

‚ Another Ñnancial services customer has demonstrated how enterprise video can directly
impact revenue. Using an Avistar network, this institution was able to complete a complex
trade involving multiple equities. Due to the complexities associated with this trade, the
process to develop and approve this type of transaction would normally take approximately
two weeks, as it requires the involvement and approval of many diÅerent legal, tax and other
experts. Since several institutions compete simultaneously for this business, time is of the
essence. By using our system, our customer was able to bring together all of the necessary
parties to share appropriate data. They structured the trade and won the business in
48 hours. This real-time collaboration resulted in a completed client transaction well before
competition could respond.

Segment Information

We operate through two segments:

‚ Avistar Systems Corporation, our wholly owned subsidiary, engages in the design, develop-
ment, manufacturing, sale and marketing of networked video communications products.

‚ Collaboration Properties, Inc., our wholly owned subsidiary, engages in the development,
prosecution, maintenance and support of the intellectual property used in our system.

To date, Collaboration Properties, Inc. has not engaged in any material research and
development or external sales or marketing activities. Additional information regarding our
segments is contained in note 11 to our notes to consolidated Ñnancial statements.

Sales and Marketing

Sales. We have a direct sales force in the United States that consists of Ñve regional sales
managers and six account development managers in Redwood Shores, California and New York,
New York. Regional sales managers have direct responsibility for selling and account management,
while account development managers are responsible for system utilization and expansion at
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customer sites. Our international direct sales force is managed from our oÇce in London, England,
and includes two regional sales managers and two account development managers. Information
regarding our export sales is contained in note 11 to our notes to consolidated Ñnancial statements,
which we incorporate by reference.

Marketing. Our marketing eÅorts are directed towards select vertical markets, with initial
emphasis on Ñnancial services and manufacturing. We have identiÑed speciÑc collaboration needs
for enterprises in each of these vertical markets. We then help our customers understand how our
system can satisfy these needs and thereby increase the number of users. We emphasize initiatives
to develop market awareness of our system and services and increase usage of our installed systems.
We also use marketing programs to build our corporate image.

Installation, Maintenance, Training and Support Services

We provide a wide variety of services for installation and design of Avistar video networks,
including workÖow analysis to identify patterns of collaboration between workgroups to determine
the best conÑguration of networked resources for the enterprise. We generally install our systems
for customers, although in some cases, follow-on orders are installed by our customer's information
technology group or their services partner. In the future, we expect installation of additional
systems will increasingly be performed by our customers or their services partners.

Our maintenance services ensure that customers beneÑt from the latest networked video
technology through software upgrades, extended warranty care and expedited repair and
replacement services. Our customer support center provides voice and video call assistance to
Avistar users and administrators throughout the world, 24 hours per day, seven days per week.
On-site support is also available from each of our major regional oÇces for a separate fee. In
addition, training for users is available onsite or at Avistar and for system administrators at Avistar
on a for-fee basis.

Backlog

The estimated backlog of product orders believed to be Ñrm was $2.4 million at June 30, 1999
and $9.0 million at June 30, 2000. We expect most of the orders to be shipped within the next two
Ñscal quarters. Backlog is not necessarily indicative of past or future operating results.

Research and Development

We believe that strong system development capabilities are essential to our strategy. Our
research and development eÅorts focus on enhancing our core technology, developing additional
applications, addressing emerging technologies, standards and protocols, and engaging in patent and
licensing activities. Our system development team consists of engineers and software developers
with experience in video and data networking, voice communications, video and data compression,
e-mail and internet technologies. We believe that our diverse technical expertise contributes to the
highly integrated functionality of our system. We spent $3.3 million in 1997, $3.3 million in 1998
and $2.7 million in 1999 on research and development. As of June 30, 2000, 21 of our employees
were engaged in research and development activities. We expect to devote a signiÑcant amount of
our resources to research and development in the foreseeable future.

Manufacturing

We use contract manufacturers to perform component purchasing and some material assembly.
Our operations staÅ develops manufacturing strategies and qualiÑes and audits manufacturing
processes and suppliers. We work with our contract manufacturers to reduce manufacturing costs
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and to resolve quality control issues. We believe our manufacturing strategy enables us to utilize
the manufacturing capabilities of our contract manufacturers while allowing us to focus on rapid
system development and deployment, software architecture and development of video communica-
tion applications. We use third party, commercially available camera components, microphones,
speakers and monitors for desktop and room systems, as well as third party compression and
decompression components for our gateways. For information regarding some of the risks associated
with our contract manufacturers and suppliers, see ""Risk Factors Ì The loss of any of our outside
contract manufacturers or third party equipment suppliers that produce key components of our
system could signiÑcantly disrupt our manufacturing process'' on page 10.

Intellectual Property and Proprietary Rights

Our ability to compete and continue to provide technological innovation depends substantially
upon internally developed technology. We rely on a combination of patent, copyright, trademark
and trade secret laws, as well as licensing, non-disclosure and other agreements with our
consultants, suppliers, customers and employees, to protect our technology. We believe that other
factors such as the technological and creative skills of our personnel, new system developments,
frequent system and feature enhancements and reliable system support and maintenance are also
essential to maintaining our leadership position in technology.

We have pursued registration of our key trademarks and service marks in the United States and
the United Kingdom, and intend to do so as soon as we are able to under the applicable law in
other countries where we plan to establish a signiÑcant business presence. We own several U.S.
registered trademarks, including Avistar Systems, the Avistar logos and Shareboard and have Ñled or
have pending registrations for these marks in the United Kingdom and Canada.

Through Collaboration Properties, Inc., our wholly owned subsidiary, as of June 30, 2000, we
hold 12 U.S. patents and 11 non-U.S. patents and Ñve additional U.S. and non-U.S. patents have
been allowed. The patents which have been issued expire at varying dates between 2013 and 2015.
In addition, numerous patent applications are pending in the U.S. and several other jurisdictions.
SpeciÑcally, these patent applications, some of which relate to and claim priority from an
application originally Ñled in 1993, currently include both method and apparatus claims. These
patents and pending patent applications disclose and/or claim aspects of analog or digital desktop
video conferencing technology, video and multimedia storage technology for messaging and
publishing, directory services, and public wide area networking access, switching and services
architecture. A portion of these technologies is currently utilized in our system. To date, we have
focused on expanding our patent portfolio and expediting patent issuance. We plan to continue
these eÅorts and to seek to license our patents to reinforce the adoption of our technology.

We generally enter into conÑdentiality, license and nondisclosure agreements with our
employees, consultants, prospective customers, licensees, and partners that seek to limit the use and
distribution of our proprietary materials, and prohibit reverse-engineering of our proprietary
technologies. In addition, we control access to and distribution of our software, documentation, and
other proprietary information. Two of our license agreements with our customers require us to
place our software source code into escrow. In these two cases, we have agreed to provide these
customers a limited, non-exclusive right to use the software source code if we cease to do business
or fail to provide some maintenance support services.

We maintain a strong working relationship with vendors whom we identify as key suppliers and
assign preferred provider status to these vendors under agreements that secure ordering and
extended warranty rights for us. These agreements also generally include both marketing provisions
under which these vendors promote our system and development forums under which we have an
opportunity to participate in the vendor's development plans to include features and functions that
are favorable to us.
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For information regarding some of the risks associated with our intellectual property and
proprietary rights, see ""Risk Factors Ì Infringement of our proprietary rights could aÅect our
competitive position, harm our reputation or cost us money'' on page 9 and ""Ì Infringement claims
could require us to expend signiÑcant Ñnancial and managerial resources'' also on page 9.

Competition

The market for video communication products and systems is highly competitive and
fragmented. Until recently, the market has been slow to develop and primarily consisted of room-
based conferencing systems. As a result of advances in technology, increases in communications
capability and reductions in communications costs in the past several years, the market is now
characterized by many competitors, rapidly changing technology, evolving user needs, developing
industry standards and protocols and the frequent introduction of new products and services.

We believe that the principal factors aÅecting competition in our markets include:

‚ product features, functionality and scalability;

‚ product quality and performance;

‚ product reliability and ease of installation;

‚ use of open standards;

‚ quality of service and support;

‚ company reputation and size; and

‚ price and overall cost of ownership.

Currently, our principal competitors are companies that provide products and services in
speciÑc areas where we oÅer our integrated system, such as:

‚ room-based point-to-point video communication products;

‚ desktop video communications products;

‚ broadcast video products;

‚ video retrieval and viewing products; and

‚ desktop content creation products.

While a number of companies have marketed individual applications that enable users to use
individual features of our system, we do not believe that any single competitor currently oÅers a
fully integrated system which competes with the features of our system. Although we compete with
companies to satisfy a given application at a potential customer, we believe these companies in
many cases can also represent complementary opportunities to extend the reach of an Avistar
system by potentially expanding the market for video networking.

We expect competition to increase signiÑcantly in the future from existing providers of
specialized video communications products and from companies that may enter our existing or
future markets, possibly including major telephone companies or communications equipment
providers. These companies may develop similar or substitute solutions that may be less costly or
provide better performance or functionality than our systems. Many of our existing and potential
competitors have longer operating histories, signiÑcantly greater Ñnancial, marketing, service,
support, technical and other resources, signiÑcantly greater name recognition and a larger installed
base of customers than we do. In addition, many of our competitors have well-established
relationships with our current and potential customers and have extensive knowledge of our
industry. It is possible that new competitors or alliances among competitors may emerge and
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rapidly acquire signiÑcant market share. To be successful, we must continue to respond promptly
and eÅectively to the challenges of changing customer requirements, technological change and
competitors' innovations. Accordingly, we cannot predict what our relative competition position
will be as the market evolves for video communications products and services. For more
information regarding some of the risks of competition, see ""Risk Factors Ì Competition could
reduce our market share and decrease our revenue'' on page 8.

Employees

As of June 30, 2000, we had 86 employees, including 21 employees in research and
development, 28 employees in customer services, including installation and support services, 21
employees in sales and marketing and 16 employees in Ñnance, administration and contracts. Three
employees are employed by our Collaboration Properties, Inc. subsidiary, all in research and
development. Our future performance depends in signiÑcant part upon the continued service of our
key technical, sales and marketing, and senior management personnel, none of whom is bound by
an employment agreement. The loss of the services of one or more of our key employees could
harm our business.

Facilities

Our corporate headquarters are located in Redwood Shores, California, where we lease
approximately 17,000 square feet under a sublease that expires September 2003 at a current annual
rate of $626,904 plus a portion of the facility operating costs and expenses. This rent increases
approximately 4% annually through 2003. We believe that this facility will be suÇcient to meet our
needs through the next 12 months. In addition, we lease a total of approximately 13,000 square feet
of oÇce space in Palo Alto, California; Incline Village, Nevada; New York, New York; Dallas, Texas;
Eton Berkshire, England; and London, England. The Palo Alto facility is a distribution warehouse
for inventory, with Ñnal assembly and test capabilities.

Legal Proceedings

We are not currently involved in any material litigation.
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MANAGEMENT

Directors, executive oÇcers and key employees

Our directors, executive oÇcers and key employees, and their ages as of June 30, 2000, are as
follows:

Name Age Position

Gerald J. BurnettÏÏÏÏÏÏ 57 Chairman of the Board, President and Chief Executive OÇcer
R. Stephen Heinrichs ÏÏ 53 Vice Chairman of the Board, Chief Financial OÇcer and Secretary
William L. Campbell ÏÏ 52 Executive Vice President and Director
Craig F. Heimark ÏÏÏÏÏ 45 Vice President of Strategic Markets
James P. Hughes ÏÏÏÏÏÏ 40 President of Avistar Systems Corporation
R. Jan AfridiÏÏÏÏÏÏÏÏÏÏ 41 Vice President of Financial Industry Sales of Avistar Systems

Corporation
Stephen F. Arisco ÏÏÏÏÏ 42 Vice President of Operations and Customer Support of Avistar

Systems Corporation
Michael G. BarsottiÏÏÏÏ 51 Vice President of Finance, Chief Financial OÇcer of Avistar Systems

Corporation
Lauren F. Calaby ÏÏÏÏÏ 38 Vice President of Product Marketing and Business Development of

Avistar Systems Corporation
J. Chris Lauwers ÏÏÏÏÏÏ 40 Vice President of Engineering of Avistar Systems Corporation
Lester F. LudwigÏÏÏÏÏÏ 44 Vice President of Collaboration Properties, Inc.
William R. Brody ÏÏÏÏÏ 56 Director
David M. Solo ÏÏÏÏÏÏÏÏ 35 Director

Gerald J. Burnett is one of our founders and has been Chairman, President and Chief Executive
OÇcer since March 2000. He has been Chief Executive OÇcer of Avistar Systems Corporation and
a director of Collaboration Properties, Inc. since 1998. From 1993 to 1997, he was a director of
Avistar Systems Corporation or a principal of its predecessor limited partnership, and also served as
an advisor to Vicor, Inc., a systems engineering company. From 1976 through 1989, he was
President of Teknekron, a group of technology companies. He is also one of the founders and has
been a director of Vicor, Inc. since its inception in 1989. Since 1990, he has also been a director of
Western Data Systems of Nevada, Inc., a supplier of software to the aerospace and defense
industries. He is also a member of the Corporation (Board of Trustees) of the Massachusetts
Institute of Technology. Dr. Burnett holds a B.S. and an M.S. from the Massachusetts Institute of
Technology in electrical engineering and computer science and a Ph.D. from Princeton University
in computer science and communications.

R. Stephen Heinrichs is one of our founders and has been Vice Chairman, Chief Financial
OÇcer and Secretary since March 2000. He has been Chairman of Avistar Systems Corporation
since 1993 and also served as Chief Executive OÇcer from 1993 to 1997 and Chief Financial OÇcer
from 1993 to 1995. From 1976 through 1989 he was Chief Financial OÇcer of Teknekron and
Chairman and Chief Executive OÇcer of several Teknekron companies. He is also one of the
founders and has been a director of Vicor, Inc. since its inception in 1989. He has been Chairman
of Western Data Systems of Nevada, Inc. since 1990. From 1969 through 1974 he was an accountant
with Arthur Andersen LLP. Mr. Heinrichs holds a B.S. from California State University in Fresno in
Accounting. He is a certiÑed public accountant.

William L. Campbell is one of our founders and has been a director and Executive Vice
President since March 2000. He has been Chairman, President and Chief Executive OÇcer of
Collaboration Properties, Inc. since 1998. He is one of the founders of Vicor, Inc. and has been
Chairman since 1994 and a director since 1989. Mr. Campbell holds a B.S. in general engineering
from the U.S. Military Academy and an M.S. in management from the Sloan School of the
Massachusetts Institute of Technology.
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Craig F. Heimark has been Vice President of Strategic Markets since March 2000. From 1997 to
2000, he was Managing Partner of the Hawthorne Group, a strategic advisory Ñrm specializing in
consulting to high growth information technology companies. Prior to founding the Hawthorne
Group, he served in various roles at SBC Warburg, including Member of the Executive Board, Head
of Strategic Planning and Chief Information OÇcer from 1990 to 1997. He holds a B.A. in
Economics and B.S. in Biology from Brown University.

James P. Hughes has been President of Avistar Systems Corporation since January 2000.
Previously, he had been Vice President of Sales of Avistar Systems Corporation since 1994. From
1991 through 1993, he was Director of Business Development at Aurum Software, Inc. Mr. Hughes
holds a B.S. and an M.B.A. in Marketing from the University of Santa Clara.

R. Jan Afridi has been Vice President of Financial Industry Sales of Avistar Systems
Corporation since April 2000. Previously, he served as Director of Domestic Financial Services Sales
from 1998 to March 2000 of Avistar Systems Corporation and as Director of Support Services from
1997 to 1998 of Avistar Systems Corporation. Prior to joining Avistar he was Director of Sales at
Cornerstone, a document imaging company, from 1994 to 1997. Mr. Afridi holds a B.S. in
engineering from U.S. Military Academy University and an M.B.A. from Golden Gate University.

Stephen F. Arisco has been Vice President of Operations and Customer Service of Avistar
Systems Corporation since February 2000. He previously served as Director of Operations and
Customer Service from December 1997 to January 2000 of Avistar Systems Corporation. From 1987
through 1997, he was Director of Customer Service and Operations at TRW Financial Systems, a
systems integration company. He holds a certiÑcate of study from H.C. Wilcox Vocational Technical
School and an associate degree from Diablo Valley College.

Michael G. Barsotti has been Vice President of Finance since August 2000. He has been Chief
Financial OÇcer of Avistar Systems Corporation since 1995. During 1994 he was Chief Financial
OÇcer of Redwood Microsystems. Prior to that, he was Corporate Controller at ASK Computer
Systems. Mr. Barsotti has a B.S. in mechanical engineering and an M.B.A. in Ñnance from the
University of California at Berkeley. He is a certiÑed public accountant.

Lauren F. Calaby has been Vice President of Product Marketing and Business Development of
Avistar Systems Corporation since February 2000. She previously served as Director of Product
Marketing and Business Development and in other business development positions of Avistar
Systems Corporation from October 1997 to January 2000. From 1996 through 1997, she was Director
of Product and Strategy at PaciÑc Bell. From 1993 through 1996, she was at AirTouch Teletrac, last
serving as Director of Corporate Development. Ms. Calaby holds a B.S. in metallurgical engineering
and material science from Carnegie Mellon University and an M.B.A. from the University of
California at Los Angeles.

J. Chris Lauwers has been Vice President of Engineering of Avistar Systems Corporation since
1994. He was Principal Software Architect at Vicor, Inc. from 1990 through 1993. From 1987 to 1990
he was a Research Associate of Olivetti Research Center. Dr. Lauwers holds a B.S. in electrical
engineering from the Katholieke Universiteit Leuven of Belgium. He also holds an M.S. and a Ph.D.
in electrical engineering and computer science from Stanford University.

Lester F. Ludwig has been Vice President of Collaboration Properties, Inc. since 1998.
Previously, he had been Principal Scientist at Vicor, Inc. since 1990. He was Director of Technology
of Avistar Systems Corporation from 1995 to 1998. From 1986 to 1990 Dr. Ludwig conducted
foundational multimedia communications research at Bellcore. Dr. Ludwig holds a B.S. and an M.S.
in electrical engineering from Cornell University and a Ph.D. in electrical engineering and
computer science from the University of California at Berkeley.
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William R. Brody has been a director since April 2000. Dr. Brody has been President of The
Johns Hopkins University since September 1996. Prior to assuming that position, he served as
Provost of the University of Minnesota Academic Health Center from 1994 to 1996. From 1987 to
1994, Dr. Brody was the Martin Donner Professor and Director of the Department of Radiology,
professor of electrical and computer engineering and professor of biomedical engineering at Johns
Hopkins University and radiologist-in-chief of The Johns Hopkins Hospital. He has been a co-
founder of three medical device companies, and served as the President and Chief Executive
OÇcer of Resonex Inc., a medical device company, from 1984 to 1987. He currently serves on the
board of directors of Alza Corporation, Medtronic Inc. and Mercantile Bankshares Corporation.
Dr. Brody holds a B.S. and an M.S. in electrical engineering from the Massachusetts Institute of
Technology and an M.D. and a Ph.D. in electrical engineering from Stanford University.

David M. Solo has been a director since April 2000. He is currently a strategic advisor to
several companies, including UBS AG on e-commerce and technology issues. From 1998 to 1999 he
was a member of the UBS AG Executive committee and prior to that served as SBC Warburg
Deputy Chief Executive OÇcer and Chief Operating OÇcer with responsibilities including Logistics
and Technology from 1996 to 1998. From 1992 to 1996 he was the Head of Fixed Income & Rate
Derivatives Division of SBC Warburg and its predecessor SBC. Mr. Solo holds a B.S. and an M.S. in
electrical engineering and computer science from the Massachusetts Institute of Technology.

Board of Directors and Committees of the Board

Our bylaws provide that the number of members of our board of directors will be not less than
four and not more than six. The number of directors is currently Ñve. We expect to add an
additional director in the future who will serve on our audit committee.

The audit committee consists of Dr. Brody and Mr. Solo. The audit committee reviews our
records and aÅairs to determine our Ñnancial condition, oversees the adequacy of our system of
internal accounting controls and reviews our accounting methods.

