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Part I

Item 1. Business

Certain statements constitute "forward-looking statements"” within the meaning of
Section 27A of the Securities Act of 1933 and Section 21E of the Securities
Exchange Act of 1934. Such forward-looking statements involve known and unknown
risks, uncertainties and other factors which may cause the actual results,
performance, or achievements of the Company to be materially different from any
future results, performance or achievements, expressed or implied by such
forward-looking statements.

OVERVIEW

Franklin has substantially reduced operations due to a lack of cash, and is
functioning with minimal staff while it seeks acquisition opportunities or
financing that would allow it to resume normal operations. The following
discussion describes the state of the industry in general, and Franklin's
business and products. It should be read in light of Franklin's current
situation.
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Today's telecommunications company can trace both the challenges it faces and
the potential for growth it holds to the deregulation of the industry in 1996.
One of the most visible results of this deregulation was the emergence of
Competitive Local-Exchange Carriers (CLECs). Almost immediately, CLECs became
the darlings of Wall Street, winning record amounts of financing to build out
facility based networks. This expansion, while a competitive necessity, was not
without danger. For all too many of these CLECs, the powerful upward spike in
value was matched by an equally dramatic downward plunge, as the realities of
establishing a sustainable business while paying off venture capital debt became
evident.

The dot.com's followed an almost identical profile--rapid expansion followed
closely by collapse and confusion. One example of cause and effect in this
debacle was the complete misreading of what to expect from fiber optics:
fortunes were made and lost on the myth of an imminent shortage of bandwidth to
support growing IP demands. The reality proved to be bandwidth to spare.

After the tumultuous year in 2001 for telecommunications companies, should we
despair for the industry? No! Telecommunications has taken a beating, and
Franklin has suffered with the rest of the sector. Franklin's problems were
further exacerbated by a shortage of working capital suffered before its product
line was adequately established in the marketplace. This inevitably resulted in
inadequate sales.

But after acknowledging the challenges, it is fair to examine the very real
potential that still permeates the telecommunications industry . . . including
Franklin . We are looking for a solid, continuous pattern of growth over several
years, once we have obtained sufficient financing. The consensus is that most
small businesses and enterprises alike will move toward a converged data/voice
network, but they will take a phased approach. Most organizations will deploy a
solution over a several years. This is what we hope to see-—-and where we believe
Franklin Telecom can find a niche.

Opportunity involves risk. In a year that has seen several of our larger
competitors quit business, Franklin survives, but barely. It has only been
through massive cuts in personnel and overhead that Franklin has been able to
escape bankruptcy, and Franklin continues to operate at a loss. We are committed
to focusing resources on finding a market for our line of VoIP products. For
example, we believe that our SoftSwitch 2000 still offers a competitive edge
over hardware solutions that lack this product's unique ability to authenticate,
route and bill for VoIP calls.

Franklin needs to rebuild its sales and marketing capabilities. We also continue
to seek alliances, partnerships and mergers with other businesses that could
bolster development of additional products and services. All of this involves
enormous risk, especially considering current economic circumstances that make
working capital hard to find, and we may be unable to attract other businesses
for such alliances or relationships.

Still, unlike many of our competitors, Franklin has been in business for more
than twenty years. The Company has a history of well-designed, dependable
products and services. We expect Franklin to find its place in a stable,
long-term growth cycle within the telecommunications industry.

FRANKLIN OWNS ALL THE VOIP TECHNOLOGY USED IN ITS PRODUCTS. IF THIS SEGMENT OF
THE TELECOMMUNICATIONS INDUSTRY IS TO GROW, WE HOPE THAT ONE OR MORE OF THE
REMAINING COMPANIES IN THE INDUSTRY (SUCH AS CISCO, NORTEL & LUCENT) WHO LACK
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CERTAIN OF THESE TECHNOLOGY ASSETS WILL BECOME CUSTOMERS OR MERGER CANDIDATES.
However, to date we have been unable to develop significant relationships with
these companies, and we may never be able to establish any such relationships.

Our business has been the design, manufacture and sale of Internet Telephony
equipment, also called "Voice Over Internet Protocol" (VoIP) equipment and other
high speed communications products and subsystems. Our products have been

marketed through Original Equipment Manufacturers ("OEMs") and distributors, as
well as directly to end users. In addition, through our majority-owned
subsidiary, FNet Corp. ("FNet"), we continue to provide traditional switched

network and Internet Protocol telephony services, and Internet access to
businesses and individuals. Our customers are located throughout the world in a
wide range of industries including financial services, government, telephone
services and manufacturing.

