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PART I.
Item 1.

FINANCIAL INFORMATION

Financial Statments
ADTRAN, INC.
CONDENSED BALANCE SHEETS
June 30,
2002

December 31,
2001

(Unaudited)

(Audited)

ASSETS
Current assets:
Cash and cash equivalents
Short-term investments
Accounts receivable, less allowance for doubtful accounts of $3,513,100 and $3,882,099 at June
30, 2002 and December 31, 2001, respectively
Other receivables
Inventory, net
Prepaid expenses
Deferred income taxes

$

$

81,280,409
26,282,961

49,334,889
5,676,627
41,244,288
2,477,837
5,904,755

60,598,867
9,609,478
56,849,470
3,486,470
5,904,755

204,404,398

244,012,410

113,113,787
469,000
194,355,154

120,133,445
489,000
157,901,718

$ 512,342,339

$ 522,536,573

$

$

Total current assets
Property, plant and equipment, less accumulated depreciation of $78,305,544 and $70,092,383 at
June 30, 2002 and December 31, 2001, respectively
Other assets
Long-term investments

LIABILITIES AND STOCKHOLDERS’ EQUITY
Current liabilities:
Accounts payable
Accrued expenses
Income taxes payable

74,481,644
25,284,358

18,620,997
8,296,440
4,767,177

15,551,685
7,721,682
3,352,049

Total current liabilities
Long term liabilities:
Bonds payable
Deferred income taxes

31,684,614

26,625,416

50,000,000
1,592,434

50,000,000
8,283,601

Total liabilities

83,277,048

84,909,017

394,452
96,289,534
(1,592,749)
359,541,192

394,452
96,384,091
9,374,389
350,233,932

(25,567,138)

(18,759,308)

429,065,291

437,627,556

$ 512,342,339

$ 522,536,573

Stockholders’ equity:
Common stock, par value $.01 per share, 200,000,000 shares authorized: 39,445,198 shares
issued in 2002 and 2001
Additional paid-in capital
Accumulated other comprehensive income (loss)
Retained earnings
Less treasury stock at cost: 1,256,676 and 910,236 shares at June 30, 2002 and December 31,
2001, respectively
Total stockholders’ equity

See notes to condensed financial statements
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ADTRAN, INC.
CONDENSED STATEMENTS OF INCOME
(Unaudited)
Three Months Ended
June 30,

Six Months Ended
June 30,

2002

2001

2002

2001

$ 85,784,365
44,161,128

$ 97,197,873
51,639,324

$ 169,126,348
88,144,281

$ 202,473,620
111,480,633

Gross profit
Selling, general and administrative expenses
Research and development expenses

41,623,237
20,275,908
14,637,503

45,558,549
24,837,935
14,925,049

80,982,067
41,065,730
28,471,764

90,992,987
50,902,771
29,773,763

Operating income
Interest expense
Net realized investment loss
Other income, net (primarily interest)

6,709,826
(624,725)
(1,365,136)
2,066,711

5,795,565
(478,639)
(135,231)
1,843,454

11,444,573
(1,315,008)
(1,363,215)
4,049,046

10,316,453
(982,194)
(94,625)
3,783,635

Income before provision for income taxes
Provision for income taxes

6,786,676
(1,820,095)

7,025,149
(2,388,551)

12,815,396
(3,508,137)

13,023,269
(4,427,911)

Sales
Cost of sales

Net income

$

4,966,581

$

4,636,598

$

9,307,259

$

8,595,358

Weighted average shares outstanding

38,250,390

38,722,761

38,186,350

38,720,784

Weighted average shares outstanding assuming dilution(1)

38,302,779

38,857,510

38,285,866

38,859,545

Earnings per common share—basic

$

.13

$

.12

$

.24

$

.22

Earnings per common share—assuming dilution(1)

$

.13

$

.12

$

.24

$

.22

(1)

Assumes exercise of dilutive stock options calculated under the treasury stock method
See notes to condensed financial statements
.
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ADTRAN, INC.
CONDENSED STATEMENTS OF CASH FLOWS
(Unaudited)
Six Months Ended
June 30,
2002

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net cash provided by operating activities:
Depreciation
(Gain) loss on sale of short-term investments
Loss on sale of long-term investments
Loss on sale of property, plant and equipment
Write-down of equity securities
Changes in operating assets and liabilities:
Accounts receivable, net
Inventory, net
Other receivables
Prepaid expenses and other assets
Accounts payable
Accrued expenses
Income taxes payable
Net cash provided by operating activities
Cash flows from investing activities:
Purchases of property, plant and equipment
Proceeds from sales of short-term investments
Purchases of short-term investments
Proceeds from sales of long-term investments
Purchases of long-term investments
Net cash (used in) provided by investing activities
Cash flows from financing activities:
Proceeds from issuance of common stock
Purchase of treasury stock
Net cash (used in) provided by financing activities
Net (decrease) increase in cash and cash equivalents
Cash and cash equivalents, beginning of period
Cash and cash equivalents, end of period

