YEAR 2000 COMPLIANCE

Many currently installed computer systems and software products are coded to accept only two-digit entries in the date code
field. In order to distinguish 21st century dates from 20th century dates, the date code field needed to be expanded to 4 digits.
As a result, many companies’ software and computer systems were upgraded or replaced in order to comply with these year
2000 requirements. The use of software and computer systems that are not year 2000 compliant could have resulted in system
failures or miscalculations resulting in disruptions of operations, including among other things, a temporary inability to process
transactions, send invoices, or engage in normal business activities.

To date, we have not suffered any disruptions in our computer systems or software when the expanded date code field was
first used on January 1, 2000. In addition, to date, we have not been made aware that any third-party systems we rely on,
the manufacturing systems of our vendors or the systems our customers use to order our services have suffered disruptions in
their systems.

To date, we have spent approximately $50,000 on year 2000 compliance. At this time, we do not expect to incur future expen-
ditures relating to year 2000 compliance matters.

QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

FIXED INCOME INVESTMENTS

Our exposure to market risks for changes in interest rates relate primarily to investments in debt securities issued by U.S. gov-
ernment agencies and corporate debt securities. We place our investments with high credit quality issuers and, by policy, limit
the amount of the credit exposure to any one issuer.

Our general policy is to limit the risk of principal loss and ensure the safety of invested funds by limiting market and credit risk.
All highly liquid investments with less than three months to maturity are considered to be cash equivalents; investments with
maturities between three and twelve months are considered to be short-term investments; and investments with maturities in
excess of twelve months are considered to be long-term investments. We do not expect any material loss with respect to our
investment portfolio. The following table presents the amounts of cash equivalents and investments that are subject to market
risk range of expected maturity and weighted average interest rates.

December 31, 1999 December 31, 1998
Weighted- Weighted-
Average Average
Carrying Interest Carrying Exercise
Amount Rate Amount Rate
Cash Equivalents:
Commercial paper, market auction preferred and medium-term notes,
net of $2 and $0 unrealized gains, as of December 31, 1999 and 1998 17,727 6.20% 2,389 5.58%
Short-term investments:
Commercial paper, corporate notes and bonds, and medium-term notes,
net of $15 and $0 of unrealized loss, as of December 31, 1999 and 1998 37,918 5.91% 1,927 5.80%
Long-term investments:
Corporate notes and medium-term notes, net of $45 and $0 unrealized
loss, as of December 31, 1999 and 1998 7,686 6.56% - -
Total investment securities $ 63,331 6.07%| $ 4,316 5.68%

FOREIGN EXCHANGE

We develop products in the United States and sell in North America, South America, Asia and Europe. As a result, our financial
results could be affected by factors such as changes in foreign currency exchange rates or weak economic conditions in for-
eign markets. All sales are currently made in U.S. dollars; however, a strengthening of the dollar could make our products less
competitive in foreign markets. We have no foreign exchange contracts, option contracts or other foreign hedging arrangements.
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inoepenoent Auditors’ Report

TO THE BOARD OF DIRECTORS AND STOCKHOLDERS OF PACKETEER, INC.:

We have audited the accompanying consolidated balance sheets of Packeteer, Inc. and subsidiaries as of December 31, 1999
and 1998, and the related consolidated statements of operations, stockholders’ equity, and cash flows for each of the years in
the three-year period ended December 31, 1999. These consolidated financial statements are the responsibility of the
Company’s management. Our responsibility is to express an opinion on these consolidated financial statements based on our
audits.

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

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the financial posi-
tion of Packeteer, Inc. and subsidiaries as of December 31, 1999 and 1998, and the results of their operations and their cash
flows for each of the years in the three-year period ended December 31, 1999, in conformity with generally accepted account-
ing principles.

KPMe LLP

Mountain View, California
January 21, 2000
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consoLinaten Balance Sheets

December 31,
(in thousands, except per share data)

ASSETS

Current assets:
Cash and cash equivalents
Short-term investments
Accounts receivable, less allowance for doubtful accounts
of $217, and $293, as of December 31, 1999 and 1998,
Other receivables
Inventories
Prepaids and other current assets

Total current assets
Property and equipment, net
Long-term investments
Other assets

Total assets

LIABILITIES AND STOCKHOLDERS” EQUITY

Current liabilities:
Line of credit
Current portion of capital lease obligations
Current portion of note payable
Accounts payable
Accrued compensation
Other accrued liabilities
Deferred revenue

Total current liabilities
Capital lease obligations, less current portion
Note payable, less current portion
Other long-term liabilities

Total liabilities
Commitments

Stockholders’ equity:
Preferred stock, $0.001 par value;
Authorized: 5,000 and 13,703 shares at
December 31, 1999 and 1998, respectively;
Issued and outstanding: none and 12,391 shares
at December 31, 1999 and 1998, respectively
Common stock, $0.001 par value;
Authorized: 85,000 and 40,000 shares at
December 31, 1999 and 1998, respectively;
Issued and outstanding: 26,792 and 9,723 shares
at December 31, 1999 and 1998, respectively
Additional paid-in capital
Accumulated other comprehensive loss
Deferred compensation
Notes receivable from stockholders
Accumulated deficit

Total stockholders’ equity
Total liabilities and stockholders’ equity

See accompanying notes to consolidated financial statements.
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1999 1998
$ 19554 | $ 2,550
37,018 1,927
3,931 2,745
35 39
523 188
471 124
62,432 7,573
755 794
7,686 -
233 203
$ 71,106 | $ 8570
$ 1,890 | $ -
339 215
2,524 71
1,302 1,015
1,480 253
2,400 1,011
1,212 1,507
11,147 4,072
763 570
76 151
- 18
11,986 4,811
- 13
27 10
88,848 20,924
(58) -
(2,138) (514)
(738) (729)
(26,821) (15,945)
59,120 3,759
$ 71,106 | $ 8570
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CONSOLIDATED STATEMENTS oF O perations

