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PART I – FINANCIAL INFORMATION

Item 1. FINANCIAL STATEMENTS

CLEARONE COMMUNICATIONS, INC. AND SUBSIDIARIES

CONSOLIDATED BALANCE SHEETS

(Dollars in thousands)


	
	
	
	
	Unaudited
	
	
	Audited
	

	
	
	
	
	As of
	
	
	
	
	
	

	
	
	
	
	September 30,
	
	
	As of
	

	
	
	
	
	2010
	
	
	December 31, 2009
	

	
	ASSETS
	
	
	
	
	
	
	
	
	

	Current assets:
	
	
	
	
	
	
	
	
	

	
	Cash and cash equivalents
	$
	11,516
	$
	9,494
	

	
	Receivables, net of allowance for doubtful accounts of $310 and $103, respectively
	
	
	8,805
	
	
	6,571
	

	
	Inventories, net
	
	
	6,024
	
	
	6,236
	

	
	Deferred income taxes
	
	
	3,340
	
	
	3,128
	

	
	Prepaid expenses and other assets
	
	
	357
	
	
	
	1,609
	
	

	
	Total current assets
	
	
	30,042
	
	
	27,038
	

	
	
	
	
	
	
	
	
	
	
	

	
	Long-term inventory
	
	
	4,135
	
	
	6,412
	

	
	Property and equipment, net
	
	
	3,151
	
	
	3,246
	

	
	Intangibles
	
	
	2,832
	
	
	3,095
	

	
	Goodwill
	
	
	726
	
	
	726
	

	
	Deferred income taxes
	
	
	622
	
	
	1,037
	

	
	Other assets
	
	
	18
	
	
	
	21
	
	

	
	Total assets
	$
	41,526
	$
	41,575
	

	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	

	
	LIABILITIES AND SHAREHOLDERS' EQUITY
	
	
	
	
	
	
	
	
	

	
	Current liabilities:
	
	
	
	
	
	
	
	
	

	
	Accounts payable
	$
	2,188
	$
	2,304
	

	
	Accrued liabilities
	
	
	2,855
	
	
	1,768
	

	
	Current maturities of long-term debt
	
	
	—
	
	
	2,000
	

	
	Deferred product revenue
	
	
	4,699
	
	
	
	4,707
	
	

	
	Total current liabilities
	
	
	9,742
	
	
	10,779
	

	
	
	
	
	
	
	
	
	
	
	

	
	Deferred rent
	
	
	608
	
	
	466
	

	
	Other long-term liabilities
	
	
	297
	
	
	
	1,232
	
	

	
	Total liabilities
	
	
	10,647
	
	
	12,477
	

	
	
	
	
	
	
	
	
	
	
	

	
	Shareholders' equity:
	
	
	
	
	
	
	
	
	

	
	Common stock, par value $0.001, 50,000,000 shares authorized, 8,929,350 and 8,929,134 shares issued and
	
	
	
	
	
	
	
	
	

	
	outstanding, respectively
	
	
	9
	
	
	9
	

	
	Additional paid-in capital
	
	
	39,034
	
	
	38,810
	

	
	Accumulated deficit
	
	
	(8,164)
	
	
	(9,721)
	

	
	Total shareholders' equity
	
	
	30,879
	
	
	
	29,098
	
	

	
	Total liabilities and shareholders' equity
	$
	41,526
	$
	41,575
	

	
	
	
	
	
	
	
	
	
	
	



See accompanying notes to unaudited condensed consolidated financial statements.
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CLEARONE COMMUNICATIONS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(Dollars in thousands, except per share amounts)

(Unaudited)


	
	
	
	
	Three months ended
	
	
	Nine months ended
	

	
	
	
	
	September 30,
	
	
	September 30,
	
	
	
	September 30,
	
	
	September 30,
	
	

	
	
	
	
	2010
	
	
	
	2009
	
	
	
	2010
	
	
	
	2009
	
	

	
	Revenue
	$
	10,359
	$
	7,646
	
	$
	28,652
	$
	22,308
	

	
	Cost of goods sold
	
	
	4,105
	
	
	3,692
	
	
	
	11,542
	
	
	11,127
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Gross profit
	
	
	6,254
	
	
	3,954
	
	
	
	17,110
	
	
	11,181
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Operating expenses:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Sales and marketing
	
	
	2,243
	
	
	1,603
	
	
	
	6,328
	
	
	5,222
	

	
	Research and product development
	
	
	2,124
	
	
	1,668
	
	
	
	5,772
	
	
	5,589
	

	
	General and administrative
	
	
	1,106
	
	
	1,329
	
	
	
	3,252
	
	
	2,632
	

	
	Insurance settlement
	
	
	—
	
	
	—
	
	
	—
	
	
	(1,100)
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Total operating expenses
	
	
	5,473
	
	
	4,600
	
	
	
	15,352
	
	
	12,343
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Operating income (loss)
	
	
	781
	
	
	(646)
	
	
	1,758
	
	
	(1,162)
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Other income (expense), net
	
	
	12
	
	
	67
	
	
	
	(120)
	
	
	352
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Income (loss) before income taxes
	
	
	793
	
	
	(579)
	
	
	1,638
	
	
	(810)
	

	
	Benefit from (provision for) income taxes
	
	
	194
	
	
	304
	
	
	(81)
	
	
	493
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Net income (loss)
	
	$
	987
	$
	(275)
	$
	1,557
	$
	(317)
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Basic earnings (loss) per common share
	$
	0.11
	$
	(0.03)
	$
	0.17
	$
	(0.04)
	

	
	Diluted earnings (loss) per common share
	$
	0.11
	$
	(0.03)
	$
	0.17
	$
	(0.04)
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Basic weighted average shares outstanding
	
	
	8,929,342
	
	
	8,928,897
	
	
	
	8,929,266
	
	
	8,923,869
	

	
	Diluted weighted average shares outstanding
	
	
	9,108,102
	
	
	9,052,070
	
	
	
	9,095,879
	
	
	9,043,977
	



See accompanying notes to unaudited condensed consolidated financial statements.
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CLEARONE COMMUNICATIONS, INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(Unaudited – Dollars in thousands)

	
	
	
	
	Nine months ended
	

	
	
	
	
	September 30,
	
	
	September 30,
	
	

	
	
	
	
	2010
	
	
	
	2009
	
	

	Cash flows from operating activities:
	
	
	
	
	
	
	
	
	

	
	Net income (loss)
	$
	1,557
	$
	(317)
	

	
	Adjustments to reconcile net income (loss) to net cash provided by (used in) operations:
	
	
	
	
	
	
	
	
	

	
	Depreciation and amortization expense
	
	
	900
	
	
	556
	

	
	Stock-based compensation
	
	
	224
	
	
	427
	

	
	Write-off of inventory
	
	
	145
	
	
	1,931
	

	
	Loss on disposal of assets
	
	
	111
	
	
	—
	

	
	Provision for doubtful accounts
	
	
	207
	
	
	38
	

	
	Changes in operating assets and liabilities:
	
	
	
	
	
	
	