$

9,307,259
8,406,483
(41,667)
70,562
68,095
1,336,242

5

$

8,595,358
8,186,185
94,603
—
—
—

11,263,978
15,605,182
3,931,334
1,028,633
3,069,312
574,758
1,415,128

16,773,963
2,291,075
25,340,446
594,953
(18,995,752)
317,545
(3,734,234)

56,035,299

39,464,142

(1,453,402)
12,570,200
(11,529,929)
14,781,855
(70,300,400)

(8,276,268)
71,689,165
(26,700,662)
12,624,284
(29,224,091)

(55,931,676)

20,112,428

473,403
(7,375,790)

144,883
—

(6,902,387)

144,883

(6,798,765)
81,280,409

59,721,453
27,971,313

$ 74,481,644
See notes to condensed financial statements

2001

$ 87,692,766
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ADTRAN, INC.
NOTES TO CONDENSED FINANCIAL STATEMENTS
(Unaudited)
1.

BASIS OF PRESENTATION

The interim condensed balance sheet of ADTRAN, Inc. (“ADTRAN”) at December 31, 2001 has been derived from audited financial
statements, but does not include all disclosures required by accounting principles generally accepted in the United States of America. The
accompanying unaudited condensed financial statements of ADTRAN have been prepared pursuant to the rules and regulations for reporting on
Quarterly Reports on Form 10-Q. Accordingly, certain information and notes required by generally accepted accounting principles for
complete financial statements are not included herein. In the opinion of management, all adjustments necessary for a fair presentation of these
interim statements have been included and are of a normal and recurring nature. Operating results for the three and six months ended June 30,
2002 are not necessarily indicative of the results that may be expected to occur for the year ending December 31, 2002. The interim statements
should be read in conjunction with the financial statements and notes thereto included in ADTRAN’s latest Annual Report on Form 10-K.
2.

INVENTORY
At June 30, 2002 and December 31, 2001, inventory consisted of the following:
December 31,
2001

June 30,
2002

3.

Raw materials
Work in progress
Finished goods

$

23,681,435
2,028,446
15,534,407

$

32,838,488
5,154,555
18,856,427

Inventory, net

$

41,244,288

$

56,849,470

COMPREHENSIVE INCOME (LOSS)

Comprehensive income (loss) consists of net income or loss and unrealized gains and losses on marketable securities, net of deferred
taxes. Comprehensive loss of $1,659,879 for the six months ended June 30, 2002, consists of net income of $9,307,259 and unrealized losses
on marketable securities of $10,967,138 (net of deferred tax). Comprehensive income of $6,832,630 for the year ended December 31, 2001,
consists of net income of $17,328,529 and unrealized losses on marketable securities of $10,495,899 (net of deferred tax).
6
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4.

EARNINGS PER SHARE

A summary of the calculation of basic and diluted earnings per share (EPS) for the three and six months ended June 30, 2002 and 2001 is
as follows:
For the Three Months Ended June 30, 2002
Income
(Numerator)

Basic EPS
Income available to common stockholders
Effect of Dilutive Securities
Stock Options
Diluted EPS
Income available to common stockholders plus assumed
conversions

$

4,966,581

Shares
(Denominator)

38,250,390

Per-Share
Amount

$

0.13

$

0.13

52,389
$

4,966,581

38,302,779

For the Six Months Ended June 30, 2002
Income
(Numerator)

Basic EPS
Income available to common stockholders
Effect of Dilutive Securities
Stock Options
Diluted EPS
Income available to common stockholders
plus assumed conversions

$

9,307,259

Shares
(Denominator)

38,186,350

Per-Share
Amount

$

0.24

$

0.24

99,516
$
7

9,307,259

38,285,866
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For the Three Months Ended June 30, 2001
Income
(Numerator)

Basic EPS
Income available to common stockholders
Effect of Dilutive Securities
Stock Options
Diluted EPS
Income available to common stockholders plus assumed
conversions

$

4,636,598

Shares
(Denominator)

38,722,761

Per-Share
Amount

$

0.12

$

0.12

134,749
$

4,636,598

38,857,510

For the Six Months Ended June 30, 2001
Income
(Numerator)

Basic EPS
Income available to common stockholders
Effect of Dilutive Securities
Stock Options
Diluted EPS
Income available to common stockholders plus assumed
conversions

$

8,595,358

Shares
(Denominator)

38,720,784

Per-Share
Amount

$

0.22

$

0.22

138,761
$
8

8,595,358

38,859,545
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5.