We offer a suite of Internet Telephony solutions that enable business
communications (voice) over data networks. From the small office home office
(SOHO) to the branch office and headquarters operations of medium to large scale
corporations, we offer a cost-effective call handling solution. From the
enterprise to the carrier market, we offer converged network solutions; managing
the connectivity and integration of voice, data, fax and video. Where ever
possible, the Company offers a turnkey solution that can be "owned" by its
customers. Our products and services are designed to enable connectivity and
e—commerce.

The Company is both an equipment supplier and a service provider, offering
turn-key business communications solutions to both the carrier and enterprise
segments of the Internet Telephony market. The Company has produced gateways,
gatekeepers and edge servers that provide advanced packet switching solutions
that significantly reduce the infrastructure costs associated with
communications networks. We have designed, developed and manufactured our own
products. .

In addition to manufactured solutions, the Company maintains a Network
Operations Center that provides both "on -net" and "off-net" connectivity for
the Company's equipment customers. The Network Operations Center interconnects
the Company's customers on a global basis. The Network Operations Center
includes Internet access facilities and a Class 4 circuit switch.

The Company 1is also able to provide additional assistance to its customers by
offering design, installation and network management services. The Company
believes that this strategy of combining network operations and equipment design
is a significant product differentiation strategy, uniquely positioning the
Company. Many of the Company's customers have elected to interconnect with the
Network Operations center.

The Company's FNet division, through a joint venture, has provided a combination
of satellite solutions to enable telephone communications for NATO forces
throughout the Bosnia and Kosovo region. As of May 2001 the Company modified the
agreement with its Jjoint venture partner, MegaBurst, located in Washington D.C.,
to provide that Megaburst will assume responsibility for the project. Some 21
earth station transponders are connected to "telephone calling booths" linked
via satellite to the U.S., where they are interconnected to the Public Switched
Telephone Network (PSTN). NATO soldiers, using FNet calling cards, are able to
make calls throughout the world through FNet facilities. FNet was incurring a
net loss on operations of this service and hence has curtailed all costs
connected with this operation. The contract change consisted of MegaBurst taking
over all costs of providing the service and FNet transfering the fixed assets,
consisting principally of the ground stations, to MegaBurst. The Company will
receive a 50% share of any joint venture profit.
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INDUSTRY BACKGROUND--VOIP PRODUCTS

The telecommunications industry has historically followed a path of development
based on the belief that voice and data require separate technologies and
network resources. Traditional telephone systems were, and are still, built
around an architecture that requires a dedicated connection, or circuit, in
order for a voice call to be completed. This technology requires the circuit to
remain dedicated between calling parties for the entire duration of a call.

Much data today is transmitted over Internet Protocol-based networks (IP). These
networks are more efficient because they do not require a dedicated circuit for
the entire path of the call. In a network using Internet Protocol, the voice,
fax, video or data is compressed and divided into packets that are
simultaneously sent to a final destination where they are reassembled back to
their original form. In this type of network, multiple types of information
including voice, fax and different forms of data can travel through the network
at the same time. The improvements in the technologies used in data networks
have led to an increase in use of this type of network to transmit both voice
and data. The IP telephony market emerged from these technological advances.
Recent developments in IP telephony technology have significantly bridged the
voice quality gap between the traditional telephone system, commonly referred to
as a circuit-switched system, and IP based systems. Consequently, the
circuit-switched system now finds itself in direct competition with IP telephony
systems.

A telephone call transmits signals that direct a series of switches to

open a dedicated path (circuit) to a second telephone. The dedicated circuit
carries the electronic signals through the line. The phones convert the signals
back into speech. Unlike the traditional circuit switched phone call, which
travels on a dedicated circuit, the electronic signals go to a data voice
gateway, which converts them into small packets of compressed digital
information. The packets may take different routes to their destination. After
traveling through the IP network, the packets are converted back into electronic
signals by another data voice gateway and put back on the phone network.

Today a voice call placed over an IP telephony network can sound virtually
indistinguishable from the same call made over the traditional telephone system.
What distinguishes IP telephony technology, however, is that it allows service
providers to simultaneously send voice, fax and data transmissions over their
networks and enables them to quickly add and use additional features and
services without the need for costly network upgrades. In contrast, changes to
the traditional telephone system are costly and difficult. For example, based on
estimates from the International Engineering Consortium, the recent integration
of such basic services as caller ID and call return services into the
traditional telephone system took over a decade and hundreds of millions of
dollars to implement in the United States alone.

The added flexibility and cost-effectiveness of IP telephony networks are
particularly important in an increasingly deregulated and competitive market
environment. Deregulation acts as a catalyst for the rapid deployment of these
services by allowing new service providers to quickly enter formerly regulated
markets and by forcing existing service providers to rapidly respond to the
challenge of competition.