	
	

	
	Receivables
	
	
	(2,441)
	
	
	308
	

	
	Deferred income taxes
	
	
	203
	
	
	(200)
	

	
	Note receivable
	
	
	—
	
	
	(29)
	

	
	Inventories
	
	
	2,344
	
	
	(3,302)
	

	
	Prepaid expenses and other assets
	
	
	609
	
	
	(704)
	

	
	Accounts payable
	
	
	177
	
	
	1,415
	

	
	Accrued liabilities
	
	
	1,324
	
	
	(1,374)
	

	
	Deferred product revenue
	
	
	(8)
	
	
	(16)
	

	
	Other assets/liabilities, net
	
	
	(932)
	
	
	310
	

	
	
	
	
	
	
	
	
	
	
	

	
	Net cash provided by (used in) operating activities
	
	
	4,420
	
	
	(957)
	

	
	
	
	
	
	
	
	
	
	
	

	
	Cash flows from investing activities:
	
	
	
	
	
	
	
	
	

	
	Escrow proceeds received pursuant to NetStreams acquisition
	
	
	350
	
	
	—
	

	
	Purchase of property and equipment
	
	
	(748)
	
	
	(915)
	

	
	Purchase of marketable securities
	
	
	—
	
	
	(1,253)
	

	
	Sale of marketable securities
	
	
	—
	
	
	8,742
	

	
	
	
	
	
	
	
	
	
	
	

	
	Net cash (used in) provided by investing activities
	
	
	(398)
	
	
	6,574
	

	
	
	
	
	
	
	
	
	
	
	

	
	Cash flows from financing activities:
	
	
	
	
	
	
	
	
	

	
	Proceeds from the issuance of common stock - options
	
	
	—
	
	
	118
	

	
	Principal payments on long-term debt
	
	
	(2,000)
	
	
	—
	

	
	Tax benefit from stock options
	
	
	—
	
	
	2
	

	
	
	
	
	
	
	
	
	
	
	

	
	Net cash (used in) provided by financing activities
	
	
	(2,000)
	
	
	120
	

	
	
	
	
	
	
	
	
	
	
	

	
	Net increase in cash and cash equivalents
	
	
	2,022
	
	
	5,737
	

	
	Cash and cash equivalents at the beginning of the period
	
	
	9,494
	
	
	2,323
	

	
	
	
	
	
	
	
	
	
	
	

	
	Cash and cash equivalents at the end of the period
	
	$
	11,516
	$
	8,060
	

	
	
	
	
	
	
	
	
	
	
	

	
	Supplemental disclosure of cash flow information:
	
	
	
	
	
	
	
	
	

	
	Cash paid for interest
	$
	61
	$
	—
	

	
	Cash paid for income taxes
	
	
	3
	
	
	675
	

	
	
	
	
	
	
	
	
	
	
	

	
	Supplemental disclosure of non-cash activities:
	
	
	
	
	
	
	
	
	

	
	Exchanged deposits from a vendor with accounts payable to the same vendor
	$
	293
	$
	672
	

	
	Unrealized loss on marketable securities, net of tax of $0 and $19
	
	
	—
	
	
	(15)
	

	
	Current liabilities reclassed to deferred rent
	
	
	176
	
	
	—
	



See accompanying notes to unaudited condensed consolidated financial statements.

- 3-
[image: ]

Table of Contents

CLEARONE COMMUNICATIONS, INC. AND SUBSIDIARIES NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Unaudited – Dollars in thousands)

1. Basis of Presentation

The fiscal year for ClearOne Communications, Inc. and its subsidiaries (collectively, “ClearOne” or the “Company”) is the 12 months ending on December

31st. The consolidated financial statements include the accounts of ClearOne and its subsidiaries. All significant intercompany accounts and transactions have been eliminated.

The accompanying interim consolidated financial statements for the three month and nine month periods ended September 30, 2010 and 2009 respectively have been prepared by the Company pursuant to the rules and regulations of the Securities and Exchange Commission (“SEC”) and are not audited. Certain information and footnote disclosures, that are usually included in financial statements prepared in accordance with generally accepted accounting principles in the United States (“GAAP”) have been either condensed or omitted in accordance with SEC rules and regulations. The accompanying consolidated financial statements contain all adjustments, consisting of normal recurring accruals, necessary for a fair presentation of our financial position as of September 30, 2010, the results of operations for the thr ee and nine months ended September 30, 2010 and 2009, and the condensed statements of cash flows for the nine months ended September 30, 2010 and 2009. The results of operations for the three and nine months ended September 30, 2010 and 2009 are not necessarily indicative of the results for a full-year period. These interim consolidated financial statements should be read in conjunction with the financial statements included in our Annual Report on Form 10-K for the year ended June 30, 2009 and transition report on Form 10-KT for six months ended December 31, 2009 filed with the SEC.

2. Business Combination, Goodwill and Intangibles

During November 2009, the Company acquired NetStreams, Inc. and recorded an allocation of the associated purchase price. The measurement period for purchase price allocation ends as soon as information on the facts and circumstances becomes available, but will not exceed twelve months from the date of acquisition. Adjustments in the purchase price allocation may require a recasting of the amounts allocated to goodwill retroactive to the period in which the acquisition occurred.

During the three months ended March 31, 2010, the Company revised the amount of goodwill recorded on the acquisition of NetStreams, Inc. by $57 retrospectively to the acquisition date as of November 3, 2009 as follows:

	Decrease in receivables
	$
	91
	

	Decrease in deferred income taxes - current
	
	1
	

	Increase in deferred income taxes - non current
	
	(35)

	Increase in goodwill
	$
	57
	

	
	
	
	




The consolidated balance sheets as of September 30, 2010 and December 31, 2009 reflect this adjustment. The adjustment was necessary to account for facts related to receivables acquired which became known to us during the three months ended March 31, 2010. No adjustment was made to goodwill since March 31, 2010. None of the amounts included in the goodwill are deductible for tax purposes.

During the three months ended March 31, 2010, we received $350 from the sellers of NetStreams, Inc. out of the initial escrow deposit as a result of the final working capital adjustment prescribed in the acquisition agreement.
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CLEARONE COMMUNICATIONS, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

	Intangibles as of September 30, 2010
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	Estimated
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	useful lives
	
	
	
	
	Accumulated
	
	
	
	
	

	
	
	(Years)
	
	
	
	Amount
	
	Amortization
	
	
	
	Net
	
	

	
	Trade name
	7
	$
	435
	$
	56
	$
	379
	

	
	Patents and technological know-how
	10
	
	
	2,070
	
	190
	
	
	1,880
	

	
	Proprietary software
	3
	
	
	215
	
	66
	
	
	149
	

	
	Other
	5
	
	
	49
	
	
	25
	
	
	24
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	2,769
	
	
	337
	
	
	2,432
	

	
	In-process research and development
	Indefinite
	
	
	400
	
	
	—
	
	
	400
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Total
	
	
	$
	3,169
	$
	337
	$
	2,832
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	




The following table summarizes the amortization during the three and nine months ended September 30, 2010 and 2009:

	
	
	
	
	Three months ended
	
	
	
	
	Nine months ended
	

	
	
	
	
	September 30,
	
	September 30,
	
	
	
	
	September 30,
	
	
	September 30,
	
	

	
	
	
	
	2010
	
	
	2009
	
	
	
	
	2010
	
	
	2009
	
	

	
	Amortization of intangibles with finite lives
	$
	88
	$
	2
	$
	263
	$
	7
	

	
	3. Inventories
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	Inventories, net of reserves, consisted of the following:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	As of
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	September 30,
	
	
	As of
	

	
	
	
	
	
	
	
	
	
	
	
	
	2010
	
	December 31, 2009
	

	Current:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Raw materials
	
	
	
	
	
	
	
	
	$
	278
	$
	453
	

	
	Finished goods
	
	
	
	
	
	
	
	
	
	
	5,746
	
	
	5,783
	
	

	
	
	
	
	
	
	
	
	
	
	$
	6,024
	$
	6,236
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Long-term:
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Raw materials
	
	
	
	
	
	
	
	
	$
	826
	$
	1,056
	

	
	Finished goods
	
	
	
	
	
	
	
	
	
	
	3,309
	
	
	5,356
	
	

	
	
	
	
	
	
	
	
	
	
	$
	4,135
	$
	6,412
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



Long-term inventory represents inventory held in excess of our current requirements based on our recent sales and forecasted level of sales. We have developed programs to reduce the inventory to normal operating levels in the near future. We expect to sell the above inventory, net of reserves, at or above the stated cost and believe that no loss will be incurred on its sale.

Current finished goods include consigned inventory in the amounts of approximately $1,784 and $1,846 as of September 30, 2010 and December 31, 2009, respectively. Consigned inventory represents inventory at distributors and other customers where revenue recognition criteria have not been achieved.
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CLEARONE COMMUNICATIONS, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

The following table summarizes the losses incurred on valuation of inventory at lower of cost or market value and write-off of obsolete inventory during the three and nine months ended September 30, 2010 and 2009:

	
	
	
	Three months ended
	
	
	
	
	Nine months ended

	
	
	
	September 30,
	
	
	
	September 30,
	
	
	
	
	September 30,
	
	
	September 30,
	

	
	
	2010
	
	
	2009
	
	
	
	
	2010
	
	
	
	2009
	

	
	Losses incurred on valuation of inventory and write-off of
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	obsolete inventory
	$
	4
	$
	7
	$
	149
	$
	1,927




4. Share-based Compensation

Share-based compensation expense has been allocated as follows:

	
	
	
	Three months ended
	
	
	Nine months ended

	
	
	
	September 30,
	
	
	
	
	September 30,
	
	
	
	September 30,
	
	
	September 30,
	

	
	
	
	2010
	
	
	
	
	2009
	
	
	
	2010
	
	
	
	2009
	

	
	Cost of goods sold
	$
	—
	$
	—
	$
	—
	$
	—

	
	Sales and marketing
	
	
	7
	
	
	22
	
	
	
	31
	
	
	68

	
	Research and development
	
	
	8
	
	
	2
	
	
	22
	
	
	15

	
	General and administrative
	
	
	47
	
	
	94
	
	
	
	169
	
	
	344

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	$
	62
	$
	118
	$
	222
	$
	427

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



As of September 30, 2010, the total remaining unrecognized compensation cost related to non-vested stock options, net of forfeitures, was approximately $‐ 314.

During the three and nine months ended September 30, 2010, we granted 10,500 and 152,250 stock options, respectively. 92,500 stock options were issued during the nine months ended September 30, 2009. We use judgment in determining the fair value of the share-based payments on the date of grant using an option-pricing model with assumptions regarding a number of highly complex and subjective variables. These variables include the risk-free interest rate of the awards, the expected life of the awards, the expected volatility over the term of the awards, the expected dividends of the awards, and an estimate of the amount of awards that are expected to be forfeited. We use the Black-Scholes option pricing model to determine the fair value of share-based payments granted under ASC Topic 718.

5. Shareholders’ Equity

The following table summarizes the change in shareholders’ equity during the three and nine months ended September 30, 2010 and 2009:

	
	
	
	Three months ended
	
	
	Nine months ended
	

	
	
	
	September 30,
	
	
	September 30,
	
	
	
	September 30,
	
	
	September 30,
	
	

	
	
	
	2010
	
	
	2009
	
	
	
	2010
	
	
	
	2009
	
	

	
	Balance at the beginning of the period
	$
	29,828
	$
	28,486
	$
	29,098
	$
	28,131
	

	
	Net income during the period
	
	987
	
	
	(275)
	
	
	1,557
	
	
	(317)
	

	
	Stock based compensation
	
	64
	
	
	118
	
	
	224
	
	
	427
	

	
	Exercise of stock options
	
	—
	
	
	—
	
	
	—
	
	
	118
	

	
	Unrealized gain (loss) on marketable securities net of tax,
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	$(11) and $8
	
	—
	
	
	15
	
	
	
	—
	
	
	(15)
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Balance at end of the period
	$
	30,879
	$
	28,344
	$
	30,879
	$
	28,344
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CLEARONE COMMUNICATIONS, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS

	6. Other income (expense), net
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	The details of other income (expense), net are as follows:
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	Three months ended
	
	
	
	
	Nine months ended

	
	
	September 30,
	
	
	September 30,
	
	
	
	
	September 30,
	
	
	September 30,
	

	
	
	2010
	
	
	2009
	
	
	
	
	2010
	
	
	
	2009
	

	
	Interest income
	$
	12
	$
	59
	
	$
	39
	$
	326

	
	Interest expense
	
	—
	
	
	—
	
	
	(51)
	
	
	—

	
	Gain (loss) on disposal of property and equipment
	
	—
	
	
	—
	
	
	(111)
	
	
	—

	
	Other
	
	—
	
	
	8
	
	
	3
	
	
	26

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	$
	12
	$
	67
	
	$
	(120)
	$
	352

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	



7. Income Taxes

During the nine months ended September 30, 2010, the company completed an audit with the Internal Revenue Service and agreed to a reduction of certain tax attributes related to its June 30, 2007 through December 31, 2009 tax years. As a result, we recognized tax benefits that favorably impacted our effective tax rate. The total outstanding balance for liabilities related to unrecognized tax benefits at September 30, 2010 was approximately $297 of which $11 was associated with interest and penalties. We account for interest expense and penalties for unrecognized tax benefits as part of our income tax provision.

8. Subsequent Events

The Company evaluated its condensed consolidated financial statements as of and for the quarter ended September 30, 2010 for subsequent events through the date the financial statements were issued. The Company is not aware of any subsequent events which would require recognition or disclosure in the financial statements.

