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PART I.   FINANCIAL INFORMATION

Item 1.  Financial Statements

3Com Corporation

Condensed Consolidated Statements of Operations

(Unaudited)

Three Months Ended Six Months Ended

(In thousands, except per share data)
November 28,

2003
November 29,

2002
November 28,

2003
November 29,

2002

Sales $ 181,891 $ 272,186 $ 343,770 $ 541,363

Cost of sales 124,941 134,566 236,876 279,075

Gross margin 56,950 137,620 106,894 262,288

Operating expenses:
Sales and marketing 65,637 60,151 128,244 116,838
Research and development 24,421 28,303 51,348 59,780
General and administrative 21,784 23,704 45,923 48,415
Amortization and write down of intangibles 1,095 5,149 4,482 7,099
Restructuring charges 58,892 57,180 107,516 76,767
(Gain) loss on land and facilities, net � (265) � 887
Total operating expenses 171,829 174,222 337,513 309,786

Operating loss (114,879) (36,602) (230,619) (47,498)
Loss on investments, net (12,252) (7,087) (12,194) (18,552)
Interest and other income, net 3,808 3,909 7,752 13,506

Loss from continuing operations before income
taxes, equity interest, and cumulative effect of
change in accounting principle (123,323) (39,780) (235,061) (52,544)
Income tax provision (benefit) 1,500 3,715 (4,535) 7,392
Equity interest in loss of unconsolidated joint
venture (12,593) � (12,593) �
Loss from continuing operations before
cumulative effect of change in accounting
principle (137,416) (43,495) (243,119) (59,936)
Discontinued operations, net of taxes (1,565) (25,018) (1,856) (60,711)
Loss before cumulative effect of change in
accounting principle (138,981) (68,513) (244,975) (120,647)
Cumulative effect of change in accounting
principle � � � (45,447)
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Net loss $ (138,981) $ (68,513) $ (244,975) $ (166,094)

Basic and diluted loss per share:
Continuing operations before cumulative effect
of change in accounting principle $ (0.37) $ (0.12) $ (0.65) $ (0.16)
Discontinued operations � (0.07) (0.01) (0.17)
Cumulative effect of change in accounting
principle � � � (0.13)

Net loss $ (0.37) $ (0.19) $ (0.66) $ (0.46)

Shares used in computing per share amounts:
Basic and diluted 375,332 359,340 371,606 358,389

See notes to condensed consolidated financial statements.
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3Com Corporation

Condensed Consolidated Balance Sheets

(Unaudited)

(In thousands, except par value)
November 28,

2003
May 30,

2003

ASSETS
Current assets:
Cash and equivalents $ 443,946 $ 515,848
Short-term investments 948,410 968,740
Accounts receivable, net 70,905 90,290
Inventories 30,342 27,068
Other current assets 46,469 51,234
Total current assets 1,540,072 1,653,180

Investment in Huawei-3Com joint venture 147,485 �
Property and equipment, net 131,663 248,790
Property and equipment held for sale 44,803 101,283
Deposits and other assets 34,753 43,962
Deferred income taxes 2,398 2,211
Intangible assets, net 7,554 12,035
Goodwill 899 899

Total assets $ 1,909,627 $ 2,062,360

LIABILITIES AND STOCKHOLDERS� EQUITY
Current liabilities:
Accounts payable $ 102,522 $ 105,583
Accrued liabilities and other 260,241 233,239
Current portion of debt � 346
Total current liabilities 362,763 339,168

Other long-term obligations 5,002 4,595

Stockholders� equity:
Preferred stock, $.01 par value, 10,000 shares
authorized; none outstanding � �
Common stock, $.01 par value, 990,000 shares
authorized; shares outstanding: 380,936 and 367,796, respectively

2,200,352 2,138,016
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Notes receivable from sale of warrants � (8,421)
Unamortized stock-based compensation (3,316) (1,474)
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Retained deficit (650,956) (405,981)
Accumulated other comprehensive loss (4,218) (3,543)
Total stockholders� equity 1,541,862 1,718,597

Total liabilities and stockholders� equity $ 1,909,627 $ 2,062,360

See notes to condensed consolidated financial statements.

4

Edgar Filing: 3COM CORP - Form 10-Q

) 9



3Com Corporation

Condensed Consolidated Statements of Cash Flows

(Unaudited)

Six Months Ended

(In thousands) November 28, 2003 November 29, 2002

Cash flows from operating activities:
Loss from continuing operations, including cumulative effect of change in accounting
principle $ (243,119) $ (105,383)
Adjustments to reconcile loss from continuing operations, including cumulative effect of
change in accounting principle, to cash provided by (used in) operating activities:
Loss from discontinued operations (1,856) (60,711)
Depreciation and amortization 67,897 74,972
Write down of intangibles, including cumulative effect of change in accounting principle 1,905 73,251
Loss on property and equipment 29,848 59,234
Losses on investments, net 12,194 18,552
Equity interest in loss of unconsolidated joint venture 12,593 �
Deferred income taxes (6) 246
Stock-based expense 1,251 4,883
Changes in current assets and liabilities:
Accounts receivable 19,385 9,266
Inventories (8,637) 12,567
Other assets 3,454 15,863
Accounts payable (3,061) (16,853)
Accrued liabilities and other 23,697 (37,906)
Income taxes payable 3,311 10,763

Net cash provided by (used in) operating activities (81,144) 58,744

Cash flows from investing activities:
Investment in Huawei-3Com joint venture (160,000) �
Purchase of investments (552,691) (714,302)
Proceeds from maturities and sales of investments 562,550 453,428
Purchase of property and equipment (8,232) (10,777)
Proceeds from sale of property and equipment 99,640 79,944

Net cash used in investing activities (58,733) (191,707)

Cash flows from financing activities:
Issuance of common stock 59,242 10,604
Repurchase of common stock � (1,548)
Collection of note receivable issued for warrants 8,421 4,211
Repayments of long-term borrowings (346) (22,581)
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Net repayments on line of credit � (70,000)
Other, net � 71

Net cash provided by (used in) financing activities 67,317 (79,243)

Effect of currency translation 658 843

Decrease in cash and equivalents (71,902) (211,363)
Cash and equivalents, beginning of period 515,848 679,055

Cash and equivalents, end of period $ 443,946 $ 467,692

See notes to condensed consolidated financial statements.
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3Com Corporation

Notes to Condensed Consolidated Financial Statements

(Unaudited)

1.  Basis of Presentation

The unaudited condensed consolidated financial statements have been prepared by 3Com Corporation (3Com or the Company), pursuant to the
rules and regulations of the Securities and Exchange Commission.  In the opinion of management, these unaudited condensed consolidated
financial statements include all adjustments necessary for a fair presentation of 3Com�s financial position as of November 28, 2003 and May 30,
2003, its results of operations for the three and six months ended November 28, 2003 and November 29, 2002, and its cash flows for the six
months ended November 28, 2003 and November 29, 2002.

On May 23, 2003, 3Com completed the sale of its CommWorks business unit and transferred selected assets and liabilities to UTStarcom, Inc. 
Accordingly, the financial information included herein for the three and six months ended November 29, 2002 has been restated to reflect
CommWorks� results of operations as a discontinued operation.

3Com uses a 52 or 53-week fiscal year ending on the Friday nearest to May 31. The results of operations for the three and six months ended
November 28, 2003 may not be indicative of the results to be expected for the fiscal year ending May 28, 2004.  These condensed consolidated
financial statements should be read in conjunction with the consolidated financial statements and related notes thereto included in 3Com�s
Annual Report on Form 10-K for the fiscal year ended May 30, 2003.

Recent Accounting Pronouncements

In November 2002, the Emerging Issues Task Force (EITF) reached a consensus on Issue No. 00-21, �Revenue Arrangements with Multiple
Deliverables.� EITF 00-21 addresses certain aspects of the accounting by a vendor for arrangements under which the vendor will perform
multiple revenue generating activities. EITF 00-21 is effective for fiscal periods beginning after June 15, 2003; for 3Com, EITF 00-21 became
effective for the second quarter of fiscal 2004. 3Com�s historical revenue recognition policies and practices conform to the requirements of EITF
00-21 and, thus, the adoption of EITF 00-21 did not have a material effect on 3Com�s  financial position or results of operations.

2.  Stock-Based Compensation

As permitted under Statement of Financial Accounting Standards (SFAS) 123, �Accounting for Stock-Based Compensation,� 3Com has elected to
follow Accounting Principles Board (APB) Opinion 25 and related Interpretations in accounting for stock-based awards to employees.  Under
APB Opinion 25, 3Com generally recognizes no compensation expense with respect to granting of such stock option awards.
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Pro forma information regarding net income and earnings per share is required by SFAS 123. This information is required to be determined as if
3Com had accounted for its stock-based awards to employees, including grants of employee stock options and rights to purchase shares under
the Employee Stock Purchase Plan (ESPP), under the fair value method of that Statement.

As of November 28, 2003, and November 29, 2002, the expected average life of employee stock options (ESO) was estimated at approximately
one and a half years after the vesting date, and the expected average life of purchase rights granted under the ESPP was estimated at six months
from the subscription date. The fair values of options granted during the second quarter of fiscal 2004 and 2003 and the first six months of fiscal
2004 and 2003, and the fair values of purchase rights
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granted under the ESPP during those periods, have been estimated as of the date of grant using the Black-Scholes option pricing model with the
following assumptions, and resulting in the following per-share fair values:

Three Months Ended Six Months Ended
November 28,

2003
November 29,

2002
November 28,

2003
November 29,

2002

Volatility-ESO 66.0% 67.0% 67.0% 67.0%
Volatility-ESPP 45.0% 49.0% 45.0% 49.0%
Risk-free interest rate-ESO 2.7% 2.6% 2.6% 2.6%
Risk-free interest rate-ESPP 1.0% 1.4% 1.0% 1.4%
Dividend yield-ESO and ESPP 0.0% 0.0% 0.0% 0.0%
Per-share fair value of options granted under
ESO $ 3.21 $ 2.15 $ 2.75 $ 2.31
Per-share fair value of purchase rights granted
under ESPP $ 1.79 $ 1.54 $ 1.79 $ 1.54

The Black-Scholes option valuation model was developed for use in estimating the fair value of traded options that have no vesting restrictions
and are fully transferable.  In addition, option valuation models require the input of highly subjective assumptions, including the expected stock
price volatility.  Because 3Com�s options have characteristics significantly different from those of traded options, and because changes in the
subjective input assumptions can materially affect the fair value estimate, in the opinion of management, the existing models do not necessarily
provide a reliable single measure of the fair value of its options.

The following table illustrates the effect on net loss and net loss per share if 3Com had applied the fair value recognition provisions of SFAS 123
to stock-based employee compensation. For purposes of these pro forma disclosures, the estimated fair value of the options is assumed to be
amortized over the applicable vesting periods.

Three Months Ended Six Months Ended

(in thousands, except per share amounts)
November 28,

2003
November 29,

2002
November 28,

2003
November 29,

2002

Net loss as reported $ (138,981) $ (68,513) $ (244,975) $ (166,094)
Add stock-based compensation included
in reported net loss 953 3,297 1,251 4,883
Deduct total stock-based compensation
determined under the fair
value-based method (5,412) (9,021) (10,689) (24,500)
Pro forma net loss $ (143,440) $ (74,237) $ (254,413) $ (185,711)

Net loss per share-basic and diluted:
As reported $ (0.37) $ (0.19) $ (0.66) $ (0.46)
Pro forma (0.38) (0.21) (0.68) (0.52)

3.  Restructuring Charges
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In fiscal 2001, 3Com began the restructuring of its business to enhance the focus and cost effectiveness of its business units in serving their
respective markets. 3Com took several actions: it implemented a reduction in workforce and other actions aimed at reducing costs and expenses;
it exited product lines; it outsourced the manufacturing of certain high volume server, desktop and mobile connectivity products in a contract
manufacturing arrangement; and it consolidated its real estate portfolio and made plans to sell some of its facilities as part of this restructuring
effort. These efforts continued through fiscal 2002.
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As a result of a continuing decline in revenues, 3Com took additional actions in fiscal 2003. The Company announced the integration of the
support infrastructure of two of its business units to leverage a common infrastructure in order to drive additional cost out of the business.
Additionally, 3Com entered into an agreement to outsource certain information technology (IT) functions, and continued to consolidate its real
estate portfolio.

In response to further revenue declines and continuing net losses, 3Com has taken additional measures to reduce costs in fiscal 2004. These
actions include a reduction in workforce,  outsourcing of the Company�s remaining manufacturing operations in Dublin, Ireland, and continuing
efforts to consolidate  and dispose of excess facilities.

Accrued liabilities associated with restructuring charges are classified as current, since 3Com intends to satisfy such liabilities in cash in the
current year, and are included in the caption �accrued liabilities and other� in the accompanying condensed consolidated balance sheets.

Fiscal 2004 Actions

The following table provides a summary of the components of accrued restructuring charges related to the restructuring actions initiated in the
first and second quarters of fiscal 2004, together with changes in the accrued amounts during the first and second quarters of fiscal 2004 and the
ending balances of the associated accrued liabilities as of November 28, 2003 (in thousands):

Employee
Separation
Expenses

Long-term
Asset

Write-downs

Facilities-
related

Charges

Other
Restructuring

Costs Total
Balance at May 30, 2003 $ � $ � $ � $ � $ �
Provision 8,266 � 34,952 5,200 48,418
Payments and non-cash charges (4,278) � (34,952) (10) (39,240)
Balance at August 29, 2003 3,988 � � 5,190 9,178
Provision 22,986 1,524 28,894 65 53,469
Payments and non-cash charges (8,843) (1,524) (28,316) (65) (38,748)

Balance at November 28, 2003 $ 18,131 $ � $ 578 $ 5,190 $ 23,899

Employee separation expenses include severance pay, outplacement services, medical and other related benefits.  The reduction in workforce
mainly affected employees involved with the Dublin manufacturing operations, and also affected employees in sales and marketing, research and
development, and general and administrative functions. Through November 28, 2003, the total reduction in workforce associated with actions
initiated during fiscal 2004 includes approximately 200 employees who have been separated or were in the separation process, and
approximately 600 additional employees who have been notified but have not yet worked their last day. Also, through November 28, 2003, total
separation payments associated with actions initiated during fiscal 2004 have been approximately $12.5 million.