We believe a significant market opportunity still exists for the makers of IP
telephony systems. Very few of our competitors have developed a comprehensive
solution that incorporates the functionality that service providers require to
provide end-to-end service. Some vendors have developed products that embed the
instructions on where to route the IP telephony call in the same equipment that
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provides the IP telephony technology. This approach limits service providers'
flexibility to make modifications to their networks, because any modification
must be made at several different points throughout the network.

In December 2001, Manoj Menon, Director of the Technology Practice group at
Frost & Sullivan, stated that the market is undergoing a strategic inflection
point. "We will soon witness the emergence of total solutions providers and the
rise of new companies which could overtake the giants in the field." He was
referring to the evolution of IBM from a PC company to that of becoming a system
integrator, and the genesis of Dell and HP into the computing markets in the
early 1980s as a historical example for a potential telecom shakeout.

Many vendors only provide limited billing and network management data. This data
is gathered and formatted in a simplistic fashion, limiting the ability of
service providers to manage sophisticated networks or to bill using any pricing
structure they desire. Also, these simplistic billing systems make it difficult
to connect service providers' networks to the networks of other service
providers.

Some router, switch and IP telephony companies have formed partnerships with
billing and network management technology providers in order to provide even the
most basic operational support solution to service providers. A router is a
device that routes packets over the Internet or other Internet Protocol
networks. A switch is a device that takes multiple incoming calls and places
these calls onto fewer lines. This partnering necessitates integration, which
can be technologically difficult, time consuming and expensive.

Many IP telephony vendors require dedicated ports for voice, fax or data. A
port is the connection between the traditional telephone system and the IP
telephony system. Each port handles a single call. Systems that use dedicated
ports are inefficient and more costly because more ports are needed to handle
the different types of transmissions anticipated. In addition, many vendors do
not have the technical capability to integrate these ports with the traditional
telephone system so that the ports can correctly interpret busy signals, dial
tones and disconnects. This means that service providers cannot accurately bill
for the call. Furthermore, the inability to integrate well with the traditional
telephone system makes it more difficult for end-users to gain the benefits of
this technology because they have to dial separate phone numbers or use
multi-step dialing processes.

Industry Background--Telephone Services

The international long distance industry segment of the global
telecommunications market (consisting of the transmission of voice and data
between countries) is undergoing a period of fundamental change that has
resulted, and is expected to continue to result, in significant growth in usage
of international telecommunications services. The dynamics of present day life
have caused individuals to seek more sophisticated communications solutions,
driving service providers to bundle applications to capitalize on the wide range
of consumer needs.

New analysis from Frost & Sullivan (December 7, 2001) U.S. Market for Enhanced
IP-Based Voice Services, reveals that this industry generated revenues of $520
million in 2001 and is projected to reach $31.8 billion by 2007.

Furthermore, a separate analysis from Frost & Sullivan (November 28, 2001)
reveals that WORLD VOIP EQUIPMENT MARKETS generated more than $1 billion in
revenues in 2000 and will exceed $14 billion by 2006.
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By the end of 2004, 4% of American phone company revenues ($3 billion) will
shift to IP telephony —-- $1 billion going to consumers in cost savings, and $2
billion going to the IP telephony industry (Forrester Research, Mar. 2000).

Franklin believes that informed studies and research like those cited here
confirm expectations for a positive market for VoIP Equipment sales and the
expansion of VoIP services, both of which this Company can supply.

The Company believes that growth in international long distance services is
being driven by a number of factors including:

o the globalization of the world's economies and the worldwide trend
toward deregulation of the telecommunications sector;

o declining prices arising from increased competition generated by
privatization and deregulation;

o increased worldwide telephone density (tele-density) and accessibility
arising from technological advances and greater investment in
telecommunications infrastructure, including the deployment of wireless

networks;
o a wider selection of products and services; and
o the growth in the transmission of data traffic via internal company

networks and the Internet.

The Company believes that growth of traffic originated in markets outside the
U.S. will be higher than growth in traffic originated within the U.S. due to
recent deregulation in many foreign markets, relative economic growth rates and
increasing access to telecommunications facilities in emerging markets.

