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EXPLANATORY NOTE

Attached are the unaudited condensed consolidated financial statements for Netia Holdings S.A. and its subsidiaries (“Netia” or the "Company") as at and for the three and nine-month periods ended September 30, 2001, together with certain additional information concerning Netia.  This information is being submitted to the Securities and Exchange Commission in connection with the requirements of the Senior Dollar Notes Indenture and the Senior Euro Notes Indenture, each dated as of September 10, 1999, and the Indenture dated June 9, 2000, in each case, between Netia Holdings II B.V., as issuer, Netia Holdings S.A., as guarantor, and State Street Bank and Trust Company, as trustee.  We have prepared the unaudited condensed consolidated financial statements in accordance with International Accounting Standards (“IAS”), which differ in certain significant respects from generally accepted accounting principles in the United States of America.

PART I
FINANCIAL INFORMATION

Item 1. The Unaudited Condensed Consolidated Financial Statements

REPORT OF INDEPENDENT ACCOUNTANTS
We have reviewed the accompanying condensed consolidated balance sheets of Netia Holdings S.A. and its subsidiaries as at September 30, 2001, and the related condensed consolidated statements of operations, changes in shareholders’ equity / (deficit) and cash flows for the three and nine-month periods ended September 30, 2001 and 2000.  These condensed consolidated financial statements are the responsibility of the Company’s management. Our responsibility is to issue a report on these financial statements based on our review.

We conducted our review in accordance with the International Standard on Auditing and auditing standards generally accepted in the United States of America applicable to review engagements.  These standards require that we plan and perform the review to obtain reasonable assurance as to whether the financial statements are free of material misstatement. A review is limited primarily to inquiries of company personnel and analytical procedures applied to financial data and thus provides less assurance than an audit. We have not performed an audit and, accordingly, we do not express an audit opinion. 

Based on our review, nothing has come to our attention that causes us to believe that the accompanying condensed consolidated financial statements are not presented fairly, in all material respects, in accordance with International Accounting Standards.

We draw attention to Note 2 in the accompanying condensed consolidated financial statements, which describes the conditions relevant to the ability of the Company to continue as a going concern. These conditions may indicate the existence of material uncertainties, which may cast significant doubt about the Company’s ability to continue as a going concern.

We previously audited in accordance with International Standards on Auditing and the auditing standards generally accepted in the United States of America, the consolidated balance sheet of the Company as at December 31, 2000 and the related consolidated statements of operations, changes in shareholders’ equity and cash flows for the year then ended, presented herein for comparative purposes.  In our report dated February 27, 2001, we expressed an unqualified opinion on these consolidated financial statements.  In our opinion, the information set forth in the condensed consolidated balance sheet as of December 31, 2000 and the related condensed consolidated statements of operations, changes in shareholders’ equity / (deficit) and cash flows for the year then ended, is fairly stated in all material respects in relation to the consolidated financial statements from which it has been derived.

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 losses for the nine-month periods ended September 30, 2001 and 2000 and the determination of consolidated shareholders’ equity / (deficit) as at September 30, 2001 to the extent summarized in Note 14 to the condensed consolidated financial statements.

PricewaterhouseCoopers Sp. z o.o.

Warsaw, Poland

November 6, 2001










Note

September 30,

2001

(Unaudited)

December 31, 2000

(Audited)




(PLN)

(PLN)

ASSETS






Current Assets






Cash and cash equivalents



643,388

1,142,850

Restricted cash

7

7,135

-

Restricted investments



104,776

154,989

Accounts receivable







Trade, net of allowance for doubtful accounts of PLN 35,863 and PLN 23,033



95,442

102,335

Government – value added tax



13,844

47,963

Other



4,395

3,867

Inventories



2,580

2,758

Prepaid expenses



12,173

7,545

Total current assets



883,733

1,462,307

Restricted investments



-

50,541

Investments at cost

13

2,437

20,946

Fixed assets, net

4

2,422,460

2,347,141

Intangible assets






Licenses, net



708,478

740,863

Goodwill, net

5

-

232,311

Deferred financing costs, net



-

107,645

Computer software, net



67,035

61,271

Other long term assets



5,217

10,279

Total Assets



4,089,360

5,033,304

K. - O. Blom

Acting President

A. Hochman

Chief Financial Officer

Warsaw, Poland

November 6, 2001




Convenience Translation (Unaudited)




September 30,

2001

December 31,

2000




(USD)

(USD)

ASSETS






Current Assets






Cash and cash equivalents



151,861

269,750

Restricted cash



1,684

-

Restricted investments



24,731

36,582

Accounts receivable







Trade, net of allowance for doubtful accounts of USD 8,465 and USD 5,436



22,527

24,154

Government – value added tax



3,268

11,321

Other



1,038

913

Inventories



609

651

Prepaid expenses



2,873

1,781

Total current assets



208,591

345,152

Restricted investments



-

11,930

Investments, at cost



575

4,944

Fixed assets, net



571,780

554,002

Intangible assets






Licenses, net



167,224

174,868

Goodwill, net



-

54,833

Deferred financing costs, net



-

25,408

Computer software, net



15,822

14,462

Other long term assets



1,231

2,426

Total Assets



965,223

1,188,025



Note

September 30, 

2001

(Unaudited)

December 31, 2000

(Audited)




(PLN)

(PLN)

LIABILITIES AND EQUITY






Current Liabilities






Short-term liabilities for licenses



118,193

110,881

Accounts payable and accruals







Trade



131,121

315,777

Accruals and other

7

187,411

79,045

Deferred income



7,656

4,508

Total current liabilities



444,381

510,211

Long-term liabilities for licenses



156,596

150,747

Long-term debt

6

3,531,225

3,509,625

Other long-term liabilities

7

45,500

-

Total liabilities



4,177,702

4,170,583








Commitments and Contingencies

13

-

-








Minority interest

9

25,515

82,310








Shareholders’ (deficit) / equity
8





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



203,285

203,285

Share premium 



1,713,865

1,713,865

Treasury shares



(3,611)

(3,611)

Fair value and other reserves



(57,018)

-

Accumulated deficit



(1,970,378)

(1,133,128)

Total shareholders' (deficit) / equity



(113,857)

780,411

Total liabilities and shareholders' (deficit) / equity 



4,089,360

5,033,304




Convenience Translation (Unaudited)




September 30,

2001

December 31,

2000




(USD)

(USD)

LIABILITIES AND EQUITY






Current Liabilities






Short-term liabilities for licenses



27,897

26,172

Accounts payable and accruals







Trade



30,949

74,534

Accruals and other



44,236

18,657

Deferred income



1,807

1,064

Total current liabilities



104,889

120,427

Long-term liabilities for licenses



36,962

35,581

Long-term debt



833,485

828,386

Other long-term liabilities



10,739

-

Total liabilities



986,075

984,394








Commitments and Contingencies



-

-








Minority interest



6,022

19,428








Shareholders’ (deficit) / equity






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



47,982

47,982

Share premium 



404,528

404,528

Treasury shares



(852)

(852)

Fair value and other reserves



(13,458)

-

Accumulated deficit



(465,074)

(267,455)

Total shareholders' (deficit) / equity



(26,874)

184,203

Total liabilities and shareholders' (deficit) / equity



965,223

1,188,025




Nine-month period ended

Nine-month period ended

Three-month period ended

Three-month period ended

Year ended





September 30,

2001

(Unaudited)

September 30,

2000

(Unaudited)

September 30,

2001

(Unaudited)

September 30,

2000

(Unaudited)

December 31,
2000

(Audited)




(PLN)

(PLN)

(PLN)

(PLN)

(PLN)














Revenue












Telecommunication services revenue












Installation fees



1,786

11,032

394

3,252

12,437

Monthly fees



102,365

62,879

38,146

24,905

89,685

Calling charges



263,061

201,930

91,218

71,679

284,975

Other telecommunication revenue



5,682

2,640

1,245

1,199

8,128




372,894

278,481

131,003

101,035

395,225

Other revenue:












Service



13,019

14,035

4,793

3,616

24,234

Sales of equipment



8,070

21,418

993

9,247

23,288

Total revenue


393,983

313,934

136,789

113,898

442,747

Costs












Interconnection charges



(89,738)

(83,172)

(31,666)

(29,772)

(112,270)

Cost of equipment



(6,805)

(18,782)

(608)

(8,012)

(20,359)

Depreciation of fixed assets 

4

(126,664)

(83,281)

(44,780)

(32,958)

(130,479)

Amortization of goodwill



(17,938)

(19,626)

(5,855)

(6,933)

(25,927)

Write off of goodwill

5

(220,279)

-

(220,279)

-

-

Amortization of other intangible assets



(41,145)

(21,065)

(16,287)

(7,520)

(23,304)

Impairment provision for fixed assets

4

(96,861)

-

(96,861)

-

-

Other operating expenses



(265,512)

(197,089)

(103,714)

(74,329)

(286,939)

Loss from operations 



(470,959)

(109,081)

(383,261)

(45,626)

(156,531)

Financial expense, net

10

(389,324)

(303,338)

(376,916)

(76,721)

(198,681)

Other



-

-

-

-

(339)

Loss before income tax



(860,283)

(412,419)

(760,177)

(122,347)

(355,551)

Income tax charge



(4,426)

(2,424)

(768)

(1,262)

(2,514)

Minority share in (profits) / losses of subsidiaries



1,901

(132)

(75)

535

(3,981)

Net loss



(862,808)

(414,975)

(761,020)

(123,074)

(362,046)














Basic and Diluted Loss per share (not in thousands)

11

(28.00)

(14.80)

(24.69)

(4.00)


(12.60)




Convenience translation (unaudited)




Nine-month period ended

Nine-month period ended

Three-month period ended

Three-month period ended

Year ended




September 30, 

2001

September 30, 

2000

September 30, 

2001

September 30, 

2000

December 31,
2000




(USD)

(USD)

(USD)

(USD)

(USD)














Revenue












Telecommunication services revenue












Installation fees



422

2,604

93

768

2,936

Monthly fees



24,161

14,842

9,004

5,878

21,169

Calling charges



62,091

47,662

21,530

16,919

67,263

Other telecommunication revenue



1,341

623

295

283

1,918




88,015

65,731

30,922

23,848

93,286

Other revenue:












Service



3,073

3,313

1,131

853

5,720

Sales of equipment



1,905

5,055

234

2,183

5,497

Total revenue


92,993

74,099

32,287

26,884

104,503

Costs












Interconnection charges



(21,181)

(19,631)

(7,474)

(7,027)

(26,499)

Cost of equipment



(1,606)

(4,433)

(144)

(1,891)

(4,805)

Depreciation of fixed assets 



(29,897)

(19,657)

(10,570)

(7,779)

(30,797)

Amortization of goodwill



(4,234)

(4,632)

(1,382)

(1,636)

(6,120)

Write off of goodwill



(51,993)

-

(51,993)

-

-

Amortization of other intangible assets



(9,712)

(4,972)

(3,844)

(1,775)

(5,501)

Impairment provision for fixed assets



(22,862)

-

(22,862)

-

-

Other operating expenses



(62,670)

(46,521)

(24,481)

(17,544)

(67,727)

Loss from operations 



(111,162)

(25,747)

(90,463)

(10,768)

(36,946)

Financial expense, net



(91,893)

(71,598)

(88,965)

(18,109)

(46,895)

Other



-

-



-

(81)

Loss before income tax



(203,055)

(97,345)

(179,428)

(28,877)

(83,922)

Income tax charge



(1,045)

(572)

(181)

(298)

(593)

Minority share in (profits) / losses of subsidiaries



449

(31)

(17)

126

(940)

Net loss



(203,651)

(97,948)

(179,626)

(29,049)

(85,455)














Basic and Diluted Loss per share (not in thousands)



(6.61)

(3.49)

(5.83)

(0.94)

(2.97)


Share capital

Share premium

Treasury shares

Fair value and other reserves

Accumulated deficit

Total
Shareholders' equity / (deficit)


(PLN)

(PLN)

(PLN)

(PLN)

(PLN)

(PLN)



























Balance as at January 1, 2001 












As previously reported (Audited)

203,285

1,713,865

(3,611)

-

(1,133,128)

780,411

Effect of adopting IAS 39 (Unaudited) 

-

-

-

(25,424)

25,558

134

As restated (Unaudited)

203,285

1,713,865

(3,611)

(25,424)

(1,107,570)

780,545














Cash flow hedges












Fair value losses, net of tax

-

-

-

(60,909)

-

(60,909)

Reclassified and reported in the statement of operations

-

-

-

29,315

-

29,315

Net losses not recognized in the statement of operations

-

-

-

(31,594)

-

(31,594)

Net loss

-

-

-

-

(862,808)

(862,808)

Total recognized losses (Unaudited)

-

-

-

(31,594)

(862,808)

(894,402)














Balance as at September 30, 2001 (Unaudited)

203,285

1,713,865

(3,611)

(57,018)

(1,970,378)

(113,857)















Share capital

Share premium

Treasury shares

Fair value and other reserves

Accumulated deficit

Total
Shareholders' equity


(PLN)

(PLN)

(PLN)

(PLN)

(PLN)

(PLN)



























Balance as at January 1, 2000 (Audited)

173,735

1,275,840

(1,401)

-

(771,082)

677,092














Issuance of shares, 

net of related costs

29,550

441,081

(2,550)

-

-

468,081














Employee stock subscriptions and stock option exercises

-

-

340

-

-

340














Net loss

-

-

-

-

(414,975)

(414,975)














Balance as at September 30, 2000 (Unaudited)

203,285

1,716,921

(3,611)