SEGMENT INFORMATION

ADTRAN operates two reportable segments—(1) the Carrier Network Division and (2) the Enterprise Network Division. We evaluate the
performance of our segments based on gross profit; therefore, selling, general and administrative costs, as well as research and development,
interest income/expense, and provision for income taxes are reported on an entity wide basis only. There are no inter-segment revenues.
The table below presents information about the reported sales and gross profit of ADTRAN’s segments for the three and six months
ended June 30, 2002 and 2001. Asset information by reportable segment is not reported, since ADTRAN does not produce such information
internally.
Three Months Ended
June 30, 2002
Sales

Carrier Network
Enterprise Network
Total

Six Months Ended
June 30, 2002

Gross Profit

Sales

$

53,063,870
32,720,495

$

23,843,645
17,779,592

$

106,397,261
62,729,087

$

47,625,341
33,356,726

$

85,784,365

$

41,623,237

$

169,126,348

$

80,982,067

Three Months Ended
June 30, 2001
Sales

Carrier Network
Enterprise Network
Total

Gross Profit

Six Months Ended
June 30, 2001

Gross Profit

Sales

Gross Profit

$

60,252,677
36,945,196

$

26,062,456
19,496,093

$

129,470,337
73,003,283

$

52,235,014
38,757,973

$

97,197,873

$

45,558,549

$

202,473,620

$

90,992,987

9
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The tables below present sales information by product and geographic area for the three and six months ended June 30, 2002 and 2001.
Sales by Product
Three Months Ended
June 30, 2002

Digital Business Transport (DBT) / Total Reach ®
High-bit-rate Digital Subscriber Line (HDSL) / T1
Systems
Total

June 30, 2001

$

11,091,779
45,177,765
29,514,821

$

22,816,567
46,811,263
27,570,043

$

85,784,365

$

97,197,873

Six Months Ended
June 30, 2002

Digital Business Transport (DBT) / Total Reach ®
High-bit-rate Digital Subscriber Line (HDSL) / T1
Systems
Total

June 30, 2001

$

22,731,194
90,233,661
56,161,493

$

50,157,230
100,413,054
51,903,336

$

169,126,348

$

202,473,620

Sales by Geographic Region
Three Months Ended
June 30, 2002

United States
Foreign
Total

June 30, 2001

$

80,699,522
5,084,843

$

91,430,352
5,767,521

$

85,784,365

$

97,197,873

Six Months Ended
June 30, 2002

United States
Foreign
Total

10

June 30, 2001

$

159,467,821
9,658,527

$

193,057,270
9,416,350

$

169,126,348

$

202,473,620
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6.

RECENTLY ISSUED ACCOUNTING STANDARDS

In June 2001, the Financial Accounting Standards Board issued SFAS No. 141, Business Combinations , which has an effective date of
June 30, 2001 for all business combinations initiated after this date. This statement requires all business combinations within the scope of the
Statement to be accounted for using the purchase method of accounting. SFAS No. 141 does not currently impact ADTRAN.
In June 2001, the Financial Accounting Standards Board issued SFAS No. 142, Goodwill and Other Intangible Assets, which has an
effective date starting with fiscal years beginning after December 15, 2001. This statement addresses the accounting for goodwill and other
intangible assets. SFAS No. 142 does not currently impact ADTRAN.
In August 2001, the Financial Accounting Standards Board issued SFAS No. 143, Accounting for Asset Retirement Obligations
(“ARO”) , which has an effective date for financial statements for fiscal years beginning after June 15, 2002. This statement addresses the
diversity in practice for recognizing asset retirement obligations and requires that obligations associated with the retirement of a tangible longlived asset be recorded as a liability when those obligations are incurred, with the amount of the liability initially measured at fair value. Upon
initially recognizing a liability for an ARO, an entity must capitalize the cost by recognizing an increase in the carrying amount of the related
long-lived asset. Over time, the liability is accreted to its present value each period, and the capitalized cost is depreciated over the useful life of
the related asset. Upon settlement of the liability, an entity either settles the obligation for its recorded amount or incurs a gain or loss upon
settlement. SFAS No. 143 does not currently impact ADTRAN.
In October 2001, the Financial Accounting Standards Board issued SFAS No. 144, Accounting for the Impairment or Disposal of LongLived Assets, which has an effective date for financial statements for fiscal years beginning after December 15, 2001. This statement, which
supersedes SFAS No. 121, Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be Disposed Of, requires that
long-lived assets that are to be disposed of by sale be measured at the lower of book value or fair value less cost to sell. Additionally, this
statement expands the scope of discontinued operations to include all components of an entity with operations that (1) can be distinguished
from the rest of the entity and (2) will be eliminated from the ongoing operations of the entity in a disposal transaction. ADTRAN adopted
SFAS No. 144 effective January 1, 2002, and the impact was not material to ADTRAN’s June 30, 2002 financial statements.
In May 2002, the Financial Accounting Standards Board issued SFAS No. 145, Rescission of FAS Nos. 4, 44, and 64, Amendment of
FAS 13, and Technical Corrections as of April 2002. This statement rescinds FASB Statement No. 4, Reporting Gains and Losses from
Extinguishment of Debt, and an amendment of that statement, FASB Statement No. 64, Extinguishments of Debt Made to Satisfy SinkingFund Requirements. The statement also rescinds FASB Statement No. 44, Accounting for Intangible Assets of Motor Carriers, and amends
FASB Statement No. 13, Accounting for Leases, to eliminate an inconsistency between the required accounting for sale-leaseback transactions
and the required accounting for certain lease modifications that have economic effects that are similar to sale-leaseback transactions. This
statement also amends other existing authoritative pronouncements to make various technical corrections, clarify meetings, or describe their
applicability under changed conditions. SFAS No. 145 does not currently impact ADTRAN.
11
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In July 2002, the Financial Accounting Standards Board issued SFAS No. 146, Accounting for Costs Associated with Exit or Disposal ,
which is effective for disposal or exit activities that are initiated after December 31, 2002. This statement addresses financial accounting and
reporting for costs associated with exit or disposal activities and nullifies Emerging Issues Task Force Issue No. 94-3, Liability Recognition for
Certain Employee Termination Benefits and Other Costs to Exit an Activity (Including Certain Costs Incurred in a Restructuring) . The
statement requires that a liability for a cost associated with an exit or disposal activity shall be recognized and measured initially at its fair value
in the period in which liability is incurred, except for liabilities for one-time termination benefits that are incurred over time. In the unusual
circumstance in which fair value cannot be reasonably estimated, the liability shall be recognized initially in the period in which fair value can
be reasonably estimated. The impact of SFAS No. 146 on ADTRAN’s financial statements is not expected to be material.
7.