Years Ended December 31,
(in thousands, except per share data)

Net revenues:
Product revenues
Licensing revenues

Total net revenues
Cost of revenues

Gross profit
Operating expenses:
Research and development, excluding amortization of
stock-based compensation of $459, $86 and none for
1999, 1998 and 1997, respectively
Sales and marketing, excluding amortization of stock-based
compensation of $2,184, $436, and none for 1999, 1998
and 1997, respectively
General and administrative, excluding amortization of
stock-based compensation of $445, $15, and none for
1999, 1998 and 1997, respectively
Amortization of stock-based compensation

Total operating expenses

Net loss from operations
Interest and other income
Interest and other expense

Net loss
Basic and diluted net loss per share
Shares used in computing basic and diluted net loss per share

See accompanying notes to consolidated financial statements.
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1999 1998 1997
$ 16824 | $ 7,105 | $ 1,413
1,617 125 -
18,441 7,230 1,413
5,286 2,386 457
13,155 4,844 956
5,164 2,779 2,932
13,737 8,866 3,210
2,936 1,750 934
3,088 537 -
24,925 13,932 7,076
(11,770) (9,088) (6,120)
1,757 367 238
(863) (78) 27)
$ (10,876)| $ (8,799)| $ (5,909)
$ (O71)|$ (154 $ (182
15,343 5,709 3,253




consoLipaTED sTaTEMEnTs of CasSh Flows

Years Ended December 31,
(in thousands)

Cash flows from operating activities:
Net loss

Adjustments to reconcile net loss to net cash used in operating activities:

Depreciation
Allowance for doubtful accounts

Amortization of deferred stock-based compensation

Issuance of stock purchase rights
Amortization of deferred interest

Changes in operating assets and liabilities:

Accounts receivable

Other receivables

Inventories

Prepaids and other current assets
Accounts payable

Accrued compensation

Other accrued liabilities

Deferred revenue

Net cash used in operating activities

Cash flows from investing activities:
Purchases of property and equipment
Purchases of short-term investments

Proceeds from sale of short-term investments

Purchases of long-term investments
Other assets

Net cash used in investing activities.

Cash flows from financing activities:

Net proceeds from issuance of preferred stock
Net proceeds from issuance of common stock

Proceeds from stockholders’ note receivable
Repurchase of common stock

Borrowings under line of credit

Repayments of line of credit

Proceeds from note payable

Payments of note payable

Proceeds from lease financing

Principal payments of capital lease obligations

Proceeds from other long-term liabilities

Net cash provided by financing activities
Net increase (decrease) in cash and cash equivalents

Cash and cash equivalents at beginning of year
Cash and cash equivalents at end of year

Supplemental disclosures of cash flow information:

Cash paid during year for interest

See accompanying notes to consolidated financial statements.
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1999 1998 1997

$ (10,876)| $ (8,799)| $ (5,909
747 215 261
(76) 305 37
3,088 542 -
42 38 26

340 - -
(1,110 (2,329) (758)
4 724 (764)

(335) 175 (356)
(347) - (106)
287 (318) 1,185
1,227 168 60
1,371 800 184
(295) 1,464 42
(5,933) (7,015) (6,098)
(708) (605) (492)
(37,933) (1,927) -
1,927 - -
(7,731) - -
(96) (59) (113)
(44,541) (2,591) (605)
- 9,108 4,391
62,646 53 49
151 1 -

- 12 @)

2,651 - -
(761) - -
5,000 - 287
(2,570) 67) (29)
648 749 165
(287) (116) 13)

- - 18
67,478 9,740 4,864
17,004 134 (1,839)
2,550 2,416 4,255
$ 19554 | $ 2550 | $ 2,416
$ 550 | $ 48 | $ -
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consoLipaTED sTaTemenTs oF Stockholders’ Equity

Convertible
Preferred Stock
(in thousands) Shares Amount

Balances as of December 31, 1996 7,622 $ 8
Issuance of preferred stock 2,216 2
Issuance of common stock upon exercise of stock options -

Repurchase of common stock - -
Issuance of warrants for preferred stock - -
Net loss - -

Balances as of December 31, 1997 9,838 10
Issuance of preferred stock 2,553 3
Issuance of common stock upon exercise of stock options - -
Stock-based compensation to non-employees - -
Issuance of common stock upon exercise of stock purchase rights - -
Repurchase of common stock - -
Issuance of warrants for preferred stock - -
Repayment of notes receivable from stockholders - -
Deferred compensation related to stock option grants - -
Amortization of stock-based compensation - -
Net loss - -

Balances as of December 31, 1998 12,391 13
Stock-based compensation to non-employees - -
Stock options granted to non-employees - -
Issuance of common stock upon exercise of stock options - -
Issuance of common stock, net of issuance costs of $6,445 - -
Conversion of preferred stock (12,391) (13)
Repurchase of common stock - -
Issuance of warrants for preferred stock - -
Issuance of common stock upon exercise of warrants, net - -
Repayments of notes receivable from stockholders - -
Deferred compensation related to stock option grants - -
Amortization of stock-based compensation - -

Comprehensive loss
Net loss
Unrealized loss on investments

Comprehensive loss

Net loss - -

Balances as of December 31, 1999 - $ -

See accompanying notes to consolidated financial statements.
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Accumulated

Notes

Additional Other Receivable
Common Stock Paid-In Deferred Comprehensive from Accumulated Comprehensive
Shares Amount Capital Compensation Loss Stockholders Deficit Loss Total