9. Recent Accounting Pronouncements

Financial Accounting Standards Board (“FASB”) issued in February 2010, Accounting Standards Update (“ASU”) 2010-09 affecting Accounting Standards Codification (“ASC”) Topic 855, Subsequent Events. The update removed the requirement for a SEC filer to disclose a date through which subsequent events have been evaluated in both issued and revised financial statements. The Company adopted the guidelines effective February 2010 and its adoption has no impact on the Company’s financial position, results of operations or cash flows.
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CLEARONE COMMUNICATIONS, INC. AND SUBSIDIARIES

Item 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

This report on Form 10-Q includes “forward-looking statements” within the meaning of Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934, as amended (the “Exchange Act”). All statements in this report, other than statements of historical fact, are forward-looking statements for purposes of these provisions, including any projections of earnings, revenues or other financial items, any statements of the plans and objectives of management for future operations, any statements concerning proposed new products or services, any statements regarding future economic conditions or performance, and any statements of assumptions underlying any of the foregoing. All forward-looking statements included in this report are made as of the date hereof and are based on information available to us as of such date. We assume no obligation to update any forward-looking statement. In some cases, forward-looking statements can be identified by the use of terminology such as “may,” “will,” “expects,” “plans,” “anticipates,” “intends,” “believes,” “estimates,” “potential,” or “continue,” or the negative thereof or other comparable terminology. Although we believe that the expectations reflected in the forward-looking statements contained herein are reasonable, there can be no assurance that any such expectations or any forward-looking statement will prove to be correct. Our actual results will vary, and may vary materially, from those projected or assumed in the forward-looking statements. Future financial condition and results of operations, as well as an y forward-looking statements, are subject to inherent risks and uncertainties, including, without limitation, product recalls and product liability claims; infringement of our technology or assertion that our technology infringes the rights of other parties; termination of supplier relationships, or failure of suppliers to perform; inability to successfully manage growth; delays in obtaining regulatory approvals or the failure to maintain such approvals; concentration of our revenue among a few customers, products or procedures; development of new products and technology that could render our products obsolete; market acceptance of new products; introduction of products in a timely fashion; price and product competition, availability of labor and materials, cost increases, and fluctuations in and obsolescence of inventory; volatility of the market price of our common stock; foreign currency fluctuations; changes in key personnel; work stoppage or transportation risks; and other factors referred to in our pre ss releases and reports filed with the SEC, including our Annual Report on Form 10-K for the year ended June 30, 2009 and transition report on Form 10-KT for the six months ended December 31, 2009. All subsequent forward-looking statements attributable to us or persons acting on our behalf are expressly qualified in their entirety by these cautionary statements. Additional factors that may have a direct bearing on our operating results are discussed in Part I, Item 1A “Risk Factors” in our Annual Report on Form 10-K for the year ended June 30, 2009 and transition report on Form 10-KT for the six months ended December 31, 2009.

Business Overview

ClearOne is a global communications solutions company that develops and sells conferencing, collaboration, streaming media and connectivity systems for audio, video, and web applications. The reliability, flexibility, and performance of ClearOne’s comprehensive solutions enhance the quality of life through better communication, education and entertainment. Our advanced comprehensive solutions create a natural communications environment, which saves organizations time and money by enabling more effective and efficient communication.

With respect to the conferencing & collaboration products market, ClearOne dominates the professional audio conferencing segment and is the undisputed leader with the largest global market share at nearly 50%. We develop, manufacture, market, and service a comprehensive line of high-quality conferencing & collaboration products under personal, tabletop, premium and professional (installed audio) categories. Our leadership in product innovation has resulted in the development of a broad portfolio of technologically advanced award-winning products.

With the recent acquisiton of NetStreams, ClearOne has entered the market for networked media and control distribution products.
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NetStreams, recently acquired by ClearOne in November 2009, is a pioneer in digital media networks based on Internet Protocol (TCP/IP). NetStreams’ products combine High Definition (HD) audio and video content, meta-data and control signals into one stream for distribution over an IP network for commercial and residential use and incorporate industry standards while doing so. NetStreams’ products offer high levels of performance, simplicity, scalability and reliability. The acquisition also brings valuable intellectual property including several granted and pending patents related to NetStreams’ StreamNet® technology, used for streaming time-sensitive synchronous HD audio and video over local area networks (LAN). StreamNet provides AV practitioners the capability to achieve consistent & high quality AV over I P solutions by removing the effect of network delays and packet losses on audio, video & control data.

The acquisition of NetStreams will enable ClearOne to enter new and large vertical markets such as digital signage and commercial sound distribution. NetStreams’ products and technologies complement existing ClearOne products and provide a platform for future AV over IP solutions. ClearOne specializes in conferencing & collaboration technologies, while NetStreams is focused on multimedia & network technologies. The ClearOne and NetStreams products and technologies can stand alone or combine to provide more of the overall solution for customers.

Our conferencing & collaboration products are used by organizations of all sizes to accomplish effective group communication. Our networked media and control distribution systems are used by a wide range of customers from individual residential users to large enterprises. Our end-users range from some of the world’s largest and most prestigious companies and institutions to small and medium sized businesses, educational institutions, and government organizations as well as individual consumers. We sell our products to these end-users primarily through a network of independent distributors and resellers who in turn sell our products to dealers, systems integrators, and other value-added resellers. We also sell products directly to dealers, systems integrators, value-added resellers, and end-users.

ClearOne has been engaged in the following strategic initiatives to build on our existing leadership in the global audio conferencing market:

· Focus on Unified Communications (UC) by forging strategic product and channel relationships with major UC systems providers.

· Extend our reach into the enterprise by offering enterprise-wide HD audio, video and data distribution solutions.

· Develop and deepen direct relationships with key partner resellers.

· Following the successful operational integration of NetStreams into ClearOne, accelerate development of next generation products by tightly integrating ClearOne and NetStreams technologies.
· Target bigger vertical markets including digital signage and audio distribution.

· Leverage NetStreams’ broad-ranging intellectual property by engaging in a variety of partnership activities ranging from licensing to developing a StreamNet eco-system to expand the application of StreamNet technology.

Our revenues were $10.4 million and $28.7 million during the three and nine months ended September 30, 2010, compared to $7.6 million and $22.3 million during the three and nine months ended September 30, 2009. Our gross profit increased by $2.3 million and $5.9 million during the three and nine months ended September 30, 2010. Net income rose to $987,000 during the three months ended September 30, 2010 (“2010 Q3”) compared to a net loss of $275,000 during the three months ended September 30, 2009 (“2009 Q3”). Net income for the nine months ended September 30, 2010 (“2010 YTD”) also improved to $1.6 million compared to a net loss of $317,000 during the nine months ended September 30, 2009 (“2009 YTD”). The increase in revenues and profits wer e the result of stabilizing market conditions in the global economy in favor of higher demand for our installed professional conferencing products, successful introduction of new products during the last 12 months and steady growth in demand for our products overseas. Nevertheless, we will continue our existing measures to control costs and monitor future trends closely in response to our observation of our customers’ deliberate selective spending. A detailed discussion of our results of operations follows below.
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Analysis of Results of Operations

Results of Operations for the three months ended September 30, 2010, and 2009, and nine months ended September 30, 2010, and 2009