REGULATORY AND COMPETITIVE ENVIRONMENT

Consumer demand and competitive initiatives have acted as catalysts for
government deregulation, especially in developed countries. Deregulation
accelerated in the U.S. in 1984 with the divestiture by AT&T of the Regional
Bell Operating Companies ("RBOCs"). Today, there are more than 500 U.S. long
distance companies, most of which are small or medium-sized companies. In order
to be successful, these small and medium-sized companies typically offer their
customers a full range of services, including international long distance.
However, most of these carriers do not have the critical mass of customers to
receive volume discounts on international traffic from larger facilities-based
carriers such as AT&T and MCI WorldCom. In addition, these companies have only a
limited ability to invest in international facilities. Emerging multinational
carriers have capitalized on this demand for less expensive international
transmission facilities. These alternative international carriers are able to
take advantage of larger traffic volumes in order to obtain volume discounts on
international routes (resale traffic) and/or invest in facilities when the
volume of particular routes justifies such investments. As these emerging
international carriers have become established, they have also begun to carry
overflow traffic from the larger long distance providers that own overseas
transmission facilities.

Deregulation in the U.K. began in 1981 when Mercury, a subsidiary of Cable
&Wireless plc, was granted a license to operate a facilities-based network and
compete with British Telecommunications plc. In 1990, deregulation spread to
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other European countries with the adoption of the "Directive on Competition in
the Markets for Telecommunication Services." A series of subsequent European
Union ("EU") directives, reports and actions are expected to result in
substantial deregulation of the telecommunications industries in most EU member
states by the end of the decade. Further deregulation of the EU
telecommunications market will occur in 2000 upon the implementation of the EU's
Amending Directive to the Interconnection Directive, which mandates the
introduction of equal access and carrier pre-selection by 2000. A similar
movement toward deregulation has already taken place in Australia and New
Zealand, and is also taking place in Japan, Mexico, Hong Kong and other markets.
Other governments have begun to allow competition for value-added and other
selected telecommunications services and features, including data and facsimile
services and certain restricted voice services.

On February 15, 1997, the United States and 67 other countries signed the WTO
Agreement and agreed to open their telecommunications markets to competition and
foreign ownership starting in February 1998.

These 68 countries represent approximately 95% of worldwide telecommunications
traffic. The Company believes that the WITO Agreement will provide the Company
with significant opportunities to compete in international markets and provide
end-to-end facilities-based services to and from these countries. The FCC
recently released an order that significantly changes U.S. regulation of
international services in order to implement the U.S. open market commitments
under the WTO Agreement. This order is expected to increase opportunities for
foreign carriers to compete in the U.S. communications market, while increasing
opportunities for U.S. carriers to enter foreign markets and to develop
alternative termination arrangements with non-dominant carriers in other
countries.

COMPETITIVE OPPORTUNITIES AND ADVANCES IN TELECOMMUNICATIONS TECHNOLOGY

As a result of deregulation and other competitive pressures in the global
telecommunications industry, prices for telecommunications services generally
have fallen, releasing pent-up consumer demand and creating the impetus for
improved quality of service. New technologies, including fiber optic cable and
improvements in digital compression, have played an important role in this
process by, among other things, improving the quality and speed of transmission
capacity while lowering costs. The growth of the Internet as a communications
medium, as well as advances in packet switching technology and Internet
telephony, are expected to have an increasing impact on the international
telecommunications market.

Advances in technology have created a variety of ways for telecommunications
carriers to provide customer access to their networks and services. These
include customer-paid local access, international and domestic toll-free access,
direct digital access through a dedicated line, equal access through automated
routing from the PSTN (Public Switched Telephone Network), call re-origination
and Internet telephony. The type of access offered depends on the proximity of
switching facilities to the customer, the needs of the customer and the
regulatory environment in which the carrier competes. Overall, these changes
have resulted in a trend towards bypassing traditional international long
distance operating agreements as companies seek to operate more efficiently.

7

As countries deregulate, the demand for alternative access methods typically
decreases because carriers are permitted to offer a wider range of
facilities-based services on a transparent basis. In a deregulated country such
as the United States, carriers can establish switching facilities, own or lease
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fiber optic cable, enter into operating agreements with foreign carriers and,
accordingly, provide direct access service. In countries where deregulation has
commenced, but is not yet complete, carriers are permitted to offer
facilities-based data and facsimile services, as well as limited voice services,
although for the most part they are not yet permitted to offer full voice
telephony. In less developed markets, international long distance carriers have
used advances in technology to develop innovative alternative access methods,
such as call re-origination.

DEVELOPMENTS IN THE INTERNET INDUSTRY

The rate at which Internet-related companies are shutting down or declaring
bankruptcy is slowing, and the worst is over, according to Tim Miller, founder
of Webmergers.com. During 2001, he found, 537 Internet companies collapsed, more
than twice the number that met that fate in 2000. "Shutdowns followed on the
heels of the stock-market downturn as venture investors, watching their exit
opportunities dissolve, abruptly shut their doors on cash-hungry startups,"
Miller wrote. He said that the slowdown is not due to the fact there are so few
dot-coms left. Webmergers.com estimates between 7,000 and 10,000 Internet
companies received some sort of funding. "At most, then, 10 percent have shut
down, " he said. "It may be safer to say that the Darwinian process has left many
fewer weak Internet companies."

