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             AUDC (MO); 3Q in-line; 4Q guidance somewhat muted

***************************************************************************

* AUDC reported results in line with our ests. with 3Q rev of $7.2m up 8% *

* seq. and EPS of -$0.09.; however guidance was for a flat 4Q vs 3Q. We   *

* have lowered our 4Q ests to $7.2mn/-0.09 from $8mn/-$0.09. For '03 we   *

* adjusted our ests. to rev/EPS of $38.4/-0.25 from $40m/-$0.26. Mgmt     *

* reiterated that it expects break-even in 2H03; however, visibility into *

* the strong rev ramp needed is limited. Nonetheless, with new design     *

* wins, growing system sales, and building momentum in key markets, AUDC  *

* remains well positioned in the VoP space. We are retaining our MO based *

* on its deep discount to cash and increasing growth opportunities, though*

* we note that low liquidity and market cap will continue to hinder the   *

* stock.                                                                  *

***************************************************************************
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===================  NOTE  12:42 PM  October 24, 2002  ====================

                             Stk  Latest  52 Week  Mkt Cap   YTD Pr    Cur

                             Rtg  Close    Range    (mm)     Change   Yield

                             ---  ------  -------  -------   ------   -----

AudioCodes Ltd                MO    1.72     6-2     67.1      -70%    0.0%

AUDC                  --------------Earnings Per Share---------------

EPS         (US$)      Mar     Jun     Sep     Dec     FY      CY

            2003 FY    -0.08   -0.07   -0.06   -0.04   -0.25   NA

            2002 FY    -0.10A  -0.09A  -0.09   -0.09   -0.37   NA

            2001 FY(A) 0.05    0.01    -0.11   -0.11   -0.15   NA

                   -Abs P/E on-   -Rel P/E on--   EV/NxtFY  LT EPS

                    Cur    Nxt     Cur    Nxt     EBITDA    Growth

                   -----  -----   -----  -----   --------   ------

EPS         FY        NM     NM      NM     NM         NA       40%

            CY        NA     NA      NA     NA         NA        NA

===========================================================================

*  LIMITED VISIBILITY BEYOND 4Q; BUT PROSPECTS BRIGHT. Mgmt indicated that

   they have limited visibility beyond 4Q, but the long-term prospects

   continue to look bright. They are now expecting 4Q revs/LPS to be

   $7.2mn/-$0.09, but offered no guidance beyond 4Q. During 3Q, we saw

   evidence of the recent cost initiatives and op. cash burn was lower at

   $2.4mn. We still think more cost cuts would be prudent in case the

   expected growth drivers do not materialize. Nonetheless, we believe AUDC

   is well positioned once spending on VoP equip. begins to rebound though

   visibility is limited.

*  VALUATION: LIMITED DOWNSIDE AND SIGNIFICANT L-T POTENTIAL THOUGH NO

   CATALYST AND CASH-BURN PERSISTS. AUDC currently trades well below its

   cash level of $116mn vs a market cap of approx $70mn. Although AUDC may

   be range bound given limited visibility and cash burn, we believe

   downside is limited in light of its cash. In addition, although we are

   modeling a much more conservative scenario given limited visibility, if

   AUDC begins to show it can meet mgmt's break-even targets and revenue

   ramp, we would expect the stock to significantly outperform.

===========================================================================

WE STILL BELIEVE THAT INVESTORS SHOULD CONTINUE TO TAKE A LONGER-TERM VIEW

ON THE STOCK, THOUGH NEAR TERM GUIDANCE AND CASH-BURN ARE CONCERNS.

Although we believe the next few quarters will continue to be challenging

as the company transitions to new offerings and with no clarity as to when

the telco spending environment improves, AudioCodes remains well positioned

to benefit from the transition from circuit-switched to packet- based

telephony networks in the longer term. The company continues to transition

to its new product offerings, which will provide tier 1 and 2 OEMs, full

gateway solutions as well as adding new products and increasing its

spending on R&D as an investment for the long term.

IN ADDITION, WE WILL CONTINUE TO MONITOR THE COMPANY'S CASH BURN, AS WE

BELIEVE INVESTORS WILL NEED TO SEE SIGNIFICANT INCREASED REVENUE GROWTH TO

GAIN CONFIDENCE THAT THE COMPANY'S STRATEGY FOR GROWTH AND BREAK-EVEN IS

SOUND. RECENT COST CONTROLS SHOULD BE A POSITIVE, AS CASH BURN FROM

OPERATIONS WAS ROUGHLY $2.4MN IN Q3 AND MANAGEMENT GUIDED TO A BURN OF

ROUGHLY $2.5-$4M FOR Q4.

3Q RESULTS IN MID-RANGE OF GUIDANCE. AudioCodes announced 3Q results of

$7.2mn/-$0.09, exactly in-line with our estimates. Revenue was in the mid

range of guidance whereas EPS was $0.01 better. We believe that 3Q was

tougher to close than expected and that visibility has deteriorated

slightly.  Gross margins were an impressive 53.4% vs real GMs (w/o

previously written off inventory) of 48% in 2Q. This was due to the higher

volumes and change in product mix towards the higher margin systems and

boards. We expect GM to remain at this level or better going forward as

revenue grows and enhance profitability.

