
NETIA HOLDINGS S.A.

CONSOLIDATED FINANCIAL STATEMENTS

December 31, 2000
REPORT OF INDEPENDENT ACCOUNTANTS

To the Board of Directors and Shareholders

of Netia Holdings S.A.

We have audited the accompanying consolidated balance sheets of Netia Holdings S.A. and its subsidiaries (the "Company") as at December 31, 2000 and 1999, and the related consolidated statements of operations, changes in shareholders’ equity and cash flows for the years ended December 31, 2000, 1999 and 1998.  These financial statements are the responsibility of the Company’s  management.  Our responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with International Standards on Auditing and auditing standards generally accepted in the United States of America.  Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement.  An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements.  An audit also includes assessing the accounting principles used and significant estimates made by management, as well as evaluating the overall financial statement presentation.  We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements audited by us present fairly, in all material respects, the consolidated financial position of the Company as at December 31, 2000 and 1999 and the consolidated results of its operations, changes in shareholders’ equity and cash flows for the years ended December 31, 2000, 1999 and 1998, in conformity with International Accounting Standards.

International Accounting Standards vary in certain important respects from accounting principles generally accepted in the United States of America. The application of the latter would have affected the determination of consolidated net loss for each of the years ended December 31, 2000, 1999 and 1998 and the determination of consolidated shareholders’ equity and consolidated financial position as at December 31, 2000 and 1999 to the extent summarized in Note 22 to the consolidated financial statements.
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Convenience Translation
$ (Note 2)



Note

December 31,
1999

December 31,
2000

December 31,
2000




(PLN)

(PLN)

(Unaudited)

ASSETS








Current Assets








Cash and cash equivalents

3

1,102,410

1,142,850

275,838

Restricted investments

4

188,806

154,989

37,408

Accounts receivable









Trade, net of allowance for doubtful accounts PLN 10,168 and PLN 23,033 (USD 5,559)



78,503

102,335

24,700

Government - value added tax



44,270

47,963

11,576

Other



4,795

3,867

933

Inventories



2,700

2,758

666

Prepaid expenses



8,917

7,545

1,821

Total current assets



1,430,401

1,462,307

352,942

Restricted investments

4

53,047

50,541

12,199

Investments, at cost

20

13

20,946

5,055

Fixed assets, net

5

1,770,097

2,344,827

565,946

Investments in real estate



4,116

2,314

559

Intangible assets









Licenses, net

6

315,306

740,863

178,814

Goodwill, net

7

258,182

232,311

56,070

Deferred financing costs, net

8

91,966

107,645

25,981

Computer software, net

9

26,323

61,271

14,788

Other long term assets



11,745

10,279

2,481

Total Assets



3,961,196

5,033,304

1,214,835

M. Gadd

President

A. Hochman

Chief Financial Officer

Warsaw, Poland

February 27, 2001








Convenience Translation
$ (Note 2)



Note

December 31,
1999

December 31,
2000

December 31,
2000




(PLN)

(PLN)

(Unaudited)

LIABILITIES








Current Liabilities








Current maturities of long-term debt

11

685

-

-

Short-term liabilities for licenses

6

89,734

110,881

26,762

Accounts payable and accruals









Trade



269,573

315,777

76,216

Related parties

19

4,686

-

-

Accruals and other

10

43,781

79,045

19,078

Deferred income



1,333

4,508

1,088

Total current liabilities



409,792

510,211

123,144

Long-term liabilities for licenses

6

123,219

150,747

36,384

Long-term debt

11

2,750,095

3,509,625

847,081

Total liabilities



3,283,106

4,170,583

1,006,609



















Commitments and contingencies



-

-

-










Minority interest

14

998

82,310

19,867










Shareholders’ equity

















Share capital (nominal par value of PLN 6 per share)



173,735

203,285

49,065

Share premium 



1,275,840

1,713,865

413,657

Treasury shares



(1,401)

(3,611)

(872)

Accumulated deficit



(771,082)

(1,133,128)

(273,491)

Total shareholders' equity 

13

677,092

780,411

188,359

Total liabilities and shareholders' 

equity



3,961,196

5,033,304

1,214,835




Year ended

Convenience Translation
$ (Note 2)



Note

December 31,
1998

December 31,
1999

December 31,
2000

December 31,
2000




(PLN)

(PLN)

(PLN)

(Unaudited)












Revenue










Telecommunication services revenue










Installation fees



22,254

22,571

12,258

2,959

Monthly fees



13,505

34,420

86,640

20,911

Calling charges



56,219

152,523

283,894

68,520

Other telecommunication revenue



4,457

8,197

12,433

3,001




96,435

217,711

395,225

95,391

Other revenue:










Service



8,771

17,709

24,234

5,849

Sales of equipment



15,174

13,677

23,288

5,621

Total revenue



120,380

249,097

442,747

106,861

Costs










Interconnection charges



(22,900)

(61,994)

(112,270)

(27,097)

Cost of equipment



(11,425)

(11,924)

(20,359)

(4,914)

Depreciation of fixed assets



(35,559)

(68,209)

(130,479)

(31,492)

Amortization of goodwill



(3,633)

(21,067)

(25,927)

(6,258)

Amortization of other intangible assets



(1,848)

(29,887)

(23,304)

(5,625)

Other operating expenses

15

(124,317)

(190,558)

(286,939)

(69,255)

Loss from operations



(79,302)

(134,542)

(156,531)

(37,780)

Financial expense, net

16

(151,596)

(292,574)

(198,681)

(47,954)

Other



(1,148)

(550)

(339)

(82)

Loss before income tax



(232,046)

(427,666)

(355,551)

(85,816)

Income tax (charge) / benefit

12

(8,802)

9,646

(2,514)

(607)

Minority share in losses / (profits) of subsidiaries



35,353

(911)

(3,981)

(960)

Net loss



(205,495)

(418,931)

(362,046)

(87,383)












Basic and Diluted 
Loss per share (not in thousands)

17

(19.78)

(22.48)

(12.60)

(3.04)


Share capital

Share premium

Treasury shares

Accumulated deficit

Total
Shareholders' equity / (deficit)


(PLN)

(PLN)

(PLN)

(PLN)

(PLN)












Balance as at January 1, 1998

74,976

190,601

-

(146,656)

118,921












Net loss

-

-

-

(205,495)

(205,495)












Issuance of shares, net of related costs

2,141

(2,030)

-

-

111























Balance as at December 31, 1998

77,117

188,571

-

(352,151)

(86,463)























Net loss

-

-

-

(418,931)

(418,931)












Issuance of shares, net of related costs

95,217

1,087,269

-

-

1,182,486























Shares issued for stock option  plan

1,401

-

(1,401)

-

-












Balance as at December 31, 1999

173,735

1,275,840

(1,401)

(771,082)

677,092























Net loss

-

-

-

(362,046)

(362,046)












Issuance of shares, net of related costs (Note 13)

27,000

438,025

-

-

465,025












Shares issued for stock option  plan

2,550

-

(2,550)

-

-












Employee stock subscriptions and stock option exercises

-

-

340

-

340























Balance as at December 31, 2000

203,285

1,713,865

(3,611)

(1,133,128)

780,411



Year ended

Convenience Translation
$ (Note 2)



December 31,
1998

December 31,
1999

December 31,
2000

December 31,
2000



(PLN)

(PLN)

(PLN)

(Unaudited)











Cash flows from operating activities:









Net loss

(205,495)

(418,931)

(362,046)

(87,383)

Adjustments to reconcile net loss to net 









cash used in operating activities










Amortization of deferred financing costs
 

7,991

6,803

12,932

3,121

Depreciation of fixed assets and amortization of goodwill, licenses and other intangible assets


41,040

119,163

179,710

43,375

Amortization of discount on notes
 

84,602

106,131

116,646

28,154

Interest expense accrued on license   liabilities


-

-

25,743

6,213

Interest expense accrued on long term  debt


61,119

130,840

259,441

62,619

Minority share in profit / (losses) of subsidiaries


(35,353)

911

3,981

960

Provision for deferred income tax


7,859

(10,974)

-

-

Other losses


1,148

550

339

82

Increase in long term assets


-

(11,745)

(2,185)

(527)

Foreign exchange losses / (gains) on translation of long term debt and restricted investments


18,036

48,362

(127,622)

(30,803)

Changes in working capital

(137,360)

(40,170)

58,367

14,087

Net cash provided by / (used in) operating activities


(156,413)

(69,060)

165,306

39,898

Cash flows used in investing activities:









Purchase of fixed assets and computer software


(395,943)

(697,199)

(756,657)

(182,626)

Increase of investments at cost


-

-

(20,990)

(5,066)

Increase of restricted investments


-

(205,698)

(219,902)

(53,075)

Payments for licenses


(84,376)

(67,625)

(359,971)

(86,882)

Net cash used in investing activities


(480,319)

(970,522)

(1,357,520)

(327,649)

Net cash provided by financing activities:









Net proceeds from issuance of shares


-

940,579

467,575

112,854

Proceeds from long term loans


-

811,858

839,320

202,578

Repayment of bank loans and vendor financing


-

-

(61,481)

(14,839)

Contribution from minority shareholders in subsidiaries


-

-

77,331

18,665

Capitalized deferred financing costs


(4,288)

(22,331)

(33,514)

(8,089)

Increase / (decrease) in related party borrowings


2,600

(2,478)

-

-

Net cash provided by / (used in)  financing activities


(1,688)

1,727,628

1,289,231

311,169

Effect of exchange rate change on cash and cash equivalents


14,918

115,574

(56,577)

(13,655)

Net change in cash and cash equivalents


(623,502)

803,620

40,440

9,762

Cash and cash equivalents at beginning of year


922,292

298,790

1,102,410

266,076

Cash and cash equivalents     at end of year


298,790

1,102,410

1,142,850

275,838



Year ended

Convenience Translation
$ (Note 2)