Reliance on the Internet for the transmission of data, applications and
electronic commerce is growing among organizations and corporations. As the
volume of information available on organizations' computer systems has
increased, and the use of data communications has grown as a preferred means of
day-to-day communications, these organizations are increasingly seeking a number
of geographically dispersed access points to their own networks and to the
networks of other organizations. The number of interconnections that businesses
desire to establish with networks, customers, suppliers and affiliates generally
has made the development of proprietary access systems on a case-by-case basis
costly and time consuming.

INTERNET TELEPHONY

The Internet telephony industry began in 1995, when experienced Internet users
began to transfer voice messages from one PC to another. In 1995, VocalTec
Communications, Ltd. ("VocalTec") introduced software that allowed PC users to
place international calls via the Internet to other PC users for the price of a
local call. In its early months, the growth of Internet telephony was
constrained due to the poor sound quality of the calls and because calls were
mainly limited to those placed from one PC to another (known as PC to PC VoIP)
The poor sound quality of Internet telephony was due to the fact that the
Internet was not created to provide for simultaneous voice traffic. Unlike
conventional voice communication circuits, in which the entire circuit is
reserved for a call, Internet telephony uses packet switching technology in
which voice data is divided into discrete packets that are transmitted over the
Internet. These packets must travel through several routers in order to reach
their destination, which may cause misrouting, and delays in transmission and
reception. The limited capacity of the Internet also restrained the growth rate
of Internet telephony. There is also PC to Phone and Phone to Phone. IDC
pioneered the PC (or Net to Phone) and the Company was the first to introduce
Phone to Phone in October 1997 and later added full Billing function.

New software algorithms have substantially reduced delays and the use of private
networks or intranets to transmit calls as an alternative to the public Internet
has alleviated capacity problems. The introduction of gateway servers connecting
packet-switched data networks such as the Internet to circuit-switched public
telephone networks has also improved overall transmission quality.

A significant attribute of Internet telephony is the ability to reduce overall
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transmission costs versus traditional circuit switched networks. Packet switched
networks are substantially less expensive to operate than circuit-switched
networks because carriers can compress voice traffic and place more calls on a
single line. In addition, packet switching avoids international settlement rates
which only apply to interconnection between circuit switched networks. The total
cost of an Internet telephone call, for example, is based on the local calls to
and from the gateways of the respective ISPs, thereby bypassing the
international settlement process. IDC estimates that by the year 2002, IP
telephony could account for 11% of U.S. and international long distance voice
traffic alone. According to Probe Research, the market for IP telephony is
expected to grow from an estimated $309 million in 1998 to approximately $4.4
billion in 2002, a 93.8% compound annual growth rate. Probe Research also
estimates that the volume of voice and fax traffic over IP networks will
increase from 31 million minutes in 1997 to approximately 55.2 million minutes
of use in 2002, for a compounded annual growth rate of 346.8%. The growth in IP
services far outpaces growth expected in the circuit switched market, currently
estimated to be growing at a compounded annual growth rate of 8.3%.

INDUSTRY BACKGROUND--INTERNET SERVICES

The Internet is a collection of computer networks linking millions of public and
private computers around the world. Historically, the Internet was used by
government agencies and academic institutions to exchange information, publish
research and transfer e-mail. A number of factors, including the proliferation
of communication-enabled personal computers, the availability of intuitive
graphical user interface software and the wide accessibility of an increasingly
robust network infrastructure, have combined to allow users to easily access the
Internet and, in turn, have produced rapid growth in the number of Internet
users.

The emergence of the World Wide Web, the graphical, multimedia environment of
the Internet, has resulted in the development of the Internet as a new mass
communications medium. The ease and speed of publishing, distributing and
communicating text, graphics, audio and video over the Internet has led to a
proliferation of Internet-based services, including chat, online magazines, news
feeds, interactive games and a wealth of educational and entertainment
information, as well as to the development of online communities. In addition,
the reduced cost of executing transactions over the Internet provides
individuals and organizations with a new means to conduct business.

THE COMPANY'S PRODUCTS AND SERVICES

Unlike many of its competitors, the Company produces its own hardware solutions.
Designed from the motherboard up, including DSP technology, voice compressors
(called VOCODERS), telephone line interfaces and system software, all Company
products are the result of internal engineering. Although the products represent
the Company's proprietary engineering, the Company plans to comply wth industry
standards, such as SIP, to assure interoperability and connectivity with
products manufactured by other vendors.

