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Explanation of Amendment: Lucent Technologies Inc. amended its Quarterly

Report on Form 10-Q for the quarterly period ended March 31, 2002 filed on
May 14, 2002, to correct an error in the first sentence of the last paragraph
of Footnote 9. OPERATING SEGMENTS. The sentence is amended to read: "Results
by reportable segments include services revenues of $725 and $1,502 for the
three and six months ended March 31, 2002 and $1,105 and $2,026 for the three
and six months ended March 31, 2001, respectively." Prior to this amendment
the sentence read: "Results by reportable segments include services revenues
of $1,358 and $2,585 for the three and six months ended March 31, 2002 and

$1,405 and $2,489 for the three and six months ended March 31, 2001,
respectively."

No other amendments were made to the Form 10-Q.

2 Form 10-Q - Part I

PART 1 - Financial Information
Item 1. Financial Statements
LUCENT TECHNOLOGIES INC. AND SUBSIDIARIES

CONSOLIDATED STATEMENTS OF OPERATIONS
(Amounts in Millions, Except Per Share Amounts)

(Unaudited)
Three months ended
March 31,
2002 2001
Revenues $3,516 $5,907
Costs 2,714 5,422
Gross margin 802 485
Operating expenses:
Selling, general and administrative 876 2,148
Research and development 524 970
Business restructuring charges, reversals and asset
impairments, net (59) 2,174
Total operating expenses 1,341 5,292
Operating loss (539) (4,807)
Other income (expense), net (37) (77)
Interest expense 80 153
Loss from continuing operations before benefit from
income taxes (656) (5,037)
Benefit from income taxes (61) (1,649)
Loss from continuing operations (595) (3,388)
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Income (loss) from discontinued operations, net

Loss before extraordinary item and cumulative effect
of accounting changes

Extraordinary gain, net

Cumulative effect of accounting changes, net

Net loss
Preferred stock dividends and accretion

Loss applicable to common shareowners
Loss per common share - basic and diluted
Loss from continuing operations

Net loss applicable to common shareowners

Weighted average number of common shares
outstanding - basic and diluted

See Notes to Consolidated Financial Statements.

LUCENT TECHNOLOGIES INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

(Dollars in Millions Except Per Share Amounts)

(Unaudited)

ASSETS

Cash and cash equivalents

Receivables, less allowance of $419 at March 31, 2002 and $634 at September

30, 2001
Inventories

Contracts in process, net of progress billings of $9,144 at March 31, 2002

and $7,841 at September 30, 2001
Deferred income taxes, net
Other current assets

Total current assets

Property, plant and equipment, net

100 (308)
(495) (3,696)
(495) (3,696)
(40) -
$ (535) (3,696)
$(0.19) $ (1.00)
$(0.106) S (1.09
3,422.6 3,400.8
Form 10-Q - Part I
March 31,

2002

$4,824

2,837

2,413

435

2,361

1,839

14,709

2,821
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Prepaid pension costs
Deferred income taxes, net

Goodwill and other acquired intangibles, net of accumulated amortization of
$913 at March 31, 2002 and $832 at September 30, 2001

Other assets
Net long-term assets of discontinued operations

Total assets

LTIABILITIES
Accounts payable
Payroll and benefit-related liabilities
Debt maturing within one year
Other current liabilities
Net current liabilities of discontinued operations

Total current liabilities

Postretirement and postemployment benefit liabilities

Long-term debt

Company-obligated mandatorily redeemable preferred
securities of subsidiary trust

Deferred income taxes, net

Other liabilities

Total liabilities
Commitments and contingencies
8.00% redeemable convertible preferred stock
SHAREOWNERS' EQUITY
Preferred stock - par value $1.00 per share;
Authorized shares: 250,000,000;

issued and outstanding shares: none
Common stock - par value $.01 per share;

Authorized shares: 10,000,000,000; 3,426,881,404 issued and 3,426,230,197
outstanding shares at March 31, 2002 and 3,414,815,908 issued and
3,414,167,155 outstanding shares at September 30, 2001

Additional paid-in capital
Accumulated deficit
Accumulated other comprehensive income (loss)

Total shareowners' equity

Total liabilities, redeemable convertible preferred stock and

shareowners' equity

See Notes to Consolidated Financial Statements.

1,842



Edgar Filing: LUCENT TECHNOLOGIES INC - Form 10-Q/A

4 Form 10-Q - Part I

LUCENT TECHNOLOGIES INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
(Dollars in Millions)
(Unaudited)

Operating Activities
Net loss
Less: Income (loss) from discontinued operations
Extraordinary gain
Cumulative effect of accounting changes

Loss from continuing operations

Adjustments to reconcile loss from continuing operations to net cash used in
operating activities, net of effects of dispositions of businesses
Non-cash portion of business restructuring charges, reversals and
asset impairments
Depreciation and amortization
Provision for bad debts and customer financings
Deferred income taxes
Net pension and postretirement benefit credit
Gains on sales of businesses
Other adjustments for non-cash items
Changes in operating assets and liabilities:
Decrease in receivables
Decrease (increase) in inventories and contracts in process
Decrease in accounts payable
Changes in other operating assets and liabilities

Net cash used in operating activities from continuing operations

Investing Activities
Capital expenditures
Dispositions of businesses
Other investing activities

Net cash provided by investing activities from continuing operations

Financing Activities
Issuance of company-obligated mandatorily redeemable preferred
securities of subsidiary trust
Fees paid on company-obligated mandatorily redeemable preferred
securities of subsidiary trust

Six month
March

1,750

(46)
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(Repayments of) proceeds from credit facilities

Payment of credit facility fees

Net (repayments of) proceeds from other short-term borrowings
Payment of preferred dividends

Other financing activities

Net cash provided by financing activities from continuing operations
Effect of exchange rate changes on cash and cash equivalents

Net cash provided by continuing operations
Net cash used in discontinued operations

Net increase (decrease) in cash and cash equivalents
Cash and cash equivalents at beginning of year

Cash and cash equivalents at end of period

See Notes to Consolidated Financial Statements.

5 Form 10-Q - Part I

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in Millions Except Per Share Amounts)
(Unaudited)

1. BASIS OF PRESENTATION

Lucent Technologies Inc.'s ("Lucent" or the "Company") unaudited consolidated
financial statements reflect all adjustments (consisting of normal recurring
accruals) that the Company considered necessary for a fair presentation of
results of operations, financial position and cash flows as of and for the
periods presented.

The consolidated financial statements are prepared in conformity with generally
accepted accounting principles. Management is required to make estimates and
assumptions that affect the reported amounts of assets and liabilities and
disclosure of contingent assets and liabilities at the date of the financial
statements and revenues and expenses during the periods reported. Actual results
could differ from those estimates. Among other things, estimates are used in
accounting for long-term contracts, allowances for bad debts and customer
financings, inventory obsolescence, restructuring reserves, product warranty,
depreciation, employee benefits, income taxes, contingencies and loss reserves
for discontinued operations. Estimates and assumptions are periodically reviewed
and the effects of any material revisions are reflected in the consolidated
financial statements in the period that they are determined to be necessary.

The Company believes that adequate disclosures are made to keep the information
presented from being misleading. The results for the periods presented are not
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necessarily indicative of the results for the full year and should be read in
conjunction with the audited consolidated financial statements included in
Lucent's latest Annual Report on Form 10-K for the year ended September 30,
2001.

Certain reclassifications were made to conform to the current period
presentation.

2. BUSINESS RESTRUCTURING CHARGES, REVERSALS AND ASSET IMPAIRMENTS

For the six months ended March 31, 2002, Lucent recorded a net reversal of
business restructuring charges and asset impairments of $128, including net
charges for inventory of $10 reflected in costs. Since Lucent's restructuring
program is an aggregation of many individual plans that are currently being
executed, actual costs have differed from estimated amounts and may be different
in the future. The net reversal included:

o a $110 gain was realized from the sale of the billing and customer care
business (see Note 4). The gain was included in business restructuring
as this business disposition was contemplated as part of Lucent's
overall restructuring program;

o0 a net reversal of previously recorded restructuring reserves of $304,
which consisted of $82 of additional charges primarily related to
changes in estimated inventory provisions for certain existing
restructuring plans and reversals of reserves for existing plans of
$386. The reversal resulted from revised estimates of $119, primarily
for settling certain purchase commitments for amounts lower than
originally planned, $126 for employee separation costs, $77 for excess
inventory reserves and other reserve reductions of $64. The reversal of
employee separation reserves was due to higher than expected attrition
rates, which reduced the number of employees to be terminated by 1,700.
In addition, although reasonable cost estimates were used upon the
initial recording of the charge, the actual severance cost per person
was lower than the original estimates upon the execution of many plans,
which occurred on a global basis. In establishing the initial charge
for inventory, Lucent included an estimate of amounts relating to
products rationalized or discontinued that were not required to fulfill
existing customer obligations. To the extent the fulfillment of those
customer obligations differed from amounts estimated, additional
inventory charges or reserve reductions were required; and

o charges for new plans of $286, which included employee separation
charges for approximately 1,600 employees of $62, net of a
postemployment benefit curtailment credit of $21, lease termination
fees and other contractual obligations under operating leases
associated with additional facility consolidations of $82, contract
settlements of $8, other liabilities of $23 and asset write—-downs of
$111. Asset write-downs are primarily for property, plant and equipment
associated with an expected disposition of a manufacturing facility.

