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PART I. FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS
ASIAINFO HOLDINGS, INC.

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(In US dollars)

Three Months Ended September 30,

(Unaudited)

Revenues:
Network SolutionsS......e.eeeeeieeeeeeennnn $52,820,177 $86,323,164
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SOftWaATrE . v ittt e e e e e e e e e e 5,248,169

Total FeVENUES . t i ittt it ettt eeanenns
Cost of revenues:

Network solutions..........ccoviiieeeenn.
1S Tl 2= T ol

47,151,598
1,126,871

Total cost of revenues........covvuunn..

Gross pProfit.... ..ot

Operating expenses:

Sales and marketing (excluding
stock-based compensation:
2000: $129,299; 2001: $78,150)

General and administrative (excluding
stock-based compensation:

2000: $257,738; 2001: $104,195)

Research and development (excluding
stock-based compensation:
2000: $80,170; 2001: $34,114)

Amortization of deferred stock
compensation. . ...ttt i

5,702,270

3,499,681

1,743,171

467,207

Total operating exXpensesS........cceeeeu..

7,708,204

77,649,147
841,786

6,322,455

3,550,135

1,945,165

216,459

(Loss) income from operations........... (1,622,452) 3,506,221
Other income (expense):
Interest d1ncome....... .ot nennnn 2,283,139 1,644,214
Interest eXPEeNSe. .. i ittt tneeeeeeeenns (284,876) (216,410)
Other income (expenses), net............ 14,310 (5,098)
Total other income, net.............o.... 2,012,573 1,422,706
Income before income taxes, minority
interests and equity in loss
of affiliate. ...t eeeeennnn 390,121 4,928,927
Income tax (benefit) expense............ (6,479) 985, 785
Income before minority interests and
equity in loss of affiliate............. 396,600 3,943,142
Minority interests in profit (loss) of
consolidated subsidiaries............... 18,808 (104, 754)
Equity in loss of affiliate............. - (319,776)
Net income. .....iiiiiinnneeeeeeeeennnnns $ 415,408 $ 3,518,612
Net income per share:
BASIC e ittt ettt ettt e $0.01 $0.08
Diluted. . vttt e e e $0.01 $0.08

See notes to condensed consolidated financial

statements.
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ASTAINFO HOLDINGS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS
(In US dollars)

Revenues:

Network solutions..........ccoiiiieeeenn.
1S Tl 2= T ol

Total FeVENUES . t i vttt it ittt eeannanns

Cost of revenues:

Network solutions..........ccoiiiieeennn.
1S Tl 2= T ol

Total cost of revenues........covveunn..

Gross profit... ...

Operating expenses:
Sales and marketing (excluding
stock-based compensation:

2000: $525,379; 2001: $305,485)........

General and administrative (excluding
stock-based compensation:

2000: $930,188; 2001: $487,622)........

Research and development (excluding
stock-based compensation:

2000: $296,246; 2001: $143,659)........

Amortization of deferred stock

compensation. . ...ttt i
Total operating eXPensSeS...... .o,

(Loss) income from operations...........

Other income (expense):

Interest dincome....... ..ot nennnn
Interest exXpense. .. ...t ittt
Other expenses, nNet.......ouuiieenene..

Total other income, net............o....

(Loss) income before income taxes,
minority interests and equity in loss

of affiliate. ...ttt
Income tax (benefit) expense............

(Loss) income before minority interests
and equity in loss of affiliate.........

Minority interests in profit (loss) of

Nine Months Ended September 30,

(Unaudited)

120,365,012
11,686,431

109,736,329
1,858,464

13,290,821

9,273,739

4,432,965

1,751,813

5,503,698
(894,441)
(192,564)

(3,875,995)
(67,808)

(3,808,187)

130,004,514
21,356,880

108,628,359
2,564,649

17,769,674

10,695,791

5,521,840

936,766

6,224,764
(883,280)
(38,750)

10,547,049
2,261,816

8,285,233
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consolidated subsidiaries............... 18,808 (235,4406)
Equity in loss of affiliate.............. - (576,111)
Net (1l0SS) I1NCOME. .. v ittt it et teeennns (3,789,379) 7,473,676
Net (loss) income per share:

BaAS i e v ittt et ettt e e e e e $(0.10) $0.18

1 T N Y o $(0.10) $0.16

See notes to condensed consolidated financial statements.
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ASIAINFO HOLDINGS, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS

(In US dollars)

ASSETS
Current Assets:
Cash and cash equivalents.........iiiiiiinnnen...
Restricted cash...... ittt
Short-term investments..........itiiiiieenennnnns
Accounts receivable, trade (net of allowance for
doubtful accounts of $545,013 and $1,187,700 at
December 31, 2000 and September 30, 2001,
respectively) it e e e e e e e e e
Inventories - hardware and parts..........oeeeen..
Other receivables. ...ttt ittt it
Deferred income £aXeS. ...t iin e e eeeeneeeennn
Prepaild expenses and other current assets.........

Total current assetsS. ...ttt it eennnnns

Property and equipment—--net...........ccciiiiieeenn.
Goodwill, at cost less accumulated amortization....
Investment in affiliate....... ..
Deferred InCOME L£aAXeS . i i i ittt imeeeeeeeenneeeeneenns

ToLal ASSEE S . ittt ittt ettt ettt et aeeeeeeeeeaeaens

LIABILITIES AND STOCKHOLDERS'
Current Liabilities:
Short-term bank loans..........iiiiiiiieeneennnnns
Accounts payvable. ...ttt e e e e e e e e
Deferred reveNUE. ... ittt it ittt ittt eeneeeeennn

EQUITY

December 31,

$ 48,833,956
26,733,179
110,400,000

55,597,496
8,876,010
3,078,851

78,203
592,201

6,339,751
3,245,310

228,107

September 30,

(unaudited)

$104,597, 540
25,764,358
22,409,927

80,959,943
1,249,605
3,866,767

83,398
1,367,462

240,299,000

5,817,404
2,452,317
5,581,265

258,390

$ 20,644,834
42,037,151
12,501,524

$ 16,733,318
29,836,256
3,585,483
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Other payables. ...ttt ettt e et eeeeeeen 1,590,850 839,725
Accrued employee benefits........ ... 10,019,624 9,193,623
ACCIrUEA EXP IS St v v v v v vt o oeee e eaneeeeeseeaneens 6,194,844 10,470,699
Income taxes payvable. .. ...ttt it et eeennn 307,373 2,025,071
Other taxes pavable...... ...t 1,909,450 1,624,845
Total current liabilities.......uiiiiiiiininneennnn 95,205,650 74,309,020
Minority dnterest..... ..ttt ittt 188,044 448,860
Stockholders' Equity:

Common stock, 100,000,000 shares authorized, $0.01

par value, shares issued and outstanding: 2000:

40,822,940; 2001: 41,950,891 ..t iiinennneennnnns 408,229 419,509
Additional paid-in capital.......iiiiiiiiiienn. 175,370,544 177,979,907
Deferred stock compensation..............c.. ..., (1,655,821) (719,055)
Accumulated deficit... ..ottt ie i e (5,530,601) 1,943,075
Accumulated other comprehensive income............ 17,019 27,060