The Company has produced a family of Internet Telephony solutions that range
from small 2 port solutions to meet the access requirements of branch office and
geographically distributed work groups; to Carrier type solutions with thousands
of ports of voice, fax, data and video connectivity. The Company also produces
"back office" software solutions that facilitate the integration,
interoperability and management of VOIP networks. These software solutions
include the Company's Gatekeeper; an Authentication Mapping and Billing Server
(Softswitch 2000) and "Click to Speak" a push to talk solution to voice enable a
website or e-mail. The Company's philosophy is to use the robust, real time,
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fault tolerant operating system Linux for mission critical hardware operations
and Microsoft NT for back office applications.

The Company's data voice "gateway" products are named for tropical storms: the
Tempest (R), the Typhoon (TM)and the Breeze (TM) :

The Breeze(TM) is a branch office access solution that enables two telephone
devices such as phones or fax machines to be interconnected to the Internet or a
managed private data network. It provides full T.38 relay fax and a wide range
of voice compression options. It contains a Wide Area Network interface with
internal router and is the most cost effective VOIP solution in the market.

The Tempest (R) has been the Company's primary data voice gateway since its
introduction in 1997. The Tempest is a PC based platform that supports 24 analog
ports per node or from 1-4 digital spans (T1l/El) per node. Using Tl Primary Rate
ISDN lines, for example, the Tempest is able to support 96 ports. The product
integrates with the Company's billing and Gatekeeper products. It is also used
to support the CTS products and is often selected as an enterprise solution by
medium to large-scale vendors.

The Typhoon(TM) will be the Company's Carrier Class product line and it
represents our next generation of VOIP solutions. It features 24 analog ports or
96 digital ports in a 2U high (3.5"), rack mounted configuration that is less
than half the size and power consumption of the Tempest product line. The
Typhoon will support true SS7 carrier class connectivity and will enable over
1300 ports per POP co-location rack. Typhoon interconnects with the Softswitch
2000 gatekeeper and the Franklin family of SNMP software. The Company plans to
release the Typhoon in late 2000.

Softswitch 2000 (AMAS) - is an "Authentication Mapping and Billing Server" and
is the core of the Company's "back office" telephone company solutions. It is
designed to manage the best route (i.e. least cost route) through a network,
determine who is authorized to use the network, and bill customers, either by
invoice or debit card. When a customer puts the Tempest/Typhoon together with a
Softswitch 2000, it gets a "phone company in a box" solution that enables next
generation telephone companies a turn-key solution for VOIP global networking.

GateKeeper - The Gatekeeper plays the role of enabling data voice gateways of
different manufacturers to "talk to each other", or "interoperate", enabling
computer to phone, website to phone and computer to computer communications.
There are several contending standards for interoperability in the market. They
are called H.323; MGCP and SIP. The Company plans to support all three
protocols, enabling us to reach the widest cross section of interoperability
options in the market.

The Company also provides a variety of Internet sevices through its subsidiary
FNet, including dial up, ADSL, ISDN, frame relay, Web page hosting and various
other Internet related services. This segment of the business has played a minor
role in the Company's revenue and is not expected to contribute a significant
amount to future growth.

MARKETING AND DISTRIBUTION OF PRODUCTS AND SERVICES

The Company intends to rebuild a direct sales force for the marketing of its
VOIP and data communications products, once it is able to secure adequate
financing or business partners. It maintains a home page on the World Wide Web
and a headquarters-based sales and service office. It also markets its products
through Original Equipment Manufacturers (OEM), and distributors.
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The growth of the Internet has spawned new industries consisting of the building
of infrastructure for next generation telephone companies that utilize VOIP and
Internet Service Providers, both offering connections to corporate America as
well as private individuals. The Company designs and manufactures products which
are basic to the operation of both Next Geneation Telephone Companies and
Internet Service Providers. In addition, these same products are required in the
expansion of corporate based private Intranets. Sales to large corporate
clients, next generation telephone companies and Internet Service Providers are
handled through telemarketing with in person follow-up sales calls.

MARKETING OF TELEPHONE SERVICES

The Company maintains a Network Operations Center that provides "off-net"
connectivity for the Company's equipment customers. The Network Operations
Center interconnects the Company's customers on a global basis. Telephone off
net delivery is offered to all customers that would like to connect their
networks to FNet, so that calls can be completed anywhere in the world. This
allows a customer to become a world wide telephone company, even though their
own network only directly covers a certain regional area. The Network operations
center includes Internet access facilities and a Class 4 circuit switch. The
center interconnects with three International Record Carriers and is capable of
completing a voice call to any phone in the world. The Company's equipment
customer is offered the opportunity to access the circuit switched facilities
and to interconnect with each other, using the Company to enable "settlement"
between the networks.