During the three months ended March 31, 2002, the net reversal of business
restructuring charges and asset impairments was $60, of which $59 was included
in operating expenses and $1 relating to inventory was included in costs.

Lucent expects to substantially complete the current restructuring program by
the end of fiscal year 2002. However, if the markets for its products do not
improve, Lucent will take additional restructuring actions to address these
market conditions. Any such additional actions could result in additional
restructuring charges.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in Millions Except Per Share Amounts)
(Unaudited)

This table displays the activity of the restructuring reserve for the six months
ended March 31, 2002, the balance at March 31, 2002 and the components of the
net reversal for the six months ended March 31, 2002:

September 30, Net charges/
2001 reserve (reversals) Deductions
Restructuring costs
Employee separations $ 588 $ (64) (a) $ (314)
Contract settlements 610 (84) (220)
Facility closings 296 58 (60)
Other 125 8 (48)
Total restructuring costs $1,619 $ (82) $ (642) (b)
Asset write-downs
Property, plant and equipment 52
Other 12 (c)
Total asset write-downs 64
Gain on sale (110)
Total net charges/ (reversals) $(128)
(a) Includes $13 of pension termination benefits to certain U.S. employees

expected to be funded through Lucent's pension assets, $5 pension
curtailment cost and $21 postemployment benefit curtailment credit.

(b) Includes cash payments of $593 for the six months ended March 31, 2002,
and other non-cash settlements.

(c) Other includes net charges for inventory of $10. At March 31, 2002, the
reserves for inventory related restructuring were $275.

Total voluntary and involuntary employee separations associated with the
employee separation charge, net recorded in fiscal year 2001 and through the six
months ended March 31, 2002 were 39,100. As of March 31, 2002, approximately

March 31
reser

$210
306
294
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36,000 were completed, with approximately 3,900 completed in the three months
ended March 31, 2002. The separations impacted all business groups and
geographic regions. Approximately two-thirds related to management employees and
were involuntary. In addition, 14,000 of employee separations since December 31,
2000 were achieved through attrition and divestitures of businesses.

3. DISCONTINUED OPERATIONS

The income (loss) from discontinued operations includes the results of
operations for Lucent's former power systems business through the date of sale
of December 29, 2000 and Agere Systems, Inc. ("Agere") through the initial
measurement date of March 31, 2001. The income (loss) on disposal of Agere
includes Lucent's share of Agere's estimated losses from the initial measurement
date through the planned spin-off date. Subsequent adjustments to the related
loss reserve were also included in income (loss) on disposal of Agere. On April
21, 2002, Lucent's board of directors approved the distribution of Lucent's
remaining shares of Agere to Lucent's shareowners of record on May 3, 2002 with
a planned distribution date of June 1, 2002.

Three months ended Six month
March 31, March
2002 2001 2002
Agere and power systems revenues $ 481 $ 1,002 $ 940
Loss from discontinued operations (net of taxes) S - S  (1l4o) $ -
Income (loss) on disposal of Agere 100 (162) 100
Total income (loss) from discontinued operations (a) $ 100 S (308) $ 100

(a) Net of tax provision (benefit) of $33 and ($86) for the three months ended
March 31, 2002 and 2001, respectively, and tax provision of $33 and $13 for
the six months ended March 31, 2002 and 2001, respectively.

7 Form 10-Q - Part I

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in Millions Except Per Share Amounts)
(Unaudited)

March 31, September 30,
Net assets of Agere 2002 2001
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Current assets $ 2,245 $4,022
Current liabilities 2,313 (a) 4,427 (a)
Net current liabilities of discontinued operations $ 68 $ 405
Long-term assets $ 2,123 $2,625
Long-term liabilities 1,041 (b) 1,323 (b)
Net long-term assets of discontinued operations $ 1,082 $1,302

(a) Includes $960 and $2,500 of short-term debt assumed by Agere on April 2,
2001, and $119 and $565 as of March 31, 2002 and September 30, 2001 of
reserves associated with Lucent's share of Agere's estimated future losses
through the planned spin-off date.

(b) Amounts are shown net of the minority interest in the net assets of Agere
of $758 and $1,026 at March 31, 2002 and September 30, 2001.

4. BUSINESS DISPOSITIONS

On February 28, 2002, Lucent completed the sale of its billing and customer care
business to CSG Systems International, Inc. for approximately $260 in cash,
subject to certain post closing purchase price adjustments. The transaction
resulted in a gain of $110 and was included in business restructuring charges,
reversals and asset impairments, net for the three and six months ended March
31, 2002.

On November 16, 2001, Lucent completed the sale of its optical fiber business to
The Furukawa Electric Co., Ltd. for approximately $2,300, of which $173 was in
CommScope, Inc. common stock. The transaction resulted in a gain of $523, which
was included in other income (expense) in the six months ended March 31, 2002.
In addition, Lucent entered into an agreement on July 24, 2001 to sell two
China-based joint ventures —-- Lucent Technologies Shanghai Fiber Optic Co., Ltd.
and Lucent Technologies Beijing Fiber Optic Cable Co., Ltd. —-- to Corning
Incorporated for $225 in cash. This transaction, which is subject to U.S. and
foreign governmental approvals and other customary closing conditions, is
expected to close by the end of the third quarter of fiscal year 2002.

5. INVENTORIES

March 31, September 30,
2002 2001
Completed goods $ 1,462 $ 2,023
Work in process 275 432
Raw materials 676 1,191
Inventories $ 2,413 $ 3,646

10



Edgar Filing: LUCENT TECHNOLOGIES INC - Form 10-Q/A

6. DEBT

March 31,
2002
Revolving credit facilities $ -
Other 82
Debt maturing within one year 82
Long-term debt 3,238
Company-obligated mandatorily redeemable preferred
securities of subsidiary trust 1,750
Total debt $5,070

On March 19, 2002, Lucent Technologies Capital Trust I ("the trust") completed
the sale of 1,750,000 7.75% cumulative convertible trust preferred securities
for an initial price of $1,000 per share for an aggregate amount of $1,750.
Lucent owns all of the common securities of the trust. The trust used the
proceeds to purchase 7.75% convertible subordinated debentures issued by Lucent
due March 15, 2017 which represent all of the trust's assets. Since the trust
preferred securities are being treated as debt, the dividends on the securities
are included in interest

8 Form 10-Q - Part I

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in Millions Except Per Share Amounts)
(Unaudited)

expense. The terms of the trust preferred securities are substantially the same
as the terms of the debentures. Lucent may redeem the debentures, in whole or in
part, for cash at premiums ranging from 103.88% beginning March 20, 2007 to
100.00% on March 20, 2012 and thereafter. To the extent Lucent redeems
debentures, the trust is required to redeem a corresponding amount of trust
preferred securities. Lucent has irrevocably and unconditionally guaranteed, on
a subordinated basis, the payments due on the trust preferred securities. In
connection with this transaction, Lucent incurred approximately $46 of expenses
that are deferred and are being amortized over the life of the debentures.

Holders of trust preferred securities are entitled to receive quarterly cash
distributions commencing June 15, 2002. The ability of the trust to pay

Septembe
200

$1,

11
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dividends depends on the receipt of interest payments on the debentures. Lucent
has the right to defer payments of interest on the debentures for up to 20
consecutive quarters. If Lucent defers the payment of interest on the
debentures, the trust will defer the quarterly distributions on the trust
preferred securities for a corresponding period. Deferred interest accrues at an
annual rate of 9.25%. Beginning the earlier of March 19, 2003 and the day
immediately following the date of the share distribution related to the spin-off
of Agere, each convertible trust preferred security may convert at the option of
the holder into 163.9344 shares of Lucent common stock, subject to adjustment
under certain circumstances, including the Agere spin-off.

7. COMPREHENSIVE LOSS

The components of comprehensive loss are reflected net of tax, except for
foreign currency translation adjustments, which are generally not adjusted for
income taxes as they relate to indefinite investments in non-U.S. subsidiaries,
are as follows:

Three months ended Six
March 31,
2002 2001 2002
Net loss $ (495) S (3,696) S (918)
Other comprehensive loss:
Foreign currency translation adjustments (34) (63) 20
Reclassification adjustments to foreign currency
translation for sale of foreign entities - - 20
Unrealized holding losses on investments (26) (26) (19)
Reclassification adjustments for realized gains and
impairment losses on investments 7 40 (19)
Cumulative effect of accounting change - - -
Unrealized gains (losses) and reclassification
adjustments on derivative instruments (1) 2 (10)
Comprehensive loss $ (549) $ (3,743) $ (926)

8. LOSS PER COMMON SHARE

Basic and diluted loss per common share is calculated by dividing net loss
applicable to common shareowners by the weighted average number of common shares
outstanding during the period. Amounts applicable to common shareowners reflect
the dividends and accretion on the redeemable convertible preferred stock.