LIABILITY FOR WARRANTY RETURNS

ADTRAN’s products generally include warranties of five or ten years for product defects. ADTRAN accrues for warranty returns at cost
to repair or replace products. This liability is included in accrued expenses in the accompanying balance sheets. The liability for warranty
returns totaled approximately $1,277,000 as of June 30, 2002 and December 31, 2001.
8.

FINANCIAL INSTRUMENTS

ADTRAN evaluates its available-for-sale and held-to-maturity investments for related events or changes in circumstances that indicate a
decline in value that is other-than-temporary. An impairment charge is recognized in the period in which an other-than-temporary decline is
identified in an amount equal to the excess of the carrying value over the fair value. ADTRAN recorded $1,336,242 of other-than-temporary
investment impairment charges during the quarter ended June 30, 2002.
Item 2.

Management’s Discussion and Analysis of Financial Condition and Results of Operations

Overview
ADTRAN designs, develops, manufactures, markets and services a broad range of high speed network access products utilized by
providers of telecommunications services (serviced by ADTRAN’s Carrier Networks Division or CN) and corporate end-users (serviced by
ADTRAN’s Enterprise Networks Division or EN). We currently sell our products to a large number of carriers, including all RBOCs (Regional
Bell Operating Companies), and to private and public enterprises worldwide.
Although total sales did not increase this year compared to last year due to an overall downturn in the telecommunications market, we
believe we have protected our sources of revenue by maintaining our strategy of increasing unit volume and market share through the
introduction of succeeding generations of products having lower selling prices and increased functionality as compared both to the prior
generation of a product and to the products of competitors. An important part of ADTRAN’s strategy is to engineer the reduction of the product
cost of each succeeding product generation and then to lower the product’s price based on the cost savings achieved. As a part of this strategy,
we seek in most instances to be a low-cost, high-quality provider of products in our markets. ADTRAN’s success to-date is attributable in large
12
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measure to our ability to design our products initially with a view to their subsequent re-design, allowing both increased functionality and
reduced manufacturing costs in each succeeding product generation. This strategy enables ADTRAN to sell succeeding generations of products
to existing customers while increasing our market share by selling these enhanced products to new customers.
Our operating results have fluctuated on a quarterly basis in the past, and operating results may vary significantly in future periods due to
a number of factors. We operate with very little order backlog. A substantial majority of our sales in each quarter results from orders booked in
that quarter and firm purchase orders released in that quarter by customers under agreements containing non-binding purchase commitments.
Furthermore, a majority of customers typically require prompt delivery of products. This results in a limited backlog of orders for these
products and requires us to maintain sufficient inventory levels to satisfy anticipated customer demand. If near-term demand for ADTRAN’s
products declines, or if potential sales in any quarter do not occur as anticipated, our financial results could be adversely affected. Operating
expenses are relatively fixed in the short term; therefore, a shortfall in quarterly revenues could impact ADTRAN’s financial results
significantly in a given quarter. Further, maintaining sufficient inventory levels to assure prompt delivery of our products increases the amount
of inventory that may become obsolete and increases the risk that the obsolescence of such inventory may have an adverse effect on our
business and operating results.
ADTRAN’s operating results may also fluctuate as a result of a number of other factors, including increased competition, customer order
patterns, changes in product mix, product warranty returns and announcements of new products by ADTRAN or our competitors. Accordingly,
our historical financial performance is not necessarily a meaningful indicator of future results, and, in general, we expect that our financial
results may vary from period to period.
Critical Accounting Policies
We believe the following critical accounting policies, among others, affect our more significant judgments and estimates used in the
preparation of our financial statements:
•