December 31,
1998

December 31,
1999

December 31,
2000

December 31,
2000



(PLN)

(PLN)

(PLN)

(Unaudited)

Changes in working capital
components:










Trade receivables


(16,575)

(52,145)

(23,832)

(5,752)

Government receivables


(13,262)

(1,894)

(3,693)

(891)

Receivables from related parties


(9,163)

-

-

-

Other receivables


(3,474)

662

928

224

Inventories


2,252

(1,702)

(58)

(14)

Prepaid expenses


73

(7,914)

1,372

331

Trade creditors


(60,385)

35,040

83,695

20,200

Payables to related parties


1,804

(7,217)

(4,686)

(1,131)

Accruals and other payables


(38,601)

(5,534)

1,466

354

Deferred income


(29)

534

3,175

766



(137,360)

(40,170)

58,367

14,087

Supplemental disclosures:



Year ended

Convenience Translation
$ (Note 2)



December 31,
1998

December 31,
1999

December 31,
2000

December 31,
2000



(PLN)

(PLN)

(PLN)

(Unaudited)

Interest paid


74,568

143,589

258,762

62,455

Income taxes paid


-

-

9,134

2,205

Non-cash investing and financing activities:


The Company incurred the following liabilities at the end of each year that were related to fixed asset or construction in progress additions:



Year ended

Convenience Translation
$ (Note 2)



December 31,
1998

December 31,
1999

December 31,
2000

December 31,
2000



(PLN)

(PLN)

(PLN)

(Unaudited)













188,353

215,131

296,694

71,610

The Company incurred liabilities of PLN 267,660, PLN 212,953 and PLN 261,628 in the years ended December 31, 1998, 1999 and December 31, 2000, respectively, relating to the purchase of licenses (Note 6).

In March 1999, Telia AB (publ.) (“Telia”), the Company’s largest shareholder, exchanged its shares in the Company’s subsidiaries Netia Telekom S.A. (“Netia Telekom”) and Netia South Sp. z o.o. (“Netia South”) for 3,727,340 shares (not in thousands) of the Company’s shares with a par value of PLN 22,364.  The fair value of the shares in the Company’s subsidiaries received for this transaction was PLN 241,907.  The Company has recorded this amount as goodwill.

1. The Company

Netia Holdings S.A. (the “Company”) was formed in 1990 as a joint stock company established under the laws of Poland. The Company is engaged through its subsidiaries in the design, construction and operation of modern digital telecommunication and data transmission networks. Through its 100% owned subsidiary Internetia Telekom S.A. (“Internetia”) the Company offers internet services. The Company is also engaged in installation and supply of specialized mobile radio services (public trunking) in Poland through its 58.2% owned subsidiary, Uni-Net Sp. z o.o. (“Uni-Net”). 

The Company is subject to the periodic reporting requirements of the U.S. Securities Exchange Act of 1934 and of the Polish reporting requirements for companies listed on the Warsaw Stock Exchange. Its American Depositary Shares (“ADSs”) have been listed for trading on the NASDAQ stock market (“NASDAQ”) since August 1999 and its ordinary shares have been listed for trading on the Warsaw Stock Exchange since July 2000.

The Company’s subsidiaries hold twenty-four licenses granted by the Ministry of Communications of Poland ("MOC") for the provision of local telephone services. The Company’s subsidiaries also hold licenses for domestic long distance telephone services, international and domestic data communication and internet provisioning. All of the licenses have been granted for 15 year periods. 

The Company is incorporated in Poland with its principal executive office located at ul. Poleczki 13, 02-822 Warsaw, Poland.

2. Summary of Significant Accounting Policies

Basis of Accounting

The Company maintains its accounting records and prepares statutory financial statements in accordance with Polish accounting and tax regulations. These financial statements have been prepared based upon the Company’s accounting records in order to present the financial position, results of operations and of cash flows in accordance with International Accounting Standards (“IAS”).

In 2000 the Company adopted IAS 36 “Impairment of assets”, IAS 37 “Provisions, contingent liabilities and contingent assets” and IAS 38 “Intangible assets”. The effects of adopting these standards, if any, are further described in the notes to these financial statements.

IAS vary in certain important respects from accounting principles generally accepted in the United States of America (“US GAAP”). See Note 22 for a reconciliation of net loss and shareholders’ equity/(deficit) based on IAS to US GAAP.

Inflation Accounting

Until December 31, 1996, Poland was considered to be a hyperinflationary economy. The financial statements for the periods through that date were prepared under the historical cost convention as adjusted for the effects of inflation in accordance with the International Accounting Standard 29, "Financial Reporting in Hyperinflationary Economies". The inflated values in Polish Złoty (PLN) at December 31, 1996 for balance sheet items became the new historical basis for subsequent periods.

US Dollar Convenience Translation (Unaudited)

The US Dollar amounts shown in the accompanying financial statements have been translated at December 31, 2000 and for the year ended December 31, 2000 from Polish Złoty only as a matter of arithmetic computation at the Polish Złoty exchange rate of PLN 4.1432 = USD 1.00, the rate published by the National Bank of Poland and effective on December 31, 2000.  These amounts are unaudited and are included for the convenience of the reader only.  Such translation should not be construed as a representation that the Polish Złoty amounts have been or could be converted into US Dollars at this or any other rate.

Principles of Consolidation

Subsidiary undertakings, which are those companies in which the Company, directly or indirectly, has an interest of more than one half of the voting rights or otherwise has power to exercise control over the operations, have been consolidated.  Subsidiaries are consolidated from the date on which effective control is transferred to the Company and are no longer consolidated from the date on which control ceases. All intercompany transactions, balances and unrealized gains on transactions between subsidiaries of the Company have been eliminated; unrealized losses are also eliminated unless the cost cannot be recovered.  Separate disclosure is made of minority interest. Negative minority interest resulting from negative net assets of subsidiaries is not recognized unless there is a contractual commitment by the minority shareholders to cover the losses.

The consolidated financial statements include the accounts of the Company's directly or indirectly held subsidiaries: 


Ownership Percentage

Subsidiary
December 31,
1998

December 31,
1999

December 31,
2000

Subsidiaries held directly:













Netia Telekom S.A. 

75

100

100

Netia South Sp. z o.o. 

75

100

100

Uni-Net Sp. z o.o.

58

58

58

Netia Holdings B.V. (the Netherlands)

100

100

100

Netia Holdings II B.V. (the Netherlands)

100

100

100

Netia Holdings III B.V. (the Netherlands) 

-

-

100








Subsidiaries held indirectly:








Netia 1 Sp. z o.o.

100

38

38

Netia Telekom Świdnik S.A.

97

97

97

Netia Telekom Lublin S.A.

92

92

92

Netia Telekom Ostrowiec S.A.

99

99

99

Netia Telekom Mazowsze S.A.

99

100

100

Netia Telekom Warszawa S.A.

100

100

100

Netia Telekom Modlin S.A.

88

93

93

Netia Telekom Kalisz S.A.

97

97

97

Netia Telekom Toruń S.A.

94

96

96

Netia Telekom Włocławek S.A.

100

100

100

Netia Telekom Piła Sp. z o.o.

99

99

99

Netia Network S.A.

49

49

49

Optimus Inwest S.A.

100

100

100

Netia Telekom Telmedia S.A.

100

100

100

Netia Telekom Silesia S.A.

97

98

98

Internetia Telekom Sp. z o.o. (held directly until May 2000)

100

100

100

Netia Holdings Incentive Share Company Limited

(Jersey) 

-

100

100

All subsidiaries are incorporated in Poland unless noted.

For a description of changes in ownership structure of Netia Telekom and Netia South in 1999 see Note 13.

Use of Estimates

The preparation of financial statements necessarily requires 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 reported revenues and expenses during the reported period. Actual results could differ from these estimates.

Reclassifications
Certain prior periods’ amounts have been reclassified to conform to the 2000 presentation.

Cash and Cash Equivalents

The Company considers all highly liquid debt instruments purchased with an initial maturity of three months or less to be cash equivalents.

Financial instruments

Financial instruments carried on the balance sheet include cash and cash equivalents, investments, accounts receivable, trade payables and long-term debt.  The particular recognition methods adopted are disclosed in the individual policy statements associated with each item. 

Trade Receivables

Trade receivables are carried at original invoice amount less an estimate made for doubtful receivables based on a review of all outstanding amounts at the year end. Bad debts are written off when identified.

Inventories

Inventories are stated at the lower of historical cost or net realizable value, generally determined on a first-in first-out (FIFO) basis.  Where necessary, provision is made for obsolete, slow moving or defective inventory.

Fixed Assets and Network Under Construction

Fixed assets are stated at cost, plus related inflation through December 31, 1996.  Network under construction represents the accumulation of costs associated with the construction of the telecommunications and data transmission networks and other tangible fixed assets. The Company includes in the construction cost of its networks all eligible borrowing costs (including interest costs and foreign exchange gains and losses) and administration and other overhead costs directly attributable to the acquisition or construction of assets. Costs relating to the network under construction are transferred to the related fixed asset account and depreciation begins when operations commence.

The costs of repairs and maintenance are capitalized if they improve the related asset or extend its useful life.

Depreciation expense is recorded utilizing the straight-line method over the estimated useful life of the assets. These lives are summarized as follows:


Term

Buildings

40 years

Long term ground lease

99 years

Base stations (Uni-Net)

7 to 13 years

Transmission network

15 years

Switching system

10 years

Machinery and equipment

4 to 8 years

Office equipment

3 to 8 years

Office furniture

5 years

Vehicles

5 to 6 years

Licenses
Licenses are stated at cost less accumulated amortization. If payment for the license is deferred beyond normal credit terms, its cost is the net present value of the obligation. The present value of the obligation is calculated using the Company’s effective borrowing rates at the moment the license is granted. Any differences between the nominal price of the license and its net present value are treated as interest costs. Interest costs are capitalized up until the time when the network in that license territory becomes operational or are recognized as interest expense over the period of the obligation. Amortization of the license also commences once the related network is operational and is recorded on a straight-line basis until the end of the grant period. The amortization period is 12 to 14 years. For the description of Company’s licenses see Note 6.