Long-term asset write-downs include assets that no longer support the continuing operations of 3Com.
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Facilities-related charges include write downs and accelerated depreciation of properties, including properties that were classified as held for
sale prior to fiscal 2004, as well as expenses related to lease terminations. In the first quarter of fiscal 2004, 3Com recorded $35.0 million in
facilities-related charges, including $17.5 million for an impairment and accelerated depreciation of its Dublin manufacturing facility, an $11.2
million write down of a Santa Clara, California facility, $5.5 million of accelerated depreciation of an additional Santa Clara facility due to
3Com�s plan to vacate the facility and move to a smaller Santa Clara facility already owned by the Company, and a loss of $1.1 million related to
the sale of its Rolling Meadows, Illinois facility in the first quarter of fiscal 2004. These charges were offset by credits of $0.3 million related to
fair value adjustments of properties classified as
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held for sale prior to fiscal 2004. In the second quarter of fiscal 2004, 3Com recorded $28.9 million of facilities-related charges, including $25.5
million of accelerated depreciation related to its Dublin and Santa Clara facilities referred to above, a $1.4 million loss on the sale of certain
other Santa Clara properties, charges of $1.4 million related to fair value adjustments of properties classified as held for sale prior to fiscal 2004,
and $0.6 million related to estimated lease termination costs.

Other restructuring costs relate mainly to estimated obligations associated with 3Com�s outsourcing of its manufacturing operations in Dublin.

Fiscal 2003 Actions

The following table provides a summary of the components of accrued restructuring charges related to the restructuring actions initiated in fiscal
2003, together with changes in the accrued amounts during the first and second quarters of fiscal 2004 and the ending balances of the associated
accrued liabilities as of November 28, 2003 (in thousands):

Employee
Separation
Expenses

Facilities-
related

Charges Total
Balance at May 30, 2003 $ 4,517 $ 2,341 $ 6,858
Provision (benefit) (803) 170 (633)
Payments (987) (268) (1,255)
Balance at August 29, 2003 2,727 2,243 4,970
Provision 460 1,709 2,169
Payments (44) (803) (847)

Balance at November 28, 2003 $ 3,143 $ 3,149 $ 6,292

The net benefit and additional charges recorded in the first and second quarters, respectively, of fiscal 2004 for employee separation expenses
relate to revisions of previous estimates of employee separation expenses.  Through November 28, 2003, the total reduction in workforce
associated with actions initiated during fiscal 2003 included 400 employees in the product development, sales, customer support, and general
and administrative functions. Also, through November 28, 2003, total separation payments associated with actions initiated during fiscal 2003
have been approximately $17.0 million.

Facilities-related charges in the first and second quarters of fiscal 2004 relating to restructuring actions initiated in fiscal 2003 were the result of
revisions in estimates of lease termination costs.

Fiscal 2001 and Fiscal 2002 Actions

The following table provides a summary of the components of accrued restructuring charges related to the restructuring actions initiated in fiscal
2001 and fiscal 2002, together with changes in the accrued amounts during the first and second quarters of fiscal 2004 and the ending balances
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of the associated accrued liabilities as of November 28, 2003 (in thousands):

Long-term
Asset

Write-downs

Facilities-
related

Charges

Other
Restructuring

Costs Total
Balance at May 30, 2003 $ � $ 6,380 $ 1,231 $ 7,611
Provision � 824 15 839
Payments � (1,365) (676) (2,041)
Balance at August 29, 2003 � 5,839 570 6,409
Provision 916 2,336 2 3,254
Payments and non-cash charges (916) (1,054) (490) (2,460)
Balance at November 28, 2003 $ � $ 7,121 $ 82 $ 7,203
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Additional long-term asset write-downs were related to assets previously used for manufacturing operations that were outsourced in fiscal 2002.
Additional facilities-related charges were the result of revisions in estimates of lease termination costs. Activity related to other restructuring
costs primarily reflected payments to suppliers and contract breakage fees.

4.  Comprehensive Loss

The components of comprehensive loss, net of tax, are as follows (in thousands):

Three Months Ended Six Months Ended
November 28,

2003
November 29,

2002
November 28,

2003
November 29,

2002

Net loss $ (138,981) $ (68,513) $ (244,975) $ (166,094)

Other comprehensive income (loss):
Net unrealized gain (loss) on
investments (310) 482 (1,333) 94
Change in accumulated translation
adjustments 641 (502) 658 873

Total comprehensive loss $ (138,650) $ (68,533) $ (245,650) $ (165,127)

5.  Net Loss Per Share

The following table presents the calculation of basic and diluted loss per share (in thousands, except per share data):

Three Months Ended Six Months Ended
November 28,

2003
November 29,

2002
November 28,

2003
November 29,

2002

Loss from continuing operations before
cumulative effect of change in
accounting principle $ (137,416) $ (43,495) $ (243,119) $ (59,936)
Loss from discontinued operations (1,565) (25,018) (1,856) (60,711)
Cumulative effect of change in
accounting principle � � � (45,447)
Net loss $ (138,981) $ (68,513) $ (244,975) $ (166,094)

Weighted average shares-basic 375,332 359,340 371,606 358,389
Effect of dilutive securities:
Employee stock options � � � �
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Restricted stock � � � �
Weighted average shares-diluted 375,332 359,340 371,606 358,389

Net loss per share-basic and diluted:
Loss from continuing operations before
cumulative effect of change in
accounting principle $ (0.37) $ (0.12) $ (0.65) $ (0.16)
Loss from discontinued operations � (0.07) (0.01) (0.17)
Cumulative effect of change in
accounting principle � � � (0.13)
Net loss $ (0.37) $ (0.19) $ (0.66) $ (0.46)
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Employee stock options and restricted stock totaling 8.9 million shares, 2.8 million shares, 5.8 million shares, and 3.0 million shares for the three
months ended November 28, 2003 and November 29, 2002 and the six months ended November 28, 2003 and November 29, 2002, respectively,
were not included in the diluted weighted average shares calculation as the effects of these securities were anti-dilutive.

6.  Inventories

Inventories consist of (in thousands):

November 28,
2003

May 30,
2003

Finished goods $ 17,920 $ 15,891
Work-in-process 4,330 3,228
Raw materials 8,092 7,949

Total $ 30,342 $ 27,068

7.  Investment in Unconsolidated Joint Venture

On November 17, 2003, 3Com formed the Huawei-3Com Joint Venture (H-3C) with a subsidiary of Huawei Technologies, Ltd. (Huawei). H-3C
will be domiciled in Hong Kong with principal operations in Hangzhou, China. At the time of formation, 3Com contributed cash of $160.0
million, assets related to its operations in China and Japan with a carrying value of $0.1 million, and licenses related to certain intellectual
property in exchange for 49 percent of the outstanding common shares of H-3C. 3Com recorded its initial investment in H-3C at $160.1 million,
reflecting 3Com�s carrying value for the assets contributed in exchange for the common shares received. Huawei contributed its enterprise
networking business assets, including Local Area Network switches and routers, engineering and sales and marketing resources and personnel,
and licenses to its related intellectual property in exchange for a 51 percent ownership interest.

Two years after formation of H-3C, 3Com has the one-time option to purchase an additional two percent ownership interest from Huawei for an
amount not to exceed $28 million. Three years after formation of H-3C, 3Com and Huawei each have the right to purchase all of the other
partner�s ownership interest through a bid process.

3Com accounts for its investment in H-3C under the equity method. Under this method, 3Com records its proportionate share of H-3C�s net
income or loss based on the most recently available quarterly financial statements of H-3C. Since H-3C has adopted a calendar year basis of
reporting, 3Com will report its equity in H-3C�s net income or loss for the calendar quarter ending December 31, 2003 in the Company�s financial
statements for the third quarter of fiscal 2004.  Prospectively, the Company will continue to report its equity in H-3C�s net income or loss based
on H-3C�s most recent quarterly financial statements, two months in arrears. At the time of formation of H-3C, 3Com recorded a charge of $12.6
million representing 3Com�s ownership share (49 percent) of the value attributed to in-process technology contributed to H-3C by Huawei that
had not yet reached technological feasibility and had no

Edgar Filing: 3COM CORP - Form 10-Q

) 22



11

Edgar Filing: 3COM CORP - Form 10-Q

) 23



alternative future use. This charge was included in 3Com�s results of operations for the second quarter and first six months of fiscal 2004 under
the caption �Equity interest in loss of unconsolidated joint venture.�

Summarized balance sheet information for H-3C as of the date of its formation on November 17, 2003 was as follows (in thousands):

November 17,
2003

Current assets $ 160,000
Non-current assets 207,088
Current liabilities �
Non-current liabilities �

3Com and H-3C are parties to agreements for the sale of certain products from 3Com to H-3C as well as from H-3C to 3Com. In addition, 3Com
provides certain services to H-3C related to warranty for its products sold to H-3C, as well as information technology services. Transactions and
outstanding balances between 3Com and H-3C for the three months ended November 28, 2003 and as of November 28, 2003, were not material.

8.  Property and Equipment

In November 2003, 3Com completed the sale of certain properties in Santa Clara that were classified as held for sale as of May 30, 2003.  These
properties, consisting of approximately 876,000 square feet of office and manufacturing space and related furniture and fixtures, previously had
been used by 3Com in its administrative, customer service, research and development, and manufacturing activities. Net proceeds from the sale
were $62.4 million, resulting in a loss on the sale of $1.4 million that was recorded in restructuring charges in the second quarter of fiscal 2004.

In connection with 3Com�s plans to discontinue its manufacturing operations as discussed in Note 3, 3Com classified certain land and facilities
located in Dublin as held for sale at the end of the second quarter of fiscal 2004. The carrying value of such properties was approximately $27.5
million as of November 28, 2003.

Also, as a result of 3Com�s workforce reductions and relocation of its headquarters from Santa Clara to Marlborough, Massachusetts during fiscal
2004, the Company has excess office space in several buildings it owns in Santa Clara.  During the first quarter of fiscal 2004, 3Com decided to
consolidate its office space and relocate from its current locations into a smaller, vacant facility that was classified as held for sale as of May 30,
2003, and had a carrying value of $10.1 million. Due to this decision, 3Com reclassified this previously held-for-sale facility as held for use. No
impairment charge was recorded as a result of this reclassification because the carrying value of the facility, which reflected fair value, was less
than what the net book value would have been had depreciation continued on the facility during the period it was classified as held for sale.

In July 2003, 3Com completed the sale of its 511,000 square foot office and research and development facility in Rolling Meadows. Net
proceeds from the sale were $35.8 million, resulting in a loss on the sale of $1.1 million that was recorded in restructuring charges in the first
quarter of fiscal 2004.  As part of the terms of the transaction, 3Com is leasing back approximately 43,000 square feet of space at prevailing
market rates. This property was not classified as held for sale as of May 30, 2003 due to the Company�s intention to lease
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back a portion of the facility.
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9.  Intangible Assets, Net

Intangible assets, net, consist of (in thousands):

November 28,
2003

May 30,
2003

Developed and core technology, gross $ 37,138 $ 42,574
Accumulated amortization (29,584) (30,619)
Net developed and core technology 7,554 11,955

Customer relationships, gross 420 476
Accumulated amortization (420) (396)
Net customer relationships � 80

Total net intangible assets $ 7,554 $ 12,035

In the first quarter of fiscal 2004, 3Com recorded an impairment of intangible assets, consisting mainly of developed and core technology,
associated with its acquisition of the Gigabit Ethernet network interface card business of Alteon Websystems in fiscal 2001. 3Com determined
the amount of the impairment by comparing the carrying value of the intangible assets against the fair value, which was estimated as the present
value of expected future net cash flows discounted at a rate of ten percent per year. The impairment resulted from reduced revenue and gross
margin projections as compared to the initial projections at the time of the acquisition, due to the earlier-than-expected end of life of an acquired
product. As a result of the impairment analysis, 3Com recorded a write down of $1.9 million, which is included in the caption �Amortization and
write down of intangibles� in the condensed consolidated statements of operations for the six months ended November 28, 2003.

Based on the carrying value of 3Com�s intangible assets as of November 28, 2003, amortization expense is expected to be $2.2 million for the
second half of fiscal 2004, $3.5 million for fiscal 2005, and $1.9 million for fiscal 2006.

10.  Accrued Warranty and Other Guarantees

Products are sold with varying lengths of warranty ranging from 90 days to the lifetime of the products.   Allowances for estimated warranty
costs are recorded in the period of sale, based on historical experience related to product failure rates and actual warranty costs incurred during
the applicable warranty period. Also, on an ongoing basis, 3Com assesses the adequacy of its allowances related to warranty obligations
recorded in previous periods and may adjust the balances to reflect actual experience or changes in future expectations.

The following table summarizes the activity in the allowance for estimated warranty costs for the six months ended November 28, 2003 and
November 29, 2002 (in thousands):
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First six
months of

2004

First six
months of

2003
Accrued warranty, May 30, 2003 and May 31, 2002,
respectively $ 44,775 $ 53,289
Cost of warranty claims (17,494) (22,135)
Accruals for warranties issued during the period 17,481 15,585
Adjustments to preexisting warranties (23) 2,838
Net change associated with discontinued operations � (1,878)
Accrued warranty, November 28, 2003 and November 29,
2002, respectively $ 44,739 $ 47,699
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In prior years, 3Com entered into several agreements whereby it had sold product to resellers who had, in turn, sold the product to others, and
3Com has guaranteed the payments of the end users. If all end users under these agreements were to default on their payments as of
November 28, 2003, 3Com would be required to pay approximately $7.5 million. However, since deferred revenue and other associated accruals
related to such sales approximate the guaranteed amounts, any payments resulting from end user defaults would not have a material impact on
3Com�s results of operations.

In connection with the development of its facility in Rolling Meadows, 3Com guaranteed a municipal bond in the amount of $2.5 million for site
improvements. 3Com�s obligation pursuant to the guarantee had been accrued as of May 30, 2003. In connection with the completion of the sale
of the Rolling Meadows facility in the first quarter of fiscal 2004 as discussed in Note 3, 3Com repaid the $2.5 million municipal bond.

Additional amounts could also be owed for obligations relating to various facilities that 3Com has or is in the process of vacating. As of
November 28, 2003, 3Com�s liabilities included $12.4 million related to such obligations, including $5.2 million that was recorded as a charge to
restructuring costs during the first quarter of fiscal 2004.

