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BUSINESS

microphone technologies and products for enhancing speech-based applications
software and communications that require high quality, clear voice signals.

Andrea's technologies eliminate unwanted background noise to enable the optimum

performance of any speech-based application.

to be several feet from the microphone,
the microphone

Andrea's products and technologies optimize the performance of
speech-based applications in markets such as:

o

voice communication over the Internet;

speech recognition for use with desktop, laptop and hand-held
computers;

audio/video conferencing;

computer-based automobile monitoring and control systems for
by drivers and passengers;

military and commercial aircraft communications systems,
call centers,

electronic equipment for incorporation into home appliances a

industrial and commercial office equipment that is activated and

controlled by voice; and

interactive games where one or more players participate over
Internet.

develops and manufacturers state-of-the-art

use

nd

the

Our patented and patent-pending digital technologies enable a speaker

(we refer to this capability as "far-field" microphone use).

DSDA and DFTA microphone products convert sound received by an array of
microphones in a product into digital signals that are then processed to cancel
background noise from the signal to be transmitted. These two adaptive
technologies represent the core technologies within our portfolio of far-field

technologies.

In addition to DSDA and DFTA, Andrea has developed and

and free the speaker from having to hold

Our
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commercialized several other digital microphone technologies, including, among
others, Andrea EchoStop, a high-quality acoustic echo canceller, and Andrea
PureAudio, a leading technology for canceling unwanted stationary noises. All of
our digital, far-field technologies can be tailored and embedded into wvarious
form factors, for example, into the monitor of a PC, a rear view mirror, or a
personal digital assistant, and can be used individually or combined depending
on particular customer requirements. We are currently targeting our far-field
microphone technologies at the desktop computing market, the market for personal
computers designed for use in automobiles, trucks and buses to control
satellite-based navigation systems and other devices within vehicles, and mobile
devices such as a personal digital assistants, among others. Our digital
technologies and related products comprise our Andrea Digital Signal Processing
(DSP) Microphone and Software line of business, and sales of such technologies
and products during 2001, 2000 and 1999 approximated 7%, 4% and 0%,
respectively, of our total net revenues.

In May 1998, we acquired Lamar Signal Processing, Ltd., an Israeli
corporation engaged in the development of scalable, digital signal
processing-based directional, noise cancellation microphone technologies, which
included primarily DSDA and DFTA. The consideration paid by Andrea for Lamar was
approximately 1,800,000 shares of restricted common stock, $1,000,000 in cash
and $2,000,000 in notes payable. We recorded the cash at stated value. We
discounted the value of the notes payable to $1,615,000 to reflect Andrea's
borrowing rate as well as the time value of the payments on the notes, and we
discounted the value of the shares to $23,129,532 to reflect, among other
things, trading restrictions on the shares. We believe that the acquired
technologies, together with the research staff

at Lamar, provide Andrea with noise filtering capabilities and performance that
is superior to other DSP-based technologies in the marketplace, and unattainable
in traditional mechanical-based microphone solutions.

Our Active Noise Cancellation microphone and patented Active Noise
Reduction earphone technologies help to ensure clear speech in personal computer
and telephone headset applications. Active Noise Cancellation microphone
technology uses electronic circuits that distinguish a speaker's voice from
background noise in the speaker's environment and then cancels the noise from
the signal to be transmitted by the microphone. Active Noise Reduction earphone
technology uses electronic circuits that distinguish the signal coming through
an earphone from background noise in the listener's environment and then reduces
the noise heard by the listener. Together with our lower-end noise canceling
headset products, these technologies and related products comprise our Andrea
Anti-Noise line of business, and sales of such products during 2001, excluding
the impact of restructuring charges, 2000 and 1999 approximated 45%, 77% and
78%, respectively, of our total net revenues. During the fourth quarter of 2001,
Andrea adopted a restructuring plan to exit activities related to a specific
customer channel purchasing our lower-end noise canceling headsets within the
Andrea Anti-Noise line of business. (see "Our Strategy" for further details)

For several decades prior to our entry into the voice-activated
computing market in the 1990's, our primary business was selling intercom
systems for military and industrial use. We refer to this line of business as
our Aircraft Communications line of business, and sales of such products during
2001, 2000 and 1999 approximated 48%, 19% and 22%, respectively, of our total
net revenues.
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We are incorporated under the laws of the State of New York and have
been engaged in the electronic communications industry since 1934.

