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

CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS (unaudited)
(In US Dollars thousands, except per share amounts)

Three Month
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Revenues:
CommuUNications SOLULIONS v vttt ittt ittt e e ettt e te et eeaeeeeeneenaeaeens
Operation support system sOlULionS . ...ttt ittt eeeeeeeeeenneaaens

TOLAL TOVENUES t ittt ittt ot e e e ettt eaaeee e eaeeeeeseeeeeeeeeeeeeeeeeeeeeaneens

Cost of revenues:
CommuUNications SOLULIONS v v ittt ittt ittt e e et ettt ae et et eeaeeeeeeeenaeaeens
Operation support system sOlULionS . ...ttt ittt ettt enanaaens

Total COSE Of FOVENUES & ittt ittt e et ettt et et ettt eeeeeeeeeeeeeeeeeeeaaens
[ T = T ool ol

Operating expenses:
Sales and marketing (excluding stock-based compensation: 2002: $7; 2003:
$15 and amortization of acquired intangible assets: 2002: $338; 2003:
0 5 T
General and administrative (excluding stock-based compensation: 2002:
$73; 2003: $20 and amortization of acquired intangible assets: 2002:
SA8; 2003t S40) ittt e e e e e e e e e e e e e e e e e e e e e e
Research and development (excluding stock-based compensation: 2002: $17;
2003: $2 and amortization of acquired intangible assets: 2002: $91;
2200 T o e 0
Amortization of deferred stock compensation ...........iiiiiittiiet e
Amortization of acquired intangible assefs ...ttt ittt ittt e e e

Total OpPErating EXPENSES v vttt it e et e e ettt eaeeeeeeeeeeeeeeeeeeneeeeeeeeaneens
Income (1losSsS) from OPEralionS i vttt i ittt ettt ettt eeeeeeeeeeeeeeeeeeeannens
Other income (expense):

Interest INCOME ..ttt ittt ettt et e ettt e et e e

B o N o S S - 1 0 < =

Other 1ncome (EXPenSe), NEEL .ttt ittt ittt ettt ettt eeaeeeeeeeenaeeeens

Total other INCOME, NEL .. ittt ittt it ettt ettt ettt teeeteeeeeeeaeeeeeenenn
Income (loss) before income taxes, minority interests and equity in loss

Lo = B s A e
Income tax expense (benefit) ...ttt ittt ettt ettt
Income (loss) before minority dnterests ... ..ttt ittt ittt eeee e
Minority interests in loss of consolidated subsidiaries .............. ...
Equity in loss of affiliate ...ttt ittt e et ettt ettt ettt

Net INCOME (108 S ) vttt ittt i et e et e ettt ettt ettt ettt ettt ee e e

Net income (loss) per share:
=T = e

L G Y o

Shares used in computation:
2= =

L G Y

4,809

1,472

3
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See notes to condensed consolidated financial statements.
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ASTIAINFO HOLDINGS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS (unaudited)
(In US Dollars thousands, except per share amounts)

Six M
2002
Revenues:
CommUNIicCations SOLULIONS vttt ittt ittt ettt ettt ettt ettt taeeeeeeneeneeaeeanens $ 32,
Operation support system solUbions ... ..ttt ittt ittt ettt eeaeeeeeneens 32,
TOtaAl T OVENUE S vttt et i ettt et e e et e st eeeaeeeeeeeeeneeeeeeeeeeneeeeeeeeeeeeeeeeenns 65,
Cost of revenues:
CommUNications SOLULIONS v ittt ittt ittt et ettt e ettt ettt teeeeeeeneeneeaeeanes 21,
Operation support system solUbionSs . ...ttt ittt ittt ettt eeaeeeeeneens 19,
Total COSt Of FOVENUES vt i ittt it ittt e ettt ettt et teeteeeeeeeeeeeeeeeeeneeaneenns 40,
[ T =T o ol i 24,

Operating expenses:
Sales and marketing (excluding stock-based compensation: 2002: $35;
2003: $ 43 and amortization of acquired intangible assets: 2002: $563;
200G T - 8,
General and administrative (excluding stock-based compensation: 2002:
$165; 2003: $51 and amortization of acquired intangible assets: 2002:
S80; 2003t S8 L) ittt e e e e e e e e e e e e e e e e e e e e 5,
Research and development (excluding stock-based compensation: 2002: $50;
2003: $11 and amortization of acquired intangible assets: 2002: $152;
72200 T o T O 4,
Amortization of deferred stock compensation .........iiiiii ittt
In-process research and development ... ...ttt ittt nnneeeeeeeeennnnn
Impairment of goodwill and acquired intangible assets .........ciiiiiiiiiiiinn..
Amortization of acquired intangible assets ...ttt ittt e e e e e

Total OpPEraling EXPENSES v i ittt ittt ettt e oo aeeeeeeeeeeeeeeeeeaeeeeeeeenneeeens 19,

Income (1l0SS) from OPEralionS i ittt ittt it ettt ettt eeeeeee e eaeeeeeeeeeanens 4,

Other income (expense):

IS0 R ol et = A 5 o W o) 411 YR 1,
B 0N B S S U - 1 0 =
Other 1ncome (EXPEeNSE), NEL .ttt ittt ittt ettt e tee et eeeeeeeeeeaaeeeeneens
Total other INCOME, NEL . it ittt it ittt ettt ettt ettt et e teeeeeeeeeeneeeaeenns 1,

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



of affiliate
Income tax exp

Income (loss)
Equity in loss

Net income (lo

Net income (lo
Basic

Diluted

Edgar Filing: ASIAINFO HOLDINGS INC - Form 10-Q

ense (benefit)

before minority interests
Minority interests in loss of consolidated subsidiaries

of affiliate

[ =15 1Y

ss) per share:

Shares used in computation:

Basic

Diluted

See notes to condensed consolidated financial statements.

Current Assets
Cash and cas
Restricted c
Short-term i

Notes receivable

Accounts rec

$1,133 and $2,272 at December 31,

Inventories

Other receivables
Deferred income taxes - current
Prepaid expenses and other current assets

Total current assets

CONDENSED CONSOLIDATED BALANCE SHEETS
(In US Dollars thousands,

h equivalents
ash
nvestments

eivable, trade

Property and equipment - net

Goodwill

Other acquired intangibles - net

Investment in

Deferred income taxes

Total Assets

affiliate

—4—

ASIAINFO HOLDINGS, INC.

ASSETS

(unaudited)
except per share amounts)

(net of allowance for doubtful accounts of

2002 and June 30,

2003,

respectively)

December 31,

S 115,153
14,458
11,260

64

49,373
10,934
8,758
1,653
3,441
215,094
4,046
37,255
4,031
2,808
196
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LIABILITIES AND STOCKHOLDERS' EQUITY

Current Liabilities:

Short-term bank 1oans ... ..t ettt et et e e et e e e S 60
NOtEs PAYAD e ittt it e e e e e e e e e e e e e e et et et e e e 2,447
ACCOUNE S PaAYAD e ittt et e e e e e e e e e e et e e e 19,261
(O ol TSl o T 4= N o B = 2,483
Deferred FOVENMUE &ttt ittt ettt et et sttt et teeeeeeeeeeneeeeeeeeeeneeeeeeeeeneeaees 5,056
Accrued employee benef it s ...ttt ittt e e e e e e e e e e e e 5,083
Other aCCrUEd EXP OIS eSS vttt vttt it e et ettt aee e e e eeaeeeeeeeeneeeeeeeeaeeeeeeees 13,226
Income taxes PaVab e .ttt it et e e e et e e e e e e e e 2,760
Other taxes pavable . ...t i ittt e et ettt ettt ettt e 2,579
Total current 1iabilities i ittt it ittt et e ettt ettt et e teeeeeeeneeaes 52,955
DI e e I o o = ol 317

Stockholders' Equity:
Common stock, 100,000,000 shares authorized, $0.01 par value, shares

issued and outstanding: 2002: 44,193,474; 2003: 44,265,446 ... i eeeunn. 442
Additional paid—1n capital ...ttt ittt e e et e e e e e e 200, 649
Deferred stock compensation ... ...ttt ittt ittt ettt te ettt (105)
Retained earnings (accumulated deficit) ...ttt ittt it ettt 9,110
Accumulated other comprehensive INCOME ... ..ttt iim et et teeeeeeeeeeeennenns 62

Total stockholders' egUity ..ottt ittt ittt ettt et ettt eeeeaeeeneanns 210,158

Total Liabilities and Stockholders' EQUILY ..ttt iii ittt eeneeeeeeeanns S 263,430

(1) December 31, 2002 balances were obtained from audited financial statements.
See notes to condensed consolidated financial statements.
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ASTIAINFO HOLDINGS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (unaudited)
(In US Dollars thousands, except per share amounts)

Six Months Ended June

(unaudited)