Three months ended

March 31,
2002 2001
Loss per common share basic and diluted:

Loss from continuing operations S (0.19) S (1.00)
Income (loss) from discontinued operations 0.03 (0.09)
Extraordinary gain -

Cumulative effect of accounting changes - -
Net loss applicable to common shareowners S (0.16) S (1.09)
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Dividends declared per common share S - $0.02

Weighted average number of common shares - basic and
diluted (in millions) 3,422.6 3,400.8

9 Form 10-Q - Part I

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in Millions Except Per Share Amounts)
(Unaudited)

The potential common shares excluded from the calculation of diluted loss per
share because their effect would reduce the loss per share from continuing
operations, and the amount of stock options that were excluded from the
calculation of diluted loss per share because their exercise price was greater
than the average market price of the common shares of the periods presented were
as follows (in millions):

Three months

March 31,
2002

Potential common shares excluded from the calculation of diluted loss per

share:
Redeemable convertible preferred stock 334.8
Company-obligated mandatorily redeemable preferred securities of subsidiary

trust (a) 38.3
Stock options 8.4

Total 381.5
Stock options excluded from the calculation of diluted loss per share

because the exercise price was greater than the average market

price of the common shares 601.1

(a) Had these securities been outstanding for the entire three and six months
ended March 31, 2002, the amount of shares excluded from the calculation
for each period would have been 286.9 shares.

9. OPERATING SEGMENTS
Lucent designs and delivers networks for the world's largest communications
service providers. Lucent changed its reporting segments beginning in fiscal

year 2002 to two customer-focused operating segments, Integrated Network
Solutions ("INS") and Mobility Solutions ("Mobility"), from Products and

13
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Services. These reportable segments are managed separately. The INS segment
focuses on global, wireline service providers, including long distance carriers,
traditional local telephone companies and Internet service providers, and
provides offerings comprised of a broad range of core switching and access and
optical networking products. The Mobility segment focuses on global wireless
service providers and offers products to support the needs of its customers for
radio access and core networks. Both segments offer network management and
application and service delivery products. In addition, Lucent supports its
segments through its global services organization.

Performance measurement and resource allocation for the reportable segments are
based on many factors. The primary financial measure is operating income (loss),
which includes the revenues, costs and expenses directly controlled by each
reportable segment, as well as an allocation of costs and operating expenses,
which are not managed at a segment level, but are indirectly related to the
products or services sold to its customers. Operating income (loss) for
reportable segments excludes the following:

o goodwill and other acquired intangibles amortization;

o business restructuring and asset impairments;

o the results of the optical fiber business through the date of its
sale;

o the results from billing and customer care software products through

the date of its sale, messaging products and other smaller units;

o certain personnel costs and benefits, including a portion of those
related to pension and postretirement benefits and differences between
the actual and standard allocated benefit rates;

o certain other costs related to shared services such as general
corporate functions, which are managed on a common basis in order to
realize economies of scale and efficient use of resources; and

o certain other general and miscellaneous costs and expenses not
directly used in assessing the performance of the operating segments.

The accounting policies of the reportable segments are the same as those applied
in the consolidated financial statements to the extent that the related items
are included within segment operating income (loss).

The following tables present revenues and operating income (loss) by reportable
segment and a reconciliation of the segment's operating income (loss) to
consolidated operating loss. Amounts for the three and six months ended March
31, 2001 were restated to reflect the Company's new segment structure.

10 Form 10-Q - Part I
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in Millions Except Per Share Amounts)
(Unaudited)

Three months
ended March 31,

2002 2001
External Revenues
INS $ 1,792 $ 3,540
Mobility 1,579 1,520
Total reportable segments 3,371 5,060
Optical fiber business - 581
Other 145 266
Total external revenues $ 3,516 $ 5,907
Operating income (loss)
INS S (442) $(1,501)
Mobility 190 (145)
Total reportable segments (252) (1,6406)
Goodwill and other acquired intangibles amortization (69) (249)
Business restructuring and asset impairments, net 60 (2,710)
Optical fiber business - 191
Other (278) (393)
Total operating loss S (539) S (4,807)

Results by reportable segments include services revenues of $725 and $1,502

for the three and six months ended March 31, 2002 and $1,105 and $2,026 for the
three and six months ended March 31, 2001, respectively. Services costs were
$563 and $1,203 for the three and six months ended March 31, 2002 and $1,094 and
$1,891 for the three and six months ended March 31, 2001, respectively.

10. COMMITMENTS AND CONTINGENCIES

In the normal course of business, Lucent is subject to proceedings, lawsuits and

other claims,

including proceedings under laws and government regulations

related to environmental, labor, product and other matters. Such matters are
subject to many uncertainties, and outcomes are not predictable with assurance.

Consequently,

the ultimate aggregate amount of monetary liability or financial

impact with respect to these matters at March 31, 2002, cannot be ascertained.
While these matters could affect the operating results of any one quarter when
resolved in future periods and while there can be no assurance with respect
thereto, management believes that after final disposition, any monetary
liability or financial impact to Lucent, from matters other than those described
in the next four paragraphs, beyond that provided for at March 31, 2002, would
not be material to the consolidated financial statements.

15
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Lucent and certain of its former officers are defendants in several purported
shareowner class action lawsuits for alleged violations of federal securities
laws, which have been consolidated in a single action. Specifically, the
complaint alleges, among other things, that beginning in late October 1999,
Lucent and certain of its officers misrepresented Lucent's financial condition
and failed to disclose material facts that would have an adverse impact on
Lucent's future earnings and prospects for growth. This action seeks
compensatory and other damages, and costs and expenses associated with the
litigation. Lucent is unable to determine its potential impact on the
consolidated financial statements. Lucent is defending this action vigorously.
In July 2001, a purported class action complaint was filed under ERISA alleging,
among other things, that Lucent and certain unnamed officers breached their
fiduciary duties with respect to Lucent's employee savings plans claiming that
the defendants were aware that Lucent stock was inappropriate for retirement
investment and continued to offer such stock as a plan investment option. The
complaint seeks damages, injunctive and equitable relief, interest and fees and
expenses associated with the litigation. In August 2001, a separate purported
class action complaint was filed under ERISA alleging, among other things, that
Lucent breached its fiduciary duties with respect to its employee benefit and
compensation plans by offering Lucent stock as an investment to employees
participating in the plans despite the fact that Lucent allegedly knew it was
experiencing significant business problems. The August complaint seeks a
declaration that Lucent breached its fiduciary duties to plan participants, an
order compelling Lucent to return all losses to the plans, injunctive relief to
prevent future breaches of fiduciary duties, as well as costs and expenses
associated with litigation. Both actions are in the discovery stage and the
Company is unable to determine the potential impact of either case on the
consolidated financial statements. Lucent is defending these actions vigorously.

Sparks, et al. v. Lucent Technologies, Inc. et al. is a state court, class
action lawsuit filed in 1996 in Illinois under the name, Crain v. Lucent
Technologies. It seeks unspecified damages for a nationwide class of customers
based on a claim that the former AT&T Consumer Products business (which became
part of Lucent) had defrauded and misled customers who leased telephones from
Consumer Products so as to believe their lease payments would lead to ownership
of the

11 Form 10-Q - Part I

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Dollars in Millions Except Per Share Amounts)
(Unaudited)

telephones. The lawsuit seeks damages based on the difference between the
aggregate lease payments made and the fair market value of telephones. The
Sparks action is one of a number of consumer class actions which, after removal
to a federal court, were remanded to various state courts in July 2001. These
other actions are stayed pending the outcome of the Sparks case, which presently
has an August 5, 2002 trial date. A trial date was set for August 2002, but this

16
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date has been delayed until the fall of 2002. Lucent is unable to determine
their potential impact on our consolidated financial statements. Lucent is
defending these actions vigorously.

In January 2002, the court in Vicor Corp. et al. v. Lucent Technologies Inc.
granted plaintiffs' June 30, 2001 motion for a writ of attachment in the amount
of $20 million. The Court had held a hearing on Vicor's motion on November 19
and 20, 2001. This is an action in which Vicor Corporation and VLT Corporation
("Vicor") sued Lucent in Federal District Court in Boston, MA for an unspecified
amount of damages purportedly stemming from an alleged infringement of a power
supply patent. Discovery was stayed pending the resolution of certain summary
judgment motions in the same court in a related case against Unitrode, a
supplier of controller chips to the Company and other power supply
manufacturers. In January 2001, the Court, in the Unitrode action, to which
Lucent was not a party, held that certain power supplies manufactured by the
Company and others, using the Unitrode controller, infringed Vicor's patent.
This case is in discovery and we are unable to determine its potential impact on
our consolidated financial statements. Lucent is defending this action
vigorously.

In April 2002, a case captioned Preferred Life Insurance Co. of New York, et al
v. Lucent Technologies was filed in New Jersey state court against the Company.
This case involves a group of institutional investors, many of which are
affiliated, that purchased securities issued by Winstar Communications. In March
2002, Lucent was added as a defendant in the Winstar Federal securities
litigation pending in the Southern District of New York, captioned In re Winstar
Communications Litigation. In both of the actions, the plaintiffs allege that
Lucent caused or contributed to the damages the plaintiffs incurred from their
losses in Winstar stock. Both of these actions are in the very early stages, and
Lucent intends to defend these cases vigorously.