Total stockholders' equity.......ccovivieeeenn. 168,609,370 179,650,496
Total Liabilities and Stockholders' Equity.... $264,003,064 $254,408,376

See notes to condensed consolidated financial statements.
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ASTAINFO HOLDINGS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(In US dollars)

Nine Months Ended Septembe

Cash flows from operating activities:

Net (1OSS) INCOME . v v vt e ittt ettt ettt et ettt e e e

Adjustments to reconcile net (loss)
income to net cash used in
operating activities:

Depreciation. vttt e e e e e e e e
Amortization of goodwill...... ...t eennnnnns

Amortization of deferred stock

COMPENSAt 10N . ¢ v ittt e e e e e e e e e e e e
Deferred income £aXesS. .. i ittt eneeeeeeneenneeenns

Minority interest in loss of

consolidated subsidiaries.........cciiiiiiiiin..
Equity in loss of affiliate...... ...,

Loss on disposal of property

and equUIpPmMeEnt . @ vttt ittt e e e e e e e e e e e
Bad debt provision.........iiiiiiiiiii ittt

Changes in operating assets and
liabilities:

Restricted cash.. ...ttt ittt i et et eaenn

............... $(3,789,379)

............... 869,096
............... 792,992

............... 1,751,813
............... (98,769)

............... (18,808)

............... 90,721
............... (226,257)

............... (10,944,419)

(unaudi

$7,473,

1,629,
818,

936,
(35,

235,
576,

158,
642,

968,
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Account s recelvable . @ittt e e e e e e e e e e e e e e e e e e e (
0 0 v o e e =
Other receivables . ...ttt et ittt ittt et
Prepaid expenses and other current

o= U=
AcCCOUNES PaVabl le . @ittt it it e e e e e e e e e e e e e e
Deferred FeVeIMUE . « v vttt it ittt ittt ittt ettt ennnnneeeeeeeennnnneeees
Other payables . @ittt it e et e e e e e e ettt e et
Accrued employee benefit s . ...ttt ittt e et e e e e e e
ACCTUEA EXPEINSES t ¢ v vt e ettt ettt ettt e et e et e et eeee e
Other taxes pavable. ...ttt ittt e et ettt ettt eaaeeaeens
Income taxes pPayvable. ...ttt ettt e e e et e e e

Net cash used in operating

F= @ w0 ol
Cash flows from investing activities:

(Increase) decrease of short-term

I8 = o (1= o i (
Purchases of property and
ST 16 ) 1L o
Proceeds from disposal of
B T = Y
Investment in affiliate. ... ..ttt ittt

Net cash (used in) provided by
investing activities. . vttt e i i e (

ASTAINFO HOLDINGS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS—-- (CONTINUED)
(In US dollars)

39,951, 040)
1,741,025
(2,118, 434)

(777, 976)
39,390,398
2,959,943
(451,776)
4,590,984
2,756,437
(274,263)
(180, 475)

50,100,000)

(4,097,065)

(26,005,
7,626,
(787,

(775,
(12,200,
(8,916,
(751,
(826,
4,275,
(284,
1,717,

(23,521,

87,990,

(1,277,

Nine Months Ended September

Cash flows from financing activities:
Net proceeds on issuance of common

stock in initial public offering........ ..ot iennnennnnn 127
Increase in short-term bank loans..........oiiiiiiiiieetennnnneeennn 33
Repayment of short-term bank loans.......... ittt iiiineeeeeenneenns (23
Proceeds on exercise of stock options.........c.iiiiiiiiiiiiinnnnn.. 1
Warrant s eXerCisSed. @ittt ittt ettt et eee e eeeaaeeeeanens
Capital contribution by minority

1D 0 D

Net cash provided by (used in)
financing activities. ...t e e e 139

Net increase in cash and cash

ST 6 A B Y o i 80
Cash and cash equivalents at beginning
(3 o T e Yo 25

(unaudited)

,851,874
,367,518
,631,629)
,226,210
400

, 946,518

, 403,884

40, 534
(44,446
2,620
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Effect of exchange rate changes on cash
and cash equivalents. ...ttt ittt e e e ettt e (6,024)

Cash and cash equivalents at end of

Supplemental cash flow information:

Cash paid during the period:

LI o ot S = S 724,581
TN COME AR S e v v v vttt e e e e et e teee e eeeeeeeeeeeeeeeeeeeeeneeeeeenns S 188,475

See notes to condensed consolidated financial statements.
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ASTAINFO HOLDINGS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
Nine Months Ended September 30, 2000 and 2001
(In US dollars except shares)

1. GENERAL AND BASIS OF PREPARATION

AsiaInfo Holdings, Inc. (the "Company") was incorporated in the State of Texas,
in the United States, on June 17, 1993 and was subsequently reincorporated in
the State of Delaware in June 1998. The Company currently operates through the
following subsidiaries: AsiaInfo Technologies (China), Inc. ("AI Technology")
(100% owned), Zhejiang AsiaInfo Telecommunication Technology Co., Ltd. ("AI
Zhejiang") (100% owned) and Guangdong Wangying Information Technology Co., Ltd.
("Wangying") (40% owned, but controlled by the Company), all incorporated in the
People's Republic of China ("China" or the "PRC") and Marsec Holdings, Inc.
("Marsec") (79% owned), incorporated in the Cayman Islands.

On March 2, 2000, the Company completed an initial public offering of 5,750,000
shares of its common stock, raising net proceeds of $126.6 million. The
Company's common stock is traded on The Nasdag National Market in the United
States.

The Company acts as a holding company and sources computer related equipment in
the U.S. for sale to customers in the PRC.

AI Technology was established as a wholly foreign owned enterprise with an
initial operating term of 15 years commencing May 2, 1995 (date of
establishment). 1Its principal activities are conducted in the PRC and comprise
the provision of telecommunications-related information technology professional
services and software products.

AI Zhejiang has an initial operating term of 15 years commencing April 5, 1995
(date of establishment). Its activities are performed in the PRC and comprise
the development and sale of communication hardware and software, as well as
providing related technology services. In connection with its acquisition in
April 1999, the Company recorded goodwill of approximately $4.7 million, which
is being amortized over 5 years. AI Zhejiang's results of operations are
included in the Company's financial statements from the date of acquisition. 1In
March 2001, the Company commenced the process of merging AI Zhejiang into AI
Technology.

Wangying was established on September 6, 2000 with an initial operating term of
4 years for a particular customer project in the PRC.

Marsec, through its wholly owned subsidiary, provides network security

1
$ 104,59
$ 88
$ 57
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consulting and services in the PRC.

On April 27, 2001, the Company invested approximately $6 million acquiring
14.25% of equity interest of Intrinsic Technology (Holdings), Ltd., a company
registered in Cayman Islands and engaged in wireless Internet application and
development through its two wholly owned subsidiaries in the PRC.