We review customer contracts to determine if all of the requirements for revenue recognition have been met prior to recording
revenues from sales transactions. We generally record sales revenue upon shipment of our products, net of any discounts, since: (i)
we generally do not have significant post-delivery obligations, (ii) the product price is fixed and determinable, (iii) collection of the
resulting receivable is probable, and (iv) product returns are reasonably estimable. We generally ship products upon receipt of a
purchase order from a customer. We evaluate shipping terms and we record revenue on products shipped in accordance with the
applicable terms of each respective contract.

•

We maintain allowances for doubtful accounts for losses resulting from the inability of our customers to make required payments. If
the financial condition of our customers were to deteriorate, resulting in an impairment of their ability to make payments, we may be
required to make additional allowances.

•

We provide for the estimated cost of product warranties at the time revenue is recognized. While we engage in extensive product
quality programs and processes, including actively monitoring and evaluating the quality of our component suppliers, our warranty
obligation is affected by product
13
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failure rates, material usage and other rework costs incurred in correcting a product failure. Should actual product failure rates,
material usage or other rework costs differ from our estimates, we may need to revise the estimated warranty liability.
•

We write down our inventory for estimated obsolescence or unmarketable inventory by an amount equal to the cost of inventory and
the estimated market value based upon assumptions about future demand and market conditions. If actual future demand or market
conditions are less favorable than those projected by management, we may be required to make additional inventory write-downs.

•

We hold minority interests in publicly traded companies whose share prices may be volatile. We record an investment impairment
charge when we believe an investment has experienced a decline in value that is other-than-temporary. Future adverse changes in
market conditions or poor operating results of underlying investments could result in losses or an inability to recover the carrying
value of the investments that may not be reflected in an investment’s current carrying value, thereby possibly requiring an impairment
charge in the future.