Cash flows from operating activities:
NEet INCOME (LOSS) vttt ittt ettt ettt ettt ettt e ettt eeeeeeeenenan $ 5,037 $(30,
Adjustments to reconcile net income (loss) to net cash provided by
(used in) operating activities:

|yt Y B I i X 3 o 1,433 1,
Amortization of other acquired intangible assets .......... ... 795
Impairment of goodwill and acquired intangible assets ............... - 30,
In-process research and development .. ...c..i ittt teennnnnnens 350
Amortization of deferred stock compensation ...........c.c.c.iiiiiiiian.. 250
Deferred 1NCOME LaAXE S v vt ittt ittt it ittt ettt ettt ettt eeseeeneaenns (240)
Minority interest in loss of consolidated subsidiaries .............. 10
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Equity in loss of an affiliate .. ...ttt e ettt 281
Loss on disposal of property and equipment .........c..iiiiitineaee.. 15
Bad debt eXpense ...t e e e e e e e e e e e e e e e (14)
Stocks issued for services and other ....... ...ttt eennnnn -

Changes in operating assets and liabilities, net of effects of
business acquired:

Restricted Cash ...ttt it e e et e et e ettt ettt e e e 4,606
Notes receilvable . ...t ittt et et ettt e e e e -
AcCcCoUNts recCeivable ...ttt ittt et ettt et e e e et e 3,822
B0 V=0 ol Jata IS = (865)
Other receivables ...ttt it ettt e e e ettt et e et e 120
Prepaid expenses and other current assets ........c.ciiiiiiiinnnnn.. (537)
Notes Payab e i ittt e e e e e e e e e e e e e e e e -
AcCCOUNt S Payvable ...ttt e e e e e e e e e e e e (386)
Other payvables ..ot ittt e et et e e e ettt et e e e (5)
Deferred FeVENUE v ittt ittt ittt ettt et et ettt ettt ettt et eeeeaeaenns (1,187)
Accrued employee benefit s ...ttt e e e e e e e (495)
Other acCCruUed EXPEISES v i vt ittt it et ettt e aeeee e eeneeeeeseenneeeens 2,345
Income taxes Payable ..ttt ittt e e e e e e e e e et e 356
Other taxes pavable . ...t ittt et i ettt et eee et eaaeaaens (279)
Net cash provided by (used in) operating activities ................... 15,412

Cash flows from investing activities:

Decrease (increase) in short-term investments ..............cciieie... 25,794

Purchases of property and equipment . ........i.ii ittt iinnneneeennneeens (618)

Increase in loan receivable .. ...ttt ittt ittt ettt (3,572)

Purchase of a subsidiary, net of cash acquired ............. ... .. ... (26, 041)

Net cash used in investing activities ..... ...ttt eennnn (4,437)
_6_

ASTIAINFO HOLDINGS, INC.
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (unaudited)-- (CONTINUED)
(In US Dollars thousands, except per share amounts)

Six Months Ende

June 30,
2002 200
(unaudited)
Cash flows from financing activities:
Increase in short—term bDank L1oOANS ...ttt ittt ittt ettt eeeneeeeeeennnn S 1,957 S
Repayment of short-term bank loans ......c.c..ii ittt iinnneeteeennenennns (5,220
Proceeds on exercise of stock options ...... ittt 2,441
Distribution to minority shareholder of consolidated subsidiaries .... (217
Net cash used in financing activities ...... .. ennnn (1,039
Net increase (decrease) in cash and cash equivalents: ................ 9,936 (11
Cash and cash equivalents at beginning of period .......... ... ... 110,635 115

Effect of exchange rate changes on cash and cash equivalents ........... 33
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Cash and cash equivalents at end of period .......c.c.iiiiiiinnneeeeennnnn $ 120,604 S 103
Supplemental cash flow information:

Cash paid during the period:

0 o o= o T S 47

TNCOME LAXES i ittt ittt ettt ettt ettt ettt ettt e e et e et e e et ee et S 246 S

Non-cash investing activity:

In February 2002, the Company acquired 100% of the outstanding equity shares of
Bonson for cash of $33,387, of which $624 represented acquisition costs, and the
issuance of 1,031,686 shares of common stock with a fair market value at the
time the acquisition was announced of approximately $18,003. Of the cash amount,
$20,433 was paid on April 4, 2002. In connection with the acquisition, the
Company acquired assets with a fair value of $28,364 and assumed liabilities of
$17,737.

See notes to condensed consolidated financial statements.

—7—

ASIAINFO HOLDINGS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
Six Months Ended June 30, 2002 and 2003
(In US dollars thousands, except per share amounts)

1. GENERAL AND BASIS OF PREPARATION

AsiaInfo Holdings, Inc. (the "Company") is incorporated in the State of
Delaware, in the United States of America (the "US"). The Company principally
operates through the following directly owned subsidiaries, or their respective
subsidiaries: AsiaInfo Technologies (China), Inc. ("AsiaInfo Technologies")
(100% owned), incorporated in the People's Republic of China ("China" or the
"PRC"), Marsec Holdings, Inc. ("Marsec") (100% owned), and Bonson Information
Technology Holdings Limited, ("Bonson") (100% owned), both 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 $126,610. The Company's
common stock is traded on The Nasdaqg National Market in the United States.

The Company acts as a holding company and, through certain subsidiaries, sources
network-related equipment in the United States for sale to customers in the PRC.

AsiaInfo Technologies was established as a wholly foreign owned enterprise with
an initial operating term of 15 years commencing May 2, 1995 (date of
establishment). Its principal activities are conducted in the PRC and comprise
the provision of telecommunications-related information technology professional
services and software products. In November 2001, the Company merged its wholly
owned subsidiary, Zhejiang AsiaInfo Telecommunication Technology Co., Ltd. ("AI
Zhejiang"), into AsiaInfo Technologies. AI Zhejiang's activities were performed
in the PRC and comprised the development and sale of communication hardware and
software as well as providing related technology services. AI Zhejiang was
acquired in April 1999.

On December 31, 2001, AsiaInfo Technologies formed a wholly owned subsidiary,
AsiaInfo Technologies (Chengdu), Inc. ("AI Chengdu"), with an initial operating
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term of 15 years to provide operational support for systems integration
projects.

Guangdong Wangying Communications Technology Co., Ltd. ("Wangying") (40% owned,
but controlled by AsiaInfo Technologies) was established on September 6, 2000
with an initial operating term of 4 years for a particular customer project in
the PRC. As of July 25, 2003, Wangying has been dissolved.

Marsec, through its wholly owned subsidiary, provides network security
consulting and services in the PRC. In September 2001, the Company exercised
warrants to purchase 200,000 additional voting preferred shares of Marsec at
$3.50 a share, increasing its investment in Marsec from 75% to 79%. On January
22, 2003, the Company entered into an agreement to acquire the remaining 250,000
common shares of Marsec, thereby increasing its ownership interest in Marsec
from 79% to 100%. The aggregate acquisition price consisted of 14,375 shares of
the Company's common stock and approximately $150 in cash. The total
consideration was recorded as goodwill on the date of the transaction but
management believed such goodwill was impaired. As a result, the full amount was
charged to the impairment of goodwill and acquired intangible assets in the
condensed consolidated statements of operations.

—-8—

ASTIAINFO HOLDINGS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
Six Months Ended June 30, 2002 and 2003
(In US dollars thousands, except per share amounts)

1. GENERAL AND BASIS OF PREPARATION - CONTINUED

On April 27, 2001, the Company invested approximately $6,157 to acquire a 14.25%
interest (in the form of voting preferred shares) in Intrinsic Technology
(Holdings), Ltd. ("Intrinsic"), a Cayman Islands company engaged in wireless
infrastructure solutions development through two wholly owned subsidiaries in
the PRC. As of June 30, 2003, the Company's interest in Intrinsic had been
diluted from 14.25% to 14.22% due to another shareholder's exercise of warrants
to purchase 37,770 shares of Intrinsic's stock.

In February 2002, the Company acquired 100% of the outstanding equity shares of
Bonson, a leading developer of wireless telecommunications software and
solutions, operating through its subsidiary AsiaInfo Management Software, Inc.
(formerly Guangzhou Bonson Technology Limited) ("AsiaInfo Management"), based in
Guangzhou, China, for $32,763 in cash, including a holdback of $105 which was
paid in June 2003, and the issuance of 1,031,686 shares of the Company's common
stock.

The consolidated financial statements include the financial statements of the
Company and its subsidiaries. All significant inter-company transactions and
balances are eliminated in consolidation. Investments in 50% or less owned
affiliates over which the Company exercises significant influence, but not
control, are accounted for using the equity method. The Company's share of
earnings (losses) of these companies is included in the accompanying
consolidated statement of operations.