The following table sets forth certain items from our unaudited condensed consolidated statements of operations (dollars in thousands) for the quarters

ended September 30, 2010 and 2009, and the nine months ended September 30, 2010 and 2009, together with the percentage of total revenue which each such item represents:


	
	
	
	
	
	Three months ended September 30,
	
	
	
	
	
	
	Nine months ended September 30,
	
	
	

	
	
	
	
	
	
	% of
	
	
	
	% of
	
	
	
	
	
	
	
	% of
	
	
	
	% of
	
	
	

	
	
	
	
	2010
	
	Revenue
	
	2009
	
	Revenue
	Change
	
	
	2010
	
	
	Revenue
	
	2009
	Revenue
	Change
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Revenue
	$
	10,360
	100.0%
	$
	7,646
	100.0%
	35.5%
	$
	28,652
	100.0%
	$
	22,308
	100.0%
	28.4%
	

	
	Cost of goods sold
	
	
	4,105
	
	39.6%
	
	3,692
	48.3%
	11.2%
	
	
	11,542
	40.3%
	
	11,127
	49.9%
	3.7%
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Gross profit
	
	
	6,255
	
	60.4%
	
	3,954
	51.7%
	58.2%
	
	
	17,110
	59.7%
	
	11,181
	50.1%
	53.0%
	

	
	Sales and marketing
	
	
	2,243
	21.7%
	
	1,603
	21.0%
	39.9%
	
	
	6,328
	22.1%
	
	5,222
	23.4%
	21.2%
	

	
	Research and product
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	development
	
	
	2,124
	20.5%
	
	1,668
	21.8%
	27.3%
	
	
	5,772
	20.1%
	
	5,589
	25.1%
	3.3%
	

	
	General and administrative
	
	
	1,107
	10.7%
	
	1,329
	17.4%
	-16.7%
	
	
	3,252
	11.3%
	
	2,632
	11.8%
	23.6%
	

	
	Insurance Settlement
	
	
	—
	
	—
	
	
	—
	—
	—
	
	
	—
	
	—
	
	(1,100)
	-4.9%
	*
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Operating income
	
	
	781
	
	7.5%
	
	(646)
	-8.4%
	*
	
	
	1,758
	6.1%
	
	(1,162)
	-5.2%
	*
	

	
	Other (expense) income, net
	
	
	12
	
	0.1%
	
	67
	
	0.9%
	-82.1%
	
	
	(120)
	-0.4%
	
	352
	1.6%
	*
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Income before income taxes
	
	
	793
	
	7.7%
	
	(579)
	-7.6%
	*
	
	
	1,638
	5.7%
	
	(810)
	-3.6%
	*
	

	
	(Provision for) benefit from
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	income taxes
	
	
	194
	
	1.9%
	
	304
	4.0%
	-36.2%
	
	
	(81)
	-0.3%
	
	493
	2.2%
	*
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Net income
	
	$
	987
	
	9.5%
	$
	(275)
	-3.6%
	*
	$
	1,557
	5.4%
	$
	(317)
	-1.4%
	*
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	


* Not meaningful


Revenue

Revenue for 2010 Q3 increased by approximately 35.5% over 2009 Q3, while revenue for 2010 YTD increased by 28.4% over revenue for 2009 YTD. The increase was caused by an overall increase in revenue from our professional and personal audio conferencing products lines due to increased demand for our products in the international markets, stabilization in the global economy and due to contribution of additional revenue from the introduction of new products and NetStreams products. The revenue from tabletop conferencing products was limited during 2010 Q3 due to the transition of our production to our new global electronics manufacturing services (EMS) provider. We expect to reach our normal capacity of production and supply of global tabletop conferencing products during the fourth quarter of 2010.

During 2010 Q3 and 2009 Q3, the net change in deferred revenue was a net recognition of revenue of $334,000 and a net deferral of revenue of $595,000, respectively. During 2010 YTD and 2009 YTD, the net change in deferred revenue was a net recognition of revenue of $8,000 and $16,000 respectively. See “Critical Accounting Policies and Estimates” under “Revenue and Associated Allowance for Revenue Adjustments and Doubtful Accounts” below for a detailed discussion of deferred revenue.
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Costs of Goods Sold and Gross Profit

Costs of goods sold include expenses associated with finished goods purchased from electronic manufacturing services (EMS) providers, in addition to other operating expenses, which include material and direct labor, our manufacturing and operations organization, property and equipment depreciation, warranty expenses, freight expenses, royalty payments, and the allocation of overhead expenses.

Our gross profit margin (GPM), which is gross profit as a percentage of revenue, was 60.4% and 51.7% in 2010 Q3 and 2009 Q3, respectively. GPM for 2010 YTD was 59.7% compared to 50.1% during 2009 YTD. GPM improved in 2010 in comparison to 2009 primarily due to reduction in inventory obsolescence, increase in sales of high margin professional conferencing products and decrease in sales of lower margin tabletop conferencing products.

Operating Expenses

2010 Q3 operating expenses were approximately $5.5 million, an increase of approximately $0.9 million from $4.6 million in 2009 Q3 or an increase of 19% over 2009 Q3 expenses. Operating expenses during 2010 YTD were $15.4 million compared to $13.4 million during 2009 YTD after excluding insurance settlement proceeds.

Sales and Marketing (“S&M”) Expenses. S&M expenses include selling, customer service, and marketing expenses such as employee-related costs, allocations of overhead expenses, trade shows, and other advertising and selling expenses.

S&M expenses during 2010 Q3 increased by approximately $640,000, or 40% when compared to 2009 Q3. The increase in S&M expenses during 2010 YTD was $1.1 million, or 21% when compared to 2009 YTD. The increases were primarily due to an increase in commissions on sales, additional expenditures incurred on NetStreams sales personnel, and additional investment in NetStreams sales infrastructure.

Research and Development (“R&D”) Expenses. R&D expenses include research and development and product line management, including employee-related costs, outside services, expensed materials and depreciation, and an allocation of overhead expenses.

R&D expenses during 2010 Q3 increased by $456,000 or 27% compared to expenses during 2009 Q3. Similarly, R&D expenses during 2010 YTD increased by $183,000 or 3% compared to 2009 YTD expenses. The increases were primarily due to additional compensation costs associated with NetStreams personnel partially offset by reduction in salaries, consulting fees and project expenses.

General and Administrative (“G&A”) Expenses. G&A expenses include employee-related costs, professional service fees, allocations of overhead expenses, litigation costs, and corporate administrative costs, including finance, information technology and human resources.

G&A expenses during 2010 Q3 decreased by $222,000 when compared to expenditures incurred in 2009 Q3. The decrease was primarily due to savings in legal fees partially offset by increases in the allowance for doubtful debts, accounting services and amortization of intangibles.