Industry Background

Our primary mission is to provide the emerging "voice interface"
markets with state-of-the-art microphone and communication products. The idea
underlying these markets is that natural language spoken by the human voice will
become an important means by which to control many types of computing devices
and other appliances and equipment that contain microprocessors. We are
designing and marketing our products and technologies to be used for these
"natural language, human/machine" interfaces with:

o desktop, laptop and hand-held computers and mobile personal
computing devices;

o automotive communication systems.
o cellular and other wireless communication devices; and
o military and commercial aircraft systems;

We believe that end users of these applications and interfaces will
require high quality microphone and earphone products that enhance voice
transmission, particularly in noisy office and mobile environments. We also
believe that these applications will increasingly require microphones that are
located several feet from the person speaking, or far-field microphone
technology. Applications in this area range include:

o continuous speech dictation to personal computer and personal
data assistants;

o multiparty video teleconferencing and software that allows
participants to see and jointly edit documents, spreadsheets and
other information;

o natural language-driven interfaces for automobiles, home and
office automation.

We believe that an increasing number of these devices will be
introduced during the next several years.

2
Our Strategy
Our strategy is to
o maintain and extend our market position with our Andrea DSP

Microphone and Software technologies and products, and our higher
margin Andrea Anti-Noise products,

o develop relationships with companies that have significant
distribution capabilities for our Andrea DSP Microphone and
Software technologies and products and Andrea Anti-Noise
products,
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o broaden our Andrea DSP Microphone and Software product lines and
Andrea Anti-Noise product lines through internal research and
development,

o design our products to satisfy specific end-user requirements

identified by our collaborative partners; and

o outsource manufacturing of some of our products in order to
achieve economies of scale.

An important element of our strategy for expanding the channels of
distribution and broadening the base of users for our products is our
collaborative arrangements with manufacturers of computing and communications
equipment and software publishers that are actively engaged in the various
markets in which our products have application. In addition, we have been
increasing our own direct marketing efforts.

The success of our strategy will depend on our ability to, among other
things,

o increase sales of Andrea DSP Microphone and Software products and
our line of existing Andrea Anti-Noise products,

o contain costs,
o manage growth,
o introduce additional Andrea DSP Microphone and Software products

and Andrea Anti-Noise products,

o maintain the competitiveness of our technologies through
successful research and development, and

o achieve widespread adoption of our products and technologies.

We cannot assure that we will be able to accomplish these strategies or
objectives, or that we will be able to maintain all of our product lines or
technologies in the event we determine that the sale of such product lines or
technologies is necessary to maintain our operations due to cash flow
constraints. During 1999 and 1998, our computer manufacturing customer base
shifted their purchases to lower-priced Andrea Anti Noise products in order to
remain cost competitive in the personal computer marketplace. This shift forced
us to reduce the selling prices of our less expensive products in order to
remain competitive in the personal computer microphone marketplace. During 2000,
in addition to the aforementioned price pressure, unit sales of Andrea
Anti-Noise products to our computer-manufacturing customers declined
significantly. This trend continued through 2001, primarily as a result of a
continued decrease in orders received from our largest customer, IBM, among
other similar customers. Specifically in response to the increasing competitive
nature of the PC headset market which contributed significantly to this decline
during 2001, coupled with Andrea's ongoing strategic efforts to focus on being
primarily a leading supplier of high-end, digital-based, far-field microphone
technologies, we embarked upon a restructuring effort dedicated to focus on
non-commoditized, highly profitable communication products and technologies.
Consequently, during the fourth quarter 2001, we formulated a plan to exit from
an increasingly unprofitable PC headset channel within Andrea's Anti-Noise
Headset product segment. As a result of exiting this customer channel, we
recorded charges approximating $4.5 million in the fourth quarter of 2001. This
channel included our largest customer, IBM. During the years ended December 31,
2001, 2000 and 1999, IBM and certain of IBM's affiliates, distributors,
licensees and integrators excluding the impact of restructuring charges
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accounted for 25%, 44% and 49%, respectively, of our net sales, before sales
returns related to the aforementioned restructuring charges.

