SIFY LIMITED AND SUBSIDIARIES 
NOTES TO UNAUDITED CONDENSEDCONSOLIDATED FINANCIAL STATEMENTS 
(In Rupees thousands, except share data and as otherwise stated) 

1 Description of business 

Sify Limited (“Sify”) together with its subsidiaries (collectively referred to as the “Company”) and its affiliates is engaged in providing various services, such as corporate network and data services, Internet access services, online portal and content offerings.

2 Summary of significant accounting policies 

a.       Basis of preparation of financial statements

The accompanying consolidated financial statements of the Company have been prepared in Indian Rupees (Rs.).  Solely for the convenience of the reader, the financial statements as of and for the quarter ended June 30, 2003 have been translated into United States Dollars at the noon buying rate in New York City on June 30, 2003, for cable transfers in Indian rupees, as certified for customs purposes by the Federal Reserve Bank of New York of $1 = Rs.46.40. No representation is made that the Indian Rupee amounts have been, could have been or could be converted into United States Dollars at such a rate or at any other certain rate on June 30, 2003 or at any other date.

b.       Interim Information 

Interim information presented in the consolidated financial statements has been prepared by management without audit and, in the opinion of management, includes all adjustments of a normal recurring nature that are necessary for the fair presentation of the financial position, results of operations, and cash flows for the periods shown, is in accordance with the generally accepted accounting principles in the United States. These financial statements should be read in conjunction with the consolidated financial statements and related notes included in the Company’s annual report on Form 20-F for the fiscal year ended March 31, 2003.

3 Cash and cash equivalents

Cash and cash equivalents as on June 30, 2003 amounted to Rs.900,425 (Rs.897,596 as on March 31, 2003). This excludes cash-restricted included in current assets of Rs.61,327 (Rs.74,612 as on March 31, 2003) and cash restricted included in non-current assets of Rs.100,029 (Rs.100, 010 as on March 31, 2003).

4 Assets sold/ held for sale

In June 2003, the Company sold substantially all of the assets and liabilities of its subsidiary Indiaplaza.com, Inc.. The net assets were sold at a profit of Rs 3,725 after adjusting the translation losses accumulated in Other Comprehensive Income.  In connection with this transaction, Sify entered into a Support Services and Non-Competition Agreement, pursuant to which Sify is required to provide to the purchaser of the Indiaplaza.com assets a specified number of “click-throughs.”  As a result, the sale does not meet the definition of a discontinued business under SFAS 144, Impairment and Disposal of Long-lived assets, because of the continuing obligations of Sify.

In June 2003, the Company sold its stake in the joint venture Sify Baron Net devices Limited for Rs.100. The carrying value of the assets was Nil.

In June 2003, the Company decided to sell its stake in Satyam Institute of E Business Limited (whose name was changed during the quarter to Dr. Reddy’s Bio-Sciences Limited as a pre-condition to the intended sale).  The net assets of this subsidiary as on June 30, 2003 were Rs.170,339, which includes land amounting to Rs.183,298 and a liability of Rs.13,000 relating to the acquisition of land. This asset has been classified as held for sale in the balance sheet in accordance with SFAS 144. The investment has been subsequently sold on July 9, 2003.
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5 Goodwill and intangibles


At June 30, 2003, the Company’s goodwill and other intangible assets amounted to Rs. 14,595 and Rs. 140,675, respectively.

	Acquired and amortized intangible assets


	                                As at June 30, 2003

	
	Weighted average life
	Gross carrying amount
	Accumulated amortization

	
	
	
	

	Technical know how fees
	4.89
	   90,313
	          39,382

	Portals and web content
	5.00
	  100,361
	          51,169

	Employment contracts
	5.00
	  37,500
	          14,949

	Customer contracts and others
	3.00
	27,001
	            9,000

	Total
	
	255,175 
	        114,500 


        The aggregate amortization expense for the quarter ended June 30, 2003 was Rs 14,044.
  Estimated amortization expense:

	For the year ended March 31, 
	

	2004
	55,849

	2005
	53,607

	2006
	 37,157

	2007
	 8,085

	2008
	                             21


As required by SFAS 142, Accounting for Goodwill and Other Intangible Assets, the Company ceased amortizing the goodwill carried in the books and tests the goodwill for impairment annually. 