Results of Operations—Three and Six Months Ended June 30, 2002 Compared to Three and Six Months Ended June 30, 2001
Sales
ADTRAN’s sales decreased 11.7% from $97,197,873 in the three months ended June 30, 2001 to $85,784,365 in the three months ended
June 30, 2002. Sales decreased 16.5% from $202,473,620 in the six months ended June 30, 2001 to $169,126,348 in the six months ended June
30, 2002. The decrease was primarily the result of decreased spending by our customers, which we believe to be a result of both economic and
industry-wide factors. Carrier Network sales decreased from $60,252,677 in the three months ended June 30, 2001 to $53,063,870 in the three
months ended June 30, 2002 and decreased from $129,470,337 in the six months ended June 30, 2001 to $106,397,261 in the six months ended
June 30, 2002. Carrier Network sales as a percentage of total sales remained relatively constant at 62.0% in the three months ended June 30,
2002 and 2001 and decreased from 63.9% for the six months ended June 30, 2001 to 62.9% in the six months ended June 30, 2002. Enterprise
Network sales decreased from $36,945,196 in the three months ended June 30, 2001 to $32,720,495 for the three months ended June 30, 2002
and decreased from $73,003,283 in the six months ended June 30, 2001 to $62,729,087 in the six months ended June 30, 2002. Enterprise
Network sales as a percentage of total sales remained relatively constant at 38.0% for the three months ended June 30, 2002 and 2001 and
increased from 36.1% in the six months ended June 30, 2001 to 37.1% in the six months ended June 30, 2002. Foreign sales decreased 11.8%
from $5,767,521 in the three months ended June 31, 2001 to $5,084,843 in the three months ended June 30, 2002 and increased 2.6% from
$9,416,350 in the six months ended June 30, 2001 to $9,658,527 in the six months ended June 30, 2002.
Cost of Sales
Cost of sales decreased 14.5% from $51,639,324 in the three months ended June 30, 2001 to $44,161,128 in the three months ended June
30, 2002 and decreased 20.9% from $111,480,633 in the six months ended June 30, 2001 to $88,144,281 in the six months ended June 30,
2002. The cost of sales decrease quarter over quarter is primarily related to the decrease in revenues in each respective period. As a percentage
of sales, cost of sales decreased from 53.1% in the three months ended June 30, 2001 to 51.5% in the three months ended June 30, 2002 and
decreased from 55.1% in the six months ended June 30, 2001 to 52.1% in the six months ended June 30, 2002. An important part of
ADTRAN’s strategy is to reduce the product
14
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cost of each succeeding product generation and then to lower the product’s price based on the cost savings achieved. This strategy, as described
above, sometimes results in variations in ADTRAN’s gross profit margin due to timing differences between the recognition of cost reductions
and the lowering of product selling prices. In view of the rapid pace of new product introductions by ADTRAN, this strategy may result in
variations in gross profit margins that, for any particular financial period, can be difficult to predict.
Selling, General and Administrative Expenses
Selling, general and administrative expenses decreased 18.4% from $24,837,935 in the three months ended June 30, 2001 to $20,275,908
in the three months ended June 30, 2002 and decreased 19.3% from $50,902,771 in the six months ended June 30, 2001 to $41,065,730 in the
six months ended June 30, 2002. This decrease is a result of a reduction in force, mandatory salary reductions, and other cost reductions
implemented in the second half of 2001. Selling, general and administrative expenses as a percentage of sales decreased from 25.6% in the
three months ended June 30, 2001 to 23.6% in the three months ended June 30, 2002 and decreased from 25.1% in the six months ended June
30, 2001 to 24.3% in the six months ended June 30, 2002. Nevertheless, selling, general and administrative expenses as a percent of sales will
generally fluctuate whenever there is significant fluctuation in revenues during the periods being compared.
Research and Development Expenses
Research and development expenses decreased 1.9% from $14,925,049 in the three months ended June 30, 2001 to $14,637,503 in the
three months ended June 30, 2002 and decreased 4.4% from $29,773,763 in the six months ended June 30, 2001 to $28,471,764 in the six
months ended June 30, 2002. ADTRAN continually evaluates new product opportunities and engages in intensive research and product
development efforts. To date, ADTRAN has expensed all product research and development costs as incurred. As a result, ADTRAN may
incur significant research and development expenses prior to the receipt of revenues from a major new product group. As a percentage of sales,
research and development expenses increased from 15.4% in the three months ended June 30, 2001 to 17.1% in the three months ended June
30, 2002 and increased from 14.7% in the six months ended June 30, 2001 to 16.8% in the six months ended June 30, 2002. ADTRAN will
continue to incur research and development expenses in connection with its new products and its expansion into international markets.
Research and development expenses as a percent of sales will fluctuate whenever there is a significant fluctuation in revenues during the
periods being compared.
Interest Expense
Interest expense increased 30.5% from $478,639 in the three months ended June 30, 2001 to $624,725 in the three months ended June 30,
2002 and increased 33.9% from $982,194 in the six months ended June 30, 2001 to $1,315,008 in the six months ended June 30, 2002. This
increase is primarily related to an increase in the interest rate on our $50,000,000 revenue bond, the proceeds of which were used to expand our
facilities in Huntsville, Alabama.
Net Realized Investment Loss
Net realized investment loss increased from $135,231 in the three months ended June 30, 2001 to $1,365,136 in the three months ended
June 30, 2002 and increased from $94,625 in the six months ended June 30, 2001 to $1,363,215 in the six months ended June 30, 2002. This
increase is primarily related to the other-than-temporary investment impairment that was recognized in the second quarter of 2002. We
recorded $1,336,242 of other-than-temporary investment impairment charges during the second quarter of 2002 related to four equity security
investments.
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Other Income
Other income increased 12.1% from $1,843,454 in the three months ended June 30, 2001 to $2,066,711 in the three months ended June
30, 2002 and increased 7.0% from $3,783,635 in the six months ended June 30, 2001 to $4,049,046 in the six months ended June 30, 2002.
This increase is primarily related to an increase in investments and related investment income and an increase in the interest rate earned on the
collateral deposit associated with $50,000,000 revenue bond.
Income Taxes
Our effective tax rate decreased from 34% for the six months ended June 30, 2001 to 27.4% for the six months ended June 30, 2002. Our
effective annual tax rate for the year ended December 30, 2001 was 27%. This decrease is primarily related to temporary differences resulting
from a higher mix of non-taxable income and higher research and development tax credits as a percent of taxable income. ADTRAN also
recorded $454,322 of deferred income tax benefit in the three months ended June 30, 2002 related to the other-than-temporary investment
impairment charge. This resulted in an effective tax rate of 26.8% in the three months ended June 30, 2002.
Net Income
As a result of the above factors, net income increased 7.1% from $4,636,598 in the three months ended June 30, 2001 to $4,966,581 in
the three months ended June 30, 2002. Net income increased 8.3% from $8,595,358 in the six months ended June 30, 2001 to $9,307,259 in the