MARKETING OF INTERNET SERVICES

The market for Internet products and services is varied, including both hardware
and software products and related services. Most companies in the industry
provide either hardware, software or services. FNet offers both hardware and
software specifically designed to provide enhanced Internet accessibility and
usage.

Internet users generally fall into one of two specific market segments, the
individual user and the business user. Management of the Company believes that
the individual user segment will continue to show rapid growth, with the
principal uses being information services, on-line shopping and personal
communications. The advent and increasing popularity of home shopping via
television programming may also extend to the Internet. The Internet can provide
consumers with vastly wider choices from a much greater base of vendors. Many
catalogue and mail order companies now utilize electronic catalogues accessible
through the Internet.

The other significant market is the business user. At present, electronic mail
Is the most common application, utilizing computer-based LAN or WAN
communication. The trend for companies with multiple, remote site locations is
to link existing WANs utilizing the Internet, in order to minimize direct
telephone company charges; this market segment is usually referred to as the
Intranet. Internet access provides a fast, inexpensive method of achieving this
connectivity. Although currently available technology provides some limited
ability for voice communication over the Internet, the quality is poor and
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communication is generally possible only if users at both ends have PCs with
modems and identical software. It is possible that Intranet applications could
eventually eliminate the need for resident operating software and massive
on-site storage facilities for many businesses. Under this scenario, a PC with
resident software will no longer be necessary, with access to any desired
program available through an inexpensive workstation connected to the Internet.

12



Edgar Filing: FRANKLIN TELECOMMUNICATIONS CORP - Form 10-K

Also, data storage could be centralized in a secure database accessible through
the Internet.

The Company currently markets its Internet services through press releases,
direct mail and its home page on the World Wide Web, and other targeted
marketing strategies.

COMPETITION - VOIP PRODUCTS

We compete in a new, rapidly evolving and highly competitive and fragmented
market. We expect competition to intensify in the future. We believe that the
main competitive factors in our market are product quality, features, cost and
customer relationships. We believe a critical component to success in this
market is the ability to establish and maintain strong customer relationships
with a wide variety of international service providers and to facilitate
relationships between those service providers to increase the geographic
coverage of their services.

Our current principal competitors include large networking equipment
manufacturers, such as 3Com Corporation and Cisco Systems, Inc., large
telecommunications equipment manufacturers, such as Lucent Technologies Inc. and
Nortel Networks Corporation, and IP telephony technology companies, such as
VocalTec Communications, Ltd. and Clarent Corporation. We also expected new
competitors to emerge, although there has been very little movement in new
companies entering this field in 2001. Many of our competitors are substantially
larger than we are and have significantly greater financial, sales and
marketing, technical, manufacturing and other resources and more established
distribution channels and stronger relationships with service providers. These
competitors may be able to respond more rapidly to new or emerging technologies
and changes in customer requirements or devote greater resources to the
development, promotion and sale of their products than we can. These competitors
may enter our existing or future markets with solutions that may be less
expensive, provide higher performance or additional features or be introduced
earlier than our solutions. Given the market opportunity, we also expect that
other companies may enter our market with better products and technologies. If
any technology that is competing with ours is more reliable, faster, less
expensive or has other advantages over our technology, then the demand for our
products and services could decrease.

We expect our competitors to continue to improve the performance of their
current products and introduce new products or new technologies. Successful new
product introductions or enhancements by our competitors could reduce the sales
or market acceptance of our products and services, perpetuate intense price
competition or make our products obsolete. To be competitive, we must continue
to invest significant resources in research and development, sales and marketing
and customer support. We cannot be sure that we will have sufficient resources
to make these investments or that we will be able to make the technological
advances necessary to be competitive.

Increased competition is likely to result in price reductions, reduced gross
margins and loss of market share. Our failure to compete successfully against
current or future competitors could seriously harm our business, financial
condition and results of operations.

COMPETITION - INTERNET SERVICES

The Internet services market in which FNet operates is extremely competitive,
and the Company expects competition in this market to intensify in the future.
The Company's current and prospective competitors include many large companies
that have substantially greater market presence and financial, technical,
marketing and other resources than the Company. The Company competes (or in the
future is expected to compete) directly or indirectly with the following
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categories of companies: (i) national and regional Internet Service Providers,
such as Earthlink, IDT, MindSpring, and UUNET; (ii) established online services
such as America Online, CompuServe, Prodigy and the Microsoft Network; (iii)