Goodwill

Goodwill represents the excess of the cost of an acquisition or the fair value of the shares received over the fair value of the Company’s share of the net assets of the acquired subsidiaries at the date of acquisition.  Goodwill resulting from the acquisition of subsidiaries is amortized over the period of the related licenses using the straight-line method. 

Deferred financing costs
Costs incurred in obtaining financing are deferred and amortized to financial expense over the term of the credit facility or the maturity of the outstanding notes.

Computer software costs

Costs that are directly associated with identifiable and unique software products controlled by the Company and which have probable economic benefits, exceeding the cost, beyond one year, are recognized as intangible assets. Direct costs include staff costs of the software development team and an appropriate portion of relevant overheads.

Expenditure, which enhances or extends the performance of computer software programmes beyond their original specifications is recognized as a capital improvement and added to the original cost of the software. Computer software development costs recognized as assets are amortized using the straight-line method over their useful lives, not exceeding a period of 5 years.

Impairment

Where an indication of impairment of fixed assets, licenses, goodwill, computer software costs and other intangible assets or investments in real estate exists, the carrying value of an asset is assessed and written down immediately to its recoverable amount. Intangible assets not yet available for use are also reviewed for impairment on an annual basis.

Provisions

Provisions are recognized when the Company has a present legal or constructive obligation as a result of past events, when it is probable that an outflow of resources will be required to settle the obligation, and a reliable estimate of the amount can be made.

Retirement Benefits 

The Company pays social security taxes on each employee to the Polish Government.  The Company has no other employee retirement plans. 

Long Term Debt

Long term debt is carried at the amount payable, net of discount in the case of discount bonds. Discounts are amortized over the discount period using the effective yield method.

Share Capital

All shares outstanding issued by the Company are classified as equity. External costs directly attributable to the issue of new shares are shown as a deduction, net of tax, in equity from the proceeds. 

Revenue

Telecommunications and other revenue is stated net of discounts and value added tax.

(1)
Telecommunications Revenue

Telecommunications revenue includes mainly installation fees, monthly charges and calling charges. The Company records revenue from installation fees, which are not in excess of selling costs, when the customer is connected to the network. Other telecommunication revenue comprises the provision of internet and ISDN services as well as the sale of telecommunications accessories; revenues for these transactions are recognized when the service is provided or when the goods are sold.

 (2)
Other Revenue

Other revenue includes revenue from specialized mobile radio service (public trunking), through the Company’s subsidiary Uni-Net.  Service revenues are recorded when the service is provided.  Revenue from the sale of equipment is recorded when the customer takes delivery.

Interconnection charges

Interconnection with other telecommunication operators is required to complete calls that originate on but terminate outside of the Company’s network. The Company pays interconnection charges based on agreements established with other telecommunication operators.

Foreign Exchange Gains and Losses 

Foreign currency transactions are accounted for at the exchange rates prevailing at the date of the transactions. Gains and losses resulting from the settlement of such transactions and from the translations of monetary assets and liabilities denominated in foreign currencies, are recognized in the income statement or capitalized as part of network under construction in accordance with the Company's fixed assets capitalization policy when the exchange differences arise from foreign currency borrowings used to finance self constructed assets. 

Deferred Income Taxes

Deferred income tax is provided, using the liability method, for all temporary differences arising between the tax bases of assets and liabilities and their carrying values for financial reporting purposes. Currently enacted tax rates are used to determine deferred income tax. The principal temporary differences arise from interest and foreign exchange differences and tax losses carried forward. Valuation allowances are recorded for deferred tax assets when it is likely that tax benefits will not be realized.

3. Cash and Cash Equivalents


December 31,
1999

December 31,
2000


(PLN)

(PLN)






Cash at bank and in hand
404,765

304,421

Short term bank deposits
697,645

838,429


1,102,410

1,142,850

The short term bank deposits consists primarily of funds deposited with asset management institutions which are invested them in various government bonds and short term securities. These funds can be withdrawn upon demand of the Company. The weighted average effective interest rate on those deposits was 5.66% and 5.27% in the year ended December 31, 2000 and 1999, respectively. 

4. Restricted Investments


December 31,
1999

December 31,
2000


(PLN)

(PLN)

Current portion





13¾% Senior Notes due 2010 – Investment Account

-

102,615

131/8% Senior Notes due 2009 – Investment Account

52,310

26,614

13½% Senior Notes due 2009 – Investment Account

55,392

25,760

10¼% Senior Notes due 2007 – Investment Account

81,104

-


188,806

154,989

Non-current portion





13¾% Senior Notes due 2010 – Investment Account

-

50,541

131/8% Senior Notes due 2009 – Investment Account

25,765

-

13½% Senior Notes due 2009 – Investment Account

27,282

-


53,047

50,541


241,853

205,530

In June 1999, the Company deposited USD 24,770 and EUR 26,281 (PLN 205,698 at the exchange rate in effect on that date) in an “Investment Account” with the trustee for its 131/8% Senior Notes due 2009 (the “1999 Dollar Notes”) and 13½% Senior Notes due 2009 (the “1999 Euro Notes”, and together with 1999 Dollar Notes, the “1999 Notes”). All amounts are invested in US Treasury Notes and German Government Treasury Notes bearing fixed interest rates ranging from 3% to 8.75% and only may be used to satisfy the Company’s interest payments of the 1999 Notes.  The US Treasury Notes and German Government Treasury Notes expire in six month increments set to coincide with the interest payment dates established under the terms of the 1999 Notes. 

In June 2000, the Company deposited EUR 52,400 (PLN 219,902 at the exchange rate in effect on that date) in an “Investment Account” with the trustee for its 13¾% Senior Notes due 2010 (the”2000 Notes”). All amounts are invested in German Government Treasury Notes bearing fixed interest rates ranging from 4.5% to 5.0% and only may be use to satisfy the Company’s interest payments on the 2000 Notes The German Government Treasury Notes expire in six month increments set to coincide with the interest payment dates established under the terms of the 2000 Notes. 

5. Fixed Assets and Network under Construction


December 31,







December 31,

Assets at Adjusted Cost
1999

Additions

Transfers

Disposals

2000


(PLN)

(PLN)

(PLN)

(PLN)

(PLN)












Buildings

72,665

-

15,357

(1,716)

86,306

Land

612

-

-

-

612

Long term ground lease

5,400

-

-

-

5,400

Transmission network 

708,472

-

302,801

-

1,011,273

Switching system

481,515

-

157,865

-

639,380

Base stations (Uni-Net)

12,289

-

-

-

12,289

Machinery and equipment

35,868

38,172

-

(5,474)

68,566

Office furniture and equipment

39,903

44,859

-

(385)

84,377

Vehicles

15,002

9,313

-

(4,990)

19,325


1,371,726

92,344

476,023

(12,565)

1,927,528

Network under construction

528,697

620,940

(476,023)

-

673,614


1,900,423

713,284

-

(12,565)

2,601,142

Accumulated Depreciation
December 31,
1999

Depreciation
Expense

Disposals

December 31,
2000


(PLN)

(PLN)

(PLN)

(PLN)










Buildings

2,427

3,149

(140)

5,436

Land

-

-

-

-

Long term ground lease

112

55

-

167

Transmission network

30,165

64,917

-

95,082

Switching system

53,614

42,500

-

96,114

Base stations (Uni-Net)

8,088

2,068

-

10,156

Machinery and equipment

6,820

6,772

(2,136)

11,456

Office furniture and equipment

21,956

6,173

(117)

28,012

Vehicles

7,144

4,845

(2,097)

9,892


130,326

130,479

(4,490)

256,315

Net Book Value
December 31,
1999

December 31,
2000


(PLN)

(PLN)

Buildings 

70,238

80,870

Land

612

612

Long term ground lease

5,288

5,233

Transmission network

678,307

916,191

Switching system

427,901

543,266

Base stations (Uni-Net)

4,201

2,133

Machinery and equipment

29,048

57,110

Office furniture and equipment

17,947

56,365

Vehicles

7,858

9,433


1,241,400

1,671,213

Network under construction

528,697

673,614


1,770,097

2,344,827

Overhead costs directly attributable to the acquisition or construction of assets amounting to PLN 27,533, PLN 29,238 and PLN 27,376 and financial costs of PLN 23,405, PLN 127,868 and PLN 27,135 were capitalized to network under construction during the years ended December 31, 1998, 1999 and 2000, respectively. The capitalization rate used to determine the amount of financial costs that were eligible for capitalization was based upon the Company’s effective borrowing rates of 8.14%, 9.25% and 9.29% for the years ended December 31, 1998, 1999 and 2000, respectively.

6. Licenses

Certain subsidiaries of the Company hold fixed term licenses for the installation and operation of local telecommunication networks on a non-exclusive basis in specified areas throughout Poland. Each license holder is obligated to provide public telecommunications services through its network for local traffic and through interconnection with the international networks of Telekomunikacja Polska S.A. for international traffic. The domestic long distance traffic is carried through the network of Netia 1 or Telekomunikacja Polska S.A. in areas where Netia 1 does not have its own network. The terms of interconnection in each license area are negotiated separately subject to guidelines established by the MOC. 

The table below presents the movements of the asset recorded in relation to the value of licenses obtained.