six months ended June 30, 2002. As a percentage of sales, net income increased from 4.8% in the three months ended June 30, 2001 to 5.8% in
the three months ended June 30, 2002 and increased from 4.2% in the six months ended June 30, 2001 to 5.5% in the six months ended June
30, 2002.
Liquidity and Capital Resources
Fifty million dollars of the expansion of Phase III of our corporate headquarters was approved for participation in an incentive program
offered by the Alabama State Industrial Development Authority (the “Authority”). The incentive program enables participating companies to
generate Alabama corporate income tax credits that can be used to reduce the amount of Alabama corporate income taxes that would otherwise
be payable. We cannot assure you that the State of Alabama will continue to make these corporate income tax credits available in the future,
and therefore, we may not realize the full benefit of these incentives. Through June 30, 2002, the Authority had issued $50,000,000 of its
taxable revenue bonds pursuant to the incentive program and loaned the proceeds from the sale of the bonds to ADTRAN. We are required to
make payments to the Authority in the amounts necessary to pay the principal of and interest on the Authority’s Taxable Revenue Bond, Series
1995, as amended, currently outstanding in the aggregate principal amount of $50,000,000. The bond matures on January 1, 2020, and bears
interest at the rate of 20 basis points over the money market account-based rate of First Union National Bank. Included in long-term
investments is $50,000,000 of restricted funds, which is a collateral deposit against the principal of this bond.
ADTRAN’s working capital position decreased 20.5% from $217,387,000 as of December 31, 2001 to $172,720,000 as of June 30, 2002.
The quick ratio decreased from 6.32 as of December 31, 2001 to 4.71 as of June 30, 2002 and the current ratio decreased from 9.18 as of
December 31, 2001 to 6.47 as of June 30, 2002. The decrease in working capital and related ratios is primarily a result of shifting investments
from short-term to long-term. Accounts receivable and other receivables decreased 18.6% and 40.9%, respectively from December 31, 2001 to
June 30, 2002 due to reduced sales volumes and improved collections. Average accounts receivable turnover improved 8 days from 60 days as
of December 31, 2001 to 52 days as of June 30, 2002. ADTRAN has used, and expects to continue to use, the cash generated
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from operations for working capital and other general corporate purposes, including (i) product development activities to enhance its existing
products and develop new products and (ii) expansion of sales and marketing activities. Inventory decreased 27.4% from $56,849,000 as of
December 31, 2001 to $41,244,000 as of June 30, 2002. Annualized inventory turnover increased from 2.92 turns as of December 31, 2001 to
3.59 turns as of June 30, 2002. The decrease in inventory is attributable to our continued efforts to streamline our production process and
increase manufacturing velocity. Accounts payable increased 19.7% from December 31, 2001 to June 30, 2002. This increase is primarily
related to obtaining more favorable payment terms with a significant supplier.
In July 2001, the Board of Directors approved the re-purchase of 2,000,000 shares of ADTRAN common stock. As of June 30, 2002, we
had re-purchased 589,000 shares of our common stock at a total cost of $11,457,279.
Capital expenditures totaling $13,216,000 for the year ended December 31, 2001 were used to expand our headquarters and purchase
equipment. Capital expenditures totaling $1,453,402 for the six months ended June 30, 2002 were used to purchase equipment.
At June 30, 2002, ADTRAN’s cash on hand of $74,481,644 and short-term investments of $25,284,358 placed our short-term cash
availability at $99,766,002. At December 31, 2001, cash on hand was $81,280,409 and short-term investments were $26,282,961, which placed
our short-term cash availability at $107,563,370.
At June 30, 2002, ADTRAN’s long-term investments increased by 23.1% to $194,355,154 from $157,901,718 at December 31, 2001.
This increase was attributable to ADTRAN’s ability to generate cash from operations during the first six months of 2002 and our transfer of
cash in excess of operational requirements to long term investments. Long-term investments at June 30, 2002 and December 31, 2001 include a
restricted balance of $50,000,000 related to the revenue bonds as discussed above.
Investment Policy
The objective of our short-term investment policy is to preserve principal and maintain adequate liquidity with appropriate
diversification, while emphasizing market returns on the our monetary assets.
The objective of our long-term investment policy is to emphasize total return; that is, the aggregate return from capital appreciation,
dividend income and interest income. This is achieved through conservative investments and appropriate diversification in fixed and variable
rate income, public equity, and private equity portfolios.
We review our investment portfolio for potential “other-than-temporary” declines in value on an individual investment basis. We assess
on a quarterly basis significant declines in value which may be considered other-than-temporary and, if necessary, recognize and record the
appropriate charge to write down the carrying value of such investments. In making this assessment, we take into consideration a wide range of
objective and subjective information, including but not limited to the following: the magnitude and duration of historical decline in market
prices, credit rating activity, assessments of liquidity, public filings and statements made by the issuer. Actual losses, if any, could ultimately
differ from these estimates.
We intend to finance our operations in the future with cash flow from operations and remaining borrowed taxable revenue bond proceeds.
We believe these available sources of funds to be adequate to meet our operating and capital needs for the foreseeable future.
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Forward Looking Statements
The Private Securities Litigation Reform Act of 1995 (the “Reform Act”) provides a safe harbor for forward-looking statements made by
or on behalf of ADTRAN. ADTRAN and its representatives may from time to time make written or verbal forward-looking statements,
including statements contained in this report and our other filings with the Securities and Exchange Commission and in our reports to our
stockholders. Generally, the words, “believe,” “expect,” “intend,” “estimate,” “anticipate,” “will,” “may,” “could” and similar expressions
identify forward-looking statements. We caution you that any forward-looking statements made by or on our behalf are subject to uncertainties
and other factors that could cause such statements to be wrong. Some of these uncertainties and other factors are listed below. They have been
discussed in our most recent Form 10-K filed on March 29, 2002 with the SEC as well as in prior SEC filings. Though we have attempted to
list comprehensively these important factors, we caution investors that other factors may prove to be important in the future in affecting our
operating results. New factors emerge from time to time, and it is not possible for us to predict all of these factors, nor can we assess the impact
each factor or combination of factors may have on our business. You are further cautioned not to place undue reliance on those forwardlooking statements because they speak only of our views as of the date the statements were made. We undertake no obligation to publicly
update or revise any forward-looking statements, whether as a result of new information, future events or otherwise.
The following are some of the risks that could affect our financial performance or could cause actual results to differ materially from
those expressed or implied in our forward-looking statements:
•