-

(1,186,057)

730,538















Nine-month period ended

Nine-month period ended

Three-month period ended

Three-month period ended

Year ended


September 30, 

2001

(Unaudited)

September 30, 

2000

(Unaudited)

September 30, 

2001

(Unaudited)

September 30, 

2000

(Unaudited)

December 31,
2000

(Audited)


(PLN)

(PLN)

(PLN)

(PLN)

(PLN)

Cash flows from operating activities:










Net loss
(862,808)

(414,975)

(761,020)

(123,074)

(362,046)

Adjustments to reconcile net loss to net 

cash used in operating activities






















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

185,747

123,972

66,922

47,411

179,710

Amortization of deferred financing costs
 
-

8,327

-

2,950

12,932

Amortization of discount on notes
 
95,009

86,255

33,668

29,751

116,646

Interest expense accrued on license liabilities

12,009

22,498

5,147

3,016

25,743

Interest expense accrued on long term debt

232,372

173,192

78,760

74,067

259,441

Minority share in profits / (losses) of subsidiaries

(1,901)

132

75

(535)

3,981

Write off of goodwill

220,279

-

220,279

-

-

Impairment provision for fixed assets

96,861

-

96,861

-

-

Allowance for debtors subject to court settlements

16,944

-

16,944

-

-

Other losses

-

-

-

-

339

(Increase) / decrease in long term assets

1,425

5,841

-

(3,436)

(2,185)

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

78,273

57,366

258,397

2,457

(127,622)

Changes in working capital

71,155

34,169

26,104

6,016

58,367

Net cash provided by operating activities

145,365

96,777

42,137

38,623

165,306

Cash flows used in investing activities:










Purchase of fixed assets and computer software

(513,881)

(555,337)

(125,819)

(231,069)

(756,657)

Purchase of minority interest shareholdings in subsidiaries

(60,883)

-

(231)

-

-

(Increase) / decrease of investments at cost

8,500

(1,116)

-

(194)

(20,990)

Increase of restricted investments

-

(219,902)

-

-

(219,902)

Payments for licenses

(3,998)

(169,157)

-

-

(359,971)

Net cash used in investing activities

(570,262)

(945,512)

(126,050)

(231,263)

(1,357,520)

Net cash provided by financing activities:










Net proceeds from issuance of shares

-

470,631

-

(3,847)

467,575

Proceeds from long term  loans and liabilities

-

839,320

-

-

839,320

Repayment of bank loans and vendor financing

-

(61,481)

-

(10,970)

(61,481)

Payment of interest on long term debt

(55,220)

-

-

-

-

Increase of restricted cash

(7,135)

-

(7,135)

-

-

Contribution from minority shareholders in subsidiaries

-

77,331

-

-

77,331

Capitalized deferred financing costs

-

(21,772)

-

-

(33,514)

Net  cash  provided by financing  activities

(62,355)

1,304,029

(7,135)

(14,817)

1,289,231

Effect of exchange rate change on cash 










and cash equivalents

(12,210)

5,267

70,265

(29,161)

(56,577)

Net change in cash and cash 










Equivalents

(499,462)

460,561

(20,783)

(236,618)

40,440

Cash and cash equivalents










at beginning of year or period

1,142,850

1,102,410

664,171

1,799,589

1,102,410

Cash and cash equivalents at end 
of year or period

643,388

1,562,971

643,388

1,562,971

1,142,850

Non-cash investing activities:


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


Nine-month period ended

Nine-month period ended

Year ended


September 30, 

2001

(Unaudited)

September 30, 

2000

(Unaudited)

December 31,
2000

(Audited)


(PLN)

(PLN)

(PLN)









124,392

123,548

296,694

Supplemental disclosures:


Nine-month period ended

Nine-month period ended

Three-month period ended

Three-month period ended

Year ended


September 30, 

2001

(Unaudited)

September 30, 

2000

(Unaudited)

September 30, 

2001

(Unaudited)

September 30, 

2000

(Unaudited)

December 31,
2000

(Audited)


(PLN)

(PLN)

(PLN)

(PLN)

(PLN)

Interest paid

150,864

104,048

-

-

258,762

Income taxes paid

4,426

7,781

768

-

9,134

Interest paid during the nine-month period ended September 30, 2001 includes PLN 55,220 of payment from the Company’s cash and cash equivalents and PLN 95,644 from the Company’s investment accounts.


Convenience translation (unaudited)


Nine-month period ended

Nine-month period ended

Three-month period ended

Three-month period ended

Year ended


September 30, 

2001

(Unaudited)

September 30, 

2000

(Unaudited)

September 30, 

2001

(Unaudited)

September 30, 

2000

(Unaudited)

December 31,
2000

(Audited)


(USD)

(USD)

(USD)

(USD)

(USD)

Cash flows from operating activities:










Net loss
(203,651)

(97,948)

(179,626)

(29,049)

(85,455)

Adjustments to reconcile net loss to net cash used in operating activities






















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

43,843

29,261

15,796

11,190

42,418

Amortization of deferred financing costs
 
-

1,965

-

696

3,052

Amortization of discount on notes
 
22,425

20,359

7,947

7,022

27,532

Interest expense accrued on license liabilities

2,835

5,310

1,215

712

6,076

Interest expense accrued on long term debt

54,847

40,879

18,590

17,482

61,237

Minority share in profits / (losses) of subsidiaries

(449)

31

17

(126)

940

Write off of goodwill

51,993

-

51,993

-

-

Impairment provision for fixed assets

22,862

-

22,862

-

-

Allowance for debtors subject to court settlements

3,999

-

3,999

-

-

Other losses

-

-

-

-

80

(Increase) / decrease in long term assets

336

1,379

-

(811)

(516)

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

18,475

13,540

60,990

580

(30,123)

Changes in working capital
16,796

8,065

6,163

1,420

13,776

Net cash provided by operating activities

34,311

22,841

9,946

9,116

39,017

Cash flows used in investing activities:










Purchase of fixed assets and computer software

(121,293)

(131,078)

(29,697)

(54,540)

(178,596)

Purchase of minority interest shareholdings in subsidiaries

(14,370)

-

(55)

-

-

(Increase) / decrease of investments at cost

2,006

(263)

-

(46)

(4,954)

Increase of restricted investments

-

(51,904)

-

-

(51,904)

Payments for licenses

(944)

(39,927)

-

-

(84,965)

Net cash used in investing activities

(134,601)

(223,172)

(29,752)

(54,586)

(320,419)

Net cash provided by financing activities:










Net proceeds from issuance of shares

-

111,084

-

(908)

110,363

Proceeds from long term  loans and liabilities

-

198,107

-

-

198,107

Repayment of bank loans and vendor financing

-

(14,512)

-

(2,589)

(14,512)

Payment of interest on long term debt

(13,034)

-

-

-

-

Increase of restricted cash

(1,684)

-

(1,684)

-

-

Contribution from minority shareholders in subsidiaries

-

18,253

-

-

18,253

Capitalized deferred financing costs

-

(5,139)

-

-

(7,910)

Net  cash  provided by financing  activities

(14,718)

307,793

(1,684)

(3,497)

304,301

Effect of exchange rate change on cash 










and cash equivalents

(2,881)

1,245

16,585

(6,883)

(13,354)

Net change in cash and cash equivalents

(117,889)

108,707

(4,905)

(55,850)

9,545

Cash and cash equivalents










at beginning of year or period

269,750

260,205

156,766

424,762

260,205

Cash and cash equivalents at end of year or period

151,861

368,912

151,861

368,912

269,750

Non-cash investing activities:


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



Convenience translation (unaudited)



Nine-month period ended

Nine-month period ended

Year ended



September 30, 

2001

(Unaudited)

September 30, 

2000

(Unaudited)

December 31,
2000

(Audited)



(USD)

(USD)

(USD)











29,361

29,161

70,030









Supplemental disclosures:


Convenience translation (unaudited)


Nine-month period ended

Nine-month period ended

Three-month period ended

Three-month period ended

Year ended


September 30, 

2001

(Unaudited)

September 30, 

2000

(Unaudited)

September 30, 

2001

(Unaudited)

September 30, 

2000

(Unaudited)

December 31,
2000

(Audited)


(USD)

(USD)

(USD)

(USD)

(USD)












Interest paid

35,609

24,559

-

-

61,076

Income taxes paid

1,045

1,837

181

-

2,156

Interest paid during the nine-month period ended September 30, 2001 includes USD 13,034 of payment from the Company’s cash and cash equivalents and USD 22,575 from the Company’s investment accounts.

1. The Company

Netia Holdings S.A. 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 in the U.S. of the 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 September 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. On January 1, 2001 all licenses became telecommunication permits under the New Telecommunication Act.

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

2. Basis of Presentation and Accounting Policies

These interim condensed consolidated financial statements have been prepared on the basis that the Company is a going concern.  As at September 30, 2001, the Company had an accumulated deficit of PLN 1,970,378 and a shareholders' deficit of PLN 113,857.  Cash and cash equivalents as at September 30, 2001 were PLN 643,388.  Management, being aware that there may be a shortage of funding for the Company, is undertaking steps aimed at preserving the Company's cash and has adopted a revised business plan, general guidelines of which have been approved by the Supervisory Board.  This business plan contemplates substantial reductions in capital and operating expenditures in comparison with the Company's prior plans.  In addition, the Company has submitted claims to the Polish regulatory authorities seeking to defer and cancel the Company's remaining license fee obligations.  Presently, the Company has nominal license payments of EUR 32,943 (PLN 127,852 at the exchange rate in effect on September 30, 2001) due in November and December 2001, and Management is considering not making these payments pending resolution of these claims.  Management may consider taking other steps that it and the Company's Supervisory Board consider necessary and appropriate to reduce costs and provide funding required to continue the Company's operations. These steps may include further reduction of both operating and capital expenditures planned for 2002 and attempts to reduce and/or refinance the Company's long-term debt.  On the basis of the Company's revised business plan and these other contingencies, Management has made an assessment as at the date of these interim condensed consolidated financial statements that the Company has the ability to continue as a going concern.  
These interim condensed consolidated financial statements have been prepared in accordance with IAS 34, Interim Financial Reporting. The accounting policies used in the preparation of the interim condensed consolidated financial statements are consistent with those used in the annual audited financial statements for the year ended December 31, 2000. In the opinion of Management, all adjustments (consisting only of normal recurring adjustments) necessary for a fair presentation have been included. These consolidated interim financial statements should be read in conjunction with the audited December 31, 2000 financial statements and the related notes.

Certain prior periods' amounts have been reclassified to conform to 2001 presentation.

Costs that arise unevenly during the financial year are anticipated or deferred in the interim financial statements only if it would be also appropriate to anticipate or defer such costs at the end of the financial year.

The U.S. Dollar amounts shown in the accompanying financial statements have been translated from Polish Zloty only as a matter of arithmetic computation at the Polish Zloty exchange rate of PLN 4.2367 = USD 1.00, the average rate announced by the National Bank of Poland at September 30, 2001.  These amounts have not been subject to review or audit procedures and are included for the convenience of the reader only. Such translation should not be construed as a representation that the Polish Zloty amounts have been or could be converted into U.S. Dollars at this or any other rate.

At January 1, 2001 the Company adopted IAS 39 – Financial Instruments: Recognition and Measurement (“IAS 39”). The effects of adopting this standard are summarized in the condensed consolidated statements of changes in shareholders’ equity / (deficit) and further information is disclosed in the notes to these condensed consolidated financial statements.

Upon adoption of IAS 39, the Company classified its investments into the following categories: trading, held-to-maturity and available-for sale, if applicable. Investments that are acquired principally for the purpose of generating a profit from short-term fluctuations in price are classified as trading investments and included in current assets. During the nine-month period ended September 30, 2001, the Company did not hold any investments in this category. Investments with fixed maturities that the management has the intent and ability to hold to maturity are classified as held-to-maturity and are included in non-current assets, unless they mature in less than twelve months from the balance sheet date. The Company has classified its restricted investments (principally government securities designated for application to fund interest payments on the Company’s long term debt) into this category. Investments intended to be held for an indefinite period of time, which may be sold in response to needs for liquidity or changes in interest rates, are classified as available-for-sale. These are included in non-current assets unless management has the express intention of holding the investment for less than twelve months from the balance sheet date or unless they will need to be sold to raise operating capital, in which case they are included in current assets. During the nine-month period ended September 30, 2001 the Company did not hold any investments in this category. Management determines the appropriate classification of its investments at the time of the purchase and re-evaluates such designation on a regular basis.

All purchases and sales of investments are recognized on the trade date, which is the date the Company commits to purchase or sell the asset. Cost of purchase includes transaction costs. Trading investments are subsequently carried at fair value, whilst held-to-maturity investments are carried at amortized cost using the effective yield method. Realized and unrealized gains and losses arising from changes in the fair value of trading investments are included in the statement of operations in the period in which they arise.

Upon the adoption of IAS 39, the Company stated its long term debt at amortized cost using the effective yield method and the difference between that cost and the amount payable, net of discount and deferred financing costs, was recognized as the effect of adopting IAS 39 in the opening accumulated deficit.

Prior to the adoption of IAS 39, the Company had carried its long-term debt at the amount payable, net of discount in the case of discount bonds. Discounts were amortized over the discount period using the effective yield method. Costs incurred in obtaining financing were deferred and amortized to financial expense over the term of the credit facility or the maturity of the outstanding notes. 

Long term debt is recognized initially at the proceeds received, net of transaction costs incurred.  In subsequent periods, borrowings are stated at amortized cost using the effective yield method; any difference between proceeds (net of transaction costs) and the redemption value is recognized in the income statement over the period of the borrowings.