Gross book value
December 31,
1999

Effect of implementation of IAS 38 (1)

Effect of payment deferral (2)

Additions

December 31, 
2000


(PLN)

(PLN)

(PLN)

(PLN)

(PLN)












Local telecommunication licenses

332,953

(36,111)

(63,426)

428,057

661,473

Datacom and internet licenses

3,767

-

-

3,650

7,417

Domestic long distance licenses

-

-

-

114,854

114,854


336,720

(36,111)

(63,426)

546,561

783,744












Accumulated amortization
December 31,
1999

Effect of implementation of IAS 38 (1)

Amortization
Expense

December 31, 
2000


(PLN)

(PLN)

(PLN)

(PLN)










Local telecommunication licenses

21,414

(2,341)

21,226

40,299

Datacom and internet licenses

-

-

-

-

Domestic long distance licenses

-

-

2,582

2,582


21,414

(2,341)

23,808

42,881










Net book value






December 31,
1999

December 31, 
2000








(PLN)

(PLN)












Local telecommunication licenses







311,539

621,174

Datacom and internet licenses







3,767

7,417

Domestic long distance licenses







-

112,272








315,306

740,863












(1)
In accordance with the requirements of IAS 38 “Intangible assets”, the Company has recorded an adjustment to the nominal cost of licenses to reflect their net present values. In relation to the adjustment made to the asset, the liabilities relating to the licenses obtained prior to January 1, 2000 were decreased by PLN 25,484 and the cumulative effect on the prior years result was PLN 8,286 and it has been recorded in the statement of operations for the current period in accordance with the allowed alternative treatment under IAS 8 “Net Profit or Loss for the Period, Fundamental Errors and Changes in Accounting Policies”. 

(2)
The Company was notified by the MOC that, effective December 29, 2000, certain of its license obligations would be deferred until 2010. As a result, the Company reduced the amount of its intangible assets and the corresponding license obligations by PLN 63,426 based on the present value of these obligations. 

The table below presents the reconciliation between the nominal terms and the present value of license liabilities as at December 31, 2000.




Local Telecommu-nication licenses

Domestic Long Distance license

Total




(PLN)

(PLN)

(PLN)

Not later than 1 year 



126,974

3,854

130,828

Later than 1 year and not later than 5 years



56,962

15,417

72,379

Later than five years



168,299

-

168,299

Nominal value of outstanding payments



352,235

19,271

371,506

Future interest charges on license liabilities



(106,801)

(3,077)

(109,878)

Present value of license liabilities, of which:



245,434

16,194

261,628










Short term license liabilities



108,180

2,701

110,881

Long term license liabilities



137,254

13,493

150,747




245,434

16,194

261,628

Local Telecommunication licenses

In March 1998, Netia Telekom Silesia S.A. (“Silesia”) and Netia Telekom Telmedia S.A. (“Telmedia”), subsidiaries of the Company, obtained five fixed-term licenses for the installation and operation of local telecommunication networks on a non-exclusive basis in specified areas of Poland. Under the revised terms of the licenses, the Company is required to pay for the licenses over the next ten years.

In June 2000, Netia Telekom Mazowsze S.A. obtained a license for the provision of telecommunication services within the city of Warsaw. The license is non-exclusive and valid for 15 years. The net present value of the license was EUR 98,700 (PLN 415,281 at the exchange rate at the date of the transaction). Total additions to the value of the license of PLN 428,057 also include PLN 12,774 of interest capitalized before the related network became operational. A portion of the license liability amounting to EUR 11,126 (PLN 46,812 at the exchange rate at the date of the transaction) was paid on June 30, 2000 and EUR 42,087 (PLN 160,961 at the exchange rate at the date of the transaction) was paid on November 30, 2000. 

Datacom and Internet licenses

In April 1999, Netia Network S.A., a 49% owned subsidiary of the Company, obtained a data communications license covering the entire territory of Poland. The cost of the license was EUR 872 (PLN 3,767 at the exchange rate on the date of the grant) and was paid for during the year. Additionally, costs directly attributable to preparing the licenses for its intended use of PLN 3,650 were capitalized to the value of license during the year ended December 31, 2000.

In July 1999, Netia Telekom S.A. obtained an internet provider license for a nominal fee. This license covers the entire territory of Poland.

Domestic long distance license

In May 2000, Netia 1 Sp. z o.o. (“Netia 1”), a 38% owned subsidiary of the Company over which the Company exercises effective control, was granted a domestic long distance license. The license covers the entire territory of Poland and enables Netia 1 to provide inter-city telecommunication services, on a non-exclusive basis, for 15 years. The net present value of the license was EUR 28,574 (PLN 114,249 at the exchange rate at the date of the transaction). Total additions to the value of license of PLN 114,854 also include PLN 605 of interest capitalized before the related network became operational. A portion of the license liability amounting to EUR 24,642 (PLN 100,577 at the exchange rate at the date of the transaction) was paid by May 25, 2000.

License requirements

The Company is required by the terms of its licenses to meet annual connected capacity milestones, as measured at the end of each year, subject to demand in each of the respective areas. The Company had not met these milestones for all of its licenses as at December 31, 2000. In the event these licenses are revoked, the effect on the Company, including the value of related network assets and its ability to continue its operations, would be significant. Effective December 31, 1997, the MOC confirmed to the Company that it did not intend to take any action as a consequence of the failure to meet the annual milestones through December 31, 1997.  Taking into account past governmental practice, the market conditions in Poland and the uncertain nature of the possible sanctions and the related regulatory process, in the opinion of management, the likelihood that the failure to meet these build out milestones will have a material adverse impact on the financial position of the Company is remote. 

On January 1, 2001, a new Telecommunications Act (the “NTA”) became effective in Poland.  Pursuant to the NTA, all of the Company’s existing licenses will be changed into permits through an administrative process.  The management of the Company believes that it is possible that the permits to be issued under the NTA may not incorporate the build-out milestones described above.  Additionally, the NTA allows government regulators, beginning on January 1, 2002, to issue new permits to existing telecommunication providers or providers who seek to enter the Polish market, for an administrative fee that may be significant lower than the license fee previously charged by the MOC.  

7. Goodwill


December 31,
1999

Increases

Amortization expense

December 31,
2000


(PLN)

(PLN)

(PLN)

(PLN)










Goodwill 

285,469

56

-

285,525

Less accumulated amortization

(27,287)

-

(25,927)

(53,214)


258,182

56

(25,927)

232,311

During 1999 goodwill was recorded primarily as a result of a non-cash transaction pursuant to which Telia exchanged its shares in Netia Telekom and Netia South for 3,727,340 shares (not in thousands) of the Company’s shares. The fair value of the shares received for this transaction was PLN 241,907.  The Company recorded this amount as goodwill and amortizes it over a period of thirteen years, which was the unutilized period of the related telecommunication licenses. 

8. Deferred Financing Costs


December 31,
1999

Increase

Decrease

Amortization
Expense

December 31, 
2000


(PLN)

(PLN)

(PLN)

(PLN)

(PLN)












Bank charges, underwriting costs and commissions

93,126

21,772

-

-

114,898

Legal and professional costs

25,619

11,742

(3,945)

-

33,416


118,745

33,514

(3,945)

-

148,314

Accumulated amortization

(26,779)

-

-

(13,890)

(40,669)


91,966

33,514

(3,945)

(13,890)

107,645












In connection with the issuance of the 2000 Notes in June 2000, the Company incurred PLN 21,772 of underwriting and PLN 11,742 of legal and professional costs.  These costs have been included in the deferred financing costs and are being amortized over a period of 10 years (which is equal to the maturity of the 2000 Notes).

In connection with the issuance of 1999 Notes in June 1999, the Company incurred PLN 22,331 of underwriting and PLN 11,675 of legal and professional costs.  These costs have been included in the deferred financing costs and are being amortized over a period of 10 years (which is equal to the maturity of both tranches of the 1999 Notes).

In May 2000, Netia South, a 100% owned subsidiary of the Company repaid a loan from Chase Manhattan Bank (the "Chase Construction Loan") amounting to USD 8,000 and DEM 6,500. The Chase Construction Loan was originally to be repaid in January 2001. The deferred financing costs, which were being written off over the period ending in January 2001, were expensed on the day of the repayment.

The total amortization of deferred financing costs was PLN 14,019, PLN 11,354 and PLN 13,890 in the years ended December 31, 1998, 1999 and 2000, respectively. PLN 4,740, PLN 4,551 and PLN 958 was capitalized as a cost of constructing the network in the years ended December 31, 1998, 1999 and 2000, respectively.

9. Computer software costs


December 31,
1999

Increase

Transfers

Amortization
Expense

December 31, 
2000


(PLN)

(PLN)

(PLN)

(PLN)

(PLN)












Assets at adjusted cost











Gross book value

36,464

1,073

3,391

-

40,928

Capital work in progress

3,051

35,712

(3,391)

-

35,372


39,515

36,785

-

-

76,300

Accumulated amortization

(13,192)

-

-

(1,837)

(15,029)

Net book value
26,323

36,785

-

(1,837)

61,271












10. Accruals and other


December 31,
1999

December 31,
2000


(PLN)

(PLN)






Accrued interest on Senior Notes and Chase Construction Loan

19,030

27,156

Construction costs accrued 

12,523

25,512

Government payables

6,134

6,035

Interconnection charges accrued

395

6,025

Unutilized holiday accrual

3,043

4,157

Employees bonuses accrued

-

2,609

Refundable customer deposits

1,499

242

Other payables

1,157

7,309


43,781

79,045

11. Long term debt




December 31,
1999

December 31,
2000




(PLN)

(PLN)








10¼% Senior Notes due 2007



829,660

828,640

11¼% Senior Discount Notes due 2007



660,938

734,390

11% Senior Discount Notes due 2007



364,801

374,381

13½% Senior Notes due 2009



414,830

414,320

131/8%Senior Notes due 2009



416,890

385,440

13¾% Senior Notes due 2010



-

770,880

Other



62,976

1,574




2,750,095

3,509,625

Interest rates of virtually all categories of long term debt outstanding both as at December 31, 1999 and December 31, 2000 are fixed. 