7359 | $ 7] % 5498 | $ - 3 -1 3 25| $ (1,237 $ 4,251
- - 4,389 - - - - 4,391
1,940 2 242 - - (195) - 49
(318) - (10) - - 6 - @)
- - 26 - - - - 26
- - - - - - (5,909) (5,909)
8,981 9 10,145 - - (214) (7,146) 2,804
- - 9,105 - - - - 9,108
1,042 1 619 - - (568) - 52
- - 269 - - - - 269
6 - 1 - - - - 1
(306) - (40) - - 52 - 12
- - 38 - - - - 38
- - - - - 1 - 1
- - 787 (787) - - - -
- - - 273 - - - 273
- - - - - - (8,799) (8,799)
9,723 10 20,924 (514) - (729) (15,945) 3,759
- - 798 - - - - 798
- - 42 - - - - 42
125 - 278 - - (188) - 90
4,600 62,552 - - - - 62,556
12,391 13 - - - - - -
(103) - (28) - 28 - -
- - 368 - - - - 368
56 - - - - - - -
- - - - 151 - 151
- - 3,914 (3,914) - - - -
- - - 2,290 - - - 2,290

$ (10,876)
(58) (58) (58)

$ (10,934)
- - - - - - (10,876) $ (10,876)
26,792 | $ 27 | $ 88848 | $ (2,138)| $ 58| $ (738) | $ (26,821) $ 59,120
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NOteS 1o CONSOLIDATED FINANCIAL STATEMENTS

NOTE 1 ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

orcANizaTiON Packeteer, Inc. (the “Company”) was incorporated on January 25, 1996, to provide Internet application infra-
structure systems designed to enable businesses and service providers to ensure the quality of experience for networked appli-
cations and application services. The Company’s PacketWise software, the foundation of the Company’s PacketShaper and
AppVantage systems, integrates application discovery, analysis, control and reporting technologies that enable proactive appli-
cation performance and bandwidth management. The Company markets and distributes its products via a worldwide network
of VARSs, distributors, systems integrators and OEMs. The Company commenced principal operations in 1997. The Company
is headquartered in Cupertino, California, and has wholly owned subsidiaries in Japan, Hong Kong and The Netherlands.

PRINCIPLES OF CONSOLIDATION The accompanying consolidated financial statements include the financial statements of the
Company and its three wholly owned subsidiaries. All significant intercompany balances and transactions have been eliminated
in consolidation.

Use oF EsTIMATES The preparation of consolidated financial statements in conformity with generally accepted accounting
principles requires management to make estimates and assumptions that affect the reported amounts of assets and liabilities
and disclosure of contingent liabilities at the date of the consolidated financial statements and the reported amounts of revenues
and expenses during the reporting period. Actual results could differ from those estimates.

REVENUE RECOGNITION We recognize product revenues, with provision made for estimated returns, after the following events
have occurred: the customer issues a noncancelable purchase order; a product has been shipped to the customer; and col-
lection of the sales price is probable.

Maintenance revenue on product sales is recognized ratably over the term of the maintenance period.

For software transactions entered into after January 1, 1998, the Company adopted the American Institute of Certified Public
Accountants’ (AICPA) Statement of Position (SOP) 97-2, “Software Revenue Recognition” as modified by SOP 98-9,
“Modification of SOP 97-2, Software Revenue Recognition, with Respect to Certain Transactions.” SOP 97-2 generally requires
revenue earned on software arrangements involving multiple-elements to be allocated to each element based on its relative fair
value. The fair value of the element must be based on objective evidence that is specific to the vendor. If a vendor does not have
objective evidence of the fair value of all elements in a multiple-element arrangement, all revenue from the arrangement must be
deferred until such evidence exists or until all elements have been delivered, unless the only undelivered element is post-con-
tract customer support, in which case, the entire fee is recognized over the support period.

Licensing revenues relate to OEM arrangements. We recognize OEM license fees, which include post-contract customer sup-
port, when the software has been shipped to the customer, the fees are fixed and determinable and there is evidence of the fair
value of the post-contract customer support. When sufficient evidence of fair value of post-contract customer support is not
available, revenues are recognized ratably over the support period. When we do not have sufficient evidence of fair value of post-
contract customer support for our OEM license arrangements, we recognize the revenues for these arrangements over the
support period.

Service revenue is recognized as the services are performed. To date, these amounts have not been significant.

cosT oF REVENUES Cost of revenues consists primarily of costs of product sales. Costs of licensing revenues, including prod-
uct packaging, documentation and reproduction have not been significant. The Company provides reserves for warranty costs
expected to be incurred.

CASH AND CASH EQUIVALENTS The Company considers all highly liquid investments with a maturity from date of purchase of
three months or less to be cash equivalents. Cash and cash equivalents consist primarily of cash on deposit with banks, money
market instruments, and investments in commercial paper. As of December 31, 1999 and 1998, cash equivalents total approx-
imately $17,727 and $2,389, respectively.

INVESTMENTS Management determines the appropriate classification of investment securities at the time of purchase and
reevaluates such designation as of each balance sheet date. As of December 31, 1999 and 1998, all investment securities are
designated as “available-for-sale.” Available-for-sale securities are carried at fair value based on quoted market prices, with the
unrealized losses, net of tax, reported as a separate component of stockholders’ equity. The cost of investments sold is deter-
mined on the specific identification method. Short-term investments mature between three to twelve months from the date of
purchase. Short-term investments consist primarily of commercial paper, corporate notes, corporate bonds and medium term
notes. Long-term investments have maturity dates after twelve months from the date of purchase and consist primarily of
corporate notes.
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INVENTORIES Inventories are stated at the lower of cost (on a first-in, first-out basis) or market. Inventory balances represent
completed products available-for-sale.

PROPERTY AND EQUIPMENT Property and equipment, including leasehold improvements and equipment acquired under cap-
ital lease, are recorded at cost. Depreciation and amortization are provided using a straight-line method over the shorter of the
estimated useful lives of the assets or the lease terms, generally one to four years.