In the Company's opinion, all adjustments necessary for a fair presentation of
the unaudited results of operations for the three months and six months ended
June 30, 2002 and 2003 are included in the accompanying condensed financial
statements. All such adjustments are 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.
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The Company's revenue is derived from the procurement of hardware on behalf of
customers, software license fees, and professional services for systems design,
planning, consulting, and systems integration, and is recognized based on the
percentage of completion method. Revenues in both communications solutions and
operation support system solutions from customer orders requiring significant
production, modifications, or customization of the software are recognized over
the installation and customization period. 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. Estimates of hardware warranty costs are included in
determining project costs. Revenue from packaged software license fees through
reseller arrangements is recorded when the related products are shipped and
installed. Costs related to insignificant obligations for a period of up to one
year, which include telephone support, are accrued at the time the revenue is
recorded.

ASTIAINFO HOLDINGS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
Six Months Ended June 30, 2002 and 2003
(In US dollars thousands, except per share amounts)

1. GENERAL AND BASIS OF PREPARATION - CONTINUED

Revenue in both communications solutions and operation support system solutions
include the benefit of the rebate of value added taxes on sales of software
received from the Chinese tax authorities as part of the PRC government's policy
of encouragement of software development in the PRC. The rebate was $613 and
$355 for the three months ended June 30, 2002 and 2003, respectively, and $1,263
and $848 for the six months ended June 30, 2002 and 2003, respectively.

Revisions in estimated contract profits are made in the period in which the
circumstances requiring the revision become known. Provisions, if any, are made
currently for anticipated losses on uncompleted contracts. Revenue in excess of
billings 1is recorded as unbilled receivables and included in trade accounts
receivable, and amounted to $28,767 at December 31, 2002 and $49,729 at June 30,
2003. Billings in excess of revenues recognized are recorded as deferred income.
Billings are rendered based on agreed milestones included in the contracts with
customers.

At December 31, 2002 and June 30, 2003, the balance of trade accounts receivable
of $20,606 and $20,308, respectively, represented amounts billed but not yet
collected. All billed and unbilled amounts are expected to be collected within 1
year.

These financial statements of the Company and its subsidiaries are prepared in
accordance with accounting principles generally accepted in the United States of
America ("U.S. GAAP"). This basis of accounting differs from that used in the
statutory financial statements of the PRC subsidiaries which are prepared in
accordance with the accounting principles and the relevant financial regulations
applicable to enterprises with foreign investment as established by China's
Ministry of Finance. The principal adjustments made to conform the statutory
financial statements of these subsidiaries to U.S. GAAP included an adjustment
to record goodwill from business acquisitions and the related impairment
provisions, and an adjustment to recognize compensation expense on the issuance
of stock options.

The preparation of financial statements in conformity with U.S. GAAP requires

10
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management to make estimates and assumptions that affect the reported amounts of
assets and liabilities and disclosures of contingent assets and liabilities at
the date of the financial statements and the reported amounts of revenues and
expenses during the reporting period. Actual results could differ from those
estimates.

The financial records of the Company's PRC subsidiaries are maintained in
Renminbi ("RMB"), their functional currency and the currency of the PRC. Their
balance sheets are translated into United States dollars based on the rates of
exchange ruling at the balance sheet date. Their statements of operations are
translated using a weighted average rate for the period. Translation adjustments
are reflected as cumulative translation adjustments in stockholders' equity. 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 June
30, 2003 was US$1.00=RMB8.2774. No representation is made that the Renminbi
amounts could have been, or could be, converted into United States dollars at
that rate or at any other rate.

-10-

ASTIAINFO HOLDINGS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
Three Months Ended June 30, 2002 and 2003
(In US dollars thousands, except per share amounts)

1. GENERAL AND BASIS OF PREPARATION - CONTINUED

In August 2001, the FASB issued SFAS No. 143, "Accounting for Asset Retirement
Obligations, " which addresses the accounting for the recognition of obligations
associated with the retirement of tangible long-lived assets. The Company
adopted SFAS No. 143 on January 1, 2003. This adoption did not have a
significant impact on the Company's financial position or results of operations.

In December 2002, the FASB issued SFAS No. 148, "Accounting for Stock-Based
Compensation - Transition and Disclosure - an Amendment of FASB Statement No.
123, " which provides alternative methods of transition for a voluntary change to
the fair value based method of accounting for stock-based employee compensation.
In addition, this Statement amends the disclosure requirements of SFAS No. 123
to require prominent disclosures in both annual and interim financial statements
about the method of accounting for stock-based employee compensation and the
effect of the method used on reported results. The amended disclosure
requirements of SFAS No. 148 are effective for years ending after December 15,
2002 and are reflected in the Company's condensed consolidated financial
statements.

In November 2002, the Emerging Issues Task Force (the "EITF") reached a
consensus on Issue No. 00-21 ("EITF 00-21"), "Revenue Arrangements with Multiple
Deliverables". EITF 00-21 addresses certain aspects of the accounting by a
vendor for arrangements under which the vendor will perform multiple revenue
generating activities. EITF 00-21 is effective for fiscal periods beginning
after June 15, 2003. The adoption of EITF 00-21 did not have a material impact
on the Company's financial statements.

Reclassifications - Certain comparative figures have been reclassified to
conform to current period's presentation.

2. CASH AND CASH EQUIVALENTS

Cash and cash equivalents consist of cash on hand, demand deposits and highly
liquid investments, which are unrestricted as to withdrawal or use, and which

11
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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
that have maturities of between 6 and 12 months. As there are no significant
market price movements for such investments, they are held at cost and accrued

interest. There were no realized or unrealized gains or losses as of June 30,
2003.

4. NOTES RECEIVABLE

At December 31, 2002 and June 30, 2003, the balances of notes receivable of $64
and $2,196, respectively, represented bank acceptance drafts that are
non-interest bearing and due within six months.

5. COMPREHENSIVE INCOME

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

Three Months Ended June 30,

2002 2003
Net 1ncComMEe (L1OSS) vttt ittt ettt et neeenennn $3,616 $(1,053)
Change in cumulative translation adjustment ..... 21 (8)
Comprehensive income (1lOSS) v eereeeennnnnns $3,637 $(1,061)
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5. COMPREHENSIVE INCOME - CONTINUED
Six Months Ended June 30,
2002 2003
Net 1nCOomMEe (10SS) i vt ie et ittt ettt eeeeeeeeens $5,037 $(30,100)
Change in cumulative translation adjustment .... 37 (4)
Comprehensive income (1lOSS) v eeeeennnnnn $5,074 $(30,104)
6. SHORT-TERM BANK LOANS

As of December 31, 2002 and June 30, 2003, the Company had total short-term
credit facilities for working capital purposes totaling $20,000 and $32,081
expiring by October 2003 and June 2004, respectively. The facilities were
secured by bank deposits of $10,000 as of December 31, 2002 and June 30, 2003,
respectively. At December 31, 2002, unused short-term credit facilities were
$18,574 and used facilities totaled $1,426. The used facilities were pledged as
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security for standby letters of credit issued to hardware suppliers and
customers. Additional bank deposits of $4,458 were used for issuing standby
letters of credit and guarantees as of December 31, 2002. At June 30, 2003,
unused short-term credit facilities were $31,638 and used facilities totaled
$443. The used facilities are pledged as security for standby letters of credit
issued to hardware suppliers and customers. Additional bank deposits of $6,055
were used for issuing standby letters of credit and guarantees as of June 30,
2003. Bank deposits pledged as security for these credit facilities totaled
$14,458 and $16,055 as of December 31, 2002 and June 30, 2003, respectively, and
are presented as restricted cash in the consolidated balance sheets.

In addition, as of December 31, 2002 and June 30, 2003, the Company had
short-term borrowings of $60 in RMB, the currency of the PRC, bearing an
interest rate of 4.8% and secured by AsiaInfo Management's assets.

7. NOTES PAYABLE

At December 31, 2002 and June 30, 2003, the balances of notes payable of $2,447
and $2,907, respectively, represented commercial notes of $1,245 and $2,868, and
bank acceptance drafts of $1,202 and $39, that are non-interest bearing and due
within six months.

8. INCOME TAXES

The Company is subject to US federal and state income taxes. The Company's
subsidiaries incorporated in the PRC are subject to PRC income taxes.