6 Employee Stock Options

The Company adopted pro forma disclosure provisions of SFAS No. 148, Accounting for Stock-Based Compensation – Transition and Disclosure. The following table illustrates the effect on net income and earnings per share if the Company had applied the fair value recognition provisions of FASB statement No. 123, Accounting for Stock Based Compensation, to stock based employee compensation.  

	
	                              Quarter ended June 30,

	
	2002
	2003

	Net loss – As reported
	(425,615)
	(207,153)

	Less:  Stock based compensation expense included in reported net loss
	6,573
	8,835

	Add: Stock based compensation expense determined under fair value method 
	(36,811)
	(23,266)

	Pro forma net loss 
	(455,853)
	(221,584)

	Loss per share:
	
	

	Basic and diluted – as reported
	(18.34)
	(6.18)

	Basic and diluted – pro forma
	(19.65)
	       (6.61)
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The fair value of each option is estimated on the date of grant using the Black-Scholes model with the following assumptions: 

	
	                              Quarter ended June 30,

	
	2002
	2003

	
	
	

	 Assumed volatility
	114 %
	140 %

	Risk-free interest rate
	6.70 %
	5.25 %

	Option Tenor
	12-36 months
	12-36 months


7   Deferred revenue: 

Deferred revenue includes the following amounts of unearned income, which were invoiced as at the end of the period:    

· for the Company’s corporate network / data services division, revenue relating to the connectivity / hosting charges;

· for the Company’s Internet access services and online portal services divisions, revenue relating to the Internet access charges and the advertisement charges respectively; and

· for the Company’s other services division, revenue relating to development of e-learning software and from provision of digital certificates. 

The components of deferred revenue for these segments are:

	
	As at

	
	March 31, 2003
	       June 30, 2003

	Corporate network / data services
	107,598
	145,071

	Internet access services
	168,359
	159,550

	Online portal services
	       927
	    2,008

	Other services
	  12,413
	  10,597

	
	289,297
	317,226


8 Common Stock


Pursuant to the subscription agreements, dated October 7,2002, entered into by Sify and each of VentureTech Solutions Private Limited (“VentureTech”) and Softbank Asia Infrastructure Fund (“SAIF”), Sify sold 7,558,140 ADSs to SAIF and 2,034,884 equity shares to VentureTech in fiscal 2003. The VentureTech subscription agreement also obligated VentureTech to purchase an additional 2,034,883 equity shares from Sify.   


In April 2003 and pursuant to the VentureTech subscription agreement, the Company sold 1,017,442 additional equity shares to VentureTech and agreed to sell an additional 1,017,441 ADSs to VentureTech or its affiliate no later than July 31, 2003. Subsequently, in July 2003, an affiliate of VentureTech purchased 1,017,441 ADSs to complete VentureTech’s subscription obligation under the subscription agreement.

9 Advertising costs


Advertising costs incurred during the quarter have been expensed.  The total amount of advertising costs expensed during the quarter ended June 30, 2002 and 2003 was  Rs.9,212 and Rs.12,224 respectively.
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10   Products and services 

  Breakup of revenues and cost of revenues against products and services are as follows:

	
	                    Quarter ended June 30,

	
	                  2002
	
	             2003

	
	
	
	
	
	

	Revenue
	
	
	
	
	

	       Products
	58,409
	
	33,824
	
	

	       Services
	346,111
	
	567,201
	
	

	
	      404,520
	
	601,025
	
	

	
	
	
	
	
	

	Cost of revenues

	

	       Products
	54,799
	
	32,009
	
	

	       Services
	251,860
	
	288,834
	
	