The 1997 Notes

In November 1997, Netia Holdings B.V., a 100% owned subsidiary of the Company, issued and sold aggregate principal amount of USD 200,000 10¼% Senior Notes due 2007 (the “1997 Dollar Notes”), USD 193,550 11¼% Senior Discount Notes due 2007 (the “1997 Dollar Discount Notes”) and DM 207,062 11% Senior Discount Notes due 2007 (the “1997 DM Discount Notes”, and, together with the 1997 Dollar Notes and 1997 Dollar Discount Notes, the “1997 Notes”). The 1997 Notes are fully and unconditionally guaranteed by, and only by, the Company. The 1997 Notes mature on November 15, 2007.  The 1997 Notes will be redeemable at the Company’s option after November 1, 2002 in whole or in part at premiums not exceeding 105.625% of their principal amount. 

The 1997 Dollar Discount Notes and the 1997 DM Discount Notes were issued at a discount to reflect interest for the first four years in the amounts of USD 68,546 (PLN 239,156 at the exchange rate in effect on that date) and DM 72,062 (PLN 145,781 at the exchange rate in effect on that date), respectively.  The discounts are amortized to interest expense over the four year period they cover.  The related interest expense in the years ended December 31, 1998, 1999 and 2000 was for the 1997 DM Discount Notes DM 15,910 (PLN 31,742 at the exchange rate in effect on that date), DM 17,751 (PLN 38,464 at the exchange rate in effect on that date) and DM 18,827 (PLN 38,527), respectively, and for the 1997 Dollar Discount Notes USD 15,090 (PLN 52,860 at the exchange rate in effect on that date), USD 16,878 (PLN 67,667 at the exchange rate in effect on that date) and USD 17,924 (PLN 78,119), respectively.  After the initial four year period is completed, interest will accrue and be payable in full each six months over the remaining term of these notes.

On July 31, 2000, Netia Telekom and Netia South two wholly owned subsidiaries of the Company, entered into a cross-currency swap transaction with Chase Manhattan Bank. Under the terms of the transaction, the two subsidiaries will swap interest coupon payments on USD 200,000 aggregate amount of 10.25% 1997 Dollar Notes for coupon payments on PLN 430,000 aggregate principal amount of 12.74% notes and PLN 430,900 aggregate principal amount of 12.775% notes. The coupons will be swapped during the period commencing on May 1, 2001 and terminating on November 1, 2005. As at December 31, 2000 the estimated amount of determinable future cash flows associated with this transaction (mark to market value) was negative PLN 29,575 (at the exchange rate in effect at December 31, 2000).

The 1999 Notes
On June 3, 1999 Netia Holdings II B.V., a 100% owned subsidiary of the Company issued an aggregate principal amount of EUR 100,000 1999 Euro Notes and an aggregate principal amount of USD 100,000 1999 Dollar Notes. The 1999 Notes are fully and unconditionally guaranteed by, and only by, the Company. 1999 Notes mature on June 15, 2009. After June 15, 2004 the Company may at its option purchase a part or all of 1999 Notes for a price ranging from 100.00% to 106.75% of the respective notes value. The 1999 Euro Notes and the 1999 Dollar Notes bear interest of 13.5% and 13.125% per annum, respectively. Interest is payable in six-month installments with payments starting on December 15, 1999.  The related interest expense in the years ended December 31, 1999 and 2000 was, for the 1999 Euro Notes EUR 7,312 (PLN 31,127 at the exchange rate in effect on that date) and EUR 13,500 (PLN 53,966), respectively, and, for 1999 Dollar Notes USD 7,109 (PLN 29,052 at the exchange rate in effect on that date) and USD 13,125 (PLN 57,254), respectively.

The 2000 Notes

On June 2, 2000, Netia Holdings II B.V., a wholly-owned subsidiary of the Company, issued EUR 200,000 (PLN 839,320 at the exchange rate at the date of the transaction) aggregate principal amount of 2000 Notes. The 2000 Notes are fully and unconditionally guaranteed by, and only by, the Company. The 2000 Notes mature on June 15, 2010. After June 15, 2005 the Company may at its option purchase a part or all of the notes for a price ranging from 100.00% to 106.875% of the notes face value. The 2000 Notes bear interest at 13.750% per annum. Interest is payable in six-month installments beginning on December 15, 2000. The related interest expense in 2000 was EUR 14,896 (PLN 58,926). In accordance with the terms and conditions of the issue, the first four interest payments have been pre-funded by investment of EUR 52.4 million (PLN 219,902 at the exchange rate at the date of the transaction) in highly rated foreign government securities deposited in an investment account with the trustee for the issue.

Long Term Debt repayment schedule


December 31,
1999

December 31,
2000


(PLN)

(PLN)






Due in 2000

685

-

Due in 2001

49,519

-

Due in 2002

2,496

1,574

Due in 2003

9,482

-

Due in 2004

-

-

Due in 2005

-

-

Due in 2006 and thereafter

2,688,598

3,508,051


2,750,780

3,509,625

The weighted average effective interest rates at the balance sheet date were as follows:




December 31,
1999

December 31,
2000















10¼% Senior Notes due 2007



10.250%

10.250%

11¼% Senior Discount Notes due 2007



11.454%

11.492%

11% Senior Discount Notes due 2007



11.196%

11.232%

13½% Senior Notes due 2009



13.125%

13.125%

131/8%Senior Notes due 2009



13.500%

13.500%

13¾% Senior Notes due 2010



13.750%

13.750%

Other



8.750%

8.370%

12. Corporate Income Tax


Year ended


December 31,

December 31,

December 31,


1998

1999

2000


(PLN)

(PLN)

(PLN)

 






Provision for income taxes:






Current

(943)

(1,328)

(2,514)

Deferred

(7,859)

10,974

-

Income tax (charge) / benefit
(8,802)

9,646

(2,514)


Year ended


December 31,

December 31,

December 31,


1998

1999

2000


(PLN)

(PLN)

(PLN)

 






Tax benefit at Polish Statutory tax rate

83,537

136,853

106,665

Increase / (decrease) in tax benefits:







Tax loss carry forward not expected to be utilized

(82,853)

(48,037)

(76,433)

Non taxable / (deductible) items

(9,948)

(86,518)

(41,348)

Effect of enacted future rate changes on deferred taxation

462

7,348

8,602

Effective tax (charge) / benefit

(8,802)

9,646

(2,514)

The deferred tax assets/(liabilities) are composed of the following:





December 31,
1999

December 31,
2000


(PLN)

(PLN)

Deferred tax asset




Interest and foreign exchange differences

79,782

51,563

Accruals

6,020

13,368

Depreciation and amortization

5,688

4,236

Tax loss carry forwards

137,638

205,469


229,128

274,636

Deferred tax liability




Prepayments

(6,612)

(3,332)


(6,612)

(3,332)






Net deferred tax asset

222,516

271,304

Valuation allowance

(222,516)

(271,304)

Net deferred tax asset/(liability) 

-

-

The valuation allowance relates to deferred tax assets, which are expected to expire before they are available for uses.

The corporate income tax rate in Poland for 1998, 1999 and 2000 was 36%, 34% and 30%, respectively.

The Polish tax system does not provide for grouping of tax losses for multiple legal entities under common control, such as those of the Company. Thus, each of the Company’s subsidiaries may only utilize its own tax losses to offset taxable income in subsequent years.  Until 1999, utilization of tax losses was limited to one-third of the tax loss in each of the three subsequent years. Losses not used cannot be carried forward to subsequent years. Losses are not indexed to inflation. Deferred tax assets related to these losses have been reserved for.  Tax losses incurred in 1999 and subsequent years will be permitted to be utilized over five years with a 50% utilization restriction per annum.

The net non-deductible items of PLN 9,948, PLN 86,518 and PLN 41,348 for the years ended December 31, 1998, 1999 and 2000, respectively, primarily relate to unrealized foreign exchange losses and accrued interest.

Neither the Company nor any of its subsidiaries have been subject to audit by the tax authorities in respect of the corporate income tax through December 31, 2000. There is no procedure for final agreement of tax assessments in Poland.  The tax and fiscal authorities may examine the accounting records up to five years after the end of the year to which they relate.  Consequently, the Company may be subject to additional tax liabilities, which might arise as a result of such an audit.  However, management is not aware of any significant unaccrued potential tax liabilities, which might arise in these circumstances. 

As at December 31, 2000, based on returns filed or expected returns, the Company and its subsidiaries have available the following income tax loss carry forwards for income tax reporting purposes (in nominal amounts):

Available for use in:

2001

2002

2003

2004

2005

Total


(PLN)

(PLN)

(PLN)

(PLN)

(PLN)

(PLN)














Netia Holdings S.A.
26,195

25,856

25,856

25,856

21,741

125,504

Available for use in:

2001

2002

2003

2004

2005

Total


(PLN)

(PLN)

(PLN)

(PLN)

(PLN)

(PLN)














Subsidiaries
180,372

106,983

106,983

106,983

58,073

559,394

13. Shareholders’ Equity

Shareholders’ Rights (not in thousands)

The Company’s capital stock consists of ordinary shares. Each ordinary share has one vote at shareholders' meetings and the holder of 1,000 class “A1” common shares has the right to nominate one member of the Supervisory Board. The Management Board is elected on the basis of a majority of votes of the Supervisory Board.