Other Commitments

In connection with the planned spin-off of Agere, Lucent entered into a purchase
agreement that governs the purchase of goods and services by Lucent from Agere.
Under the agreement, Lucent committed to purchase at least $2,800 of products
from Agere over a three-year period beginning February 1, 2001. In limited
circumstances, Lucent's purchase commitment may be reduced or the term may be
extended. For the initial 12-month period ending January 31, 2002, Lucent's
purchases under this agreement were $411. Agere and Lucent are currently
discussing ways to restructure Lucent's obligations under the agreement.

Lucent has exited certain of its manufacturing operations and has increased its
use of contract manufacturers. Except for systems integration and final assembly
of its wireless products, it is currently using a sole-source supplier for a
majority of the North American switching and wireless product lines and expects
to do the same with its optical product line later this year. In addition,
several other contract manufacturers produce the majority of other products.
Lucent is generally not committed to unconditional purchase obligations, except
for a commitment which requires annual purchases of certain wireless components
ranging from $275 to $425 over the next three years. However, Lucent is exposed
to short-term purchase commitment levels. These short-term commitment levels are
evaluated and established on a quarterly basis. As a result, any sudden and
significant changes in forecasted demand requirements could adversely affect its
results of operations and cash flows.

Environmental Matters
Lucent's current and historical operations are subject to a wide range of

environmental protection laws. In the United States, these laws often require
parties to fund remedial action regardless of fault. Lucent has remedial and
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investigatory activities under way at numerous current and former facilities. In
addition, Lucent was named a successor to AT&T as a potentially responsible
party ("PRP") at numerous "Superfund" sites pursuant to the Comprehensive
Environmental Response, Compensation and Liability Act of 1980 ("CERCLA") or
comparable state statutes. Under the Separation and Distribution Agreement with
AT&T, Lucent 1is responsible for all liabilities primarily resulting from or
relating to the operation of Lucent's business as conducted at any time prior to
or after the Separation from AT&T including related businesses discontinued or
disposed of prior to the Separation, and Lucent's assets including, without
limitation, those associated with these sites. In addition, under such
Separation and Distribution Agreement, Lucent is required to pay a portion of
contingent liabilities paid out in excess of certain amounts by AT&T and NCR,
including environmental liabilities.

It is often difficult to estimate the future impact of environmental matters,
including potential liabilities. Lucent records an environmental reserve when it
is probable that a liability has been incurred and the amount of the liability
is reasonably estimable. This practice is followed whether the claims are
asserted or unasserted. Management expects that the amounts reserved will be
paid out over the periods of remediation for the applicable sites, which
typically range from
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five to 30 years. Reserves for estimated losses from environmental remediation
are, depending on the site, based primarily on internal or third-party
environmental studies and estimates as to the number, participation level and
financial viability of any other PRPs, the extent of the contamination and the
nature of required remedial actions. Accruals are adjusted as further
information develops or circumstances change. The amounts provided for in
Lucent's consolidated financial statements for environmental reserves are the
gross undiscounted amounts of such reserves, without deductions for insurance or
third-party indemnity claims. In those cases where insurance carriers or
third-party indemnitors have agreed to pay any amounts and management believes
that collectibility of such amounts is reasonably assured, the amounts are
reflected as receivables in the consolidated financial statements. Although
Lucent believes that its reserves are adequate, there can be no assurance that
the amount of capital expenditures and other expenses which will be required
relating to remedial actions and compliance with applicable environmental laws
will not exceed the amounts reflected in Lucent's reserves or will not have a
material adverse effect on Lucent's financial condition, results of operations
or cash flows. Any possible loss or range of possible loss that may be incurred
in excess of that provided for at March 31, 2002 cannot be estimated.

11. RECENT PRONOUNCEMENTS
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Lucent is currently evaluating the impacts of Statement of Financial Accounting
Standards ("SFAS") No. 142, "Goodwill and Other Intangible Assets"™ ("SFAS 142"),
SFAS No. 143, "Accounting for Asset Retirement Obligations" ("SFAS 143"), SFAS
No. 144, "Accounting for the Impairment or Disposal of Long-Lived Assets" ("SFAS
144") and SFAS No. 145, "Rescission of FASB Statements No. 4, 44, and 64,
Amendment of FASB Statement No. 13, and Technical Corrections"™ ("SFAS 145") to
determine the effect, if any, they may have on the consolidated financial
position and results of operations. Lucent is required to adopt each of these
standards in the first quarter of fiscal year 2003.

In June 2001, the Financial Accounting Standards Board ("FASB") issued SFAS 142
under which pre-existing goodwill will no longer be amortized. Intangible assets
will continue to be amortized over their useful lives. The criteria for
recognizing an intangible asset have also been revised. As a result, the Company
is in the process of reassessing the classification and useful lives of its
previously acquired goodwill and other intangible assets. SFAS 142 also requires
that goodwill be tested for impairment initially within one year of adoption and
at least annually thereafter. If an impairment loss exists as a result of the
transitional goodwill impairment test, the implementation of SFAS 142 could
result in a one-time charge to earnings as a cumulative effect of accounting
change. The goodwill impairment test is a two-step process that requires
goodwill to be allocated to reporting units that are reviewed by its segment
managers. In the first step, the fair value of the reporting unit is compared to
the carrying value of the reporting unit. If the fair value of the reporting
unit is less than the carrying value of the reporting unit, goodwill impairment
may exist, and the second step of the test is performed. In the second step, the
implied fair value of the goodwill is compared to the carrying value of the
goodwill and an impairment loss will be recognized to the extent that the
carrying value of the goodwill exceeds the implied fair value of the goodwill.
There was approximately $1,100 of goodwill, with an annual amortization of
approximately $240, that will be subject to this new pronouncement, primarily
within the INS segment.

In June 2001, the FASB issued SFAS 143, which establishes accounting standards
for recognition and measurement of a liability for the costs of asset retirement
obligations. Under SFAS 143, the future costs of retiring a tangible long-lived
asset will be recorded as a liability at their present value when the retirement
obligation arises, and will be amortized to expense over the life of the asset.
Lucent is in the process of identifying assets with retirement obligations,
including leased properties that contractually obligate the Company to remove
their leasehold improvements and restore the properties to their original
condition.

In August 2001, the FASB issued SFAS 144, which addresses financial accounting
and reporting for the impairment or disposal of long-lived assets and
discontinued operations. SFAS No. 144 supersedes SFAS No. 121, "Accounting for
the Impairment of Long-lived Assets and for Long-lived Assets to be Disposed of"
("SFAS 121") and the accounting and reporting provisions of Accounting
Principles Board Opinion No. 30 ("APB 30") for the disposal of a segment of a
business. SFAS No. 144 retains the basic principles of SFAS No. 121 for
long-lived assets to be disposed of by sale or held and used and modifies the
accounting and disclosure rules for discontinued operations.
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In April 2002, the FASB issued SFAS 145, which rescinds SFAS No. 4, "Reporting
Gains and Losses from Extinguishment of Debt" ("SFAS 4"), SFAS No. 44,
"Accounting for Intangible Assets of Motor Carriers" ("SFAS 44") and SFAS No.
64, "Extinguishments of Debt Made to Satisfy Sinking-Fund Requirements" ("SFAS
64") and amends SFAS No. 13, "Accounting for Leases" ("SFAS 13") This statement
updates, clarifies and simplifies existing accounting pronouncements. As a
result of rescinding SFAS 4 and SFAS 64, the criteria in APB 30 will be used to
classify gains and losses from extinguishment of debt. SFAS 44 was no longer
necessary because the transitions under the Motor Carrier Act of 1980 were
completed. SFAS 13 was amended to require that certain lease modifications that
have economic effects similar to sale-leaseback transactions be accounted for in
the same manner as sale-leaseback transactions and makes technical corrections
to existing pronouncements.

12. SUBSEQUENT EVENT

On April 22, 2002, Lucent commenced a voluntary offer to eligible employees to
exchange certain outstanding stock options, including all stock options issued
during the six-month period ended April 22, 2002, to purchase shares of Lucent
common stock for Lucent's promise to grant a new common stock option at a future
date. Terms of the offer require that the new stock option grant will be on a
date that is at least six months and one day after the cancellation date, which
will occur on or about May 23, 2002. Lucent currently expects that the new stock
option under the exchange program will be granted on November 25, 2002 and will
have an exercise price equal to the fair market value of Lucent common stock on
that date. The new stock option grant will be for a smaller number of shares
determined in accordance with prescribed exchange ratios.
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OVERVIEW

We design and deliver networks for the world's largest communications service
providers. Backed by Bell Labs research and development, we rely on our
strengths in mobility, optical, data and voice networking technologies, as well
as software and services, to develop next-generation networks. Our systems,
services and software are designed to help customers quickly deploy and better
manage their networks and create new, revenue-generating services that help
businesses and consumers.