The Company reviews property and equipment for impairment whenever events or changes in circumstances indicate that the
carrying amount of an asset may not be recoverable. Recoverability of property and equipment is measured by comparison of
its carrying amount to future net cash flows the property and equipment are expected to generate. If such assets are consid-
ered to be impaired, the impairment to be recognized is measured by the amount by which the carrying amount of the property
and equipment exceeds its fair market value. To date, the Company has made no adjustments to the carrying amount of its
property and equipment due to impairment.

ADVERTISING AND SALES PROMOTION cosTs Advertising and sales promotion costs are expensed as incurred.

RESEARCH AND DEVELOPMENT cosTs Development costs incurred in the research and development of new products and
enhancements to existing products are expensed as incurred until technological feasibility in the form of a working model has
been established. To date, software developments have been completed concurrent with the establishment of technological fea-
sibility, and, accordingly, no costs have been capitalized.

CONCENTRATIONS OF CREDIT RISk Financial instruments, which potentially subject the Company to concentrations of credit
risk, consist primarily of cash, cash equivalents, investments and accounts receivable. The Company’s cash, cash equivalents
and investments are maintained with highly accredited financial institutions. The Company believes no significant concentration
of credit risk exists with respect to these financial instruments. Concentrations of credit risk with respect to trade receivables are
limited as the Company performs ongoing credit evaluations of its customers. Based on management’s evaluation of potential
credit losses, the Company believes its allowances for doubtful accounts are adequate.

The Company’s products, which are sold worldwide, are targeted to organizations utilizing wide area networks. Accordingly, the
Company’s future success depends upon the capital spending patterns of such customers and the continued demand by such
customers for the Company’s products. The networking industry is characterized by rapidly changing technology, evolving
industry standards, changes in end-user requirements and frequent new product introductions and enhancements.

The Company’s continued success will depend upon its ability to enhance existing products and to develop and introduce, on
a timely basis, new products and features that keep pace with technology developments and emerging industry standards.
Furthermore, as a result of its international sales, the Company’s operations are subject to risks of doing business abroad, includ-
ing, but not limited to, export duties, changes to import and export regulations, longer payment cycles, and greater difficulty in
collecting accounts receivable. While, to date, these factors have not had an adverse material impact on the Company’s con-
solidated results of operations, there can be no assurance that there will not be such an impact in the future.

INcoME TAxEs The Company uses the asset and liability method of accounting for income taxes. Under this method, deferred
tax assets and liabilities are recognized for the future tax consequences attributable to differences between the financial state-
ment carrying amounts of existing assets and liabilities and their respective tax bases. Deferred tax assets and liabilities are mea-
sured using enacted tax rates expected to apply to taxable income in the years in which those temporary differences are to be
recovered or settled. The effect on deferred tax assets and liabilities of a change in tax rates is recognized in income in the period
that includes the enactment date. The measurement of deferred tax assets is reduced, if necessary, by a valuation allowance
for any tax benefits of which future realization is uncertain.

STOCK-BASED COMPENSATION For employee stock-based compensation plans, the Company uses the intrinsic value-based
method of accounting. Deferred compensation expense associated with stock-based compensation is being amortized on an
accelerated basis over the vesting period of the individual award consistent with the method described in Financial Accounting
Standards Board (FASB) Interpretation No. 28, “Accounting for Stock Appreciation Rights and Other Variable Stock Option or
Award Plans”.

For non-employees, the Company computes the fair value of the stock based compensation in accordance with SFAS 123
“Accounting for Stock Based Compensation” and Emerging Issues Task Force (EITF) 96-18 “Accounting for Equity Instruments
that are Issued to Other Than Employees for Acquiring, or in Conjunction with Selling, Goods or Services.”

FOREIGN CURRENCY TRANSACTIONS The Company’s sales to international customers are U.S. dollar-denominated. As a
result, there are no foreign currency gains or losses related to these transactions.
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The functional currency for the Company’s foreign subsidiaries is the U.S. dollar. Accordingly, the entities remeasure monetary
assets and liabilities at period-end exchange rates, while nonmonetary items are remeasured at historical rates. Income and
expense accounts are remeasured at the average rates in effect during the year, except for depreciation which is remeasured at
historical rates.

Remeasurement adjustments and transaction gains and losses are recognized in income in the year of occurrence. To date, the
effect of such amounts on net income has not been material.

OTHER COMPREHENSIVE INcOME The Company has $58 of net unrealized loss on change in fair value of available-for-sale
securities which is a component of other comprehensive loss. The tax effect of the component of other comprehensive loss is
not significant.

NET LOSS PER SHARE Basic netloss per share is computed using the weighted-average number of vested outstanding shares
of common stock. Diluted net loss per share is computed using the weighted-average number of shares of vested common
stock outstanding and, when dilutive, potential common shares. Potential common shares include unvested common stock out-
standing and potential common shares from options and warrants to purchase common stock using the treasury stock method,
and convertible preferred stock on the as-if converted basis. All potential shares have been excluded from the computation of
diluted net loss per share for all periods presented because the effect would be antidilutive. Pursuant to the SEC Staff
Accounting Bulletin No. 98, common stock and convertible preferred stock issued for nominal consideration, prior to the antic-
ipated effective date of the initial public offering, or IPO, are included in the calculation of basic and diluted net loss per share as
if they were outstanding for all periods presented. To date, the Company has not had any issuances or grants for nominal con-
sideration. Diluted net loss per share does not include the effects of the following potential common shares:

Years Ended December 31, 1999 1998 1997

Shares issuable under stock options 2,727 1,073 900
Shares of unvested stock subject to repurchase 984 2,757 4,571
Shares issuable pursuant to warrants to purchase convertible preferred stock 143 58 42
Shares issuable related to convertible preferred stock on an “as-if-converted” basis - 12,391 9,838

FINANCIAL INSTRUMENTS The carrying value of cash, cash equivalents and investments, accounts receivable, accounts
payable and accrued expenses approximates their estimated fair value due to the relative short maturity of these instruments.
The carrying value of long-term debt and capital lease obligations approximates carrying value based on the market interest rates
available to the Company for debt of similar risk and maturities.