3

Our Technologies

We design our Andrea DSP Microphone and Software products and Andrea
Anti-Noise products to transmit voice signals with the high level of quality,
intelligibility, and reliability required by the broad range of emerging
voice-based applications in computing and telecommunications. We achieve this
through the use of several audio technologies. Several of these technologies
employ software processes that we believe are proprietary to us. Software
processes of this type are commonly referred to as algorithms.

Andrea DSP Microphone and Software Technology

This set of technologies is generally based on the use of an array of
microphones from which the analog signals are converted to digital form and then
processed using digital electronic circuitry to eliminate unwanted noise in the
speaker's environment. Our Andrea DSP Microphone and Software Products provide
clear acoustic and audio input performance where the desired audio signal is at
a distance from the microphone. An example of this is a person driving an
automobile who wants to control various systems in the car or communicate
through a wireless telephone. Another example is a person using a PDA that wants
to control applications through voice commands rather than using a stylus. We
have also engineered our Andrea DSP Microphone and Software Products to be
compatible with Universal Serial Bus, or USB, computer architecture. USB is a
relatively new industry standard for connecting peripherals, such as
microphones, earphones, headsets, keyboards, mice, joysticks, scanners and
printers, to personal computers. We believe that our Andrea DSP Microphone and
Software technology achieve far-field microphone performance previously
unattainable through microphones based on mechanical acoustic designs and
microphones based on analog signal processing. Our Andrea DSP Microphone and
Software Products include the use of the following technologies, among other
technologies and techniques:

Digital Super Directional Array (DSDA(TM)) Microphone Technology. Our
patented DSDA microphone technology enables high quality far-field
communications by centering microphone sensitivity on a user's voice and
canceling noise outside of that signal. DSDA continuously samples the
continually changing acoustic properties within an environment and adaptively
identifies interfering noises that are extraneous to the voice signal, resulting
in increased intelligibility of communications.

Direction Finding and Tracking (DFTA(TM)). Our patent-pending DFTA
technology utilizes an array of microphones, unique software algorithms and
digital signal processing to detect the presence of a user's voice, determine
the direction of the voice and track the speaker when he or she moves.

PureAudio (TM) . Our patented PureAudio is a noise canceling algorithm
that enhances applications that are controlled by speech by sampling the ambient
noise in an environment and attenuating the noise from sources near or around
the desired speech signals, thus delivering a clear audio signal. Designed
specifically to improve the signal-to-noise ratio, PureAudio is effective in
canceling stationary noises such as tires, computer fans, and engines.
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SuperBeam (TM) . Our patent-pending SuperBeam is a highly accurate
digital algorithm that forms an acoustic beam that extends from the microphone
to the speech source in an environment. We believe SuperBeam provides a fixed
noise reduction microphone solution for the typical acoustic environment found
in room environments in which speech is used, such as in offices and homes. The
microphone beam is generated by processing multiple microphone samples through
pre-established digital filters and adding the outputs. The result is an optimum
speech enhancement and noise reduction solution to a predefined setting. Because
the beam is able to adapt to changes in the acoustic environment, this
technology is sometimes called adaptive beamforming.