On September 14, 2001, the Company exercised its warrants to purchase 200,000
shares at US$3.5 a share increasing its investment in Marsec from 75% to 79%.

The consolidated financial statements of the Company include the accounts of the
Company and its subsidiaries. Intercompany transactions and balances have been
eliminated. Investments in 50% or less owned affiliates over which the Company

—8—

ASTAINFO HOLDINGS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
Nine Months Ended September 30, 2000 and 2001
(In US dollars)

exercises significant influence, but not control, are accounted for using the
equity method.

In the Company's opinion, all adjustments necessary for a fair presentation of
the unaudited results of operations for the three and nine months ended
September 30, 2000 and 2001 are included. All such adjustments are accruals of
a normal and recurring nature. The results of operations for the periods are
not necessarily indicative of the results of operations for the full year. The
financial statements are unaudited.

Revenue from network solutions contracts, which includes the procurement of
hardware on behalf of customers, systems design, planning, consulting, and
system integration is recognized based on the percentage of completion method.
Labor costs and direct project expenses are used to determine the stage of
completion except for revenues associated with the procurement of hardware.
Such hardware-related revenues are recognized upon delivery.

Software revenues represent license fees and related services which allow
customers to use the Company's software products in perpetuity up to a maximum
number of users. Contract revenue from software license fees and software
implementation services, which generally represent customer orders requiring
significant production, modifications, or customization of the software, is
recognized in conjunction with the revenues of the related solutions project
over the installation and customization period based on the percentage of
completion of the project as measured by labor costs and direct project
expenses. Software revenues include the benefit of the rebate of value added
taxes on sales of software received from the tax authorities as part of the PRC
government's policy of encouragement of software development in the PRC. The
rebate was approximately $441,000 and $759,000 for the three months ended
September 30, 2000 and 2001, respectively, and $982,000 and $2,454,000 for the
nine months ended September 30, 2000 and 2001, respectively.

Revenue in excess of billings on service contracts is recorded as unbilled
receivables and included in trade accounts receivable, and amounted to
$33,241,532 at December 31, 2000 and $50,972,140 at September 30, 2001.
Billings in excess of revenues recognized on service contracts are recorded as
deferred revenue until revenue recognition criteria are met. At December 31,
2000 and September 30, 2001, the balance of trade account receivables of
$22,355,964 and $29,987,803, respectively, represented amounts billed but not
yet collected. All billed and unbilled amounts are expected to be collected
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within 1 year.

The preparation of financial statements in conformity with generally accepted
accounting principles requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities and disclosure of
contingent assets and liabilities at December 31, 2000 and September 30, 2001
and the reported amounts of revenues and expenses during the three and nine
months ended September 30, 2000 and 2001. Actual results could differ from
those estimates.

The financial records of the Company's PRC subsidiaries are maintained in
Renminbi. The Renminbi is not fully convertible into United States dollars or
other foreign currencies. The rate of exchange quoted by the People's Bank of
China on September 30, 2001 was US$1.00=RMB8.2769. No representation is made

—9—

ASTAINFO HOLDINGS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
Nine Months Ended September 30, 2000 and 2001
(In US dollars)

that the Renminbi amounts could have been, or could be, converted into United
States dollars at that rate or at any other rate.

In June 1998, the Financial Accounting Standards Board issued the Statement of
Financial Accounting Standards ("SFAS") No. 133, "Accounting for Derivative
Instruments and Hedging Activities", which was amended by SFAS No.137 and SFAS
No.138. SFAS No.133, as amended, requires companies to record all derivatives on
the balance sheet as assets or liabilities measured at fair value. Gains and
losses resulting from changes in fair market values of those derivative
instruments are accounted for depending on the use of the instrument and whether
it qualifies for hedge accounting. SFAS No.133, as amended, was adopted by the
Company on January 1, 2001. Adoption of SFAS No. 133 did not have a significant
effect on the Company's financial position, results of operations or cash flows.

In July 2001, the Financial Accounting Standards Board issued SFAS No.141,
"Business Combination". SFAS No.141] requires the purchase method of accounting
for business combinations initiated after June 30, 2001 and eliminates the
pooling-of-interests method. The Company does not believe that the adoption of
SFAS No.141 will have a significant impact on its financial statements.

In July 2001, the Financial Accounting Standards Board issued SFAS No.142,
"Goodwill and Other Intangible Assets", which is effective January 1, 2002. SFAS
No.142 requires, among other things, the discontinuance of goodwill
amortization. In addition, the standard includes provisions for the
reclassification of certain existing recognized intangibles as goodwill,
reassessment of the useful lives of existing recognized intangibles,
reclassification of certain intangibles out of previously reported goodwill and
the identification of reporting units for purposes of assessing potential future
impairment of certain intangible assets, including goodwill. SFAS No.142 also
requires the Company to complete a transitional goodwill impairment test six
months from the date of adoption. The Company is currently assessing but has not
yet determined the impact of SFAS No.142 on its financial position and results
of operations.

In August 2001, the Financial Accounting Standards Board issued Statement of
Financial Accounting Standards No. 143, "Accounting for Asset Retirement
Obligation", that addresses the accounting for the recognition of obligations
associated with the retirement of tangible long-lived assets. SFAS No. 143 is
effective for financial statements issued for years beginning after June 15,

10
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2002. 1In October 2001, the Financial Accounting Standards Board issued
Statement of Financial Accounting Standards No. 144, "Accounting for the
Impairment or Disposal of Long-Lived Assets", effective for fiscal years
beginning after December 15, 2001. SFAS No. 144 addresses the financial
accounting and reporting requirements for the impairment or disposal of long-
lived assets and discontinued operations. SFAS No. 144 applies to all recorded
long-lived assets that are held for use or that will be disposed of, but
excludes goodwill and other intangible assets that are not amortized. Management
is currently assessing the impact, if any, the adoption of these standards will
have on the Company's financial statements.

Information concerning the organization and business of the Company, accounting
policies followed by the Company and other information is contained in the notes
to the Company's financial statements for the year ended December 31, 2000

-10-

ASTAINFO HOLDINGS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
Nine Months Ended September 30, 2000 and 2001
(In US dollars except share)

prepared as part of the Company's Form 10-K filed with the Securities and
Exchange Commission on March 16, 2001. This report should be read in
conjunction with such financial statements.

2. CASH AND CASH EQUIVALENTS

Cash and cash equivalents consist of cash on hand, demand deposits, money market
funds and highly ligquid investments, which are unrestricted as to withdrawal or
use, and which have maturities of three months or less when purchased.

3. SHORT-TERM INVESTMENTS

Short-term investments are classified as available for sale and consist
principally of certificates of deposit issued by major financial institutions
which have maturities of between 3 and 12 months. As there are no significant
market price movements, such investments are held at cost and accrued interest.
There were no realized or unrealized gains or losses.