The compensation committee consists of Dr. Brody and Mr. Solo. The compensation committee
determines compensation for our oÇcers, administers our stock option plans and makes
recommendations to the board of directors concerning awards granted under the plan to directors
and employees who are subject to Section 16 of the Securities Exchange Act of 1934. No oÇcer
serving on the board of directors has or will participate in decisions awarding compensation or
granting stock options to himself.

Director Compensation

Our employees and representatives of our institutional investors do not receive any
compensation for serving on the board of directors. Non-employee directors receive an annual fee
of $10,000. In April 2000, we awarded options to purchase 12,000 shares, exercisable at $17.25 per
share, to each of Dr. Brody and Mr. Solo under our 1997 stock option plan described on page 61.

All of our directors may be reimbursed for reasonable travel expenses incurred in attending
board meetings. In addition, all of our non-employee directors are eligible to receive initial and
automatic grants of stock options or other rewards pursuant to our director stock option plan of
12,000 shares when joining our board, and 3,000 shares per year thereafter, as described below
under ""Incentive Plans Ì 2000 Director Option Plan'' beginning on page 63.
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Executive Compensation

The following table provides information concerning the compensation paid to our Chief
Executive OÇcer and each of our most highly compensated executive oÇcers whose total salary
and bonus exceeded $100,000 during the year ended December 31, 1999.

Summary Compensation Table

Long-Term
Compensation Awards

Securities
Annual Compensation Underlying

Name and Principal Position Year Salary Bonus Options

Gerald J. Burnett ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1999 $199,866 Ì Ì
Chief Executive OÇcer

R. Stephen Heinrichs ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1999 $204,527 Ì Ì
Chief Financial OÇcer

William L. Campbell ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1999 $204,846 Ì Ì
Chief Executive OÇcer of Collaboration
Properties, Inc.(1)

James P. Hughes ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1999 $142,938 $ 59,610(2) 215,942
President of Avistar Systems Corporation

R. Jan Afridi ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1999 $ 99,389 $153,536(2) 50,000
Vice President of Financial Industry Sales of
Avistar Systems Corporation(3)

(1) Served as President and Chief Executive OÇcer of Collaboration Properties, Inc. during 1999.
As described in ""Related Party Transactions'' beginning on page 67, our founders contributed
the stock of Collaboration Properties to us, and Mr. Campbell became our Executive Vice
President, in March 2000.

(2) Represents commissions earned during 1999.
(3) Served as Director of Domestic Financial Industry Sales of Avistar Systems Corporation during

1999.
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The following table provides information regarding stock options granted to the named
executive oÇcers during the year ended December 31, 1999.

Option Grants In 1999

Individual Grants

Percent of
Total

Potential Realization ValueOptions
at Assumed Annual RatesNumber of Granted

of Stock PriceSecurities to Exercise
Appreciation for OptionUnderlying Employees Price

Term(1)Options in Fiscal Per Expiration
Name Granted Year Share(2) Date 5% 10%

Gerald J. Burnett ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì Ì Ì
R. Stephen Heinrichs ÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì Ì Ì
William L. Campbell ÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì Ì Ì
James P. HughesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 100,000(3) 13.6% $ .95 6/21/09 $2,185,000 $3,536,000

115,942(3) 15.8% $3.45 12/20/09 $2,244,000 $3,810,000
R. Jan Afridi ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 50,000(3) 6.8% $ .95 6/21/09 $1,093,000 $1,768,000

(1) Assumes a per share fair market value equal to the assumed initial public oÅering price of
$14.00. The dollar amounts under these columns represent the potential realizable value of
each grant assuming that the market value of our stock appreciates from the date of grant to
the expiration of the option at annualized rates of 5% and 10%. These assumed rates of
appreciation have been speciÑed by the SEC for illustrative purposes only and are not intended
to forecast future Ñnancial performance or possible future appreciation in the price of our
stock. The actual amount the executive oÇcer may realize will depend on the extent to which
the stock price exceeds the exercise price of the options on the date the option is exercised.

(2) The exercise price on the date of grant was equal to 100% of the fair market value on the date
of grant, as determined by the board of directors at the time of the grant. To determine
compensation charges for accounting purposes we have subsequently determined the fair
market value of our common stock on June 21, 1999 to be $5.00 per share and on December 20,
1999 to be $6.00 per share.

(3) 25% of this option grant vests twelve months after the grant date with 6.25% of the remaining
options vesting on a quarterly basis for three years, thereafter. For further information
regarding these options see ""Management Ì Incentive Plans Ì 1997 Stock Option Plan'' on
page 61.
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1999 Option Values

The following table provides information with respect to options exercised by named executive
oÇcers during the year ended December 31, 1999 and the value of unexercised options held by
named executive oÇcers as of December 31, 1999. None of the named executive oÇcers exercised
any stock options during 1999.

Option/SAR Values at December 31, 1999

Value of
Number of Securities Unexercised

Underlying Unexercised In-The-Money Options
Options at Year-End at Year-End(1)

Name Exercisable Unexercisable Exercisable Unexercisable

Gerald J. Burnett ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì
R. Stephen HeinrichsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì
William L. Campbell ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì
James P. Hughes ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 50,000 265,942 $687,500 $3,215,688
R. Jan AfridiÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì 50,000 Ì $ 652,500

(1) Assumes a per share fair market value equal to the assumed initial public oÅering price of
$14.00.

Incentive Plans

1997 Stock Option Plan

Our 1997 stock option plan was adopted by the board of directors and stockholders of our
predecessor in December 1997, and assumed by Avistar Communications Corporation as part of our
March 2000 reorganization. The stock option plan was amended most recently in May 2000. A total
of 2,994,227 shares of common stock have been reserved for issuance under the plan and we do not
intend to grant any additional options from the plan after the eÅective date of our initial public
oÅering.

The plan provides for grants of incentive and nonstatutory stock options to our employees
including oÇcers and employee directors and nonstatutory stock options to our consultants
including nonemployee directors. At the request of the board of directors, the compensation
committee administers the plan and determines the optionees and the terms of options granted,
including the exercise price, number of shares subject to the option and the exercisability of the
shares.

The term of the options granted under the plan is set forth in the option agreement. However,
the term of an option may not exceed ten years and, in the case of an incentive stock option
granted to an optionee who owns more than 10% of our outstanding stock at the time of grant, the
term of an option may not exceed Ñve years. Options granted under the plan vest and become
exercisable as set forth in each option agreement. On December 31, 1997, we awarded options to
purchase 1,091,800 shares of common stock, including 631,800 that were fully vested at the grant
date. The common stock issued under these fully vested options is subject to our repurchase right
upon the occurrence of speciÑed events, including the termination of an employee. This repurchase
right is our option that expires 60 days from the triggering event or upon the occurrence of
speciÑed transactions, including an initial public oÅering. If we exercise our repurchase right, the
purchase price is the net book value of the stock as of the end of the calendar quarter immediately
preceding the triggering event, as determined by management. All other options vest over a four
year period, with 25% vesting after one year and the remaining vesting 6.25% per quarter.

61



With respect to any optionee who owns more than 10% of our outstanding stock, the exercise
price of any stock option granted must be at least 110% of the fair market value on the grant date.

No incentive stock options may be granted to an optionee, which, when combined with all
other incentive stock options becoming exercisable in any calendar year that are held by that
person, would have an aggregate fair market value in excess of $100,000. The plan will terminate in
December 2007, unless our board of directors terminates it sooner.

In the six months ending June 30, 2000, we awarded options to purchase 1,204,608 shares of
common stock at a weighted average exercise price of $13.61 per share, including options to
purchase an aggregate of 637,750 shares at an exercise price of $17.25 and 284,058 shares at an
exercise price of $3.95 to three of our Ñve named executive oÇcers.

As of June 30, 2000, we had issued 823,050 shares of common stock upon the exercise of
options granted under our 1997 stock option plan, we had outstanding options to purchase
2,190,050 shares of common stock at a weighted average exercise price of $6.90 per share and
55,925 shares remain available for future option grants under our 1997 stock option plan.

2000 Stock Option Plan

Our 2000 stock option plan was adopted by our board of directors in April 2000 and approved
by our stockholders in April 2000. It became eÅective on the date of this prospectus. A total of
3,000,000 shares of common stock have been reserved for issuance under the plan, together with an
annual increase in the number of shares of common stock reserved under the plan beginning on the
Ñrst day of our Ñscal year, commencing January 1, 2001, in an amount equal to the lesser of:

‚ 1,200,000 shares of common stock;

‚ four percent of our outstanding shares of common stock on the last day of the prior Ñscal
year; or

‚ an amount determined by our board of directors.

As a result of these annual increases, a maximum of 15,000,000 shares of common stock could
be issued over the ten year life of the 2000 stock option plan.

The plan provides for grants of incentive and nonstatutory stock options to our employees
including oÇcers and employee directors and nonstatutory stock options to our consultants
including nonemployee directors. At the request of the board of directors, the compensation
committee administers the plan and determines the optionees and the terms of options granted,
including the exercise price, number of shares subject to the option and the exercisability of the
shares.

The term of the options granted under the plan is set forth in the option agreement. However,
the term of an option may not exceed ten years and, in the case of an incentive stock option
granted to an optionee who owns more than 10% of our outstanding stock at the time of grant, the
term of an option may not exceed Ñve years. Options granted under the plan vest and become
exercisable as set forth in each option agreement. In the event of our merger into another
corporation or sale of substantially all our assets, the options will be assumed by the successor and
if not assumed, will fully vest.

With respect to any optionee who owns more than 10% of our outstanding stock, the exercise
price of any stock option granted must be at least 110% of the fair market value on the grant date.

No incentive stock options may be granted to an optionee, which, when combined with all
other incentive stock options becoming exercisable in any calendar year that are held by that
person, would have an aggregate fair market value in excess of $100,000. In any Ñscal year, we may
not grant any employee options to purchase more than 600,000 shares or 900,000 additional shares
in the case of an employee's initial employment.
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The 2000 stock option plan will terminate in 2010, unless our board of directors terminates it
sooner. As of June 30, 2000, we had granted no options or issued any shares of common stock upon
the exercise of options granted under the plan.

2000 Employee Stock Purchase Plan

Our 2000 employee stock purchase plan was adopted by our board of directors in April 2000,
our stockholders in April 2000 and became eÅective upon the date of this prospectus. We have
reserved a total of 1,500,000 shares of common stock for issuance under the plan, together with an
annual increase in the number of shares of common stock reserved under the plan beginning on the
Ñrst day of our Ñscal year commencing January 1, 2001 in an amount equal to the lesser of:

‚ 900,000 shares of common stock;

‚ three percent of our outstanding common stock on the last day of the prior Ñscal year; or

‚ an amount determined by our board of directors.

As a result of these annual increases, a maximum of 10,500,000 shares of common stock could
be sold over the ten year life of the plan.

The plan is administered by the board of directors and is intended to qualify under Section 423 of
the Internal Revenue Code. Our employees, including our officers and employee directors but
excluding our five percent or greater stockholders, are eligible to participate if they are customarily
employed for at least 20 hours per week and for more than five months in any calendar year. All of our
eligible employees will be automatically enrolled in the initial offering period under the plan. The plan
permits eligible employees to purchase common stock through payroll deductions, which may not
exceed the lesser of 15% of an employee's compensation, defined as Form W-2 compensation plus
contributions to our 401(k) plan, or $25,000 per annum. These employees may not make any additional
payments into the payroll deduction account. However, during the initial period, they may purchase
shares of stock by making a lump sum cash payment at the end of the purchase period.

The plan will be implemented in a series of overlapping 24 month oÅering periods, and each
oÅering period consists of four six month purchase periods. The initial oÅering period under the
plan will begin on the date of this prospectus, and the subsequent oÅering periods will begin on the
Ñrst trading day on or after February 1 and August 1 of each year. Each participant will be granted
an option on the Ñrst day of the oÅering period and the option will be automatically exercised on
the date six months later, the end of a purchase period, throughout the oÅering period. If the fair
market value of our common stock on any purchase date is lower than such fair market value on
the start date of that oÅering period at the time the option was granted, then all participants in that
oÅering period will be automatically withdrawn from such oÅering period and re-enrolled in the
immediately following oÅering period. The purchase price of our common stock under the plan will
be 85% of the lesser of the fair market value per share on the start date of the oÅering period or at
the end of the purchase period. Employees may end their participation in an oÅering period at any
time, and their participation ends automatically on termination of employment with our company.

The plan will terminate in 2010, unless our board of directors terminates it sooner.

2000 Director Option Plan

Our 2000 director option plan was adopted by our board of directors in April 2000 and our
stockholders in April 2000 and will become eÅective upon the date of this prospectus. We have
reserved a total of 90,000 shares of common stock for issuance under the plan, together with an
annual increase in the number of shares of common stock reserved under the plan beginning on the
Ñrst day of our Ñscal year commencing January 1, 2001 equal to the lesser of:

‚ 12,000 shares of common stock;

‚ 0.2% of the outstanding shares of our common stock on the last day of the prior Ñscal year;
or
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‚ an amount determined by the board of directors.

As a result of these annual increases, a maximum of 210,000 shares of common stock could be
issued over the ten year life of the plan.

The option grants under the plan are automatic and non-discretionary, and the exercise price
of the options is 100% of the fair market value of our common stock on the grant date. The initial
awards will be exercisable at the initial public oÅering price.

The plan provides for an initial grant to a nonemployee director of an option to purchase
12,000 shares of common stock. Subsequent to the initial grants, each nonemployee director will be
granted an option to purchase 3,000 shares of common stock at the next meeting of the board of
directors following the annual meeting of stockholders, if on the date of the annual meeting, the
director has served on the board of directors for at least six months.

The term of the options granted under the 2000 director option plan is ten years, but the
options expire three months following the termination of the optionee's status as a director or
twelve months if the termination is due to death or disability. The grants will become exercisable at
a rate of one-fourth of the shares on each anniversary of the grant date. In the event of our merger
into another corporation or sale of substantially all our assets, the options may be assumed by the
successor and, if not so assumed, will fully vest.

The plan will terminate in 2010, unless our board of directors terminates it sooner.

Limitation, Liability and IndemniÑcation Matters

Our certiÑcate of incorporation limits the liability of our directors to the fullest extent
permitted by Delaware law. Delaware law provides that the directors of a corporation will not be
personally liable to the corporation or its stockholders for monetary damages for breach of the
Ñduciary duties as directors, except liability for any of the following:

‚ any breach of their duty of loyalty to the corporation or its stockholders;

‚ acts or omissions not in good faith or that involve intentional misconduct or a knowing
violation of law;

‚ unlawful payments of dividends or unlawful stock repurchases or redemptions; or

‚ any transaction from which the director derived an improper personal beneÑt.

This limitation of liability does not apply to liabilities arising under the federal securities laws
and does not aÅect the availability of equitable remedies such as injunctive relief or rescission.

Our certificate of incorporation provides that we may indemnify our directors, officers and
employees to the fullest extent permitted by law. Our bylaws provide that we will indemnify our
directors and officers, and that we may indemnify our employees and other agents, to the maximum
extent and in the manner permitted by law. Our bylaws also permit us to secure insurance on behalf of
any officer, director, employee or other agent for any liability arising out of his or her status in such
capacity, regardless of whether Delaware law would permit indemnification.

We have entered into agreements to indemnify our directors and executive oÇcers, in addition
to indemniÑcation provided for in our bylaws. These agreements, among other things, provide for
indemniÑcation of our directors and oÇcers for expenses, judgments, Ñnes, and settlement amounts
incurred by any such person in any action or proceedings arising out of such person's services as
our director or executive oÇcer or at our request. We also maintain directors' and oÇcers' liability
insurance.
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PRINCIPAL STOCKHOLDERS

The following table shows information regarding beneÑcial ownership of our common stock as
of June 30, 2000 and as adjusted to reÖect the sale of the common stock in this oÅering for:

‚ each of our directors and named executive oÇcers;

‚ all directors and executive oÇcers as a group; and

‚ each person known by us to be the beneÑcial owner of more than Ñve percent of our
common stock.

The following table reÖects or gives eÅect to the following:

‚ 1,850,825 shares of common stock outstanding as of June 30, 2000;

‚ a one-for-Ñve reverse stock split of our shares of common and preferred stock eÅective in
July 2000;

‚ the conversion upon completion of this oÅering, of:

Ó all 16,000,000 outstanding shares of series A convertible preferred stock into an estimated
18,698,781 shares of common stock, which represents the sum of (1) 16,000,000 shares of
common stock plus (2) an estimated additional 2,698,781 shares of common stock
representing a beneÑcial conversion feature equal to the quotient of (A) the conversion
amount, which was $37.8 million at August 16, 2000 and which includes an amount equal to
$0.2167 per share per annum, pro rated based on the number of days elapsed in the year,
divided by (B) an assumed initial public oÅering price of $14.00 per share, and

Ó all 1,067,369 outstanding shares of series B convertible preferred stock into 1,067,369 shares
of common stock; and

‚ the termination of our right to repurchase some of the shares held by employees upon
completion of this oÅering.
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Each person has the sole power to vote or dispose of shares of our common stock, subject to
applicable community property laws and except as described in the footnotes to the table. In
computing the number of shares beneÑcially owned by an individual and the percentage ownership
of that individual, shares of common stock subject to options owned by that individual that can be
exercised within 60 days of June 30, 2000 are deemed outstanding for that individual, but not for
any other persons.

Before OÅering After OÅering

Number of Number of
Shares of Percent of Shares of Percent of
Common Common Common Common

Stock Stock Stock Stock
BeneÑcially BeneÑcially BeneÑcially BeneÑcially

Name of BeneÑcial Owner Owned Owned Owned Owned

UBS (USA) Inc.(1) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,053,369 5.6% 1,053,369 4.2%
Stamford Branch
677 Washington Boulevard
Stamford, Connecticut 06901

Gerald J. Burnett(2) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 9,138,187 48.3 10,971,926 43.5
555 Twin Dolphin Drive, Suite 360
Redwood Shores, California 94065

R. Stephen Heinrichs(3)ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 4,203,818 22.2 4,913,877 19.5
P.O. Box 7097
Incline Village, Nevada 89452

William L. Campbell(4) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 794,903 4.2 926,246 3.7
James P. Hughes(5)ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 300,000 1.6 300,000 1.2
R. Jan Afridi(6) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 20,500 .1 20,500 .1
William R. Brody ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì
David M. Solo ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì
Executive oÇcers and directors as a group

(13 persons)(7) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 15,375,932 80.4 18,051,673 71.6

(1) UBS (USA) is a wholly owned subsidiary of UBS AG.

(2) Includes 9,113,748 shares of common stock issuable upon conversion of 9,113,748 shares of series A
preferred stock as to which Dr. Burnett will have sole voting and investment power as of the eÅective
date of this oÅering. The number of shares beneÑcially owned after the oÅering includes 1,833,739 addi-
tional shares of common stock that will become issuable upon conversion of the series A preferred stock
in connection with the completion of this oÅering, at an assumed initial public oÅering price of $14.00 per
share.

(3) Includes 4,192,550 shares of common stock issuable upon conversion of 4,192,550 shares of series A
preferred stock as to which Mr. Heinrichs will have sole voting and investment power as of the eÅective
date of this oÅering. The number of shares beneÑcially owned after the oÅering includes 710,059 addi-
tional shares of common stock that will become issuable upon conversion of the series A preferred stock
in connection with the completion of this oÅering, at an assumed initial public oÅering price of $14.00 per
share.

(4) Includes 792,175 shares of common stock issuable upon conversion of 792,175 shares of series A preferred
stock as to which Mr. Campbell will have sole voting and investment power as of the eÅective date of this
oÅering. The number of shares beneÑcially owned after the oÅering includes 131,943 additional shares of
common stock that will become issuable upon conversion of the series A preferred stock in connection
with the completion of this oÅering, at an assumed initial public oÅering price of $14.00 per share.

(5) Includes options to purchase 60,000 shares of common stock exercisable within 60 days of June 30, 2000.

(6) Includes options to purchase 12,500 shares of common stock exercisable within 60 days of June 30, 2000.