3. 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.

Risk management is carried out by a central treasury department under policies approved by the Company’s Management Board. The treasury department identifies, evaluates and hedges financial risks in close co-operation with the operating units. The Management Board provides written principles for overall risk management, as well as written policies covering specific areas, such as foreign exchange risk, interest rate risk, credit risk, use of derivative financial instruments and investing excess liquidity.

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 U.S. Dollar and Euro. The Company raises long term debt on international financial markets and is exposed to foreign exchange risk arising from various currency exposures primarily with respect to the U.S. Dollar, Deutschmark and Euro. Through its wholly owned subsidiaries, the Company uses cross-currency swap transactions to hedge its exposure to foreign currency risk in the local reporting currency. Those contracts are designated as hedges of an exposure to changes in future cash flows arising from foreign exchange risk.

Interest rate risk

The Company’s income and operating cash flows are substantially independent of changes in market interest rates. The Company policy is to maintain approximately all of its borrowings in fixed rate instruments.  Interest rates of virtually all categories of long term debt are fixed.

Credit risk

The Company has no significant concentrations of credit risk.  Derivative counterparties and cash transactions are limited to high credit quality financial institutions.

Liquidity risk

Prudent liquidity risk management implies maintaining sufficient cash and marketable securities, the availability of funding through an adequate amount of committed credit facilities and the ability to close out market positions.

Accounting for derivative financial instruments and hedging activities

Derivative financial instruments are initially recognized in the balance sheet at cost and subsequently are remeasured at their fair value.  The method of recognizing the resulting gain or loss is dependent on the nature of the item being hedged.  On the date a derivative contract is entered into, the Company designates such derivative as either (1) a hedge of the fair value of a recognized asset or liability (fair value hedge), (2) a hedge of a forecasted transaction or of a firm commitment (cash flow hedge), or (3) a hedge of a net investment in a foreign entity, if applicable. 

Changes in the fair value of derivatives that are designated and qualify as fair value hedges and that are highly effective are recorded in the income statement, along with any changes in the fair value of  the hedged asset or liability that is attributable to the hedged risk. During the nine-month period ended September 30, 2001, the Company did not hold any such derivatives.

Changes in the fair value of derivatives that are designated and qualify as cash flow hedges and that are highly effective are recognized in equity. Where the forecasted transaction or firm commitment results in the recognition of an asset or of a liability, the gains and losses previously deferred in equity are transferred from equity and included in the initial measurement of the cost of the asset or liability. Otherwise, amounts deferred in equity are transferred to the income statement and classified as revenue or expense in the same periods during which the hedged firm commitment or forecasted transaction affects the income statement. 

When a hedging instrument expires or is sold, or when a hedge no longer meets the criteria for hedge accounting under IAS 39, any cumulative gain or loss existing in equity at that time remains in equity and is recognized, when the committed or forecasted transaction ultimately is recognized in the income statement. However, if a committed or forecasted transaction is no longer expected to occur, the cumulative gain or loss that was reported in equity is immediately transferred to the income statement.

The Company documents at the inception of the transaction the relationship between hedging instruments and hedged items, as well as its risk management objective and strategy for undertaking various hedge transactions.  This process includes linking all derivatives designated as hedges to specific assets and liabilities or to specific firm commitments or forecast transactions.  The Company also documents its assessment, both at the hedge inception and on an ongoing basis, whether the derivatives that are used in hedging transactions are highly effective in offsetting changes in fair values or cash flows of hedged items.

The fair values of various derivative instruments used for hedging purposes are disclosed in Note 7. Movements on the hedging reserve in shareholders’ equity are also shown in Note 7.

Fair value estimation

The fair value of publicly traded derivatives and trading and available-for-sale securities is based on quoted market prices at the balance sheet date. 

In assessing the fair value of non-traded derivatives and other financial instruments, the Company uses a variety of methods and makes assumptions that are based on market conditions existing at each balance sheet date. Other techniques, such as option pricing models and estimated discounted value of future cash flows, are used to determine fair value for the remaining financial instruments.

The face values less any estimated credit adjustments for financial assets and liabilities with a maturity of less than one year are assumed to approximate their fair values. The net book value and fair value of long term fixed rate debt at September 30, 2001 is PLN 3,531,225 and PLN 268,696, respectively. The fair value of the long term debt was determined using market quotes at the balance sheet date. 

4. Fixed Assets, net


December 31,







September 30,

Assets at Adjusted Cost
2000

(Audited)

Additions

(Unaudited)

Transfers

(Unaudited)

Disposals

(Unaudited)

2001

(Unaudited)


(PLN)

(PLN)

(PLN)

(PLN)

(PLN)












Buildings

88,620

-

-

(825)

87,795

Land

612

13,893

-

-

14,505

Long term ground lease

5,400

-

-

-

5,400

Transmission network 

1,011,273

-

187,297

-

1,198,570

Switching system

639,380

-

145,599

-

784,979

Base stations (Uni-Net)

12,289

-

159

-

12,448

Machinery and equipment

68,566

88,408

-

(302)

156,672

Office furniture and equipment

84,377

42,274

-

(38)

126,613

Vehicles

19,325

3,087

-

(633)

21,779


1,929,842

147,662

333,055

(1,798)

2,408,761

Network under construction

673,614

152,506

(333,055)

-

493,065


2,603,456

300,168

-

(1,798)

2,901,826

Accumulated Depreciation
December 31,
2000

(Audited)

Depreciation
Expense

(Unaudited)

Disposals

(Unaudited)

September 30, 2001

(Unaudited)


(PLN)

(PLN)

(PLN)

(PLN)










Buildings

5,436

1,182

(3)

6,615

Land

-

-

-

-

Long term ground lease

167

73

-

240

Transmission network

95,082

59,801

-

154,883

Switching system

96,114

44,520

-

140,634

Base stations (Uni-Net)

10,156

1,423

-

11,579

Machinery and equipment

11,456

8,336

(59)

19,733

Office furniture and equipment

28,012

9,222

(15)

37,219

Vehicles

9,892

2,107

(397)

11,602


256,315

126,664

(474)

382,505

Impairment Provision
December 31,
2000

(Audited)

Impairment Provision

(Unaudited)

September 30, 2001

(Unaudited)


(PLN)

(PLN)

(PLN)








Transmission network

-

96,861

96,861


-

96,861

96,861

Net Book Value
September 30, 2001

(Unaudited)

December 31,
2000

(Audited)


(PLN)

(PLN)

Buildings 

81,180

83,184

Land

14,505

612

Long term ground lease

5,160

5,233

Transmission network

946,826

916,191

Switching system

644,345

543,266

Base stations (Uni-Net)

869

2,133

Machinery and equipment

136,939

57,110

Office furniture and equipment

89,394

56,365

Vehicles

10,177

9,433


1,929,395

1,673,527

Network under construction

493,065

673,614


2,422,460

2,347,141

During the nine-month period ended September 30, 2001, the Company has recorded a provision for the impairment of assets included in the telecommunications segment that are not expected to be utilized of PLN 96,861. As a result of this impairment provision, the carrying value of these speceific assets is nil, which now reflects their value in use. 

5. Goodwill

During the nine-month period ended September 30, 2001, as a result of the Management’s belief that there is no longer a future economic benefit that can be associated with goodwill and an impairment test performed for the telecommunications segment, the Company has written off the goodwill. The net book value of goodwill written off was PLN 220,279. The discount rate applied to expected future cash flows in connection with this impairment test was 13.75% per annum.
6. Long Term Debt


September 30, 

2001

(Unaudited)

December 31,
2000

(Audited)


(PLN)

(PLN)






101/4% Senior Notes due 2007

822,096

828,640

111/4% Senior Discount Notes due 2007

783,841

734,390

11% Senior Discount Notes due 2007

383,829

374,381

131/8% Senior Notes due 2009

413,272

414,320

131/2%Senior Notes due 2009

379,000

385,440

133/4% Senior Notes due 2010

749,187

770,880

Other

-

1,574


3,531,225

3,509,625

The changes in long term debt during the nine-month period ended September 30, 2001 are due to currency translation adjustments and the effect of implementation of IAS 39 as described in Note 7.

Financial Instruments

The Company adopted IAS 39 at January 1, 2001. The impact on shareholders’ equity and on various balance sheet captions at January 1, 2001 is shown below. In accordance with IAS 39, the comparative financial statements for the year ended December 31, 2000 are not restated.


Fair value and other reserves (Unaudited)

Accumulated
deficit (Unaudited)

Total (Unaudited)


(PLN)

(PLN)

(PLN)








Long term debt remeasured to amortized cost

-

25,558

25,558

Derivatives remeasured to fair value






cash flow hedges

(25,424)

(4,151)

(29,575)

Reversal of an accrual for interest recorded 
as at December 31, 2000

-

4,151

4,151

Total, net of deferred income taxes

(25,424)

25,558

134

In accordance with the transitional requirements of IAS 39, the Company recorded a net loss of PLN 29,575 in hedging reserve (equity) to recognize at fair value all derivatives designated as cash flow hedging instruments. PLN 4,151 of this amount has been transferred to accumulated deficit. The transfer has been offset by a reversal of an accrual for interest recorded by the Company as at December 31, 2000 prior to the implementation of IAS 39.

Shareholders’ equity – hedging reserve 

In the year ended December 31, 2000, the Company did not recognize in its financial statements the change in fair values of derivative financial instruments. On the adoption of IAS 39 at January 1, 2001, certain derivatives were designated as cash flow hedges and remeasured to fair values. The fair values at that date were recorded in a separate category of equity - hedging reserve as shown below. Hedge transactions entered into during the nine-month period ended September 30, 2001 were also designated as cash flow hedges and their fair values were recorded in hedging reserve in accordance with IAS 39.

Cross-currency swap transactions
Losses on remeasurement to fair value (Unaudited)

Transferred 
to accumulated 
deficit
(Unaudited)

Transferred
to income 
statement (Unaudited)

Total (Unaudited)


(PLN)

(PLN)

(PLN)

(PLN)










Adoption of IAS 39 at January 1, 2001

(29,575)

4,151

-

(25,424)

Movements in the nine-month period 
ended September 30, 2001

(60,909)

-

29,315

(31,594)


(90,484)

4,151

29,315

(57,018)

Net fair values of derivative financial instruments


January 1,
2001

(Unaudited)

September 30, 

2001

(Unaudited)


(PLN)

(PLN)






Contracts with negative fair values:




Cross-currency swaps

25,424

76,019

As at September 30, 2001, the net fair value of cross-currency swaps amounting to PLN 76,019 has been divided into a short term portion of PLN 30,519 included in Accruals and other, and a long term portion of PLN 45,500 included in other long term liabilities.
Cross-currency swaps

On July 31, 2000, Netia Telekom S.A. and Netia South Sp. z o.o., 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 swapped their fixed rate interest coupon payments on USD 200,000 aggregate amount of 10.25% 1997 Senior Dollar Notes due 2007 for fixed rate interest 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 are swapped during the period commencing on May 1, 2001 and terminating on November 1, 2005. As at September 30, 2001, the estimated amount of determinable future cash flows associated with this transaction ("mark-to-market") was negative PLN 34,711 (at the exchange rate in effect at September 30, 2001)

On August 14, 2001, Netia Telekom S.A., Netia South Sp. z o.o. and Netia Holdings III B.V. entered into a Swap Novation Agreement with Chase Manhattan Bank. On the basis of this agreement, Netia Holdings III B.V. became a party to the transaction described above, replacing Netia Telekom S.A. and Netia South Sp. z o.o. Netia Holdings III B.V. entered afterwards into a back-to-back swap transaction with Netia Telekom S.A. and Netia South Sp. z o.o. on terms equal to the transaction described above.

On January 18, 2001, Netia Holdings III BV, a wholly owned subsidiary of the Company, entered into a cross-currency swap transaction with the London branch of Chase Manhattan Bank. Under the terms of the transaction, the Netia subsidiary swapped the fixed rate interest coupon payments on USD 100 million aggregate amount of 13.125% Senior Notes due 2009, for fixed rate interest coupon payments on PLN 413.5 million aggregate principal amount of 16.76% notes, and swapped the fixed rate interest coupon payments on EUR 100 million aggregate amount of 13.5% Senior Notes due 2009, for fixed rate interest 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. As at September 30, 2001, the estimated amount of determinable future cash flows associated with this transaction was negative PLN 30,547 (at the exchange rate in effect at September 30, 2001)

On March 30, 2001, Netia Telekom S.A., a wholly owned subsidiary of the Company, entered into a cross-currency swap transaction with Merrill Lynch International (“Merrill Lynch”). Under the terms of the transaction, the Netia subsidiary swapped the fixed rate interest coupon payments on USD 193.5 million aggregate amount of 11.25% Senior Discount Notes due 2007 for fixed rate interest coupon payments on PLN 796.0 million aggregate principal amount of 13.81% notes, and swapped the fixed rate interest coupon payments on DEM 207.1 million aggregate amount of 11% Senior Discount Notes due 2007 for fixed rate interest coupon payments on PLN 389.1 million aggregate principal amount of 13.81% notes. The coupons will be swapped during the period commencing May 1, 2002 and terminating November 1, 2005. As at September 30, 2001 the estimated amount of determinable future cash flows associated with this transaction was negative  USD 2,540 (PLN 10,761). On the basis of a Credit Support Annex, Netia Telekom S.A. was required to deposit with Merrill Lynch the excess of the negative mark-to-market value over USD 6,000. In July 2001 Netia Telekom S.A. deposited USD 1,670 (PLN 7,135 with accrued interest and at the exchange rate as at September 30, 2001). In September 2001 the threshold amount assigned to Netia Telekom S.A. under the Credit Support Annex, was reduced to zero. Upon that adjustment Netia Telekom S.A. was required to deposit the whole amount of the negative mark-to-market value. In October 2001, Netia Telekom S.A. deposited USD 960 (PLN 4,067 at the exchange rate as at September 30, 2001).