Share capital, share premium and treasury shares


Number of shares authorized and issued (not in thousands)

Share capital

Share premium

Treasury shares

Total 




(PLN)

(PLN)

(PLN)

(PLN)












At December 31, 1998

10,391,371

77,117

188,571

-

265,688

Issue of shares, net of related costs 










Telia Exchange Option (i) 

3,727,340

22,364

219,543

-

241,907

Telia Incentive Option (i) 

1,447,168

8,683

85,240

-

93,923

Telia Capital Increase (ii) 

2,597,402

15,585

180,013

-

195,598

Warburg Transaction (iii) 

2,597,403

15,585

170,014

-

185,599

Initial Public Offering (iv) 

5,500,000

33,000

432,459

-

465,459












Stock Options

233,488

1,401

-

(1,401)

-

At December 31, 1999

26,494,172

173,735

1,275,840

(1,401)

1,448,174












Issue of shares, net of related costs 










Warsaw Stock Exchange (v) 

3,375,000

20,250

328,519

-

348,769

NASDAQ Secondary Offering (vi) 

1,125,000

6,750

109,506

-

116,256












Stock Options (vii)

425,000

2,550

-

(2,550)

-












Employee stock subscriptions and stock option exercises

-

-

-

340

340












At December 31, 2000

31,419,172

203,285

1,713,865

(3,611)

1,913,539

Issuance of shares 

(i) In March 1999, Telia exchanged its shares in Netia Telekom and Netia South for 3,727,340 shares (not in thousands) of the Company’s ordinary shares with a par value of PLN 22,364.  The fair value of the shares received by the Company in this transaction was PLN 241,907.  The Company has recorded this amount as goodwill. Additionally, Telia exercised its option to acquire for cash an additional 1,447,168 of the Company’s ordinary shares (not in thousands) with a par value of PLN 8,683 for PLN 93,923.

(ii) In May 1999, the Company issued 2,597,402 ordinary shares (not in thousands) at PLN equivalent of USD 19.25 per share. The issue was registered by the Polish Commercial Court on June 24, 1999. Telia purchased 2,575,847 of the ordinary shares (not in thousands) from this issue.

(iii) In July 1999, the Company issued 2,597,403 ordinary shares (not in thousands) at PLN equivalent of USD 19.25 per share to Warburg Netia Holding Ltd., an affiliate of E.M. Warburg Pincus.

(iv) In August 1999, the Company issued 5,500,000 ADSs (not in thousands) each evidencing one ordinary share at USD 22.00 per ADS in a registered public offering.

(v) In June 2000, the Company issued 1,125,000 ordinary shares (not in thousands) to the public in Poland in a registered public offering on the Warsaw Stock Exchange. 1,075,000 ordinary shares (not in thousands) were issued at PLN 110 per share and 50,000 ordinary shares (not in thousands) were sold to employees at a 30% discount, i.e. PLN 77 per share. Along with this offering, the Company issued 2,250,000 ordinary shares (not in thousands) at PLN 107.25 per share, which were purchased by Telia during this offering.

(vi) In June 2000, the Company issued 1,125,000 ADSs (not in thousands) each evidencing one ordinary share at USD 25 per ADS in a registered public offering. 

(vii) In June 2000, the Company issued 425,000 treasury shares (not in thousands) at PLN 6 per share for the Netia Performance Stock Option Plan. This issuance was taken by CDM PeKaO S.A. (“Pekao”) as depositary. The Company also transferred 233,488 existing treasury shares (not in thousands) to Pekao to satisfy obligations under employee option schemes

Telia Purchase

In addition to the transactions described above, on July 4, 2000 Telia purchased 4,900,000 of the Company's ordinary shares (not in thousands) from four existing significant shareholders of the Company for USD 35 per share.

Major shareholders of the Company’s common shares are as follows:


December 31, 1999

December 31, 2000


No. of shares
% of share capital

No. of shares
% of share capital








Telia
7,756,355
29.28

14,951,355
47.59

The Bank of New York
5,500,000
20.76

7,604,224
24.20

Warburg Pincus
2,597,403
9.80

2,923,685
9.31

Shares held by public and other shareholders
10,640,414
40.16

5,939,908
18.90


26,494,172
100.00

31,419,172
100.00

The Bank of New York is the depositary for ordinary shares that are traded on NASDAQ in the form of ADSs.

Stock Options (number of shares not in thousands)

Movements in the number of share options outstanding are as follows:

Options


December 31, 1999

December 31, 2000








At beginning of year



-

302,416

Granted



302,416

532,775

Exercised



-

(10,414)

Forfeited/ expired



-

(24,204)

At end of year



302,416

800,573

During the years ended December 31, 1999 and 2000 the Company granted options to purchase 233,488 and 425,000 shares, respectively, under the Netia Performance Stock Option Plan. These ordinary shares are held by Pekao as depositary and are accounted for as treasury shares until the options are exercised. The vesting period for the options ranges from the date of grant to two years from the date of grant or upon achieving certain specified conditions. The options are exercisable for up to four years. The majority of the options are exercisable only if the market price of the Company’s shares as at the date of exercise exceeds the exercise price (as stated in the table below) by at least 20%. As of December 31, 1999 and 2000 the total number of vested options was 88,233 and 438,094, respectively.

Share options outstanding at the end of the year have the following terms:

Expiry date
Exercise price

December 31, 1999

December 31, 2000








2001
15.75-22.00

57,092

66,713

2002
12.38-27.60

103,803

179,180

2003
15.75-26.40

141,521

397,680

2004
19.25-23.00

-

157,000




302,416

800,573

14. Minority interest


December 31,
1999

December 31,
2000


(PLN)

(PLN)






At beginning of the year

6,250

998

Contributions from Minority Interest

-

77,331

Effect of Telia Exchange Option (See Note 7) 

(107,191)

-

Incorporation of 100% loss of subsidiaries

101,028

-

Share of net profit  of subsidiaries 

911

3,981

At end of the year

998

82,310

In April 2000, Netia 1 called for a capital increase. All shareholders have contributed PLN 124,740 of which PLN 77,331 was contributed by shareholders other than the Company or its subsidiaries.

15. Other Operating Expenses


Year ended


December 31,

 December 31,

December 31,


1998

1999

2000


(PLN)

(PLN)

(PLN)








Salaries and benefits

39,219

67,866

99,845

Social security costs

15,852

12,549

19,221

Legal and financial services

19,409

18,018

45,945

Cost of rented lines

2,977

4,115

30,756

Sales and marketing expenses

13,003

23,338

29,754

Office and car maintenance

8,328

10,889

10,474

Bad debt expense

3,832

12,858

13,016

Travel and accommodation

2,252

5,499

7,385

Other operating costs including services provided by shareholders (See Note 19)

19,445

35,426

30,543


124,317

190,558

286,939

The average number of persons employed by the Company was 866, 1,059 and 1,418, during the years ended December 31, 1998, 1999 and 2000, respectively.

16. Financial Expense, Net


Year ended


December 31,

 December 31,

December 31,


1998

1999

2000


(PLN)

(PLN)

(PLN)








Interest income

51,652

52,051

80,784

Foreign exchange gains

53,634

145,560

193,305

Interest expense

(148,342)

(209,883)

(380,928)

Foreign exchange losses

(98,935)

(273,499)

(74,965)

Guarantee costs

(1,614)

-

-

Amortization of deferred financing costs (Note 8)

(7,991)

(6,803)

(12,932)

Write off of loan origination fees (Note 8)

-

-

(3,945)


(151,596)

(292,574)

(198,681)

17. Loss per share

Basic:

Loss per share has been calculated based on the net loss for each period divided by the weighted average number of shares in issue during the year.


Year ended


December 31,

 December 31,

December 31,


1998

1999

2000















Net loss

(205,495)

(418,931)

(362,046)

Weighted average number of shares in issue (not in thousands) 

10,391,371

18,633,297

28,728,709

Basic loss per share (not in thousands)

(19.78)

(22.48)

(12.60)

Diluted: 

No diluted losses per share were computed in the years ended December 31, 1998, 1999 and 2000 as the effect of the Netia Performance Stock Option Plan and options granted to Galopus Co. Ltd. (“Galopus”) and Telia were anti-dilutive during these periods, if applicable. 

18. Segmental Reporting

The following tables contain segment information for the Company’s telecommunications business and other business (primarily radio communications services and sales of equipment through Uni-Net).





Year ended







December 31,
December 31,

December 31,






1998


1999


2000


(PLN)
(PLN)
(PLN)

Revenue

Telecommunications


96,435

217,711

395,225

Other


23,945

31,386

47,522







120,380

249,097

442,747

Operating Expenses

Telecommunications


(176,847)

(356,668)

(555,966)

Other



(22,835)

(26,971)

(43,312)








(199,682)

(383,639)

(599,278)

 (Loss) / income from operations

Telecommunications


(80,412)

(138,957)

(160,741)

Other



1,110

4,415

4,210








(79,302)

(134,542)

(156,531)

Net (loss) / income

Telecommunications


(206,449)

(421,111)

(365,151)

Other


 
954

2,180

3,105







(205,495)

(418,931)

(362,046)

Total capital expenditures

Telecommunications


477,919

762,126

1,116,501

Other



2,400

2,698

341







480,319

764,824

1,116,842

Total depreciation charges

Telecommunications


33,672

66,270

128,254

Other



1,887

1,939

2,225







35,559

68,209

130,479

Total amortization charges

Telecommunications


5,481

50,954

49,231

Other



-

-

-







5,481

50,954

49,231

Other non-cash (income) / expense

Telecommunications


83,024

138,646

21,127

Other



1,259

1,392

413







84,283

140,038

21,540

Segment assets - before

 accumulated depreciation and amortization

Telecommunications


2,131,691

4,121,560

5,367,001

Other



24,338

31,628

33,742







2,156,029

4,153,188 

5,400,743

Segment assets, net

Telecommunications


2,066,792

3,940,900


5,013,011

Other



15,883

20,296

20,293







2,082,675

3,961,196

5,033,304

Segment liabilities

Telecommunications


2,147,182

3,265,167

4,155,753

Other



15,706

17,939

14,830







2,162,888

3,283,106

4,170,583

All operations and revenues are derived and conducted within Poland.

There are no sales or other transactions between the business segments apart from loans granted to other business segment and related financial costs. Segment assets consist primarily of property, plant and equipment, intangible assets, inventories, receivables and cash. Segment liabilities comprise long- and short-term liabilities. Capital expenditure comprises cash payments resulting from purchases of property, plant and equipment and intangible assets.