A reconciliation between the provision for income taxes computed by applying the
US federal tax rate to income (loss) before income taxes, minority interests and
equity in loss of affiliate and the actual provision for income taxes is as
follows:

Three Months Ended June

2002 2
US federal rale .ttt ittt ettt ittt et 35%
Difference between statutory rate and foreign effective tax rate ..... (22)
Change in valuation alloWanCe ... i i ittt iineeeeeeeenneeeeeeeaneeeeenns (4)
Expenses not deductible for tax purposes-deferred stock compensation
expense and OLher ... .. i e e e e e e e e e e e 3
12%
_12_
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8. INCOME TAXES — CONTINUED Six Months Ended
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2002
US federal rate ..ttt ittt e ettt et ettt ettt e e e e 35%
Difference between statutory rate and foreign effective tax rate ......... (22)
Change in valuation alloWanCe .. v it ittt eeneeeeeeeeeeeeeeeneeeeeeeeanns (3)
Benefit of stock option deduUcChion . ... ..ttt ittt e eeeneeeeeeeanns -
Non-deductible goodwill and intangible exXpPenses . ........eeiieeeeeennnenns -
Expenses not deductible for tax purposes-deferred stock compensation
expense and OLher . ... i e e e e e e et e e e e e 3
13%

9. CAPITAL STOCK

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

Outstanding options weighted av

Number of shares exercise price per share
Outstanding, January 1, 2003: 9,885,565 S 8.14
Granted ...ttt e e e 80,750 5.25
Cancelled ...iiiiiinnneeeeeeneennnnnn (404,524) 10.61
Exercised . .u.u ittt et (3,100) 3.83
Outstanding, March 31, 2003 ........ 9,558,691 S 8.01
Granted ...ttt e e 807,000 4.20
Cancelled . .u .ttt ittt e e e e (454,957) 9.92
Exercised ..u.u ittt ittt e e (6,650) 3.11
Outstanding, June 30, 2003 ......... 9,904,084 S 7.62

The exercise price of all options granted during the three months and the six
months ended June 30, 2003 was equal to the fair market value of the Company's
common stock on the dates of grant.

10. ACCOUNTING FOR STOCK-BASED COMPENSATION
The following table summarizes relevant information as to reported results under
the Company's intrinsic value method of accounting for stock awards, with

supplemental information as if the fair value recognition provisions of FASB
Statement 123 had been applied:

Three Months Ended

Net income (10sSS) as reported ...ttt ittt ettt et et eenaaeens $ 3,616
Add: Stock-based compensation included in reported net income (loss) .... 97
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Deduct: Total stock-based compensation expense

Under SFAS 123, net of tax effect ...ttt ittt ie e i (4,235)
PrO fOrmMa NEE L0S S vt ittt ittt ettt ettt ettt et ettt ettt eeeeeeeneeeneean S (522)
Basic and diluted net income (loss) per share: S 0.08

Reported basic net income (loss) per common share

Reported diluted net income (loss) per common share S 0.08
Pro forma net income (loss) per common share S (0.01)
_13_
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10. ACCOUNTING FOR STOCK-BASED COMPENSATION - CONTINUED
Six Months Ended
2002
Net income (10sSS) as reported ...ttt ittt ettt et te e eenaaeens $ 5,037
Add: Stock-based compensation included in reported net income loss) ..... 250
Deduct: Total stock-based compensation expense
Under SFAS 123, net of tax effect ...ttt ittt ti e i (8,110)
Pro forma net loss $(2,823)
Basic and diluted net income (loss) per share:
Reported basic net income (loss) per share .......c.c.iiiiiiiiiinnnnnnnn. $ 0.12
Reported diluted net income (loss) per share .........iiiiiiiiinneennn. $ 0.11
Pro forma net income (loss) per common share ..........iiiiiiienneeeennnnn S (0.07)

11. NET INCOME (LOSS) PER SHARE

The following is a reconciliation of the numerators and denominators of the
basic and diluted net income (loss) per share computations:

Three Months Ended June 30,

2002 2003
Net income (numerator):
Net income (loss)
Basic and diluted ........... S 3,616 S (1,053)
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Shares (denominator):
Weighted average

Common Stock Outstanding .... 43,629,646 44,261,401
BaSiC ittt e e 43,629,646 44,261,401
Options (Treasury Method) ...... 2,924,411 -
Diluted ......iiiiiiiiiien.. 46,554,057 44,261,401

Net income (loss) per share:
BaSiC vttt it e e e e S 0.08 $ (0.02)

Diluted .......... .. $ 0.08 $ (0.02)

2002 2003
Net income (numerator):
Net income (loss)
Basic and diluted ........... S 5,037 S (30,100)
Shares (denominator) :
Weighted average
Common Stock Outstanding .... 43,040,879 44,234,013
BasSiC tiii ittt e 43,040,879 44,234,013
Options (Treasury Method) ...... 3,189,177 -
Diluted .....iiiiiiniiii it 46,230,056 44,234,013
Net income (loss) per share:
BaASiC vttt it e e e e S 0.12 S (0.68)
Diluted ....iiiiiiiiiii et $ 0.11 $ (0.68)

As of June 30, 2002, the Company had 1,269,800 options outstanding that could
have potentially diluted earnings per share ("EPS") in the future, but which
were excluded in the
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11. NET INCOME (LOSS) PER SHARE - CONTINUED

computation of diluted EPS in these periods, as their exercise prices were above
the average market values in such periods.

As of June 30, 2003, the Company had 9,904,084 options outstanding that could
have potentially diluted EPS in the future, but which were excluded in the
computation of diluted EPS in these periods, as their effect would have been

antidilutive due to the net loss reported in these periods.

12. ACQUISITION
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On February 6, 2002 (the "date of acquisition"), the Company acquired all of the
outstanding common shares of Bonson. The results of Bonson's operations have
been included in the consolidated financial statements since that date. Bonson
is a provider of operation support system solutions and other services in China.
As a result of the acquisition, the Company is expected to be the leading
provider of operation support system solutions in the China market.

The aggregate purchase price was $51,390, including $32,763 in cash, $624 of
acquisition costs and common stock valued at $18,003. The value of the 1,031,686
common shares issued was determined based on the average market price of the
Company's common shares over the 5-day period before and after the terms of the
acquisition were agreed to and announced.

The following table summarizes the estimated fair values of the assets acquired
and liabilities assumed at the date of acquisition:

Current assets $ 27,517
Property, plant, and equipment 843
Intangible assets 6,130
Goodwill 35,067
Deferred tax assets 4

Total assets acquired 69,561
Current liabilities (17,737)
Deferred tax liabilities (434)

Total liabilities assumed (18,171)

Net assets acquired $ 51,390

The total purchase price had been allocated to the assets acquired and
liabilities assumed based on their respective fair values as follows:

Purchase Price Allocation:
Fair market value of net tangible assets acquired at

February 6, 2002 $10,627
Intangible assets acquired: Economic Life
Core technology 1,280 3.5 years
Trade name 700 Indefinite
Indefinite contract backlog 2,700 2 years
Favorable lease 400 2.1 years
License 700 Indefinite
In-process technology 350
Goodwill 35,067 Indefinite
Deferred tax liabilities (434)
$51,390
_15_
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ASTIAINFO HOLDINGS, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (unaudited)
Six Months Ended June 30, 2002 and 2003
(In US dollars thousands, except per share amounts)

12. ACQUISITION - CONTINUED

The Company recorded a one-time charge of $350 at the date of acquisition in
accordance with FASB Interpretation No. 4, "Applicability of FASB Statement No.
2 to Business Combinations Accounted for by the Purchase Method," for purchased
in-process technology related to a development project that had not reached
technological feasibility, had no alternative future use, and for which
successful development was uncertain. The conclusion that the in-process
development effort, or any material sub-component, had no alternative future use
was reached in consultation with the Company's management and Benson's
management .

The goodwill of $35,067 arising from the acquisition was assigned to the
operation support system segment and is not expected to be deductible for tax
purposes.

During the quarter ended March 31, 2003, the Company completed the annual
impairment test for the goodwill and other acquired intangible assets of Bonson
and concluded that an impairment of $29,836 of the recorded goodwill and other
acquired intangible assets of Bonson was necessary due to industry-wide equity
devaluations of the past year. Both an income (discounted cash flow) approach
and a market (guideline company) approach were employed to determine the fair
value of the net assets of Bonson. The fair value was then allocated among all
the assets of Bonson at their fair values, including previously unrecognized
intangible assets. The residual value after the allocation was then compared to
the carrying value of goodwill to determine the amount of impairment loss. The
impaired goodwill of $26,000 and other acquired intangible assets of $3,836 are
related to the operation support system solutions segment. After the impairment
is recorded, the remaining goodwill and other acquired intangible assets of
Bonson are $9,067 and $148, respectively.