RECENT ACCOUNTING PRONOUNCEMENTs In March 1998, the Accounting Standards Executive Committee (ACSEC) issued
SOP 98-1, “Accounting For the Costs of Computer Software Developed Obtained for Internal Use.” SOP 98-1 is effective for
financial statements for fiscal years beginning after December 15, 1998. SOP 98-1 establishes the accounting for costs of soft-
ware products developed or purchased for internal use, including when such costs should be capitalized. The adoption of SOP
98-1 did not have any material impact on the Company’s financial position, results of operations or cash flows.

In June 1998 and June 1999, the FASB issued SFAS Nos. 133 and 137, respectively, both titled “Accounting for Derivative
Instruments and Hedging Activities”. SFAS No. 137 amended the effective date of SFAS No0.133 to the first quarter of fiscal years
beginning after June 15, 2000. SFAS No0.133 establishes accounting and reporting standards for derivative instruments and
hedging activities. SFAS No0.133 requires that all derivatives be recognized at fair value in the statements of financial position,
and that the corresponding gains or losses be reported either in the statement of operations or as a component of compre-
hensive income, depending on the type of hedging relationship that exists. Because the company does not hold any derivative
instruments and does not engage in hedging activities, the adoption of SFAS No. 133 is not expected to have a material impact
on the Company’s financial position, result of operations or cash flows.
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NOTE 2 FINANCIAL INSTRUMENTS

The following is a summary of available-for-sale debt and marketable equity securities:

December 31, 1999
Commercial paper, market auction preferreds, corporate bonds
and notes and medium-term notes

Total debt securities
U.S. marketable equity securities

Amounts included in cash and cash equivalents
Amounts included in short-term investments
Amounts included in long-term investments

December 31, 1998
Commercial paper, market auction preferreds, corporate notes

Total debt securities
U.S. marketable equity securities

Amounts included in cash and cash equivalents
Amounts included in short-term investments
Amounts included in long-term investments

Maturities of debt securities at market value at December 31, 1999 are as follows (in thousands):

Mature in one year or less
Mature after one year through five years
Mature after five years

NOTE 3 PROPERTY AND EQUIPMENT

Property and equipment consisted of the following at December 31, 1999 and 1998:

Computers and equipment
Equipment under capital lease
Furniture and fixtures
Leasehold improvements

Less accumulated depreciation and amortization

Packeteer, Inc.

Available-For-Sale Securities

Gross Gross
Unrealized Unrealized Estimated
Cost Gains Losses Fair Value
$ 63389 | $ 2% (60) | $ 63,331
63,389 2 (60) 63,331
$ 63389 | $ 2| $ (60) | $ 63,331
$ 17,725 | $ 2% - | $ 17,727
37,933 - (15) (37,918)
7,731 - (45) 7,686
$ 63389 | $ 2| $ (60) | $ 63,331
$ 4316 | $ - $ -1 $ 4,316
4,316 - - 4,316
$ 4316 | $ -1 $ - $ 4,316
$ 2,389 | $ -1 $ -1 % 2,389
1,927 - - 1,927
$ 4,316 | $ - $ -1 $ 4,316
$ 55,645
7,686
$ 63331
1999 1998
$ 411 | $ 262
1,570 1,021
50 39
17 17
2,048 1,339
1,293 545
$ 755 | $ 794
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Accumulated depreciation and amortization includes amortization of approximately $963 and $226 on equipment under capital
lease as of December 31, 1999 and 1998, respectively.

NOTE 4 LEASE COMMITMENTS

The Company leases its facility and certain equipment under noncancelable lease agreements, which expire at various dates
through 2003. As of December 31, 1999, the future minimum rental payments under capital and operating leases are as follows:

Years Ending December 31, Capital Operating
Lease Lease

2000 $ 424 | $ 1,063
2001 410 1,061
2002 298 935
2003 90 -
2004 - -

Total future minimum lease payments 1222 | $ 3,059

Less imputed interest 120

Present value of future minimum lease payments under capital lease 1,102

Less current portion 339

Long-term portion. $ 763

Rent expense was $722, $616, and $138 for the years ended December 31, 1999, 1998 and 1997, respectively.

NOTE 5 REVOLVING LOAN AGREEMENT

In January 1999, the Company entered into a revolving loan agreement with a maximum line of credit $3,000. Advances are lim-
ited to the lesser of the maximum line or the borrowing base which is 80% of eligible receivables. The outstanding principal bal-
ance accrues interest at a per annum rate equal to the prime rate (which was 8.5% at December 31, 1999) and is secured by
all present and future collateral of the company. The Company is required to maintain certain financial covenants related to work-
ing capital and quarterly maximum net loss amounts. As of December 31, 1999, the Company was in compliance with the
covenants and the outstanding balance on the line of credit was approximately $1,900. Subsequent to December 31, 1999, the
revolving loan agreement was extended to January 2001 and amended, increasing the maximum line of credit to $5,000.

NOTE 6 NOTES PAYABLE

In January 1999, the Company entered into a subordinated loan agreement evidenced by a promissory note of $2,500, that was
secured by the assets of the Company. The note had a stated interest rate of 12.25% and was payable in 36 monthly install-
ments of various amounts with the final installment due on February 1, 2002. In connection with the note, the Company issued
a warrant to purchase 98 shares of Series D preferred stock at $3.58 per share. The warrant was immediately exercisable and
expires in January 2006. The Company estimated the fair value of the warrant on the grant date to be $211 using the Black-
Scholes model with the following assumptions: risk-free interest rate of 4.5%; a contractual life of seven years; expected volatil-
ity of 50%; and no dividends. The Company amortized the value of the warrant to interest expense through August 1999, at
which time the note was paid off and the remaining $164 balance of the unamortized discount was expensed.