OUR RESTRUCTURING PROGRAM
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Since beginning our restructuring program during the quarter ended March 31,
2001, we eliminated many duplications in marketing functions and programs and
centralized our sales support functions to utilize our resources for the
opportunities that we currently believe to be the most profitable for us -- the
large service provider market. We evaluated our manufacturing operations and
assessed our use of contract manufacturers and decided to eliminate certain of
our manufacturing facilities and make greater use of contract manufacturers. We
assessed virtually every aspect of our product portfolio and associated research
and development ("R&D"), made decisions based on the needs of our largest
service provider customers, deployed our resources to meet those needs and then
streamlined the rest of our operations to support those reassessments. We
eliminated some marginally profitable or non-strategic product lines; merged
certain technology platforms; consolidated development activities; and
eliminated management positions, which resulted in reduced associated product
development costs. We sold the assets relating to a number of product lines
whose products did not support our large service provider customers or our
strategy. We initiated actions to close facilities and reduce the work forces in
approximately 40 of the approximately 60 countries in which we operated at the
end of fiscal year 2000. We expect to complete our restructuring program by the
end of fiscal year 2002. However, if the markets for our products do not
improve, we will take additional restructuring actions to realize these benefits
or address these market conditions. Any such additional actions could result in
additional restructuring charges.

MARKET ENVIRONMENT AND STRATEGIC DIRECTION

During fiscal year 2001, the global telecommunications market deteriorated,
reflecting a significant decrease in the competitive local exchange carrier
market and a significant reduction in capital spending by established service
providers. This trend has continued during the first and second fiscal quarters
of 2002 and is expected to continue at least throughout calendar year 2002. We
estimate that large service providers are reducing their calendar year-over-year
capital spending budgets by at least 20% primarily in the wireline market.
Reasons for this reduction include the economic slowdown, network over-capacity,
customer bankruptcies, network build-out delays and limited capital
availability. As a result, our sales and results of operations have been
adversely affected.

If capital investment levels continue to decline, or if the telecommunications
market does not improve or improves at a slower pace than we anticipate, our
revenues and profitability will continue to be adversely affected. In addition,
if the volume of our sales and product mix does not improve, or we do not
continue to realize cost reductions or reduce inventory related charges, our
gross margin percentage may not improve as much as we have targeted, resulting
in lower than expected results of operations.

The significant slowdown in capital spending in our target markets has created
uncertainty as to the level of demand in those markets. In addition, the level
of demand can change quickly and can vary over short periods of time, including
from month to month. As a result of the uncertainty and variations in our
markets, accurately forecasting future results, earnings and cash flow is
increasingly difficult.

We restructured our operations into distinct wireline and wireless units, and
began to target the large service providers in each segment, which we believe
offers us the best opportunity for future growth and stable revenue. We believe
structuring our business along customer lines - wireline and wireless - enables
us to better serve and anticipate the needs of our large service provider
customers.

Our wireline segment, Integrated Network Solutions ("INS"), focuses on global,
wireline service providers, including long distance carriers and both
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traditional local telephone companies and Internet service providers. INS
primarily sells and services core switching and access and optical networking
products. Our wireless segment, Mobility Solutions, offers products to support
the needs of its customers for radio access and core networks and primarily
sells and services wireless products to wireless service providers. Both
segments offer network management and application and service delivery products.
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We support these two new segments through a number of central organizations,
including our services organization and our corporate headquarters.
Manufacturing and supply chain functions have been consolidated into a single
global supply chain networks organization that manages the materials and
activities necessary to produce and deliver products and services to our
customers.

Application of critical accounting policies

Our consolidated financial statements are based on the selection and application
of significant accounting policies, which require management to make significant
estimates and assumptions. We believe that the following are some of the more
critical judgment areas in the application of our accounting policies that
affect our financial condition and results of operations.

Most of our sales are generated from complex contractual arrangements, which
require significant revenue recognition judgments particularly in the areas of
multiple element arrangements and collectibility. Revenue from contracts with
multiple element arrangements, such as those including installation and
integration services, are recognized as each element is earned based on
objective evidence of the relative fair values of each element and when there
are no undelivered elements that are essential to the functionality of the
delivered elements. The assessment of collectibility is particularly critical in
determining whether or not revenue should be recognized in the current market
environment. As part of the revenue recognition process, we determine whether
trade and notes receivable are reasonably assured of collection based on various
factors, including our ability to sell these receivables and whether there has
been deterioration in the credit quality of our customers, which could result in
us being unable to collect or sell the receivables. In situations where we have
the ability to sell the receivable, revenue is recognized to the extent of what
is expected to be realized. In situations where it is unclear as to whether we
will be able to sell or collect the receivable, revenue and related costs are
deferred. Revenue is deferred and costs are recognized when it has been
determined that the collection or sale of the receivable is unlikely. For sales
generated from long-term contracts we make important revenue and cost judgments
that underlie our determinations regarding overall contract value, contract
profitability and timing of revenue recognition. Revenue and profit estimates
are revised periodically based on changes in circumstances; any losses on
contracts are recognized immediately. We also sell products through multiple
distribution channels including resellers and distributors. For products sold
through these channels, revenue is generally recognized when the reseller or
distributor sells the product to the end user. The total amount of deferred
income, including deferrals relating to collectibility concerns, at March 31,
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2002 was $681 million.

We are required to estimate the collectibility of our trade receivables and
notes receivable. A considerable amount of judgment is required in assessing the
realization of these receivables including the current credit-worthiness of each
customer and related aging of the past due balances. Our provisions for bad debt
and customer financing during fiscal year 2001 and for the six months ended
March 31, 2002 amounted to $2.2 billion and $643 million, respectively. Our
March 31, 2002 reserves included in the $2.8 billion of trade receivables was
$419 million and there were approximately $700 million of reserves on the $1.2
billion of drawn commitments under our customer financing program. We evaluate
specific accounts when we become aware of a situation where a customer may not
be able to meet its financial obligations due to a deterioration of its
financial viability, credit ratings or bankruptcy. The reserve requirements are
based on the best facts available to us and reevaluated and adjusted as
additional information is received. Our reserves are also based on amounts
determined by using percentages applied to certain aged receivable categories.
(Refer to "Customer finance commitments" in our Liquidity and Capital Resources
section for a further discussion on procedures performed related to customer
financing.) Significant increases in reserves have been recorded in recent
periods and may occur in the future due to the current market environment. In
addition, we currently have approximately $1 billion of assets included in
receivables, contracts in process and other assets from long-term projects that
have been winding down in Saudi Arabia. We have concluded that these assets are
realizable based on our contractual rights and past collection history.

We are required to state our inventories at the lower of cost or market. In
assessing the ultimate realization of inventories, we are required to make
judgments as to future demand requirements and compare that with the current or
committed inventory levels. Our reserve requirements generally increase as our
projected demand requirements decrease due to market conditions, technological
and product life cycle changes as well as longer than previously expected usage
periods. We have experienced significant changes in required reserves in recent
periods due to changes in strategic direction, such as discontinuances of
product lines as well as declining market conditions. As a result, we incurred
inventory charges of $2.4 billion and approximately $250 million during fiscal
year 2001 and the six months ended March 31, 2002, respectively. Inventories of
$2.4 billion at March 31, 2002 are net of reserves of approximately $1.5
billion. It is possible that significant changes in required inventory reserves
may continue to occur in the future if there is a further decline in market
conditions.

At March 31, 2002, we had net deferred tax assets of $5.2 billion, reflecting
tax credit carryforwards, anticipated net operating losses and other deductible
temporary differences which will reduce taxable income in future years. We are
required to assess the realization of our deferred tax assets. Significant
changes in circumstances may require adjustments during interim periods. Our
future tax benefits related to foreign tax credits, most state and foreign net
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operating losses and capital losses are fully reserved as it is more likely
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than not that they will not be realized due to their relatively short
carryforward periods. Although realization is not assured, we have

concluded that it is more likely than not that the remaining net deferred tax
assets will be realized principally based upon forecasted taxable income
generally within the twenty-year R&D credit and net operating loss carryforward
periods, giving consideration to the substantial benefits realized to date
through our restructuring program. The amount of the net deferred tax assets
actually realized could vary if there are differences in the timing or amount of
future reversals of existing deferred tax liabilities or changes in the actual
amounts of future taxable income. We have incurred significant losses from
operations over several quarters. If our forecast is determined to no longer be
reliable due to uncertain market conditions or improvement in our results of
operations does not continue, our long-term forecast will require reassessment.
As a result, we may need to establish additional valuation allowances for all or
a portion of the net deferred tax assets.

We currently have intangible assets including goodwill and other acquired
intangibles of $1.3 billion, primarily within the INS segment, and capitalized
software development costs of $824 million. The determination of related
estimated useful lives and whether or not these assets are impaired involves
significant judgments based upon short and long-term projections of future
performance. Certain of these forecasts reflect assumptions regarding our
ability to successfully develop and ultimately commercialize acquired
technology. Changes in strategy and/or market conditions may result in
adjustments to recorded asset balances. For example, we have taken significant
impairment charges, including $4.1 billion related to goodwill and other
acquired intangibles and $362 million related to capitalized software under our
restructuring program during fiscal year 2001. There is $968 million of
remaining goodwill and other acquired intangibles related to our September 2000
acquisition of Spring Tide, which contains a certain switching technology. We
have concluded that this amount is realizable based on forecasted undiscounted
cash flows through 2009. The forecasts include cumulative positive cash flow
beginning in 2007 and a minimum terminal value of approximately $700 million.
There is also $140 million of goodwill and other acquired intangibles related
to the 1998 acquisition of Yurie, which provides Asynchronous Transfer Mode
access equipment. We have also concluded that this amount is realizable based
upon projected undiscounted cash flows through 2006. Due to uncertain market
conditions and potential changes in our strategy and product portfolio, it is
possible that forecasts used to support our intangible assets may change in
the future which could result in significant non-cash charges that would
adversely affect our results of operations and financial condition.