11.  Stock Plans

In September 2003, 3Com�s stockholders approved the Company�s 2003 Stock Plan (the new plan), which replaced the 1983 Stock Option Plan,
the 1994 Stock Option Plan, the Director Plan, and the Restricted Stock Plan (the prior plans) for all stock awards granted subsequent to the
approval date. In connection with the approval of the new plan, 3Com cancelled all shares available for issuance under the prior plans (other
than those shares underlying outstanding awards), which included approximately 128 million shares at the time of approval; at the same time, 20
million shares were reserved for issuance under the new plan.

In addition, stockholders approved an increase of five million shares available for issuance under the Company�s 1984 Employee Stock Purchase
Plan.

12.  Business Segment Information

During fiscal 2003, 3Com reported its continuing operations in three segments. Two of these segments�Enterprise Networking and
Connectivity�represented ongoing business lines, and the third segment related to products that were exited prior to fiscal 2003. Effective for
fiscal 2004, 3Com streamlined its management and operating structure, and merged its previous multiple operating segments into a single,
integrated enterprise networking business. As a result, 3Com now presents financial information related to its business on the basis of a single
segment.

Presented below are 3Com�s sales by geography (in thousands):
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Three Months Ended Six Months Ended
November 28,

2003
November 29,

2002
November 28,

2003
November 29,

2002

Americas $ 60,924 $ 119,211 $ 129,527 $ 247,358
Europe, Middle East, & Africa 87,979 112,100 151,798 209,403
Asia Pacific Rim 32,988 40,875 62,445 84,602

$ 181,891 $ 272,186 $ 343,770 $ 541,363
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13.  Litigation

3Com is a party to lawsuits in the normal course of its business.  Litigation can be expensive and disruptive to normal business operations.
Moreover, the results of complex legal proceedings are difficult to predict.  3Com believes that it has meritorious defenses in each of the cases
set forth below in which it is named as a defendant and is vigorously contesting each of these matters.  An unfavorable resolution of one or more
of these lawsuits could adversely affect its business, results of operations, or financial condition.  3Com cannot estimate the loss or range of loss
that may be reasonably possible for any of the contingencies described and accordingly has not recorded any associated liabilities in its
condensed consolidated balance sheets.

On March 4, 2003, 3Com filed suit against PCTEL, Inc., (PCTEL) in the United States District Court for the Northern District of Illinois, Civil
Action Number 03C 1582 alleging infringement of United States Patents Numbered 5,872,836, 5,646,983, 5,724,413, 6,097,794, 6,696,660,
5,532,898 and 5,777,836.  On March 5, 2003, PCTEL filed suit against 3Com in the United States District Court for the Northern District of
California, Civil Action Number C 03 0982 alleging infringement of United States Patent Number 4,841,561 entitled  �Operating default group
selectable data communication equipment� seeking damages and injunctive relief, and further seeking a declaration that PCTEL does not infringe
3Com Patents Numbered 5,872,836, 5,646,983, 5,724,413, 6,097,794, 6,696,660, 5,532,898 and 5,777,836, and that such patents are void and
invalid.  The action which 3Com initiated in the District Court for the Northern District of Illinois was transferred to the District Court for the
Northern District of California on June 11, 2003 and assigned Civil Action Number C 03 2710. On August 18, 2003, that action was
consolidated for certain purposes with the action PCTEL initiated against 3Com in the Northern District of California.

On May 30, 2003, PCTEL filed suit against 3Com in the Superior Court of the State of California in and for the County of Santa Clara, CV 
817522, alleging violations of California unfair competition laws seeking damages and injunctive relief.  3Com removed the action to the United
States District Court for the Northern District of California on July 3, 2003 and it was assigned Civil Action Number C 03 3124. On
December 12, 2003, PCTEL voluntarily dismissed this suit without prejudice.

In November 2000, a shareholder derivative and class action lawsuit, captioned Shaev v. Claflin, et al., No. CV794039, was filed in California
Superior Court. The complaint alleges that 3Com�s directors and officers breached their fiduciary duties to the Company in connection with the
adjustment of employee and director stock options in connection with the separation of 3Com and Palm. On May 13, 2003, the Court dismissed
the Second Amended Complaint.  The plaintiff has appealed the Court�s decision.

On April 28, 1997, Xerox Corporation (Xerox) filed suit against U.S. Robotics Corporation and U.S. Robotics Access Corporation in the United
States District Court for the Western District of New York.  3Com completed its acquisition of  these companies on June 14, 1997.  The case is
now captioned Xerox Corporation v. 3Com Corporation, U.S. Robotics Corporation, U.S. Robotics Access Corporation, Palm Computing, Inc.,
and Palm, Inc. (Civil Action Number 97-CV-6182T).  Xerox alleged willful infringement of United States Patent Number 5,596,656, entitled
�Unistrokes for Computerized Interpretation of Handwriting.�  Xerox sought to recover damages and to permanently enjoin the defendants from
infringing the patent in the future.  In 2000, the District Court dismissed the case, ruling that there was no infringement.  On appeal, the Court of
Appeals for the Federal Circuit affirmed-in-part, reversed-in-part and remanded the case to the District Court for further action.  On
December 20, 2001, the District Court granted Xerox�s motion for summary judgment that the patent is valid, enforceable, and infringed.  The
defendants then filed a Notice of Appeal.  On February 22, 2002, the District Court denied Xerox�s motion for an injunction prohibiting further
alleged infringement during the appeal and ordered the defendants to post a bond in the amount of $50 million.  Xerox then appealed the denial
of
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the injunction.  On February 20, 2003, the Court of Appeals issued its decision affirming in part and reversing in part the order of the trial court. 
The Court of Appeals affirmed the grant of summary judgment of infringement, reversed the grant of summary judgment of validity and
remanded the case to the trial court to conduct a complete validity analysis.  In connection with the separation of Palm from 3Com, pursuant to
the terms of the Indemnification and Insurance Matters Agreement, dated February 26, 2000, between 3Com and Palm, Palm (since renamed
palmOne) agreed to indemnify and hold 3Com harmless for any damages or losses that might arise out of the Xerox litigation.

On September 25, 2000 Northrop Grumman Corporation (Northrop) filed suit in the United States District Court for the Eastern District of
Texas, Civil Action No. 1:00CV-652, against Intel Corporation, 3Com Corporation, Xircom, Inc., D-Link Systems, Inc. and The Linksys Group,
Inc. alleging infringement of United States Patent Number 4,453,229 which was issued in 1982.  Based on the trial court�s claim construction
after a Markman Hearing on June 8, 2001, and after briefing by the parties, the trial court entered a judgment of noninfringement in favor of
defendants 3Com and Linksys Group, Inc., from which Northrop appealed.  On March 31, 2003, the United States Court of Appeals for the
Federal Circuit issued its ruling reversing the order of the trial court and remanding the case back to the trial court for further proceedings. 3Com
and Northrop settled this matter in the first quarter of fiscal 2004.
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3Com Corporation

Item 2. Management�s Discussion and Analysis of Financial Condition and Results of Operations

The following discussion should be read in conjunction with the condensed consolidated financial statements and the related notes that appear
elsewhere in this document.

This quarterly report on Form 10-Q contains forward-looking statements.  These forward-looking statements include, without limitation,
predictions regarding the following aspects of our future:

�  Financial position and results of operations, including income from continuing operations, general and
administrative expense, amortization expense, and total operating expenses;

�  Expected quarterly reductions of cost of sales and operating expenses resulting from restructuring activities,
including the impact on cash from operations;

�  Cash flow from operating activities and our ability to satisfy anticipated cash requirements for the next twelve
months;

�  Sales growth, enhancement of our direct sales, service and support capabilities and the development of new
sales channels;

�  Increased revenue and the sources and concentration of revenue;

�  Accounting treatment of our share of the net income / loss of the Huawei-3Com joint venture;

�  Channel inventory levels;

�  Development and expansion of our products and solutions and those of the Huawei-3Com joint venture, our
sourcing of products from original equipment manufacturers and the Huawei-3Com joint venture, and our product
mix, including the declining sales of our connectivity products;

�  Relationships with suppliers and strategic partners, including increased reliance on strategic relationships;

�  Consolidation of operations and the disposal of excess facilities;

�  Activities of 3Com Ventures, including capital call payments to certain venture capital funds;

�  Our restructuring and cost-reduction efforts, including facilities-related charges and severance costs and the
effects of our restructuring efforts;
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�  Sources of competition;

�  Prospects regarding certain litigation matters;

�  Research and development efforts, including our investment in new technologies;

�  Obligations related to leases, royalty and patent licensing arrangements and other commitments and liabilities;

�  Outsourcing of all remaining internal manufacturing operations and outsourcing of information technology
activities and other functions and operations, such as product testing and shipping; and

�  Results of the relocation of corporate headquarters and certain management functions, and the relocation of
other functions, including development, administrative and transaction processing functions

You can identify these and other forward-looking statements by the use of words such as �may,� �will,�
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�should,� �expects,� �plans,� �anticipates,� �believes,� �estimates,� �predicts,� �intends,� �potential,� �continue,� or the negative of such terms, or other comparable
terminology.  Forward-looking statements also include the assumptions underlying or relating to any of the foregoing statements.

Actual results could differ materially from those anticipated in these forward-looking statements as a result of various factors, including those set
forth under Business Environment and Industry Trends.  All forward-looking statements included in this document are based on our assessment
of information available to us at the time this report is filed.  We undertake no obligation to update any forward-looking statements.

Overview
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In the fourth quarter of fiscal 2001, we undertook several broad initiatives aimed at increasing revenue and reducing costs in an attempt to return
3Com to profitability. These initiatives included exiting certain product lines that were not expected to yield a satisfactory return on investment
in the near term, and resulted in restructuring charges of $154.9 million in fiscal 2001. Excluding these exited product lines and our
CommWorks business unit that we sold in fiscal 2003, our continuing operations included two business units�Business Connectivity Company
(BCC) and Business Networks Company (BNC). These business units operated throughout all of fiscal 2002. During fiscal 2002, we continued
to experience declining revenue. As a response to this decline, we undertook additional measures to further reduce costs, including headcount
reductions, long term asset retirements, and outsourcing manufacturing operations; these measures led to restructuring charges of $109.0 million
in fiscal 2002.

In the first quarter of fiscal 2003, as our revenue and overall financial performance continued to decline, we undertook several additional broad
initiatives to achieve further cost savings. The first of these actions included the integration of certain central functions of BCC and BNC in
order to achieve cost savings, and restructuring charges resulted from this action. This integration did not substantially change our management
and operating structure, however, and we continued to operate on the basis of two separate business units (excluding exited product lines and the
CommWorks business unit as discussed above). In fiscal 2003, our business units were (1) Connectivity, which included the majority of
products previously managed under BCC, and (2) Enterprise Networking, which included all of the products previously managed under BNC as
well as certain wireless and security offerings that were formerly part of BCC. Other actions pursued in fiscal 2003 were headcount reductions,
outsourcing of certain information technology (IT) functions, and continuing efforts to sell excess facilities. All of these actions generated
restructuring charges, totaling $184.9 million in fiscal 2003, but also resulted in reductions of ongoing sales and marketing, research and
development, and general and administrative expenses for fiscal 2003 as compared to fiscal 2002.

In fiscal 2004, we are taking a number of steps with the objective of restoring 3Com to profitability.  To increase revenues, we are expanding our
product portfolio to include more Layer 3-plus and higher end products, a full line of modular switches and routers, and a higher-end
Voice-over-Internet Protocol (IP) offering.  In addition, as described in more detail below, we have formed the Huawei-3Com Joint Venture
(H-3C) with Huawei Technologies, Ltd., which will allow us to expand our product portfolio further to include router and modular switching
products.  We believe that such an expanded product portfolio will allow us to deliver converged voice and data networking solutions not only to
our traditional customers but also to larger and multi-site enterprises.  Also, in order to drive sales of these higher end products, we are
enhancing our direct touch sales, service and support capabilities, as well as developing new channels, such as system integrators and
service providers.

We believe that we have begun to see the impact of some of these efforts. Revenue in the second quarter of fiscal 2004 increased 12 percent
sequentially. Part of this increase was attributable to certain router and switch products that we sourced from Huawei prior to the launch of our
joint venture with Huawei, discussed further below. Going forward, these router and switch products will be sourced from the joint venture, but
we will continue to maintain a reseller�s agreement with Huawei for other products. The increase in sales was also attributable to both pricing
actions taken in the previous quarter that stimulated sales, as well as the fact that the previous quarter is seasonally a slower quarter in our
international regions. On a geographic basis, our revenue growth in the second quarter of fiscal 2004
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was driven largely by increased sales in our Europe, Middle East & Africa (EMEA) region, and to a smaller extent in our Asia Pacific Rim
(APR) region. Partially offsetting these increases was a sequential decrease in domestic sales. This sequential decrease was partly due to the fact
that the second quarter is seasonally a weaker quarter in the domestic market.

Other efforts are focused on reducing expenses. These efforts include creating a simplified business model. Effective for fiscal 2004, we have
combined the operations of our former Enterprise Networking and Connectivity business units, and now manage and report our operations as a
single, integrated business. The Connectivity products, while still part of our product portfolio, are decreasing as a percentage of total revenue.
The products formerly associated with the Enterprise Networking segment, managed from Marlborough, Massachusetts, are therefore increasing
in importance. Our decision that was announced in May 2003 to move our corporate headquarters from Santa Clara, California to Marlborough
was, in part, due to this trend. We expect that the relocation of our corporate headquarters and certain management functions to Marlborough
will enable us to run the business more effectively and efficiently.

In June 2003, we announced a reduction in workforce, most of which will impact general and administrative expenses.  In addition, we are
relocating transaction processing functions to lower cost locations.  In September 2003, we announced an additional reduction of approximately
one-third of our workforce. The majority of the employees impacted by this reduction in workforce are involved in manufacturing operations in
Dublin, Ireland; we plan to discontinue such internal manufacturing operations and outsource them to contract manufacturers during the third
quarter of fiscal 2004. Also impacted by this reduction in workforce are certain product development functions that will be moved to lower-cost
locations by the end of fiscal 2004.

As a result of our restructuring efforts as described above, including primarily the actions announced in both June and September of 2003, we
recorded restructuring charges of $107.5 million in the first six months of fiscal 2004.  In addition, we expect to record additional restructuring
charges associated with these actions of approximately $29 million in the third quarter of fiscal 2004.  These actual and expected charges include
the following main components:

�  $52 million for facilities-related, severance and other costs related to the outsourcing of the Company�s
remaining manufacturing operations in Dublin and other reductions in the supply chain workforce;

�  $67 million for other facilities-related costs; and

�  $15 million for other severance costs.