The following selected unaudited pro forma combined results of operations for
the three months and six months ended June 30, 2002 of the Company and Bonson
have been prepared assuming that the acquisitions occurred at the beginning of
that period. The following pro forma financial information is not necessarily
indicative of the results that would have occurred had the acquisition been
completed at the beginning of the period indicated, nor is it indicative of
future operating results:

2002
Total revenue S 36,559
Net income 3,616
Net income per share
- Basic S 0.08
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The pro forma results of operations give effect to certain adjustments,
including amortization of purchased intangibles with definite lives, associated
with the acquisition. The charge for purchased in-process research and
development of $350 has been excluded from the pro forma results, as it is a
material non-recurring charge. Amortization of these assets ceased upon the
adoption of SFAS No. 142 on January 1, 2002.
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13. SEGMENT AND GEOGRAPHIC OPERATING INEFORMATION

During the fourth quarter of 2002, the Company conducted a business
reorganization in order to more accurately reflect its strategic focus. As such,
the company restructured its operations into two strategic business units
("SBUs") : Operation Support System Solutions ("OSS") and Communications
Solutions ("CS"). Operating segments are defined as components of an enterprise
about which separate financial information is available that is evaluated
regularly by the Company's chief operating decision maker. By this definition,
the Company has two operating segments (separate lines of business): 0SS and CS
(each net of hardware costs). Each business line has separate operating data and
separate management individuals responsible for the sales, marketing and
development efforts. The 0SS SBU is designed to offer customers a "one window"
shopping solution for all of their 0SS needs. The second SBU, CS, includes all
the remaining business lines from the Company such as network solutions, service
applications solutions and network security solutions, as well as network
monitoring. Both units contain revenues previously listed under Network
Solutions and Software Solutions. The new units benefit from cost efficiencies
gained from combined sales staff and offer more integrated quality services to
their customers.
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13. SEGMENT AND GEOGRAPHIC OPERATING INFORMATION - CONTINUED
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Revenues net of hardware cost:
Communications solutions net of hardware cost .
Operation support system solutions ............

Consolidated revenues net of hardware cost ....
Consolidated cost of sales net of hardware cost

Consolidated gross profit ....... ... ...
Gross profit:
Communications solutions .........c.eiieeeeennn.

Operation support system solutions ............

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

Revenues net of hardware cost:
Communications solutions net of hardware cost .
Operation support system solutions ............

Consolidated revenues net of hardware cost ....
Consolidated cost of sales net of hardware cost

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

Gross profit:
Communications solutions .........c.eiieeeeennn.
Operation support system solutions ............

Consolidated gross profit ........... ...
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Six Months Ended June 30,

2002 and 2003

Three Months Ended June 30,

2002 2003
(unaudited)
$ 9,603 $ 7,101
10,009 $ 5,655
$19,612 $12,756
6,575 5,554
$13,037 $ 7,202
$ 6,069 $ 4,820
6,968 2,382
$13,037 $ 7,202

Six Months Ended June 30,

2002 2003
(unaudited)
$18,776 $13,782
17,910 11,692
36,686 25,474
12,3061 10,768
$24,325 514,706
$11,246 $ 9,208
$13,079 $ 5,498
$24,325 514,706
(unaudited)

(In US dollars thousands, except per share amounts)
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13. SEGMENT AND GEOGRAPHIC OPERATING INFORMATION - CONTINUED

The 2002 information has been reclassified to conform to the current operating
segments.

For the six months ended June 30, 2002 and 2003, almost all of the Company's
revenues have been derived from sales to customers in the People's Republic of
China. Revenues are attributed to the country based on the country of
installation of hardware, software and performance of system integration work
and software related services. As of December 31, 2002 and June 30, 2003, 99% of
the Company's long-lived assets are located in the People's Republic of China.

Effective July 1, 2003, the Company has reorganized its operating structure so
that its operations focus on specific customers, rather than product areas.
Instead of marketing and selling its products and services through its two
former SBUs, CS and 0SS, the Company now has one point of sales contact per
major customer - thus streamlining its relationship with the customers, and its
interaction with them.

14. COMMITMENTS AND CONTINGENCIES
IPO Litigation

On December 4, 2001, a securities class action case was filed in New York City
against the Company, certain of its current officers and directors and the
underwriters of the Company's initial public offering, or IPO. The lawsuit
alleged violations of the federal securities laws and was docketed in the United
States District Court for the Southern District of New York, or the Court, as
Hassan v. AsiaInfo Holdings, Inc., et al. The lawsuit alleged, among other
things, that the underwriters of the Company's IPO improperly required their
customers to pay the underwriters excessive commissions and to agree to buy
additional shares of the Company's common stock in the aftermarket as conditions
to their purchasing shares in the Company's IPO. The lawsuit further claimed
that these supposed practices of the underwriters should have been disclosed in
the Company's IPO prospectus and registration statement. The suit seeks
rescission of the plaintiffs' alleged purchases of the Company's common stock as
well as unspecified damages. In addition to the case against the Company,
various other plaintiffs have filed approximately 1,000 other, substantially
similar class action cases against approximately 300 other publicly traded
companies and their IPO underwriters in New York City, which along with the case
against the Company have all been transferred to a single federal district judge
for purposes of case management.

On July 15, 2002, together with the other issuer defendants, the Company filed a
collective motion to dismiss the consolidated, amended complaints against the
issuers on various legal grounds common to all or most of the issuer defendants.
The underwriters also filed separate motions to dismiss the claims against them.
On October 9, 2002, the Court dismissed without prejudice all claims against the
individual defendants in the litigation. The dismissals were based on
stipulations signed by those defendants and the plaintiffs' representatives. On
February 19, 2003, the Court issued its ruling on the motions to dismiss filed
by the underwriter and issuer defendants. In that ruling the Court granted in
part and denied in part those motions. As to the claims brought against the
Company under the anti-fraud provisions of the securities laws, the Court
dismissed all such claims without prejudice. As to the claims brought under the
registration provisions of the securities laws, which do not require that intent
to defraud be pleaded, the Court denied the motion to dismiss such claims as to
the Company and as to substantially all of the other issuer defendants. The
Court also denied the underwriter defendants' motion to dismiss in all respects.

In June 2003, based on a decision made by a special independent committee of its
board of directors, the Company elected to participate in a proposed settlement
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agreement with the plaintiffs in this litigation. If ultimately approved by the
Court, this proposed settlement would result in a dismissal, with prejudice, of
all claims in the litigation against the Company and against any of the other
issuer defendants who elect to participate in the proposed settlement, together
with the
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14. COMMITMENTS AND CONTINGENCIES - CONTINUED

current or former officers and directors of participating issuers who were named
as individual defendants. The proposed settlement does not provide for the
resolution of any claims against the underwriter defendants, and the litigation
against those defendants is continuing. The proposed settlement provides that
the class members in the class action cases brought against the participating
issuer defendants will be guaranteed a recovery of $1 billion by insurers of the
participating issuer defendants. If recoveries totaling $1 billion or more are
obtained by the class members from the underwriter defendants, however, the
monetary obligations to the class members under the proposed settlement will be
satisfied. In addition, all participating issuer defendants will be required to
assign to the class members certain claims that the Company may have against the
underwriters.

The proposed settlement contemplates that any amounts necessary to fund the
settlement or settlement-related expenses would come from participating issuers'
directors and officers liability insurance policy proceeds as opposed to funds
of the participating issuer defendants themselves. A participating issuer
defendant could be required to contribute to the costs of the settlement if that
issuer's insurance coverage were insufficient to pay that issuer's allocable
share of the settlement costs. The Company expects that its insurance proceeds
will be sufficient for these purposes and that it will not otherwise be required
to contribute to the proposed settlement. Consummation of the proposed
settlement is conditioned upon, among other things, negotiating, executing, and
filing with the Court final settlement documents, and final approval by the
Court. If the proposed settlement described above is not consummated, the
Company intends to continue to defend the litigation vigorously. Moreover, if
the proposed settlement is not consummated, the Company believes that the
underwriters may have an obligation to indemnify the Company for the legal fees
and other costs of defending this suit and that the Company's directors' and
officers' liability insurance policies would also cover the defense and
potential exposure in the suit. While the Company cannot guarantee the outcome
of these proceedings, the Company believes that the final result of these
actions will have no material effect on the Company's consolidated financial
condition, results of operations or cash flows.

Warranty Costs
The Company's product warranty accrual reflects management's best estimate of
probable liability under its product warranties. Management determines the

warranty based on historical experience and other currently available evidence.

Changes in the product warranty accrual for the 6 months ended June 30, 2003
were as follows:
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Balance, beginning of period ........ ..ttt $2,229
Payment s Made ..ottt t ettt ettt ettt ettt et e (27)
Change in liability for warranties issued during the period .... 242
Balance, end 0f Period ...ttt ittt eeeeeeaeeeeeeeeennnnnens $2,444
15. RELATED PARTY TRANSACTION

On May 16, 2002, China Merchants Bank, Beijing Branch ("Merchants Bank") entered
into an agreement to provide a revolving credit facility to China Netcom of up
to approximately $9,061 in connection with China Netcom's past and future
purchases of communications solutions and operation support system solutions
from AsiaInfo Technologies. China Netcom may draw on the facility to fund
amounts that will become payable to AsiaInfo Technologies under bankers'
acceptances and the amount drawn down by China Netcom was approximately $2,055
as of June 30, 2003. AsiaInfo Technologies has guaranteed China Netcom's
obligations to Merchants Bank under the facility and agreed to pay principal and
interest on the drawn loan if China Netcom defaulted.
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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 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 provider of telecommunications network solutions and software
solutions in China. Our software products and network services enable our
customers to build, maintain, operate, manage and continuously improve their
telecommunications infrastructure. Our customers are primarily the major
telecommunications carriers in China and their provincial subsidiaries, such as
China Mobile Communications Corporation, or China Mobile, China United
Telecommunication Corporation, or China Unicom, China Network Communications
Group Corporation, or China Netcom Group and China Telecommunications
Corporation, or China Telecom.