(7) Includes shares of Dr. Burnett, Mr. Heinrichs and Mr. Campbell described in footnotes (2), (3) and (4)
above. Also includes options to purchase an aggregate of 205,125 shares of common stock exercisable
within 60 days of June 30, 2000.
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RELATED PARTY TRANSACTIONS

The Reorganization

We were founded in Nevada in 1993 as Avistar Systems, Limited Partnership. On December 31,
1997, we converted from a limited partnership into a corporation by transferring all of our assets
and liabilities to a Nevada corporation that had been specially formed for that purpose. In
exchange, this Nevada corporation issued 16,000,000 shares of series A convertible preferred stock
as well as shares of common stock to Avistar Systems Limited Partnership. We reincorporated in
Delaware in March 2000. At that time, our founders, Gerald J. Burnett, R. Stephen Heinrichs and
William L. Campbell, contributed to us all of the stock of Collaboration Properties, Inc. and VCT,
Inc., which they owned approximately in proportion to their relative stockholdings in us, as
described in ""Principal Stockholders'' on page 66. As a result, these two companies became our
wholly owned subsidiaries. VCT then merged into Collaboration Properties and we contributed our
assets to our operating subsidiary, Avistar Systems Corporation. Prior to the reorganization,
Collaboration Properties licensed its intellectual property portfolio to us. The amounts we have
paid to Collaboration Properties since 1997 are reÖected in our combined and consolidated Ñnancial
statements as a result of the accounting for the reorganization. In April 2000, we changed our name
to Avistar Communications Corporation. Unless otherwise noted below, when we refer to ""Avistar,''
""we,'' ""our'' and ""us,'' we mean Avistar Communications Corporation, a Delaware corporation, and
our two corporate and limited partnership predecessors.

In connection with the contribution of Collaboration Properties and VCT we assumed demand
notes issued by them to Dr. Burnett, Mr. Campbell and Mr. Heinrichs bearing interest at the rate of
10% per annum. The $2.8 million of principal plus accrued interest under these notes as of June 30,
2000 was $1.9 million in the case of Dr. Burnett, $757,000 in the case of Mr. Heinrichs and $115,000
in the case of Mr. Campbell. We intend to pay oÅ these notes out of the proceeds of this oÅering.

In June 2000, all of the series A preferred stock held by Avistar Systems, Limited Partnership,
was distributed to our three founders and one other individual, and all of the common stock held
by the limited partnership was distributed to our employees, former advisors, and aÇliates. These
shares represent an amount equal to those shares of class B units in Avistar Systems, Limited
Partnership that were owned by the respective individuals before the transfer of assets to the
corporation. Prior to this oÅering, the limited partnership will dissolve.

On the closing date of this oÅering, the shares of series A preferred stock automatically convert
into an estimated 18,698,781 shares of common stock, which represents the sum of (1) 16,000,000
shares of common stock plus (2) an estimated additional 2,698,781 shares of common stock
representing a beneÑcial conversion feature equal to the quotient of (A) the conversion amount,
which was $37.8 million at August 16, 2000 and which includes an amount equal to $0.2167 per
share per annum, pro rated based on the number of days elapsed in the year, divided by (B) an
assumed initial public oÅering price of $14.00 per share. See ""Principal Stockholders'' on page 65
for more information regarding the stockholdings of our founders and ""Description of Capital
Stock Ì Preferred Stock'' on page 70 for a description of the series A preferred stock.

Transactions with UBS Warburg LLC

UBS Warburg LLC is an underwriter in this oÅering. On December 9, 1999, we completed the
sale of 1,067,369 shares of series B preferred stock of which 1,053,369 shares were sold to UBS
(USA) Inc., an aÇliate of UBS Warburg LLC, for $5.3 million. At the request of UBS (USA), we
issued the series B preferred to them in two separate series, 918,196 shares of series B-1 preferred
and 135,173 shares of series B-2 preferred. See ""Description of Capital Stock Ì Preferred Stock'' for
a description of the terms of our series B preferred stock on page 70. Also in December 1999,
Collaboration Properties sold to UBS (USA) a number of shares of preferred stock for $1.1 million
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that was proportionate to the number of shares UBS (USA) purchased from us. UBS (USA)
contributed the Collaboration Properties stock to us as part of the March 2000 reorganization
discussed above. As a result of the reorganization, UBS (USA) now holds 1,053,369 shares of our
series B preferred stock. Upon completion of this oÅering, these shares will automatically convert
into 1,053,369 shares of our common stock.

Additionally, we granted UBS (USA) the following rights:

‚ two demands, submitted by the holders of at least 30% of the series B preferred stock, for
registration of the series B preferred stock or the common stock issuable in the event of
conversion at any time six months after the eÅective date of the registration statement that
includes this prospectus, unless our board of directors in good faith determines that
registration would be seriously detrimental to us or our shareholders; and

‚ piggyback registration rights if we propose to register any securities under the Securities Act
other than on a Form S-8 or S-4, subject to quantitative limitations imposed by the
underwriter if the oÅering is underwritten.

Additionally, we agreed to pay expenses in connection with the demand registrations.

UBS Warburg LLC and its aÇliates have purchased systems and services from us in the past
and may continue to do so in the future. In 1999, such purchases constituted 23% of our revenue.
David M. Solo, one of our directors, was an executive oÇcer of UBS AG, an aÇliate of UBS
Warburg LLC, during 1999, and is a strategic advisor to UBS AG. Barry McQuain, an employee of
UBS Warburg, is a director of our intellectual property subsidiary, Collaboration Properties, Inc.
UBS (USA) and its aÇliates do not have the right to elect a representative to our board of
directors.

Transactions with Management and Others

Dr. Burnett, Mr. Heinrichs and Mr. Campbell are also general partners or controlling
shareholders of a number of other entities, including Vicor, Inc., Western Data Systems of Nevada,
Inc. and Visionary Corporate Technologies, Inc. Their relative ownership of those entities is
generally in proportion to their stockholdings of us, as described in ""Principal Stockholders'' on
page 66. We have entered into various arrangements with some of these entities as described
below:

Notes Payable and Line of Credit. A partnership controlled by Dr. Burnett, and of which
Mr. Heinrichs and Mr. Campbell are general partners, has provided debt Ñnancing to us and our
predecessors. Before Avistar Systems, Limited Partnership contributed its assets to our Nevada
corporate predecessor, the limited partnership Ñnanced its activities primarily from borrowings
from the partnership controlled by Dr. Burnett and from its corporate general partner. As of
December 31, 1997, outstanding principal and accrued interest under the notes was $28.7 million,
which was capitalized and converted into shares of series A preferred stock as part of the
conversion.

Since December 31, 1997, we have had a line of credit from the partnership controlled by
Dr. Burnett and in which Mr. Heinrichs and Mr. Campbell are also general partners, under which
we borrowed $9.1 million. As of June 30, 2000, the principal balance plus accrued interest was
$9.7 million. Borrowings under the line of credit accrue interest at 10% per annum. The line of
credit was originally due on demand, but was extended in connection with the UBS (USA)
transaction to the earlier of (1) November 18, 2002 or (2) a liquidating event, including a merger,
with any outstanding principal and accrued interest due in full at that time or (3) 180 days after an
initial public oÅering with proceeds of at least $20 million at an oÅering price of at least $7.50 per
share. The line of credit is secured by all of our assets and is subordinate to our line of credit with
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a commercial lender. Outstanding principal under the notes was $4.9 million at December 31, 1998
and $9.1 million at December 31, 1999, and accrued interest was approximately $260,000 and
$106,000, respectively. We now intend to repay the line of credit promptly after completion of this
oÅering. This indebtedness, plus the $2.8 million of demand notes owed to Dr. Burnett,
Mr. Heinrichs, and Mr. Campbell, is the total debt due to related parties.

Transactions with Vicor. We originally acquired our intellectual property from Vicor in August
1997. Vicor is a systems engineering company and was the initial patent applicant for our
underlying technology. Prior to that acquisition, Vicor had granted us a nonexclusive worldwide
license to use the patents under which we paid royalties of $38,000 in 1997. As a result of that
acquisition, we were obligated to make potential residual payments to Vicor. Under the formula, we
made no payments in 1997, 1998 or 1999 and we paid Vicor $5,000 to cancel the potential residual
royalty obligation in March 2000.

EÅective December 31, 1996, we acquired from Vicor all of the assets relating to Vicor's
internet-based e-mail and fax messaging systems. The purchase price for the assets was
approximately $601,000 and was paid by the issuance of a promissory note due December 31, 1998,
which bore interest at 10% per annum. In February 1999 we paid Vicor an amount of approximately
$269,000 representing the then entire outstanding principal and accrued interest.

Since 1998, we have provided some engineering and consulting services to Vicor. We
recognized fees of approximately $214,000 in 1998 and $262,000 in 1999 for those services.

We sublease space at our Redwood Shores, California headquarters to Vicor. Vicor pays a
monthly rent of approximately $11,000 under the sublease. As a result, Vicor paid us approximately
$45,000 during 1999. This sublease, which commenced on September 1, 1999, expires on August 31,
2000. Prior to that, we subleased space from Vicor which assumed the lease from Visionary
Corporate Technologies at our previous Palo Alto, California headquarters at a cost of
approximately $400,000 in 1997, $504,000 in 1998 and $465,000 in 1999.

Pursuant to an agreement dated January 1, 1996, we granted to Vicor the right to resell to end
users certain of our systems purchased from us at a discount. In addition, in the event of a
successful sale by us as a result of Vicor's involvement, we agreed to pay to Vicor a referral fee.
The agreement had an initial term of one year subject to automatic annual renewals. We paid Vicor
approximately $104,000 in 1997. We made no payments in 1998 or 1999, and terminated this
agreement, eÅective in April 1999.

Western Data Systems Support Services. We operate our own customer support call center.
Pursuant to an agreement dated July 1, 1998, with Western Data Systems of Nevada, Inc., which we
refer to as WDS, we handle support calls on behalf of WDS in connection with its systems and
services. WDS is a supplier of software to the aerospace and defense industries. This call center
operates 24 hours a day, seven days a week. Under the terms of this agreement, which had an
initial term of one year but which is automatically renewable on an annual basis, we charge WDS
for its share of support center costs on a cost plus basis. Additionally, we provide some contract
support services to WDS. We received fees of approximately $757,000 in 1997, $618,000 in 1998,
$578,000 in 1999 and $274,000 in the six months ended June 30, 2000 for these services, which were
recorded as reductions in our operating expenses in our Ñnancial statements.

Management Services With Visionary. Under the terms of a management agreement, Visionary
Corporate Technologies provided business management consulting services to us. Based on a
revenue-based formula, we paid approximately $173,000 in 1997. The agreement was terminated in
connection with our conversion into a corporation at the end of 1997.
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DESCRIPTION OF CAPITAL STOCK

Our authorized capital stock consists of 250,000,000 shares of common stock and, upon closing
of the oÅering, 10,000,000 shares of preferred stock. No other class of capital stock will be
authorized.

Common Stock

Our authorized common stock consists of 250,000,000 shares of common stock, of which 135,173
were designated as non-voting common stock. As of June 30, 2000, there were outstanding
1,850,825 shares of common stock held of record by 34 holders and no shares of non-voting
common stock. Upon the closing of this oÅering, all shares of our existing convertible preferred
stock will convert into common stock. At that time, we expect to have 25,216,975 shares of common
stock issued and outstanding, based on an assumed initial public oÅering price of $14.00 per share,
and will no longer have any authorized non-voting common stock.

The holders of common stock are entitled to one vote per share on all matters submitted to a
vote of stockholders, including the election of directors. At any elections of directors, holders of
our common stock will have cumulative voting rights, which means that they would be entitled to a
number of votes equal to the number of their shares multiplied by the number of directors to be
elected. A stockholder would thus be entitled to cast all of his or her votes for any director or for
any two or more as the stockholder would choose. The holders of common stock are entitled to
receive dividends when, as, and if declared by the board of directors out of legally available funds.
Upon liquidation or dissolution, the holders of common stock will be entitled to share ratably in the
assets legally available for the distribution to stockholders after payment of liabilities and subject to
the prior rights of any holders of preferred stock then outstanding. The holders of common stock
have no conversion, sinking fund, redemption, preemptive or subscription rights. The rights,
preferences and privileges of holders of common stock are subject to the rights of the holders of
shares of any series of preferred stock that is issued or may be issued in the future.

Preferred Stock

Upon the closing of this oÅering, our certiÑcate of incorporation will provide that we may issue
up to 10,000,000 shares of preferred stock in one or more series as may be determined by our board
of directors who may establish the number of shares to be included in each such series, Ñx the
designation, powers, preferences and relative rights of the shares of each such series and any
qualiÑcations, limitations or restrictions thereof, and increase or decrease the number of shares of
any such series without any further vote or action by the stockholders. The board of directors may
authorize, without stockholder approval, the issuance of preferred stock with voting and conversion
rights that could harm the voting power and other rights of holders of common stock. Preferred
stock could be issued quickly with terms designated to delay or prevent a change in our control or
to make the removal of management more diÇcult. This could have the eÅect of decreasing the
market price of the common stock.

We have outstanding 16,000,000 shares of series A preferred stock. The series A preferred stock
has the same voting rights as our common stock. The series A preferred stock is entitled to annual
non-cumulative dividends of $0.2167 per share. In addition, it has a liquidation preference of
$2.009 per share plus an amount equal to all accrued and declared but unpaid annual dividends of
$0.2167 per share. On December 31 of each year starting in 1999, the liquidation preference is
increased annually by $0.2167 less the amount of all per share dividends paid during that year. In
addition, the series A preferred stock is entitled to conversion rights, including the automatic
conversion into common stock in the event of an initial public oÅering of our securities in which
we raise at least $20 million at a price of at least $7.50 per share. On the closing date of this
oÅering, the shares of series A preferred stock automatically convert into an estimated 18,698,781
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shares of common stock, which represents the sum of (1) 16,000,000 shares of common stock plus
(2) an estimated additional 2,698,781 shares of common stock representing a beneÑcial conversion
feature equal to the quotient of (A) the conversion amount, which was $37.8 million at August 16,
2000 and which includes an amount equal to $0.2167 per share per annum, pro rated based on the
number of days elapsed in the year, divided by (B) an assumed initial public oÅering price of
$14.00 per share.

We have outstanding 932,196 shares of series B-1 preferred stock and 135,173 shares of B-2
preferred stock. The two series are identical in all respects, except that the series B-1 preferred
stock has the same voting rights as our common stock while the B-2 has no voting rights and is
convertible into our common stock or our non-voting common stock. When we refer to the series B
preferred stock, we mean both the series B-1 and the series B-2 preferred stock. The series B
preferred stock is entitled to annual non-cumulative dividends, prior and in preference to the
series A preferred stock, of $0.40 per share. In addition, it has a liquidation preference of $5.00 per
share prior to the series A preferred stock. The series B preferred stock is entitled to conversion
rights, including the conversion at any time into a number of shares of common stock determined
by dividing the series B preferred stock issuance price of $5.00 by the series B preferred stock
conversion price of $5.00, subject to adjustments. The series B preferred stock converts
automatically into common stock in the event of an initial public oÅering of our securities in which
we raise no less than $20 million at a price of at least $7.50 per share.

Anti-Takeover EÅects of Provisions of Delaware Law and Our CertiÑcate of Incorporation and

Bylaws

Some of the provisions of our certiÑcate of incorporation and bylaws, summarized in the
following paragraphs, may be considered to have an anti-takeover eÅect and may delay, deter or
prevent a tender oÅer, proxy contest or other takeover attempt that a stockholder might consider to
be in such stockholder's best interest, including such an attempt that might result in payment of a
premium over the market price for shares held by stockholders.

Size of Board. Our bylaws provide that the number of members of our board of directors will
be not less than four and not more than six. The number of directors is currently Ñve. As a result,
the size of the board of directors cannot be changed outside of that range except by amending the
certiÑcate of incorporation or the bylaws with the approval of a majority of the voting power.

Preferred Stock. Our certiÑcate of incorporation authorizes our board of directors to establish
one or more series of preferred stock, and to determine the terms of that series at the time of
issuance. See ""Ì Preferred Stock'' above.

Special Meetings of Stockholders. Our bylaws provide that a special meeting of stockholders
may only be called by any of the following, subject to compliance with speciÑed procedures:

‚ the board of directors;

‚ our president;

‚ our chairman of the board;

‚ our chief executive oÇcer; and

‚ by one or more stockholders holding 10% or more of our voting power.

Advance Notice Requirements. Our bylaws require that stockholders give advance notice to one
of our speciÑed oÇcers of any nominations for director or other business to be brought by
stockholders at any meeting of stockholders and comply with procedural requirements speciÑed in
our bylaws.
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Business Combinations. Section 203 of the Delaware General Corporation Law provides that,
subject to certain exceptions speciÑed therein, an ""interested stockholder'' of a Delaware
corporation may not engage in any business combinations, including mergers or consolidations or
acquisitions of additional shares of the corporation, with the corporation for a three-year period
following the date that such stockholder becomes an interested stockholder unless:

‚ before such date, the board of directors of the corporation approved either the business
combination or the transaction that resulted in the stockholder becoming an interested
stockholder;

‚ upon consummation of the transaction that resulted in the stockholder becoming an
""interested stockholder,'' the interested stockholder owned at least 85% of the voting stock
of the corporation outstanding at the time the transaction commenced, excluding certain
shares; or

‚ on or after such date, the business combination is approved by the board of directors of the
corporation and authorized at an annual or special meeting of stockholders by the aÇrmative
vote of at least 66.67% of the outstanding voting stock that is not owned by the interested
stockholder.

Except as otherwise speciÑed in Section 203 of the Delaware General Corporation Law, an
interested stockholder is generally deÑned to include:

‚ any person that owns or did own, 15% or more of the outstanding voting stock of the
corporation, or is an aÇliate or associate of the corporation and was the owner of 15% or
more of the outstanding voting stock of the corporation at any time within three years
immediately before the date of determination; and

‚ the aÇliates and associates of any such person.

Under certain circumstances, Section 203 of the Delaware General Corporation Law makes it
more diÇcult for a person who would be an interested stockholder to eÅect various business
combinations with a corporation for a three-year period. We have not elected to be exempt from
the restrictions imposed under Section 203 of the Delaware General Corporation Law. However,
Dr. Burnett, Mr. Heinrichs and their associates are excluded from the deÑnition of ""interested
stockholder'' pursuant to the terms of Section 203 of the Delaware General Corporation Law. The
provisions of Section 203 of the Delaware General Corporation Law may encourage persons
interested in acquiring us to negotiate in advance with the board, since the stockholder approval
requirement would be avoided if a majority of the directors then in oÇce approves either the
business combination or the transaction which results in any such person becoming an interested
stockholder. Such provisions also may have the eÅect of preventing changes in our management. It
is possible that such provisions could make it more diÇcult to accomplish transactions that our
stockholders may otherwise deem to be in their best interests.

California Foreign Corporation Law

Section 2115 of the California Corporations Code provides that under some circumstances
several provisions of the California Corporations Code may be applied to foreign corporations
qualiÑed to do business in California, notwithstanding the law of the jurisdiction where the
corporation is incorporated. These corporations are referred to in this prospectus as ""quasi-
California'' corporations. Section 2115 applies to foreign corporations that have more than half of
their voting stock held by stockholders residing in California and more than half of their business
deriving from California, measured on or after the 135th day of the corporation's Ñscal year. We
believe that we would currently be deemed a quasi-California corporation and therefore, we have
to comply with California law with respect to, among other things, elections of directors and
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distributions to stockholders. Under the California Corporations Code, a corporation is prohibited
from paying dividends unless:

‚ the retained earnings of the corporation immediately prior to the distribution equal or
exceed the amount of the proposed distribution; or

‚ (a) the assets of the corporation, exclusive of speciÑc non-tangible assets, equal or exceed 1≤
times its liabilities, exclusive of speciÑc liabilities; and

‚ (b) the current assets of the corporation at least equal its current liabilities. If the average
pre-tax net earnings of the corporation before interest expense for the two years preceding
the distribution were less than the average interest expense of the corporation for those
years, however, the current assets of the corporation must exceed 1≤ times its current
liabilities.

Following this oÅering, we would be exempt from the application of Section 2115 if more than
half of our voting stock is held by stockholders with residences outside of California or our voting
stock is held by more than 800 stockholders of record.