4. COMPREHENSIVE (LOSS) INCOME

The components of comprehensive (loss) income for the periods presented are as
follows:

Three Months Ended September 30,

2000 2001
© (naudited)
Net dNCOME . vttt ittt et e ettt ettt e e et eeeeeenn S 415,408 $3,518,612
Change in cumulative translation adjustment (1,030) 2,126
Comprehensive income. ........ouuiiiieenennnnn ;___;1;:;;é ;;:;;6:;;é

11



Edgar Filing: ASIAINFO HOLDINGS INC - Form 10-Q

Nine Months Ended September 30,

2000 2001
___________ (unaudited)
Net (1OSS) 1NCOME . v v vt i ittt ettt et eeeeeeennn $(3,789,379) $7,473,676
Change in cumulative translation adjustment 20,363 10,041
Comprehensive (loss) income............cou... ;;gjgggjglg) ;;:;é;:;I;

5. SHORT-TERM BANK LOANS

As of September 30, 2001, the Company had total short-term credit facilities
totaling $24.2 million expiring by June 2002. All of these facilities were for
working capital purposes. At September 30, 2001, unused short-term credit
facilities were $11.7 million and used facilities totaled $12.5 million of which
$8.3 million was used for issuing a letter of credit. Additional borrowings of
approximately $12.5 million were secured by bank deposits of $13.1 million. All
the borrowings were in RMB, the currency of the PRC. The loans carry interest
of 5.58% per annum and are repayable within one year. Additional bank deposits
totaling $2.3 million were used for issuing a letter of credit. Bank deposits
pledged as security for the bank loans, short-term credit facilities and issuing

11—

ASTAINFO HOLDINGS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
Nine Months Ended September 30, 2000 and 2001
(In US dollars except shares)

a letter of credit totaled $26.7 million and $25.8 million as of December 31,
2000 and September 30, 2001, respectively, and are presented as restricted cash
in the condensed consolidated balance sheets.

6. INVESTMENT IN AFFILIATE

In April 2001, the Company invested $6,157,376 in Intrinsic Technology
(Holdings), Ltd. ("Intrinsic") for a 14.25% equity interest. The excess of
purchase price over the Company's percentage interest in the recorded amount of
the net assets of Intrinsic as of the acquisition date is $5,631,124. The period
of amortization for the goodwill is five years based on the estimated useful
life. The Company's share of loss of the affiliate of $319,776 and $576,111 for
the three and nine months ended September 30, 2001, respectively, includes
amortization of goodwill in the amount of $281,556 and $469,260 for the three
and nine months ended September 30, 2001, respectively. In connection with the
investment, the Company also received warrants from Intrinsic that will entitle
the Company and its co-investors to acquire a controlling interest in Intrinsic.
The investment in Intrinsic is recorded using equity method because the Company
is able to exercise significant influence over the operating and financial
policies of Intrinsic through its representation on the Board. Intrinsic and its
wholly owned subsidiaries are engaged in wireless Internet application and
development. The Company's net investment in affiliate at September 30, 2001 was
$5.6 million.

7. CAPITAL STOCK

12
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Option activity in the Company's stock option plans is summarized as follows:

Outstanding, January 1,

Granted. . ...ttt
Cancelled. ... iiinnnnnnnn.
Exercised. ...,

Outstanding, March 31,

Granted. . ...ttt
Cancelled. ...t iiiinnnnnnnn.
Exercised. ... .o,

Outstanding, June 30, 2001:
Granted. . ...ttt
Cancelled. ...t iinnnnnnnn.

Exercised. ...,

Outstanding, September 30,

ASIAINFO HOLDINGS,

Number of shares

Outstanding options

weighted average

(unaudited)

8,781,865 $ 9.
2,022,560 9.
(644,320) 15.
(236,137) 2.
9,923,968 $ 9.
411,780 9.
(297,590) 13.
(375,904) 1.
9,662,254 $ 9.
37,000 15.
(340,250) 15.
(515,910) 3.
8,843,094 9

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)

Nine Months Ended September 30,
(In US dollars)

8. NET INCOME (LOSS) PER SHARE

2000 and 2001

The following is a reconciliation of the numerators and denominators of the

basic and diluted net income (loss)

Net income (loss) (numerator):
Net income (loss)

Basic and diluted.......iii ...

Shares (denominator) :
Basic - Weighted average

Common Stock Outstanding...............

per share computations:

Three Months Ended September 30,

(unaudited)

$ 415,408

$ 3,518,612

39,841,935
5,614,241

41,757,250
3,402,006

N

exercise price per share

ine Mon

$(3,789
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Diluted. . i e e e e e e 45,456,176 45,159,256 36,133

Net income (loss) per share:

For the nine months ended September 30, 2000, the Company had securities
outstanding which could potentially dilute basic earning per share ("EPS") in
the future, but were excluded in the computation of diluted EPS in the period,
as their effect would have been antidilutive due to the net loss reported in the
period. Such outstanding securities consist of the following:

Nine Months Ended September 30
2000
(unaudited)
Outstanding Options..........ccovvveeee.o.. 9,251,835

For the three months ended September 30, 2000 and 2001, and nine months ended
September 30, 2001, the Company had securities outstanding which could
potentially dilute basic earning per share in the future, but were excluded in
the computation of diluted EPS in the periods, as their exercise prices were
above the average market values in the periods. Such outstanding securities
consist of the following:

Three Months Ended September 30, Nine Months Ended September 30,
2000 2001 2001
(unaudited) (unaudited)
Outstanding Options..... 2,433,550 2,434,520 2,434,520
_13_

ASTAINFO HOLDINGS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
Nine Months Ended September 30, 2000 and 2001
(In US dollars)

9. SEGMENT AND GEOGRAPHIC OPERATING INFORMATION

Information on the Company's operating segments is as follows:

Three Months Ended September 30,

14
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Revenues net of hardware cost:

Network solutions net of hardware cost

1S T w2 T ol

Consolidated revenues

net of hardware cost........iiiiiiiinnnnn.

Consolidated cost of revenues

net of hardware cost........iiiiiiinnnnn.

Consolidated gross profit...... ...

Gross profit:

Network Solutions.........iuiiiiiennennnnn.
1S T w2 T ol

Consolidated gross profit.......coiiiiinn..

Depreciation and amortization:

Network Solutions.........iiiiiintinnennnnn.
1S T w2 T o

(Loss) income from operations:

Network Solutions.........euiiiiininnennnnnn
1S L w2 T ol

Consolidated (loss) income from

(03 TS o= il I ) =

—-14-

ASIAINFO HOLDINGS,

Revenues net of hardware cost:
Network solutions net of

(In US dollars)

INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
Nine Months Ended September 30,

hardware COSt ...ttt ittt et e e et e eaeennn
1S Tl 7= s o

Consolidated revenues

net of hardware cost........iiiiiiinnnnn.

Consolidated cost of revenues

net of hardware cost........iiiiiiiinnnnn.