As a result of the aforementioned fiscal 2004 restructuring actions and related charges, and based on our current projections for revenues, costs
and expenses, which are subject to significant uncertainty, we expect that cost of sales and operating expenses will be reduced by approximately
$4 million per quarter and $10 million per quarter, respectively, which effects will not be fully realized until the fourth quarter of fiscal 2004.
The expected reduction in cost of sales reflects the fact that a portion of the direct costs that we will avoid by outsourcing our manufacturing
operations in Dublin will be incurred in the future as costs of products procured from contract manufacturers instead. In addition to the
aforementioned expected reductions in costs and expenses associated with our restructuring actions announced to date, we believe that we must
further reduce total operating expenses over the next several quarters to be less than $100 million per quarter, as compared to $171.8 million for
the most recent quarter, in order to achieve profitability.
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In November 2003, we formed H-3C with Huawei. At the time of formation, we contributed $160.0 million in cash, assets with a carrying value
of $0.1 million related to our China and Japan operations, and licenses to certain intellectual property in exchange for a 49 percent ownership
interest.  Huawei contributed its enterprise networking business assets, including Local Area Network (LAN) switches and routers, engineering
and sales and marketing resources and personnel, and licenses to its related intellectual property in exchange for a 51 percent ownership interest.
Two years after formation of H-3C, we have the one-time option to purchase an additional two percent ownership interest from Huawei for an
amount not to exceed $28 million. Three years after formation of H-3C, 3Com and Huawei each have the right to purchase all of the other
partner�s ownership interest through a bid process.

H-3C will sell its own products, as well as products it purchases directly from us and Huawei, in China and Japan under H-3C brand,
Huawei-3Com. Outside of China and Japan, we will be offering for resale H-3C�s products under the 3Com brand. Through this reseller
agreement, we will be expanding our product line to include router products and modular switching products. The
addition of these products to our product portfolio will increase the size of the market opportunity for which we may
now compete.

We account for our investment in H-3C under the equity method. At the time of formation of H-3C, we recorded a charge of $12.6 million
representing our ownership share (49 percent) of the value attributed to in-process technology contributed to H-3C by Huawei that had not yet
reached technological feasibility and had no alternative future use. This charge was included in our results of operations for the second quarter
and first six months of fiscal 2004 under the caption �Equity interest in loss of unconsolidated joint venture.� Prospectively, from the date of
formation, we will
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record our proportionate share of H-3C�s net income or loss based on the most recently available quarterly financial statements of H-3C. Since
H-3C has adopted a calendar year basis of reporting, we will report our equity in H-3C�s net income or loss for the calendar quarter ending
December 31, 2003 in our financial statements for the third quarter of fiscal 2004.  Thereafter, we will continue to report our equity in H-3C�s net
income or loss based on H-3C�s most recent quarterly financial statements, two months in arrears. As H-3C is in the initial stages of its
operations, we do not expect the impact of H-3C�s results to significantly affect our results of operations for the next two to three quarters.

We expect that some of the steps that we are taking will result in ongoing downward pressure on income from continuing operations in the near
term.  For example, we are incurring significant charges for severance costs and write downs of excess facilities related to the reductions of
workforce and the closing of our manufacturing operations. In addition, as we transition our business in China and Japan to H-3C, there may be
a disruption in volumes, as well as lower average selling prices since we expect the pricing of products sold to H-3C under an original
equipment manufacturer (OEM) agreement to be lower than the pricing of products sold through the distribution channels.  Further, general and
administrative expenses will be affected by relocation and recruiting costs associated with the ongoing relocation of key corporate functions
from Santa Clara to Marlborough. However, we believe that the steps that we are taking are appropriate at this time and fully consistent with our
goals of increasing revenues and restoring profitability over the longer term.

The assumptions underlying our planned actions in fiscal 2004 could prove to be inaccurate.  If current economic conditions deteriorate, or if our
actions are not successful in achieving our goals, there could be additional adverse impacts on our financial position, revenues, profitability or
cash flows.  In that case, we might need to modify our strategic focus and restructure our business again to realign our resources and achieve
additional cost and expense savings.

For information regarding our Critical Accounting Policies, we refer the reader to our annual report on Form 10-K for the year ended May 30,
2003.
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Results of Operations
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The following table sets forth, for the periods indicated, the percentage of total sales represented by the line items reflected in our condensed
consolidated income statements:

Three months ended Six months ended
November 28,

2003
November 29,

2002
November 28,

2003
November 29,

2002

Sales 100.0% 100.0% 100.0% 100.0%
Cost of sales 68.7 49.4 68.9 51.5
Gross margin 31.3 50.6 31.1 48.5
Operating expenses:
Sales and marketing 36.1 22.1 37.3 21.6
Research and development 13.4 10.4 14.9 11.0
General and administrative 12.0 8.7 13.4 8.9
Amortization and write down of intangibles 0.6 1.9 1.3 1.3
Restructuring charges 32.4 21.0 31.3 14.2
(Gain) loss on land and facilities, net � (0.1) � 0.2
Total operating expenses 94.5 64.0 98.2 57.2
Operating loss (63.2) (13.4) (67.1) (8.7)
Loss on investments, net (6.7) (2.6) (3.5) (3.4)
Interest and other income, net 2.1 1.4 2.2 2.4
Loss from continuing operations before income taxes,
equity interest, and cumulative effect of change in
accounting principle (67.8) (14.6) (68.4) (9.7)
Income tax provision (benefit) 0.8 1.4 (1.3) 1.4
Equity interest in loss of unconsolidated joint venture (6.9) � (3.7) �
Loss from continuing operations before cumulative
effect of change in accounting principle (75.5) (16.0) (70.8) (11.1)
Discontinued operations, net of tax (0.9) (9.2) (0.5) (11.2)
Loss before cumulative effect of change in
accounting principle (76.4) (25.2) (71.3) (22.3)
Cumulative effect of change in accounting principle � � � (8.4)

Net loss (76.4%) (25.2%) (71.3%) (30.7%)

Sales
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Sales in the second quarter of fiscal 2004 totaled $181.9 million, a decrease of $90.3 million, or 33 percent, compared to the same quarter one
year ago. Sales in the first six months of fiscal 2004 totaled $343.8 million, a decrease of $197.6 million, or 36 percent, compared to the same
quarter one year ago.

Sales of our desktop, mobile, and server connectivity products in the second quarter and first six months of fiscal 2004 decreased $50.6 million
and $84.0 million, respectively, compared to the same periods one year ago. The decrease in sales of connectivity products as compared to the
same periods one year ago was partially attributable to the recognition of $15.0 million of royalty revenue from a paid-up license resulting from
settlement of litigation with Xircom, Inc. in the second quarter of fiscal 2003, and no such royalty revenue was included in the current year. The
remainder of the decrease in sales of connectivity products was due to lower volumes, lower average selling prices, and an unfavorable shift in
product mix towards lower-priced products.  We believe the lower volumes resulted from a shift in technology towards alternative products;
overall unit sales decreased approximately 23 percent as compared to the same quarter one year ago, and 35 percent as compared to the same
six-month period one year ago. Also reflected in the decrease in sales were declining overall average selling prices of approximately 40 percent
as compared to the same quarter one year ago, and 26 percent as compared to the same six-month period one year ago, reflecting the net effect of
both declining average selling prices and an unfavorable shift in product mix. We anticipate that sales of connectivity products will decline
approximately 30 percent sequentially in the third quarter
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of fiscal 2004, or approximately $9.0 million, due to both reduced demand for our product offerings and increasing pricing pressures.

Sales of our enterprise networking infrastructure product lines in the second quarter and first six months of fiscal 2004 decreased $30.1 million
and $90.1 million, respectively, compared to the same periods one year ago. This decrease was driven by increased price competition and a shift
in mix towards lower priced products. While sales of most enterprise data products declined, we saw an increase in sales of our Gigabit Ethernet
LAN switch offerings. Also included in these net decreases were increases in the second quarter and first six months of fiscal 2004 in sales of
approximately $4.7 million and $5.6 million, respectively, of modular switch products and router products sourced from Huawei.

Sales of our voice products in the second quarter and first six months of fiscal 2004 decreased $8.9 million and $15.4 million, respectively,
which was the result of both increased market competition as well as delays in introducing more competitive product offerings.

As compared to the same six-month period one year ago, sales of services decreased $2.4 million due to lower maintenance contract renewals,
and sales declined an additional $5.7 million due to the prior period�s recognition of revenue related to exited products that was deferred as of the
end of fiscal 2002. Subsequent to the first quarter of fiscal 2003, there was no significant revenue recognized associated with sales of such
products. Sales related to services and exited products declined a combined $0.7 million in the second quarter of fiscal 2004 compared to the
same quarter one year ago.

By Geography. In the second quarter of fiscal 2004, U.S. sales decreased 53 percent and international sales decreased 22
percent compared to the same period one year ago. In the first six months of fiscal 2004, U.S. sales decreased 51
percent and international sales decreased 28 percent compared to the same period one year ago. With respect to the
product lines discussed above, the decline in connectivity products as compared to the same periods one year ago was
most pronounced in the domestic market�which included the entirety of the $15.0 million decline in royalty revenue
discussed above�as well as the EMEA and Americas (which excludes the U.S.) regions. Declines in sales of enterprise
data and voice products as compared to the same periods one year ago impacted all regions, but were more
pronounced in our domestic market. There was no significant geographic variation in the decline in sales of services
and exited products as compared to the same quarter one year ago. As compared to the same six-month period one
year ago, the decline in sales of exited products was primarily in the domestic market, and the decline in sales of
services was across both international and domestic markets. U.S. sales in the second quarter of fiscal 2004
represented 26 percent of total sales, compared to 36 percent of total sales in the second quarter of fiscal 2003, and
U.S. sales in the first six months of fiscal 2004 represented 30 percent of total sales, compared to 38 percent of total
sales in the first six months of fiscal 2003.

Gross Margin

Gross margin as a percentage of sales declined 19.3 percentage points from 50.6 percent in the second quarter of fiscal 2003 to 31.3 percent in
the second quarter of fiscal 2004. Gross margin as a percentage of sales declined 17.4 percentage points from 48.5 percent in the first six months
of fiscal 2003 to 31.1 percent of sales in the first six months of fiscal 2004. Significant components of the decrease in gross margins were as
follows:
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Current quarter Year to Date
Declines in standard-related margin (7.6)% (7.1)%
Volume-related impacts (2.9) (3.5)
Impact of royalty revenue (2.9) (1.5)
Duty refunds and proceeds from inventory
previously written off (2.3) (2.2)
Dublin manufacturing facility closure (1.0) (1.3)
Manufacturing asset write offs (0.7) (0.4)
Other (1.9) (1.4)
Total (19.3)% (17.4)%
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�  The decline in standard-related margin as compared to the same quarter one year ago was the result of the net
effect of lower average selling prices (ASPs), net of any product cost reductions, as well as an unfavorable shift in
product mix. These ASP and mix factors impacted margins by approximately six percentage points and two
percentage points, respectively. The decline in standard-related margin as compared to the same six-month period one
year ago was the result of the effect of lower ASPs, net of any product cost reductions.

�  Volume-related impacts include higher post-sale technical support costs, manufacturing overhead costs, and
warranty costs as a percentage of sales.  Since a portion of these costs is not directly variable with sales, these costs
did not decline at the same rate as sales.

�  Revenue in the second quarter and first six months of fiscal 2003 included royalty revenue of $15.0 million
related to the settlement of litigation with Xircom. This revenue did not have any associated costs of goods.

�  Gross margin in the second quarter and first six months of fiscal 2003 included benefits for duty refunds of
$4.4 million and $7.9 million, respectively, as well as proceeds from the sale and disposition of inventory that was
previously written off totaling $1.5 million and $3.5 million, respectively. Such benefits did not recur in either the
second quarter or first six months of fiscal 2004.

�  As a result of our decision to outsource our remaining manufacturing operations in Dublin, we recorded
charges related to manufacturing assets and other transition-related costs of $2.0 million and $4.7 million in the
second quarter and first six months of fiscal 2004, respectively.

�  In the second quarter of fiscal 2004 we wrote off manufacturing assets related to testing products. In future
periods this testing will be conducted by our supplier of the related products. This write off was not related to the
closure of the Dublin manufacturing facility.

Operating Expenses

Total operating expenses in the second quarter of fiscal 2004 were $171.8 million compared to $174.2 million in the second quarter of fiscal
2003, or a net decrease of $2.4 million. Research and development and general and administrative expenses decreased by $3.9 million and $1.9
million, respectively. In addition, amortization and write down of intangibles decreased by $4.1 million.  Offsetting these decreases were higher
sales and marketing expenses ($5.5 million), restructuring charges ($1.7 million) and lower gains from asset disposals ($0.3 million).

As a percent of sales, total operating expenses in the second quarter of fiscal 2004 were 94.5 percent, compared to 64.0 percent in the second
quarter of fiscal 2003.  In aggregate, sales and marketing, research and development, and general and administrative expenses were 61.5 percent
of sales in the second quarter of fiscal 2004, compared to 41.2 percent in the second quarter of fiscal 2003.  To a significant degree, these
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expenses are controllable and discretionary over time, but they are not directly variable with sales levels within a particular period. 
Amortization and write down of intangibles and restructuring costs were 0.6 percent and 32.4 percent of sales, respectively, in the second quarter
of fiscal 2004, compared to 1.9 percent and 21.0 percent, respectively, in the second quarter of fiscal 2003.

Total operating expenses in the first six months of fiscal 2004 were $337.5 million compared to $309.8 million in the first six months of fiscal
2003, or a net increase of $27.7 million. Sales and marketing expenses increased by $11.4 million. In addition, restructuring charges increased
by $30.7 million. Offsetting these increases were lower research and development expenses ($8.4 million), general and administrative expenses
($2.5 million), amortization and write down of intangibles ($2.6 million) and reduced losses from asset disposals ($0.9 million).
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As a percent of sales, total operating expenses in the first six months of fiscal 2004 were 98.2 percent, compared to 57.2 percent in the first six
months of fiscal 2003.  In aggregate, sales and marketing, research and development, and general and administrative expenses were 65.6 percent
of sales in the first six months of fiscal 2004, compared to 41.6 percent in the first six months of fiscal 2003.  To a significant degree, these
expenses are controllable and discretionary over time, but they are not directly variable with sales levels within a particular period. 
Amortization and write down of intangibles and restructuring costs were 1.3 percent and 31.3 percent of sales, respectively, in the first six
months of fiscal 2004, compared to 1.3 percent and 14.2 percent, respectively, in the first six months of fiscal 2003.