We must continue to update and improve our products and develop new products in order to compete and to keep pace with
improvements in telecommunications technology.

•

Our dependence on a limited number of suppliers may prevent us from delivering our products on a timely basis, which could have a
material adverse effect on customer relations and operating results.

•

Our dependence on subcontractors may result in reduced control over product quality, delayed delivery of products and/or increased
manufacturing costs, each of which could negatively affect customer relations and operating results.

•

We compete in markets that have become increasingly competitive, which may result in reduced gross profit margins and market
share.

•

We depend heavily on sales to certain customers; the loss of any of these customers would significantly reduce our revenues and net
income.

•

The lengthy approval process required by the RBOCs and other carriers could result in fluctuations in our revenues.

•

Consolidation in the Competitive Service Provider market could result in a significant decrease in our revenue.

•

Increased sales volume in international markets could result in increased costs or loss of revenue due to factors inherent in these
markets.

•

Our success depends on our ability to reduce the selling prices of succeeding generations of our products.

•

Our failure to adequately protect our intellectual property rights could adversely affect the development and commercialization of our
products.

•

Two stockholders own or may influence a significant amount of our common stock and may continue to have significant influence on
our affairs.

•

The price of our common stock has been volatile and may continue to fluctuate substantially.

The foregoing list of risks is not exclusive.
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Item 3.

Quantitative and Qualitative Disclosures About Market Risk

ADTRAN has not conducted transactions, established commitments or entered into relationships requiring disclosures beyond those
provided elsewhere in this Form 10-Q.
PART II.
Item 4.

OTHER INFORMATION

Submission of Matters to a Vote of Security Holders

The 2002 Annual Meeting of Stockholders of ADTRAN was held on April 16, 2002. Proxies with regard to the matters voted upon at the
Annual Meeting were solicited under Regulation 14A of the Securities Exchange Act of 1934, as amended. Set forth below is a brief
description of each matter voted upon at the Annual Meeting and the results of the voting on each such matter:
(a) Election of each director named below to serve until the next Annual Meeting of Stockholders. There was no solicitation in
opposition to any of the nominees listed in the proxy statement, and all of the nominees were elected.
Votes
Nominees

Mark C. Smith
Lonnie S. McMillian
Howard A. Thrailkill
Richard A. Anderson
W. Frank Blount
William J. Marks
Roy J. Nichols
James L. North

For

Withheld

32,247,893
34,030,752
32,247,705
33,302,896
33,303,252
33,303,136
33,303,292
34,289,237

2,180,804
397,945
2,180,992
1,125,801
1,125,445
1,125,561
1,125,405
1,125,545

(b) Ratification of the appointment of PricewaterhouseCoopers LLP as independent accountants of ADTRAN for 2002.
Votes

Item 6.

For

Against

Abstain

33,558,220

864,284

6,193

Exhibits and Reports on Form 8-K

(b) No reports on Form 8-K were filed during the quarter ended June 30, 2002.
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SIGNATURE
Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused this report to be signed on its behalf
by the undersigned, thereunto duly authorized.
ADTRAN, I NC .
(Registrant)
/s/

J AMES E. M ATTHEWS

James E. Matthews
Senior Vice President—Finance and
Chief Financial Officer

Date: August 9, 2002
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