19. Related party transactions

There were no balances with related parties outstanding as at December 31, 2000. The following table details payable balances with related parties as at December 31, 1999:


(PLN)




Telia and Telia Swedtel

286

Galopus

3,395

Dankner Investment Ltd.

411

Goldman Sachs Capital Partners

594


4,686

 Transactions with related parties

Telia and Telia Swedtel
At December 31, 1998, Telia held a 25% interest in Netia South and a 25.4% interest in Netia Telekom (Notes 7 and 13). On March 17, 1999, Telia exchanged its interests in Netia Telekom and Netia South for ordinary shares constituting a 26.4% of the outstanding equity of the Company at that time. 

On June 2, 1998, loans from Telia amounting to PLN 14,609 were converted into equity in Netia South.

Telia Swedtel is a subsidiary of Telia. Transactions with Telia Swedtel include telecommunication technical services for Netia Telekom and Silesia.  The amounts paid to Telia Swedtel for the year ended December 31, 1998, 1999 and 2000 were PLN 7,678, PLN 1,622 and PLN 438, respectively.  A portion of these costs is capitalized as a cost of constructing the network. The remainder is included in other operating expense.  

Galopus / Baclavia
On September 13, 1996, the Company executed a consultancy agreement with Galopus, a company wholly owned by the Company’s president (who resigned as of January 1, 2001). This agreement was replaced in 2000 by an agreement with Baclavia Co. Ltd. based on the same terms as the original agreement. Under these agreements, Galopus received a one time retention fee of PLN 201 and subsequent consulting fees and was eligible for an annual bonus based on the number of subscribers connected in each year, provided the Company met its targets.  Galopus received PLN 893, PLN 2,136 and PLN 2,151 for consulting services and bonuses during the years ended December 31, 1998, 1999 and 2000, respectively.

The Company and Galopus also entered into a Stock Appreciation Agreement (the “Appreciation Agreement”) pursuant to which Galopus was entitled to receive certain compensation based upon the appreciation in value of the Company’s ordinary shares.  As a result of the equity issues during the year ended December 31, 1999, the Company recognized compensation expense of PLN 12,866 relating to the Appreciation Agreement. In connection with the Appreciation Agreement, the Company also entered into a new Stock Incentive Option Agreement (the “Incentive Agreement”) with Galopus. On the basis of the Incentive Agreement, Galopus elected to receive 75% of its compensation in cash and to convert the remaining 25% of this entitlement into 50,022 ordinary shares (not in thousands) of the Company based on a subscription price of USD 16.3625 per share. Galopus received these 50,022 shares (not in thousands) during the year ended December 31, 2000. 

Goldman Sachs, Shamrock/Trefoil and Dankner
Until July 2000, Shamrock Holdings Inc., Trefoil Capital Investors LP, Dankner Investments Limited and certain entities affiliated with Goldman Sachs Capital Partners LP were significant shareholders of the Company. Transactions with these parties included management, consulting and guarantee fees of PLN 5,664, 2,782, and 455 for the years ended December 31, 1998, 1999 and 2000, respectively.

Board Remuneration and consulting agreements

Compensation and other costs associated with members of the Company’s various management boards during the year ended December 31, 1998, 1999 and 2000 amounted to PLN 6,400, PLN 12,097 and PLN 9,166 respectively.

The Company had consulting agreements with companies owned by its shareholders and members of the Supervisory Board.  The Company has paid PLN 3,191, PLN 2,651 and PLN 1,158 during the years ended December 31, 1998, 1999 and 2000, respectively, under these agreements. 

20. Commitments and Contingencies

As at December 31, 2000 and December 31, 1999 certain subsidiaries of the Company had commitments of USD 68,923 (PLN 285,561) and USD 46,821 (PLN 193,989), respectively, to construct telephone lines and additional network related assets in several regions of Poland. These commitments call for the completion of the construction over the next year.

The Company received a letter dated January 8, 1999 with a claim for USD 10,000 in connection with consulting services provided to the Company by an outside consultant. Management is of the opinion, having obtained legal advice, that this claim is at too early a stage to determine whether any liability with respect to this matter is likely to arise or to estimate the amount of this liability if it, in fact, were to arise.  Accordingly no liability has been recorded for this claim. The Company is defending a legal claim for USD 4,450 (including damages) brought in France also in connection with consulting services provided to the Company by an outside consultant. Management is of the opinion, having obtained legal advice that this claim is at too early a stage to determine whether any liability with respect to this matter is likely to arise.  Accordingly no liability has been recorded for this claim. 

In August and September 2000, the Company entered into certain agreements (the “Acquisition Agreements”) to acquire all of the outstanding equity of Millennium Communications S.A. (“Millennium”), a provider of telecommunications services to multi-tenant buildings in Warsaw, for a total consideration of between USD 10,800 and 20,200, based on Millennium’s financial performance through the end of 2001.  Following the execution of the Acquisition Agreements, the Company paid PLN 8,500 to Millennium in order to register shares to be transferred to the Company upon the consummation of the transaction and advanced EUR 2,936 (PLN 11,317 at December 31, 2000 exchange rate) to Millennium, with such amount to be repaid upon demand by the Company.  In December 2000, the Company initiated arbitration proceedings before the Arbitration Court in Warsaw, in response to the failure by Millennium and its shareholder to register the Company’s share ownership. The Company’s management believes that this matter will not have a material adverse effect on its business, financial condition or liquidity.

21. Financial Risk Management

Financial risk factors

The Company’s activities expose it to a variety of financial risks, including the effects of changes in debt and equity market prices, foreign currency exchange rates and interest rates. The Company’s overall risk management program focuses on the unpredictability of financial markets and seeks to minimize potential adverse effects on the financial performance of the Company. The Company uses derivative financial instruments such as cross-currency swap transactions to hedge certain exposures (See Note 11).

 (i)
Foreign exchange risk

The Company’s revenues and costs are predominately denominated in Polish Zloty, other than payments made under the construction contracts which are linked to the USD.  The majority of the Company’s borrowings (and related interest payments) and short term investments are denominated in USD, DEM and Euro.

 (ii)
Interest rate risk

Investments at December 31, 2000 were at variable interest rates.  Interest rates on borrowings are primarily fixed and are set out in Note 11.

(iii)
Credit risk

The Company has no significant concentrations of credit risk.  The Company has policies in place to ensure that sales of products and services are made to customers with an appropriate credit history.  Derivative counterparties and cash transactions are limited to high credit quality financial institutions. 

Fair value estimation

At December 31, 2000 the carrying amounts of cash and cash equivalents, short term securities, accounts receivable, accounts payable and accrued expenses, and investments approximated their fair values.  The net book value and fair value of the long term fixed rate debt at December 31, 2000 is PLN 3,508,051 and PLN 2,719,388, respectively. The fair value of the long term debt was determined using quoted market prices based on conditions existing at the balance sheet date.

22. Reconciliation to U.S. Generally Accepted Accounting Principles (US GAAP)


Year ended


December 31,

 December 31,

December 31,


1998

1999

2000


(PLN)

(PLN)

(PLN)








Net loss per IAS

(205,495)

(418,931)

(362,046)

Foreign exchange losses (1, 6)

(355)

(77,351)

(2,773)

Interest expense (1, 6)

504

(20,796)

19,087

Amortization of goodwill (4)

2,112

2,112

2,112

Amortization of license (6)

-

4,362

147

Stock Option Plan (2)

-

(4,123)

380

Employee Share Purchase (3)

-

-

(1,650)

Depreciation of US GAAP  fixed asset basis differences (1, 5) 

(1,369)

(2,764)

3,567

Cumulative effect on prior years of adopting SAB 101 (7) 

-

-

(48,361)

Deferred revenue (7) 

-

-

(2,857)

Other operating expenses (5)

(7,036)

(22,867)

-

Deferred taxes (8)

(2,981)

2,895

-

Minority interest (9)

257

-

537

Net loss per US GAAP

(214,363)

(537,463)

(391,857)








Basic and diluted loss per share per U.S. GAAP before cumulative effect on prior years of adopting SAB 101 (not in thousands)

-

-

(11.96)

Loss per share related to cumulative effect on prior years of adopting SAB 101 (not in thousands)

-

-

(1.68)

Basic and diluted loss per share per U.S. GAAP 
(not in thousands)

(20.63)

(28.84)

(13.64)







 December 31,

December 31,




1999

2000




(PLN)

(PLN)








Shareholders’ equity per IAS



677,092

780,411

Fixed assets, including depreciation (1, 5)



(57,502)

(24,933)

Amortization of goodwill (4)



4,224

6,336

Amortization of license (6)



4,362

4,509

Deferred taxes (1, 4, 5, 6)



-

-

Stock Option Plan (2)



(4,123)

(3,743)

Increase in equity related to Stock Option Plan (2)



4,123

3,743

Employee Share Purchase (3)



-

(1,650)

Increase in equity related to Employee Share Purchase (3)



-

1,650

Financial expense (4, 6)



(45,667)

(58,355)

Purchase of EBRD interest in Netia (4)



(14,756)

(14,756)

Increase in equity related to Incentive Stock Option (5)



42,216

42,216

Minority interest (1, 6)



-

537

Cumulative effect on prior years of adopting SAB 101 (7) 



-

(48,361)

Deferred revenue (7) 



-

(2,857)

Other operating expenses (5)



(31,662)

(31,662)

Shareholders’ equity per US GAAP



578,307

653,085








Changes in shareholders’ equity / (deficit) on a US GAAP basis 






Shareholders’ equity / (deficit) at beginning of year



(95,465)

578,307

Net loss



(537,463)

(391,857)

Issuance of shares, net of related costs



1,182,486

465,025

Employee stock subscriptions and stock option exercises



-

340

Increase in equity related to Incentive Stock Option (5) 



24,626

(380)

Increase in equity related to Stock Option Plan (2)



4,123

1,650

Shareholders’ equity at end of period



578,307

653,085

The following are descriptions of US GAAP reconciling items:

(1)  Under IAS, the Company capitalizes foreign exchange differences and net interest expense related to borrowings used to fund construction in progress. Under US GAAP, foreign exchange differences must be reflected in the statement of operations and are not subject to capitalization. Additionally, an interest rate is applied to the average construction in progress balance to obtain the amount of interest capitalized under US GAAP, which is limited to the total amount of interest expense incurred by the Company from all sources.