In May 1999, the Company entered into a loan and security agreement evidenced by a secured promissory note of $2,500. The
note has a stated interest rate of 12.76% with interest-only payments due monthly. The final interest and principal payment is due
in May 2000. In connection with the note, the Company issued a warrant to purchase 45 shares of Series D preferred stock at
$6.25 per share. The warrant is immediately exercisable and expires in May 2009. The Company estimated the fair value of the
warrant on the grant date to be $157 using the Black-Scholes model with the following assumptions: risk-free interest rate of
5.4%; a term of 10 years; expected volatility of 50%; and no dividends. The Company amortizes the value of the warrant to inter-
est expense over the term of the warrant. The unamortized balance of the warrant discount was $52 as of December 31, 1999.
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As of December 31, 1999, the Company had $152 outstanding on a note payable, which is secured by the Company’s prop-
erty and equipment. This balance is payable in monthly installments of $7 each through June 1, 2001, at which time a final bal-
loon payment of $34 is due. The note has a stated interest rate of 6.75%. The note has been discounted for warrants to
purchase 42 shares of Series B preferred stock at $1.00 per share. The warrant was immediately exercisable and expires in June
2005. At the date of grant, the Company estimates fair value of the warrant to be $26 using the Black-Scholes model with the
following assumptions: risk-free interst rate of 6%; a term of 8 years; expected volatility of 50%; and no dividends. As of
December 31, 1999 the unamortized balance of the discount amounted to $13. (See Note 7 “Warrants”)

NOTE 7 STOCKHOLDERS’ EQUITY

pReEFERRED sTock As of December 31, 1998, the Company had 13,703 shares of preferred stock authorized and had des-
ignated and issued preferred stock as follows:

Outstanding
Authorized Shares at Liquidation
Shares Dec. 31, 1998 Preference
Series A 2,800 2,800 | $ 0.25
Series B 4,864 4,822 1.00
Series C 2,216 2,216 2.00
Series D 3,823 2,553 3.94
13,703 12,391

The rights, preferences, and privileges of the holders of Series A, B, C, and D preferred stock were as follows:

« The holders of Series A, B, C, and D preferred stock were entitled to receive dividends at the rate of $0.02, $0.08, $0.16,
and $0.32 per share, respectively, per annum, payable when and as declared by the Company’s Board of Directors, in
preference and priority to any payments of dividends to holders of the Company’s common stock. The dividend rights were
not cumulative.

e Shares of Series A, B, C, and D preferred stock had a liquidation preference of $0.25, $1.00, $2.00, and $3.94 per share,
respectively, plus any declared but unpaid dividends.

« Each holder of preferred stock had voting rights equal to common stock on an “as if converted” basis.

* Each share of preferred stock was convertible at any time into one share of common stock at the option of the holder, sub-
ject to adjustment. The conditions for converting the shares from preferred to common included a public offering in which
the gross proceeds exceed $15,000 and the offering price equals or exceeds $3.75 per share for Series A, B, and C pre-
ferred stock, and $7.39 per share for Series D preferred stock.

In July 1999, in connection with the Company’s initial public offering all 12,391 shares of preferred stock were converted into
12,391 shares of common stock of the Company.

In July 1999, the stockholders of the Company approved an amendment to the Company’s certificate of incorporation to reduce
the number of authorized shares of preferred stock to 5,000 shares. The 5,000 shares of authorized preferred stock are undes-
ignated and the Board of Directors has the authority to issue and to determine the rights, preference and privileges thereof.

common stock As of December 31, 1998 the Company was authorized to issue 40,000 shares of common stock. In
May 1999, the Company’s Board of Directors authorized the Company to issue 85,000 shares effective upon completion of an
initial public offering in July 1999.

During 1997, the Company issued 1,940 shares of common stock upon the exercise of stock options granted under the
Company’s 1996 Equity Incentive Plan (the “1996 Plan”). Shares issued under the 1996 Plan are subject to repurchase as
described below under Note 7 “1999 Stock Incentive Plan.” Of the 1,940 shares issued upon the exercise of stock options in
1997, 1,840 shares were issued in conjunction with full recourse, promissory notes secured by the shares. Of the total purchase
price, 10% was paid at the time of purchase. The remaining principal, which bears interest at 5.6% to 6.8%, is due in annual
installments, plus interest, through 2002.
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In October 1997, the Company repurchased 318 shares of common stock at $0.10 to $0.25 per share from terminated
employees in exchange for $4 in cash and cancellation of $6 in promissory notes.

During 1998, the Company issued 1,048 shares of common stock upon the exercise of stock options and stock purchase rights.
Of the 1,048 shares issued upon the exercise of stock options, 1,042 shares were issued in conjunction with full recourse,
promissory notes secured by the shares. Of the total purchase price, 10% was paid at the time of purchase. The remaining prin-
cipal, which bears interest at 5.5% to 6.5%, is due in annual installments, plus interest, through 2003.

During 1998, the Company repurchased 306 shares of common stock at $0.10 to $0.50 per share from terminated employees
in exchange for $12 in cash and cancellation of $52 in promissory notes.

During 1999, the Company issued 181 shares of common stock upon the exercise of stock options and warrants. Of the shares
issued upon the exercise of stock options, 50 shares were issued in conjunction with full recourse, promissory notes secured by
the shares. Of the total purchase price, 10% was paid at the time of purchase. The remaining principal, which bears interest at
4.6% to 5.4%, is due in annual installments, plus interest, through 2004.

During 1999, the Company repurchased 103 shares of common stock at $0.10 t0 $3.50 per share from terminated employees
in exchange for cancellation of $28 in promissory notes.