EchoStop (TM) . Patent-pending EchoStop is an advanced acoustic echo
canceller developed for use with conferencing systems such as group audio and
videoconferencing systems and cellular car phone kits. EchoStop allows true
two-way communication (often referred to as full duplex) over a conferencing
system, even when the system is used in large spatial environments that may be
vulnerable to extensive reverberation. EchoStop incorporates noise reduction
algorithms to reduce the background noise of both the microphone input and the
loudspeaker output, thus preventing the accumulation of interfering noise over
conferencing systems that allow communication among multiple sites.

ExactVoice. ExactVoice is an adaptive, digital audio software process
that extracts a voice signal from unwanted background noise. Utilizing two or
more microphone elements, ExactVoice separates the audio microphone signals into
two or more original sound sources. In a noisy environment, where the
microphones accept both the user's voice signal and background noise, ExactVoice
extracts the voice signal and eliminates the noise. As a result, speech
applications receive only the desired audio signal. This algorithm was optimized
to avoid side affects typical of adaptive processes, such as signal distortion
or artifacts in the sounds.

Andrea Anti-Noise Technologies

Noise Cancellation ("NC") Microphone Technology. This technology is
based on the use of pressure gradient microphones to reduce the transmission of
noise from the speaker's location. Instead of using electronic circuitry to
reduce noise, pressure gradient microphones rely on their mechanical and
acoustic design to do so. Our NC microphones are a less costly alternative to
our ANC microphones and are well-suited for applications in which there is less
background noise in the speaker's environment.

Active Noise Cancellation ("ANC") Microphone Technology. This
technology is based on analog signal processing circuits that electronically
cancel the transmission of noise from the speaker's location. ANC 1is
particularly well-suited for those environments in which the speaker is
surrounded by high levels of ambient background noise. Our ANC and NC
microphones are most effectively used in "near-field" applications where the
microphone is next to the speaker's mouth, for example, as by wearing a headset.

Active Noise Reduction ("ANR") Earphone Technology. This technology is
based on analog signal processing circuits that electronically reduce the amount
of noise in the listener's environment that the listener would otherwise hear in
the earphone. Our ANR earphones improve the quality of speech and audio heard by
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a listener in extremely noisy environments, particularly those characterized by
low frequency sounds, such as those in aircraft, automobiles, trucks and other
ground transportation equipment, machine rooms and factories.

Our Products and Their Markets and Applications

Our Andrea DSP Microphone and Software Products and Andrea Anti-Noise
Products have been designed for applications that are controlled by or depend on
speech across a broad range of hardware and software platforms. These products
incorporate our DSP, NC, ANC and ANR microphone technologies, and are designed
to cancel background noise in a range of increasingly noisy environments, such
as homes, offices, automobiles and factories. We also manufacture a line of
accessories for these products. For the consumer and commercial markets, we have
designed our Andrea DSP Microphone and Software Products and Andrea Anti-Noise
Products for the following applications:

- Speech recognition for word processing, database, and similar
applications

- Distance Learning (education through the use of Internet-base
lessons and training information)

- Telematics (the use of computer-controlled systems in automobiles
and trucks)

- Hand-held and other personal assistant devices
- Hands-free car phone kits

- Speech enabled global positioning systems (GPS)
- Internet telephony and Voice Chat

- Audio/videoconferencing

- Professional audio systems

5

- Voice—activated interactive games
- Cellular and other wireless telecommunications

- Home networking automation systems

We market and sell our products directly to end users, through computer
product distributors, through value-added resellers, to original equipment
manufacturers and to software publishers. We began commercial sales of our
Andrea Anti-Noise Products in 1995. Since that time, a substantial amount of our
revenue from Andrea Anti-Noise Products has been from the sale of our NC
microphone products, particularly under collaborative arrangements with other
companies who bundle our products with theirs. For more information about these
collaborative arrangements, please refer to the information under the caption
"Collaborative Arrangements".
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Andrea DSP Microphone and Software Products