Transfer Agent and Registrar

The transfer agent and registrar of our common stock is EquiServe Trust Company, 150 Royall
Street, Canton, Massachusetts 02021. Its telephone number is (781) 575-3400.
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SHARES ELIGIBLE FOR FUTURE SALE

Upon consummation of the oÅering, we will have outstanding 25,216,975 shares of common
stock, or 25,756,975 shares if the underwriters over-allotment option is exercised in full, based on an
assumed initial public oÅering price of $14.00 per share. Of these shares, all 3,600,000 shares sold in
this oÅering, or 4,140,000 shares if the underwriters' over-allotment option is exercised in full, will
be freely tradable without restriction or further registration under the Securities Act except for any
shares purchased by an ""aÇliate,'' which will be subject to the limitations of Rule 144 of the
Securities Act. As deÑned in Rule 144, an ""aÇliate'' of an issuer is a person that directly, or
indirectly through one or more intermediaries, controls, is controlled by or is under common
control with the issuer. The remaining outstanding shares of common stock will be ""restricted
securities'' as deÑned in Rule 144 and may not be resold in the absence of registration under the
Securities Act or pursuant to an exemption from such registration, including exemptions provided
by Rule 144. In addition, we and our oÇcers and directors, and other holders of all or substantially
all of our existing outstanding shares have agreed not to oÅer, sell, contract to sell or otherwise
dispose of any common stock or any securities convertible into or exchangeable for common stock
for a period of 180 days after the eÅective date of the registration statement that includes this
prospectus without the prior written consent of Chase Securities Inc. Immediately following this
oÅering, the existing stockholders will own 21,616,975 restricted shares, based on an assumed initial
public oÅering price of $14.00 per share, representing approximately 85.7% of the then outstanding
shares of common stock (83.9% if the underwriters' over-allotment option is exercised in full). Our
executive oÇcers and directors will own 18,051,673 shares, based on an assumed initial public
oÅering price of $14.00 per share.

Rule 144

In general, under Rule 144, beginning 90 days after the eÅective date of the registration
statement that includes this prospectus, a person who has beneÑcially owned restricted shares for at
least one year, including persons who are aÇliates, would be entitled to sell within any three-
month period a number of shares that does not exceed the greater of:

‚ 1% of the then outstanding shares of our common stock, which would be approximately
252,170 shares immediately after this oÅering, based on an assumed initial public oÅering
price of $14.00 per share; or

‚ the reported average weekly trading volume of our common stock during the four calendar
weeks preceding a sale by such person.

Sales under Rule 144 are also subject to manner-of-sale provisions, notice requirements and the
availability of current public information.

Rule 144(k)

Under Rule 144(k), a person who has not been one of our aÇliates during the 90 days
preceding a sale, and who has beneÑcially owned the shares proposed to be sold for at least two
years, is free to sell such shares without regard to the volume, manner-of-sale or other limitations
contained in Rule 144. Except as restricted by the lock-up described above, upon completion of this
oÅering, holders of 996,958 shares of our common stock will be eligible to freely sell those shares
under Rule 144(k).

Prior to this oÅering, there has been no public market for our common stock and we can make
no predictions about the eÅect, if any, that market sales of shares or the availability of shares for
sale will have on the market price of our common stock prevailing from time to time. Future sales
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of substantial amounts of our common stock in the public market, or the perception that such sales
may occur, may cause the market price of our common stock to decline.

Registration Rights

Under the terms of an agreement with the holders of the series B convertible preferred stock,
180 days after the eÅective date of the registration statement of which this prospectus forms a part,
the holders will be entitled to demand the registration of their 1,067,369 shares of common stock.
We are required to eÅect up to two registrations for the holders pursuant to this demand right. In
addition, after the closing of this oÅering, the holders will be entitled to piggyback registration
rights with respect to the registration of their shares. If we propose to register any securities under
the Securities Act other than on a Form S-8 or S-4, the holders are entitled to include their shares
in the registration subject to quantitative limitations imposed by any underwriters. We have agreed
to pay the holders' expenses, except underwriting discounts and selling commissions, in connection
with the demand registrations. Registration of any of the shares of our common stock held by the
holders would result in such shares becoming freely tradeable without restriction under the
Securities Act immediately upon eÅectiveness of such registration.

Options

As of June 30, 2000, options to purchase 2,190,050 shares of our common stock were
outstanding. We intend to Ñle a registration statement on Form S-8 under the Securities Act to
register all of the shares of our common stock reserved for issuance under our stock option and
stock purchase plans. The Ñling of this registration statement will allow these shares, other than
those held by members of management who are deemed to be aÇliates, to be eligible for resale
without restriction, subject to the lock-up period related to this oÅering, or further registration
upon issuance to participants. After the eÅective date of the registration statement on Form S-8
and, if applicable, the expiration of the lock-up period related to this oÅering, shares purchased
upon exercise of options granted pursuant to the stock option plan, generally will be available for
resale in the public market by non-aÇliates without restriction. Sales by our aÇliates of shares
registered on this registration statement are subject to all of the Rule 144 restrictions except for the
one-year minimum holding period requirement.

In addition to possibly being able to sell option shares without restriction under a Form S-8
registration statement when eÅective, persons other than our aÇliates are allowed under Rule 701
under the Securities Act to sell shares of our common stock issued upon exercise of stock options
beginning 90 days after the date of this prospectus, subject only to the manner of sale provisions of
Rule 144 and to the lock-up period related to this oÅering. Our aÇliates may also begin selling
option shares beginning 90 days after the date of this prospectus but are subject to all of the
Rule 144 restrictions except for the one-year holding period requirement and for the 180 day
lock-up period related to this oÅering.
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MATERIAL U.S. FEDERAL INCOME TAX CONSIDERATIONS

The following is a discussion of the material United States federal income tax and estate tax
consequences relating to the purchase, ownership and disposition of the common stock applicable
to non-U.S. holders. For purposes of this discussion, we refer to the Internal Revenue Code of 1986,
as amended, as the Code and the Internal Revenue Service as the IRS.

This summary:

‚ is based on the provisions of the Code, the existing or proposed Treasury regulations,
administrative pronouncements, and judicial authority, all of which are subject to change,
possibly on a retroactive basis;

‚ deals only with non-U.S. holders that will hold the common stock as capital assets within the
meaning of Section 1221 of the Code;

‚ does not purport to be a complete analysis of all the potential tax consequences that may be
material to a non-U.S. holder based on his or her particular tax situation; and

‚ does not address tax consequences applicable to non-U.S. holders that may be subject to
special tax rules, such as banks, tax-exempt organizations, pension funds, insurance
companies, dealers in securities or foreign currencies or persons that will hold the notes as a
position in a hedging transaction, straddle or conversion transaction for tax purposes, or
persons that have a functional currency other than the U.S. dollar.

We have not sought any ruling from the IRS with respect to the statements made and the
conclusions reached in the following discussion, and the IRS may not agree with those statements
and conclusions. In addition, the IRS is not precluded from successfully adopting a contrary
position. This discussion does not consider the eÅect of any applicable state, local, foreign or other
tax laws.

The following summary does not discuss all aspects of United States federal income taxation
that may be relevant to a holder of shares of common stock in light of a holder's particular
circumstances and income tax situation. Prospective holders should consult their own tax advisors
as to the speciÑc tax consequences to them of the purchase, ownership and disposition of common
stock, including the application and eÅect of state, local, foreign and other tax laws.

When we refer to non-U.S. holder, we mean a beneÑcial owner of common stock that for
United States federal income tax purposes, is other than:

‚ a citizen or resident of the United States;

‚ a corporation, partnership or other entity created or organized in or under the laws of the
United States or any political subdivision thereof;

‚ an estate the income of which is subject to United States federal income taxation regardless
of its source; or

‚ a trust that is subject to the primary supervision of a United States court and to the control
of one or more United States persons, or that has a valid election in eÅect under applicable
U.S. Treasury regulations to be treated as a United States person.

Taxation of Dividends and Dispositions

Dividends on Common Stock. Subject to the discussion below, dividends, if any, paid to a
non-U.S. holder generally will be subject to United States withholding tax at a 30% rate, or a lower
rate as may be prescribed by an applicable tax treaty, unless the dividends are eÅectively connected
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with a trade or business of the non-U.S. holder within the United States. Dividends eÅectively
connected with such trade or business generally will not be subject to withholding if the non-U.S.
holder complies with applicable IRS reporting requirements and generally will be subject to U.S.
federal income tax on a net income basis at regular graduated rates. In the case of a non-U.S.
holder that is a corporation, such eÅectively connected income also may be subject to the branch
proÑts tax, which generally is imposed on a foreign corporation on the deemed repatriation from
the United States of eÅectively connected earnings and proÑts, at a 30% rate or a lower rate as may
be prescribed by an applicable tax treaty. Even though such eÅectively connected dividends are
subject to income tax, and may be subject to branch proÑts tax, they will not be subject to United
States withholding tax if the non-U.S. holder delivers a properly executed IRS Form 4224 to the
payor.

Under currently eÅective Treasury regulations, dividends paid on or before December 31, 2000
to an address outside the United States are presumed to be paid to a resident of such country for
purposes of the withholding tax, absent knowledge that such presumption is not warranted. Under
interpretations of currently eÅective Treasury regulations, the same presumption applies to
determine the applicability of a reduced rate of withholding under a tax treaty. Thus, non-U.S.
holders receiving dividends at addresses outside the United States currently are not required to Ñle
tax forms to obtain the beneÑt of reduced withholding at an applicable treaty rate.

Treasury regulations that became eÅective for dividends paid after December 31, 2000,
however, generally provide that the status of a payee as a non-U.S. holder will be made based upon
a withholding certiÑcate. In addition, these Treasury regulations establish certain presumptions,
which diÅer from those discussed above, upon which we generally may rely to determine whether,
in the absence of certain documentation, a holder should be treated as a non-U.S. holder for
purposes of the 30% withholding tax described above. The presumptions would not apply for
purposes of granting a reduced rate of withholding under a tax treaty. Under the Treasury
regulations, to obtain a reduced rate of withholding under a tax treaty, a non-U.S. holder generally
will be required to satisfy applicable certiÑcation and other requirements. In addition, under these
Treasury regulations, in the case of common stock held by a foreign partnership, the certiÑcation
requirement generally would be applied to the partners of the partnership, unless the partnership
agrees to become a ""withholding foreign partnership'', and the partnership would be required to
provide certain information, including a United States taxpayer identiÑcation number. These
Treasury regulations also provide look-through rules for tiered partnerships.

Dispositions of Common Stock. Generally, a non-U.S. holder will not be subject to United States
federal income tax with respect to gain realized upon the disposition of such holder's shares of
common stock unless:

‚ the non-U.S. holder is an individual who is present in the United States for 183 days or more
in the taxable year of disposition and certain other conditions are met;

‚ such gain is eÅectively connected with the conduct by a non-U.S. holder of a trade or
business within the United States and, if certain tax treaties apply, is attributable to a United
States permanent establishment maintained by the non-U.S. holder;

‚ the non-U.S. holder is subject to Code provisions applicable to certain U.S. expatriates; or

‚ we are or have been a ""United States real property holding corporation'' for federal income
tax purposes and, assuming that the common stock is deemed to be ""regularly traded on an
established securities market,'' the non-U.S. holder held, directly or indirectly at any time
during the Ñve-year period ending on the date of disposition or such shorter period that such
shares were held, more than Ñve percent of the common stock.

77



We believe we are not currently, and do not anticipate becoming, a ""United States real
property holding corporation'' for United States federal income tax purposes.

Special rules may apply to certain non-U.S. holders, such as ""controlled foreign corporations'',
""passive foreign investment companies'', ""foreign personal holding companies'' and corporations
that accumulate earnings to avoid U.S. federal income tax, that are subject to special treatment
under the Code. Such entities should consult their own tax advisors to determine the U.S. federal,
state, local and other tax consequences that may be relevant to them.

Federal Estate Tax

Common stock owned or treated as owned by an individual non-U.S. holder at the time of
death will be included in such holder's gross estate for United States federal estate tax purposes,
unless an applicable estate tax treaty provides otherwise.

Information Reporting and Backup Withholding

We must report annually to the IRS and to each non-U.S. holder the amount of dividends paid
to such holder and the tax withheld with respect to such dividends. This information may also be
made available to the tax authorities in the country in which the non-U.S. holder resides under the
provisions of an applicable income tax treaty.

Information reporting requirements and backup withholding requirements will not apply to any
payment of the proceeds received on the sale of the common stock that is eÅected outside the
United States by a foreign oÇce of a broker, unless such broker is:

‚ a United States person;

‚ a foreign person that derives 50% or more of its gross income for certain periods from
activities that are eÅectively connected with the conduct of a trade or business in the United
States;

‚ a controlled foreign corporation for United States federal income tax purposes; or

‚ after December 31, 2000, a foreign partnership more than 50% of the capital or proÑts of
which is owned by one or more United States persons or which engages in a United States
trade or business.

Payment of the proceeds of any such sale eÅected outside the United States by a foreign oÇce
of any broker that is described above in the preceding sentence will not be subject to backup
withholding tax but will be subject to information reporting requirements, unless such broker has
documentary evidence in its records that the beneÑcial owner is a non-U.S. holder and certain
other conditions are met, or the beneÑcial owner otherwise establishes as exemption. Payment of
the proceeds of any such sale to or through a United States oÇce of a broker is subject to both
information reporting and backup withholding requirements, unless the beneÑcial owner of the
common stock certiÑes its non-United States status under penalties of perjury or otherwise
establishes an exemption.

If paid to an address outside the United States, dividends on common stock held by a non-U.S.
holder generally will not be subject to the information reporting and backup withholding
requirements described in this section, provided that the payor does not have actual knowledge
that the holder is a United States person. Under Treasury regulations eÅective with respect to
payments made after December 31, 2000, however, dividend payments will be subject to
information reporting and backup withholding at a rate of 31% unless applicable certiÑcation
requirements are satisÑed.

Backup withholding is not an additional tax. Any amount withheld from a payment to a
non-U.S. holder under these rules will be allowed as a credit against such holder's United States
federal income tax liability and may entitle such holder to a refund, provided that the required
information is furnished timely to the IRS.
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UNDERWRITING

Chase Securities Inc., UBS Warburg LLC and Wit SoundView Corporation are the representa-
tives of the underwriters. Subject to the terms and conditions of the underwriting agreement, the
underwriters named below, through their representatives, have severally agreed to purchase from
us the following respective numbers of shares of common stock.

Number of
Name Shares

Chase Securities Inc. ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ
UBS Warburg LLCÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ
Wit SoundView Corporation ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ

Total ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,600,000

The underwriting agreement provides that the obligations of the underwriters are subject to
conditions precedent, including the absence of any material adverse change in our business and the
receipt of various certiÑcates, opinions and letters from us, our counsel and the independent
auditors. The underwriters are committed to purchase all of the shares oÅered by us if they
purchase any shares.

The following table shows the per share and total underwriting discounts and commissions we
will pay to the underwriters. Such amounts are shown assuming both no exercise and full exercise
of the underwriters' over-allotment option to purchase additional shares.

Underwriting Discounts and Commissions

Without With
Over-Allotment Over-Allotment

Exercise Exercise

Per ShareÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ $
TotalÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ $

We estimate that the total expenses of this oÅering, excluding underwriting discounts and
commissions, will be approximately $1.4 million.

The underwriters propose to oÅer the shares directly to the public at the initial public oÅering
price set forth on the cover page of this prospectus and to various dealers at that price less a
concession not in excess of $  per share. The underwriters may allow and such dealers may
re-allow a concession not in excess of $  per share to various other dealers. If all of the shares
are not sold at the initial public oÅering price, the representatives may change the oÅering price
and other selling terms.

We have granted to the underwriters an option, exercisable no later than 30 days after the date
of this prospectus, to purchase up to 540,000 additional shares of common stock at the initial public
oÅering price, less the underwriting discount set forth on the cover page of the prospectus. To the
extent that the underwriters exercise this option, each of the underwriters will have a Ñrm
commitment to purchase approximately the same percentage of these option shares which the
number of shares of common stock to be purchased by it shown in the above table bears to the
total number of shares of common stock oÅered by this prospectus. We will be obligated, pursuant
to this option, to sell shares to the underwriters to the extent the option is exercised. The
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underwriters may exercise this option only to cover over-allotments made in connection with the
sale of shares of common stock in this oÅering.

The oÅering of the shares is made for delivery when, as and if accepted by the underwriters
and subject to prior sale and to withdrawal, cancellation or modiÑcation of the oÅering without
notice. The underwriters reserve the right to reject an order for the purchase of shares in whole or
in part.

We have agreed to indemnify the underwriters against liabilities speciÑed in the underwriting
agreement, including liabilities under the Securities Act, and to contribute to payments the
underwriters may be required to make in respect of these liabilities.

Our oÇcers and directors and all or substantially all of our stockholders have agreed that they
will not, without the prior written consent of Chase Securities Inc., which will not be unreasonably
withheld, directly or indirectly, sell, oÅer, contract to sell, transfer the economic risk of ownership
in, make any short sale, pledge or otherwise dispose of any shares of our common stock, options or
warrants to acquire shares of our common stock or securities exchangeable for or convertible into
shares of our common stock owned by them or any other rights to purchase or acquire our
common stock for a period of 180 days following the eÅective date of the registration statement
that includes this prospectus. We have agreed that we will not, without the prior written consent of
Chase Securities Inc., directly or indirectly, oÅer, sell, contract to sell, make any short sale, pledge,
sell any option or contract to purchase, purchase any option or contract to sell, grant any option,
right or warrant to purchase or otherwise transfer or dispose of any shares of our capital stock, or
any securities exchangeable or exercisable for or convertible into or any rights to purchase or
acquire shares of our capital stock for a period of 180 days following the date of this prospectus,
except that we may issue shares in connection with acquisitions, may issue shares upon the exercise
of options granted prior to the date of this prospectus and may grant additional options or sell
additional shares under our stock option or stock purchase plans. Without the prior written consent
of Chase Securities Inc., any additional options granted shall not be exercisable during this 180-day
period unless the holders shall have executed an agreement substantially to the eÅect of the
agreement described in the Ñrst sentence of this paragraph.

Our common stock has been approved for quotation on the Nasdaq National Market under the
symbol AVSR.

In connection with this oÅering, the underwriters may eÅect transactions that could have the
eÅect of raising or maintaining, or preventing or retarding a decline in, the market price of our
shares. As a result, the price of our shares may be higher than the price that might otherwise exist
in the open market. These transactions may be eÅected on the Nasdaq National Market, in the
over-the-counter market or otherwise.

In particular, the underwriters may make short sales of our shares and may purchase our shares
on the open market to cover positions created by short sales. Short sales involve the sale by the
underwriters of a greater number of shares than they are required to purchase in the oÅering.
Covered short sales are sales made in an amount not greater than the over-allotment option. The
underwriters may close out any covered short position by either exercising their over-allotment
option or purchasing shares in the open market. In determining the source of shares to close out
the covered short position, the underwriters will consider, among other things, the price of shares
available for purchase in the open market as compared to the price at which they may purchase
shares through the over-allotment option. Naked short sales are sales in excess of the over-
allotment option. The underwriters must close out any naked short position by purchasing shares in
the open market. A naked short position is more likely to be created if the underwriters are
concerned that there may be downward pressure on the price of the shares in the open market
after pricing that could adversely aÅect investors who purchase in this oÅering.
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In addition, an underwriter may enter a stabilizing bid in connection with the oÅering, which
is the placing of any bid or eÅecting of any purchase, for the purposes of pegging, Ñxing or
maintaining the price of the shares. The underwriters may also impose penalty bids, which permit
them to reclaim the selling concession from a syndicate member when shares sold by the syndicate
member are purchased in syndicate covering transactions. Any stabilizing, if commenced, may be
discontinued at any time.

The underwriters do not intend to conÑrm sales to accounts over which they exercise
discretionary authority that exceed 5% of the total number of shares of common stock oÅered by
them.

Prior to this oÅering, there has been no public market for our shares. The initial public oÅering
price for the shares will be determined by negotiations among us and the representatives. Among
the factors considered in determining the initial public oÅering will be prevailing market and
economic conditions, our revenue, the prospects for our future earnings, market valuations of other
companies engaged in activities similar to our business operations and our management. The
estimated initial public oÅering price range set forth on the cover of this preliminary prospectus is
subject to change as a result of market conditions or other factors.