7. Shareholders’ Equity / (Deficit)

Stock Options (number of shares and price per share not in thousands)

During the nine-month period ended September 30, 2001 the Company granted 335,832 options, to purchase ordinary shares of the Company at exercise prices ranging from USD 12.875 to USD 28.3896 per share, under the Netia Performance Stock Option Plan (the "Plan"). No options were exercised, forfeited or expired during the nine-month period ended September 30, 2001. The total number of granted options as at September 30, 2001 was 1,136,405.  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 stated exercise price of the option by at least 20%. Upon exercise of an option, the option holder is entitled to receive a number of shares calculated in the following manner: the difference between the trading price of the Company's shares established in accordance with the Plan and the strike plan is multiplied by the number of the exercised options and later divided by the trading price of the Company's shares. As of September 30, 2001 the total number of vested options was 769,573.

8. Minority Interest (numbers of shares not in thousands)


December 31,
2000 

(Audited)

September 30,
2001 (Unaudited)


(PLN)

(PLN)






At beginning of the period

998

82,310

Contributions from Minority Interest

77,331

-

Acquisition of shares of Netia 1

-

(54,894)

Share of net profit/(loss)  of subsidiaries 

3,981

(1,901)

At end of the period

82,310

25,515

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. 

Following the January 1, 2001 introduction of the New Telecommunications Act, which lifted the 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 its shares in accordance with provisions of the consortium agreement, after which the Company will own 100% of Netia 1. In January 2001, pursuant to pre-existing contractual obligations, the Company paid USD 14,447 (PLN 59,193) for 548,944 shares of Netia 1, which constituted 44% of its share capital, of which PLN 4,299 was recognized as goodwill arising on the transaction.

9. Financial Expense, Net


Nine-month period ended

Nine-month period ended

Year ended


September 30,

September 30,

December 31,


2001

(Unaudited)

2000

(Unaudited)

2000

(Audited)


(PLN)

(PLN)

(PLN)








Interest income

29,723

53,495

80,784

Foreign exchange gains

2,218

5,951

193,305

Interest expense

(315,805)

(275,767)

(380,928)

Foreign exchange losses

(76,145)

(74,745)

(74,965)

Fair value losses on cross-currency swap transactions

(29,315)

-

-

Amortization of deferred financing costs

-

(8,327)

(12,932)

Write off of loan origination fees

-

(3,945)

(3,945)


(389,324)

(303,338)

(198,681)

10. Loss Per Share

Basic:

Losses per share have been calculated based on net losses for each period divided by the weighted average number of shares in issue during the year.


Nine-month period ended

Nine-month period ended

Three-month period ended

Three-month period ended

Year ended


September 30, 

2001

(Unaudited)

September 30, 

2000

(Unaudited)

September 30, 

2001

(Unaudited)

September 30, 

2000

(Unaudited)

December 31,
2000

(Audited)












Net loss

(862,808)

(414,975)

(761,020)

(123,074)

(362,046)

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

30,817,291

28,032,507

30,817,291

30,784,680

28,728,709

Basic loss per share (not in thousands)

(28.00)

(14.80)

(24.69)

(4.00)

(12.60)

Diluted:

No diluted losses per share were computed in the periods ended September 30, 2001, December 31, 2000 and September 30, 2000, as the effect of the Netia Performance Stock Option Plan and options granted to Galopus were anti-dilutive during these periods, if applicable. 

11. Segmental Reporting

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

Nine-month period ended

Nine-month period ended

Year ended


September 30,

September 30,

 December 31,


2001

(Unaudited)

2000

(Unaudited)

2000

(Audited)








Revenue






Telecommunications

372,894

278,481

395,225

Other businesses

21,089

35,453

47,522


393,983

313,934

442,747








(Loss) / income from operations






Telecommunications

(472,661)

(113,127)

(160,741)

Other businesses

1,702

4,046

4,210


(470,959)

(109,081)

(156,531)

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 the other businesses segment and related financial costs. 

12. Commitments and Contingencies

As at September 30, 2001 and December 31, 2000 certain subsidiaries of the Company had commitments of  approximately USD 42,777 (PLN 181,234) and USD 68,923 (PLN 292,006), 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.

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 10.8 million and 20.2 million, based on Millennium’s financial performance through the end of 2001.  Following the execution of the Acquisition Agreements, the Company paid PLN 8.5 million to Millennium as a payment of the issue price for the shares of Millennium to be acquired by the Company upon the registration of the increase in Millennium's share capital. In addition, the Company advanced EUR 2.9 million (PLN 11.2 million at September 30, 2001 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 ("The Arbitration Court"), in response to the failure by Millennium and its shareholder – Newman Finance Corporation (“Newman”) - to submit a proper motion to the Polish commercial court in order to register the increase in Millennium's share capital.

In January 2001, Millennium repaid PLN 8.5 million, which was treated as a repayment of the issue price for the shares of Millennium to be acquired by the Company. Also, based on an injunction obtained by the Company in January 2001 Millennium shares held by its sole shareholder Newman were seized by a state court for custody pending the completion of the arbitration case. On October 15, 2001, the Company gave notice of its decision to withdraw from the Acquisition Agreement to acquire the outstanding share capital of Millennium. The Company withdrew from the acquisition agreement due to Millennium's refusal to perform its obligations under the agreement and Millennium's lack of response to the Company's final request to perform its obligations.  

In October 2001, the Company modified its arbitration claim against Millennium in the Arbitration proceeding, demanding compensation in the amount of PLN 8.5 million, and reserving the right to extend the scope of the arbitration claim in the future.  In a separate court proceeding, the Company claims the repayment of PLN 11.5 million from Millennium.

On February 28, 2001, Millennium filed a motion against the Company  in the regional court of Warsaw asking the court to rule that the  Company cease engaging in certain acts of unfair competition under the Polish Act on Combating Unfair Competition dated April 16, 1993. In its motion, Millennium requested that the court order the  Company to pay Millennium damages of PLN 50 million. The  Company filed an answer to this motion on April 18, 2001 stating that the claims made by Millennium are legally baseless and unsupported by evidence. On May 22, 2001, after a hearing, the court issued an injunction restraining the  Company from approaching certain prospective customers in Warsaw, pending the completion of the litigation. The  Company appealed this decision on June 29, 2001 on the basis that the injunction was issued without a proper legal basis and no factual support. The court deferred adjudication on the merits of Millennium’s motion for a later date to be announced. Management believes that Millennium suit was filed as a litigation tactic in connection with the Company’s lawsuit against Millennium and Millennium’s unfair competition claim does not have any underlying merit.

As at September 30, 2001, a valuation allowance of PLN 16,944 was recorded as other operating expense against the outstanding amount receivable from Millennium as a result of the events described above.

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. 

Prior to January 1, 2001, the Company was 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.  At September 30, 2001 and for almost all prior periods the Company had not met these milestones for all of its licenses. While under the regulatory scheme in effect prior to January 1, 2001, it was possible for the regulatory authorities to take action against the Company as a result of the Company's failure to meet these milestones, including seeking revocation of the licenses (which action would have had a material adverse effect on the Company, including on the value of its related network assets and its ability to continue its operations), no such action has ever been taken. On January 1, 2001, a new Telecommunications Act (the “NTA”) became effective in Poland.  The NTA provides that all of the Company's licenses are to be converted into permits through an administrative process by the Office for Regulations of Telecommunication (“ORT”). However, as at September 30, 2001 this had not yet occurred.  While there is some uncertainty about this administrative process and the relevance of the provisions of the existing licenses and the former regulatory scheme during this period, the Company believes that the milestone requirements contained in its licenses expired on January 1, 2001 with the effectiveness of the NTA.  The Company also believes that the permits to be issued by the ORT may not incorporate the build‑out milestones. However, there is no assurance that the new permits will not incorporate build-out milestones or contain other requirements that would be burdensome on the Company and that the regulatory authorities will not take action against the Company based on its failure to meet the original milestones in its existing licenses. Management of the Company does not believe that this matter will have a material adverse effect on the Company's financial condition and operations. 

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


Nine-month period ended

Nine-month period ended

Year ended


September 30,

September 30,

 December 31,


2001

(Unaudited)

2000

(Unaudited)

2000

(Audited)


(PLN)

(PLN)

(PLN)








Net loss per IAS

(862,808)

(414,975)

(362,046)

Foreign exchange gains / (losses) (1, 5)

(733)

(22,574)

(2,773)

Interest expense (1, 5)

21,557

26,469

19,087

Amortization of goodwill (4)

1,584

1,584

2,112

Reversal of write off of goodwill (9) 

220,279

-

-

Amortization of license (5)

3,546

110

147

Stock Option Plan (2)

2,505

1,315

380

Employee Share Purchase (3)

-

(1,650)

(1,650)

Depreciation of US GAAP fixed asset basis differences (1)

861

2,675

3,567

Cumulative effect of adopting SAB 101 as of December 31, 1999 (6)

-

(48,361)

(48,361)

Deferred revenue (6)

6,054

(4,000)

(2,857)

Minority interest (7)

-

-

537

Net loss per US GAAP

(607,155)

(459,407)

(391,857)

Basic and diluted loss per share per U.S. GAAP before cumulative effect of adopting SAB 101 as of December 31, 1999 (not in thousands) 

(19.70)

(14.52)

(11.96)

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

-

(1.87)

(1.68)

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

(19.70)

(16.39)

(13.64)




Nine-month period ended

Year ended




September 30,

 December 31,




2001

(Unaudited)

2000

(Audited)




(PLN)

(PLN)








Shareholders’ equity / (deficit) per IAS



(113,857)

780,411

Fixed assets, including depreciation (1, 5)



3,549

(24,933)

Amortization of goodwill (4)



7,920

6,336

Reversal of write off of goodwill (9) 



220,279

-

Amortization of license (5)



8,055

4,509

Stock Option Plan (2)



(1,238)

(3,743)

Increase in equity related to Stock Option Plan (2)



1,238

3,743

Employee Share Purchase (3)



(1,650)

(1,650)

Increase in equity related to Employee Share Purchase (3)



1,650

1,650

Financial expense (4, 5)



(65,152)

(58,355)

Purchase of EBRD interest in Netia (4)



(14,756)

(14,756)

Increase in equity related to Incentive Stock Option



42,216

42,216

Minority interest (7)



537

537

Cumulative effect of adopting SAB 101 as of December 31, 1999 (6)



(48,361)

(48,361)

Deferred revenue (6)



3,197

(2,857)

Other operating expenses



(31,662)

(31,662)

Shareholders’ equity  per US GAAP



11,965

653,085




Nine-month period ended

September 30,
2001

(Unaudited)

Year ended

 December 31,
2000

(Audited)








Changes in Shareholders’ Equity on a US GAAP basis









(PLN)

(PLN)








Shareholders’ equity at beginning of period as reported



653,085

578,307

Effect of adopting IAS 39 and FAS 133



134

-

Shareholders’ equity at beginning of period as restated



653,219

578,307

Net loss



(607,155)

(391,857)

Issuance of shares, net of related costs



-

465,025

Employee stock subscription and stock option exercises



-

340

Increase in equity related to Stock Option Plan (2)



(2,505)

(380)

Increase in equity related to Employee Share Purchase (3)



-

1,650

Change of Other Comprehensive Income (8)



(31,594)

-

Shareholders’ equity at end of period



11,965

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 European Bank for Reconstruction and Development (“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 the nine-month period ended September 30, 2001, year ended December 31, 2000 and nine-month period ended September 30, 2000 amortization of this goodwill for IAS purposes was PLN 1,584, PLN 2,112 and PLN 1,584, respectively. For US GAAP purposes since this was considered a capital transaction, no amortization charge was recorded.

(5)  For US GAAP the interest expense on the non interest bearing liability associated with obtaining licenses from the Polish government 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 nine-month period ended September 30, 2001 and 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.

(6)  In December 1999, the Securities and Exchange 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.

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

(8)  This adjustment reflects change in fair value and other reserves as reported in condensed consolidated statement of changes in shareholders’ equity under IAS.

(9)  Under IAS, the Company has written off the goodwill on the basis of, the impairment test performed, taking into account discounted expected future cash flows associated with the assets. For US GAAP purposes such a recoverability test was performed using the undiscounted expected future cash flows and the results of that test did not form a basis required for recognition of the impairment loss.

13. Post Balance Sheet Events

In October 2001, the Company’s Management took a  decision to reduce staff by approximately 10%. These cutbacks are in addition to the headcount reductions of 10% announced on March 30, 2001. The regulations on planned lay-offs have also been approved.  No assumptions have been developed with respect to this plan.

Following the announcement made on September 7, 2001 by Moody’s rating agency that it had lowered the ratings of Netia Holdings B.V. and Netia Holdings II B.V. (both guaranteed by the Company) from “B2” to “Caa1”, on October 9, 2001, Standard & Poor’s rating agency announced that it lowered the long term corporate credit ratings on stand alone company Netia Holdings S.A. from “B+” to “B-“ and the long term corporate credit ratings on Netia Holdings B.V. and Netia Holdings II B.V. from “B-“ to “CCC”. On October 23, 2001, Fitch rating agency announced that it downgraded stand alone company Netia Holdings S.A. senior unsecured corporate credit rating from “B+” to “B-“.