We develop our Andrea DSP Microphone and Software Products primarily
through customer-specific integration efforts, and we either license our related
algorithms, sell a product incorporating our related algorithms, or both. For
example, we have developed technologies that can be, or are, embedded into a PC,
PC monitors, high-end videoconferencing units, automotive interiors, intercom
systems, IP telephony applications and hand-held devices, among others. In
addition, we have developed stand-alone products for specific customers who then
sell such product to end users such as, for example, a USB array microphone for
use with laptop computers. As a result, such products are not available from us
directly. However, as part of our strategy to increase sales to prospective
customers desiring high-quality microphone performance for certain
customer-specific environments, we have developed the following products that
may be purchased directly from Andrea:

Andrea AutoArray (TM) Microphone ("AutoArray"). The AutoArray is a
digital, high performance microphone system designed for computing applications
in vehicles such as automobiles and trucks. It is the first super-directional
audio input device designed specifically for Auto PCs, global positioning
systems (GPS) and cellular car phone kits. The AutoArray incorporates DSDA
technology.

Andrea DesktopArray (TM) Microphone ("DesktopArray"). Similar to the
AutoArray, the DesktopArray incorporates DSDA technology. The DesktopArray is
designed for natural, far-field desktop speech recognition and
audio/videoconferencing computing. This is our most advanced desktop microphone,
allowing for clear speech in untethered, hands-free applications.

Andrea USB Microphone Array. Andrea's USB Microphone Array consists of
advanced software algorithms that enable enhanced, noise-free speech using
adaptive beamforming. It utilizes an array of microphones and unique system
design to adaptively control multiple acoustic signals. The system, which plugs
directly into a USB port, utilizes Andrea's proprietary digital audio driver
technology that benefits users running applications in Microsoft Windows 98.
These combined properties allow the user to achieve new levels of microphone
performance for hands-free, untethered, superior quality voice input for speech
applications. Relevant applications include command and control for office and
home automation systems, Internet telephony, Voice over Internet Protocol and
audio/videoconferencing systems.

Andrea Sound Card Array(TM). With the Andrea Sound Card Array, multiple
streams of audio are captured by an array of microphones located in a small
desktop device, providing four channels or paired and summed into two channels
and passed to the sound card line input and converted for the host processor to
enable DSDA processing. The Sound Card Array is currently available for
applications controlled by speech running Microsoft Windows 98/98 Second Edition
or Microsoft Windows 2000 and supported by Andrea Electronics' partner products.

Andrea AudioCommander (TM). Offering an audio interface for controlling
PC multimedia applications, AudioCommander includes controls to operate noise
cancellation features, thereby enhancing microphone performance. The software
also includes an audio wizard that sets microphone levels to optimize PC audio
for speech-enabled applications including speech recognition, Internet telephony
and command and speech control functions. AudioCommander is offered free through
Andrea Electronics' e-commerce website.

10
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Andrea Anti-Noise Products

Our Andrea Anti-Noise Products include a line of headsets, handsets and
related accessories that incorporate our NC, ANC and ANR technologies. Our
headsets are mostly differentiated by the various designs of their headband,
microphone boom and earphone components, and are available in both single
earphone monaural and dual earphone stereo models.

NC Products. Our NC products are sold through our contact center, as
well as to original equipment manufacturers for incorporation into, or for use
with, their products. One of our NC headsets has a dual function microphone:
when the headset is worn, the microphone is used in the near field mode; when
the headset is placed on the desktop mount, the microphone is used in the far
field mode. In some models, customers have the unique ability to mix and match
microphone boom and headband components to meet their specific application and
user comfort preferences. The speaker-housing unit in these models can be used
for digital, CD-quality sound. By removing the speaker-housing unit, we can
offer this headset for simple speech applications at a lower price.