Neither we nor any underwriter has taken or will take any action in any jurisdiction other than
the United States that would permit a public oÅering of the shares or possession or distribution of a
prospectus in any jurisdiction where such action is required to make a public oÅering. Persons who
come into possession of this prospectus in jurisdictions outside the United States are required to
inform themselves about and to observe any restrictions as to this oÅering and the distribution of
this prospectus applicable to that jurisdiction.

At our request, the underwriters have reserved up to 180,000 shares of common stock for sale
at the initial public oÅering price to our directors, oÇcers, employees, business associates and
related persons. The number of shares of common stock available for sale to the general public will
be reduced if such persons purchase the reserved shares. Any reserved shares which are not so
purchased may be oÅered by the underwriters to the general public on the same basis as the other
shares oÅered by this prospectus.

A prospectus in electronic format will be made available on the Websites maintained by one or
more of the underwriters participating in this oÅering. The representatives may agree to allocate a
number of shares to the underwriters for sale to their online brokerage account holders. Internet
distributions will be allocated by the underwriters that will make internet distributions on the same
basis as other allocations. Wit Capital Corporation is an online broker/dealer that may receive an
allocation of shares of common stock through its aÇliate Wit SoundView Corporation.

In the ordinary course of business, Chase Securities Inc., UBS Warburg LLC and their aÇliates
have purchased, and may in the future purchase, products and services from us. UBS (USA) Inc., an
aÇliate of UBS Warburg LLC owns approximately 5.6% of our existing share capital as of June 30,
2000. David M. Solo, one of our directors, was an executive oÇcer during 1998 and 1999 of UBS
AG, the parent of UBS Warburg LLC, and is an advisor to UBS AG. In addition, Barry McQuain, an
employee of UBS Warburg, is a director of our intellectual property subsidiary, Collaboration
Properties, Inc.

LEGAL MATTERS

The validity of the issuance of the common stock oÅered in the oÅering will be passed upon
for us by Bryan Cave LLP, Santa Monica, California, and for the underwriters by Simpson
Thacher & Bartlett, Los Angeles, California.
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EXPERTS

The combined Ñnancial statements and schedule as of December 31, 1998 and 1999, and for
each of the three years in the period ended December 31, 1999, included in this prospectus and
elsewhere in the registration statement, have been audited by Arthur Andersen LLP, independent
public accountants, as indicated in their reports with respect thereto, and are included herein in
reliance upon the authority of said Ñrm as experts in giving said reports.

WHERE YOU CAN FIND MORE INFORMATION

We have Ñled a registration statement on Form S-1, of which this prospectus is a part, with the
Securities and Exchange Commission under the Securities Act with respect to the common stock
oÅered in this oÅering. This prospectus, which constitutes a part of the registration statement, does
not contain all of the information set forth in the registration statement, parts of which are omitted
as permitted by the rules and regulations of the Commission. Statements contained in this
prospectus as to the contents of any contract or other document are not necessarily complete. For
further information pertaining to us and our common stock, we refer you to our registration
statement and the exhibits thereto, copies of which may be inspected without charge at the
principal oÇce of the Commission, 450 Fifth Street, N.W., Washington, D.C. 20549, and at the
regional oÇces of the Commission located at Seven World Trade Center, Suite 1300, New York,
New York 10048 and Citicorp Center, 500 West Madison Street, Suite 1400, Chicago, Illinois 60661.
Copies of all or any part of the registration statement may be obtained at prescribed rates from the
Commission. The Commission maintains a Website on the internet at http://www.sec.gov that
contains reports, proxy and information statements and other information regarding registrants that
Ñle electronically with the Commission.

Upon completion of this oÅering, we will become subject to the information and periodic
reporting requirements of the Exchange Act and, in accordance therewith, will Ñle periodic reports,
proxy and information statements and other information with the Commission. Such periodic
reports, proxy and information statements and other information will be available for inspection and
copying at the regional oÇces, public reference facilities and Website of the Commission referred
to above.

We intend to furnish our stockholders with annual reports containing audited Ñnancial
statements and an opinion thereon expressed by independent certiÑed public accountants. We also
intend to furnish other reports as we may determine or as required by law.
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REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To Avistar Communications Corporation and aÇliates:

We have audited the accompanying combined balance sheets of Avistar Communications
Corporation (a Delaware corporation, formerly known as Avistar Systems Corporation) and
aÇliates identiÑed in Note 1 as of December 31, 1999 and 1998, and the accompanying combined
statements of operations, stockholders' deÑcit and cash Öows for each of the three years in the
period ended December 31, 1999. These Ñnancial statements are the responsibility of the
Company's management. Our responsibility is to express an opinion on these Ñnancial statements
based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the
United States. Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the Ñnancial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the Ñnancial
statements. An audit also includes assessing the accounting principles used and signiÑcant estimates
made by management, as well as evaluating the overall Ñnancial statement presentation. We believe
that our audits provide a reasonable basis for our opinion.

In our opinion, the Ñnancial statements referred to above present fairly, in all material respects,
the combined Ñnancial position of Avistar Communications Corporation and aÇliates as of
December 31, 1999 and 1998, and the combined results of their operations and their cash Öows for
each of the three years in the period ending December 31, 1999, in conformity with accounting
principles generally accepted in the United States.

ARTHUR ANDERSEN LLP

San Jose, California
June 9, 2000
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AVISTAR COMMUNICATIONS CORPORATION AND SUBSIDIARIES

COMBINED BALANCE SHEETS

as of December 31, 1998 and 1999 and Consolidated Balance Sheet as of June 30, 2000 (unaudited)

(in thousands, except share and per share data)
June 30, 2000
Pro Forma

Liabilities and
December 31, June 30, Stockholders'

1998 1999 2000 DeÑcit (Note 7)

(unaudited)

Assets:
Current assets

Cash and cash equivalents ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 139 $ 6,232 $ 7,285
Accounts receivable, net of allowance for doubtful

accounts of $272, $240 and $240, respectively ÏÏÏÏÏÏÏÏÏÏÏ 1,291 2,041 2,627
Inventories, including inventory shipped to customer sites,

not yet installed of $169, $818, and $738, respectivelyÏÏÏÏ 896 1,589 2,387
Prepaid expenses and other current assetsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 18 124 950

Total current assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,344 9,986 13,249
Property and equipment, netÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 385 219 136
Other assetsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 39 318 310

Total assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 2,768 $ 10,523 $ 13,695

Liabilities and Stockholders' DeÑcit:
Current liabilities

Line of credit ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ Ì $ 1,998 $ 2,573 $ 2,573
Notes payable and accrued interest due to related partiesÏÏ 1,300 2,533 2,829 12,473
Accounts payable ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,030 1,157 2,083 2,083
Deferred revenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,510 1,313 3,427 3,427
Accrued liabilities and other ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,385 1,329 1,704 1,704

Total current liabilities ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 5,225 8,330 12,616 22,260
Notes payable and accrued interest due to related parties,

net ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 5,152 9,190 9,644 Ì

Total liabilities ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 10,377 17,520 22,260 22,260

Stockholders' deÑcit:
Convertible preferred stock, $0.001 per share par value;

aggregate liquidation preference of $41,812
(unaudited) at June 30, 2000:
Authorized at June 30, 2000 Ì 86,000,000 (unaudited)
Issued and outstanding Ì 16,000,000 shares, 17,067,369
shares, 17,067,369 shares (unaudited) at December 31,
1998, 1999 and June 30, 2000, respectively; no shares
issued and outstanding pro formaÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 16 17 17 Ì

Common stock, $0.001 par value; 25,000,000, 25,000,000 and
250,000,000 (unaudited) shares authorized at
December 31, 1998 and 1999, and June 30, 2000,
respectively, 2,802,200, 2,818,950 and 2,994,450
(unaudited) shares issued at December 31, 1998 and
1999, and June 30, 2000, respectively; and 22,729,105
shares outstanding pro forma ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3 3 3 23

Treasury common stock, 985,250, 1,139,625 and 1,143,625
(unaudited) shares, at cost, at December 31, 1998 and
1999, and June 30, 2000, respectivelyÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1) (1) (1) (1)

Additional paid-in-capital ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 220 9,265 11,137 48,476
Deferred stock compensation ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì (2,084) (2,746) (2,746)
Accumulated deÑcitÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (7,847) (14,197) (16,975) (54,317)

Total stockholders' deÑcit ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (7,609) (6,997) (8,565) (8,565)

Total liabilities and stockholders' deÑcitÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 2,768 $ 10,523 $ 13,695 $ 13,695

The accompanying notes are an integral part of these Ñnancial statements.
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AVISTAR COMMUNICATIONS CORPORATION AND SUBSIDIARIES

COMBINED STATEMENTS OF OPERATIONS

for the years ended December 31, 1997, 1998 and 1999, and the

six months ended June 30, 1999 (unaudited) and the

Consolidated Statement of Operations for the six months ended June 30, 2000 (unaudited)

(in thousands, except per share data)

Six Months Ended
Year Ended December 31, June 30,

1997 1998 1999 1999 2000

Predecessor (unaudited)
Entity

Revenue:
Products ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 3,196 $ 3,342 $ 6,146 $ 2,761 $ 7,081
Services, maintenance and supportÏÏÏÏÏÏÏÏ 1,861 1,786 3,227 1,382 2,170

Total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 5,057 5,128 9,373 4,143 9,251

Cost of revenue:
Products ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,661 1,959 3,190 1,640 3,272
Services, maintenance and supportÏÏÏÏÏÏÏÏ 2,354 1,443 1,697 844 1,054

Total cost of revenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 5,015 3,402 4,887 2,484 4,326

Gross margin ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 42 1,726 4,486 1,659 4,925

Operating expenses:
Research and developmentÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,347 3,348 2,718 1,259 1,791
Sales and marketing ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,513 3,152 3,649 1,743 2,349
General and administrativeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,182 2,289 2,872 1,294 1,779
Amortization of deferred stock

compensation*ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 618 Ì 1,168

Total operating expensesÏÏÏÏÏÏÏÏÏÏÏ 7,042 8,789 9,857 4,296 7,087

Loss from operations ÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (7,000) (7,063) (5,371) (2,637) (2,162)

Other income (expenses)
Interest expense ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (2,394) (276) (972) (331) (725)
Interest incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1 1 54 3 114
Other, netÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (288) (286) (40) (2) Ì

Total other expense, net ÏÏÏÏÏÏÏÏÏÏÏ (2,681) (561) (958) (330)  (611)

Loss before provision for income
taxesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (9,681) (7,624) (6,329) (2,967) (2,773)

Provision for income taxes ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 22 17 21 Ì 5

Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(9,703) $(7,641) $ (6,350) $(2,967) $ (2,778)

Net loss per share Ì basic and diluted ÏÏÏÏÏÏ $(86.83) $ (54.27) $(26.49) $ (12.40)

Shares used in computing basic and diluted
net loss per share ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 88 117 112 224

Pro forma net loss attributable to common
stockholders (see Note 10) ÏÏÏÏÏÏÏÏÏÏÏÏ $(41,958) $ (2,778)

Pro forma net loss per share Ì basic and
dilutedÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ (2.24) $ (0.14)

Shares used in computing pro forma net loss
per share Ì basic and diluted ÏÏÏÏÏÏÏÏÏÏÏÏ 18,728 19,835

*Amortization of deferred stock compensation
excluded from the following expenses:

Cost of revenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 146 Ì $ 165
Research and developmentÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 143 Ì 146
Sales and marketing ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 303 Ì 827
General and administrativeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 26 Ì 30

The accompanying notes are an integral part of these Ñnancial statements.
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AVISTAR COMMUNICATIONS CORPORATION AND SUBSIDIARIES

COMBINED STATEMENTS OF STOCKHOLDERS' DEFICIT

for the years ended December 1997, 1998 and 1999, and the Consolidated Statement of Stockholder's DeÑcit

for the six months ended June 30, 2000 (unaudited)

(in thousands, except share amounts)

Convertible Additional Deferred Total
Preferred Stock Common Stock Treasury Stock Paid-In Stock Accumulated Stockholders'
Shares Amount Shares Amount Shares Amount Capital Compensation DeÑcit Equity

Balance, December 31, 1997ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 16,000,000 $16 2,171,400 $ 2 Ì $Ì $ 223 $ Ì $ (206) $ 35
Issuance of common stock pursuant to exercise of

stock options ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 630,800 1 Ì Ì 1 Ì Ì 2
Repurchase of common stock upon employee

terminations ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì 24,000 Ì Ì Ì Ì Ì
Repurchase of common stock from Avistar

Systems, Limited Partnership ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì 961,250 (1) (4) Ì Ì (5)
Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì Ì Ì Ì Ì (7,641) (7,641)

Balance, December 31, 1998ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 16,000,000 16 2,802,200 3 985,250 (1) 220 Ì (7,847) (7,609)
Issuance of Series B Convertible Preferred Stock

for cash ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,067,369 1 Ì Ì Ì Ì 6,380 Ì Ì 6,381
Costs associated with issuance of Series B

Convertible Preferred StockÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì Ì Ì (41) Ì Ì (41)
Issuance of common stock pursuant to exercise of

stock options ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 16,750 Ì Ì Ì 5 Ì Ì 5
Repurchase of common stock upon employee

terminations ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì 50,000 Ì Ì Ì Ì
Deferred stock compensationÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì Ì Ì 2,702 (2,702) Ì Ì
Amortization of deferred stock compensation ÏÏÏÏ Ì Ì Ì Ì Ì Ì Ì 618 Ì 618
Repurchase of common stock from Avistar

Systems, Limited Partnership ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì 104,375 Ì (1) Ì Ì (1)
Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì Ì Ì Ì Ì (6,350) (6,350)

Balance, December 31, 1999ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 17,067,369 17 2,818,950 3 1,139,625 (1) 9,265 (2,084) (14,197) (6,997)
Issuance of common stock pursuant to exercise of

stock options (unaudited)ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 175,500 Ì Ì Ì 42 Ì Ì 42
Repurchase of common stock upon employee

termination (unaudited) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì 4,000 Ì Ì Ì Ì Ì
Deferred stock compensation (unaudited) ÏÏÏÏÏÏÏ Ì Ì Ì Ì Ì Ì 1,830 (1,830) Ì Ì
Amortization of deferred stock compensation

(unaudited) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì Ì Ì Ì 1,168 Ì 1,168
Net loss (unaudited) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì Ì Ì Ì Ì Ì (2,778) (2,778)

Balance, June 30, 2000 (unaudited) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 17,067,369 $17 2,994,450 $ 3 1,143,625 $(1) $11,137 $(2,746) $(16,975) $(8,565)

The accompanying notes are an integral part of these Ñnancial statements.



AVISTAR COMMUNICATIONS CORPORATION AND SUBSIDIARIES

COMBINED STATEMENTS OF CASH FLOWS

for the years ended December 31, 1997, 1998 and 1999, and for the six months ended June 30, 1999 (unaudited),

and the Consolidated Statement of Cash Flows for the six months ended June 30, 2000 (unaudited)

(in thousands)

Six Months Ended
Year Ended December 31, June 30,

1997 1998 1999 1999 2000

Predecessor (unaudited)
Entity

Cash Flows from Operating Activities:
Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(9,703) $(7,641) $(6,350) $(2,967) $(2,778)
Adjustments to reconcile net loss to net cash provided by (used

in) operating activities:
Depreciation ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 502 425 248 127 83
Loss on disposal of Ñxed assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 24 Ì Ì
Amortization of goodwill ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 261 261 Ì Ì Ì
Amortization of stock compensation expense ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 150 Ì 618 Ì 1,168
Allowance for doubtful accounts ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 17 25 (32) (32) Ì
Changes in current assets and liabilities:

Accounts receivable ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1,476) 695 (718) (265) (586)
InventoriesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (320) 436 (693) 90 (798)
Prepaid expenses and other current assetsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 79 12 (106) (205) (826)
Other assetsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (25) 12 (279) (44) 8
Accounts payable ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 544 (124) 127 (381) 926
Accrued interestÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,393 9 105 363 775
Deferred revenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 581 303 (197) 158 2,114
Accrued liabilities and other ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 417 (94) (56) (80) 375

Net cash (used in) provided by operating activities ÏÏÏÏÏÏÏÏÏÏÏÏ (6,580) (5,681) (7,309) (3,236) 461

Cash Flows from Investing Activities:
Purchase of property and equipment ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (483) (175) (106) (34) Ì

Cash Flows from Financing Activities:
Net borrowings (payments) under line of credit ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 1,998 Ì 550
Payments on notes payable to related parties ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (42) (200) (269) (269) Ì
Borrowings from related parties ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 7,063 6,183 5,435 3,445 Ì
Proceeds from issuance of partnership units ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 25 Ì Ì Ì Ì
Proceeds from issuance of common stock ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì 2 5 Ì 42
Proceeds from issuance of Series B preferred stockÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì 6,381 Ì Ì
OÅering costs incurred in conjunction with issuance of

Series B preferred stock ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì (41) Ì Ì
Repurchase of common stock from employees and the

Partnership ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì (5) (1) Ì Ì

Net cash provided by Ñnancing activitiesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 7,046 5,980 13,508 3,176 592

Net increase (decrease) in cash and cash equivalents ÏÏÏÏÏÏÏÏÏÏ (17) 124 6,093 (94) 1,053
Cash and cash equivalents, beginning of period ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 32 15 139 139 6,232

Cash and cash equivalents, end of period ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 15 $ 139 $ 6,232 $ 45 $ 7,285

Supplemental Cash Flow Information:
Cash paid for income taxes ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 6 $ 17 $ 21 $ Ì $ Ì

Cash paid for interest ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ Ì $ Ì $ 84 $ Ì $ 16

Cancellation of notes payable and accrued interestÏÏÏÏÏÏÏÏÏÏÏÏÏ $28,674 $ Ì $ Ì $ Ì $ Ì

The accompanying notes are an integral part of these Ñnancial statements.
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AVISTAR COMMUNICATIONS CORPORATION AND SUBSIDIARIES

NOTES TO COMBINED FINANCIAL STATEMENTS

(Information as of June 30, 1999 and 2000 is unaudited)

1. Business, Organization, Basis of Presentation and Risks and Uncertainties

Business

Avistar Communications Corporation (""Avistar'' or the ""Company'') provides networked video
communications software and hardware products and services. Avistar's products include applica-
tions for interactive video calling, content creation and publishing broadcast video and video-on-
demand as well as data sharing, directory services and network management. Avistar designs,
markets, sells, manufactures or assembles and installs and supports its products. Avistar's real-time
and non-real-time products are based upon its architecture which facilitates distribution over local
and wide area networks using telephony or internet services as appropriate. Avistar's services
include consulting, implementation, training, maintenance and support.

Organization

The business was founded in 1993 as a Nevada limited partnership, Avistar Systems, Limited
Partnership (""ASLP'' or ""Predecessor''). In December 1997, ASLP entered into an acquisition
agreement (the ""Asset Acquisition'') with a newly formed corporation, Avistar Systems Corporation
(""ASC''), to convey all of ASLP's assets, and transfer all of ASLP's liabilities, in exchange for
16,000,000 shares of ASC's Series A convertible preferred stock (see Note 7) and 2,171,400 shares of
common stock. EÅective December 31, 1997, all operations previously conducted by ASLP were
thereafter undertaken by ASC. Accordingly, the statements of operations and cash Öows for the
year ended December 31, 1997 reÖect the activities of the Predecessor.

Collaborative Properties, Inc. (""CPI'') and VCT, Inc. (""VCT'') were founded in 1997 and 1998,
respectively, to hold certain intellectual property, including patents, that underlie certain
technology used by ASLP and subsequently by ASC. Three of the stockholders of CPI and VCT,
owning approximately 95% of CPI and 100% of VCT are also the partners of Collaboration
Holdings L.P. (""CHLP''), which owns a controlling interest in ASLP. The owners of all three
entities are subject to voting agreements which gives one of the three owners 100% voting control
of all three entities. The remaining 5% ownership of CPI was held by UBS (USA), Inc. (""UBS'')
which also holds a 5% ownership interest in ASC (see Note 6 and Note 7). Accordingly, the
accounts of CPI and VCT have been combined at historical cost with those of ASC for all periods
presented since their inception.