(unaudited)

$ 8,050,749
5,248,169

13,298,918

3,509,041

$ 5,668,579
4,121,298

$ 368,404
264,516

$ 632,920
s (175,422)
(1,447,030)

(unaudited)
2000 and 2001

$12,437,492
7,708,204

20,145,696

4,605,261

$ 8,674,017
6,866,418

$ 505,632
313,368
$ 819,000

$ 2,445,269
1,060,952

Nine Months Ended September 30,

(unaudited)

$18,819,519
11, 686, 431

30,505,950

10,049,300

$30,020,749
21,356,880

51,377,629

11,209,243

15
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Gross profit:
Network Solutions. ...ttt iin it eeneneennn
1S Tl 7= T o R

$10,628,683
9,827,967

$21,376,155
18,792,231

Consolidated gross profit...... ...

Depreciation and amortization:

Network SOlULIioNS . ..ottt eeeenneeeeeennnn $ 1,017,330 $ 1,430,578

1T oA 7= Y o 644,758 1,017,719
$ 1,662,088 $ 2,448,297
(Loss) income from operations:
Network SOLULIOMS . v v it ittt ettt ettt eeeeeeennn $(4,344,042) $ 4,195,974
e B o 7= T = (3,948, 646) 1,048,341
Consolidated (loss) income from
o S XNt i A o o = J $(8,292,688) $ 5,244,315

For the three and nine months ended September 30, 2000, all of the Company's
revenues were derived from sales to customers in the PRC. For the three and
nine months ended September 30, 2001, more than 90% of the Company's revenues
were derived from sales to customers in the PRC. Revenues are attributed to the
country based on the installation of hardware, software and performance of
system integration work and software related service. Also, as of December 31,
2000 and September 30, 2001, 99% of the Company's long-lived assets are located
in the People's Republic of China.

During 2001, the Company included as a component of software revenues the
software service revenue that had previously been included as a component of
network solutions revenue. Such change in classification is consistent with the
Company's current internal reporting structure.

—-15-

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

Except for historical information, the statements contained in this Quarterly
Report on Form 10-Q are 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. The Private Securities Litigation Reform Act of 1995 (the "Reform
Act") contains certain safe harbors regarding forward-looking statements.
Certain of the forward-looking statements include management's expectations,
intentions and beliefs with respect to our growth, our operating results, the
nature of the industry in which we are engaged, our business strategies and
plans for future operations, our needs for capital expenditures, capital
resources and liquidity; and similar expressions concerning matters that are not
historical facts. Such forward-looking statements are subject to risks and
uncertainties that could cause actual results to differ materially from those
expressed in the statements. All forward-looking statements included in this
document are based on information available to us on the date hereof, and we
assume no obligation to update any such forward-looking statements. These
cautionary statements are being made pursuant to the provisions of the Reform
Act with the intention of obtaining the benefits of the safe harbor provisions

16



Edgar Filing: ASIAINFO HOLDINGS INC - Form 10-Q

of the Reform Act. Among the factors that could cause actual results to differ
materially are the factors discussed below under the heading "Factors Affecting
our Operating Results and our Common Stock."

OVERVIEW

We are a leading China-based company providing world class software products and
network solutions. Our software products and network solutions enable our
customers to build, maintain, operate and continuously improve their Internet
and telecommunications infrastructure.

We commenced our operations in Texas in 1993 and moved our operations from Texas
to China in 1995. We began generating significant network solutions revenues in
1996 and significant software license revenues in 1998. While we source
hardware for our customers through our U.S. parent company, AsiaInfo Holdings,
Inc., we conduct the bulk of our business through our wholly-owned operating
subsidiary, AsiaInfo Technologies (China) Inc., which is a Chinese company.

Sales to China Telecom and its provincial subsidiaries accounted for
approximately 98%, 84% and 34% of our gross revenues in fiscal 1998, 1999 and
2000, respectively. Our customer base is continuing to diversify and, at
September 30, 2001, approximately 31% of our backlog net of hardware costs was
attributable to China Telecom, while 46% was attributable to China Unicom, 4%
was attributable to China Netcom and 10% was attributable to China Mobile.

We expect our business to continue to evolve as the Internet and
telecommunications markets in China change and expand. Over the past several
years, sales of software products have been an increasingly significant
contributor to our business, accounting for 38.3% of revenues net of hardware
costs in the three-month period ended September 30, 2001.

We also believe that there are opportunities for us to expand into new business
areas. For example, as of September 30, 2001, we had invested a total of $2.7
million in our majority-owned network security business, Marsec Holdings, Inc.,
which focuses on high-end security services for our customers. Marsec generated
sales orders net of hardware costs of approximately $2.4 million in the nine
months ended September 30, 2001, and we anticipate that it will generate total
sales orders net of hardware costs of approximately $3 million in 2001.

-16—

Marsec's operating results are consolidated with our operating results for
financial reporting purposes.

On April 27, 2001, we invested approximately $6 million to acquire a 14.25%
equity interest in Intrinsic Technology (Holdings), Ltd., a company organized in
the Cayman Islands and engaged in wireless Internet application and development
through its two wholly owned subsidiaries in China. We account for our interest
in Intrinsic using the equity method.

REVENUES

Our total revenues have grown from $44.2 million in 1998 to $60.3 million in
1999 and $176.1 million in 2000. We generate our revenues from our two
principal business lines: network solutions and software products. Although we
account for our network solutions revenues on a gross basis, inclusive of
hardware acquisition costs that are passed through to our customers, we manage
our business internally based on revenues net of hardware costs, which is
consistent with our strategy to focus increasingly on providing our customers
with high wvalue IT professional services while gradually outsourcing lower-end
services such as hardware acquisition and installation. This strategy may
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result in lower growth rates for total revenues as against prior periods, but
will not adversely impact revenues net of hardware costs. The following table
shows our revenue breakdown by business line on this basis:

NINE MONTHS ENDED YEAR ENDED
SEPTEMBER 30, DECEMBER 31,

BUSINESS LINE 2001 2000 2000 1999 1998 1997
Network solutions net of

hardware costs 58% 62% 61% 74% 88% 93
Software 42% 38% 39% 26% 12% 7
Total revenues net of

hardware costs 100% 100% 100% 100% 100% 100

As demonstrated by the foregoing table, software revenues have accounted for an
increasing portion of our total revenues net of hardware costs over the past
several years, increasing from 11% in 1996 to 42% in the first three quarters of
2001.

BACKLOG. Most of our revenues are derived from customers' orders under separate
binding contracts for hardware, network solutions and software products. These
contracts constitute our backlog at any given time. Revenues for hardware,
network solutions and software products are recognized during the course of the
relevant project, as described in more detail below. At September 30, 2001, our
revenue backlog net of hardware costs was $46.8 million, 64% of which related to
network solutions and 36% of which related to software. Our revenue backlog net
of hardware costs represents a 37% increase over backlog one year ago, and
provides clear revenue visibility into the next two quarters.

NETWORK SOLUTIONS REVENUES. Network solutions revenues consist of hardware
sales for equipment procured by us on behalf of our customers from hardware
vendors, as well as services for planning, design, systems integration and
training. We procure for and sell hardware to our customers as part of our
total solutions strategy. We minimize our exposure to hardware risks by
sourcing equipment from hardware vendors against letters of credit from our
customers. We believe that, as the Internet-related market in China develops,

17—

our customers will increasingly purchase hardware directly from hardware wvendors
and pay us separately for the full value of our professional services.