(2)  Under IAS, the issuance of share options granted to employees of the Company under the stock option plans is recorded when the options are exercised. For US GAAP purposes, the cost relating to these options (estimated using the intrinsic value method in accordance with APB opinion No. 25, "Accounting for Stock Issued to Employees") is recognized in the statements of operations in the period from the grant date to the vesting date for each option.

(3)  Under IAS, the discount on shares sold to employees is not recognized as a compensation expense. For US GAAP purposes, the discount on shares sold to employees was recognized as compensation expense in the statements of operations in accordance with APB No. 25, “Accounting for Stock Issued to Employees”.

(4)  Under IAS, the Company recorded goodwill of PLN 21,104 in 1997 relating to the purchase of shares in Netia Telekom owned by the EBRD.  For US GAAP purposes, the original issuance of shares in 1996 to the EBRD and the subsequent purchase by the Company in September 1997 is treated as being linked to the loan provided by the EBRD.  However, during the period of the EBRD loan, any resultant incremental finance cost was not material.

On purchase of the EBRD’s shares in Netia Telekom by the Company in 1997, the excess paid by the Company over the amount originally paid for the shares by the EBRD in 1996 has been treated as a component of financial expense.  The balance of the amount paid by the Company (equivalent to the original issue price to the EBRD) has been charged to shareholders’ equity for US GAAP purposes.  Accordingly, the total amount of goodwill recorded under IAS has been reversed in the US GAAP reconciliation.

In 1998, 1999 and 2000 amortization of this goodwill for IAS purposes was PLN 2,112. For US GAAP purposes since this was considered a capital transaction, no amortization charge was recorded.  Amortization expense for 1997 was not considered material. 

(5)   Under IAS, the Incentive Stock Option issued in connection with the Operational Support and Supervision Agreements ("OSSA") entered into with Telia is not recognized until the Option is exercised.  For US GAAP purposes, the fair value of the option is recognized as a component of expenses in line with the treatment of costs invoiced under the OSSA’s.  The fair value of the Incentive Stock Option was PLN 42,216 million and this is being recognized over the service period of the OSSA.

In the year ended December 31, 1997 and 1998, PLN 1,759 and PLN 7,036, respectively, has been recognized as other operating expenses and PLN 1,759 and PLN 7,036, respectively, has been capitalized as part of cost of the network under construction. During March 1999, Telia exercised its option to purchase the shares. As a result in the year ended December 31, 1999, PLN 22,867 has been recognized as other operating expenses and PLN 1,759 has been capitalized as part of cost of the network under construction.

(6)  For US GAAP the interest expense on the non interest bearing liability associated with obtaining licenses from the Polish government (Note 6) was imputed in accordance with APB Opinion No. 21 “Interest on Receivables and Payables” based on the Company’s effective borrowing rate. This rate differs from the rate used for the calculation under IAS, which allows for inclusion of interest income in the calculation of the Company’s effective borrowing rate. The amount recorded for the year ended December 31, 2000 includes the cumulative adjustment necessary to reflect the consistent treatment of license liabilities under both US GAAP and IAS.

(7)  In December 1999, the Securities and Exchanges Commission issued Staff Accounting Bulletin No. 101 “Revenue Recognition in Financial Statements” (SAB 101) which provides additional guidance in applying generally accepted accounting principles. In certain cases, SAB 101 requires upfront fees to be deferred and recognized over the expected period of customer relationship. 

The Company has applied SAB 101 under US GAAP and therefore deferred the revenue from installation fees over the expected period of the customer relationship being 7 years.

(8)  The adjustment reflects the effect of the above adjustments on deferred tax.

(9)  The adjustment reflects the effect of minority share in the above adjustments.

Additional US GAAP disclosures are as follows:

1. Under US GAAP, the “Loss from Operations” for the years ended December 31, 1998, 1999 and 2000 would be PLN 86,743, PLN 154,249 and PLN 203,193, respectively.

2.
For US GAAP purposes, certain additional disclosures are required under SFAS 123 Accounting for Stock-Based Compensation.

The following table summarizes information about stock options at December 31, 2000:

Options
Number of options

Weighted average exercise prices of options

(not in thousands)

Weighted average fair value of options

(not in thousands)

Weighted average expected life

(in years)




(USD)

(USD)












Outstanding at the beginning of the year

302,416

15.42

10.86

3.55

Granted

532,775

20.40

12.80

3.11

Exercised

(10,414)

16.50

10.51

2.92

Forfeited/expired

(24,204)

16.07

11.36

3.54

Outstanding at the end of the year
800,573

18.70

12.14

3.26










Exercisable at the end of the year
171,258

14.71

11.78

2.70

The amount of stock options exercisable at December 31, 2000 is different than the amount of options vested at December 31, 2000 (refer to footnote 13) as the majority of the options are exercisable only if the market price of shares as at the date of the exercise exceeds the exercise price by at least 20%.

Except for 41,000 options granted on November 20, 2000 at an exercise price of $19.25 (as compared to $16.75 of market price of stock as at that date), the exercise price of options granted during the year is less than the market price of the stock on the grant date.

The fair value of the options were estimated on the date of grant using the Black-Scholes option-pricing model with the following assumptions: (1) expected volatility of 80% for the year ended December 31, 2000 and 50% for the year ended December 31, 1999; (2) risk-free interest rate of 6.00% for the year ended December 31, 2000 and 4.75% for the year ended December 31, 1999, (3) expected life of approximately 3.11 years for the year ended December 31, 2000 and 3.55 years for the year ended December 31, 1999 and (4) no expected dividend. Had compensation expense been determined based on the fair value at the grant dates for awards under the plans consistent with the method of SFAS No. 123, the Company's U.S. GAAP net loss and earnings per share would have been increased to the pro forma amounts indicated below:




1999

2000




(PLN)

(PLN)








Net loss

As reported


537,463

391,857


Pro forma


540,537

420,172








Basic and diluted loss per share (not in thousands)

As reported


28.84

13.64


Pro forma


29.01

14.63

3.
The significant valuation reserves for the Company were as follows:

Valuation allowance for net deferred tax asset for US GAAP








January 1

Provision

Utilization

December 31


(PLN)

(PLN)

(PLN)

(PLN)










1999
101,756

154,352

-

256,108

2000
256,108

22,919

-

279,027

Allowance for doubtful accounts:








January 1

Provision

Utilization

December 31


(PLN)

(PLN)

(PLN)

(PLN)










1999
4,046

12,585

(6,736)

10,168

2000
10,168

13,016

(151)

23,033

4.
For US GAAP purposes, certain additional disclosures are required under APB Opinion No. 21, “Interest on Receivables and Payables”, in relation to the Dollar and DM Senior Discount Notes (see Note 11):


December 31,
1999

December 31,
2000


(PLN)

(PLN)






1997 Senior Dollar Discount Notes





Principal amount

802,903

801,916

Less unamortized amount 

141,965

67,526


660,938

734,390






1997 Senior DM Discount Notes





Principal amount

441,353

408,057

Less unamortized amount 

76,552

33,676


364,801

374,381

5. There are no items included in the reconciliation to the U.S. GAAP that impact comprehensive income for any of the periods presented.

6. The Company has estimated the effect of adopting SFAS No. 133, "Accounting for Derivative Investments and Hedging Activities" ("SFAS 133"). The cross-currency interest rate swap described in Note 11 is designated as a cash flow hedge under SFAS 133. The fair value of this derivative instrument on January 1, 2001 of PLN 29,575 is to be charged to "Other comprehensive income" (PLN 25,424) and to the statement of operations (PLN 4,151) upon adoption of SFAS 133.

23. Subsequent Events 

In January 2001, Netia Holdings III BV, a wholly owned subsidiary of the Company, entered into a hedge transaction with the London branch of Chase Manhattan Bank. Under the terms of the transaction, the Netia subsidiary swapped the coupon payments on USD 100 million aggregate amount of 1999 Dollar Notes, for coupon payments on PLN 413.5 million aggregate principal amount of 16.76% notes, and swapped the coupon payments on EUR 100 million aggregate amount of 1999 Euro Notes, for coupon payments on PLN 389.5 million aggregate principal amount of 17.50% notes. The coupons will be swapped during the period commencing December 15, 2001 and terminating June 15, 2007.

Following the January 1, 2001 introduction of the NTA, which lifts foreign ownership restrictions on telecommunications operators in Poland, the Company announced that it would acquire the interest of the other participants in Netia 1 consortium for cash or Netia Holdings shares in accordance with provisions of the consortium agreement, at which the Company will own 100% of Netia 1. The Company will pay USD 14.4 million and will issue 133,233 shares (following registration of the related capital increase and receipt of other Polish regulatory approvals) in this transaction. The shareholders who agreed to receive cash were paid in January 2001. 

Also in January 2001 an interconnection agreement was signed with Telekomunikacja Polska S.A. for the license areas of the Warsaw numbering zone. Warsaw is Poland's largest telecommunications market, with almost 300,000 businesses and nearly 1 million households. The agreement, signed by the Management Board of Netia Telekom Mazowsze S.A., covers the exchange of telecommunications traffic between the Company and Telekomunikacja Polska S.A. in Warsaw, thus enabling the Company to offer local connectivity as soon as the interconnection points are operational. 