In July 1999, the Company raised $62.6 million, net of issuance costs, from an initial public offering of 4,600 shares of
common stock.

wARRANTS In June 1997, the Company issued a warrant in connection with a leasing agreement to purchase 42 shares of
Series B preferred stock at $1.00 per share. At the date of grant, the Company estimated the fair value of the warrant to be $26
using the Black-Scholes model with the following assumptions: risk free interest rate of 6%; a contractual life of eight years;
expected volatility of 50%; and no dividends.

In 1998, the Company issued a warrant in connection with a leasing agreement to purchase 16 shares of Series D preferred
stock at $3.94 per share. At the date of grant, the Company estimated the fair value of the warrant to be $38 using the Black-
Scholes model with the following assumptions: risk free interest rate of 5%; a contractual life of eight years; expected volatility
of 50%; and no dividends.

In October and November of 1999, a warrant holder elected to exercise warrants to purchase 58 shares of Common Stock. As
a result of a net exercise, the Company issued 56 shares of common stock to the warrant holder.

During 1999, in connection with the loan agreements the Company issued warrants to purchase 143 shares of series D pre-
ferred stock at $3.58 and $6.25 per share. (see Note 6).

In July 1999, in connection with the Company’s initial public offering the warrants to purchase preferred stock converted to war-
rants to purchase common stock.

As of December 31, 1999 and 1998, the weighted average exercise price of warrants was $4.42 and $1.81, respectively. At
December 31, 1999, the following warrants were outstanding:

Shares of Aggregate
Common Exercise Expiration
Stock Price Dates
Common Stock 98 | $ 350 |January 2007
Common Stock 45 | $ 281 May 2007

STOCK AND OPTION PLANS

1999 STOCK INCENTIVE PLAN The 1999 Stock Incentive Plan (the “1999 Plan”) is intended to serve as the successor program
to our 1996 Equity Incentive Plan (the “1996 Plan”). In May 1999, the Company’s Board of Directors approved the 1999 Plan,
which became effective on July 27, 1999, under which 900 shares have been reserved for issuance. Previously, 515 shares were
authorized under the 1996 plan. In addition, any shares not issued under the 1996 Plan will also be available for grant under the
1999 Plan. The number of shares reserved under the 1999 Plan will automatically increase annually beginning on January 1, 2000
by the lesser of 3,000 shares or 5% of the total number of shares of common stock outstanding. Under the 1999 Plan, eligible
individuals may be granted options to purchase common shares or may be issued shares of common stock directly. The 1999
Plan is administered by the Board of Directors, which sets the terms and conditions of the options. Non statutory stock options
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and incentive stock options are exercisable at prices not less than 85% and 100%, respectively, of the fair value on the date of
grant. The options become 25% vested one year after the date of grant with 1/48 per month vesting thereafter and expire at the
end of 10 years from date of grant or sooner if terminated by the Board of Directors. The options may include a provision whereby
the option holder may elect at any time to exercise the option prior to the full vesting of the option. Unvested shares so purchased
shall be subject to a repurchase right by the Company at the original purchase price. Such right shall lapse at a rate equivalent to
the vesting period of the original option. As of December 31, 1999, 984 shares were subject to repurchase.

A summary of stock option activity under the 1996 and 1999 Plans follows:

Options Outstanding
Weighted-
Available Number of Average
For Grant Shares Exercise Price
Balances as of December 31, 1996 1,137 704 | $ 0.10
Shares made available for grant 953 - -
Repurchased 318 - -
Granted (2,480) 2,480 0.17
Exercised - (1,940) 0.13
Cancelled 344 (344) 0.16
Balances as of December 31, 1997 272 900 0.22
Shares made available for grant 2,025 - -
Repurchased 306 - -
Granted (1,300) 1,300 1.96
Exercised - (1,042) 0.59
Cancelled 85 (85) 1.02
Balances as of December 31, 1998 1,388 1,073 1.90
Shares made available for grant 1,415 - -
Repurchased 103 - - 41
Granted (2,787) 1,787 7.74
Exercised - (97) 2.75
Cancelled 36 (36) 3.19
Balances as of December 31, 1999 1,155 2,727 | $ 5.68

The weighted-average exercise price of stock options outstanding was $5.68 and $1.90 as of December 31, 1999 and 1998,
respectively. The weighted-average purchase price of unvested stock was $0.55 and $0.34 as of December 31, 1999 and
1998, respectively.

The following table summarizes information about stock options outstanding under the Plans as of December 31, 1999:

Options Outstanding Options Exercisable
Weighted-
Average Weighted- Weighted-
Number Remaining Average Number Average
Range of Outstanding Contractual Exercise Excercisabe Exercise
Exercise Prices at 12/31/99 Life (Years) Price At 12/31/99 Price
$0.10-$ 2.50 651 795 | $ 1.04 651 | $ 1.04
$3.50 1,586 9.02 | $ 3.50 1,586 | $ 3.50
$ 6.25-$15.00 335 944 | $ 8.80 335 | $ 8.80
$ 29.88-$57.00 155 9.79 | $ 40.46 - $ 40.46
2,727 886 | $ 5.68 2572 | $ 3.57

As of December 31, 1999, 482 options with a weighted-average exercise price of $1.88 were vested.
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1999 EMPLOYEE STOCK PURCHASE PLAN In May 1999, the Company’s Board of Directors adopted the 1999 Employee Stock
Purchase Plan (the “ESPP”). The ESPP became effective July 27, 1999. A total of 500 shares had been reserved for issuance
under this plan. The ESPP permits participants to purchase common stock through payroll deductions of up to 15% of an
employee’s compensation, including commissions, overtime, bonuses and other incentive compensation. The purchase price
per share will be equal to 85% of the fair market value per share on the participants’ entry date into the offering period or, if lower,
85% of the fair value per share on the semi-annual purchase date. No shares of common stock were issued under this ESPP
during 1999.