G&A expenses increased approximately by $620,000 during 2010 YTD in comparison to G&A expenses in 2009 YTD. During 2009 YTD, G&A expenses

were reduced by approximately $1.1 million for reversal of accrued legal expenses and $145,000 for receipt of an insurance settlement. After excluding the

above said reversal in 2009 Q1 and receipt of an insurance settlement mentioned above, G&A expenses during 2010 YTD decreased approximately by

$672,000 compared to 2009 YTD. The decrease was primarily due to reduction in legal expenses and compensation cost partially offset by increases in the

executive compensation, allowance for doubtful accounts, accounting services and amortization of intangibles. We continue to incur high legal expenses due

to litigation to protect our intellectual property and to defend ourselves from i ndemnification claims made by former officers.
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Other income (expense), net

Other income (expense), net, includes interest income, interest expense, gain (loss) on the disposal of assets, and currency gain (loss).

Other income, net during 2010 Q3 decreased by approximately $55,000 compared to 2009 Q3 primarily due to reduction in interest income. Other expense, net during 2010 YTD was ($120,000) compared to other income, net of approximately $352,000 during 2009 YTD. The difference was due to reduction in interest income by $287,000, a loss of approximately $111,000 incurred on disposal of fixed assets and interest expense of approximately $51,000.

Benefit from (provision for) income taxes

Benefit from income taxes during 2010 Q3 and 2009 Q3 were $194,000 and $304,000 respectively. Provision for taxes during 2010 YTD was ($81,000) compared to benefit from income taxes of $493,000 during 2009 YTD.

Income taxes are based on the estimated effective federal, state and foreign income tax rates. Our tax rates for 2010 Q3 and 2010 YTD were favorable primarily as a result of the reversal of an uncertain tax liability for approximately $935,000 during 2010 Q3 due to favorable conclusion of federal tax audit.

Liquidity and Capital Resources

As of September 30, 2010, our cash and cash equivalents were approximately $11.5 million, an increase of $2.0 million compared to cash and cash equivalents of approximately $9.5 million as of December 31, 2009.

Net cash provided by operating activities was $4.4 million in the nine months ended September 30, 2010, an increase of $5.4 million from the net cash used by operating activities of approximately $957,000 in the nine months ended September 30, 2009. The increase was primarily due to increased profits, realization of inventory and increase in accrued expenses partially offset by an increase in accounts receivable.

Net cash used in investing activities during the nine months ended September 30, 2010 was approximately $398,000, made up of the receipt of $350,000 of final working capital adjustment from sellers of NetStreams, Inc. and purchase of equipment of approximately $748,000. Net cash provided by investing activities in the nine months ended September 30, 2009 was $7.0 million primarily due to proceeds realized on sale of marketable securities partially offset by the purchase of equipment and marketable securities.

During the nine months ended September 30, 2010, $2 million of debt assumed at the time of acquisition of NetStreams was fully paid, representing the cash used in financing activities. Net cash provided by financing activities during the nine months ended September 30, 2009 was approximately $120,000, being the proceeds received from issuance of stock upon exercise of stock options.

As of September 30, 2010 our working capital was $20.3 million as compared to $16.3 million as of December 31, 2009.

We believe that future income from operations and effective management of working capital will provide the liquidity needed to meet our short-term and long-term operating requirements and finance our growth plans. We also believe that our strong financial position and solid business model will help us raise additional capital when needed to meet our short and long-term financing needs. In addition to capital expenditures, we may use cash during the near future for selective investments in technological, marketing or product manufacturing capabilities to broaden our product offerings, and acquisitions that may strategically fit our business and are accretive to our business performance.

However, no assurance can be given that changes will not occur that would consume available capital resources at a rate more rapidly than anticipated and we may need or want to raise additional debt or equity financing to fund our operations within this period of time.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

Our discussion and analysis of our results of operations and financial position are based upon our consolidated financial statements, which have been prepared in conformity with U.S. generally accepted accounting principles. We review the accounting policies used in reporting our financial results on a regular basis. The preparation of these financial statements requires us to make estimates and assumptions that affect the reported amounts of assets and liabilities and the disclosure of contingent assets and liabilities at the date of the financial statements and the reported amounts of revenue and expenses during the reporting period. We evaluate our assumptions and estimates on an ongoing basis and may employ outside experts to assist in our evaluations. We believe that the estimates we use are reasonable; however, actual results could differ from those estimates.
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Our significant accounting policies are described in our Annual Report on Form 10-K for the year ended June 30, 2009 and transition report on Form 10-KT for the six months ended December 31, 2009. We believe the following critical accounting policies identify our most critical accounting policies, which are the policies that are both important to the representation of our financial condition and results and requires our most difficult, subjective or complex judgments, often as a result of the need to make estimates about the effect of matters that are inherently uncertain.

Revenue and Associated Allowances for Revenue Adjustments and Doubtful Accounts

Included in continuing operations is product revenue, primarily from product sales to distributors, dealers, and end-users. Product revenue is recognized when

(i) the products are shipped and any right of return expires, (ii) persuasive evidence of an arrangement exists, (iii) the price is fixed and determinable, and (iv) collection is reasonably assured.

We provide a right of return on product sales to major distributors under a product rotation program. Under this seldom used program, a distributor is allowed to return once a quarter products purchased during the prior 180 days for a total value generally not exceeding 15% of the distributor’s net purchases during the preceding quarter. The distributor is, however, required to place a new purchase order for an amount not less than the value of products returned under the stock rotation program. When products are returned, the associated revenue, cost of goods sold, inventory and accounts receivable originally recorded are reversed. When the new order is placed, the revenue, associated cost of goods sold, inventory and accounts receivable are recorded and the product revenue is subject to deferral analysis described below. In a s mall number of cases, the distributors are also permitted to return the products for other business reasons.

Revenue from product sales to distributors is not recognized until the return privilege has expired or it can be determined with reasonable certainty that the return privilege has expired, which approximates when product is sold-through to customers of our distributors (dealers, system integrators, value-added resellers, and end-users) rather than when the product is initially shipped to a distributor. We evaluate, at each quarter-end, the inventory in the channel through information provided by our distributors. The level of inventory in the channel will fluctuate up or down, each quarter, based upon our distributors’ individual operations. Accordingly, each quarter-end deferral for revenue and associated cost of goods sold are calculated and recorded based upon the actual channel inventory reported at quarter-end. Further, with re spect to distributors and other channel partners not reporting the channel inventory, the revenue and associated cost of goods sold are deferred until we receive payment for the product sales made to such distributors or channel partners.

The accuracy of the deferred revenue and costs depend to a large extent on the accuracy of the inventory reports provided by our distributors and other resellers and any material error in those reports would affect our revenue deferral. However, we believe that the controls we have in place including periodic physical inventory verifications and analytical reviews would help us identify and prevent any material errors in such reports.

The amounts of deferred cost of goods sold were included in consigned inventory. The following table details the amount of deferred revenue, cost of goods sold, and gross profit:

	
	
	
	
	As of
	
	
	
	
	

	
	
	
	
	September 30,
	
	
	As of
	

	
	
	
	
	2010
	
	
	December 31, 2009
	
	

	
	Deferred revenue
	$
	4,699
	$
	4,707
	

	
	Deferred cost of goods sold
	
	
	(1,784)
	
	
	(1,846)
	

	
	
	
	
	
	
	
	
	
	
	

	
	Deferred gross profit
	
	$
	2,915
	$
	2,861
	

	
	
	
	
	
	
	
	
	
	
	




We offer rebates and market development funds to certain of our distributors, dealers/resellers, and end-users based upon volume of product purchased by them. We record rebates as a reduction of revenue in accordance with GAAP.