computer software and technology companies such as Microsoft; (iv) national
telecommunications companies, such as AT&T, MCI and Sprint; (v) the Regional
Bell Operating Companies ("RBOCs"); (vi) cable operators, such as Comcast, TCI
and Time Warner; and (vii) nonprofit or educational ISPs.
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The entry of new participants from these categories and the potential entry of
competitors from other categories (such as computer hardware manufacturers)
would result in substantially greater competition for the Company. The ability
of these competitors or others to bundle services and products with Internet
connectivity services could place the Company at a significant competitive
disadvantage. In addition, competitors in the telecommunications industry may be
able to provide customers with reduced communications costs in connection with
their Internet access services, reducing the overall cost of Internet access and
significantly increasing pricing pressures on the Company. Moreover, certain of
the Company's online competitors, including America Online, the Microsoft
Network and Prodigy, offer unlimited access to the Internet and their
proprietary content at flat rates that are generally equivalent to the Company's
flat rate, and do not require a set-up fee. Certain of the RBOCs have also
introduced competitive flat-rate pricing for unlimited access (without a set-up
fee) for at least some period of time. As a result, competition for active users
of Internet services has intensified. There can be no assurance that the Company
will be able to offset the adverse effect on revenues of any necessary price
reductions resulting from competitive pricing pressures by increasing the number
of its customers, by generating higher revenue from enhanced services, by
reducing costs or otherwise.

The Company believes that its ability to compete successfully in the Internet
services market depends on a number of factors, including market presence; the
adequacy of the Company's customer and technical support services; the capacity,
reliability and security of its network infrastructure; the ease of access to
and navigation of the Internet provided by the Company's services; the pricing
policies of the Company, its competitors and its suppliers; the timing of
introductions of new services by the Company and its competitors; the Company's
ability to support existing and emerging industry standards; and industry and
general economic trends. There can be no assurance that the Company will have
the financial resources, technical expertise or marketing and support
capabilities to compete successfully. Also, the Company believes that it has a
competitive advantage over most Internet Service Providers because it
manufactures much of the equipment necessary to operate an Internet Service
Provider, and is able to react quickly to technological changes in the industry.

ASSEMBLY AND MANUFACTURING OPERATIONS

The Company's facilities are located in Westlake Village, California. Assembly
of the Company's products has ordinarily been contracted out to local circuit
board assembly contractors, with final systems tests completed at the Company's
facility. At the time the Company was involved in significant manufacturing
operations, these operations consisted primarily of procurement, inspection and
testing of components, final assembly of subsystems, and extensive testing of
finished products. The Company procured substantially all of its parts from
outside suppliers.

EMPLOYEES

As of December 15, 2001, The Company had 6 full time and 2 part time employees.
The Company's employees are not represented by any collective bargaining
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organization and the Company has never experienced a work stoppage. The Company
believes that its relations with its employees are good.

Item 2. Properties

The Company has reduced the total rented facilities from three leased
facilities, two in Westlake Village, California, and one in Scottsdale, Arizona,
to one in Westlake Village. The Company now occupies a leased facility in
Westlake Village, California. The Westlake Village facility houses sales,
software engineering, administrative, telephone and Internet services. The
facility is 4,900 square feet, with a lease rate of $4,981 per month, on a month
to month bassis. The total result of these moves has been a reduction in rent
from about $20,000 per month to $4,900 per month.

Item 3. Legal Proceedings

During June 2000, two shareholders who acquired their shares in a private
placement in March 2000 filed a lawsuit against Franklin and officers and
directors Frank W. Peters and Thomas L. Russell. The lawsuit sought to postpone
the June 28, 2000 annual stockholders meeting, based upon alleged deficiencies
in the proxy materials pertaining to the meeting. At a hearing held on June 28,
2000, the Court declined to enjoin the meeting as requested by plaintiffs, and
the meeting went forward. Thereafter, the plaintiffs amended the lawsuit several
times and ultimately added new claims pertaining to the private placement and
alleging securities law violations. The Company settled the action without any
admission of liability.
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In August 2001, Nexbell filed a lawsuit against FNet alleging breach of a
carrier contract for circuits. This dispute has been settled for $25,000 paid at
the rate of $1,048 per month plus 240,000 shares of the Company's common stock.

In September 2001, a former employee filed an action against the Company for
wrongful termination. The dispute was settled for $12,500.

In November 2001, NEC filed a lawsuit against the Company alleging breach of
contract for $40,000 still due on a lease for a PBX. This action is still
pending.

In November 2001, two former employees filed a claim with the California labor
board, claiming certain vacation and overtime was not paid to them. In January
2002, the labor board issued a judgment in the amount of $79,115.. The Company
has appealed the ruling and intends to contest it vigorously.

Item 4. Submission of Matters to a Vote of Security Holders
Not applicable

PART I