We have significant pension and postretirement benefit costs and credits, which
are developed from actuarial valuations. Inherent in these valuations are key
assumptions including discount rates and expected return on plan assets. We are
required to consider current market conditions, including changes in interest
rates, in selecting these assumptions. Changes in the related pension and
postretirement benefit costs or credits may occur in the future in addition to
changes resulting from fluctuations in our related headcount due to changes in
the assumptions. Our current assumptions include a 7% discount rate, a 9%
expected return on plan assets and a 4.5% rate of compensation increase. These
are consistent with the prior year assumptions except that the discount rate was
reduced by one-half of a percent due to current market conditions. Compared to
the prior year interim period, our net pension and postretirement benefit credit
has been reduced by $53 million to $476 million in the six months ended March
31, 2002.

During fiscal year 2001, we recorded significant charges in connection with our
restructuring program. The related reserves reflect many estimates including
those pertaining to separation costs, inventory, settlements of contractual
obligations and proceeds from asset sales. We reassess the reserve requirements
to complete each individual plan under our restructuring program at the end of
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each reporting period. Actual experience has and may continue to be different
from these estimates. For example, we reflected a net reversal of $304 million
for plans existing as of September 30, 2001 and have reflected charges of $286
million for new plans. As of March 31, 2002 and September 30, 2001, liabilities
associated with our restructuring program were $895 million and $1.6 billion.
For more information, see Note 2 to the unaudited consolidated financial
statements.

We are subject to proceedings, lawsuits and other claims related to
environmental, labor, product and other matters. We are required to assess the
likelihood of any adverse judgments or outcomes to these matters as well as
potential ranges of probable losses. A determination of the amount of reserves
required, if any, for these contingencies are made after careful analysis of
each individual issue by us with the assistance of outside legal counsel. The
required reserves may change in the future due to new developments in each
matter or changes in approach such as a change in settlement strategy in dealing
with these matters. For more information, see Note 10 to the unaudited
consolidated financial statements.

The impact of changes in the estimates and judgments pertaining to revenue
recognition, receivables and inventories are directly reflected in our segments'
operating income (loss). Although any charges related to our net deferred tax
assets and goodwill and other acquired intangibles are not reflected in the
segment results, the long-term forecasts supporting the realization of those
assets and changes in them are significantly impacted by the actual and expected
results of each segment. Generally, the changes in estimates related to pension
and
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postretirement benefits, our restructuring program and litigation will not
impact our segment results, although execution of the restructuring plans by
each segment may cause related changes in the estimates. We have discussed the
application of these critical accounting policies with our board of directors
and Audit and Finance Committee. There was no initial adoption of any accounting
policies during the six-month period ended March 31, 2002.

CONSOLIDATED RESULTS OF OPERATIONS - THREE AND SIX MONTHS ENDED MARCH 31, 2002
VERSUS THREE AND SIX MONTHS ENDED MARCH 31, 2001

Revenues

The following table presents our U.S. and non-U.S. revenues and the approximate
percentage of total revenues (dollars in millions):

Three months ended March 31, Six months en
2002 2001 change 2002
U.S $ 2,427 $ 4,126 (41.2%) $ 4,659
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Non-U.S. 1,089 1,781 (38.9%)
Total revenues $ 3,516 $ 5,907 (40.5%) S
Percentage of total P
revenues
U.sS. 69.0% 69.8% 65.7%
Non-U.S. 31.0% 30.2% 34.3%

Continued reductions in capital spending by large service providers, primarily
affecting our INS segment, and business dispositions were the primary reasons
why the interim fiscal 2002 revenues were lower than the similar periods of the
prior year. The revenue decline resulting from business dispositions was $664
million for the three months ended March 31, 2002 and $1.1 billion for the six
months ended March 31, 2002. The optical fiber business ("OFS"), which was sold
during the first fiscal quarter of 2002, accounted for approximately 88% and 89%
of the revenue decline associated with business dispositions for the three and
six months ended March 31, 2002, respectively. The impact of product
rationalizations and discontinuances under our restructuring program has not had
a significant impact on our overall trend of revenues.

Gross Margin

The following table presents our gross margin and the percentage to total
revenues (dollars in millions):

Three months ended

March 31,
2002 2001
Gross margin $802 $485
Percentage to total revenues 22.8% 8.2%

Changes in gross margin as a percentage of revenues in the current interim
fiscal periods as compared with the prior interim periods primarily resulted
from:

o Gross margin was lower in the prior interim fiscal year periods due to
significant inventory related charges that primarily resulted from weak
market conditions that caused a sudden and significant decrease in demand
for our products and deterioration in the financial condition of certain
customers. As a result of lower inventory levels from our strategy of
focusing on large service providers and improved inventory management, we
reduced the amount of these charges in the current interim fiscal year
periods. In addition, the prior interim fiscal year periods were adversely
affected by higher warranty costs due to certain product performance issues
not occurring in the current interim periods. These two factors improved
gross margins as a percentage of revenues by 12 points for the three months
ended March 31, 2002 and seven points for the six months ended March 31,

ercentage of tot
revenues

Six months en

March 31,
2002
$ 1,237
17.4%
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2002;

o In addition, gross margin includes $10 million for the six months ended
March 31, 2002 and $536 million for the three and six months ended March
31, 2001, of inventory charges associated with product line
rationalizations and product line discontinuance under our restructuring
program. The decrease in these charges in the current interim fiscal
periods resulted in a nine point improvement in gross margins as a
percentage of revenues for the three months ended March 31, 2002 and a five
point improvement for the six months ended March 31, 2002;

o We reduced our fixed costs in response to the deterioration of global
telecommunications market conditions, however, when combined with
significantly lower revenue volumes, it resulted in a three point decline
in gross margin as a percentage of revenues for both the three- and
six-month periods ended March 31, 2002; and
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o The sale of OFS negatively affected gross margin as a percentage of
revenues by three points for both the three- and six-month periods ended
March 31, 2002.

To maintain or improve our current gross margin level depends upon market
pricing as well as our ability to improve or stabilize sales volume and product
mix, limit inventory related charges, continue cost reductions and market and
product rationalization work and introduce new products.

Operating Expenses

The following table presents our operating expenses (dollars in millions):

Three months ended March 31, Six months
2002 2001 % change 2002 2
Selling, general and
administrative ("SG&A")
expenses, excluding the
following two items: 5615 $1,194 (48.5%) $1,335 S
Provision for bad debts and
customer financings 192 705 (72.8%) 643
Amortization of goodwill and
other acquired intangibles 69 249 (72.3%) 143
Total SG&A 876 2,148 (59.2%) 2,121
R&D 524 970 (46.0%) 1,145
Business restructuring charges,
reversals and asset
impairments, net (59) 2,174 (102.7%) (138)
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Operating expenses $1,341 $5,292 (74.7%) $3,128

SG&A expenses

Excluding provisions for bad debts and customer financings and amortization of
goodwill and other acquired intangibles, SG&A expenses decreased primarily from
headcount reductions under our restructuring program and other cost savings
initiatives that limited discretionary spending.

Provision for bad debts and customer financings

Many of our customers have been negatively affected by the continued decline in
telecommunications market conditions. This has resulted in a decline in the
credit-worthiness of certain customers resulting in some having to file for
bankruptcy or having been declared insolvent. As a result, we have provided
reserves for certain trade and notes receivable and sold others at significant
discounts in the interim periods presented and may have to record additional
reserves or write-offs in the future.

During the three and six months ended March 31, 2002, the provisions included
approximately $123 million and $311 million, respectively, related to customer
financing with the balance for trade receivables. In addition, during the three
and six month periods ended March 31, 2002, approximately 51% and 79% of the
total provisions were related to our INS customers and 42% and 22% were related
to our Mobility customers. The remaining balances were not related to our
reportable segments.

Winstar Communications, Inc., which filed for Chapter 11 protection on April 18,
2001, accounted for nearly all of the provision for the three months ended March
31, 2001 and represented a significant portion of the provision for the six
months ended March 31, 2001.

Amortization of goodwill and other acquired intangibles

Amortization of goodwill and other acquired intangibles for the current interim
periods was significantly lower than the prior year interim periods due to the
write-down of goodwill and other acquired intangibles, in particular, the
discontinuance of the Chromatis product portfolio in connection with our
restructuring program.

R&D

The decrease in R&D expenses for the three and six months ended March 31, 2002
as compared with the 2001 interim periods was primarily due to headcount
reductions and product rationalizations under our restructuring program.

During the six months ended March 31, 2002, slightly more than 50% of our R&D
was attributable to our INS segment and most of the remaining amounts were
attributable to our Mobility segment. The INS spending primarily related to
next-generation products, including optical products for both long-haul and
metro networks, multi-service switches that can handle both internet protocol
services and multiple network traffic protocols, network operations software
solutions, and
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digital subscriber line products. The Mobility spending was primarily related to
next-generation Code Division Multiple Access ("CDMA") and Universal Mobile
Telecommunications System technology.