STOCK-BASED COMPENSATION As permitted under Statement of Financial Accounting Standards No. 123 (SFAS 123),
“Accounting for Stock-Based Compensation,” the Company has elected to continue to follow Accounting Principles Board
Opinion No. 25 (APB 25), “Accounting for Stock Issued to Employees” in accounting for stock-based awards to employees.
Under APB 25, the Company generally recognizes no compensation expense with respect to such awards.

Pro forma information regarding the net income (loss) and net income (loss) per share is required by SFAS 123 for awards
granted or modified after December 31, 1994 as if the Company had accounted for its stock-based awards to employees under
the fair value method of SFAS 123. The fair value of the Company’s stock-based wards to employees was estimated using a
Black-Scholes option pricing model.

The fair value of the Company’s stock-based awards was estimated assuming no expected dividends and the following
weighted-average assumption:

Options ESPP
Years Ended December 31, 1999 1998 1997 1999
Expected Life (years) 4 4 4 .50
Expected volatility 110% 50%) 50%) 110%
Risk-free interest rates 4.5% 4.5%) 6.5% 4.5%)

For pro forma purposes, the estimated fair value of the Company’s stock-based awards is amortized over the award’s vesting
period (for options) and the six month purchase period (for stock purchases under ESPP). The Company’s pro forma informa-
tion follows:

Years Ended December 31, 1999 1998 1997

Net loss—Historical $ (10876) | $ (8,799) | $ (5909
Net loss—Pro forma $ (13986) | $ (8,854) | $  (5934)
Basic and diluted net loss per share—Historical $ (0.71) | $ (154 | $ (1.82)
Basic and diluted net loss per share—Pro forma $ (091 | $ (155 | $ (1.82)

Calculated under SFAS 123, the weighted-average fair value of the options granted during 1999, 1998 and 1997 was $4.64,
$0.90 and $0.04 per share, respectively. The weighted average fair value of employee stock purchase rights granted under the
ESPP Plan during 1999 was $18.66 per share.

In connection with options granted in fiscal years 1999 and 1998, the Company has recorded deferred stock-based compen-
sation of $3,914 and $787, respectively, representing the difference between the exercise price and the fair value of the
Company’s common stock at the date of grant. The amount is being amortized over the vesting period for the individual options.
Amortization of stock-based compensation of $2,290 and $273 was recognized during the years ended December 31, 1999
and 1998, respectively.
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NOTE 8 INCOME TAXES

The differences between the income tax expense (benefit) computed at the federal statutory rate of 34% and the Company’s
actual income tax provision for all periods presented primarily related to net operating losses not benefited as follows:

1999 1998

U.S. Federal statutory rate (benefit) (34)% (34)%
Net losses without benefits 34% 34%

Total tax expense (benefit) - -

The tax effects of temporary differences that give rise to significant portions of the deferred tax assets and liabilities at December
31, 1999 and 1998, are presented below:

1999 1998
Deferred tax assets:
Various accruals and reserves not deductible for tax purposes $ 507 | $ 264
Property and equipment - 97
Net operating loss carryover 9,308 5,759
Research credit carryforwards 784 255
Capitalized start-up expenditures 216 315
Deferred stock-based compensation 675 215
Total deferred tax assets 11,490 6,905
Valuation allowance (11,367) (6,905)
Deferred tax liabilities:
Property and equipment (123) -
Deferred tax liabilities: (123) -
Net deferred tax assets $ -1 $ -

The net change in the valuation allowance for the year ended December 31, 1999 and 1998 was an increase of $4,462 and
$3,706, respectively.

As of December 31, 1999, the Company has net operating loss carryforwards for federal and California state income tax pur-
poses of approximately $23,588 and $14,565, respectively. In addition, the Company had federal and state research credit car-
ryforwards of approximately $440 and $344, respectively. The Company’s federal net operating loss and research credit
carryforwards will expire in the years 2011 through 2019, if not utilized. The Company’s state net operating loss carryforwards
will expire in the year 2004. The state research credit can be carried forward indefinitely.

Federal and state tax laws impose substantial restrictions on the utilization of net operating loss and tax credit carryforwards in
the event of an “ownership change” as defined in Internal Revenue Code Section 382. The Company has not yet determined
whether an ownership change has occurred.
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noTe 9 401(K) PLAN

In 1997, the Company adopted a 401(k) plan (the “401(k)"). Participation in the 401(k) is available to all employees. Entry date
to the 401(k) is the first day of each month. Each participant may elect to contribute an amount up to 25% of his or her annual
base salary plus commission and bonus, but not to exceed the statutory limit as prescribed by the Internal Revenue Code. The
Company may make discretionary contributions to the 401(k). To date, no contributions have been made by the Company.

NOTE 1 O SEGMENT REPORTING

The Company has adopted the provisions of SFAS No. 131, “Disclosures about Segments of an Enterprise and Related Information.”
The Company’s chief operating decision maker is considered to be the Company’s CEO. The CEO reviews financial information
presented on a consolidated basis substantially similar to the consolidated financial statements. Therefore, the Company has
concluded that it operates in one segment and accordingly has provided only the required enterprise-wide disclosures.

The Company operates in the United States and internationally and derives its revenue from the sale of products and software
licenses. The Company’s sales, marketing, and development efforts have been focused on the PacketShaper family of products
and PacketWise software. In 1999, no one customer accounted for more than 10% of total net revenues. In 1998, sales to
Macnica accounted for 11.9% of total net revenues. Sales outside of North America accounted for 54.9%, 54.7%, and 59.9%
of the Company’s total revenues in 1999, 1998, and 1997 respectively.

Geographic Information

YEARS ENDED DECEMBER 31, 1999 1998 1997

Total net revenues:

North America $ 8,310 | $ 3273 | $ 566
Asia Pacific 4,795 2,238 617
Europe and rest of world 5,336 1,719 230

Total net revenues $ 18,441 | $ 7,230 | $ 1,413

Total net revenues reflects the destination of the product shipped.

Long-lived assets are primarily located in North America. Long-lived assets located outside North America are insignificant.
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