[image: image1.wmf]
Item 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations TC .

The following discussion should be read in conjunction with the Unaudited Condensed Consolidated Financial Statements, including the notes thereto included elsewhere in this Report.

This report contains forward-looking statements.  These statements appear in a number of places in this report and include statements regarding our intentions, beliefs or current expectations concerning, among other things, the build-out of our telecommunications network; the development of the Polish telecommunications market; the growth in demand for business Internet services; our plans for the development of our business, including our plans to provide voice telephone service in Warsaw, domestic long distance and Internet services; our financing plans and our need for substantial capital resources to build our network and fund our debt service and operating losses; trends affecting our financial condition or results of operations; the impact of competition on our business; and changes in the regulatory environment affecting our business.

Readers are cautioned that any such forward-looking statements are not guarantees of future performance and involve risks and uncertainties, and that actual results may differ materially from those in the forward-looking statements as a result of various factors. You should read the section titled “Risk Factors” in our Annual Report on Form 20-F for the fiscal year ended December 31, 2000 (the “2000 Annual Report”) for a discussion of some of these factors.  We undertake no obligation to publicly update or revise any forward-looking statements.

Overview

Netia Holdings S.A., (collectively with its subsidiaries, “Netia”, the "Company" or “we”), is the leading alternative fixed-line telecommunications provider in Poland. We provide a broad range of telecommunications services including voice, data and Internet-access and commercial network services.  Our goal is to be the preferred telecommunications services provider in Poland through innovative and attractive product and service offerings supported by high quality customer care.  Our American Depositary Shares (“ADSs”) are listed on the Nasdaq National Market under the symbol “NTIA”, and our ordinary shares are listed on the Warsaw Stock Exchange. We own, operate and are continuing to build a state-of-the-art fiber-optic network that, at September 30, 2001, connected 343,634 active subscriber lines, including 93,713 business lines. These statistics concerning connected lines include the effect of the downward adjustment of 14,924 lines, relating to recently effected correction to our IT reporting system, which had caused the number of lines to be incorrect.

We currently provide voice telephone service in 24 territories throughout Poland, including in six of Poland’s ten largest cities (Warsaw, Katowice, Krakow, Gdansk, Lublin and Poznan).  We received our license to provide voice telephone service in Warsaw, the capital of Poland and the country’s largest city, in June 2000.  Approximately 40% of the population of Poland and approximately 70% of the population living in Poland’s ten largest urban areas live in the territories in which we hold voice licenses.  Our voice telephone services include switched, fixed-line voice telephone service, Integrated Services Digital Network (“ISDN”) and voice mail.  We also provide Internet-access and data services in major urban areas and offer leased lines on a selective basis and selected Internet and telecommunications services such as VoIP, web design, web hosting and co-location services. In September 2001, we began to offer Frame Relay services.
In August 2001, after lifting of ownership restrictions by the NTA, we have purchased from a minority shareholder 51% of share capital of our joint venture, Netia Network, pursuant to pre-existing contractual arrangements. We are using this wholly-owned subsidiary to construct our data transmission network. This event will not have impact on our operations or our financial condition, as we have been consolidating Netia Network on the basis of our full operational control over this entity.

On August 1, 2001, following our execution of an interconnection agreement with TPSA, Poland’s incumbent telecommunications provider, we began providing domestic long distance service.  We are initially offering this service in 15 of Poland’s 49 numbering zones – including in Poland’s ten largest cities and certain other cities in areas adjacent to our network. In these areas, customers, including those of other telecommunications operators, can now access our domestic long distance service by dialing a “1055” prefix after they have executed a subscription agreement with us. We are currently providing these services using our backbone network and leased lines in areas not yet reached by our backbone. Subject to entering into additional interconnection agreements with TPSA for other numbering zones, we expect to expand the areas in which we provide domestic long distance telephone services in 2001 and are planning ultimately to offer domestic long distance services nation-wide.
We are continuing to offer select commercial network services on a limited scale to other telecommunications carriers operating in Poland.  We believe providing these services will give us a significant opportunity to enhance our operating margins by leveraging our investment in our infrastructure through the greater utilization of our network.  We believe that our substantial capacity will give us the flexibility to sell or swap capacity and dark fiber, domestically and internationally.

We are continuing to build our network which, upon its completion, will consist of a national inter-city fiber-optic backbone linking intra-city fiber-optic rings in each of Poland’s ten largest cities. Our network backbone became operational in 2000 and is nearly complete.  By the end of 2002, we plan to augment our backbone network’s capacity to increase our capability to provide commercial network services business.  We have substantially completed intra-city fiber optic networks in five of Poland’s twelve largest cities. We are also constructing broadband radio access networks in several large cities, including Warsaw, using radio frequency spectrum we acquired in February 2000.  We believe these radio access networks will allow us to rapidly connect business customers while our intra-city networks are under construction and will continue to complement our fiber-optic networks when they are completed.

We continually review our plans to take into account business developments and opportunities and changes in the competitive and regulatory environment in which we operate. Our plans are also affected by macroeconomic factors, such as the general slowdown of the Polish economy. Consistent with our continuing review, we are currently in the process of making adjustments to the organizational structure of our sales, marketing and product development functions. 

As discussed below under "Liquidity and Capital Resources", in response to anticipated funding shortfalls, the Company's management is undertaking steps aimed at preserving the Company's cash and has adopted a revised business plan that contemplates substantial reduction in capital and operating expenditures compared to prior business plans. General guidelines to this business plan have been approved by the Company's Supervisory Board. As a result, we will slow down the construction of our fiber optic backbone network, postponing or cancelling the projects not connected with the backbone network, including construction of last mile. Operating under the adjusted plan, we plan to connect 600,000 lines by the end of 2010, of which 500,000 will be ringing lines. 

In furtherance of the general directions for Netia’s ten-year business plan, in October 2001, the Company’s Management took a decision to reduce staff by approximately 10%. These cutbacks are in addition to the headcount reductions of 10% announced on March 30, 2001. 
During the nine-month period ended September 30, 2001, as a result of the Management’s belief that there is no longer a future economic benefit associated with its goodwill and an impairment test performed, the Company has written off the goodwill. The net book value of goodwill written off was PLN 220,279.

The Company's Management may consider taking other steps that it and the Company's Supervisory Board consider necessary and appropriate to reduce costs and/or provide funding required to continue the Company's operations. Failure to implement these measures successfully will have a material adverse effect on the Company's financial condition and results of operations and could result in the Company being unable to continue as a going concern. Furthermore, these actions are likely to adversely effect the timing of our planned network rollout and our expected operating results. 

Revenues

Substantially all of our telecommunications revenues are currently derived from call charges, monthly fixed fees and installation fees associated with providing basic voice telephone services.  Telecommunications revenues from other services have not been significant. We expect that as our network and our subscriber base grow, call charges and monthly fees for basic voice services will continue to account for a significant portion of our total revenues but that other services, including Internet and data services, will increase as a percentage of our total revenues. During the last years, installation fees have declined as a percentage of our total revenues due to the increase in other service related charges as our operations mature, and we expect this trend to continue in the future.

Our revenue trends depend in part on the number of new customers we add, the pricing of our services and our mix of business customers to total customers as we realize greater revenue per customer from our business customers. At September 30, 2001, our cumulative business/total customer mix was 27.27%, a 15.75% increase over our business/total customer mix at September 30, 2000. The following table shows the period incremental business/total customer mix and the cumulative business/total customer mix for each quarter of 1998, 1999, 2000 and the nine-month period ended September 30, 2001.


1998

1999

2000

2001


Q1

Q2

Q3

Q4

Q1

Q2

Q3

Q4

Q1

Q2

Q3

Q4

Q1(3)

Q2(3)

Q3(4)
































Period incremental


Business/total customer

mix(1)

19.6%

19.6%

16.1%

21.8%

29.5%

27.0%

30.5%

27.5%

29.0%

44.6%

44.3%

62.9%

13.2%

60.8%

108.0%

Cumulative

business/total customer

mix(2)

10.5%

12.3%

13.0%

14.7%

16.7%

18.0%

19.3%

20.5%

21.0%

22.1%

23.6%

26.0%

25.0%

26.0%

27.3%

(1)
Period incremental business/total customer mix represents the net change in subscriber business lines during the referenced periods as a percentage of total net change in subscriber lines during those periods. 

(2) Cumulative business/total customer mix represents the number of subscriber business lines as a percentage of total subscriber lines at the end of the referenced periods.

(3)   The number of subscriber lines reported previously has been corrected as a result of discovering an error in the IT reporting system. This also resulted in a recalculation of reported figures for the average revenue per line, number of business lines and business customers' mix. This adjustment had no impact on the Company’s revenues that have been previously reported.

(4)
In the third quarter of 2001, the number of ringing lines increased by 5,296. Due to churn, the net change in the number of non-business customers was negative 425. As a result, the business mix for the period reached 108.0%

Pricing

Telephone Services.  We charge a fixed monthly fee in addition to call charges for our basic voice telephone services. Our call charges for telephone calls originated over our network depend on a number of factors, including the type of call (local, domestic long distance or international), the duration of the call, the time of day and the day of the week on which the call is placed and the volume of calls typically made by the customer. For local calls we currently bill our customers using a pulse-based system under each of our pricing plans. We are continuing to consider options for transitioning totally from the pulse-based billing generally used in Poland to billing based on actual connection time. Our fixed monthly fees vary based on the service package subscribed for by our customers. In addition to fixed monthly fees and call charges, we charge installation fees for installing direct connections to our customers.

Prior to October 1, 2001, we offered two pricing plans for customers of voice only services and one pricing plan that bundled our voice services with our Internet access service.  This pricing allows our customers to determine whether they would prefer to be charged lower call charges and pay higher fixed monthly fees, be charged higher call charges and lower fixed monthly fees or bundle their voice telephone and Internet access services for a fixed monthly fee in addition to call charges.

On October 1, 2001 we announced new tariff packages for analog and ISDN lines which were effective as of October 1, 2001. Clients using analog lines are offered three calling plans:

· "Relaxed" with the monthly fee of PLN 19 net of VAT, 

· "Practical" with the monthly fee of PLN 30 net of VAT, 

· "Chatty" with the monthly fee of PLN 40 net of VAT. 

Clients using ISDN lines are given a choice between two tariff plans: 

· "Versatile" with fixed monthly fee of PLN 46 net of VAT and 

· "Professional" with fixed monthly fee of PLN 700 net of VAT. 

The various packages primarily differ with respect to the amount of the monthly fees and the charges for local calls. All other charges (DLD, ILD, fixed to mobile and Internet) are the same in each of the new tariff plans. Moreover, all charges other than local voice and Internet charges are billed on a per-minute basis. Starting from October 1, 2001 existing Netia customers have a choice of either keeping their previously chosen tariff plans (Blue, Green or promotional) or switching to one of the newly offered packages.

In July 2001, we announced our domestic long distance services tariffs, which range from PLN 0.21 to PLN 0.35 plus VAT per minute.

Historically, whenever our principal competitor, TPSA has increased or decreased the fees it charges its customers, we have responded by adjusting our pricing plans.  In January and July 2000, we increased our local call charges by approximately 12.5%, and 7.4%, respectively, and our fixed monthly fees by approximately 33% and 25%, respectively.  In May 2001 we increased our fixed monthly fees by 35.7% to 40.0%.

Other Services.  We charge fixed fees and calling charges for our data services, generally based on the range of services and capacity provided. Customers of our Internet access service can choose to bundle our voice and Internet access services and be charged a fixed fee for 100 hours of Internet access per month or to be charged for Internet connection time based on our voice tariffs. We charge monthly fixed fees for our ISDN services and standard fixed fees for our leased lines and other services.

Expenses

We divide our costs and expenses into the following categories: interconnection charges; cost of equipment; depreciation and amortization; and other operating expenses.

Interconnection charges represent fees we pay to TPSA and other carriers for calls originating on our network that are carried through their networks. Generally, under interconnection agreements, settlement costs paid to TPSA for outgoing (i.e., those originating from our customers) international calls are up to 72% of TPSA’s tariffs for these calls.  Settlement costs for outgoing out-of-network domestic long distance calls range from 25% to 38.5% of TPSA’s tariffs for these calls.  These settlement costs are independent of the rates we charge our customers for placing these calls, although one of our tariff options to our customers is effectively pegged to the rates charged by TPSA for similar calls.  We pay to GSM operators for terminating our calls in their network and are paid by GSM operators (but not fixed-line operators) for calls terminating in our network.  We expect to reduce the amount of interconnection fees we pay to TPSA for domestic long distance calls as we route more of the traffic relating to domestic long distance over our backbone.

Cost of equipment is related exclusively to our other businesses.

Depreciation and amortization expenses consist of the depreciation of property, plant and equipment, primarily related to our network, and amortization of intangible assets, principally our licenses.  We commence amortization of licenses for a territory when we commence operations in that territory.  We expect depreciation and amortization expenses to continue to increase in the future as we expand our network and amortize our licenses.

Our other operating expenses primarily include maintenance and related expenses necessary to service, maintain and operate our network; selling, general and administrative expenses; and customer service expenses. We expect that our operating expenses will continue to increase in connection with the expansion of the geographic scope of our network, the expansion of our operations (including expansion resulting from the acquisition of the Warsaw license), the expansion of our product and service offerings (including our expansion of domestic long distance services and the Internet).  Our operating expenses likely would increase if we were to acquire a license to provide international telecommunications services or licenses for additional territories.