We generally charge a fixed price for our network solutions projects and
recognize revenue based on the percentage of completion of the project. We use
labor costs and direct project expenses to determine the stage of completion,
except for revenues associated with the procurement of hardware on behalf of the
customer. We recognize such hardware-related revenues upon delivery. Since a
large part of the cost of a network solutions project often relates to hardware,
the timing of hardware delivery can cause our quarterly gross revenues to
fluctuate significantly. However, these fluctuations do not significantly
affect our gross profit because hardware-related revenues generally approximate
the costs of the hardware.

18
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Network solutions projects generally have a life of nine to twelve months,
during which there are three key milestones. The first milestone occurs when
the hardware is delivered, which is usually between three and four months after
signing the contract. The second milestone in a network solutions project is at
primary acceptance, which usually occurs around five months after hardware
delivery. The third milestone is final acceptance, which occurs when the
customer agrees that we have satisfactorily completed all of our work on the
project.

SOFTWARE REVENUES. In the second quarter of 2001, we began including in
software revenues two types of revenues: software license revenue and software
service revenue. Software service revenue had been previously included in
network solutions revenue. Software license revenues consist of fees received
from customers for licenses to use our software products in perpetuity, up to a
specified maximum number of users. Our customers must purchase additional user
licenses from us when the number of users exceeds the specified maximum. Our
software license revenues also include the benefit of value added tax rebates on
software license sales, which are part of the Chinese government's policy of
encouraging China's software industry. Software service revenue consists of
revenues from software installation, customization, training and other services.
To date, substantially all of our revenue from both software licenses and
software services has been contract-related, meaning that it has been derived
from customer orders requiring some modifications or customization of our
software. We recognize all software revenue that 1is contract-related over the
installation and customization periods, based on the percentage of completion of
the project as measured by labor costs and direct project expenses.
Substantially all of our software revenues are derived from our customer
management and billing, network management and messaging software products.

The foregoing network solutions and software revenue recognition policies result
in our recognizing certain revenues even though we are not due to receive the
corresponding cash payment under the contract. In the case of hardware sales,
the customer typically holds back around 10 to 15% of the hardware contract
amount at the time of delivery. In the case of services, while there may be
some down payment, most of the revenues becomes billable at the time of primary
acceptance. The unpaid amounts for hardware and services become payable at the
time of final project acceptance, when payment of all unpaid contract amounts is
due. When we recognize revenues for which payments are not yet due, we book
unbilled accounts receivable until the corresponding amounts become payable.

COST OF REVENUES

NETWORK SOLUTIONS COSTS. Network solutions costs consist primarily of third
party hardware costs, compensation and travel expenses for the professionals
involved in designing and implementing projects, and hardware warranty costs.
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We recognize hardware costs in full upon delivery of the hardware to our
customers. In order to minimize our working capital requirements, we generally
obtain from our hardware vendors payment terms that are timed to permit us to
receive payment from our customers for the hardware before our payments to
hardware vendors are due. However, in certain recent large projects, we obtained
less favorable payment terms from our customers, thereby increasing our working
capital requirements. We recognize compensation and travel costs for project
professionals as incurred. We accrue hardware warranty costs when hardware
revenue is fully recognized upon final acceptance. We obtain manufacturers'
warranties for hardware we sell, which cover a portion of the warranties that we
give to our customers. We currently accrue 0.8% of hardware sales to cover
potential warranty expenses. This estimate of warranty cost is based on our
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current experience with contracts for which the warranty period has expired.

SOFTWARE COSTS. Software license costs consist primarily of packaging and
written manual expenses. The costs associated with creating and enhancing
software are classified as research and development expenses as incurred.
Software implementation services costs consist primarily of compensation and
travel expenses for the professionals involved in modifying, customizing or
installing our software products and in providing consultation, training and
support services.

OPERATING EXPENSES

Operating expenses are comprised of sales and marketing expenses, research and
development expenses, general and administrative expenses, and amortization
expenses for goodwill and deferred stock compensation.

Operating expenses consist for the most part of compensation expenses, which
have risen as we have expanded and hired new personnel. Although we review
salaries on an annual basis in order to ensure that we remain competitive with
the market, we do not foresee the need to make material increases in the near
term. However, we may be required to do so from time to time in the future.

Research and development expenses relate almost entirely to the development of
new software and the enhancement and upgrading of existing software. We expense
these costs as they are incurred.

We provide most of our officers, employees and directors, with stock options.

In the past, we granted a number of options with exercise prices below the fair
market value of the related shares at the time of grant, resulting in our
incurring deferred compensation expenses. Most of the options granted with
exercise prices below fair market value on the date of grant were issued prior
to 1997. We do not, however, intend to issue options below fair market value in
the future. Therefore, our deferred compensation expenses have been
significantly higher historically than we expect them to be in future years.

The difference between the exercise price and the fair market value of the
related shares is amortized over the vesting period of the options and reflected
on our income statement as amortization of deferred stock compensation. See
note 13 to our consolidated financial statements for the year ended December 31,
2000, included in our annual report on Form 10-K, filed with the Securities and
Exchange Commission on March 16, 2001.

We make bad debt provisions for accounts receivable balances based on
management's assessment of the recoverability of revenues in accordance with the
aging of the accounts receivable. Because our client base is continually
expanding to include smaller telecommunications and Internet service providers,
we revisit our estimates on collectibility on a periodic basis.
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TAXES

Except for hardware procurement and resale, we conduct substantially all of our
business through our Chinese operating subsidiaries. Our Chinese subsidiaries
are generally subject to a 30% state corporate income tax and a 3% local income
tax. AsiaInfo Technologies, our principal operating subsidiary, 1is classified
as a "high technology" company for purposes of Chinese tax law and, as such, is
entitled to preferential tax treatment in China. AsiaInfo Technologies operated
free of Chinese state corporate income tax for three years, beginning with its
first year of operation, and was entitled to a 50% tax reduction for the
subsequent three years. The tax holiday for AsiaInfo Technologies expired on
December 31, 1997 and the 50% tax reduction expired on December 31, 2000.
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However, AsiaInfo Technologies recently received a continuation of its
preferential tax treatment from the local government for an additional three
years, which will reduce its effective income tax rate to not less than 10%. 1In
2001, we anticipate that the effective corporate income tax rate applicable to
AsiaInfo Technologies will be 10%. Changes in Chinese tax laws may adversely
affect our future operations.

Sales of hardware in China are subject to a 17% value added tax. Most of our
hardware sales are made through our U.S. parent company and thus are not subject
to the value added tax. We effectively pass these taxes through to our
customers and do not include them in revenues reported in our financial
statements. Sales of software in China are subject to a 17% value added tax.
However, if the net amount of the value added tax payable exceeds 3% of software
sales, the excess portion of the value added tax can be refunded immediately.
The Company therefore enjoys an effective net value added tax burden of 3% on
software license revenues. This policy is effective until 2010.