We allocate and report IT-related and facilities-related expenses as a component cost of sales and operating expenses.  On an overall basis, total
operating expenses for the second quarter and first half of 2004 reflected a decrease in IT-related expenses, as compared to the same three and
six-month periods one year ago, largely as a result of employee reductions and asset write offs associated with our IT outsourcing initiatives
during fiscal 2003. Partially offsetting the decrease in IT-related expenses was a net increase in facilities-related expenses due to a reduction in
rental and sublease income received. Such rental and sublease income is recorded as an offset to the associated facilities-related expenses.

Following is a more detailed discussion of the factors affecting each major component of total operating expenses.

Sales and Marketing.  Sales and marketing expenses in the second quarter of fiscal 2004 increased $5.5 million as
compared to the second quarter of fiscal 2003, primarily due to increased workforce-related and travel and
entertainment expenses, reflecting the addition of direct-touch sales representatives in connection with our increased
focus on the enterprise market, and an increase in facilities-related expenses. Partly offsetting theses increases were
reduced IT expenses, as well as reduced marketing expenses as a result of a shift in spending towards more focused,
product specific programs. Sales and marketing expenses in the first six months of fiscal 2004 increased $11.4 million
as compared to the comparable period of fiscal 2003, primarily due to increased workforce-related, travel and
entertainment and facilities-related expenses as discussed above, as well as higher marketing spending overall in an
effort to stimulate demand for the Company�s products. Partly offsetting theses increases were reduced IT expenses.

Research and Development.  Research and development expenses in the second quarter of fiscal 2004 decreased $3.9
million as compared to the second quarter of fiscal 2003 due to reduced depreciation expense related to engineering
assets, reflecting write-downs and disposals associated with our restructuring initiatives, as well as reduced IT
expenses. Partly offsetting these reductions were increased facilities-related expenses. Research and development
expenses in the first six months of fiscal 2004 decreased $8.4 million as compared to the first six months of fiscal
2003, due to reduced depreciation and IT expenses as discussed above, as well as reduced spending for project tools
and materials. Partly offsetting these reductions were increased facilities-related expenses.

General and Administrative.  General and administrative (G&A) expenses in the second quarter of fiscal 2004 decreased $1.9 million as
compared to the second quarter of fiscal 2003, due to several factors.  Factors that had the effect of decreasing G&A expenses as compared to
the same quarter one year ago included reduced workforce-related expenses, due to our restructuring initiatives, as well as reduced bad debt, IT
and legal expenses.  Partially offsetting these reductions were increased professional services costs related to the formation of H-3C; also, the
prior year quarter benefited from sales tax audit refunds that did not recur in the current year quarter.  G&A expenses in the first six months of
fiscal 2004 decreased $2.5 million as compared to the first six months of fiscal 2003, due to several factors.  Factors that had the effect of
decreasing G&A expenses as compared to the same quarter one year ago included reduced workforce-related, bad debt and IT expenses as
discussed above. Partially offsetting these reductions were increased professional services costs and the impact of sales tax audit refunds in the
prior year period as discussed above, as well as higher facilities-related expenses.
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Amortization and Write Down of Intangibles. Amortization and write down of intangibles decreased $4.1 million in the
second quarter of fiscal 2004 as compared to the second quarter of fiscal 2003.  This decrease was due to both reduced
impairment charges, as well as reduced amortization expenses reflecting a lower base of intangible assets as a result of
impairment charges during the past several quarters. In the second quarter of fiscal 2004, there were no impairment
charges related to intangible assets; in the second quarter of fiscal 2003, there was an impairment charge of $3.2
million related to developed and core technology associated with the acquisition of NBX Corporation in fiscal 1999.
Amortization and write down of intangibles decreased $2.6 million in the first six months of fiscal 2004 as compared
to the first six months of fiscal 2003 due to reduced impairment charges, as well as reduced amortization expenses as
discussed above. In the first six months of fiscal 2004, there was an impairment charge of $1.9 million related to
developed and core technology associated with the acquisition of assets from Alteon Websystems in fiscal 2001; in
the prior year period, there was an impairment charge of $3.2 million, as discussed above.

Restructuring Charges. Restructuring charges in the second quarter and first six months of fiscal 2004
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were $58.9 million and $107.5 million, respectively. Restructuring charges in the second quarter of fiscal 2004 included $32.9 million in
facilities-related charges, including $20.9 million for accelerated depreciation of a Santa Clara facility, $4.6 million of accelerated depreciation
of our Dublin manufacturing facility, a $1.4 million loss on the sale of certain Santa Clara properties, $1.4 million of fair value adjustments
related to properties held for sale in Hemel Hempstead, U.K., and Dublin, and $4.6 million of other facilities charges related to lease
terminations. Restructuring charges in the second quarter of fiscal 2004 also included $23.5 million in severance related charges and $2.5
million related to other restructuring costs, primarily relating to long-term asset write downs. Restructuring charges in the first six months of
fiscal 2004 included $68.8 million in facilities-related charges, including $26.4 million of accelerated depreciation of a Santa Clara facility,
$22.1 million for an impairment and accelerated depreciation of our Dublin manufacturing facility, $12.6 million in charges for the write down
and sale of certain Santa Clara properties, a loss of $1.1 million related to the sale of our Rolling Meadows, Illinois facility, $1.1 million of fair
value adjustments related to properties held for sale in Hemel Hempstead and Dublin, and $5.5 million of other facilities-related charges.
Restructuring charges in the first six months of fiscal 2004 also included  $31.0 million in severance related charges and $7.7 million related to
other restructuring costs, primarily relating to the outsourcing of our manufacturing operations. These charges were primarily the result of cost
reduction efforts initiated in fiscal 2004. Additional charges of approximately $29.0 million for facilities and severance costs are expected in the
second half of fiscal 2004 as we continue execution of our plans to dispose of excess facilities, transition our manufacturing operations to
third-party providers, and relocate development and administrative functions.

Restructuring charges in the second quarter and first six months of fiscal 2003 were $57.2 million and $76.8 million, respectively. Restructuring
charges in the second quarter of fiscal 2003 primarily consisted of facilities-related charges, including a $29.4 million loss on the sale of our
Marlborough facility, $9.0 million of accelerated depreciation on a Santa Clara facility (which was later sold in the second quarter of fiscal
2004), and $14.0 million of write downs of properties in Hemel Hempstead and Dublin. Other restructuring charges in the second quarter of
fiscal 2003 of $4.8 million related to long-term asset write downs, severance costs, and other facilities-related charges. In addition to these
charges, restructuring charges in the first six months of fiscal 2003 included additional severance costs, an impairment of a Santa Clara property,
and long term asset write downs. Restructuring charges in the first six months of fiscal 2003 were primarily the result of cost reduction efforts
initiated in fiscal 2003.

Loss on Land and Facilities, Net. The net gain on land and facilities in the second quarter of fiscal 2003 was $0.3 million
and related to the sale of our Salt Lake City, Utah facility. The net loss on land and facilities was $0.9 million for the
first six months of fiscal 2003, and included a $1.2 million write down of our Salt Lake City facility that was recorded
in the first quarter of fiscal 2003. This property was classified as held for sale prior to the inception of our
restructuring initiatives and, therefore, the net losses associated with it were not the result of restructuring actions and
were not recorded as part of restructuring charges.

Loss on Investments, Net

Net loss on investments in the second quarter and first six months of fiscal 2004 was mainly the result of write downs of long term equity
investments. Net loss on investments in the second quarter of fiscal 2003 was due primarily to market value adjustments of limited partner
venture funds and write downs of long term equity investments. Net loss on investments in the first half of fiscal 2003 was due primarily to
market value adjustments and sale of investments in limited partner venture funds.

Interest and Other Income, Net
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Interest and other income, net, in the second quarter of fiscal 2004 was relatively flat as compared to the second quarter of fiscal 2003, with
decreases in interest income of $4.2 million that resulted from lower interest rates being largely offset by $4.1 million of decreases in other
expenses. A reduction in other expenses included lower interest expense resulting from the repayment of all outstanding borrowings, reduced
foreign exchange losses, and the charge of $1.7 million in the prior year quarter related to a one-year extension of the expiration date for the
warrants issued to Broadcom Corporation; the warrants expired in December 2003.
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Interest and other income, net, in the first six months of fiscal 2004 decreased $5.8 million as compared to the first six months of fiscal 2003,
with reduced interest income being partially offset by decreases in other expenses. Interest income decreased $9.7 million as compared to the
same six-month period one year ago due to both a decrease in interest rates as well as lower interest income relating to income tax refunds,
which generated $1.4 million and $5.1 million of interest income in the first six months of fiscal 2004 and 2003, respectively. Partially offsetting
the decrease in interest income were decreases of interest expense that resulted from the repayment of borrowings, as well as the charge of $1.7
million in the prior year period related the warrants issued to Broadcom as discussed above.

Equity Interest in Loss of Unconsolidated Joint Venture

Edgar Filing: 3COM CORP - Form 10-Q

) 51



As discussed above, we account for our investment in H-3C under the equity method. At the time of formation of H-3C, we recorded a charge of
$12.6 million representing our ownership share (49 percent) of the value attributed to in-process technology contributed to H-3C by Huawei that
had not yet reached technological feasibility and had no alternative future use.

Income Tax Provision (Benefit)
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Our tax provision in the second quarter of fiscal 2004 was the result of providing for taxes in certain state and foreign jurisdictions. Our income
tax benefit for the first six months of fiscal 2004 included the benefit of a foreign net operating loss carryback of $8.5 million,
partially offset by a provision of $4.0 million for taxes in certain state and foreign jurisdictions. The tax provision in
the second quarter and first six months of fiscal 2003 was the result of providing for taxes in certain state and foreign
jurisdictions.

Discontinued Operations

Discontinued operations relate to our CommWorks business unit that was sold in the fourth quarter of fiscal 2003. We recorded losses of $1.6
million and $1.9 million in the second quarter and first six months of fiscal 2004, respectively, due to adjustments to previous estimates of
liabilities related to the sale of CommWorks. In the second quarter and first six months of fiscal 2003 the loss relating to the operations of
CommWorks was $25.0 million and $60.7 million, respectively, and included $0.3 million and $0.6 million of tax expense, respectively.

Cumulative Effect of Change in Accounting Principle

As a result of our adoption of SFAS 142, we conducted a transitional goodwill impairment evaluation of the $66.5 million of goodwill recorded
as of May 31, 2002 and wrote off goodwill totaling $45.4 million relating to continuing operations as a change in accounting
principle effective June 1, 2002. We also wrote off $20.2 million of goodwill relating to the CommWorks business
unit, which is included in discontinued operations.

Liquidity and Capital Resources
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Cash and equivalents and short-term investments at November 28, 2003 were $1,392.4 million, a decrease of approximately $92.2 million
compared to the balance as of May 30, 2003 of $1,484.6 million.

Net cash used in operating activities was $81.1 million in the first six months of fiscal 2004, primarily reflecting our loss from continuing
operations of $243.1 million. We expect that cash flows from operating activities will be negative over the next two quarters, and possibly
longer, due to continuing net losses.  There are no assurances that we can reduce our net losses and negative cash flow in the foreseeable future,
or that we can raise capital as needed to fund our operations on an ongoing basis. However, based on current business conditions and our current
operating and financial plans, but subject to the discussion in Business Environment and Industry Trends below, we believe that our existing
cash and equivalents and short-term investments will be sufficient to satisfy our anticipated cash requirements for at least the next twelve
months.  As a result of the aforementioned fiscal 2004 restructuring charges, and based on our current projections for revenues, costs and
expenses, which are subject to significant uncertainty, we expect net cash flow from operations to be improved by approximately $12 million per
quarter. This improvement excludes the impact of cash disbursements to be made in settlement of liabilities accrued as of November 28, 2003
and is not expected to be fully realized until the first quarter of fiscal 2005.
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Significant commitments that will require the use of cash in future periods include obligations under lease, royalty and patent licensing
arrangements, and IT outsourcing agreements. Total future lease obligations as of November 28, 2003 were $59.1 million, of which $18.8
million will be paid over the next twelve months.  Obligations under royalty and patent licensing arrangements as of November 28, 2003 were
approximately $22.3 million, of which $10.3 million is expected to be paid over the next twelve months. Under our IT outsourcing agreements,
we are subject to minimum service levels of $5.2 million annually through December 2013. Termination of such agreements prior to this date
would result in early termination penalties that decline over time. If we were to terminate the agreement at the beginning of the third quarter of
fiscal 2004, such penalties are estimated to be approximately $4.6 million.

Net cash used in investing activities was $58.7 million for the first six months of fiscal 2004, primarily resulting from our $160.0 million
investment to fund H-3C as discussed earlier, partially offset by approximately $9.9 million of net proceeds related to sales, maturities, and
purchases of debt and equity securities, and $91.4 million of net proceeds related to sales and purchases of fixed assets.

For the first six months of fiscal 2004, we received proceeds of approximately $562.6 million from maturities and sales of investments, almost
all of which related to municipal and corporate bonds and government agency instruments. Offsetting these proceeds were investments totaling
$550.9 million in municipal and corporate bonds and government agency instruments, as well as investments totaling $1.8 million in equity
securities.

The investments in equity securities discussed above include the activities of 3Com Ventures. 3Com Ventures selectively makes strategic
investments in privately-held companies and in limited partnership venture capital funds, which in turn invest in privately-held companies.
These investment activities may include a strategic commercial or technology relationship, such as a component supply agreement or technology
license arrangement, with these privately-held companies. These investments were entered into with the intention of complementing our
business strategies and research and development efforts. 3Com Ventures has made strategic investments of $1.8 million in the first six months
of fiscal 2004 and has committed to make additional capital contributions to certain venture capital funds totaling $11.3 million. We are
contractually obligated to provide funding upon calls for capital. The expiration dates for such capital calls are generally five to eight years from
the inception of the fund, and the amounts and timing of such calls during that period are entirely at the discretion of the funds� general partners.
We estimate that we will pay approximately $4.4 million over the next twelve months as capital calls are made.