ANC Products. All of our ANC products are sold through our contact
center. Two of our ANC products are handsets consisting of a high fidelity
earphone and ANC microphone system that closely resembles the traditional
telephone handset. This product also offers features such as near field and far
field use and an "on/mute" function. Several of our higher end ANC headsets
incorporate a newly developed speaker housing design that optimizes the acoustic
performance of the earphone's digital sound capabilities with tenor and base
attributes that are set, or pre-equalized, at the time of manufacture. We also
offer a higher end stereo headset model that incorporate both our ANC and ANR
technologies and that is equipped with a small audio amplifier.

Call Center Products. During the first quarter of 2002, we introduced
two new headsets specifically designed for the call center market-space. Our
CS-900 monaural and CS-950 binaural headsets are the result of a year long
marketing effort which included collaboration with several call centers, call
center peripheral providers and call center consultants. The CS-900 and CS-950
have, what we believe to be, the most requested headset product features and are
offered for sale at cost effective price points. Both new product offerings will
be available for sale through the Company's website by the end of March.

We have developed and manufacture a line of accessories for our Andrea
Anti-Noise Products.

Andrea ConnectSolutions (TM) - Personal Computer Telephone Interface
("PCTI"). The PCTI is a comprehensive desktop device that integrates computer
applications controlled by speech and traditional telephony applications by
connecting headset users to the telephone, to the computer, or to both
simultaneously. Users can alternately or simultaneously conduct telephone
conversations and use speech recognition to enter data or dictate into the PC,
without having to pause or toggle between connectivity devices.

Andrea APS-100 Auxiliary Power Supply. The APS-100 is used when the
computer microphone input on a user's computer has either no power or
insufficient power for correct microphone operation.

Andrea MC 100 Multimedia Audio Controller. The Andrea MC-100 Multimedia
Audio Controller connects a PC headset or handset with a PC multimedia speaker
system thereby allowing a user to conveniently switch between the
headset/handset and the speaker system.

Our Aircraft Communication Products

11
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For the industrial and military markets, our intercom systems and
related components are designed primarily for avionics applications. The related
components include intercoms, headsets, amplifiers, electronic control boxes and
panels, and wiring harnesses. Unfilled orders under government prime contracts
and subcontracts for these products may be terminated at the convenience of the
government under the provisions of statutes or regulations applicable to defense
procurement contracts. In the event of such termination, we are entitled to
reimbursement for costs incurred plus a percentage of profit. Sales under
defense procurement contracts are also subject, in certain instances, to price
redetermination proceedings. We believe that such proceedings, if any, would not
have a material effect upon our earnings.

7

Our Collaborative Arrangements

An important element of our strategy is to promote widespread adoption
of our products and technologies by collaborating with large enterprises and
market and technology leaders in telecommunications, computer manufacturing, and
software publishing. For example, we have entered into such arrangements and/or
relationships with Analog Devices, Inc., International Business Machines
Corporation ("IBM") and Microsoft Corporation ("Microsoft"). We are currently
discussing additional arrangements with other companies, but we cannot assure
that any of these discussions will result in any definitive agreements.

IBM Procurement Agreement. In 1997, we signed a procurement agreement
with IBM to supply several models of Andrea Anti-Noise Products to IBM for
packaging with a full line of IBM's speech recognition software programs. During
2001, 2000 and 1999, sales of our computer headsets to IBM and certain of its
affiliates, distributors, licensees, and integrators accounted for 22%, 44% and
49%, respectively, of our total sales. During the latter half of 2001, we
formulated a plan to exit from an increasingly unprofitable PC Headset channel
within Andrea's Anti-Noise Headset product segment. This channel included
business with IBM related to this agreement.

Microsoft Procurement Agreement. In January 1999, we entered a
procurement agreement with Microsoft covering the sale by us to Microsoft of our
NC-8 headset for inclusion in Microsoft Encarta Interactive English Learning
software