We offer credit terms on the sale of our products to a majority of our customers and perform ongoing credit evaluations of our customers’ financial condition. We maintain an allowance for doubtful accounts for estimated losses resulting from the inability or unwillingness of our customers to make required payments based upon our historical collection experience and expected collectability of all accounts receivable. Our actual bad debts in future periods may differ from our current estimates and the differences may be material, which may have an adverse impact on our future accounts receivable and cash position.
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Impairment of Goodwill and Intangible Assets

We allocated the purchase price on acquisition of NetStreams, Inc. on the basis of well established valuation techniques performed by qualified experts.

Goodwill is measured as the excess of the cost of acquisition over the sum of the amounts assigned to tangible and identifiable intangible assets acquired less

liabilities assumed. We intend to perform impairment tests of goodwill and intangible assets with an indefinite useful life, on an annual basis in the fourth

fiscal quarter, or sooner if a triggering event occurs suggesting possible impairment of the values of these assets. As of December 31, 2009, $726,000 and

$400,000 have been recorded as goodwill and intangible assets with an indefinite useful life, respectively. In response to changes in industry, technology and

competitive circumstances we might be required to exit or dispose of the business acquired through NetStreams, Inc., which could result in an impairment of

goodwill and intangible assets.

Impairment of Long-Lived Assets

We assess the impairment of long-lived assets, such as property and equipment and definite-lived intangibles subject to amortization, annually or whenever events or changes in circumstances indicate that the carrying value of an asset may not be recoverable. Recoverability of assets to be held and used is measured by a comparison of the carrying amount of an asset or asset group to estimated future undiscounted net cash flows of the related asset or group of assets over their remaining lives. If the carrying amount of an asset exceeds its estimated future undiscounted cash flows, an impairment charge is recognized for the amount by which the carrying amount exceeds the estimated fair value of the asset. Impairment of long-lived assets is assessed at the lowest levels for which there are identifiable cash flows that are independent of othe r groups of assets. The impairment of long-lived assets requires judgments and estimates. If circumstances change, such estimates could also change. Assets held for sale are reported at the lower of the carrying amount or fair value, less the estimated costs to sell.

Accounting for Income Taxes

We are subject to income taxes in both the United States and in certain non-U.S. jurisdictions. We estimate our current tax position together with our future tax consequences attributable to temporary differences resulting from differing treatment of items, such as deferred revenue, depreciation, and other reserves for tax and accounting purposes. These temporary differences result in deferred tax assets and liabilities. We must then assess the likelihood that our deferred tax assets will be recovered from future taxable income, prior year carryback, or future reversals of existing taxable temporary differences. To the extent we believe that recovery is not more likely than not, we establish a valuation allowance against these deferred tax assets. Significant judgment is required in determining our provision for income taxes, our deferred tax assets and liabilities, and any valuation allowance recorded against our deferred tax assets. To the extent we establish a valuation allowance in a period we must include and expense the allowance within the tax provision in the consolidated statement of operations. Our valuation allowance at September 30, 2010 is $858,000.

Lower-of-Cost or Market Adjustments and Reserves for Excess and Obsolete Inventory

We account for our inventory on a first-in, first-out basis, and make appropriate adjustments on a quarterly basis to write-down the value of inventory to the lower-of-cost or market. In addition to the price of the product purchased, the cost of inventory includes our internal manufacturing costs including warehousing, material purchasing, quality and product planning expenses.

We perform a quarterly analysis of obsolete and slow-moving inventory to determine if any inventory needs to be written down. In general, we write-down our excess and obsolete inventory by an amount that is equal to the difference between the cost of the inventory and its estimated market value if market value is less than cost, based upon assumptions about future product life-cycles, product demand, shelf life of the product, inter-changeability of the product and market conditions. Those items that are found to have a supply in excess of our estimated current demand are considered to be slow-moving or obsolete and classified as long-term. An appropriate reserve is made to write-down the value of that inventory to its expected realizable value. These charges are recorded in cost of goods sold. The reserve against slow-moving or obsolete inventory is increased or reduced based on several factors which among other things require us to make an estimate of a product’s life-cycle, potential demand and our ability to sell these products at estimated price levels. While we

make considerable efforts to calculate reasonable estimates of these variables actual results may vary. If there were to be a sudden and significant decrease in demand for our products, or if there were a higher incidence of inventory obsolescence because of changing technology and customer requirements, we could be required to increase our inventory allowances, and our gross profit could be adversely affected.
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Share-Based Payment

Prior to June 30, 2005 and as permitted under the then existing FASB guidelines under SFAS No. 123, “Accounting for Stock-Based Compensation”, we accounted for our share-based payments following the recognition and measurement principles of Accounting Principles Board Opinion No. 25, “Accounting for Stock Issued to Employees,” as interpreted. Accordingly, no share-based compensation expense had been reflected in our statements of operations for unmodified option grants since (1) the exercise price equaled the market value of the underlying common stock on the grant date and (2) the related number of shares to be granted upon exercise of the stock option was fixed on the grant date.

In December 2004, the FASB issued guidelines now contained under FASB ASC Topic 718, Compensation – Stock Compensation. ASC Topic 718 establishes standards for the accounting for transactions in which an entity exchanges its equity instruments for goods or services. Primarily, this Topic focuses on accounting for transactions in which an entity obtains employee services in share-based payment transactions. It also addresses transactions in which an entity incurs liabilities in exchange for goods or services that are based on the fair value of the entity’s equity instruments or that may be settled by the issuance of those equity instruments. Under ASC Topic 718, we measure the cost of empl oyee services received in exchange for an award of equity instruments based on the grant date fair value of the award (with limited exceptions). That cost will be recognized over the period during which an employee is required to provide service in exchange for the awards – the requisite service period (usually the vesting period). No compensation cost is recognized for equity instruments for which employees do not render the requisite service. Therefore, if an employee does not ultimately render the requisite service, the costs associated with the unvested options will not be recognized cumulatively.

Effective July 1, 2005, we adopted the guidelines contained in ASC Topic 718 and its fair value recognition provisions using the modified prospective transition method. Under this transition method, stock-based compensation cost recognized after July 1, 2005 includes the straight-line basis compensation cost for (a) all share-based payments granted prior to July 1, 2005, but not yet vested, based on the grant date fair values used for the pro-forma disclosures under the original SFAS No. 123 and (b) all share-based payments granted or modified on or after July 1, 2005, in accordance with the provisions of ASC Topic 718.

Under ASC Topic 718, we recognize compensation cost net of an anticipated forfeiture rate and recognize the associated compensation cost for those awards expected to vest on a straight-line basis over the requisite service period. We use judgment in determining the fair value of the share-based payments on the date of grant using an option-pricing model with assumptions regarding a number of highly complex and subjective variables. These variables include, but are not limited to, the risk-free interest rate of the awards, the expected life of the awards, the expected volatility over the term of the awards, the expected dividends of the awards, and an estimate of the amount of awards that are expected to be forfeited. If assumptions change in the application of ASC Topic 718 and its fair value recognition provisions in future periods, the stock-based compensation cost ultimately recorded under the guidelines of ASC Topic 718 may differ significantly from what was recorded in the current period.