	
	306,659
	
	320,843
	
	

	
	
	
	
	
	


11 Segment reporting  


SFAS No 131, Disclosures about Segments of an Enterprise and Related Information, establishes standards for the way that public business enterprises report information about operating segments and related disclosures about products and services, geographic areas and major customers.  The Company’s operations predominantly relate to connectivity to enterprises and providing Internet access to retail subscribers (both home access and public access). The Company also operates a portal, “Sify.com”, that provides a variety of India‑related content to audiences both in India and abroad, and which generates revenue from advertisements and other value added services. The Company also has subsidiaries to exploit other opportunities provided by the Internet in e-learning, business to business marketplaces, digital signatures and Internet security.


The primary operating segments of the Company include:

· Corporate network/data services, which provides private network services, messaging services and web hosting to businesses;

· Internet access services; 

· Online portals services and content offerings; and

· Other services, such as development of e-learning software.

The chief operating decision maker (“CODM”) evaluates the Company’s performance and allocates resources to various strategic business units that are identified based on the products and services that they offer and on the basis of the market catered to. The measure of loss reviewed by the CODM during fiscal 2002 and 2001 was “Earnings/loss before interest, taxes, depreciation and amortization.”  Revenue in relation to segments is categorized based on items that are individually identifiable to that segment.  Bandwidth costs, which form a significant part of the total expenses, are allocated primarily between the corporate network/data services and Internet access services businesses as follows: 

Bandwidth costs in Sify are of three kinds:  last mile, inter-city and international.  Last mile is directly identifiable to the segment.  Inter-city bandwidth is allocated based on the number of subscribers or iway cafes at “non-gateway” points and the bandwidth sold to and used by business enterprises (determined using packet shapers).  International bandwidth is allocated amongst user population based on ports used and estimates of bandwidth per port for retail consumers and bandwidth sold and peak bandwidth used for corporate consumers. The Company believes that the resulting allocations are reasonable.

Certain expenses, like depreciation and overhead incurred by the support functions, such as finance, human resources, administration, technology and corporate, which form a significant component of total expenses, are not specifically 
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allocable to specific segments as the underlying services are used interchangeably.  Management believes that it is not practical to provide segment disclosure of these expenses and, accordingly, they are separately disclosed as “unallocated” and adjusted only against the total income of the Company.

A significant part of the fixed assets used in the Company’s business are not identifiable to any of the reportable segments and can be used interchangeably between segments.  Management believes that it is not practicable to provide segment disclosures relating to total assets since a meaningful segregation of the available data is onerous.  The Company’s operating segment information for the quarter ended June 30, 2003 and 2002 is presented below:

Quarter ended June 30, 2003
	
	Corporate Network / Data Services
	Internet Access Services
	Online Portal Services
	Other Services
	Continuing Operations

	Revenues
	           282,602 
	           233,254 
	             25,759 
	             59,410 
	           601,025 

	Operating expenses
	          (199,716)
	          (270,586)
	            (28,933)
	            (23,384)
	          (522,619)

	Equity in losses of affiliates
	-
	-
	            (13,514)
	-
	            (13,514)

	Minority interest
	-
	-
	                 (462)
	-
	                 (462)

	Segment operating income / (loss)
	               82,886
	            (37,332)
	            (17,150)
	            36,026 
	             64,430 

	Corporate expenses
	
	
	
	
	          (128,243)

	Foreign exchange gain / (loss)
	
	
	
	
	            (14,099)

	Other income / (expense), net
	
	
	
	
	               6,330 

	Depreciation & amortization
	
	
	
	          (143,885)

	Interest income net
	
	
	
	
	               8,314 

	
	
	
	
	
	

	Net loss
	
	
	
	
	          (207,153)

	
	
	
	
	
	


Quarter ended June 30, 2002

	
	Corporate Network / Data Services
	Internet Access Services
	Online Portal Services
	Other Services
	Continuing Operations