During the first six months of fiscal 2004, we made capital expenditures of $8.2 million for new property and equipment.  Also, we collected
$99.6 million from sales of property and equipment, primarily relating to the sale of our Rolling Meadows facility in July 2003 and certain
properties in Santa Clara in November 2003. As of November 28, 2003, capital expenditure commitments outstanding were not material.

Net cash provided by financing activities was $67.3 million in the first six months of fiscal 2004, including the collection of the final
installments of $8.4 million due under a note receivable related to the sale of warrants to Broadcom during fiscal 2002 and $59.2 million of
proceeds from the issuance of common stock, offset by $0.3 million for payments due under capital leases. There were no borrowings or
repayments under our revolving line of credit during the first six months of fiscal 2004. As of November 28, 2003, we had borrowing capacity of
$34.0 million under the revolving line of credit, had no amounts outstanding, and had $8.0 million of bank-issued standby letters of credit and
bank guarantees. Also, we did not repurchase any shares of common stock in the first six months of fiscal 2004. Our current stock repurchase
program permits expenditures of up to $100.0 million through March 2005.

27

Edgar Filing: 3COM CORP - Form 10-Q

) 55



In the first six months of fiscal 2004, we issued 13.1 million shares of stock under our employee stock option and stock purchase plans and
collected $59.2 million related to such issuances. Our stock option program is a broad-based, long-term retention program that is intended to
attract and retain talented employees and align stockholder and employee interests. We consider our stock option program critical to our
operations and productivity; essentially all of our employees participate. The program consists of four plans. The first three plans include one
under which officers and employees were granted options to purchase shares of our stock (1983 Stock Option Plan), one under which
non-employee directors were granted options (the Director Plan), and a broad-based plan under which options may be granted to all employees
other than officers and directors (the 1994 Stock Option Plan). Although options are still outstanding under these three plans, no future grants
may be made from such plans. In September 2003, our stockholders approved the 2003 Stock Plan (the new plan), which replaced these three
previous plans as well as the Restricted Stock Plan (the prior plans) for all stock awards granted subsequent to the approval date. In connection
with the approval of the new plan, we cancelled all shares available for issuance under the prior plans, which included approximately 128
million shares as of the approval date; at the same time, 20 million shares were reserved for issuance under the new plan.

As of November 28, 2003, our outstanding stock options as a percentage of outstanding shares were 19 percent. This potential dilution to
existing stockholders is mainly the result of the effect of our distribution of Palm, Inc. common stock in the first quarter of fiscal 2001. As a
result of the Palm distribution, the number of shares subject to option grants was adjusted to preserve the intrinsic value of the stock options,
resulting in an increase of 134 million options, and bringing the total option shares outstanding to 169 million at the time of the distribution. The
potential dilution has been an area of focus for senior management. As a result of reductions in the number of employees, stock option exercises,
stock repurchase programs, and management of new grants, the number of outstanding options has been reduced approximately 56 percent since
the Palm distribution. In addition, as discussed above, the number of options available for future grant was reduced by a net 108 million shares
due to approvals of proposals submitted to our stockholders at our annual stockholder meeting in September 2003.

Stock option activity during the first six months of fiscal 2004 and stock option detail as of November 28, 2003, were as follows:
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Number
of shares

Weighted average
exercise price

(in thousands)

Outstanding, May 30, 2003 85,502 $ 7.03

Granted 8,881 5.30
Exercised (11,270) 4.88
Canceled (9,542) 7.98
Outstanding, November 28, 2003 73,571 $ 7.03

Outstanding options
as of November 28, 2003 Exercisable at November 28, 2003

Range of
exercise prices

Number
of shares

Weighted average
exercise price

Number
of shares

Weighted average
exercise price

(in thousands) (in thousands)

$0.13 - $ 4.29 7,981 $ 3.98 3,287 $ 3.57
4.30 - 5.10 10,859 4.83 7,446 4.83
5.12 - 5.54 16,238 5.38 10,001 5.46
5.55 - 6.09 12,565 5.92 11,703 5.94
6.10 - 10.09 14,913 8.20 11,851 8.26

10.11 - 21.57 11,015 13.49 8,931 13.48
Total 73,571 $ 7.03 53,219 $ 7.33

The following table summarizes our equity compensation plans as of November 28, 2003:

Number of securities to
be issued upon

exercise of options

Weighted average
exercise price of

outstanding options

Number of securities
remaining available

for future issuance under
equity compensation plans

(excluding securities
reflected in 1st column)

(in thousands) (in thousands)

Equity compensation plans approved
by stockholders 24,270 $ 7.77 28,721
Equity compensation plans not
approved by stockholders* 48,309 6.73 �

Total 72,579 $ 7.08 28,721

*Excludes 1.0 million outstanding options with an average exercise price of $3.17. These options were assumed in connection with acquisitions
and no additional options are available for future issuance under such plans.

Edgar Filing: 3COM CORP - Form 10-Q

) 57



Options issued outside of the stockholder-approved plans were issued under our broad-based 1994 Stock Option Plan, as amended. Options
granted from this plan were granted at fair value, vest over two to four years, and expire ten years after the date of grant. As discussed above,
effective September 2003, the 2003 Stock Plan was approved by stockholders and has replaced the 1994 Stock Option Plan for all grants
subsequent to the approval date. Also in September 2003, stockholders approved a five million share increase in the number shares available for
issuance under the Employee Stock Purchase Plan.
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Effects of Recent Accounting Pronouncements

In November 2002, the Emerging Issues Task Force (EITF) reached a consensus on Issue No. 00-21, �Revenue Arrangements with Multiple
Deliverables.� EITF 00-21 addresses certain aspects of the accounting by a vendor for arrangements under which the vendor will perform
multiple revenue generating activities. EITF 00-21 will be effective for fiscal periods beginning after June 15, 2003; for 3Com, EITF 00-21
became effective for the second quarter of fiscal 2004. 3Com�s historical revenue recognition policies and practices conform to the requirements
of EITF 00-21 and, thus, the adoption of EITF 00-21 did not have a material impact on our financial position or results of operations.

Business Environment and Industry Trends
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Industry trends and specific risks may affect our future business and results.  The matters discussed below could cause our future results to differ
from past results or those described in forward-looking statements.

We have incurred significant net losses in recent fiscal periods, including $245 million for the first half of fiscal 2004 and $284 million,
$596 million and $965 million in fiscal years 2003, 2002 and 2001, respectively, and we may not be able to return to profitability.

We incurred a net loss of $245 million for the first half of fiscal 2004, and net losses of $284 million, $596 million and $965 million in fiscal
2003, 2002 and 2001, respectively. Although we are taking steps designed to improve our results of operations, we cannot assure you that we
will return to profitability. Further, if we do return to profitability, we cannot assure you that we will be able to sustain or increase such
profitability in the future.

We have faced a number of challenges that have affected our operating results over the last several fiscal years. Specifically, we have
experienced, and may continue to experience, the following:

�  declining revenue due to: (a) price competition and (b) reduced incoming order rate and customer backlog
which we believe reflects decreased demand for our products resulting from the overall slowdown in the networking
industry as well as technological changes and trends in the industry, such as the integration of networking,
communications and computer processing functions on computer chips that can perform the same functions as some
of our products.  Although our revenue increased during the second quarter of fiscal 2004 compared to the preceding
quarter, we cannot assure you that we will be able to maintain revenue at the current level or increase revenue in the
future;

�  increased risk of excess and obsolete inventories;

�  excess facilities and manufacturing capacity;

�  operating expenses (particularly general and administrative expenses) that, as a percentage of revenue, have
exceeded our desired financial model; and

�  disruptions resulting from our workforce reductions and employee attrition.

We entered into a joint venture in China with Huawei that, if not successful, may materially and adversely impact our business, business
prospects and operating results.

In November 2003, we announced the formation of a joint venture for enterprise networking products with Huawei, a leading Chinese
company.   Initially 3Com will have a 49 percent minority interest in the Huawei-3Com joint venture, which will have Hangzhou, China as its
primary base of operations. Pursuant to the joint venture agreements, 3Com has the rights to market and support the Huawei-3Com products
under the 3Com brand in all countries except China and Japan. In China and Japan, the joint venture will sell products sourced internally as well
as from 3Com and Huawei under the joint venture�s brand.  The joint venture commenced operations in November 2003.   Starting in the third
quarter of fiscal 2004, we will reflect the operating results of the joint venture in our operating results to the extent of our ownership interest, and
any losses of the joint venture would adversely impact our operating results.
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The new joint venture is likely to confront numerous challenges in the future.  For example, at the outset, integration of the business assets and
operations being contributed by each partner will involve complex activities that must be completed in a short period of time. Going forward,
there potentially could be disagreements between 3Com and the majority owner with respect to important strategic and operational decisions.
Also, the business of the joint venture will be subject to all of the operational risks that would normally arise for a technology company with
global operations pertaining to research and development, manufacturing, sales, service, marketing, and corporate functions. As well,
competition in the enterprise networking market will involve challenges from numerous, well-established companies with substantial resources
and significant market share.

Our business, business prospects and operating results are heavily dependent upon the success of the Huawei-3Com joint venture. In particular,
our product development activities will become increasingly interdependent with those of the joint venture. If the joint venture and our
transactions with it are not successful or less successful than we anticipate, we may not introduce new products needed to broaden our high-end
enterprise networks product line, which may adversely affect our revenues, business and business prospects. Even if the joint venture is
successful, there may be disruption to our existing distribution channels and potential conflict with our current channel partners resulting from
the establishment of the joint venture�s operations and distribution arrangements.

Our strategy of outsourcing functions and operations not central to our business may fail to reduce cost and may disrupt our operations.

We continue to look for ways to decrease cost and improve efficiency by contracting other companies to perform functions or operations that do
not contribute to our core technology business. Up to now, our efforts have focused on using outside vendors to meet some of our IT and
manufacturing needs. We have recently announced our intention to outsource all manufacturing. To achieve more cost savings or operational
benefits, we may expand our outsourcing of IT activities, as well as aspects of the following operations: human resources, accounting, internal
audit, security and engineering. Although we believe that outsourcing these functions will result in lower costs and increased efficiencies, this
may not be the case. For example, outsourcing means that we will be relying upon third parties to meet our needs. Because these third parties
may not be as responsive to our needs as we would be ourselves, we may increase the risk of disruption to our operations. In addition, our
agreements with these third parties sometimes include substantial penalties for terminating such agreements early or failing to maintain
minimum service levels. Because we cannot always predict how long we will need the services or how much of the services we will use, we may
have to pay these penalties.

Our revenues may decrease, and we may not be able to compensate for such lower revenues with cost reductions sufficient to generate
positive net income or cash flow.

We believe that we must implement strict cost and expense reductions if we are to generate positive net income and cash flow from operations in
future quarters. If we are not able to effectively reduce our costs and expenses commensurate with, and at the same pace as, any further
deterioration in our revenues, we may not be able to generate positive net income or cash flow from operations. If we continue to experience
negative cash flow from operations over a prolonged period of time, our ability and efforts to operate our business effectively could be adversely
affected. We are unable to predict the exact amount of cost reductions required for us to generate positive net income or cash flow from
operations because we cannot accurately predict the amount of our future revenue. Our future revenue depends, in part, on future economic and
market conditions, which we are unable to forecast accurately. We also cannot forecast the impact of new products. Although we cannot
accurately predict the amount of our future revenue overall, we expect that revenue from sales of desktop, mobile and server connectivity
products, which represented approximately 17% of total revenue for the second quarter of fiscal 2004, will decline further due to pricing
pressures and technological changes and trends in the networking industry.
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Our efforts to consolidate our real estate portfolio and sell certain real estate holdings may not generate the expected level of cash proceeds
or result in reductions of operating costs.

In connection with our ongoing restructuring and cost reduction activities, we are making efforts to consolidate our operations into fewer
facilities and to dispose of excess facilities. We currently have, or expect to have in the near future, excess facilities held for sale in Santa Clara,
Dublin, and Hemel Hempstead. Despite our best efforts, our ability to dispose of our excess real estate holdings may be impaired by adverse
conditions in the commercial real estate market. Additionally, to the extent that we continue to own excess facilities and are unable to lease the
facilities to third parties, our operating results will be adversely affected by the continuing operating costs associated with the facilities.

Our workforce reductions, and the high cost of living in certain locations, may make it more difficult for us to retain and recruit the
qualified employees and management personnel that are critical to our success.

Our success depends upon retaining and recruiting highly qualified employees and management personnel. However, the significant downturn in
our business environment has had a negative impact on our operations. As a result, we have restructured our operations to reduce our workforce
and implement other cost reduction activities. Although we believe these various changes and actions will improve our organizational
effectiveness and competitiveness, they could lead, in the short term, to disruptions in our business, reduced employee morale and productivity,
problems with retaining existing employees and recruiting future employees and increased financial costs. Recruiting and retaining skilled
personnel, including engineers, sales representatives and product marketing managers, continues to be difficult. In addition, at certain locations
where we operate, the cost of living is extremely high and it may be difficult to attract and retain key employees and management personnel at a
reasonable cost. If we cannot successfully recruit and retain qualified employees and management personnel, our product introduction schedules,
customer relationships, results of operations and financial position may be impaired and our overall ability to compete may be adversely
affected.

Efforts to reduce operating expenses could involve further workforce reductions and lead to reduced revenues and other disruptions in our
business.

Our operating expenses, particularly general and administrative expenses, as a percent of revenue have been higher than our desired long-term
financial model. We have taken, and will continue to take, actions to reduce these expenses. Future actions could include further reductions in
our workforce, relocation of functions and activities to lower cost locations, changes or modifications in IT systems or applications and process
reengineering. As a result of these actions, some employees with critical skills will be severed, and other employees will leave our company
voluntarily due to the uncertainties associated with our business environment and their job security.  In addition, reductions in overall staffing
levels might make it more difficult for us to achieve our revenue objectives, to adhere to our preferred business practices and to address all of
our legal and regulatory obligations in an effective manner, which could, in turn, ultimately lead to missed business opportunities, higher
operating costs or penalties.

If future business conditions present unanticipated challenges, we may need to make further changes to our business structure or reductions
to our workforce.

In response to industry and market conditions, we have restructured our business and reduced our workforce. The assumptions underlying our
restructuring efforts will be assessed on an ongoing basis and may prove to be inaccurate. We may have to restructure our business again to
achieve additional cost savings and to strategically realign our resources. Our restructuring plan is based on certain assumptions regarding the
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outlook for the networking industry, our future revenue and the cost structure of our business, which may prove to be inaccurate. While
restructuring, we have assessed, and will continue to assess, whether we should further reduce our workforce or further expand our outsourcing
activities. We may not be able to successfully implement the initiatives we have undertaken in
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restructuring our business; even if successfully implemented, these initiatives may not be sufficient to meet and keep pace with changing
industry and market conditions and to achieve positive net income and cash flow from operations.