Reorganization

EÅective March 31, 2000, ASC merged with and into a newly formed Delaware corporation,
Avistar Communications Corporation. The operating assets and liabilities of Avistar were then
contributed to a wholly owned subsidiary, Avistar Systems Corporation (""Systems''), a Delaware
corporation. At the same time, the owners of CPI and VCT transferred all of their stock in those
entities to Avistar as a capital contribution. As a result, CPI and VCT are recorded at their
historical cost basis and became wholly owned subsidiaries of Avistar as of March 31, 2000. In April
2000, the operations of VCT were merged with and into CPI.

In June 2000, all of the Series A preferred stock held by ASLP was distributed to the
Company's three founders and several other individuals based on their respective ownership
interests in ASLP. In addition, all of the shares of Avistar's common stock, held by ASLP was
distributed to the Company's employees, former advisors and oÇcers. These common shares
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AVISTAR COMMUNICATIONS CORPORATION AND SUBSIDIARIES

NOTES TO COMBINED FINANCIAL STATEMENTS (Continued)

(Information as of June 30, 1999 and 2000 is unaudited)

represent an amount equal to those shares of Class B units in ASLP that were owned by the
respective individuals before the acquisition.

Basis of Presentation

The reorganization in March 2000 of these aÇliated entities described above was treated as a
combination of entities under common control for Ñnancial reporting purposes. Accordingly, the
accompanying Ñnancial statements as of December 31, 1998, and 1999, and for the three years in
the period ended December 31, 1999 have been presented on a combined basis to reÖect the
operations of ASC (or ASLP for 1997) and its wholly-owned consolidated subsidiary, Avistar
Systems (UK) Limited (""ASUK''), together with the results of CPI and VCT, after elimination of all
accounts and transactions between the aÇliated entities. The unaudited balance sheet as of June 30,
2000 presents the consolidated Ñnancial position of Avistar and its two wholly-owned subsidiaries,
Systems and CPI. The combined and consolidated results are referred to, collectively, as those of
Avistar or the Company in these footnotes.

The functional currency of ASUK is the U.S. dollar. Accordingly, all gains and losses resulting
from those transactions denominated in currencies other than the U.S. dollar are included in the
combined statements of operations.

Risks and Uncertainties

The markets for the Company's products and services have only recently begun to develop.
Some of the Company's products utilize changing and emerging technologies. As is typical in
industries of this nature, demand and market acceptance are subject to a high level of uncertainty.
Acceptance of the Company's products, over time, is critical to the Company's success. The
Company's prospects must be evaluated in light of diÇculties encountered by it and its competitors
in further developing the evolving marketplace. The Company has generated losses since inception
and had an accumulated deÑcit of $17 million as of June 30, 2000. The Company's operating results
may Öuctuate signiÑcantly in the future as a result of a variety of factors, including, but not limited
to, the use of diÅering distribution channels, the timing of the new product announcements by the
Company or its competitors, and general economic conditions.

2. Summary of SigniÑcant Accounting Policies

Unaudited Interim Financial Information

The unaudited interim Ñnancial statements for the six months ended June 30, 1999 and 2000
have been prepared on the same basis as the audited Ñnancial statements and, in the opinion of
management, reÖect all normal recurring adjustments necessary to present fairly the Ñnancial
information set forth in accordance with accounting principles generally accepted in the United
States. The Ñnancial information presented for such periods are not necessarily indicative of the
results expected for the full Ñscal year or for any other interim period.

Use of Estimates

The preparation of Ñnancial statements in conformity with generally accepted accounting
principles requires management to make estimates and assumptions that aÅect the reported
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AVISTAR COMMUNICATIONS CORPORATION AND SUBSIDIARIES

NOTES TO COMBINED FINANCIAL STATEMENTS (Continued)

(Information as of June 30, 1999 and 2000 is unaudited)

amounts of assets and liabilities and disclosure of contingent assets and liabilities at the date of the
Ñnancial statements and the reported amounts of revenues and expenses during the period. Actual
results could diÅer from those estimates.

Cash and Cash Equivalents

The Company considers all investment instruments purchased with an original maturity of
three months or less to be cash equivalents. The Company's cash equivalents at December 31, 1998
and 1999, and June 30, 2000 consist of only money market funds.

SigniÑcant Concentrations

A relatively small number of customers have accounted for a signiÑcant percentage of the
Company's net sales. Sales to major customers as a percentage of sales are as follows for the years
ended December 31, 1997, 1998 and 1999, and the six months ended June 30, 2000:

Predecessor Six Months
Entity Ended
1997 1998 1999 June 30, 2000

(unaudited)

Customer A ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 38% 12% * *
Customer B ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 13% * * *
Customer C ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ * 11% 43% 15%
Customer D ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ * 14% * *
Customer E ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ * 12% 23% 20%
Customer F ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ * * * 13%
Customer G ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ * * * 24%
Customer H ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ * * 11% *

* Less than 10%

Any change in the relationship with these customers could have a potentially adverse eÅect on
the Company's Ñnancial position. No such change is currently anticipated by management.

Financial instruments that potentially subject the Company to concentrations of credit risk
consist primarily of trade receivables from U.S. and foreign entities. As of December 31, 1998,
approximately 46 percent of accounts receivable was concentrated with two customers. As of
December 31, 1999, approximately 80 percent of accounts receivable was concentrated with three
customers. As of June 30, 2000, approximately 82 percent of accounts receivable was concentrated
with 5 customers.

Fair Value of Financial Instruments

The carrying amounts of the Company's Ñnancial assets and liabilities, including cash and cash
equivalents, accounts receivable, accounts payable, short-term borrowings and promissory notes at
December 31, 1998 and 1999, and June 30, 2000, approximate fair value because of the short
maturity of these instruments.
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AVISTAR COMMUNICATIONS CORPORATION AND SUBSIDIARIES

NOTES TO COMBINED FINANCIAL STATEMENTS (Continued)

(Information as of June 30, 1999 and 2000 is unaudited)

Inventories

Inventories are stated at the lower of cost (Ñrst-in, Ñrst-out method) or market and comprise
the following (in thousands):

December 31, June 30,
1998 1999 2000

(unaudited)

Raw materialsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $210 $ 302 $ 223
Work-in-progressÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 302 382 990
Finished goods ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 215 87 436
Inventory shipped to customer sites, not yet installed ÏÏÏÏÏÏ 169 818 738

$896 $1,589 $2,387

Inventory shipped to customer sites, not yet installed represents product shipped to customer
sites pending completion of the installation process by the Company. As of December 31, 1998 and
1999, and June 30, 2000, the Company has billed approximately $0, $1,454 and $2,037 to their
customers related to these shipments, but has not recorded the receivable or the revenue, as the
installations have not been completed.

Property and Equipment

Property and equipment are stated at cost and are depreciated using the double declining
balance method over the estimated useful lives (three to Ñve years) of the assets. Property and
equipment consists of the following (in thousands):

December 31, June 30,
1998 1999 2000

(unaudited)

Computer equipmentÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 1,406 $ 1,345 $ 1,345
Computer software ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 106 106 106
Furniture, Ñxtures and equipment ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 537 295 295

2,049 1,746 1,746
Less: Accumulated depreciation ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1,664) (1,527) (1,610)

$ 385 $ 219 $ 136

Research and Development

Research and development expenditures are charged to operations as incurred. Statement of
Financial Accounting Standards (""SFAS'') No. 86 (""SFAS 86''), ""Accounting for Costs of Computer
Software to be Sold, Leased, or Otherwise Marketed,'' requires the capitalization of certain software
development costs subsequent to the establishment of technological feasibility. Based on the
Company's product development process, technological feasibility is established upon completion of
a working model. Costs incurred by the Company between completion of a working model and the
point at which the product is ready for general release have been insigniÑcant. Through June 30,
2000, all research and development costs have been expensed.

F-10



AVISTAR COMMUNICATIONS CORPORATION AND SUBSIDIARIES

NOTES TO COMBINED FINANCIAL STATEMENTS (Continued)

(Information as of June 30, 1999 and 2000 is unaudited)

Patent Costs

Due to uncertainties about the estimated future economic beneÑts and lives of the Company's
patent applications, all related outside patent costs have been expensed as incurred and the
Company plans to continue with this policy in the future. Outside patent costs were approximately
$0.3 million, $0.3 million, and $0.2 million for the years ended December 31, 1998 and 1999, and the
six months ended June 30, 2000, respectively, and are reÖected in general and administrative
expenses in the accompanying statement of operations.

Revenue Recognition and Deferred Revenue

The Company's revenue recognition policy is in compliance with Statement of Position
(""SOP'') SOP 97-2, ""Software Revenue Recognition'' (SOP 97-2), and SOP 98-9, ""ModiÑcation of
SOP 97-2, Software Revenue Recognition, with Respect to Certain Transactions'' (SOP 98-9).
Although the Company may enter into separate contracts for various elements, arrangements with
customers to provide products and related services (such as installation, maintenance and training)
are accounted for as a single arrangement. The Company recognizes revenues from product sales
when all of the following conditions are met: the product has been shipped, an arrangement exists
with the customer at a Ñxed price and the Company has the right to invoice the customer,
collection of the receivable is probable and the Company has fulÑlled all of its material contractual
obligations to the customer.

The price charged for maintenance is stipulated in the contract and is based on a percentage of
product revenue. Customers have the option to renew the maintenance in subsequent periods at
the rate established in the original agreement. The Company has historically charged all customers
the same percentage of product revenue for maintenance. Training services can be oÅered
independent of the purchase of product. The value of these training courses is determined in a
multiple element arrangement based on the price charged when such services are sold separately.
Although not required, historically customers have always purchased maintenance when ordering
products. Because the fair value of all undelivered elements in an arrangement is known, the
Company recognizes revenue related to delivered elements using the residual value method in
accordance with SOP 98-9.

When the Company provides installation services, the product and installation revenues are
recognized upon completion of installation and customer acceptance is received. When the
customer or a third party provides installation services, the product revenue is recognized upon
shipment. Payment for product is due upon shipment based on speciÑc payment terms. Installation
and training services are due upon providing the services. If payments for systems are made in
advance of the completion of installation, such amounts are deferred and recorded as deferred
revenue in the accompanying balance sheets until installation has occurred and the customer has
accepted the product. Revenue from the provision of services, including training, is recognized as
the work is performed. Revenue from maintenance is oÅered based on a percentage of product
sales as stipulated in the agreement and is recognized pro-rata over the maintenance term, which is
typically one year in length. Payments for services and maintenance made in advance of the
provision of services and maintenance are recorded as deferred revenue.
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AVISTAR COMMUNICATIONS CORPORATION AND SUBSIDIARIES

NOTES TO COMBINED FINANCIAL STATEMENTS (Continued)

(Information as of June 30, 1999 and 2000 is unaudited)

Warranty Reserve

The Company accrues the estimated costs of fulÑlling the warranty provisions of its contracts
over the warranty period, which is typically 90 days. The warranty reserve was approximately
$0.1 million as of December 31, 1998 and 1999, and June 30, 2000, respectively, and is included in
accrued liabilities in the accompanying balance sheets.

Stock-Based Compensation

The Company has adopted SFAS No. 123 (""SFAS 123''), ""Accounting for Stock-Based
Compensation.'' As permitted under this standard, the Company applies Accounting Principles
Board Opinion No. 25, ""Accounting For Stock Issued to Employees'' and related interpretations in
accounting for its stock options (see Note 8).

Recent Accounting Pronouncements

In June 1998, the Financial Accounting Standards Board (""FASB'') issued SFAS No. 133
(SFAS 133), ""Accounting for Derivative Instruments and Hedging Activities'' which requires
companies to record derivative Ñnancial instruments on the balance sheet as assets or liabilities,
measured at fair value. Gains or losses resulting from changes in the values of those derivatives
would be accounted for depending on the use of the derivative and whether it qualiÑes for hedge
accounting. The key criterion for hedge accounting is that the hedging relationship must be highly
eÅective in achieving oÅsetting changes in fair value or cash Öows. The Company will be required
to adopt SFAS 133 in 2001 in accordance with SFAS 137, which delays the required implementation
of SFAS 133 for one year. To date, the Company has not entered into any derivative Ñnancial
instrument contracts. Thus, the Company believes that adoption of this Statement will not have a
material impact on the Ñnancial condition or results of operations of the Company.

In December 1999, the Securities and Exchange Commission (""SEC'') issued StaÅ Accounting
Bulletin No. 101 (""SAB 101''), ""Revenue Recognition in Financial Statements,'' which provides
guidance on the recognition, presentation, and disclosure of revenue in Ñnancial statements Ñled
with the SEC. SAB 101 outlines the basic criteria that must be met to recognize revenue and
provides guidance for disclosures related to revenue recognition policies. Adoption of SAB 101 is
required in the second quarter of 2000. The Company has historically recognized and currently
recognizes revenue under the guidelines as currently provided by SAB 101.

In March 2000, the FASB issued Financial Accounting Standards Board Interpretation No. 44
(""Interpretation No. 44''), ""Accounting for Certain Transactions involving Stock Compensation Ì
an interpretation of APB Opinion 25''. Interpretation No. 44 is eÅective July 1, 2000. Interpretation
No. 44 clariÑes the application of APB Opinion 25 for certain matters, speciÑcally (a) the deÑnition
of an employee for purposes of applying APB Opinion 25, (b) the criteria for determining whether
a plan qualiÑes as a noncompensatory plan, (c) the accounting consequence of various
modiÑcations to the terms of a previously Ñxed stock option or award, and (d) the accounting for
an exchange of stock compensation awards in a business combination. Management does not
anticipate that the adoption of Interpretation No. 44 will have a material impact on the Ñnancial
position or results of operations of the Company.
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Comprehensive Net Loss

In June 1997, the FASB issued SFAS No. 130 (""SFAS 130''), ""Reporting Comprehensive
Income.'' SFAS 130 was adopted by the Company beginning on January 1, 1998. This standard
deÑnes comprehensive income as the changes in equity of an enterprise, except those resulting
from stockholder transactions. Accordingly, comprehensive loss includes certain changes in equity
that are excluded from the net loss. The comprehensive loss for each of the periods presented
equaled the net loss.

3. Line of Credit

EÅective June 2, 1999, the Company entered into a Loan and Security Agreement (the
""Agreement'') with a Ñnancial institution to borrow up to the lesser of $2 million or 80 percent of
the Company's eligible accounts receivable. As of December 31, 1999, the Company had $2 million
outstanding and no available borrowings. Interest on the loan is at prime plus two percent
(8.5 percent at December 31, 1999), provided that the rate of interest may not fall below
eight percent and the interest charge for any quarter may not fall below $36,000. The agreement
maturity date is June 2, 2000, however, subsequent to year end, the Company and the lender
mutually agreed to extend the maturity date to August 2, 2000, at which time the Agreement will
not be renewed. As part of this termination agreement, the parties agreed to waive the $36,000
minimum interest payment. The Agreement may be terminated earlier by the Company at its
discretion; however a fee of $12,000 per month to the maturity date must be paid to the lender.
The same termination fee must be paid to the lender if there is an event of default by the
Company, as deÑned in the Agreement. The borrowings under the Agreement are secured by the
available cash, accounts receivable, inventory, investment, and general intangibles of the Company.

4. Notes Payable and Line of Credit from Related Parties

As of December 31, 1998, the Company had a line of credit agreement (the ""Credit
Agreement'') from CHLP. On November 18, 1999, the Company amended the Credit Agreement to
increase the principal amount to $9.1 million. Borrowings under the Credit Agreement accrue
interest at ten percent per annum and expire on the earlier of (1) November 18, 2002, (2) upon a
liquidating event, as deÑned in the Credit Agreement, with any outstanding principal and accrued
interest due in full at that time or (3) 180 days after an initial public oÅering (an ""IPO''). The
Credit Agreement is subordinate to the line of credit (see Note 3) and is secured by all of the
Company's assets. As of December 31, 1998, and 1999, and June 30, 2000, respectively, the
outstanding principal under the Credit Agreement was $4.9 million, $9.1 million and $9.1 million,
and accrued interest was approximately $0.3 million, $0.1 million, and $0.6 million.

As of December 31, 1998 and 1999 and June 30, 2000, respectively, the Company had unsecured
net notes payable and related accrued interest totaling $1.0 million, $2.5 million, and $2.8 million
outstanding due to its founders. These notes bear interest at 10 percent per annum, and are payable
upon demand.
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5. Commitments and Contingencies

The Company leases its facilities under operating leases which expire through April 2004. As of
December 31, 1999, the future minimum lease commitments under all leases were as follows (in
thousands):

Year Ending
December 31, Amount

2000 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $1,032
2001 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 798
2002 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 787
2003 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 570
2004 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 36

Total minimum lease payments ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $3,223

Rent expense under operating leases for each of the years ended December 31, 1997, 1998 and
1999, was approximately $0.9 million, $0.8 million and $0.9 million, respectively.

The Company sub-leased certain oÇce space, at cost, from an aÇliated entity through common
ownership. For the years ended December 31, 1997, 1998 and 1999, rental expense includes
$0.4 million, $0.5 million, and $0.5 million, respectively, relating to this lease. This lease expired in
August 1999 when the Company moved to its new facilities. Beginning in September 1999, the
Company began subleasing oÇce space to Vicor, Inc. (""Vicor''). The Company received
approximately $45,000 during the year ended December 31, 1999 and $66,000 for the six months
ended June 30, 2000, from Vicor related to this sublease agreement.

6. Other Related Party Transactions

Certain partners with controlling interests in ASLP are also the majority owners of several
entities that conduct business with the Company, including Vicor, Western Data Systems of
Nevada, Inc.(""WDS''), and CHLP. In addition to the transactions described with these entities
elsewhere herein, descriptions of certain transactions between the Company and these entities
follow.

Support Services

The Company maintains a seven day a week, 24 hour a day support center to receive Ñrst level
support calls. The support center handles support calls for WDS in addition to those for the
Company. Pursuant to an agreement between the Company and WDS, the Company charges WDS
for its share of support center costs. Additionally, the Company provides some contract services to
WDS. For the years ended December 31, 1997, 1998 and 1999 and for the six months ended
June 30, 2000, the Company charged WDS $0.8 million, $0.6 million, $0.6 million and $0.3 million,
respectively, under the agreement. As of December 31, 1998, accounts receivable outstanding from
WDS were $40,225, related to the support center agreement. There were no outstanding receivables
related to WDS as of December 31, 1999 and June 30, 2000. Such reimbursement from WDS is
recorded as a reduction in the costs incurred for the support center.
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Services to and from aÇliates

For each of the years ended December 31, 1998 and 1999, respectively, the Company
recognized approximately $0.2 million and $0.3 million for consulting and engineering services to
aÇliates. For the year ended December 31, 1997, the Company recognized expenses of $0.3 million
related to the utilization of employee services from aÇliates. We made no payments in 1998 and
1999 or the six months ended June 30, 2000.

Acquisition of Product Line from AÇliate

EÅective December 31, 1996, ASLP acquired the assets relating to a product line from Vicor.
The product line consists of internet-based e-mail and fax messaging products. The purchase price
of $0.6 million, including costs associated with the transaction, was settled by the issuance of a note
bearing interest at ten percent per annum. The purchase price reÖected Vicor's carrying value of
the product line assets at the acquisition date, including a goodwill amount of $0.5 million. The
Company made principal payments of $200,000 during 1998, and in February 1999, the Company
repaid all principal and accrued interest outstanding on the note. The goodwill was fully amortized
at December 31, 1998.

Revenue from a related party

UBS Warburg LLC, which is an aÇliate of UBS (an approximate 5 percent stockholder as of
December 31, 1999 and June 30, 2000), is also a customer of the Company. Revenue from UBS
Warburg LLC and its aÇliates represented approximately 12 percent, 23 percent and 20 percent of
total revenue for the years ended December 31, 1998 and 1999, and six months ended June 30, 2000,
respectively. The Partnership did not have any revenue from this entity in Ñscal 1997. Management
believes the transactions with UBS Warburg LLC and its aÇliates are at terms comparable to those
provided to unrelated third parties. As of December 31, 1998 and 1999, and June 30, 2000, the
Company had accounts receivable outstanding from UBS Warburg LLC and its aÇliates of
approximately $0.2 million, $1.1 million and $0.9 million, respectively.