Taxes

The Polish tax system generally does not provide for the grouping of tax losses for multiple legal entities under common control, such as us and our subsidiaries. The only statutory exception to this rule would require us to reorganize our structure in a manner that would prove ineffective and cumbersome from a business perspective.  Therefore, each of our companies may only be able to utilize its own tax losses to offset its 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, and unused losses could not be carried forward to subsequent years. Tax losses incurred in 1999 and subsequent years will be permitted to be utilized over five years with a 50% utilization restriction per annum. Losses are not indexed to inflation. Deferred tax assets related to these losses have been fully reserved for.

While we believe we have structured our intercompany funding arrangements to accommodate the rules that are presently in effect, we cannot be certain that the tax authorities will concur with our position, or that we will be able to structure our future funding arrangements to accommodate the rules.  As a result, we may be required either to pay increased amounts of Polish corporate taxes and/or transfer tax or to restructure our intercompany funding arrangements in a manner that could be less tax-efficient than our present arrangements.

Minority Interests

Minority interests represent that share of the net results of operations of subsidiaries that are not attributable to our ownership interest. Minority interests are adjusted out of the net loss of the group in accordance with IAS and U.S. GAAP. Accordingly, the portion of the losses assigned to the minority interest shareholders is not recognized by us. Negative minority interest resulting from negative net assets of subsidiaries is not recognized unless there is a contractual commitment.

Segment Reporting

We report our operating results in two segments: the telecommunications business and other businesses.  Our other businesses consist of the provision of specialized mobile radio services, the sale of related equipment and the development of residential real estate.  We conduct our specialized mobile radio business through Uni-Net, a majority-owned subsidiary of Netia Holdings S.A.

The following table shows certain financial data related to our telecommunications businesses and other business (quarterly data for 2001 are not cumulative):


Revenues
Operating Profit/(Loss)
EBITDA


Period
Period
Period

(PLN in millions)


        1998
1999
2000
1Q01
2Q01
3Q01
1998
1999
2000
1Q01
2Q01
3Q01
1998
1999
2000
1Q01
2Q01
3Q01

Telecommunications businesses

96.4
217.7
395.2
115.3
126.6
131.0
(80.4)
(138.9)
(160.7)
(39.1)
(50.1)
(383.4)
(41.3)
(21.7)
16.8
14.4
14.4
(0.3)

Other businesses

23.9
31.4
47.5
7.6
7.7
5.8
1.1
4.4
4.2
0.4
1.1
0,2
3.0
6.3
6.4
0.8
1.5
1.1

 



















 
120.3
249.1
442.7
122.9
134.3
136,8
(79.3)
(134.5)
(156.5)
(38.7)
(49.0)
(383.2)
(38.3)
(15.4)
23.2
15.2
15.9
0.8

EBITDA

We define EBITDA as net income / (loss) as measured by IAS or U.S. GAAP, adjusted for depreciation and amortization, impairment provisions, net financial expense, income taxes, minority interest, share of losses of equity investments and other losses and gains on dilution. We believe EBITDA and related measures of cash flow from operating activities serve as useful supplementary financial indicators in measuring the operating performance of telecommunication companies. EBITDA is not an IAS or U.S. GAAP measure and should not be considered as an alternative to IAS or U.S. GAAP measures of net income / (loss) or as an indicator of operating performance or as a measure of cash flows from operations under IAS or U.S. GAAP or as an indicator of liquidity. You should note that EBITDA is not a uniform or standardized measure and the calculation of EBITDA, accordingly, may vary significantly from company to company, and by itself provides no grounds for comparison with other companies.

Comparative Numbers

Certain amounts for the nine-month period ended September 30, 2000 have been restated to reflect adoption of IAS 38 “Intangible assets” ("IAS 38"). In accordance with the requirements of IAS 38 we have recorded an adjustment to the nominal cost of licenses to reflect their net present values.

Results of Operations

Certain important differences between IAS and U.S. GAAP are explained in note 14 to the unaudited condensed consolidated financial statements for the three and nine-month periods ended September 30, 2001. 

Nine-month period ended September 30, 2001 compared to the nine-month period ended September 30, 2000

Telecommunications Business

Revenues.  Telecommunication revenues increased by 33.9% to PLN 372.9 million during the nine-month period ended September 30, 2001 from PLN 278.5 million during the nine-month period ended September 30, 2000. The increase was primarily attributable to an 11.9% increase in the number of total subscribers from 307,160 at September 30, 2000 to 343,634 at September 30, 2001 as well as increases in local tariffs associated with tariff rebalancing by TPSA. Revenues grew at a greater rate than the subscriber base primarily due to the increase in monthly fees as well as an increase in the number of business customers from 72,379 at September 30, 2000 (23.6% of all subscribers) to 93,713 at September 30, 2001 (27.3% of all subscribers), as business customers generally generate higher revenue per line than residential customers. Average monthly revenue per line increased to PLN 122 for the month of September 2001 from PLN 109 for the month of September 2000. The increase in the average revenue per line was primarily due to price increases associated with the tariff rebalancing. The average monthly revenue per line for business customers increased to PLN 243 for the month of September 2001 from PLN 236 for the month of September 2000. 

Costs and expenses.  Total costs and expenses increased to PLN 845.6 million during the nine-month period ended September 30, 2001 from PLN 391.6 million during the nine-month period ended September 30, 2000, or 115.9%. This increase was mainly attributable to a write off of goodwill in the amount of PLN 220.3 million caused by the Management's belief that there is no longer a future economic benefit, that can be associated with the Company's goodwill and an impairment test performed, by impairment provision for fixed assets that are not expected to be utilized, in the amount of PLN 96.9 million and by an allowance for receivable resulting from the withdrawal from Millennium transaction in the amount of PLN 16.9 million. Other factors influencing this increase was an expansion of our business activity, which resulted in a higher level of interconnection charges and other operating expenses, consisting mainly of salary costs and costs of leased lines. Depreciation of fixed assets also increased due to the continuing expansion of our network. Amortization of other intangible assets increased due to the increased level of computer software and an increase in the amortization of licenses due to the commencement of provision of telecommunication services in Warsaw and amortization of the Warsaw license acquired in June 2000.

Financial expenses, net.  Net financial expense amounted to PLN 390.1 million during the nine-month period ended September 30, 2001 in comparison to PLN 302.3 million during the nine-month period ended September 30, 2000. This increase was mainly attributable to an increased amount of interest expense associated with a higher level of average debt outstanding during the nine-month period ended September 30, 2001 as the result of the issuance of EUR 200 million Senior Euro Notes ("2000 Euro Notes") in June 2000. Financial expenses associated with hedge transactions have also affected the financial expenses as we incurred costs due to the appreciation of the Polish Zloty in comparison with the assumptions of the hedge transactions.

Taxes.  The tax charge during the nine-month period ended September 30, 2001 amounted to PLN 3.8 million as compared to a tax charge of PLN 1.5 million during the nine-month period ended September 30, 2000. In each period the charge primarily resulted from tax payable in certain of our subsidiaries. 

Net losses.  As a result of the factors discussed above, we incurred net losses of PLN 864.7 million during the nine-month period ended September 30, 2001 as compared to net losses of PLN 417.1 million during the nine-month period ended September 30, 2000.

Other Businesses

Revenues from other businesses decreased to PLN 21.1 million during the nine-month period ended September 30, 2001 from PLN 35.5 million during the nine-month period ended September 30, 2000, due to increased competition in the radio trunking equipment market. As a result of this decrease in revenues, operating profit decreased to PLN 1.7 million during the nine-month period ended September 30, 2001 from PLN 4.0 million during the nine-month period ended September 30, 2000. 

EBITDA

EBITDA for telecommunications and other business was PLN 31.9 million for the nine-month period ended September 30, 2001, as compared to PLN 14.9 million in the nine-month period ended September 30, 2000, which was due to multiple factors discussed above under “Telecommunications Business” and “Other Businesses”

Three-month period ended September 30, 2001 compared to the three-month period ended September 30, 2000

Telecommunications Business

Revenues. Telecommunications revenues increased by 29.7% to PLN 131.0 million during the three-month period ended September 30, 2001 from PLN 101.0 million during the three-month period ended September 30, 2000.  The increase is mainly attributable to the increased tariffs as well as an increase in the number of subscriber lines described in the previous section and an increase in business customers as a result of an increased focus on promotional programs. 

Costs and expenses.  Total costs and expenses increased to PLN 514.4 million during the three-month period ended September 30, 2001 from PLN 148.3 million during the three-month period ended September 30, 2000, or by 246.9%.  This increase was mainly attributable to the write off of the Company’s goodwill, impairment provision for fixed assets and an allowance for receivables resulting from the withdrawal from the purchase of Millennium. Other factor influencing this increase was an expansion of our business activity, which resulted in a higher level of interconnection charges and other operating expenses – consisting mainly of salary costs and costs of leased lines. Depreciation of fixed assets also increased due to continuing expansion of our network. Amortization of other intangible assets increased due to increased level of computer software and an increase in the amortization of licenses due to the commencement of provision of telecommunication services in Warsaw and amortization of the Warsaw license acquired in June 2000.

Financial expenses, net.  The Company recorded net financial expenses of PLN 376.8 million during the three-month period ended September 30, 2001 compared to net financial expense of PLN 76.6 million recorded during the three-month period ended September 30, 2000. This change was mainly attributable to net foreign exchange rate losses resulting from a higher depreciation of the Polish Zloty in the third quarter of 2001 as compared to net foreign exchange rate losses resulting from a devaluation of the Polish Zloty in the same period of 2000. Financial expenses associated with hedge transactions have also affected the financial expenses as we incurred costs due to the appreciation of the Polish Zloty in comparison with the assumptions of the hedge transactions.

Taxes.  Tax charge amounted to PLN 0.9 million during the three-month period ended September 30, 2001 compared to a charge of PLN 0.6 million in the third quarter of 2000. This change was due to taxes payable for certain subsidiaries during 2001 and the reversal of certain deferred tax differences during 2000.

Net losses.  As a result of the factors discussed above, we incurred net losses of PLN 761.2 million during the quarter ended September 30, 2001 as compared to net losses of PLN 124.0 million in the third quarter of 2000.

Other Business

Revenues from other businesses decreased by 55.0%, to PLN 5.8 million during the three-month period ended September 30, 2001 from PLN 12.9 million during the three-month period ended September 30, 2000.  This decrease was primarily attributable to increased competition in the radio trunking equipment market.  As a result of this decrease in revenues, operating profit decreased to PLN 0.2 million during the three-month period ended September 30, 2001 from PLN 1.7 million during the three-month period ended September 30, 2000.

EBITDA

EBITDA for telecommunications and other business was PLN 0.8 million for the three-month period ended September 30, 2001, as compared to PLN 1.8 million for the three-month period ended September 30, 2000, which was due to multiple factors discussed above under “Telecommunications Business” and “Other Business”.

Liquidity and Capital Resources

We continue to incur operating losses as we develop our telecommunications network.  To date, our capital requirements have been funded primarily through (i) equity investments and, to a lesser extent, subordinated loans from our shareholders, (ii) borrowings under credit facilities, (iii) proceeds from the issuance of notes in 1997, 1999 and 2000 and (iv) proceeds of the offering in July 1999 of our ordinary shares in the form of ADSs in connection with their listing on the Nasdaq National Market (the “Nasdaq Listing IPO”) and the offering in June 2000 of our ordinary shares in connection with their listing on the Warsaw Stock Exchange (the “2000 Offering”).  Also in June 2000, our principal shareholder, Telia AB (publ.) purchased 2,250,000 of our ordinary shares at a purchase price of PLN 107.25 per share (“Telia Capital Increase”). Our principal uses for cash have been to fund our operations and network build-out and to service our debt and license obligations.

At September 30, 2001, under the Polish accounting standards, the stand alone losses of Netia Holdings S.A. exceeded the sum of its reserve capital, spare capital and one third of its share capital. Pursuant to the Polish Commercial Code, in such circumstances, the Company’s Management is required to call for an extraordinary shareholders’ meeting in order for the shareholders to approve the continuation of the existence of the stand alone Netia Holdings S.A. Management intends to take appropriate steps in order to satisfy these obligations under the Polish Commercial Code. A decision by the Company’s shareholders to continue the existence of stand alone Netia Holdings S.A. will not necessarily translate into any improvement of our cash position or equity increase, and shareholders who will vote in favor of such resolution are not under any obligation to provide funding.

Net cash provided by operating activities was PLN 145.4 million (USD 34.3 million) during the nine-month period ended September 30, 2001 and PLN 96.8 million (USD 22.8 million) during the nine-month period ended September 30, 2000.  The level of our telecommunication revenues was greater than our cash operating expenditures during both these periods, which contributed to positive operating cash flow.

Net cash used in investing activities was PLN 570.3 million (USD 134.6 million) during the nine-month period ended September 30, 2001 compared to PLN 945.5 million (USD 223.2 million) during the nine-month period ended September 30, 2000. This decrease reflected the deposit of PLN 219.9 million (USD 51.9 million) in investment accounts during the nine-month period ended September 30, 2000, in connection with the issuance in June 2000 of our 133/4% Senior Notes due 2010 as well as the payment of license fees of PLN 169.2 million (USD 39.9 million) during the nine-month period ended September 30, 2000 compared to PLN 4.0 million (USD 0.9 million) during the nine-month period ended September 30, 2001. This decrease in cash used in investing activities was also due to a decrease in the amount of fixed assets purchased, such as switches and fiber-optic cable. Cash used in investing activities for the purchase of fixed assets was PLN 513.9 million (USD 121.3 million) during the nine-month period ended September 30, 2001 and PLN 555.4 million (USD 131.1 million) during the nine-month period ended September 30, 2000. These decreases were partially offset by the purchase of minority interest shareholdings pursuant to our pre-existing contractual obligations – including shareholdings in Netia 1 – by the Company for PLN 60.9 million (USD 14.4 million) during the nine-month period ended September 30, 2001. 