Business restructuring charges, reversals and asset impairments, net

During the three months ended March 31, 2002, we recorded a net reversal of
business restructuring charges and asset impairments to operating expenses of
$59 million. For the six months ended March 31, 2002, we recorded a net reversal
of business restructuring charges and asset impairments of $138 million to
operating expenses. For additional information on the current year
charges/reversals see Note 2 to the unaudited consolidated financial statements
and for our progress to date see LIQUIDITY AND CAPITAL RESOURCES - Cash
Requirements.

During the three and six months ended March 31, 2001 we initiated our
restructuring program, which resulted in a significant charge to operating
expenses. The charge included restructuring costs of $810 million and asset
impairments of $1.4 billion.

Other Income (Expense), net

The current quarter's other income (expense) was primarily related to investment
write-downs of $36 million, partially offset by interest income of $19 million.
Additionally, the six-month period ended March 31, 2002 included $583 million of
gains from business dispositions, primarily related to a $523 million gain
realized from the sale of OFS, and interest income related to a tax settlement
of $73 million.

Other income (expense) for the fiscal year 2001 interim periods was primarily
from write-downs of certain equity investments of $145 million, partially offset
by interest income of $99 million and $147 million for the three and six months
ended March 31, 2001, respectively.

Interest Expense

Interest expense for the fiscal 2002 interim periods decreased as compared with
the prior fiscal year interim periods due to significantly lower short-term debt
levels.

Benefit from Income Taxes

The following table presents our benefit from income taxes and the related
effective tax benefit rates (dollars in millions):

Three months ended March 31, Six months en
2002 2001 2002
Benefit from income taxes $(61) $(1,649) $(547)
Effective tax benefit rate (9.3)% (32.7)% (35.0)%
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The effective tax benefit rate for the current quarter was less than the U.S.
statutory rate due to a $208 million charge for valuation allowances on foreign
tax credit carryforwards that are more likely than not to expire unused due to
recent net operating loss carrybacks under new legislation. The new legislation
extended the net operating loss carryback period from two to five years.
However, since the net operating loss carryforward provisions were not coupled
with foreign tax credit carryforward relief, the additional allowances were
required. This change in the tax legislation resulted in Lucent receiving a tax
refund of $616 million in April 2002. Also impacting the effective tax benefit
rate, were non-deductible goodwill amortization and valuation allowances on
certain state net operating loss carryforwards, offset in part by research and
development tax credits and a low effective tax rate on the non-U.S. portion of
the gain realized from the sale of our billing and customer care business.

The effective tax benefit rate on a year to date basis approximated the U.S.
statutory rate due to the items noted above, offset by a $60 million favorable
tax settlement and the tax impact from the gain on the sale of our optical fiber
business which had a low effective tax rate due to differences in the book and
tax basis of the assets sold.

The effective tax benefit rates for the three and six months ended March 31,
2001, were lower than the U.S. statutory rate primarily from the impact of
non-tax deductible goodwill amortization and certain non-tax deductible charges
for business restructuring and related asset impairments on the pre-tax loss,
offset in part by research and development tax credits.
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Loss from Continuing Operations

As a result of the above, loss from continuing operations and loss per common
share amounts are as follows (amounts in millions, except per share amounts) :

Three months ended March 31, Six mont
2002 2001 2002
Loss from continuing operations S (595) $(3,388) $(1,01
Basic and diluted loss per common share from
continuing operations $ (0.19) $ (1.00) $ (0.3
Weighted average number of common shares
outstanding - basic and diluted 3,422.6 3,400.8 3,419.

Other

The income (loss) from discontinued operations during the three and six months
ended March 31, 2002 relates to revised estimates of our share of the expected
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loss on disposal of Agere Systems, Inc. ("Agere") through the planned spin-off
date of June 1, 2002. The loss from discontinued operations during the three and
six months ended March 31, 2001 relates to Agere and our power systems business
(see Note 3 to the unaudited consolidated financial statements).

During the six months ended March 31, 2001, we realized an extraordinary gain of
$1.2 billion, net of a $762 million tax provision, or $0.34 per basic and
diluted share, from the sale of our power systems business.

Effective October 1, 2000, we recognized a net $38 million charge for the
cumulative effect of certain accounting changes. This comprised a $30 million
earnings credit ($0.01 per basic and diluted share) from the adoption of
Statement of Financial Accounting Standards No. 133, "Accounting for Derivative
Instruments and Hedging Activities" and a $68 million charge to earnings ($0.02
per basic and diluted share) from the adoption of Securities and Exchange
Commission ("SEC") Staff Accounting Bulletin 101, "Revenue Recognition in
Financial Statements".

RESULTS OF OPERATIONS BY SEGMENT - THREE AND SIX MONTHS ENDED MARCH 31, 2002
VERSUS THREE AND SIX MONTHS ENDED MARCH 31, 2001
INS

The following table presents external revenues, U.S. and non-U.S., and operating
loss (dollars in millions):

Three months ended March 31, Six months en
2002 2000 % change 2002 20
U.s. $987 $2,281 (56.7%) $2,005
Non-U.S. 805 1,259 (36.1%) 1,670
Total NS revenues Cs1,792 83,500 (4s.4%)  s3e5
operating loss Csa2) 81,501 (069 5,351 8¢

During the three and six month periods ended March 31, 2002, INS revenues
declined as compared with the prior interim fiscal year periods by 49% and 39%.
The declines resulted from continuing reductions and delays in capital spending
by large service providers and were reflected in all product lines and
geographic regions, except for China. The most significant declines were in the
U.S., especially with large service providers. Our five largest customers
represented about 45% of INS revenues during the six months ended March 31, 2002
and about 60% of the revenue decline compared with the prior year interim
period. The deterioration of credit-worthiness or financial condition of
certain service providers also adversely affected revenues, although to a much
lesser degree.

During the current quarter, the operating loss as compared with the prior fiscal
year period declined by approximately $1.1 billion to $442 million. This
improvement was driven by lower operating expenses of $1.4 billion, partially
offset by lower gross margin of $328 million. The gross margin rates declined
slightly primarily due to significantly lower sales volume, partially offset by
lower inventory related charges and cost reductions. The $1.4 billion reduction
in operating expenses resulted from $639 million of lower provisions for bad
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debts and customer financing and $748 million of lower expenses, primarily due
to headcount reductions and less discretionary spending. The higher provisions
for bad debts and customer financing in the prior year interim period was

primarily related to significant charges incurred for amounts due from Winstar.
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During the six-month period ended March 31, 2002, the operating loss declined as
compared with the prior fiscal year period by $1.6 billion to an operating loss
of approximately $1.4 billion. The improvement was due to significantly lower
operating expenses of approximately $2.0 billion, partially offset by lower
gross margin of $379 million. The reasons for the slight decline in gross
margin and the reduction in operating expenses were similar to those described
above for the current quarter. Provisions for bad debts and customer financing
were lower by $537 million due to the significant charges incurred for amounts
due from Winstar in the prior year interim period.

Mobility
The following table presents external revenues, U.S. and non-U.S., and operating
income (loss) (dollars in millions):
Three months ended March 31, Six months e

2002 2001 % change 2002 2
U.sS. $1,347 $1,262 6.7% $2,419 S
Non-U.S. 232 258 (10.1%) 628
Total Mobility revenues $1,579 $1,520 3.9% $3,047 S
Operating income (loss) $190 $(145) 231.0% S 31

During the three and six month periods ended March 31, 2002, Mobility revenues
as compared with the prior fiscal year periods increased by 4% and 13%. The
increases resulted from growth in CDMA products and services to certain U.S.
service providers as they build out their wireless networks. Our five largest
customers represented about 75% of Mobility revenues during the six months ended
March 31, 2002 and substantially all of the revenue increase compared with the
prior year interim period. The increase in non-U.S. revenues for six months
ended March 31, 2002 resulted from higher revenues in China, partially

offset by reductions in the Asia Pacific region primarily due to a loss of
revenues from One-Tel Corp. in fiscal year 2002, which went into receivership
during 2001.

During the current quarter, operating income improved as compared with the prior
fiscal year period by $335 million to $190 million. This improvement was
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primarily driven by higher gross margin of $267 million and lower operating
expenses of $68 million. The gross margin rates increased signifcantly due to
higher sales volume, lower inventory and warranty-related charges and cost
reductions. The $68 million reduction in operating expenses resulted from
headcount reductions and less discretionary spending, partially offset by
higher provisions for bad debts and customer financing of $118 million.

During the six-month period ended March 31, 2002, operating income improved as
compared with the prior fiscal year interim period by $512 million to $31
million. The improvement was driven by higher gross margin of $293 million and
lower operating expenses of $219 million, despite an increase of $123 million
for provisions for bad debts and customer financing. The reasons for the
higher gross margin and reduction in operating expenses were similar to

those described above for the current quarter.