7. Stockholders' Equity

Preferred Stock

On December 31, 1997, under the terms of the Asset Acquisition, ASLP conveyed all of its
assets, and transferred all of its liabilities to Avistar in exchange for 2,171,400 shares of common
stock and 16,000,000 shares of Avistar's Series A convertible preferred stock (""Series A preferred
stock''). Holders of the Series A preferred stock are entitled to receive annual, noncumulative cash
dividends at a rate of $0.2167 per share, when and if declared by the Board of Directors. As of
June 30, 2000, no dividends had been declared by the Board of Directors.

Shares of Series A preferred stock are not convertible at the option of the stockholder. The
shares of Series A preferred stock are only convertible upon the closing of an IPO of at least
$20 million and at an oÅering price of at least $7.50 per share. At that point, each share of Series A
preferred stock will be automatically converted into (i) one-Ñfth of a share of common stock plus
(ii) a beneÑcial conversion feature equal to the number of shares of common stock that result from
dividing $2.009 (the ""Conversion Amount'') by the per share oÅering price to the public. Beginning
December 31, 1999 and for each year thereafter, the Conversion Amount will be increased by
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$0.2167 per share of Series A preferred stock less the amount of all dividends paid during the year.
In addition, upon the occurrence of an IPO the conversion amount is increased by $0.2167,
calculated pro rata on a daily basis. The shares of Series A preferred stock have the same voting
rights as the shares of common stock into which they are convertible.

The Series A preferred stock have a liquidation preference of $2.009 per share plus all declared
and unpaid dividends on each share of Series A preferred stock. On December 31 of each year,
beginning December 31, 1999, the liquidation preference will be increased by $0.2167 per share of
Series A preferred stock less the amount of all dividends paid to Series A preferred stock during
such year. As of December 31, 1999, and June 30, 2000, respectively, the liquidation preference per
share was $2.2255 and $2.333875.

In December 1999, ASC and CPI raised a combined $6.4 million from UBS in an oÅering of
932,196 shares of ASC's Series B-1 convertible preferred stock and 135,173 shares of ASC's
Series B-2 convertible preferred stock (collectively with the Series B-1 convertible preferred stock,
the ""Series B preferred stock''), and 526,316 shares of CPI's Series A preferred stock. As a result,
UBS owned approximately 5 percent of ASC and CPI, respectively. The shares of Series A preferred
stock in CPI were subsequently conveyed to the Company for a nominal value and cancelled as
part of the Reorganization. After the reorganization, UBS held an approximate 5 percent ownership
interest in Avistar. Holders of the Series B preferred stock are entitled to receive noncumulative
cash dividends at an annual rate $0.08 per share, when and if declared by the Board of Directors.
As of June 30, 2000, no dividends had been declared by the Board of Directors.

Each share of Series B preferred stock is convertible, at the option of the stockholder and at
any time after the date of issuance of such share, into the number of shares of common stock
determined by dividing the original Series B issue price ($1.00) by the Series B conversion price
then in eÅect ($1.00 as of December 31, 1999). In addition, each share of Series B preferred stock
will be automatically converted into the number of shares of common stock at the eÅective Series B
conversion price upon an IPO of at least $20 million and at an oÅering price per share of at least
$7.50. Holders of the Series B-1 convertible preferred stock have the same voting rights equal to the
number of shares of common stock into which their shares of Series B-1 preferred stock are
convertible. Holders of the Series B-2 preferred stock have no voting rights.

The Series B preferred stock has a liquidation preference of $1.00 per share and ranks senior to
the common stock and Series A preferred stock.

Deferred Stock Compensation

In connection with the grant of stock options to purchase shares of common stock to
employees during 1999, the Company recorded deferred compensation of approximately
$2.7 million, representing the diÅerence between the estimated fair value of the common stock and
the aggregate option exercise price of such options at the date of grant. This amount is presented as
a reduction of stockholders' equity and amortized ratably over the vesting period of the applicable
options (generally four years). Amortization expense related to deferred stock compensation was
approximately $0.6 million in 1999. Compensation expense is decreased in the period of forfeiture
for any accrued but unvested compensation arising from the early termination of an option holder's
services. In addition, the Company recorded an additional $1.8 million of deferred stock
compensation for stock options granted during the six month period ended June 30, 2000. This
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amount will be expensed over the stock option vesting period of four years. Amortization expense
was approximately $1.2 million for the six months ended June 30, 2000.

Repurchase of partnership units

In accordance with the Acquisition Agreement, if an employee of the Company is terminated
and the employee had Class B units in ASLP (the ""Class B units''), ASLP has a repurchase right
related to those Class B units. If ASLP exercises its right to buy back the Class B units held by the
terminated employee, the Company has the right, but not the obligation, to repurchase an equal
number of shares common stock in the Company held by ASLP. During Ñscal 1998 and 1999,
respectively, the Company repurchased 961,250 and 104,375 shares of its common stock from ASLP.

Pro Forma Liabilities and Stockholders' DeÑcit (unaudited)

In June 2000, the Company's Board of Directors (the ""Board'') authorized the Ñling of a
registration statement with the SEC to register shares of its common stock in connection with a
proposed IPO. If the IPO is consummated under the terms presently anticipated, all of the
currently outstanding preferred stock will be converted upon the closing of the IPO into an
estimated 19,734,655 shares of common stock, which represents the sum of (1) 17,067,369 shares of
common stock plus (2) an estimated additional 2,667,286 shares of common stock representing a
beneÑcial conversion feature equal to the quotient of (A) the conversion amount, which was
$37.3 million at June 30, 2000 and which includes an amount equal to $0.2167 per share per annum,
pro rated based on the number of days elapsed in the year, divided by (B) an assumed initial
oÅering price of $14.00 per share. In addition, the notes payable and accrued interest to related
parties will become current liabilities of the Company upon closing of the IPO. The eÅect of the
conversion and the early repayment of related party notes and interest have been reÖected in the
unaudited pro forma liabilities and stockholders' equity in the accompanying balance sheet as of
June 30, 2000.

8. Stock Option Plan

In December 1997, the Board established the 1997 Stock Option Plan (the ""Plan'') and
authorized the issuance of 1,828,602 shares of common stock thereunder. In December 1999 and
May 2000, respectively, the Board authorized an additional 1,065,625 shares and 100,000 shares to be
issued under the Plan. Under the Plan, incentive stock options to purchase shares of common stock
may be granted only to employees at not less than 100 percent of the fair market value at the grant
date as determined by the Board. Additionally, nonqualiÑed stock options to purchase shares of
common stock may be granted to employees and consultants at not less than 85 percent of the fair
market value at the grant date. Options generally have a life of ten years.

On December 31, 1997, the Company issued options to purchase 1,091,800 shares of common
stock, including 631,800 that were fully vested at the grant date. The common stock issued under
these fully vested options is subject to a repurchase right of the Company upon the occurrence of
certain events, including the termination of an employee. This repurchase right is an option of the
Company that expires 60 days from the triggering event or upon the occurrence of certain speciÑc
transactions, as deÑned in the agreement. If the Company exercises its repurchase right, the
purchase price shall be the net book value of the stock as of the end of the calendar quarter
immediately preceding the triggering event, as determined by management. All other options vest
over a four year period, with 25 percent vesting after one year and the remaining vesting
6.25 percent per quarter.
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A summary of the Plan activity and related information for the years ended December 31, 1997,
1998 and 1999, and the six months ended June 30, 2000 follows:

Options Outstanding

Options Weighted Average
Available Shares Exercise Price

Balance, December 31, 1996 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì $ Ì
Authorized ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,828,600 Ì Ì
Granted ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1,091,800) 1,091,800 0.105

Balance, December 31, 1997 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 736,800 1,091,800 0.105
Authorized ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì Ì Ì
Granted ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (86,100) 86,100 0.39
ExercisedÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì (630,800) 0.0005
Canceled/repurchased ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 25,800 (1,000) 0.0005

Balance, December 31, 1998 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 676,500 546,100 0.27
Authorized ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,065,625 Ì Ì
Granted ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (734,242) 734,242 1.45
ExercisedÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì (16,750) 0.31
Canceled/repurchased ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 137,450 (87,450) 0.445

Balance, December 31, 1999 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,145,333 1,176,142 1.00
Authorized (unaudited)ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 100,000 Ì
Granted (unaudited) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1,204,608) 1,204,608 13.61
Exercised (unaudited) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì (175,500) 0.25
Canceled/repurchased (unaudited) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 15,200 (15,200) 2.55

Balance, June 30, 2000 (unaudited)ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 55,925 2,190,050 $ 6.90

Options Outstanding Options Exercisable

Number Weighted- Weighted- Number Weighted-
Range of Outstanding at Average Average Exercisable at Average
Exercise December 31, Remaining Exercise December 31, Exercise
Prices 1999 Life Price 1999 Price

$ 0.25 440,000 8.00 $0.25 220,000 $0.25
$0.40 Ó 0.45 16,700 8.75 0.45 4,657 0.45
$ 0.95 542,300 9.48 0.95 Ì Ì
$1.95 Ó 2.45 47,800 9.69 2.30 Ì Ì
$2.95 Ó 3.45 129,342 9.96 3.40 Ì Ì

1,176,142 8.98 $1.00 224,657 $0.25

The Company has adopted SFAS 123 for disclosure purposes. The weighted average fair value
of options granted during 1998 and 1999 estimated on the date of grant using the Black-Scholes
option pricing model was $0.05 and $0.30, respectively. The fair value of 1998 and 1999 options
granted is estimated on the date of grant using the following assumptions: risk-free interest rate
range of 4.24 to 6.37 percent, depending on the grant date, volatility of 0.001 percent, expected
term of 4 years, and no expected dividends.
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For purposes of pro forma disclosures, the estimated fair value of the options is amortized over
the options' vesting period. The Company's pro forma expense was $159,800, $8,000 and $63,000 for
the years ended December 31, 1997, 1998 and 1999, respectively. The Company's pro forma
information for the years ended December 31, 1998 and 1999 is as follows:

1998 1999

Net loss attributable to common stockholders (in thousands)
As reported ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(7,641) $(6,350)
Pro formaÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (7,649) (6,413)

Basic and diluted earnings per share
As reported ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(17.41) $(10.82)
Pro formaÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (17.42) (10.92)

Common Stock Reserved for Future Issuance

As of June 30, 2000, the Company had reserved the following shares of common stock for
issuance in connection with:

Conversion of Series A preferred stock ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 16,000,000
Conversion of Series B preferred stockÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,200,000
Stock options under stock option plan ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,245,975

Total ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 19,445,975

9. Income Taxes

The Company accounts for income taxes in accordance with SFAS No. 109, ""Accounting for
Income Taxes'' (""SFAS 109''). SFAS 109 provides for an asset and liability approach to account for
income taxes under which deferred tax assets and liabilities are recognized for the future tax
consequences attributable to diÅerences between the Ñnancial statement carrying amounts of
existing assets and liabilities, and their respective tax bases. Deferred tax assets and liabilities are
measured using enacted tax rates expected to apply to taxable income in the years in which those
temporary diÅerences are expected to be recovered or settled. Deferred tax assets are reduced by a
valuation allowance when, in the opinion of management, it is more likely than not that some or all
of the deferred tax assets will not be recognized. The eÅect on deferred tax assets and liabilities of
a change in tax rates is recognized in income in the period of enactment.

No provision for federal or state income taxes is reÖected in the accompanying combined
statement of operations for 1997 or for CPI and VCT (both S corporations prior to January 1, 2000)
as such taxes were levied on the individual partners and shareholders of ASLP and of CPI and VCT.
The tax returns, the qualiÑcations of ASLP as such for tax purposes, and the amount of distributable
income or loss are subject to examination by federal and state taxing authorities.
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The provision for taxes of Avistar only consists of the following (in thousands):

Year Ended
December 31,

1998 1999

Current:
Federal ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ Ì $ Ì
State ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2 2
ForeignÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 15 19

17 21
Deferred beneÑts:

Federal ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,622 1,791
State ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 388 284

3,010 2,075
Valuation allowanceÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (3,010) (2,075)

$ 17 $ 21

The provision for taxes for the six months ended June 30, 2000 of $5,000 represents foreign
taxes. There was no tax provision for the six months ended June 30, 1999.

Avistar's eÅective income tax provision diÅers from the Federal statutory rate of 35 percent
due to the following (in thousands):

Year Ended
December 31,

1998 1999

Expected tax beneÑt at federal statutory rate ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(2,249) $(1,741)
State taxes (net of federal beneÑt) ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (469) (284)
Change in valuation allowance ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,010 2,075
Research credits not used ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (255) Ì
Other ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (20) (29)

Provision for income taxesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 17 $ 21

The net deferred income tax asset related to Avistar consists of the following as of
December 31, 1998 and 1999 (in thousands):

1998 1999

Deferred income tax assets:
Federal net operating loss carryforwards ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 1,876 $ 3,692
State net operating loss carryforwards ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 308 596
Tax credit carry forwardÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 255 255
Reserves ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 571 542

3,010 5,085
Valuation allowanceÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (3,010) (5,085)

Net deferred income tax assetÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ Ì $ Ì

Net operating loss carryforwards at December 31, 1998 and 1999 were approximately
$5.4 million and $10.4 million for Federal and state income tax purposes, respectively. The net
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operating loss carryforwards expire on various dates through the year 2019. The Internal Revenue
Service Code contains provisions which may limit the net operating loss carryforwards to be used
in any given year upon the occurrence of certain events, including a signiÑcant change in
ownership interest. The Company believes suÇcient uncertainty exists regarding the realizability of
the net operating loss carryforwards and other timing diÅerences at December 31, 1998 and 1999.
Accordingly, a valuation allowance has been provided for the entire net deferred tax asset.

10. Net loss per share

Basic and diluted net loss per share of common stock are presented in conformity with SFAS
No. 128 (""SFAS 128''), ""Earnings Per Share,'' for all periods presented. Pursuant to SEC StaÅ
Accounting Bulletin No. 98, common stock and convertible preferred stock issued or granted for
nominal consideration prior to the anticipated eÅective date of an IPO must be included in the
calculation of basic and diluted net loss per share as if such stock had been outstanding the years
ended December 1998 and 1999. To date, the Company has had no issuances or grants for nominal
consideration. Prior to December 31, 1997, there was no common stock outstanding as the
Company was organized as a partnership. Accordingly, no earnings per share have been presented
for Ñscal 1997.

In accordance with SFAS 128, basic net loss per share has been computed using the weighted
average number of shares of common stock outstanding during the period, less shares subject to
repurchase. Diluted net loss per share is computed on the basis of the weighted average number of
shares and common equivalent shares outstanding during the period. Common equivalent shares
result from the assumed exercise of outstanding stock options that have a dilutive eÅect when
applying the treasury stock method. The Company has excluded all convertible preferred stock,
outstanding stock options and shares subject to repurchase from the calculation of diluted net loss
per share for the years ended December 31, 1998 and 1999, and the six months ended June 30, 1999
and 2000, because all such securities are antidilutive. Accordingly, diluted net loss per share
approximates basic net loss per share for all years presented.

The total number of shares excluded from the calculations of diluted net loss per share were
18,154,364 and 18,333,729 for the years ended December 31, 1998 and 1999, respectively and
18,070,631 and 19,809,520 for the six months ended June 30, 1999 and 2000, respectively. Basic and
diluted pro forma net loss per share have been computed as described above and also give eÅect,
under SEC guidance, to the conversion of the convertible preferred stock (using the if-converted
method) from the original date of issuance and the eÅect of the beneÑcial conversion related to the
Series A convertible preferred stock.
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The following table presents the calculation of basic and diluted and pro forma basic and
diluted net loss per share (in thousands, except per share data):

Year Ended Six Months
December 31, Ended June 30,

1998 1999 1999 2000

(unaudited)

Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(7,641) $ (6,350) $(2,967) $ (2,778)

Basic and diluted:
Weighted average shares of common stock

outstanding ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,997 1,707 1,731 1,773
Less: Weighted average shares of common stock

subject to repurchase ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1,909) (1,590) (1,619) (1,549)

Weighted average shares of common stock used in
computing net loss per shareÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 88 117 112 224

Net loss per share ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(86.83) $ (54.27) $(26.49) $ (12.40)
Pro forma:
Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ (6,350) $ (2,778)
BeneÑcial conversion related to convertible preferred

stock ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(35,608) $ Ì

Pro forma net loss attributable to common
stockholders ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(41,958) $ (2,778)

Weighted average shares of common stock used in
computing basic and diluted net loss per share ÏÏÏÏ 117 224

Pro forma adjustment to reÖect weighted average
eÅect of assumed conversion of convertible
preferred stock and beneÑcial conversion related to
the Series A convertible preferred stock ÏÏÏÏÏÏÏÏÏÏ 18,611 19,611

Weighted average shares of common stock used in
computing pro forma basic and diluted net loss per
share ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 18,728 19,835

Pro forma basic and diluted net loss per share ÏÏÏÏÏÏÏ $ (2.24) $ (0.14)

11. Segment Reporting

In June 1997, the FASB issued SFAS No. 131 (""SFAS 131''), ""Disclosures About Segments of an
Enterprise and Related Information.'' SFAS 131 was adopted by the Company beginning on January
1998. SFAS 131 establishes standards for disclosures about operating segments, products and
services, geographic areas and major customers. The Company is organized and operates as two
operating segments: (1) the design, development, manufacturing, sale and marketing of networked
video communications products (ASC) and (2) the development, prosecution, maintenance and
support of the intellectual property used in the Company's products (CPI). Service revenue relates
mainly to the maintenance, training and installation of products and is included in ASC for
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purposes of reporting and decision making. The Company's chief decision maker monitors the
Company's operations based upon the information reÖected in the following table:

ASC CPI Total

(in thousands)

Six months ended June 30, 2000
Revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 9,251 $ Ì $ 9,251
Gross margin ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 4,925 Ì 4,925
Depreciation expenseÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (75) (8) (83)
Total operating expensesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (6,401) (686) (7,087)
Interest income ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 90 24 114
Interest expense ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (593) (132) (725)
Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1,985) (793) (2,778)
AssetsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 11,347 2,348 13,695

Six months ended June 30, 1999
Revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 4,143 $ Ì $ 4,143
Gross margin ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,659 Ì 1,659
Depreciation expenseÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (118) (9) (127)
Total operating expensesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (3,416) (880) (4,296)
Interest income ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1 2 3
Interest expense ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (260) (71) (331)
Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (2,018) (949) (2,967)
AssetsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,069 195 3,264

Year ended December 31, 1999
Revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 9,373 $ Ì $ 9,373
Gross margin ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 4,486 Ì 4,486
Depreciation expenseÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (229) (19) (248)
Total operating expensesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (7,956) (1,901) (9,857)
Interest income ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 14 40 54
Interest expense ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (789) (183) (972)
Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (4,280) (2,070) (6,350)
AssetsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 9,366 1,157 10,523

Year ended December 31, 1998
Revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 5,128 $ Ì $ 5,128
Gross margin ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,726 Ì 1,726
Depreciation expenseÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (423) (2) (425)
Total operating expensesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (7,332) (1,457) (8,789)
Interest income ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1 Ì 1
Interest expense ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (259) (17) (276)
Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (6,167) (1,474) (7,641)
AssetsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,642 126 2,768

Year ended December 31, 1997
Revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 5,057 $ Ì $ 5,057
Gross margin ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 42 Ì 42
Depreciation expenseÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (502) Ì (502)
Total operating expensesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (7,042) Ì (7,042)
Interest income ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1 Ì 1
Interest expense ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (2,394) Ì (2,394)
Net loss ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (9,703) Ì (9,703)
AssetsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 4,333 Ì 4,333
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International revenue, which consists of domestic sales to customers with operations principally
in Western Europe, comprised 14.8 percent, 14.1 percent, 18.6 percent, 25.2 percent and
37.3 percent of total revenue for the years ended December 31, 1997, 1998 and 1999, and the six
months ended June 30, 1999 and 2000, respectively. No single foreign country represented greater
than 10 percent of total revenues for the two years in the period ended December 31, 1998. For the
year ended December 31, 1999 and the six months ended June 30, 1999 and 2000, respectively,
international revenues to customers in the United Kingdom accounted for 15.6 percent,
22.3 percent and 26.7 percent, of total revenues. The Company had no signiÑcant long-lived assets
in any country other than in the United States for any period presented.