	Revenues
	           211,199 
	           136,903 
	             37,833 
	             18,585 
	           404,520 

	Operating expenses
	          (189,261)
	          (233,463)
	            (59,158)
	            (7,823)
	          (489,705)

	Equity in losses of affiliates
	-
	-
	              (7,906)
	-
	              (7,906)

	Minority interest
	-
	               1,733 
	-
	-
	               1,733 

	Segment operating income / (loss)
	             21,938 
	            (94,827)
	            (29,231)
	10,762
	            (91,358)

	Corporate expenses
	
	
	
	
	          (128,640)

	Foreign exchange gain / (loss)
	
	
	
	
	             11,843 

	Other income / (expense), net
	
	
	
	
	-

	Depreciation & amortization
	
	
	
	          (228,656)

	Interest income net
	
	
	
	
	               7,060 

	Income taxes
	
	
	
	
	               4,136 

	Net loss
	
	
	
	
	          (425,615)
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12 Legal proceedings

Sify and certain of its officers and directors are named as defendants in a securities class action lawsuit filed in the United States District Court for the Southern District of New York. This action, which is captioned In re Satyam Infoway Ltd. Initial Public Offering Securities Litigation, also names several of the underwriters involved in Sify’s initial public offering of American Depositary Shares as defendants. This class action is brought on behalf of a purported class of purchasers of Sify’s ADS’s from the time of Sify’s IPO in October 1999 through December 2000. The central allegation in this action is that the underwriters in Sify’s IPO solicited and received undisclosed commissions from, and entered into undisclosed arrangements with, certain investors who purchased Sify’s ADSs in the IPO and the aftermarket. The complaint also alleges that Sify violated the United States federal securities laws by failing to disclose in the IPO prospectus that the underwriters had engaged in these allegedly undisclosed arrangements. More than 300 issuers have been named in similar lawsuits. In October 2002, the cases against the Company’s executive officers who were named as defendants in this action were dismissed without prejudice. In February 2003, the court in this action issued its decision on defendants’ omnibus motion to dismiss. This decision denied the motion to dismiss the Section 11 claim as to the Company and virtually all of the other issuer defendants. The decision also denied the motion to dismiss the Section 10(b) claim as to numerous issuer defendants, including the Company.  On June 26, 2003, the plaintiffs in the consolidated IPO class action lawsuits currently pending against us and over 300 other issuers who went public between 1998 and 2000, announced a proposed settlement with us and the other issuer defendants. The proposed settlement provides that the insurers of all settling issuers will guarantee that the plaintiffs recover $1 billion from non-settling defendants, including the investment banks who acted as underwriters in those offerings. In the event that the plaintiffs do not recover $1 billion, the insurers for the settling issuers will make up the difference.  Sify believes that it has sufficient insurance coverage to cover the maximum amount that Sify may be responsible for under the proposed settlement. It is possible that the parties may not reach agreement on the final settlement documents or that the Federal District Court may not approve the settlement in whole or part.  

The charges for international gateways and other services presently being provided by VSNL are the subject of a dispute pending before the Telecom Regulatory Authority of India (“TRAI”) and the Telecom Disputes Settlement and Appellate Tribunal between VSNL and private Internet service providers, including Sify, represented by the Internet Service Providers Association of India (“ISPAI”).  VSNL has priced these services at levels, which Sify believes are inconsistent with the terms and conditions on which VSNL has secured the bandwidth for its international gateways.  The Telecom Disputes Settlement and Appellate Tribunal remanded the matter back to the TRAI, which decided against the ISPAI.  The ISPAI has not yet decided on a further course of action.  Sify is currently paying for bandwidth from VSNL at the higher rates.

Sify is party to additional legal actions arising in the ordinary course of business.  Based on the available information Sify believes that it has adequate legal defenses for these actions and that the ultimate outcome of these actions will not have a material adverse effect on Sify.

13 Reclassifications


Certain prior-periods’ amounts have been reclassified to conform to the current period’s presentation. 
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