Item 3.  QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

Not applicable.

Item 4T.  CONTROLS AND PROCEDURES

An evaluation of the effectiveness of our disclosure controls and procedures (as defined in Rules 13a-15(e) and 15d-15(e) of the Exchange Act) as of September 30, 2010 was performed under the supervision and with the participation of our management, including our Chief Executive Officer and our Chief Financial Officer. Based on this evaluation, our management, including our Chief Executive Officer and Chief Financial Officer, concluded that our disclosure controls and procedures are effective as of September 30, 2010 to ensure that information required to be disclosed by us in reports we file or submit under the Exchange Act is recorded, processed, summarized and reported as specified in the SEC’s rules and forms.

There was no change in our internal control over financial reporting during the quarter ended September 30, 2010 that materially affected, or that we believe is reasonably likely to materially affect, our internal control over financial reporting.


- 15-
[image: ]

Table of Contents

CLEARONE COMMUNICATIONS, INC. AND SUBSIDIARIES

PART II - OTHER INFORMATION

Item 1.  LEGAL PROCEEDINGS

The following is an update to the status of the legal proceedings and commitments and contingencies reported in our Form 10-KT for the transition period ended December 31, 2009 under Note - 9 Commitments and Contingencies of the Notes to Consolidated Financial Statements (Part II, Item 8).

Indemnification of Officers and Directors.

Flood: On August 30, 2010, the Tenth Circuit Court of Appeals issued a ruling vacating the District Court’s preliminary injunction on the grounds that ClearOne’s promise to advance criminal defense expenses was conditioned upon compliance with ClearOne’s bylaws and ClearOne had the power to cease advancement based on certain conditions, as long as ClearOne acted in good faith. Since the District Court had erred by reforming the Employment Separation Agreement to make ClearOne’s obligation to advance unconditional, the case was remanded to the District Court.

Strohm: On June 30, 2010, Strohm’s counsel filed its petition for attorneys’ fees and costs seeking over $3.0 million in addition to the $1.4 million that ClearOne has already paid to Strohm’s counsel in connection with her federal criminal defense. ClearOne submitted opposition papers on August 16, 2010 and September 13, 2010 arguing that Strohm’s counsel had been paid all reasonable fees and that ClearOne effectively terminated any obligation to Strohm’s counsel on November 30, 2009. The Third Judicial District Court in Salt Lake City held hearings in connection with Strohm’s counsel’s fee petition and ClearOne’s cross-motion on Sep tember 20 and 23, 2010 and a decision is pending.

Item 1A.  RISK FACTORS

Not applicable.

Item 2.  UNREGISTERED SALES OF EQUITY SECURITIES AND USE OF PROCEEDS

Not applicable.

Item 3.  DEFAULTS UPON SENIOR SECURITIES

Not applicable.

Item 4.  REMOVED AND RESERVED.

Not applicable.

Item 5.  OTHER INFORMATION

Not applicable.

Item 6.  EXHIBITS

	Exhibit No.
	
	Title of Document

	
	
	
	
	
	

	31.1
	
	Section 302
	Certification of Chief Executive Officer

	
	
	
	
	
	

	31.2
	
	Section 302
	Certification of Principal Financial Officer

	
	
	
	
	
	

	32.1
	
	Section 906
	Certification of Chief Executive Officer

	
	
	
	
	
	

	32.2
	
	Section 906
	Certification of Principal Financial Officer
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CLEARONE COMMUNICATIONS, INC. AND SUBSIDIARIES

SIGNATURES

Pursuant to the requirements of the Securities and Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the undersigned thereunto duly authorized.

ClearOne Communications, Inc., a Utah corporation



November 15, 2010	By:	/s/ Zeynep Hakimoglu
[image: ]

Zeynep Hakimoglu
[image: ]

Chief Executive Officer

(Principal Executive Officer)



November 15, 2010	By:	/s/ Narsi Narayanan
[image: ]

Narsi Narayanan
[image: ]

Vice President of Finance

(Principal Financial and Accounting Officer)
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EXHIBIT 31.1

CERTIFICATION


I, Zeynep Hakimoglu, certify that:

1. I have reviewed this quarterly report of ClearOne Communications, Inc. on Form 10-Q;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting principles;

c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s internal control over financial reporting.

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control over financial reporting.




Date: November 15, 2010	By:	/s/ Zeynep Hakimoglu
[image: ]

Zeynep Hakimoglu
[image: ]

Chief Executive Officer
[image: ]

EXHIBIT 31.2

CERTIFICATION


I, Narsi Narayanan, certify that:

1. I have reviewed this quarterly report of ClearOne Communications, Inc. on Form 10-Q;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material fact necessary to make the statements made, in light of the circumstances under which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present in all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed under our supervision, to ensure that material information relating to the registrant, including its consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the preparation of financial statements for external purposes in accordance with generally accepted accounting principles;

c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s internal control over financial reporting.

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation of internal control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s board of directors (or persons performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal control over financial reporting which are reasonably likely to adversely affect the registrant’s ability to record, process, summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the registrant’s internal control over financial reporting.




Date: November 15, 2010	By:	/s/ Narsi Narayanan
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Narsi Narayanan
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Vice President of Finance
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EXHIBIT 32.1

CERTIFICATION OF CHIEF EXECUTIVE OFFICER

Pursuant to

18 U.S.C. Section 1350,

As Adopted pursuant to

Section 906 of the Sarbanes-Oxley Act of 2002

I, Zeynep Hakimoglu, certify, to my best knowledge and belief, pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that the Quarterly Report of ClearOne Communications, Inc. on Form 10-Q for the quarter ended September 30, 2010, fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934 and that information contained in such Quarterly Report on Form 10-Q fairly presents, in all material respects, the financial condition and results of operations of ClearOne Communications, Inc.



Date: November 15, 2010	By:	/s/ Zeynep Hakimoglu
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Zeynep Hakimoglu
[image: ]

Chief Executive Officer
[image: ]

EXHIBIT 32.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER

Pursuant to

18 U.S.C. Section 1350,

As Adopted pursuant to

Section 906 of the Sarbanes-Oxley Act of 2002

I, Narsi Narayanan, certify, to my best knowledge and belief, pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, that the Quarterly Report of ClearOne Communications, Inc. on Form 10-Q for the quarter ended September 30, 2010, fully complies with the requirements of Section 13(a) or 15(d) of the Securities Exchange Act of 1934 and that information contained in such Quarterly Report on Form 10-Q fairly presents, in all material respects, the financial condition and results of operations of ClearOne Communications, Inc.



Date: November 15, 2010	By:	/s/ Narsi Narayanan
[image: ]

Narsi Narayanan
[image: ]

Vice President of Finance
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