We are also subject to U.S. income taxes on revenues generated in the U.S.,
including revenues from our hardware procurement activities in the U.S. and
interest income earned in the U.S.

FOREIGN EXCHANGE

A majority of our revenues and expenses relating to hardware sales are
denominated in U.S. dollars, and substantially all of our revenues and expenses
relating to the service component of our network solutions business and to our
software business are denominated in Renminbi. Although, in general, our
exposure to foreign exchange risks should be limited, the value of our shares
will be affected by the foreign exchange rate between the U.S. dollars and
Renminbi because the value of our business is effectively denominated in
Renminbi, while our shares are traded in U.S. dollars. Furthermore, a decline
in the value of Renminbi could reduce the U.S. dollar equivalent of the value of
the earnings from, and our investment in, our subsidiaries in China.

CONSOLIDATED RESULTS OF OPERATIONS

REVENUES. Gross revenues were $94 million and $151 million, respectively, in
the three- and nine-month periods ended September 30, 2001, representing
increases of 62% and 15%, respectively, over the comparable periods in fiscal
2000. Our high level of gross revenues in the third quarter of 2001 was
attributable to large network construction projects, primarily with China
Unicom, representing $66.6 million of such revenues.

Revenues net of hardware costs were $20.1 million and $51.4 million,
respectively, in the three- and nine-month periods ended September 30, 2001,
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representing increases of 51% and 68%, respectively, over the comparable periods
in fiscal 2000. Total software revenues were $7.7 million and $21.4 million,
respectively, in the three- and nine-month periods ended September 30, 2001,
representing increases of 47% and 83%, respectively, over the comparable periods
in fiscal 2000. Of total software revenues for the three month period ended
September 30, 2001, $6.5 million was software license revenues, representing a
33% increase over the comparable period of 2000. For the nine months ended
September 30, 2001, our gross revenues increased 15% year over year, while our
revenues net of hardware costs increased 68%, demonstrating our decreased
dependency on hardware resale. This decreased dependency has resulted in larger
portions of higher-margin solutions and services in our network solutions
contracts and better use of our working capital.
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COST OF REVENUES. Our cost of revenue, was $78.5 million and $111.2 million,
respectively, in the three- and nine-month periods ended September 30, 2001,
representing an increase of 63% over the three-month period ended September 30,
2000 and a decrease of less than one percent as compared to the nine-month
period ended September 30, 2000. These costs of revenue consist primarily of
hardware pass—-through costs.

GROSS PROFIT. Gross profit was $15.5 million and $40.2 million, respectively,
in the three- and nine-month periods ended September 30, 2001, representing
increases of 59% and 96%, respectively, over the comparable periods in fiscal
2000.

OPERATING EXPENSES. Our total operating expenses were $12 million and $34.9
million, respectively, in the three- and nine-month periods ended September 30,
2001, representing increases of 5% and 21%, respectively, over the comparable
periods in fiscal 2000. The low growth rate for total operating expenses in the
third quarter of 2001 demonstrates our continuing ability to achieve high
operating efficiency.

Sales and marketing expenses were $6.3 million and $17.8 million, respectively,
in the three- and nine-month periods ended September 30, 2001, representing
increases of 11% and 34%, respectively, over the comparable periods in fiscal
2000. We expect our sales and marketing expenses in the fourth quarter of 2001
to be lower as compared to the third quarter.

Research and development expenses were $1.9 million and $5.5 million,
respectively, in the three- and nine-month periods ended September 30, 2001,
representing increases of 12% and 25%, respectively, over the comparable periods
in fiscal 2000. The 25% increase in year to date research and development
expenses demonstrates the investment focus of our resource allocations.

INCOME (LOSS) FROM OPERATIONS. For the three-month period ended September 30,
2001, we had an operating profit of $3.5 million, compared to an operating loss
of $1.6 million for the third quarter of 2000. For the nine-month period ended
September 30, 2001, we had an operating profit of $5.2 million, compared to an
operating loss of $8.3 million for the nine-month period ended September 30,
2000. Our expanding profitability has been driven by increasing revenues net of
hardware costs, increasing contributions from high-end solutions and software,
and effective expense control, leading us to increase our full year earnings
guidance as discussed below under "- Net Income."

OTHER INCOME (EXPENSE). Other income (expense), consisting primarily of net
interest income, totaled $1.4 million and $5.3 million for the three- and nine-
month periods ended September 30, 2001, as compared to other net income of $2.0
million and $4.4 million, respectively, for the corresponding periods in 2000.
Interest income decreased to $1.6 million for the three-month period ended
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September 30, 2001 compared to $2.3 million for the comparable period in 2000 as
a result of lower interest rates and as a result of our having less cash in
interest bearing investments.

EQUITY IN LOSS OF AFFILIATE. In the three- and nine-month periods ended
September 30, 2001, equity in loss of affiliate of approximately $320,000 and
$576,000 represented our share of the net loss of Intrinsic Technology
(Holdings), Ltd., including goodwill amortization of $280,000 and $469,000. We
acquired a 14.25% interest in Intrinsic Technology (Holdings), Ltd. on April 27,
2001.

NET INCOME. We recorded net income of $3.5 million, or $0.08 basic earnings per
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share, for the quarter ended September 30, 2001 and net income of $7.5 million,
or $0.18 basic earnings per share for the nine-month period ended September 30,
2001. This is in comparison to net income of $0.4 million in the quarter ended
September 30, 2000 and a net loss of $3.8 million for the nine-month period
ended September 30, 2000. We have increased our 2001 full year earnings
guidance to projected net income of $11.3 to $11.5 million, or $0.26 to $0.27
per basic share.

LIQUIDITY AND CAPITAL RESOURCES

Our capital requirements are primarily working capital requirements related to
hardware sales and costs associated with the expansion of our business, such as
research and development and sales and marketing expenses. We recognize
hardware costs in full upon delivery of the hardware to our customers. In order
to minimize our working capital requirements, we generally obtain from our
hardware vendors payment terms that are timed to permit us to receive payment
from our customers for the hardware before our payments to hardware vendors are
due. However, in certain recent large projects, we obtained less favorable
payment terms from our customers, thereby increasing our working capital
requirements. See "Factors Affecting our Operating Results and our Common Stock
— Our working capital requirements may increase significantly". We have
historically financed our working capital and other financing requirements
through careful management of our network solutions billing cycle, private
placements of equity securities, our initial public offering in March of 2000
and, to a limited extent, bank loans.

At September 30, 2001, we had a cash position of $152.8 million (of which $22.4
million was in short term investments, $25.8 million was in restricted cash and
$104.6 million was in cash and cash equivalents). Our cash position was $10
million lower than at the end of the second quarter of 2001 due to a larger than
normal amount of accounts receivable. Our accounts receivable balance at
September 30, 2001 was $81 million, consisting of $30 million in billed
receivables and $51 million in unbilled receivables. Our billed receivables are
based on revenue we have booked and billed. Our unbilled receivables are based
on revenue we have booked through the percentage completion method, but for
which we have not yet billed the customer. For example, we recognize revenues
for hardware pass—-through at the time the hardware is accepted by the customer,
based on the cost of the underlying hardware. However, our contracts with our
customers will often allow the customers to withhold 10-20% of the total
contract payments until final project acceptance, which on average is eight to
nine months after hardware delivery. As a result, revenues from hardware pass-—
through generally represent a significant portion of our unbilled receivables
and can cause the aging of these receivables to be relatively long.