We commenced our operations in the United States in 1993 and moved our
operations from the United States to China in 1995. We began generating
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significant network solutions revenues in 1996 and significant software
solutions revenues in 1998. We conduct the bulk of our business through our
wholly-owned operating subsidiaries, AsiaInfo Technologies (China) Inc., or
AsiaInfo Technologies, and AsiaInfo Management Software, Inc. (formerly
Guangzhou Bonson Technology Limited), or AsiaInfo Management, which are both
Chinese companies.

In recent periods, we have marketed and sold our products and services through
two strategic business units, or SBUs: Communications Solutions, or CS, and
Operation Support System Solutions, or 0SS. Communications Solutions offered
network infrastructure solutions, service application solutions, network
security solutions and network monitoring solutions. Operation Support System
Solutions offered customer care and billing, customer relationship management
(including business intelligence and decision support systems) and order
fulfillment management solutions for telecommunications providers. Effective
July 1, 2003, we have reorganized our operating structure so that our business
operations focus on specific customers, rather than product areas. For more
information on our new operating structure, please see the discussion below in
Item 5 of Part II of this report, under the heading "New Operating Structure."
Because this change took effect at the beginning of the third quarter of 2003,
our second quarter operating results are discussed in this report on the basis
of our old operating structure.

We believe that there are opportunities for us to expand into new business areas
and to grow our business both organically and through acquisitions. On February
6, 2002, we completed our acquisition of Bonson Information Technology Holdings
Limited, or Bonson, a leading provider of operation support systems solutions to
wireless telecommunications carriers in China. Bonson's operating results have
been consolidated with our operating results from the date of acquisition. In
view of the Bonson acquisition and potential future acquisitions we may engage
in, our historical operating results may not be an adequate basis on which to
evaluate our prospects.

IMPACT OF SARS OUTBREAK. The outbreak of Severe Acute Respiratory Syndrome, or
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SARS, is believed to have started in Guangdong Province, China in late 2002 and
to have later spread to Beijing. The SARS outbreak impacted our second quarter
2003 revenues by disrupting travel throughout China and causing delays in
service delivery to our customers. In addition, the outbreak of SARS interrupted
our collection efforts, causing our accounts receivable and days sales
outstanding to increase. Although the spread of SARS in China appears to have
been contained, and the World Health Organization has lifted its travel
advisories, the medical community worldwide has not fully understood the origin
of SARS and has not found a well-recognized effective treatment for SARS. As a
consequence, the potential long-term effects of SARS on economic growth in China
are still unknown. Any future re-emergence or worsening of the SARS epidemic
could have an adverse impact on our business.

IMPACT OF GOODWILL IMPAIRMENT. In connection with our acquisition of Bonson, we
paid the former shareholders of that company $32.76 million (net of acquisition
costs) in cash and 1,031,686 shares of our common stock (which were valued at
approximately $18 million at the time the acquisition was announced). During the
first quarter of 2003, we completed an annual impairment test as required by
Statement of Financial Accounting Standard ("SFAS") No.1l42 and recorded a
one-time, non-cash impairment charge of $29.8 million relating to the goodwill
and acquired intangible assets attributable to our acquisition of Bonson. In
addition, during the first quarter of 2003 we recorded a goodwill impairment of
$0.38 million in connection with our acquisition of the minority interest in our
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subsidiary, Marsec Holdings, Inc. The impairments resulted primarily from the
industry-wide equity devaluations of the past year. Continued deterioration of
market conditions may require us to record additional impairment charges in the
future.

IMPACT OF TELECOMMUNICATIONS INDUSTRY RESTRUCTURING. As a result of a
restructuring in China's telecommunications industry that occurred in 2002, new
orders for telecommunications infrastructure expansion and improvement projects
have decreased over the past several quarters, adversely affecting our net
revenue and profitability. According to China's Ministry of Information
Industry, or MII, overall capital expenditure by telecommunications service
providers decreased by 20% to $24.6 billion in 2002. Although we expect that the
restructuring will have a positive impact on growth in the telecommunications
industry in China in the long-term, most of China's telecommunications carriers
have indicated that their capital expenditures in 2003 will not increase
significantly as compared to 2002. Continued delays in capital expenditure
projects could continue to negatively affect our growth in the near-term. At the
same time, however, we expect the investment focus of our customers to continue
to shift towards value-added products and services, including establishing and
enhancing their management and operation support systems, which we believe will
bring growth opportunities to our business.

REVENUES

In recent periods we have marketed and sold our products and services through
two strategic business units: Communications Solutions and Operation Support
System Solutions. Communications Solutions, or CS, includes network solutions,
service application solutions, network security solutions and network monitoring
solutions. Operation Support System Solutions, or 0SS, includes our highly
scalable customer care and billing software capable of automating a
telecommunications carrier's key business processes, such as billing and order
management .

Although we report our 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 of providing our customers with high value IT professional
services and, where efficient, outsourcing lower-end services such as hardware
acquisition and installation. This strategy may 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 on this
basis:

_22_
SIX MONTHS ENDED YEAR ENDED
JUNE 30, DECEMBER 31,
BUSINESS LINE 2003 2002 2002 2001
Communications Solutions net 54% 51% 48% 73%
of hardware costs == -—————  —————=  —————— ——————
Operation Support System 46% 49% 52% 27%

Solutions net of hardware costs ====== ====== ====== ======
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(1) Reclassified to conform with 2002 presentation

As indicated in the foregoing table, 0SS solutions revenues increased as a
percentage of total net revenues from 27% in 2001 to 52% in 2002, and decreased
to 46% for the first half of 2003. The increase in 2002 was largely attributable
to our acquisition of Bonson, a leading player in China's 0SS market in February
of that year. One of the reasons for the decrease in the first half of 2003 was
an increase in revenues from services applications solutions in our CS business
unit.

Because we offer our products and services to our customers on a total-solutions
basis, most of the projects we undertake for our customers include revenue for
hardware, software and professional services.

HARDWARE REVENUE. We generate significant revenue through hardware sales for
equipment we procure from hardware vendors on behalf of our customers. We
procure hardware for our customers as part of our strategy of offering total
solutions. We minimize our exposure to hardware risks by sourcing some equipment
from hardware vendors against letters of credit from our customers. We believe
that as the telecommunications-related market in China develops our customers
will increasingly purchase hardware directly from hardware vendors and hire us
for our professional services and software.

SOFTWARE LICENSE REVENUE. We generate revenue in the form of fees received from
customers for licenses to use our software products in perpetuity. We also
include in revenue 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.

SERVICES REVENUE. Services revenue consists of revenue for the professional
services we provide to our customers for network planning, design and systems
integration, software customization and installation, and related training
services.

We generally charge a fixed price for all of our projects and recognize revenue
based on the percentage of completion of the project. Revenues in both
Communications Solutions and Operation Support System Solutions from customer
orders requiring significant production, modifications, or customization of the
software are recognized over the installation and customization period. We use
labor costs and direct project expenses to determine the stage of completion,
except for revenue associated with the procurement of hardware, which we
recognize upon delivery of the hardware to the customer. Since a large part of
the cost of certain projects, particularly network infrastructure solutions
projects, often relates to hardware, the timing of hardware delivery can cause
our quarterly gross revenue and inventory level to fluctuate significantly.
However, those fluctuations do not significantly affect our gross profits
because hardware-related revenues generally approximate the costs of the
hardware.

Our 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 project is at primary acceptance, which
usually occurs around three to four months after hardware delivery. At primary
acceptance, most of the services and products are delivered. The third milestone
is final acceptance, which occurs when the customer agrees that we have
satisfactorily completed all of our work on the project.

UNBILLED REVENUE. Our revenue recognition policies result in our recognizing
certain revenues even though we are not due to receive the corresponding cash
payment under the relevant contract. In the case of hardware sales, the customer
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typically holds back around 10 to 20% of the hardware contract payments at the
time of delivery until final project acceptance. Although we record all hardware
revenue at the time of delivery, the 10 to 20% held back by the customer is
recorded as unbilled receivables and does not become billable until final
project acceptance. In the case of services and software license revenues, most
of the revenue becomes
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billable at the time of primary acceptance, but the customer typically holds
back around 10 to 20% of the services and software contract payments until final
acceptance. Unpaid amounts for services and software, as well as for hardware,
become payable at the time of final project acceptance. When we recognize
revenue for which payments are not yet due, we book unbilled accounts receivable
until the corresponding amounts become billable.