We believe that 3Q was harder to close than 2Q and was more backend loaded,

though we are impressed that the company was able to show another quarter

of seq. growth (the 4th in a row). Management indicated that visibility

remains limited beyond 4Q02 though the company currently has orders for

roughly 50% of 4Q guidance (which is usually the case) and appears to be

making progress in key areas including increasing strategic design wins,

growing system sales, and greater penetration of the wireline, wireless and

cable markets, THOUGH TRANSLATING THIS INTO REVENUE IS TAKING LONGER THAN

PREVIOUSLY ANTICIPATED, IN OUR VIEW.

WE SHOULD ALSO NOTE THAT MANAGEMENT INDICATED IT WAS CLOSE TO FINALIZING

OEM DEALS WITH AT LEAST A COUPLE OF TIER 1 TELECOM EQUIPMENT VENDORS,

THOUGH WE NOTE THAT THEY HAVE BEEN WORKING ON CLOSING THESE DEALS FOR SOME

TIME. WE BELIEVE THAT ANNOUNCEMENTS OF NEW OEMS WOULD BE A CATALYST FOR THE

SHARES.

MGMT TARGETING BREAK-EVEN FOR 2H03 ON STEEP REVENUE RAMP.

Based on mgmts view of the market, management indicated that it expects to

reach break-even in 2H03 on $13-$15mn in revenue or at least double 2Q

revenues. IF MGMT HITS ITS GROWTH EXPECTATIONS AND INVESTORS GROW MORE

COMFORTABLE THAT AUDC CAN REACH BREAK-EVEN IN 2H03, WE BELIEVE THE SHARES

HAVE SIGNIFICANT UPSIDE POTENTIAL.  NONETHELESS, WE ARE MODELING MORE

CONSERVATIVE GROWTH GIVEN LIMITED VISIBILITY INTO THIS RAMP AND THE CURRENT

UNCERTAIN/UNSTABLE MACRO ENVIRONMENT.  We are not forecasting break-even

for AUDC in 2003 and are currently forecasting revenues reaching $11.2mn in

4Q03.

OUR ESTIMATES ASSUME SEQ. GROWTH THROUGHOUT '03, BUT WE ARE MUCH MORE

CONSERVATIVE THAN MGMT GIVEN LIMITED VISIBILITY. We have lowered our 4Q

revenue estimate to $7.2 mn and EPS of - $0.09 sequentially flat with 3Q.

Our 2002 E revenue estimate is now $26.8mn down from $27.5mn and EPS is -

$0.37. For '03 we are adjusting our estimates slightly to revs/eps of

$38.4/-0.25 down from $40m/-$0.26.

DESPITE EXPECTED CASH BURN THROUGH AT LEAST 1H03 (WHICH WE WILL

MONITORCLOSELY),  CASH POSITION REMAINS STRONG. During 3Q the company was

operational cash flow negative to the tune of roughly $2.4 mn (down from

$3.5mn in 2Q). AudioCodes ended 3Q with $116.2 mn in net cash down $4.6 mn

from 2Q including roughly $0.5 mn on capex and $1.9 mn on its share

buyback.  We estimate that the company will likely be cash flow negative at

least through the end of 2Q03 due to more capital-intensive projects and

high operating expenses. The company guided for op. cash burn roughly

$3.0mn for the next 2-3 quarters and we would not be surprised to see op.

cash burn lower than this. Nonetheless, we estimate that AudioCodes will go

into 2003 with over $110 mn, and therefore, do not see this as a major

concern.

REVENUE ANALYSIS. During the quarter AUDC had no 10% customers and the 15

top customers made up roughly 58% of revenues.   During the quarter, sales

of systems represented 11% (3% in 2Q) of total sales, sub-systems

(including boards and modules) made up 67% (68% in 2Q), chips 17% (23% in

2Q) and licensing and other 5% (6% in 2Q). Geographically, 42% (vs. 48% in

2Q) of revenue was generated in the US, 10% (vs. 10% in 2Q) in Israel, 7%

(vs. 18% in 2Q) in Europe and 41% (33% in 2Q) in Asia Pacific.

SOLID BALANCE SHEET. AudioCodes continues to maintain a solid balance

sheet. The company now has cash and equivalents of about $116.2 mn down

from $120.4 mn at the end of 2Q, which we forecast is ample enough to allow

it to weather the current spending slowdown, and no long-term debt. We

expect the company to burn roughly $4 mn in 4Q improving slightly each

quarter as revenues show some improvement. We estimate that this will still

leave AUDC with over $111 mn at the end of 2002. Receivables were $2.9 mn

down from $3.8mn in 2Q and DSOs were significantly improved at 37 days vs.

52 days in 2Q, though we expect this to trend higher in 4Q. Inventories

were down slightly at $4.6mn vs. $5.0 mn in 2Q.
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