12. Subsequent Events

In April 2000, the stockholders approved an amendment to the Company's CertiÑcate of
Incorporation to increase the number of authorized shares of common stock to 250,000,000,
eÅective as of April 2000, and to authorize 10,000,000 shares of preferred stock, eÅective upon
completion of the IPO, that may be issued in one or more series as may be determined by the
Board who may establish the number of shares to be included in each such series, Ñx the
designations, powers, preferences and relative rights of the shares of each such series and any
qualiÑcations, limitations, or restrictions thereof, and increase or decrease the number of shares of
any such series without any further vote or action by the stockholders.

In April 2000, the Company adopted the 2000 Stock Option Plan, to be eÅective upon the
completion of an IPO. A total of 3,000,000 shares of common stock have been reserved for issuance
under the plan, together with an annual increase in the number of shares of common stock
reserved thereunder as provided for in the plan.

In April 2000, the Company adopted the 2000 Employee Stock Purchase Plan. A total of
1,500,000 shares of common stock has been reserved for issuance under the plan, together with an
annual increase in the number of shares of common stock reserved thereunder as provided in the
plan.

In April 2000, the Company adopted the 2000 Director Option Plan. A total of 90,000 shares of
common stock has been reserved for issuance under the plan, together with an annual increase in
the number of shares of common stock reserved thereunder as provided in the plan.

In May 2000, the Company entered into a one year line of credit agreement with a Ñnancial
institution providing for borrowings up to $4.0 million, based on 80 percent of eligible accounts
receivable, to be used for working capital purposes. This line requires certain Ñnancial covenants
and bears interest at prime plus 1.25 percent (subject to adjustment to prime plus 2.75 percent if a
minimum of $2.0 million of equity has not been raised by September 30, 2000) with minimum
monthly interest accruing at $20,000, and is secured by all of Avistar Systems Corporation's assets.

In July 2000, the Company's Board of Directors approved a one-for-Ñve reverse split of its
common and preferred stock. All common and preferred and per share amounts in the
accompanying combined and consolidated Ñnancial statements have been adjusted retroactively to
give eÅect to this reverse stock split.
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PART II

INFORMATION NOT REQUIRED IN PROSPECTUS

Item 13. Other Expenses of Issuance and Distribution

The following sets forth the estimated expenses and costs (other than underwriting discounts
and commissions) expected to be incurred in connection with the issuance and distribution of our
common stock registered hereby.

SEC registration fee ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 16,395
NASD Ñling fee ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 6,250
Blue Sky fees and expenses (including legal fees)ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 7,500
Nasdaq National Market application feeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 95,000
Printing and engraving expenses ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 250,000
Registrar and transfer agent fees ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 20,000
Other legal fees and expensesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 600,000
Accounting fees and expensesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 400,000
D & O Insurance(A)ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 0
Miscellaneous ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 4,855

Total ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $1,400,000

(A) The Company's D & O Insurance premium will be amortized to expense over the policy
period.

Item 14. IndemniÑcation of Directors and OÇcers

The Registrant's certiÑcate of incorporation limits the liability of the Registrant's directors to
the maximum extent permitted by Delaware law. Delaware law provides that the directors of a
corporation will not be personally liable to the corporation and its stockholders for monetary
damages for breach of the Ñduciary duties as directors, except liability for any of the following:

‚ any breach of their duty of loyalty to the corporation or its stockholders;

‚ acts or omissions not in good faith or that involve intentional misconduct or a knowing
violation of law;

‚ unlawful payments of dividends or unlawful stock repurchases or redemptions; or

‚ any transaction from which the director derived an improper personal beneÑt.

This limitation of liability does not apply to liabilities arising under the federal securities laws
and does not aÅect the availability of equitable remedies such as injunctive relief or rescission.

The Registrant's certiÑcate of incorporation provides that it may indemnify any of its directors,
oÇcers or employees to the fullest extent permitted by law. The Registrant's bylaws provide that it
will indemnify its directors and oÇcers, and that it may indemnify its employees and other agents,
to the fullest extent permitted by law. The bylaws also permit the Registrant to secure insurance on
behalf of any oÇcer, director, employee or other agent for any liability arising out of his or her
actions in such capacity, regardless of whether the bylaws would permit indemniÑcation.

The Registrant has entered into agreements to indemnify its directors and executive oÇcers, in
addition to indemniÑcation provided for in its Bylaws. These agreements, among other things,
provide for indemniÑcation of the Registrant's directors and executive oÇcers for expenses,
judgments, Ñnes, and settlement amounts incurred by any such person in any action or proceedings
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arising out of such person's services as a director or executive oÇcer or at the Registrant's request.
The Registrant also maintain directors' and oÇcers' liability insurance.

The Underwriting Agreement, the form of which is Ñled as Exhibit 1.1 to this Registration
Statement, will provide for indemniÑcation for speciÑed matters by the underwriters of the
Registrant, its directors, its oÇcers who sign the registration statement, and the Registrant's
controlling persons for certain liabilities, including liabilities arising under the Securities Act.

Item 15. Sales of Unregistered Securities

The following information gives eÅect to the one-for-Ñve revenue stock split eÅected in July
2000.

In March 2000, registrant was incorporated in the State of Delaware as the successor to Avistar
Systems Corporation, a Nevada corporation (""Predecessor''), which merged with and into registrant
in a migratory merger. In connection with this transaction, registrant issued an aggregate of
1,850,825 shares of common stock and 17,067,369 shares of preferred stock to the former
stockholders of Predecessor. The issuance of these shares was exempt from registration pursuant to
Rule 145(a)(2) of the Securities Act of 1933, as amended.

During the past three years, Predecessor has issued unregistered securities to a limited number
of persons, as described below. None of these transactions involved any underwriters or any public
oÅerings and registrant believes that each of these transactions was exempt from the registration
requirements of the Securities Act by virtue of Section 4(2) thereof, Regulation D promulgated
thereunder or Rule 701 pursuant to compensatory beneÑt plans and contracts related to
compensation as provided under Rule 701. The recipients of the shares of Common Stock in these
transactions represented their intention to acquire the securities for investment only and not with a
view to or for sale in connection with any distribution thereof, and appropriate legends were aÇxed
to the share certiÑcates and instruments issued in these transactions. All recipients had adequate
access to information about registrant through their relationship with registrant.

On December 9, 1999, Predecessor issued 1,067,369 shares of its Series B Preferred Stock to a
limited number of accredited investors, including UBS (USA), Inc., for an aggregate of $5,336,843.

On December 31, 1997, Avistar Systems, Limited Partnership, a Nevada limited partnership
(""ASLP''), entered into an acquisition agreement with Predecessor to convey all of ASLP's assets,
and transfer all of ASLP's liabilities, to Predecessor. In exchange, Predecessor issued to ASLP
16,000,000 shares of series A convertible preferred stock and 2,171,400 shares of common stock of
Predecessor.

From December 31, 1997 to July 21, 2000, Registrant and Predecessor granted stock options to
purchase an aggregate of 3,116,750 shares of common stock at exercise prices ranging from $0.0005
to $17.25 per share to employees, consultants and aÇliates, including the following executive
oÇcers and directors: Mr. Campbell, Mr. Heimark, Mr. Hughes, Mr. Afridi, Mr. Arisco, Mr. Barsotti,
Ms. Calaby, Mr. Lauwers, Mr. Ludwig, Mr. Brody and Mr. Solo. During that period, options to
acquire 823,050 shares of common stock were exercised at an exercise price of $0.25 per share by
the following executive oÇcers and directors: Mr. Hughes, Mr. Afridi, Mr. Arisco, Mr. Barsotti,
Ms. Calaby, Mr. Lauwers and Mr. Ludwig.
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Item 16. Exhibits and Financial Statement Schedules

The exhibits and Ñnancial statements schedules Ñled as part of this registration statement are as
follows:

(a) Exhibits.

Exhibit
Number Description

1.1 Form of Underwriting Agreement
2.1**( Acquisition Agreement by and among Avistar Systems Corporation and Avistar Systems,

Limited Partnership, dated as of December 31, 1997
2.2( Agreement and Plan of Merger between Avistar Corporation, f/k/a Avistar Systems

Corporation, a Delaware corporation, and Avistar Systems Corporation, a Nevada
corporation, dated March 28, 2000

2.3( Contribution Agreement between Avistar Systems Corporation, Collaboration Properties,
Inc. and the stockholders of Collaboration Properties, Inc. dated March 31, 2000

2.4( Contribution Agreement between Avistar Systems Corporation, VCT, Inc. and the
stockholders of VCT, Inc. dated March 31, 2000

3.1( Second Amended and Restated CertiÑcate of Incorporation
3.2( Form of Restated CertiÑcate of Incorporation upon oÅering
3.3( Bylaws of Avistar Communications Corporation
4.1 Specimen CertiÑcate evidencing shares of Common Stock
5.1 Form of Opinion of Bryan Cave LLP regarding legality of the common stock

10.1( Avistar Communications Corporation 1997 Stock Option Plan, as amended
10.1.1( Avistar Systems Corporation 1997 Stock Option Plan Stock Option Agreement
10.2( Avistar Communications Corporation 2000 Stock Option Plan
10.3( Avistar Communications Corporation 2000 Director Option Plan
10.4( Avistar Communications Corporation Director Option Agreement
10.5( Avistar Communications Corporation IndemniÑcation Agreement
10.6( Master lease for the premises located at 555 Twin Dolphin Drive, Suite 360, Redwood

City, California, between Spieker Properties, L.P. and Entex Information Services, Inc.,
dated August 10, 1998

10.7( Sublease by and between Entex Information Services, Inc. and Avistar Systems
Corporation, dated July 23, 1999

10.8(‰ Preferred Supplier Agreement dated June 24, 1997 by and between Avistar and
Tandberg, Inc., including modiÑcations Nos. 1, 2, 3 and 4

10.8.1(‰ ModiÑcation No. 5 to Preferred Supplier Agreement dated June 24, 1997 by and between
Avistar and Tandberg, Inc.

10.9( Amended and Restated Secured Non-recourse Revolving Promissory Note in the
principal amount of $9,084,074 by and between Avistar Systems Corporation and
Collaborative Holdings, dated November 18, 1999

10.10( Accounts Receivable Financing Agreement between Silicon Valley Bank and Avistar
Systems Corporation dated May 26, 2000

10.11( Secured Nonrecourse Revolving Promissory Note of Collaboration Properties, Inc. in the
principal amount of $1,783,989.73 issued in favor of the Burnett Revocable Trust dated
April 30, 2000

10.12( Secured Nonrecourse Revolving Promissory Note of Collaboration Properties, Inc. in the
principal amount of $716,359.94 issued in favor of the Heinrichs Revocable Trust dated
April 30, 2000

10.13( Secured Nonrecourse Revolving Promissory Note of Collaboration Properties, Inc. in the
principal amount of $109,915.08 in favor of William L. Campbell dated April 30, 2000

10.14**( Collaboration Properties, Inc. Series A Preferred Stock Purchase Agreement dated
December 9, 1999

10.15**( Avistar Systems Corporation Series B Preferred Stock Purchase Agreement, dated
December 9, 1999

10.15.1 Amendment No. 1 to the Series B Preferred Stock Purchase Agreement

II-3



Exhibit
Number Description

10.16( Avistar Systems Corporation Registration and Information Rights Agreement dated
December 9, 1999

21.1( Subsidiaries of the Company
23.1 Consent of Bryan Cave LLP (included in Exhibit 5.1)
23.2 Consent of Arthur Andersen LLP
24.1( Power of Attorney
27.1 Financial Data Schedule

** The Registrant hereby agrees to furnish supplementally a copy of any omitted schedules to the
Commission upon request.

‰ Portions of the exhibit have been omitted pursuant to a request for conÑdential treatment and
the omitted portions have been separately Ñled with the Commission.

( Previously Ñled.

(b) Financial Statement Schedules.

Schedule II Ì Valuation and qualifying accounts. See page II-7.

All other Financial Statement Schedules have been omitted because of the absence of
conditions under which they would be required or because the required information has been
included in the Ñnancial statements.

Item 17. Undertakings

(a) The undersigned registrant hereby undertakes to provide to the underwriters at the closing
speciÑed in the Underwriting Agreement, certiÑcates in such denominations and registered in such
names as required by the underwriters to permit prompt delivery to each purchaser.

(b) Insofar as indemniÑcation for liabilities arising under the Securities Act of 1933 may be
permitted to directors, oÇcers and controlling persons of the registrant pursuant to the provisions
of Item 14 of this registration statement, or otherwise, the registrant has been advised that in the
opinion of the Securities and Exchange Commission such indemniÑcation is against public policy as
expressed in the Securities Act and is, therefore, unenforceable. In the event that a claim for
indemniÑcation against such liabilities (other than the payment by the registrant of expenses
incurred or paid by a director, oÇcer or controlling person of the registrant in the successful
defense of any action, suit or proceeding) is asserted by such director, oÇcer or controlling person
in connection with the securities being registered, the registrant will, unless in the opinion of its
counsel the matter has been settled by controlling precedent, submit to a court of appropriate
jurisdiction the question of whether such indemniÑcation by it is against public policy as expressed
in the Securities Act and will be governed by the Ñnal adjudication of such issue.

(c) The undersigned registrant hereby undertakes that:

(1) For purposes of determining any liability under the Securities Act of 1933, the
information omitted from the form of prospectus Ñled as part of this registration statement in
reliance on Rule 430A and contained in the form of prospectus Ñled by the registrant pursuant
to Rule 424(b)(1) or (4) or 497(h) under the Securities Act shall be deemed to be part of this
registration statement as of the time it was declared eÅective.

(2) For the purpose of determining any liability under the Securities Act of 1933, each
post-eÅective amendment that contains a form of prospectus shall be deemed to be a new
registration statement relating to the securities oÅered therein, and the oÅering of such
securities at that time shall be deemed to be the initial bona Ñde oÅering thereof.
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SIGNATURES

Pursuant to the requirements of the Securities Act of 1933, as amended, the Registrant has duly
caused this Amendment No. 5 to Registration Statement to be signed on its behalf by the
undersigned, thereunto duly authorized, in the City of Redwood Shores, State of California on
August 11, 2000.

AVISTAR COMMUNICATIONS CORPORATION

By: /s/ R. STEPHEN HEINRICHS

R. Stephen Heinrichs
Vice-Chairman of the Board and Chief

Financial OÇcer

Pursuant to the requirements of the Securities Act of 1933, as amended, this Amendment No. 5
to Registration Statement has been signed by the following persons in the capacities indicated on
the date set forth opposite their names.

Signature Title Date

/s/ GERALD J. BURNETT* Chairman of the Board and August 11, 2000
Chief Executive OÇcerGerald J. Burnett

/s/ R. STEPHEN HEINRICHS Vice-Chairman of the Board August 11, 2000
and Chief Financial OÇcerR. Stephen Heinrichs

(Principal Accounting OÇcer)

/s/ WILLIAM L. CAMPBELL* Director August 11, 2000

William L. Campbell

/s/ WILLIAM R. BRODY* Director August 11, 2000

William R. Brody

/s/ DAVID M. SOLO* Director August 11, 2000

David M. Solo

*By /s/ R. STEPHEN HEINRICHS

R. Stephen Heinrichs
Attorney-in-Fact
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REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To the Board of Directors of
Avistar Communications Corporation and aÇliates:

We have audited in accordance with auditing standards generally accepted in the
United States, the combined Ñnancial statements of Avistar Communications Corporation and
aÇliates included in this registration statement and have issued our report thereon dated June 9,
2000. Our audits were made for the purpose of forming an opinion on the basic Ñnancial statements
taken as a whole. The accompanying schedule is the responsibility of the Company's management
and is presented for purposes of complying with the Securities and Exchange Commission's rules
and is not part of the basic Ñnancial statements. This schedule has been subjected to the auditing
procedures applied in the audits of the basic Ñnancial statements and, in our opinion, fairly states in
all material respects the Ñnancial data required to be set forth therein in relation to the basic
Ñnancial statements taken as a whole.

/s/ ARTHUR ANDERSEN LLP

San Jose, California
June 9, 2000
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AVISTAR COMMUNICATIONS CORPORATION AND SUBSIDIARIES

SCHEDULE II Ì VALUATION AND QUALIFYING ACCOUNTS

Balance at Additions Balance at
Beginning Charged to End Of

Description Of Period Operations Write-oÅs Period

(in thousands)

Allowance for Doubtful Accounts Period Ended:

December 31, 1997 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $230 $17 $ Ì $247

December 31, 1998 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $247 $25 $ Ì $272

December 31, 1999 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $272 $Ì $(32) $240
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INDEX TO EXHIBITS

Exhibit
Number Description

1.1 Form of Underwriting Agreement
2.1**( Acquisition Agreement by and among Avistar Systems Corporation and Avistar Systems,

Limited Partnership, dated as of December 31, 1997
2.2( Agreement and Plan of Merger between Avistar Corporation, f/k/a Avistar Systems

Corporation, a Delaware corporation, and Avistar Systems Corporation, a Nevada
corporation, dated March 28, 2000

2.3( Contribution Agreement between Avistar Systems Corporation and the stockholders of
Collaboration Properties, Inc. dated March 31, 2000

2.4( Contribution Agreement between Avistar Systems Corporation and the stockholders of
VCT, Inc. dated March 31, 2000

3.1( Second Amended and Restated CertiÑcate of Incorporation
3.2( Form of Restated CertiÑcate of Incorporation upon oÅering
3.3( Bylaws of Avistar Communications Corporation
4.1 Specimen CertiÑcate evidencing shares of Common Stock
5.1 Form of Opinion of Bryan Cave LLP regarding legality of the common stock

10.1( Avistar Communications Corporation 1997 Stock Option Plan, as amended
10.1.1( Avistar Systems Corporation 1997 Stock Option Plan Stock Option Agreement
10.2( Avistar Communications Corporation 2000 Stock Option Plan
10.3( Avistar Communications Corporation 2000 Director Option Plan
10.4( Avistar Communications Corporation Director Option Agreement
10.5( Avistar Communications Corporation IndemniÑcation Agreement
10.6( Master lease for the premises located at 555 Twin Dolphin Drive, Suite 360, Redwood

City, California, between Spieker Properties, L.P. and Entex Information Services, Inc.,
dated August 10, 1998

10.7( Sublease by and between Entex Information Services, Inc. and Avistar Systems
Corporation, dated July 23, 1999

10.8(‰ Preferred Supplier Agreement dated June 24, 1997 by and between Avistar and
Tandberg, Inc., including modiÑcations Nos. 1, 2, 3, and 4

10.8.1(‰ ModiÑcation No. 5 to Preferred Supplier Agreement dated June 24, 1997 by and between
Avistar and Tandberg, Inc.

10.9( Amended and Restated Secured Non-recourse Revolving Promissory Note in the
principal amount of $9,084,074 by and between Avistar Systems Corporation and
Collaborative Holdings, dated November 18, 1999

10.10( Accounts Receivable Financing Agreement between Silicon Valley Bank and Avistar
Systems Corporation dated May 26, 2000

10.11( Secured Nonrecourse Revolving Promissory Note of Collaboration Properties, Inc. in the
principal amount of $1,783,989.73 issued in favor of the Burnett Revocable Trust dated
April 30, 2000

10.12( Secured Nonrecourse Revolving Promissory Note of Collaboration Properties, Inc. in the
principal amount of $716,359.94 issued in favor of the Heinrichs Revocable Trust dated
April 30, 2000

10.13( Secured Nonrecourse Revolving Promissory Note of Collaboration Properties, Inc. in the
principal amount of $109,915.08 in favor of William L. Campbell dated April 30, 2000

10.14**( Collaboration Properties, Inc. Series A Preferred Stock Purchase Agreement dated
December 9, 1999

10.15**( Avistar Systems Corporation Series B Preferred Stock Purchase Agreement, dated
December 9, 1999



Exhibit
Number Description

10.15.1 Amendment No. 1 to the Series B Preferred Stock Purchase Agreement
10.16( Avistar Systems Corporation Registration and Information Rights Agreement dated

December 9, 1999
21.1( Subsidiaries of the Company
23.1 Consent of Bryan Cave LLP (included in Exhibit 5.1)
23.2 Consent of Arthur Andersen LLP
24.1( Power of Attorney
27.1 Financial Data Schedule

** The Registrant hereby agrees to furnish supplementally a copy of any omitted schedules to the
Commission upon request.

‰ Portions of the exhibit have been omitted pursuant to a request for conÑdential treatment and
the omitted portions have been separately Ñled with the Commission.

( Previously Ñled.