REVENUE BACKLOG. Most of our revenues are derived from customers' orders under
contracts for hardware, software and services. Our backlog at any given time
includes the contracts we have signed but have not yet commenced and the portion
of uncompleted contracts for which revenue has not yet been recognized. Revenues
are recognized during the course of the relevant project, as described above. At
June 30, 2003, our revenue backlog net of hardware costs was $44.7 million, an
8% increase as compared to the end of the previous quarter and relatively
unchanged as compared to our backlog at the end of the corresponding period one
year ago. This sequential increase is the second consecutive increase after
three consecutive decreases in 2002. We believe the sequential increase in our
backlog is primarily due to a shift in focus among China's telecommunications
carriers towards greater investment in value-added products and services and
towards establishing and enhancing their management and operation support
systems.

COST OF REVENUES

Our costs of revenues include hardware costs, software-related costs and
compensation and travel expenses for the professionals involved in the relevant
projects.

Hardware costs consist primarily of third party hardware costs and related
warranty costs. 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 large projects we
sometimes obtain less favorable payment terms from our customers, thereby
increasing our working capital requirements. 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 0.5% of hardware
sales to cover potential warranty expenses. This estimate of warranty cost is
based on our current experience with contracts for which the warranty period has
expired.

Software-related costs consist primarily of packaging and written manual
expenses for our proprietary software products and software license fees paid to
third-party software providers for the right to sublicense their products to our
customers as part of our solutions offerings. We do not accrue any software
warranty costs for our proprietary software and accrue 0.5% of sales of third
party software as warranty costs when such revenue is recognized upon final
acceptance. The costs associated with creating and enhancing our proprietary
software are classified as research and development expenses as incurred.
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OPERATING EXPENSES

Operating expenses are comprised of sales and marketing expenses, research and
development expenses, general and administrative expenses, and amortization
expenses for intangible assets and deferred stock compensation. Compensation
expenses consistently comprise a significant portion of our total operating
expenses.

Sales and marketing expenses include compensation expenses for employees in our
sales and marketing departments, third party advertising expenses, as well as
sales commissions and sales agency fees.

Research and development expenses relate to the development of new software and
the enhancement and upgrading of existing software. We expense such 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 deferred
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compensation expenses. Most of the options granted with exercise prices below
fair market value on the date of grant were issued prior to 1997 and we do not
intend to issue options below fair market wvalue 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 consolidated statement of operations
as amortization of deferred stock compensation. For more information on our
deferred compensation expenses, please see note 10 to our consolidated financial
statements included in this report.

We make bad debt provisions for accounts receivable balances based on
management's assessment of their recoverability. In any event, we make bad debt
provisions for all accounts receivable balances that are aged over one year. We
include those bad debt provisions in general and administrative expenses.

TAXES

Except for certain of our hardware procurement and resale transactions, 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.

Pursuant to the income tax laws of China, foreign invested enterprises meeting
certain criteria set out by the relevant tax authorities can enjoy various
preferential tax treatments. AsiaInfo Technologies is registered and operates in
the Beijing Zhongguancun Science Park, and is classified as a "new technology
enterprise." The effective income tax rate for "new technology enterprises"
registered and operating in the Beijing Zhongguancun Science Park is 15%, while
the local income tax will be exempted as long as the enterprise holds the "new
technology enterprise" status. "New technology enterprises" are exempted from
Chinese state corporate income tax for three years, beginning with their first
year of operations, and are entitled to a 50% tax reduction at the rate of 7.5%
for the subsequent three years. The tax exemption for AsiaInfo Technologies
expired on December 31, 1997 and the 50% tax reduction expired on December 31,
2000. However, AsialInfo Technologies received a continuation of its preferential
tax treatment as an "advanced technology enterprise" for a three-year period
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from January 1, 2001 to December 31, 2003 with the effective income tax rate of
10%. Beginning from January 1, 2004, as a "new technology enterprise" set up in
Beijing Zhongguancun Science Park, the effective income tax rate for Asialnfo
Technologies will be 15%. As long as AsialInfo Technologies maintains the "new
technology enterprise" status, it will be exempted from Chinese local corporate
income tax.

AsiaInfo Management is registered and operates in the High and New Technology
Industry Development Zone in Guangzhou, China, and is classified as a "high and
new technology enterprise." The effective income tax rate, subject to the
approval of the relevant tax authorities, for "high and new technology
enterprises" registered in High and New Technology Industry Development Zones is
15%. "High and new technology enterprises" are also exempt from Chinese state
and local corporate income tax for two years, beginning with their first
profitable year of operations, and are entitled to a 50% tax reduction at the
rate of 7.5% for the subsequent three years. The tax exemption for Asialnfo
Management expired on December 31, 2001 and the 50% tax reduction will expire on
December 31, 2004.

AsiaInfo Technologies (Chengdu), Inc., or AsiaInfo Chengdu, is registered in the
High and New Technology Industry Development Zone in Chengdu and is classified
as a "high and new technology enterprise." Subject to the approval of the
relevant tax authorities, "high and new technology enterprises" registered in
the Chengdu High and New Technology Industry Development Zone are exempt from
Chinese state and local corporate income tax for two years, beginning with their
first year of operations, which was year 2002 for AsiaInfo Chengdu, and are
entitled to a tax reduction at the rate of 15% in subsequent years.

Sales of hardware procured in China are subject to a 17% value added tax. Most
of our sales of hardware procured outside China are made through our U.S. parent
company, AsiaInfo Holdings, Inc., and thus are not subject to the value added
tax. We effectively pass value-added taxes on hardware sales through to our
customers and do not include them in revenues reported in our financial
statements. Although sales of software in China are subject to a 17% value added
tax, companies that
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develop their own software and have the software registered are generally
entitled to a value added tax refund. If the net amount of the value added tax
pavable exceeds 3% of software sales, the excess portion of the value added tax
is refundable immediately. This policy is effective until 2010. Changes in
Chinese tax laws may adversely affect our future operations.

We are also subject to U.S. income taxes on revenues generated in the United
States, including revenues from our limited hardware procurement activities
through our U.S. parent company, AsialInfo Holdings, Inc., and interest income
earned in the United States.

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 software and service components of our 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 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
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subsidiaries in China.
CONSOLIDATED RESULTS OF OPERATIONS

REVENUES. Our gross revenues were $26.9 million and $57.6 million, respectively,
in the three- and six-month periods ended June 30, 2003, representing decreases
of 26% and 12% against the comparable periods in 2002. These decreases were
primarily attributable to the impact of the SARS outbreak in China, which caused
delays in our service delivery to our customers and corresponding delays in
revenue recognition. Revenues net of hardware costs were $12.8 million and $25.5
million, respectively, in the three- and six-month periods ended June 30, 2003,
representing decreases of 35% and 31% against the comparable periods in 2002.
0SS Solutions net revenues were $5.7 million and $11.7 million, respectively, in
the three- and six-month periods ended June 30, 2003, representing decreases of
44% and 35% against the comparable periods in 2002. Communications Solutions net
revenues were $7.1 million and $13.8 million, respectively, in the three- and
six-month periods ended June 30, 2003, representing decreases of 26% and 27%
against the comparable periods in 2002. In addition to the impact of SARS, the
year-over-year decreases in net revenues were attributable to the prolonged
telecommunications industry restructuring in China and its year-over-year
decreased capital expenditure spending in 2002 which impacted our first half of
2003 revenue.

COST OF REVENUES. Our cost of revenues decreased 16% to $19.7 million, as
compared to the same period in 2002. This decrease in costs of revenues were
attributable to the overall decrease in revenues.

GROSS PROFIT. Our gross profit was $7.2 million and $14.7 million, respectively,
in the three- and six-month periods ended June 30, 2003, representing decreases
of 45% and 40% against the comparable periods in 2002. Gross profit as a
percentage of gross revenues, or gross margin, decreased to 27% and 26%,
respectively, in the three- and six-month periods ended June 30, 2003, as
compared to 36% and 37% in the comparable periods of 2002. Gross profit as a
percentage of net revenue decreased to 56% and 58%, respectively, in the three-
and six-month periods ended June 30, 2003, as compared to 66% and 66% in the
comparable periods of 2002. These decreases were primarily attributable to
higher labor costs related to the expansion of our 0SS business.

OPERATING EXPENSES. Total operating expenses decreased 6% to $8.6 million in the
three-month period ended June 30, 2003, from $9.2 million in the comparable
period in 2002. This decrease resulted largely from a decrease in sales and
marketing expenses.

Sales and marketing expenses decreased 39% and 35%, respectively, to $2.9
million and $5.4 million in the three- and six-month periods ended June 30,
2003, reflecting our continued efforts to consolidate our sales force and
increase operating efficiency.

Research and development expenses increased 14% and 13%, respectively, to $2.7
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million and $5.2 million, in the three- and six-month periods ended June 30,
2003, against the comparable periods in 2002 due to our increased focus on
developing new products and solutions to increase our competitive advantages.

General and administrative expenses increased 102% and 5%, respectively, to $2.9
million and $5.3 million, in the three- and six-month periods ended June 30,
2003, against the comparable periods in 2002. The year-over-year increase for
the second quarter of 2003 was due largely to the collection of bad debt in the
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amount of $1 million which took place in the second quarter of 2002 and drove
the general and administrative expenses below typical levels in that period. In
addition, general and administrative expenses in the second quarter of 2003
included a $200,000 compensation expense related to a restricted stock award to
our new Chief Executive Officer.