If our cash flow significantly deteriorates in the future, our liquidity and ability to operate our business could be adversely affected.

We incurred a significant net loss and negative cash flow from operations for the first half of fiscal 2004. If we continue to incur significant net
losses and negative cash flow from operations over a prolonged period, our liquidity and ability to operate our business could be adversely
affected. For example, our ability to raise financial capital may be hindered due to the possibility of continuing net losses and negative cash flow
in the future. An inability to raise financial capital would limit our operating flexibility.

The following items could require unexpected future cash payments or limit our ability to generate cash:

�  inability to dispose of real estate holdings;

�  taxes due upon the transfer of cash held in foreign locations; and

�  taxes assessed by local authorities where we conduct business.

Our decision to move our corporate headquarters will result in costs for relocation, executive severance, and recruitment costs, and could
result in disruptions to our business.

In fiscal 2004, we moved our corporate headquarters to our Marlborough facility, which is the primary location and base of operations for our
ongoing enterprise networking business. We expect to relocate additional functions to Marlborough in the future.  Although a relatively small
percentage of our total workforce will be affected by the relocation of our corporate headquarters, such changes will involve ongoing efforts and
expenses to effect the relocation. For example, we have incurred and expect to continue to incur relocation costs, severance costs (for those
employees not moving to Marlborough), and recruitment costs (for replacing the employees not moving to Marlborough). Also, although we
believe the relocation will improve our organizational effectiveness, it could lead, in the short term, to disruptions in our business.

We may not respond effectively to increased competition caused by industry volatility and consolidation.

Our business could be seriously harmed if we do not compete effectively. We face competitive challenges that are likely to arise from a number
of factors, including:

�  industry volatility resulting from rapid product development cycles;
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�  increasing price competition due to maturation of basic networking technologies;

�  industry consolidation resulting in competitors with greater financial, marketing, and technical resources;

�  the presence of existing competitors with greater financial resources together with the potential emergence of
new competitors with lower cost structures and more competitive offerings; and

�  greater competition for fewer customers as a result of consolidation in the reseller and distribution channels.

The increased integration of networking, communications, and computer processing functions on a reduced number of computer chips may
adversely affect our future sales growth and operating results.

The integration of networking, communications, and computer processing functions on a reduced number of computer chips has become an
industry trend. This trend is sometimes referred to as �siliconization.� Many of these integrated computer chips offer improved features and
increased performance at lower cost. However, we are not a computer chip company. Rather, we make products
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that function with computer chips but are not contained on the chips themselves. As a result, increased siliconization may make our products
obsolete if the functions performed by our products can be better and less expensively performed by these integrated computer chips. If this
happens, our future sales growth and operating results will suffer. For example, a significant portion of our sales of connectivity products are
made to personal computer (PC) manufacturers like Dell Computer Corp., Gateway, Hewlett-Packard Company (HP), and International
Business Machines Corp. All of these companies are manufacturers that incorporate our connectivity products into their products. However,
these companies also include computer chips from other vendors that integrate a connectivity function into their products. As this integrated
connectivity technology matures, computer chip makers may include more and more of the features performed by our connectivity products
directly in the basic circuitry and components of computers, leading to cheaper computer configurations. This means that some competitors that
have a significant share of the PC computer chip market may sell chips that contain integrated connectivity at prices not significantly greater
than prices for PC computer chips without connectivity. If our PC manufacturer customers can buy chips that contain the same connectivity
features as our products at a lower cost than buying our connectivity products separately, they will be less likely to buy our products. We expect
that PC manufacturers and designers increasingly will purchase the lower-priced integrated connectivity products. If we cannot lower the costs
of our products or persuade customers to purchase products with higher average selling prices, then our margins will be reduced and our
financial results will be adversely affected. In addition, as networking functions become more embedded in the basic circuitry and components
of computers, we face increased competition from other companies that are also our current suppliers of products. If we cannot compete
successfully against current or future competitors, our business, results of operations or financial position could be adversely affected.

Our investment in technologies which are unproven or for which we have not yet demonstrated success in the marketplace may not produce
the benefits we expect.

We are making significant investments in various technologies for emerging product lines.  These investments have included XRN� (eXpandable
Resilient Networking) technology, Gigabit Ethernet technology, Internet Protocol (IP) telephony, wireless LANs, Layer 3+ switching, network
security technology (such as our embedded firewall products), and Network Jack switches. We expect new products and solutions based on these
technologies to contribute to sales growth in the future. However, the markets for some of these products and solutions are still emerging and the
market potential for our products and solutions based on these technologies remains unproven. If customer demand for our products and
solutions based on these technologies does not develop as we expect, or if our sales and marketing strategies for these technologies are not
effective, our financial results could be adversely affected and we might need to change our business strategy.

We may not be successful at identifying and responding to new and emerging market and product opportunities.

The markets in which we compete are characterized by rapid technology transitions and short product life cycles. Therefore, our success depends
on our ability to: 1) identify new market and product opportunities, 2) develop and introduce new products and solutions in a timely manner,
3) gain market acceptance of new products and solutions, particularly in the targeted emerging markets discussed above, and 4) rapidly and
efficiently transition our customers from older to newer enterprise networking technologies. Our results of operations or financial position could
suffer if we are not successful in achieving these goals. For example, our business would suffer if there is a delay in introducing new products, if
there are fewer customers interested in our products than we expected, if our products do not satisfy customers in terms of features, functionality
or quality; or if the products cost more to produce than we expect. Our business would suffer in particular if negative effects such as these were
to occur in those product markets that we have identified as emerging high-growth opportunities. One factor that may cause greater
difficulty for us in quickly and effectively introducing new products with the features, functionality, quality, and costs
that are optimal for the market is our increased reliance on relationships with strategic partners, such as original design
manufacturers (ODMs). Because ODMs manufacture the products of other companies as well as ours, the timeliness
of the availability of our products depends, in part, on their production schedules. In addition, we are relying on them
to manufacture products that
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meet our specifications with regard to quality and cost. We will continue to source other products from OEMs and from the Huawei-3Com joint
venture. Finally, since we rely on our strategic partners, we may not be able to independently identify current product and technology trends and
to respond to such trends as well as if we were working independently.

A significant portion of our revenue is derived from sales to a small number of customers. If any of these customers reduces its business with
us, our business could be seriously harmed.

We distribute many of our products through two-tier distribution channels that include distributors, systems integrators and value-added
resellers. We also sell to personal computer manufacturers and telecommunications service providers. A significant portion of our revenue is
concentrated among a few distributors and OEM customers; our two largest customers accounted for a combined 33 percent of total sales for
both the first half of fiscal 2004 and the entirety of fiscal 2003, and a combined 28 percent of total sales for each of fiscal 2002 and fiscal 2001.
There has been a trend of decreased demand for connectivity products from OEM customers such as Dell and HP, due to increased integration of
networking connections with semiconductor components, and also to factors specific to our OEM customers. Additionally, consolidation in our
distribution channels and among PC manufacturers is reducing the number of customers in our domestic and international markets. In an effort
to streamline our operations, we may increase the focus of our distribution sales resources on selected distribution channel customers.

We depend on distributors who maintain inventories of our products. If the distributors reduce their inventories of our products, our revenue
could be adversely affected.

Our distributors maintain inventories of our products. We work closely with our distributors to monitor channel inventory levels and ensure that
appropriate levels of products are available to resellers and end users. We have improved certain of our supply chain processes so that deliveries
to our channel partners can be done more rapidly, thereby enabling our channel partners to hold fewer weeks of supply of our products in their
inventory. At the end of fiscal year 2003, channel inventory levels were at the upper end of our target range of four to six weeks supply on hand
at our distributors. At the end of our first and second quarters of fiscal 2004, channel inventory levels were at approximately 4.5 weeks supply
and we expect to operate our business with no greater than 4.5 weeks of channel inventory for the remainder of fiscal 2004. At this level of
channel inventory, some of our channel partners will hold less than the average level of inventory, and others will be at a higher level. Partners
with a below-average inventory level may incur stock outs that would adversely impact our revenues. If our channel partners further reduce their
levels of inventory of our products, our sales would be negatively impacted during the period of change.

We are in the process of making adjustments to the manner in which we sell our products and services in the sales channel.  If those
adjustments are unsuccessful, our revenues may be negatively affected.

As part of our distribution strategy, we are targeting System Integrators (SIs), Service Providers (SPs), and enterprise Value Added Resellers
(eVARs).  These resellers typically have expertise in network design and implementation, which is important when deploying end-to-end
networking infrastructure solutions in larger enterprises.  In addition to specialized technical expertise, SIs, SPs and eVARS typically offer
sophisticated services capabilities that are typically desired by larger enterprise customers.  In order to expand our distribution channel to include
resellers with such capabilities, we must be able to provide effective support to these resellers.   If our services, marketing, or sales organization
does not provide effective support to such SIs, SPs, and eVARS, we may not be successful in expanding our distribution model and current SI,
SP, and eVAR partners may terminate their relationships with us, which would adversely impact our sales and results of operations.
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Our strategies to outsource 3Com�s remaining internal manufacturing in Dublin, and for contract manufacturers to ship directly to our
customers, may not result in savings or meet our performance
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needs. The inability of any contract manufacturer to meet our cost, quality or performance standards could adversely affect our results from
operations.

The following is a discussion of the factors that could determine whether our strategy to shift the production of our products to contract
manufacturing is successful. The cost, quality, performance, and availability of contract manufacturing operations are and will be essential to the
successful production and sale of many of our products. The inability of any contract manufacturer to meet our cost, quality, performance, and
availability standards could adversely impact our financial condition or results of operations. We may not be able to provide contract
manufacturers with product volumes that are high enough to achieve sufficient cost savings. If shipments fall below forecasted levels, we may
incur increased costs or be required to take ownership of the inventory. Also, our ability to control the quality of products produced by contract
manufacturers may be limited and quality issues may not be resolved in a timely manner, which could adversely impact our financial condition
or results of operations. We have implemented a program with our manufacturing partners to ship products directly from regional shipping
centers to customers. Through this program, we are relying on these partners to fill customer orders in a timely manner. This program may not
yield the efficiencies that we expect, which would negatively impact our financial performance. Any disruptions to on-time delivery to
customers would adversely impact our business and revenues.

We may be unable to manage our supply chain successfully, which would adversely impact our revenues, gross margins, and profitability.

Current business conditions and operational challenges in managing our supply chain affect our business in a number of ways:

�  in the past, some key components have had limited availability;

�  there are a smaller number of suppliers and we have narrowed our supplier base, including, in some cases, the
sole sourcing of specific components from a single supplier;

�  as integration of networking features on a reduced number of computer chips continues, we are increasingly
facing competition from parties who have traditionally been and are currently our suppliers;

�  our ability to accurately forecast demand is diminished, especially in light of general economic weakness and
uncertainty following wars and terrorist events;

�  our significantly increased reliance on and long-term arrangements with third-party manufacturers places
much of the supply chain process out of our direct control and heightens the need for accurate forecasting and reduces
our ability to transition quickly to alternative supply chain strategies;

�  our present manufacturing capacity exceeds our current needs; and

�  we may experience disruptions to our logistics.

Some of our suppliers are also our competitors. We cannot be certain that in the future our suppliers, particularly those who are also in active
competition with us, will be able or willing to meet our demand for components in a timely and cost-effective manner.
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Increasingly, we have been sourcing a greater number of components from a smaller number of vendors. Also, there has recently been a trend
toward consolidation of vendors of electronic components. This greater reliance on a smaller number of suppliers and the inability to quickly
switch vendors increase the risk of logistics disruptions, unfavorable price fluctuations, or disruptions in supply, particularly in a
supply-constrained environment.

Operation of the supply chain requires accurate forecasting of demand, which has become more challenging. If overall demand for our products
or the mix of demand for our products is significantly different from our expectations, we may face inadequate or excess component supply or
inadequate or excess manufacturing capacity. This would result in orders for products that could not be manufactured in a timely manner, or a
buildup of inventory that could not easily be sold. Either of these situations could adversely affect our market share, revenue, results of
operations or financial position.
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The contract manufacturers on whom we rely face currency exchange rate risk that may affect their ability to provide products on a cost
competitive basis, which could in turn impact our operating results and our competitiveness.

When we complete the outsourcing of our remaining internal manufacturing operations during the third quarter of fiscal 2004, we will be
entirely dependent upon external contract manufacturers for product supplies and, in turn, upon the ability of these contract manufacturers to
remain cost competitive. A significant component of maintaining this cost competitiveness is the ability of the contract manufacturers to adjust
their own costs and manufacturing infrastructure to compensate for possible adverse exchange rate movements. To the extent that the contract
manufacturers are unable to do so, and we are unable to procure alternative product supplies then our own operating results and our own
competitiveness may be adversely impacted.

We are exposed to economic currency risk on products sourced from the Huawei-3Com joint venture in China.

Pursuant to our agreements with Huawei, we have the right to market the Huawei-3Com products under the 3Com brand in all countries except
China and Japan.  A key factor in the success of this activity is that product sourced from the joint venture remains cost competitive over time.

Any future adverse exchange rate movements between the joint venture�s local currency of operations and the U.S. Dollar may adversely impact
our operating results.

Our current and future decisions to exit certain product lines may have unforeseen negative impacts to our business.

In fiscal 2001, 2002 and 2003, we exited or sold some of our businesses and product lines. In some cases, we continue to be responsible pursuant
to the original warranty obligations for these products. Our exiting of these business and product lines may have adversely affected our
relationships with channel partners and end customers. Many of these channel partners and customers perceived our remaining products as not
being part of a larger integrated or complementary solution, or questioned our commitment to their markets. Consequently, they chose to
purchase products from alternative vendors. We may consider exiting other businesses or product lines that do not meet our goal of delivering
satisfactory financial returns. Future decisions to exit businesses or product lines could result in deterioration of our channel partner and
customer relationships, increased employee costs (such as severance, outplacement and other benefits), contract termination costs, and asset
impairments.

Our increasing reliance on strategic relationships may negatively impact our business.