At the end of the third quarter, our billed receivables were 53 days sales
outstanding. Our unbilled receivables were 91 days sales outstanding. The
longer-than-normal level of days sales outstanding is primarily attributable to
the two large networks construction projects we are currently undertaking for
one customer. As of October 22, 2001, we had collected 44% of these billed
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receivables. We expect days sales outstanding to decrease significantly by the
end of the fourth quarter, as we anticipate that one of the two large networks
construction projects will reach final acceptance during the quarter. We have
recorded a bad debt provision of $1.2 million during the nine-month period ended
September 30, 2001.

Our inventory position at the end of the quarter was approximately $1.2 million.

Inventories were down significantly this quarter as we delivered all of the
hardware for two large network construction projects.
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As of September 30, 2001, we had total short-term credit facilities totaling
$24.2 million, expiring by June, 2002, for working capital purposes, of which
unused short-term credit facilities were $11.7 million at that date. At
September 30, 2001, borrowings under these facilities totaled $4.2 million, and
$8.3 million had been used to issue a letter of credit. Additional borrowings
of approximately $12.5 million were secured by bank deposits of $13.1 million.
All the borrowings were in Renminbi, the currency of China. The loans carry
interest of 5.58% per annum and are repayable within one year. Bank deposits
pledged as security for these bank loans and short-term credit facilities
totaled $25.8 million as of September 30, 2001, and are presented as restricted
cash in our consolidated balance sheets.

We ended the quarter with a strong cash position of $152.8 million, of which
$22.4 million was in short term investments, $25.8 million was in restricted
cash for the purpose of securing local currency loans, and $104.6 million of
which was in cash and cash equivalents. Our short-term investments feature
fixed income, liquidity and low risk. The cash equivalents include investments
in cash management accounts to enhance our interest income.

We anticipate that the net proceeds of our initial public offering in March
2000, together with available funds and cash flows generated from operations,
will be sufficient to meet our anticipated needs for working capital, capital
expenditures and business expansion through 2002. We may need to raise
additional funds in the future, however, in order to fund acquisitions, develop
new or enhanced services or products, respond to competitive pressures to
compete successfully for larger projects involving higher levels of hardware
purchases, or if our business otherwise grows more rapidly than we currently
predict. We plan to raise additional funds, if necessary, through new issuances
of shares of our equity securities in one or more public offerings or private
placements, or through credit facilities extended by lending institutions.

In the event that we decide to pay dividends to our shareholders, our ability to
pay dividends will depend in part on our ability to receive dividends from our
operating subsidiaries in China. Foreign exchange and other regulations in
China may restrict our ability to distribute retained earnings from our
operating subsidiaries in China or convert those payments from Renminbi into
foreign currencies.

RECENT ACCOUNTING PRONOUNCEMENTS

In June 1998, the Financial Accounting Standards Boards issued SFAS No.133,
"Accounting for Derivative Instruments and Hedging Activities". This statement
requires companies to record all derivatives on the balance sheet as assets or
liabilities measured at fair value. Gains and losses resulting from changes in
fair market values of those derivative instruments would be accounted for
depending on the use of the instrument and whether it qualifies for hedge
accounting. We adopted SFAS No.133 on January 1, 2001 and it did not have a
material effect on our financial condition, results of operations or cash flows.
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In July 2001, the Financial Accounting Standards Board issued SFAS No.141,
"Business Combinations". SFAS No.141 requires the purchase method of accounting
for business combinations initiated after June 30, 2001 and eliminates the
pooling-of-interests method. Adoption of SFAS No.1l41 did not have a significant
impact on our financial statements.

In July 2001, the Financial Accounting Standards Board issued SFAS No.142,

"Goodwill and Other Intangible Assets", which is effective January 1, 2002.
SFAS No.1l42 requires, among other things, the discontinuance of goodwill
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amortization. In addition, the standard includes provisions for the
reclassification of certain existing recognized intangibles as goodwill,
reassessment of the useful lives of existing recognized intangibles,
reclassification of certain intangibles out of previously reported goodwill and
the identification of reporting units for purposes of assessing potential future
impairments of goodwill. SFAS No.142 also requires us to complete a
transitional goodwill impairment test six months from the date of adoption. We
are currently assessing but have not yet determined the impact of SFAS No.1l42 on
our financial position and results of operations.

In August 2001, the Financial Accounting Standards Board issued Statement of
Financial Accounting Standards No. 143, "Accounting for Asset Retirement
Obligation", that addresses the accounting for the recognition of obligations
associated with the retirement of tangible long-lived assets. SFAS No. 143 is
effective for financial statements issued for years beginning after June 15,
2002. 1In October 2001, the Financial Accounting Standards Board issued
Statement of Financial Accounting Standards No. 144, "Accounting for the
Impairment or Disposal of Long-Lived Assets", effective for fiscal years
beginning after December 15, 2001. SFAS No. 144 addresses the financial
accounting and reporting requirements for the impairment or disposal of long-
lived assets and discontinued operations. SFAS No. 144 applies to all recorded
long-lived assets that are held for use or that will be disposed of, but
excludes goodwill and other intangible assets that are not amortized. Management
is currently assessing the impact, if any, the adoption of these standards will
have on our financial statements.

FACTORS AFFECTING OUR OPERATING RESULTS AND OUR COMMON STOCK

In addition to the other information in this report, the following factors
should be considered in evaluating our business and our future prospects:

THE GROWTH OF OUR BUSINESS IS DEPENDENT ON GOVERNMENT BUDGETARY POLICY,
PARTICULARLY THE ALLOCATION OF FUNDS TO SUSTAIN THE GROWTH OF THE
TELECOMMUNICATIONS INDUSTRY AND THE INTERNET IN CHINA.

Virtually all of our large customers are directly or indirectly owned or
controlled by the government of China. Accordingly, their business strategies,
capital expenditure budgets and spending plans are largely decided in accordance
with government policies, which, in turn, are determined on a centralized basis
at the highest level by the State Planning Commission of the People's Republic
of China. As a result, the growth of our business is heavily dependent on
government policies for telecommunications and Internet infrastructure. Despite
the high priority currently accorded by the government to the development of
telecommunications industry and Internet infrastructure, and a high level of
funding allocated by the government to these sectors, insufficient government
allocation of funds to sustain the growth of the telecommunications and Internet
industries in the future could reduce the demand for our products and services
and have a material adverse effect on our ability to grow our business.

—24—

Furthermore, if demand for Internet and telecommunications service from Chinese
enterprises and households is not as strong as projected, our customers'
investment in Internet and telecommunications infrastructure is likely to
decrease. Although China's Internet population has increased dramatic