LIQUIDITY AND CAPITAL RESOURCES
Cash flow for the six months ended March 31, 2002
Net cash used in operating activities

Net cash used in operating activities was $472 million for the six months ended
March 31, 2002. This primarily resulted from a loss from continuing operations
(adjusted for non-cash items) of $557 million and changes in other operating
assets and liabilities of $2.3 billion, partially offset by a reduction in
working capital requirements of $2.4 billion. The reduction in working capital,
which includes changes in receivables, inventories and contracts in process and
accounts payable primarily resulted from the $1.6 billion decrease in sales
volume during the current quarter compared to the fourth quarter of fiscal year
2001. The most significant reduction in working capital was a $1.4 billion
decrease in receivables. Consistent with the decrease in receivables during the
six-month period, the average receivable days sales outstanding decreased from
80 days at September 30, 2001 to 77 days at March 31, 2002. Improvements in
inventory and contracts in process resulted from our continued efforts to
streamline inventory supply chain operations and higher billings for our
long-term contracts. The changes in other operating assets and liabilities
include cash outlays under our restructuring program of $593 million and various
other changes, including a reduction in other operating assets and liabilities
due to changes in sales volume, and increases in tax refund receivable and notes
receivables under our customer financing program.

Net cash provided by investing activities
The net cash provided by investing activities of $2.3 billion for the six months
ended March 31, 2002, was primarily from the $2.1 billion of cash proceeds

received from the sale of our optical fiber business and approximately $400
million of cash proceeds from other business dispositions
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(see "Business dispositions and asset sales"). These proceeds were partially
offset by capital expenditures of $199 million.
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Net cash provided by financing activities

Net cash provided by financing activities of $589 million for the six months
ended March 31, 2002 was primarily due to the $1.75 billion in proceeds received
from the sale of trust preferred securities (see Note 6 to the unaudited
consolidated financial statements), partially offset by repayments under our
credit facilities of $1.0 billion and preferred dividend payments of $73
million.

Cash Requirements

Our cash requirements over the next twelve months are primarily to fund:

o operations, including spending on RD

o restructuring requirements;

o capital expenditures;

o capital requirements in connection with our existing customer financing
commitments; and

o debt service and preferred dividend requirements.

Restructuring

Under our restructuring program we:
o compared to our first fiscal quarter of 2001, achieved our objective to
reduce our annual operating expense run rate by $4.0 billion;

compared to our first fiscal quarter of 2001, achieved 95% of our objective
to reduce working capital (defined as the change in receivables and
inventory adjusted for non-cash charges and asset securitizations,
normalized for the change in quarterly sales) by $4.0 billion; and
expect to reduce our capital expenditures to $750 million or less during
fiscal year 2002.

and

Cash requirements under the restructuring program are
approximately $2.0 billion, of which approximately $1
March 31, 2002, with the majority of the remainder to
fiscal year 2002.

expected to be
.1 billion was paid through
be paid by the end of

We expect to substantially complete the restructuring program by the end of
fiscal year 2002. If implemented in the manner and on the timeline we intend,
expect to realize the full benefits of our restructuring program by the end of
fiscal year 2002. However, we cannot assure you that our restructuring program

we

will achieve all
anticipate or on

Customer finance

of the cost and expense reductions and other benefits we
the timetable contemplated.

commitments

The following table presents our customer financing commitments at March 31,

2002 and September 30, 2001 (dollars in billions):

March 31, 2002 Septen
Total loans Total loans
and and
guarantees Loans Guarantees guarantees
Drawn commitments $ 1.2 $ 1.0 $ 0.2 $ 3.0
Available but not drawn 0.8 0.8 - 1.4
Not available 0.2 0.2 - 0.9
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Total commitments $2.2 $2.0 $0.2 $5.3

Some of our customers worldwide require their suppliers to arrange or provide
long-term financing for them as a condition of obtaining or bidding on
infrastructure projects. These projects may require financing in amounts ranging
from modest sums to more than a billion dollars. We use a disciplined credit
evaluation and business review process that takes into account the credit
quality of individual borrowers and their related business plans, as well as
market conditions. We consider requests for financing on a case-by-case basis
and offer financing only after careful review. As market conditions permit, our
intention is to sell or transfer these long-term financing arrangements, which
may include both commitments and drawn-down borrowings, to financial
institutions and other investors. This enables us to reduce the amount of our
commitments and free up additional financing capacity. As part of the revenue
recognition process, we determine whether the notes receivable under these
contracts are reasonably assured of collection based on various factors,
including our ability to sell these notes. Deterioration in the credit quality
of our customers may further increase our capital needs if we are unable to sell
the notes representing existing customer financings or to transfer future
funding commitments to financial institutions and investors on acceptable terms
and in the expected
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timeframes. We expect that approximately $500 million of the $1.0 billion
undrawn commitments at March 31, 2002 may be drawn during the remainder of
fiscal year 2002, $300 million to $400 million in fiscal year 2003 and the rest
will likely expire undrawn. In addition, our capital needs associated with
customer financing may increase if our ability to sell the notes representing
existing customer financing, or transfer future funding commitments, on
acceptable terms to financial institutions and investors is limited by a
deterioration in the credit quality of the customers to which we have extended
financing.

In September 2000, we and a third party created a non-consolidated Special
Purpose Trust ("Trust") for the purpose of allowing us from time to time to sell
on a limited-recourse basis customer finance loans and receivables ("Loans") at
any given point in time. Due to our credit downgrade in February 2001, we are
unable to sell additional Loans to the Trust. As of March 31, 2002, the Trust
held approximately $350 million of customer financing loans and receivables.

As part of our credit process we monitor the drawn and undrawn commitments and
guarantees of debt to our customers. Customers are reviewed on a quarterly or
annual basis depending upon their risk profile. As part of our review, we assess
the customer's short-term and long-term liquidity position, current operating
performance versus plan, execution challenges facing the company, changes in
competitive landscape, industry and macroeconomic conditions, and changes in
management and sponsors. Depending upon the extent of any deterioration of a
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customer's credit profile or non-compliance with our legal documentation, we
undertake actions that could include canceling the commitment, compelling the
borrower to take corrective measures, and increasing efforts to mitigate
potential losses. These actions are designed to mitigate unexpected events that
could have an impact on our future results of operations and cash flows;
however, there can be no assurance that this will be the case. Adverse industry
conditions have negatively affected the creditworthiness of several customers
that participate in our customer-financing program. The decrease in the drawn
and total commitments from September 30, 2001 was primarily due to the removal
of approximately $1 billion of fully reserved accounts, sales of loans and
cancellations, partially offset by draw-downs. Reserves associated with total
drawn commitments, including guarantees, were approximately $700 million
reflecting a net exposure of approximately $500 million.

Our overall customer financing exposure, coupled with a continued decline in
telecommunications market conditions, negatively affected results of operations
and cash flows in fiscal year 2001 and has continued through the first half of
fiscal year 2002. We will continue to provide or commit to financing, on a more
limited basis, where appropriate for our business. Our ability to arrange or
provide financing for our customers will depend on a number of factors,
including our capital structure, credit rating and level of available credit,
and our continued ability to sell or transfer commitments and drawn-down
borrowings on acceptable terms. Due to recent economic uncertainties and reduced
demand for financings in capital and bank markets, we may be required to
continue to hold certain customer financing obligations for longer periods prior
to the sale to third-party lenders. In addition, specific risks associated with
customer financing, including the risks associated with new technologies, new
network construction, market demand and competition, customer business plan
viability and funding risks have required us to hold certain customer financing
obligations and retain the related credit risk over a longer term. Any
unexpected developments in our customer financing arrangements could negatively
affect revenue, results of operations and cash flows in the future. In addition,
we may be required to record additional reserves related to customer financing
in the future.

Debt service and preferred dividend requirements

Debt service primarily represents interest payments on our short and long-term
debt and trust preferred securities. Preferred dividend requirements represent
payments on our redeemable convertible preferred stock. We expect these
requirements over the next twelve months to be in the range of $500 million to
$600 million.

Sources of Cash

We expect to fund our cash requirements over the next twelve months through a
combination of the following sources:

o cash and cash equivalents as of March 31, 2002;

o federal tax refund of $616 million, which was received in April 2002;
o available credit under our credit facility (see Credit facility);

o business dispositions and asset sales;

o capital market transactions; and

o accounts receivable securitization facility.

Our net liquidity was approximately $6.3 billion on March 31, 2002, which
consisted of cash and cash equivalents of $4.8 billion and availability under
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our credit facility of $1.5 billion. As of March 31, 2002, no amounts were
outstanding under our credit facility.
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Credit facility

As a result of undertaking certain debt reduction transactions and generating
funds from certain specified non-operating sources, the total lending commitment
under our credit facility was reduced to $1.5 billion. Future transactions will
not result in a further reduction of our lending commitment.

The credit facility is secured by liens on substantially all of our assets,
including the pledge of Agere stock owned by us. Our ability to access our
credit facility is subject to our compliance with its terms and conditions,
including financial covenants. These financial covenants require us to have
minimum earnings before interest, taxes, depreciation, amortization and certain
other items ("EBITDA") and minimum net worth (each as defined under the credit
facility) measured at the end of each fiscal quarter. As of March 31, 2002, we
were in compliance with these covenants, however, we are required to sustain
and/or improve our financial performance in future quarters to remain in
compliance. For example, from the third fiscal quarter of 2002 through the first
fiscal quarter of 2003, we are required to meet or exceed quarterly EBITDA
levels of $50 million of EBITDA loss, $150 million of positive EBITDA and $250
million of positive EBITDA. A continued downturn in our principle markets could
make it more difficult for us to satisfy these requirements, which could result
in a default under our credit facility. In addition, in the event a subsidiary,
including Agere prior to the spin-off, defaults on its debt, as defined in its
credit facility, it would constitute a de
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