As discussed above, in November 2003, we formed a joint venture in China for enterprise networking products. In addition, we recently
announced alliances with Crossbeam Systems, Inc. and Aspect Communications Corporation. We expect to evaluate other possible strategic
relationships, including joint ventures and other types of arrangements, and we may increase our reliance on such strategic relationships to
complement internal development of new technologies and enhancement of existing products and to exploit perceived market opportunities.
Strategic relationships can present challenges since we often compete in some business areas with companies with which we, at the same time,
have strategic alliances in other business areas. If these companies fail to perform, or if these relationships fail to materialize as expected, we
could suffer delays in product or market development or other operational difficulties. Strategic relationships may also lead to potential conflicts
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within our distribution channel. Furthermore, our results of operations or financial condition could be adversely affected if we experience
difficulties managing relationships with our partners or if projects with partners are unsuccessful. In addition, if third parties acquire our strategic
partners or if our competitors enter into successful strategic relationships, we may face increased competition.
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Our reliance on industry standards, a favorable regulatory environment, technological change in the marketplace, and new product
initiatives may cause our revenues to fluctuate or decline.

The networking industry in which we compete is characterized by rapid changes in technology and customer requirements, evolving industry
standards, and complex government regulation. As a result, our success depends on:

�  the emergence of new technology or the convergence of technologies such as voice and data networking or IP
telephony;

�  our ability to develop new products to address changes in technologies and related customer requirements on
a timely basis;

�  the timely adoption and market acceptance of industry standards, and timely resolution of conflicting U.S. and
international industry standards;

�  our ability to influence the development of emerging industry standards and to introduce new and enhanced
products that are compatible with such standards; and

�  a favorable regulatory environment.

Slow market acceptance of new technologies, products, or industry standards could adversely affect our revenue or overall financial
performance. In addition, if our technology is not included in an industry standard on a timely basis or if we fail to achieve timely certification of
compliance to industry standards for our products, our revenue from sales of such products or our overall financial
performance could be adversely affected.

Failure to obtain all necessary regulatory approvals for our products or to comply with all applicable government regulations could adversely
impact our revenue or overall financial performance or expose us to fines or other penalties. In addition, new or revised government regulations
could adversely affect the basic business economics for new technologies or their rates of acceptance or adoption by potential customers; in turn,
this could adversely impact our revenue or overall financial performance.

Our customer order fulfillment capabilities fluctuate and may negatively impact our operating results.

The timing and amount of our sales depend on a number of factors that make estimating future operating results difficult. Throughout our
business, we do not typically maintain a significant amount of backlog, and sales are partially dependent on our ability to appropriately forecast
product demand. In addition, our customers historically request fulfillment of orders in a short time period, resulting in limited visibility to sales
trends and potential pricing pressures. Consequently, our operating results depend on the volume and timing of orders and our ability to fulfill
orders in a timely manner. Historically, sales in the third month of the quarter have been higher than sales in each of the first two months of the
quarter. Non-linear sales patterns make business planning difficult, and increase the risk that our quarterly results will fluctuate due to
disruptions in functions such as manufacturing, order management, information systems, and shipping.
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We may not be able to defend ourselves successfully against claims that we are infringing the intellectual property rights of others.

Many of our competitors, such as telecommunications, networking, and computer equipment manufacturers, have large intellectual property
portfolios, including patents that may cover technologies that are relevant to our business. In addition, many smaller companies, universities, and
individual inventors have obtained or applied for patents in areas of technology that may relate to our business. The industry is moving towards
aggressive assertion, licensing, and litigation of patents and other intellectual property rights.

In the course of our business, we frequently receive claims of infringement or otherwise become aware of potentially relevant patents or other
intellectual property rights held by other parties. We evaluate the validity and applicability of these intellectual property rights, and determine in
each case whether we
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must negotiate licenses or cross-licenses to incorporate or use the proprietary technologies, protocols, or specifications in our products. If we are
unable to obtain and maintain licenses on favorable terms for intellectual property rights required for the manufacture, sale, and use of our
products, particularly those that must comply with industry standard protocols and specifications to be commercially viable, our results of
operations or financial position could be adversely affected. In addition, if we are alleged to infringe the intellectual property rights of others, we
could be required to seek licenses from others or be prevented from manufacturing or selling our products, which could cause disruptions to our
operations or the markets in which we compete.

We may need to engage in complex and costly litigation in order to protect or maintain our intellectual property rights.

In addition to disputes relating to the validity or alleged infringement of other parties� rights, we may become involved in disputes relating to our
assertion of our intellectual property rights. Whether we are defending the assertion of intellectual property rights against us, or asserting our
intellectual property rights against others, intellectual property litigation can be complex, costly, protracted, and highly disruptive to business
operations by diverting the attention and energies of management and key technical personnel. Further, plaintiffs in intellectual
property cases often seek injunctive relief and the measures of damages in intellectual property litigation are complex
and often subjective or uncertain. Thus, the existence of this type of litigation, or any adverse determinations related to
such litigation could subject us to significant liabilities and costs. To the extent that any of our OEM, ODM, or joint
venture partners may become involved in intellectual property disputes and may be unable to hold us harmless, then
we may incur liabilities or suffer temporary disruption of our business. Also, if we are asserting our intellectual
property rights against others, we could be prevented from stopping others from manufacturing or selling competitive
products. Any one of these factors could adversely affect our product margins, results of operations, financial position,
or cash flows.

Our future quarterly operating results are subject to factors that can cause fluctuations in our stock price.

Historically, our stock price has experienced substantial volatility. We expect that our stock price may continue to experience volatility in the
future due to a variety of potential factors such as fluctuations in our quarterly results of operations and cash flow, changes in our cash balances,
variations between our actual financial results and the published analysts� expectations, and announcements by our competitors. In addition, over
the past several quarters, the stock market has experienced extreme price and volume fluctuations that have affected the stock prices of many
technology companies. These factors, as well as general economic and political conditions or investors� concerns regarding the credibility of
corporate financial statements and the accounting profession, may have a material adverse affect on the market price of our stock in the future.

We may not be fully able to protect our computer systems, including our financial systems, from breaches of security.

We use computer systems, including our enterprise-wide financial system, which may not include the most advanced security features available.
There is a risk of unauthorized access to computer systems and proprietary information, including our financial systems, intellectual property,
and trade secrets. While management makes concerted efforts to assess risks and prevent and detect security breaches, including periodic audits
and upgrades of our systems, our business, results of operations or financial position could be affected if any unauthorized access were to occur
and not be detected through our normal internal control procedures.
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In fiscal 2004 we are operating in a single business segment focused primarily on enterprise networking, and our results of operations may
fluctuate based on factors related entirely to conditions in this market.
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In fiscal 2004, we are operating in a single business segment focused primarily on enterprise networking. This single enterprise networking
business reflects a streamlined management and operating structure encompassing all of our operations, including our connectivity business that
we previously operated and reported as a separate segment and which we expect will continue to diminish. Our focus on enterprise networking
may cause increased risk or volatility associated with decreased diversification of our business. There will be increased sensitivity to the
business risks associated specifically with the enterprise networking market and our ability to execute successfully on our strategies to provide
superior solutions for larger and multi-site enterprise environments. To be successful in the enterprise networking market, we will need to
overcome negative perceptions of our company held by certain chief information officers of large enterprises, who may be skeptical of our
long-term commitment to the high-end networking business as a result of our withdrawal from that business in 2000. Also, expansion of sales to
large enterprises may be disruptive in a variety of ways, such as adding larger systems integrators that may raise channel conflict issues with
existing distributors, or a perception of any diminished focus on the small and medium enterprise market.

Item 3. Quantitative and Qualitative Disclosures About Market Risk

3Com holds marketable equity traded securities that have a brief trading history and are highly subject to market price volatility.  Equity security
price fluctuations of plus or minus 50 percent would not have a material impact on the value of these securities as of the end of the second
quarter of fiscal 2004.

For interest rate sensitivity and foreign currency exchange risk, reference is made to Part II, Item 7A, Quantitative and Qualitative Disclosures
About Market Risk, in our Annual Report on Form 10-K for the year ended May 30, 2003.

Item 4. Controls and Procedures

a.  We carried out an evaluation, under the supervision and with the participation of our management, including
our President and Chief Executive Officer and our Chief Financial Officer, of the effectiveness of the design and
operation of our disclosure controls and procedures as of the end of our second fiscal quarter pursuant to Exchange
Act Rule 13a-15(b). Based upon that evaluation, our President and Chief Executive Officer and our Chief Financial
Officer concluded that our disclosure controls and procedures are effective in ensuring that information required to be
disclosed by us in reports that we file or submit under the Exchange Act is recorded, processed, summarized and
reported within the time periods specified in the Securities and Exchange Commission�s rules and forms.

Our review of our internal controls was made within the context of the relevant professional auditing standards defining �internal controls,�
�reportable conditions,� and �material weaknesses.� �Internal controls� are processes designed to provide reasonable assurance that our transactions
are properly authorized, our assets are safeguarded against unauthorized or improper use, and our transactions are properly recorded and
reported, all to permit the preparation of our consolidated financial statements in conformity with accounting principles generally accepted in the
United States. �Significant deficiencies� are referred to as �reportable conditions,� or control issues that could have a significant adverse effect on
our ability to properly authorize transactions, safeguard our assets, or record, process, summarize or report financial data in the consolidated
financial statements. A �material weakness� is a particularly serious reportable condition where the internal control does not reduce to a relatively
low level the risk that misstatements caused by error or fraud may occur in amounts that would be material in relation to the consolidated
financial statements and not be detected within a timely period by employees in the normal course of performing their assigned functions. As
part of our internal controls procedures, we also address other, less significant control matters that we identify, and we determine what revision
or improvement to make, if any, in accordance with our on-going procedures.
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b.  There have been no changes in our internal control over financial reporting identified in connection
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with our evaluation as of the end of the second fiscal quarter that occurred during such quarter that have materially affected, or are reasonably
likely to materially affect, our internal control over financial reporting.

PART II.      OTHER INFORMATION

Item 1.  Legal Proceedings

The information set forth in Note 13 of Part I, Item 1 of this Form 10-Q is incorporated herein by reference.

Item 2.  Changes in Securities and Use of Proceeds

None.

Item 3.  Defaults Upon Senior Securities

None.

Item 4.  Submission of Matters to a Vote of Security Holders

(a)  The Annual Meeting of Shareholders was held on September 23, 2003.

(b)  Each of the persons named in the Proxy Statement as a nominee for director was elected and the
proposals listed below were approved.  The following are the voting results of the proposals:

Proposal I For Withheld Broker Non-Votes
Election of Directors:

Bruce L. Claflin 332,324,140 8,210,089 0
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Paul G. Yovovich 325,401,530 15,132,699 0

Other Directors whose term of office as a director continued after the meeting were Eric A. Benhamou, Gary T. DiCamillo, James R. Long, and
Raj Reddy.

Proposal II For Against Abstain Broker Non-Votes
To approve the 2003 Stock Plan with
an initial share reserve of 20,000,000
and eliminate the shares available for
future grant under prior equity
programs: 170,530,696 59,716,786 2,520,904 107,765,844

Proposal III For Against Abstain Broker Non-Votes
To approve an increase in share
reserve under the 1984 Employee
Stock Purchase Plan: 198,288,356 31,963,920 2,516,110 107,765,844

Proposal IV For Against Abstain Broker Non-Votes
To ratify the appointment of Deloitte
& Touche LLP as the Company�s
independent public accountants for the
fiscal year ending May 28, 2004: 317,135,316 22,716,447 682,445 0
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Item 5.  Other Information

None.

Item 6.  Exhibits and Reports on Form 8-K

(a)  Exhibits

Exhibit Incorporated by Reference Filed

Number Exhibit Description Form File No. Exhibit Filing Date Herewith
2.1 Master Separation and Distribution Agreement

between the Registrant and Palm, Inc. effective
as of December 13, 1999

10-Q 0-12867 2.1 04/04/00

2.2 Tax Sharing Agreement between the Registrant
and Palm, Inc.

10-Q 0-12867 2.7 04/04/00

2.3 Indemnification and Insurance Matters
Agreement between the Registrant and Palm,
Inc.

10-Q 0-12867 2.11 04/04/00

3.1 Corrected Certificate of Merger filed to correct
an error in the Certificate of Merger

10-Q 0-12867 3.4 10/08/99

3.2 Registrant�s Bylaws, as amended on August 7,
2001

10-K 0-12867 3.5 08/02/02

3.3 Certificate of Designation of Rights,
Preferences and Privileges of Series A
Participating Preferred Stock

10-Q 0-12867 3.6 10/11/01

4.1 Amended and Restated Rights Agreement dated
December 31, 1994

10-Q 0-12867 4.1 01/17/95

4.2 Third Amended and Restated Preferred Shares
Rights Agreement, dated as of November 4,
2002

8-A/A 0-12867 4.2 11/27/02

10.1 Management Retention Agreement with Bruce
Claflin, effective as of July 15, 2003*

ý

10.2 Management Retention Agreement with Dennis
Connors, effective as of July 15, 2003*

ý

10.3 Management Retention Agreement with Mark
Slaven, effective as of July 15, 2003*

ý

10.4 Management Retention Agreement with Nick
Ganio, effective as of July 24, 2003*

ý

10.5 Management Retention Agreement with Anik
Bose, effective as of July 28, 2003*

ý

10.6 3Com Corporation 2003 Stock Plan* S-8 333-109983 10.1 10/24/03
31.1 Certification of Principal Executive Officer ý
31.2 Certification of Principal Financial Officer ý
32.1 Certification of Chief Executive Officer and

Chief Financial Officer pursuant to 18 U.S.C.
Section 1350, as adopted pursuant to

ý
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Section 906 of the Sarbanes-Oxley Act of 2002

*  Indicates a management contract or compensatory plan.
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(b)  Reports on Form 8-K

Date Item Number Description

September 18, 2003 Item 12 3Com announced its financial results for the first quarter of fiscal 2003 and included the press
release thereto.

November 10, 2003 Item 5 3Com announced the completion of the sale of certain properties in Santa Clara, California.

November 19, 2003 Item 5 3Com announced the launch of its joint venture with Huawei Technologies, Ltd. and included
the press release thereto.
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Signatures

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

3Com Corporation
(Registrant)

Dated: January 12, 2004 By: /s/ Mark Slaven
Mark Slaven
Executive Vice President, Finance and
Chief Financial Officer
(Principal Financial and
Accounting Officer)
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