OTHER INCOME (EXPENSE). Other income and expenses, consisting primarily of net
interest income and expense, decreased from income of approximately $0.5 million
and $1.2 million, respectively, in the three- and six-month periods ended June
30, 2002 to income of $0.3 million and $0.8 million in the three- and six-month
periods ended June 30, 2003, primarily due to a decrease in interest rates and
our having less cash invested in interest bearing investments.

EQUITY IN LOSS OF AFFILIATE. In the three- and six-month periods ended June 30,
2003, equity in loss of affiliate of approximately $0.07 million and $0.19
million, respectively, represented our proportionate share of losses incurred by
Intrinsic, in which we hold a minority stake.

NET INCOME (LOSS). We recorded a net loss of $1.1 million, or $0.02 basic loss
per share, for the quarter ended June 30, 2003. We expect net revenue for the
third quarter of 2003 to be between $14 to $15 million, or $0.01 to $0.02 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, we sometimes obtain less favorable payment terms from our customers,
thereby increasing our working capital requirements. We have historically
financed our working capital and other financing requirements through careful
management of our billing cycle, private placements of equity securities, our
initial public offering in March of 2000 and, to a limited extent, bank loans.

Our accounts receivable balance at June 30, 2003 was $70 million, consisting of
$20.3 million in billed receivables and $49.7 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 those receivables
to be relatively long.

At the end of the second quarter, our days sales outstanding were 219 days, as
compared to 190 days at the end of the first quarter of 2003. Our billed
receivables were 64 days sales outstanding and our unbilled receivables were 155
days sales outstanding. The higher day sales outstanding were caused by the
increased account receivables level and the smaller revenue base resulting from
the SARS outbreak in China. We had negative operating cash flow of $9.8 million
in second quarter of 2003, primarily attributable to delayed cash collections
resulting from the SARS outbreak in China.

As of June 30, 2003, we had total short-term credit facilities totaling $32.1
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million, expiring by June 2004, for working capital purposes, of which unused
short-term credit facilities were $31.6 million at that date. At June 30, 2003,
$0.5 million had been used to issue letters of credit and bank guarantees.
Additional borrowings of approximately $0.06 million were secured by AsialInfo
Management's net assets. All the borrowings were in Renminbi. The loans carry
interest at a rate of 4.8% per annum and are repayable within one year. Bank
deposits pledged as security for those bank loans and short-term credit
facilities totaled $16.1 million as of June 30, 2003, and are presented as
restricted cash in our consolidated balance sheets.

We ended the quarter with a cash position of $131.2 million, of which $11.3
million was in short term investments, $16.1 million was in restricted cash, and
$103.8 million was in cash and cash equivalents. Restricted cash consisted of
$10 million used to secure our $32.1 million credit facility, $5.6 million
pledged as security for issuing standby letters of credit and $0.5 million held
by AsiaInfo Management and pledged as security for guarantees. 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.

As of June 30, 2003, our inventory position was $4.7 million, down from $7
million at the end of the first quarter of 2003. This decrease was attributable
to equipment deliveries for several large projects during the second quarter of
2003.

Our contractual obligations consist of noncancellable operating lease
agreements. As of June 30, 2003, future minimum lease expenses under
noncancellable operating leases are expected to be approximately $3.0 million,
and become due as presented in the table below:

Operating Leases

Less than 1 year ......c.eiiiieennnnnnn. $1.8 million
1 €0 3 YeArS vttt ittt e ettt 1.2 million
4 years and thereafter ................ -

Total minimum lease expenses .......... $3.0 million

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 2003. 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.
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CRITICAL ACCOUNTING POLICIES

We prepare our consolidated financial statements in accordance with accounting
principles generally accepted in the United States of America. The preparation
of those financial statements requires us to make estimates and assumptions that
affect the reported amounts of assets and liabilities and the disclosure of
contingent assets and liabilities at the date of the financial statements and
the reported amount of revenues and expenses during the reporting period. On an
on-going basis, we evaluate our estimates and judgments, including those related
to revenues and cost of revenues under customer contracts, warranty obligations,
bad debts, income taxes, investment in affiliate, goodwill and other intangible
assets, and litigation. We base our estimates and judgments on historical
experience and on
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various other factors that we believe are reasonable. Actual results may differ
from these estimates under different assumptions or conditions.

We believe the following critical accounting policies affect the more
significant judgments and estimates used in the preparation of our consolidated
financial statements.

REVENUES AND COST OF REVENUES. We derive a significant portion of our revenue
from fixed-price contracts using the percentage of completion method, which
relies on estimates of total expected contract revenue and costs. We follow this
method since reasonably dependable estimates of the revenue and costs applicable
to various stages of a contract can be made. Recognized revenues and profit are
subject to revisions as the contract progresses to completion. Accordingly,
changes in our estimates would impact our future operating results.

WARRANTY OBLIGATIONS. We record our estimate of warranty costs at the time of
final project acceptance, when all hardware pass-through revenue has been
recognized. Revisions for estimated warranties may be required in the period in
which actual warranty costs become known, thereby impacting our future operating
results.

BAD DEBTS. We maintain allowances for doubtful accounts for estimated losses
resulting from the aging of accounts receivables or the inability of our
customers to make required payments. If the financial condition of our customers
were to change, changes to these allowances may be required, which would impact
our future operating results.

INCOME TAXES. We record a valuation allowance to reduce our deferred tax assets
to the amount that we believe is more likely than not to be realized. In the
event we were to determine that we would be able to realize our deferred tax
assets in the future in excess of their recorded amount, an adjustment to the
deferred tax asset would increase income in the period such determination was
made. Likewise, should we determine that we would not be able to realize all or
part of our net deferred tax asset in the future, an adjustment to the deferred
tax asset would be charged to income in the period such determination was made.

INVESTMENT IN AFFILIATE. We account for our minority interest in Intrinsic
Technology (Holdings), Ltd., or Intrinsic, using the equity method. Intrinsic
has incurred operating losses since our investment in April 2001. We conducted
an asset impairment test during the fourth quarter of 2002 in connection with
our private equity investments, including our 14.25% interest in Intrinsic,
which is recorded on our balance sheet as an "investment in affiliate". As a
result of this test, we have recorded an impairment charge of approximately $2.0

33



Edgar Filing: ASIAINFO HOLDINGS INC - Form 10-Q

million in investments in affiliates. Sustained operating losses of this
affiliate or other adverse events could result in our inability to recover the
carrying value of the investment, which may require us to record an additional
impairment charge in the future. As of March 31, 2003, the Company's interest in
Intrinsic had been diluted from 14.25% to 14.22% due to another shareholder's
exercise of warrants to purchase 37,770 shares of Intrinsic's stock.

GOODWILL AND OTHER INTANGIBLE ASSETS. We make assumptions regarding estimated
future cash flows and other factors to determine the fair value of goodwill and
other intangible assets. If these estimates or their related assumptions change
in the future, we may be required to record an impairment charge if the
estimated fair value of goodwill and other intangible assets is less than its
recorded amount. As required under SFAS No.142, we have completed an annual
goodwill impairment test and have recorded a one-time, non-cash impairment
charge of $29.8 million relating to the goodwill and acquired intangible assets
attributable to our acquisition of Bonson in February of 2002, as well as a
$0.38 million impairment charge relating to the goodwill arising from our
acquisition of the minority interest of Marsec. The impairment resulted
primarily from the industry-wide equity devaluations of the past year. Continued
deterioration of market conditions may require us to record additional
impairment charges in the future.

LITIGATION. We record contingent liabilities relating to litigation or other
loss contingencies when we believe that the likelihood of loss is probable and
the amount of the loss can reasonably be estimated. Changes in judgments of
outcome and estimated losses are recorded, as necessary, 1in the period such
changes are determined or become known. Any changes in estimates would impact
our future operating results. Significant contingent liabilities, which we
believe are at least possible, are disclosed in the notes to our consolidated
financial statements.
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ACCOUNTING PRONOUNCEMENTS RECENTLY ADOPTED

In August 2001, the FASB issued SFAS No. 143, "Accounting for Asset Retirement
Obligations, " which addresses the accounting for the recognition of obligations
associated with the retirement of tangible long-lived assets. We adopted SFAS
No. 143 on January 1, 2003. This adoption did not have a significant impact on
our financial position or results of operations.

In December 2002, the FASB issued SFAS No. 148, "Accounting for Stock-Based
Compensation - Transition and Disclosure - an Amendment of FASB Statement No.
123, " which provides alternative methods of transition for a voluntary change to
the fair value based method of accounting for stock-based employee compensation.
In addition, this Statement amends the disclosure requirements of SFAS No. 123
to require prominent disclosures in both
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