There were no financing activities during the nine-month period ended September 30, 2001 apart from the payment of interest on our long term debt in the amount of PLN 55.2 million (USD 13.0 million) and an increase in restricted cash in the amount of PLN 7.1 million (USD 1.7 million), relating to a hedge transaction collateral deposited with Merrill Lynch International. Net cash provided by financing activities during the nine-month period ended September 30, 2000 was approximately PLN 1.3 billion (USD 307.8 million) and resulted from our June 2000 public offerings of ordinary shares and American Depositary Shares and our related sale of 2,250,000 of our ordinary shares to Telia AB, our principal shareholder in which we raised aggregate net proceeds of PLN 465.0 million (USD 109.8 million); our June 2000 issuance of EUR 200.0 million of 133/4% Senior Notes due 2010; and the proceeds from minority shareholders in connection with the equity increase by Netia 1.

Cash and cash equivalents are held in Polish Zlotys, Euros and US dollars with asset management institutions abroad and in current accounts in Poland.

 Although we had positive cash flow from operations for the nine-month period ended September 30, 2001, our overall cash flows for the period were negative.  In October 2001, Management concluded that while our cash flow from operations will continue to be sufficient to meet our working capital needs, our cash flows from operations will not be sufficient to fund our principal cash needs for capital expenditures, license fee payments and debt service through September 30, 2002 or for the foreseeable future thereafter.  In response to this funding shortfall, Management is undertaking steps aimed at preserving the Company's cash and has adopted a revised business plan, which contemplates substantial reductions in capital and operating expenditures. General guidelines to this business plan have been approved by the Supervisory Board. Under this new plan, we expect that our capital expenditures (excluding license payments) through September 30, 2002 will be approximately PLN 338.1 million (USD 79.8 million).  The planned capital expenditures (excluding license payments) according to this plan are anticipated to amount to PLN 264 million in the year 2002. If necessary, to finance the operations of the Company, we will be able to further reduce these capital expenditures to the level of PLN 188 million for the year 2002. We intend to achieve these reductions in capital expenditures by cancellation of certain build-out projects connected with the "last mile" extensions to our backbone network and by deferral of certain other projects, connected directly to the construction of our fiber optic backbone network. Additionally in October 2001 the Management of the Company took a decision to lay off approximately 10% employees by the end of March 2002 in addition to the previous 10% reduction announced in March 2001. 

In addition to capital expenditures, our most significant funding needs relate to debt service and license fee obligations. Our debt service obligations through September 30, 2002 will be PLN 437.8 million (USD 103.3 million), of which PLN 104.8 million (USD 24.7 million) is covered by restricted investments.  Our license fee obligations for the period through September 30, 2002 will be EUR 33.9 million (PLN 131.6 million) (USD 31.1 million). All of our debt service and license fee obligations and a significant portion of our capital expenditures are denominated in a foreign currency (USD, EUR and DM).  Thus, our total estimated currently anticipated cash requirements for capital expenditures, debt service and license fee obligations the twelve months ended September 30, 2002 (net of currently anticipated cash flow from operations) are approximately PLN 713 million (USD 168 million at the exchange rate in effect at September 30, 2001). 

At September 30, 2001, we had cash and cash equivalents on hand of PLN 643.4 million (USD 151.9 million).  In addition, at that date, we had PLN 104.8 million (USD 24.7 million) of restricted investments which are held for payment of interest on our 133/4 % Senior Notes due 2010 and PLN 7.1 million (USD 1.7 million) of restricted cash deposited as collateral relating to our hedge transactions.  We do not presently have a credit facility available as a source of liquidity.  

As a result, under our revised business plan, without effecting further reductions in capital expenditures, and taking into account expected cash flow from operations, cash on hand and the application of restricted investments, we believe that, under current circumstances and absent fluctuations in exchange rates, we will require approximately PLN 70 million (USD 16.5 million) of additional cash to fund our operations and capital requirements through September 30, 2002. However, the amount of this shortfall may change due to numerous factors, including fluctuations in exchange rates.  Our ability to bridge this funding gap and fund our operations and capital expenditures will depend on our ability to reduce the amount of our expenditures and obligations and/or raise capital to fund them, and Management is considering various measures to attempt to accomplish this.

Our ability to fund our operations and capital expenditures under our current business plan and meet our debt service and license fee obligations through September 30, 2002 and beyond this period will depend on our ability to reduce the amount of these expenditures and obligations and/or raise capital to fund them. As discussed below under "Legal Proceedings," we believe that we should not be required to pay certain of our remaining license fee obligations (EUR 32.9 of which are payable in the fourth quarter of 2001) and we have commenced an administrative proceeding to resolve this issue. If we are successful in this effort, we believe that the cash we conserve by eliminating this obligation will be sufficient to extend our ability to fund our current business plan and capital requirements through the end of the third quarter of 2002. However, we cannot assure you that we will be successful in these claims and while we may choose to withhold payment of these license fees pending resolution of this matter, doing so could result in the regulatory authorities taking action against us to collect this obligation, which could result in a default under our long-term senior notes.

We also may attempt to preserve cash by further modifying our business plan to further defer or eliminate capital expenditures or limiting network services.  However, our ability to conserve a significant amount of cash through such reductions is limited to a degree by the fact that much of our network development costs are made under existing contractual obligations with vendors and contractors, and postponing or canceling performance under these agreements could have adverse financial consequences.  Also, if we were to delay our planned capital expenditures, this could adversely affect the timing of our planned network rollout and our expected operating results.  

In addition we may attempt to reduce the amount of our obligations by repurchasing or refinancing our long term debt, although our ability to reduce the amount of these obligations through repurchases is constrained by the limited cash resources we have to fund any such purchases, and our ability to refinance or restructure these obligations would require the agreement of the holders of these obligations. We may also attempt to preserve cash by delaying or not making payments on our long-term debts. However, failure to make these payments (after expiration of applicable grace periods) would constitute an event of default under the instruments governing these and a significant amount of our other indebtedness, following which the holders of these notes could accelerate payment of these obligaitons.

We cannot assure you that we will be successful in undertaking any of these measures or that taking any or all of these actions would not have an adverse effect on us.  

In addition to attempting to reduce our obligations, we may seek to raise capital to fund our capital requirements through borrowings or asset sales.  However, we believe our ability to secure additional financing is limited as we do not believe the capital markets are currently available to us.  In addition, our indentures limit our ability to incur additional indebtedness and as noted elsewhere in this Report, in recent periods our credit rating has been downgraded by all three major rating agencies, which will likely increase our future borrowing costs.  We also may seek funding from sources outside the capital markets, such as our existing shareholders, although these shareholders are not under any obligation to provide such funding. While the Company's management has actively explored alternatives and engaged in discussions and received tentative proposals from possible sources of capital, we cannot assure you that we would be able to obtain any such financing on commercially acceptable terms, if at all. Our ability to raise capital through asset sales is constrained by the fact that we do not have a significant amount of assets that are not critical to our core operations.  Also, the indentures governing our long-term senior notes restrict our ability to sell assets and would prohibit us from selling assets to fund debt service.

Even if we successfully restructure our obligations or take other measures to meet our obligations through the third quarter of 2002, we will continue to have significant capital and debt service requirements in excess of cash generated from operations over the long term.  Taking into account expected cash flow from operations, cash on hand and the application of the restricted investments designated for the repayment of interest payments, we expect that we will require approximately PLN 1,034 million (USD 244 million) of additional funds through 2003, in order to fund the operations of the Company, after taking into consideration PLN 1,119 million (USD 264 million) needed for interest payments on our notes and after taking into account hedge transactions. 

In order to satisfy our capital obligations over the long term we must raise additional capital, reduce or refinance our existing long-term debt.  There is no assurance that we will be able to obtain additional financing or restructure our debt.  

If we are unable to successfully reduce our obligations or take other measures to meet our obligations through September 30, 2002, or over the long term, this funding shortfall will have a material adverse effect on our financial condition and results of operations and could result in the Company becoming unable to continue as a going concern.  If we do not meet our obligations under our senior notes, we will be in default under the related indentures and our bond holders will be entitled to pursue certain remedies in accordance with our indentures.  Under these circumstances, we may elect (or, under Polish law, be required) to seek protection from our creditors under applicable bankruptcy law.

New Accounting Pronouncements

On January 1, 2001, we adopted IAS No. 39, “Financial Instruments: Recognition and Measurement” (“IAS 39”).  In accordance with the transitional requirements of IAS 39, we recorded a net loss of PLN 29.6 million in hedging reserve (equity) to recognize at fair value all derivatives designated as cash flow hedging instruments.  PLN 4.2 million of this amount has been transferred to accumulated deficit at the same date. Additionally, we remeasured the long term debt outstanding as at January 1, 2001 and recorded a resulting gain of PLN 25.6 million into accumulated deficit.

On January 1, 2001, we adopted SFAS No. 133, “Accounting for Derivative Investments and Hedging Activities,” (“SFAS 133”) in accordance with U.S. GAAP.  In accordance with SFAS 133, on January 1, 2001 the fair value of derivative instruments designated as a cash flow hedge under SFAS 133 of PLN 29.6 million was  charged to “Other comprehensive income” (PLN 25.4 million) and to the statement of operations (PLN 4.2 million). Additionally, we remeasured the long term debt outstanding as at January 1, 2001 and recorded a resulting gain of PLN 25.6 million into accumulated deficit.

On July 20, 2001, the Financial Accounting Standards Board (“FASB”) issued FAS No. 141, “Business Combinations,” and FAS No. 142, “Goodwill and Other Intangible Assets” which will be required to be implemented with effect from July 1, 2001 and January 1, 2002, respectively. FAS No. 141 requires that all business combinations be accounted for by the purchase method and contains provisions clarifying other certain purchase accounting matters. FAS No. 142 addresses the accounting for acquired goodwill and other intangible assets and contains certain transitional provisions, which may affect classification of intangible assets, as well as the balance of goodwill.  The on-going impact will be that goodwill and indefinite-lived intangible assets will no longer be amortized, but instead will be tested at least annually for impairment.  Additionally, further financial statement disclosure about goodwill and intangible assets will be required.  The requirements of both statements will be applied prospectively from the effective date.  We are currently assessing the impact that this new standard will have on our financial position and results of operations and are planning to adopt FAS No. 142 on January 1, 2002.

FAS No. 143, "Accounting for Obligations Associated with the Retirement of Long-Lived Assets", was issued in August 2001.  This standard will be effective for the fiscal year beginning January 1, 2003, however, early adoption is permitted.  The standard provides the accounting requirements for retirement obligations associated with tangible long-lived assets.  The standard requires that the obligation associated with the retirement of the tangible long-lived assets is capitalized into the asset cost at the time of initial recognition. The liability is then discounted to its fair value at the time of recognition using the guidance provided by the standard.  We are currently assessing the impact that this new standard will have on our financial position and results of operations and are planning to adopt FAS No. 143 on January 1, 2003.

FAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets”, was issued in August 2001. This standard will be effective for the fiscal years beginning after December 15, 2001, however early application is encouraged. The standard addresses financial accounting and reporting for the impairment or disposal of long-lived assets. The changes in this standard improve financial reporting by requiring that one accounting model be used for long-lived assets to be disposed of by sale, whether previously held and used or, newly acquired, and by broadening the presentation of discontinued operations to include more disposal transaction. We are currently assessing the impact that this new standard will have on our financial position and results of operations and are planning to adopt FAS No. 144 on January 1, 2002.  

Inflation

In connection with its transition from a state-controlled to a free-market economy, Poland experienced high levels of inflation and significant fluctuation in the exchange rate for the Polish Zloty.

The Polish government adopted policies that slowed the annual rate of consumer price inflation from an average of 250.0% in 1990 to approximately 18.5% in 1996, 13.2% in 1997, 8.6% in 1998, 9.8% in 1999, 8.5% in 2000 and 4.4% for the twelve-month period ended September 30, 2001. Substantial portions of our operating expenses are, and are expected to continue to be, denominated in Polish Zloty and tend to increase with inflation.  Inflation has had and, may continue to have, a material adverse effect on the financial condition and results of our operations. We may increase our tariffs to account for Polish price inflation. The New Telecommunications Act, however, grants the ORT the authority to review and, in certain situations, effectively overrule the prices we and other telecommunications service providers propose to charge for our services.

Item 3.  Quantitative and Qualitative Disclosures About Market Risk 

Interest Rates

We have very little floating rate debt. We have fixed-rate borrowings in U.S. dollars, German marks and Euro. If interest rates fall in those currencies the fair value of our fixed-rate debts denominated in those currencies would rise, and we would not benefit from any opportunity to borrow at lower rates after an interest rate decrease. 

Foreign Exchange Risk

We face foreign exchange risk as our revenues are denominated in Polish Zloty, and a significant portion of our capital expenditures and substantially all of our long term debt and license fee obligations are denominated in currencies other than Polish Zloty. Our liabilities to the suppliers for switching and transmission equipment and a portion of our construction costs are generally denominated in U.S. dollars and any devaluation of the Polish Zloty against the U.S. dollar, the German mark or the Euro that we are unable to offset through price adjustments will require us to use a larger portion of our revenues to service our non-Zloty-denominated debt and other obligations. Our overall risk management policy focuses on the unpredictability of financial markets and seeks to maximize potential adverse effects on our financial performance.  We use derivative financial instruments such as interest rate swaps to hedge certain exposures.  Risk management is carried out under policies approved by our Management Board.  After obtaining the appropriate Management Board and Supervisory Board approvals, our risk manager identifies and evaluates our financial risks. Hedge transactions are entered into in order to mitigate certain financial risks. To hedge the risk of exchange rate fluctuations, we have entered into currency swap agreements with respect to a portion of our 1997 and 1999 Notes discussed below.  However, we cannot assure you that these arrangements will adequately shield us from the adverse effects of foreign exchange fluctuations.  As a result, shifts in currency exchange rates may have an adverse effect on our ability to service our non-Zloty-denominated obligations and, thus, our financial condition and results of operations.

On July 31, 2000, Netia Telekom S.A. and Netia South Sp. z o.o., 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 swapped their fixed rate interest coupon payments on USD 200 million aggregate amount of 10.25% 1997 Senior Dollar Notes due 2007 for fixed rate interest coupon payments on PLN 430 million aggregate principal amount of 12.74% notes and PLN 430.9 million aggregate principal amount of 12.775% notes. The coupons are swapped during the period commencing on May 1, 2001 and terminating on November 1, 2005. As at September 30, 2001, the estimated amount of determinable future cash flows associated with this transaction ("mark-to-market") was negative PLN 34,711 thousand (at the exchange rate in effect at September 30, 2001)

On August 14, 2001, Netia Telekom S.A., Netia South Sp. z o.o. and Netia Holdings III B.V. entered into a Swap Novation Agreement with Chase Manhattan Bank. On the basis of this agreement, Netia Holdings III B.V. became a party to the transaction described above, replacing Netia Telekom S.A. and Netia South Sp. z o.o. Netia Holdings III B.V. entered afterwards into a back-to-back swap transaction with Netia Telekom S.A. and Netia South Sp. z o.o. on terms equal to the transaction described above.

On January 18, 2001, Netia Holdings III BV, a wholly owned subsidiary of the Company, entered into a cross-currency swap transaction with the London branch of Chase Manhattan Bank. Under the terms of the transaction, the Netia subsidiary swapped the fixed rate interest coupon payments on USD 100 million aggregate amount of 13.125% Senior Notes due 2009, for fixed rate interest coupon payments on PLN 413.5 million aggregate principal amount of 16.76% notes, and swapped the fixed rate interest coupon payments on EUR 100 million aggregate amount of 13.5% Senior Notes due 2009, for fixed rate interest 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. As at September 30, 2001, the estimated amount of determinable future cash flows associated with this transaction was negative PLN 30,547 thaousand (at the exchange rate in effect at September 30, 2001).

On March 30, 2001 Netia Telekom S.A., a wholly owned subsidiary of the Company, entered into a cross-currency swap transaction with Merrill Lynch International (“Merrill Lynch”). Under the terms of the transaction, the Netia subsidiary swapped the fixed rate interest coupon payments on USD 193.5 million aggregate amount of 11.25% Senior Discount Notes due 2007 for fixed rate interest coupon payments on PLN 796.0 million aggregate principal amount of 13.81% notes, and swapped the fixed rate interest coupon payments on DEM 207.1 million aggregate amount of 11% Senior Discount Notes due 2007 for fixed rate interest coupon payments on PLN 389.1 million aggregate principal amount of 13.81% notes. The coupons will be swapped during the period commencing May 1, 2002 and terminating November 1, 2005. As at September 30, 2001 the estimated amount of determinable future cash flows associated with this transaction was negative  USD 2,540 thousand (PLN 10,761 thousand). On the basis of a Credit Support Annex, Netia Telekom S.A. was required to deposit with Merrill Lynch the excess of the negative mark-to-market value over USD 6 million. In July 2001 Netia Telekom S.A. deposited USD 1.7 million (PLN 7.1 million with accrued interest and at the exchange rate as at September 30, 2001). In September 2001 the threshold amount assigned to Netia Telekom S.A. under the Credit Support Annex, was reduced to zero. Upon that adjustment Netia Telekom S.A. was required to deposit the whole amount of the negative mark-to-market value. In October 2001, Netia Telekom S.A. deposited USD 960 thousand (PLN 4,067 thousand at the exchange rate as at September 30, 2001).

The table below provides information about our financial instruments that are sensitive to changes in interest rates and foreign exchange rates as of December 31, 2000. The table presents the maturities of debt and the related weighted average interest rates by expected maturity date. The information is presented in Polish Zloty, which is our reporting currency.

Interest Rate and Foreign Exchange Risk Management Principal (Notional)
Amount by Expected Maturity














December 31, 2000

December 31, 1999


2001
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2005
Thereafter

Total

Fair value

Total
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Fixed rate (USD)
-

-

-

-

-

1,978,924

1,978,924

1,455,870

1,905,428

1,615,634

Interest rate (fixed)
11.22%

11.22%

11.22%

11.22%

11.22%

11.22%






























Variable rate (USD)
-

-

-

-

-

-

-

-

49,121

49,121

Interest rate (variable)
-

-

-

-

-

-






























Fixed rate (DEM)
-

-

-

-

-

374,381

374,381

264,265

364,801

286,876

Interest rate (fixed)
11.00%

11.00%

11.00%

11.00%

11.00%

11.00%






























Variable rate (DEM)
-

-

-

-

-

-

-

-

13,855

13,855

Interest rate (variable)
-

-

-

-

-

-






























Fixed rate (EUR)
-

-

-

-

-

385,440

385,440

326,660

416,890

430,439

Interest rate (fixed)
13.50%

13.50%

13.50%

13.50%

13.50%

13.50%






























Fixed rate (EUR)
-

-

-

-

-

770,880

770,880

672,593

-

-

Interest rate (fixed)
13.75%

13.75%

13.75%

13.75%

13.75%

13.75%






















3,509,625

2,719,388

2,750,095

2,395,925

In addition to debt included above, as at December 31, 2000 we had obligations connected with the payments for licenses (including the Warsaw license and the domestic long distance license) of PLN 371.5 million (USD 87.7 million at the September 30, 2001 exchange rate), recorded at present values in our financial statements as PLN 261.6 million (USD 61.7 million at the September 30, 2001 exchange rate) in accordance with the requirements of IAS 38 “Intangible Assets”.

OTHER INFORMATION


Item 1. Legal Proceedings 

In April 2001 Netia 1, the Netia's subsidiary through which we provide domestic long distance (“DLD”) service, filed a petition with the MOC and ORT seeking (a) the return of the EUR 24 million in license fee obligations paid to date for the DLD license that Netia 1 received in May 2000 and (b) confirmation that outstanding instalments of the license fee are not due. Netia 1 argued that the period during which it was to have the semi-exclusive right to provide domestic long distance services in the original license has been unfairly shortened due to: (i) the New Telecommunications Act, effective on January 1, 2001, allowing any operator to apply for a permit to provide domestic long distance services after January 1, 2002, while the license does not expire until 2015; (ii) the MOC’s delay for a number of months of both the tender process and the actual grant of the license; and (iii) the MOC’s failure to issue timely and effective regulations with respect to the interconnection regime and its failure to require TPSA to execute an interconnection agreement with Netia 1 with respect to domestic long distance service, which further hinders Netia 1’s ability to provide domestic long distance services.  As a result of these factors, Netia 1 argues that the 15-year period of our license has effectively been shortened to 7 months, thereby greatly reducing the value of the license.
In May 2001, certain of our subsidiaries applied to the MOC and the President of the ORT for confirmation that remaining instalments license fee instalments are not due and requesting the return of EUR 92 million in license fees paid by such subsidiaries, due to the expiry of the licenses. Netia submitted these applications based on the fact that the amounts we agreed to pay for the licenses were directly connected to the foreseeable dates of receiving the licenses, the periods of the license protection and forecast revenues from the license activities in a semi-closed market, which provided an economic justification for the cost of the licenses.  As a result of the enactment of the new Telecommunications Act and the unanticipated premature expiry of the licenses, the protection period has been reduced from the expected fifteen years to, at most, three years, and in the case of Netia Telekom Mazowsze S.A., to six months.     

The Company has supplemented these motions in September and October 2001 requesting suspension or deferral of the license fees pending review of our motions for the cancellation and the partial return of the license fees by the appropriate governmental authorities (after the MOC's liquidation, its powers were initially assumed by the Minister of Economy, and currently by the Minister of Infrastructure). The relevant authorities have neither rejected nor confirmed our demands included in the motions.

In June 2001, Netia 1 filed with the Court of Warsaw a claim against the State Treasury of the Republic of Poland and the MOC seeking compensation in the amount of PLN 183 million (approximately EUR 47 million or USD 43 million) for damages resulting from delays by the MOC that prevented Netia 1’s timely launch of its DLD services. Additionally, Netia 1 made a claim for the return of EUR 24 million (approximately PLN 93 million or USD 22 million) in DLD license fees paid to date by Netia, for the reasons described above. 

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 10.8 million and 20.2 million, based on Millennium’s financial performance through the end of 2001.  Following the execution of the Acquisition Agreements, the Company paid PLN 8.5 million to Millennium as a payment of the issue price for the shares of Millennium to be acquired by the Company upon the registration of the increase in Millennium's share capital. In addition, the Company advanced EUR 2.9 million (PLN 11.2 million at September 30, 2001 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 ("Arbitration Court"), in response to the failure by Millennium and its shareholder – Newman Finance Corporation (“Newman”) - to submit a proper motion to the Polish commercial court in order to register the increase in Millennium's share capital.   

In January 2001, Millennium repaid PLN 8.5 million, which was treated as a repayment of the issue price for the shares of Millennium to be acquired by the Company. Also, based on an injunction obtained by the Company in January 2001 Millennium shares held by its sole shareholder Newman were seized by a state court for custody pending the completion of the arbitration case. On October 15, 2001, the Company gave notice of its decision to withdraw from the Acquisition Agreement due to Millennium's refusal to perform its obligations and Millennium's lack of response to the Company's final request to perform its obligations.  

In October 2001, the Company modified its arbitration claim against Millennium in the proceedings initiated in December 2000 before the Arbitration Court, demanding compensation in the amount of PLN 8.5 million, and reserving the right to extend the scope of the arbitration claim in the future.  In a separate court proceeding, the Company claims the repayment of PLN 11.5 million from Millennium.

On February 28, 2001, Millennium filed a motion against the Company in the regional court of Warsaw asking the court to rule that the Company cease engaging in certain acts of unfair competition under the Polish Act on Combating Unfair Competition dated April 16, 1993. In its motion, Millennium requested that the court order the Company to pay Millennium damages of PLN 50 million. The Company filed an answer to this motion on April 18, 2001 stating that the claims made by Millennium are legally baseless and unsupported by evidence. On May 22, 2001, after a hearing, the court issued an injunction restraining the Company from approaching certain prospective customers in Warsaw, pending the completion of the litigation. The Company appealed this decision on June 29, 2001 on the basis that the injunction was issued without a proper legal basis and no factual support. The court deferred adjudication on the merits of Millennium’s motion for a later date to be announced. Management believes that Millennium suit was filed as a litigation tactic in connection with the Company’s lawsuit against Millennium and Millennium’s unfair competition claim does not have any underlying merit.

The Company received a letter dated January 8, 1999 with a claim for USD 10 million 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 4.4 million (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. 

From time to time, we are involved in various other legal proceedings arising in the ordinary course of business.  We are not currently a party to any other litigation or regulatory proceeding that we believe could have a material adverse effect on our business, financial condition or operating results.

Item 2. Changes in Securities and Use of Proceeds

(a) Not applicable

(b) Not applicable

(c) Not applicable

(d) Not applicable

Item 3. Defaults Upon Senior Securities

(a) Not applicable

(b) Not applicable

Item 4.  Submission of Matters to a Vote of Securities Holders

(a)
Not applicable

(b)
Not applicable

(c)
Not applicable

Item 5.  Other Information

On September 6, 2001 we announced the appointment of Kjell-Ove Blom as the acting President and CEO, following the resignation of Mattias Gadd on September 5, 2001. Kjell-Ove Blom acts in this position in close cooperation with the Chairman of the Supervisory Board, Morgan Ekberg. The Supervisory Board has initiated a search to fill the position of the President and Chief Executive Officer permanently. 

The current members of the Management Board are:

Kjell-Ove Blom – acting Chief Executive Officer / Chief Operating Officer / EVP Operations
Avraham Hochman - Chief Financial Officer/ EVP Finance & Administration
Mariusz Chmielewski - EVP Sales
Mariusz Piwowarczyk - EVP Network
Ewa Don-Siemion - VP Legal 
Dariusz Wojcieszek - VP Customer Care 

On August 7, 2001 Morgan Ekberg replaced Jan Johanson on the position of the Chairman of the Supervisory Board.

 The current members of the Supervisory Board are:

Morgan Ekberg – Chairman

Charlotta Öberg

Lars Rydin

Jan Johansson

David Oertle

Roberto Italia

Andrzej Wójcik

Donald Mucha

Andrzej Radzimiñski

Jan Guz

SIGNATURES
Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorised.
NETIA HOLDINGS S.A.

By:

/s/  Kjell-Ove Blom
Name:

Kjell-Ove Blom
Title:    
acting President



By:

/s/  Avraham Hochman



________________________________________

Name:  
Avraham Hochman
Title:    
Chief Financial Officer

Date:  November 6, 2001
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