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Dear Sir/Madam:

Enclosed please find for filing an original and ten (10) copies of T-NETIX Internet Services,
Inc's Application and Petition for Certificate of Public Convenience and Necessity to Provide
Competitive Intrastate Telecommunications as a Reseller.

I have also enclosed an extra copy of this letter to be date stamped and returned to me in the
enclosed, self addressed, postage prepaid envelope.

If you have any questions or if I may provide you with any additional information, please do
not hesitate to contact me. Thank you for your attention to this matter.

Enclosures
cc: Nancy K. Lee
Christa Fallin w/out enclosures
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Arizona Corporation Commission
1200 W. Washington St.
Phoenix, AZ 85007

If you have current applications
pending in Arizona for provision
of reseller, AOS, or other

|
|
l
{
|
|
|
i
}
telecommunication services, DbCKET nn T-03935A-0 0-0725
|
|
I
|
i

please identify:

Type of Service:

Docket No.: Date: Docket No.:
Type of Service:

Docket No.: Date: Date Docketed:

A. Company and Telecommunications Service Information

(A-1) The name, address, and telephone number (including area code) of the applicant
(company):

T-NETIX Internet Services, Inc.
67 Inverness Drive East
Englewood, Colorado 80112
(303) 790-9111

(A-2) If doing business (dba) under a name other than the applicant (company) name listed
above, specify:

(A-3) The name, address, telephone number, and facsimile number and email address of the
management contact:

Nancy K. Lee




Executive Vice President of Regulatory and Billing Services
T-NETIX Internet Services, Inc,

67 Inverness Drive East

Englewood, Colorado 80112

(303) 790-9111/Phone

(303) 790-9540/Fax

scott.spiek@t-netix.com

(A-4) The name, address, and telephone, facsimile number and email address of the attorney,
if any, representing the applicant:

Lance J.M. Steinhart

Attorney at Law

6455 East Johns Crossing

Suite 285

Duluth, Georgia 30097
770-232-9200/Phone
770-232-9208/Fax
Isteinhart@telecomcounsel.com

(A-5) What type of legal entity is the applicant?

Sole proprietorship
Partnership — limited,
___general,
__ Arizona,
_Foreign
— Limited liability company
D, G Corporation __"S",
- IIC"’
__ non-profit,
— Arizona,
_X_ Foreign

— Other, specify:

(A-6) Include "Attachment A." Attachment A must list names of all owners, partners, limited
liability company managers, or corporation officers and directors (specify), and indicate
percentages of ownership.

(A-7) 1. Is your company currently reselling telecommunication service in Arizona? If
yes, provide the date or the approximate date that you began reselling service in
Arizona.



mailto:scott.spiek@t-netix.com
mailto:hart@telecomcounsel.com

Application and Petition for Competitive Reseller CC&N

No.

2. If the answer to 1. is "yes", identify the types of telecommunications services
you resell; whether operator services are provided or resold and whether they
are provided or resold to traffic aggregators (as defined in A.A.C. Rule R14-2-
1001(3), a copy of which is attached); the number of customers in Arizona for
each type of service; and the total number of intrastate minutes resold in the
latest 12 month period for which data is available. Note: The Commission rules
require that a separate CC&N, issued under Article 10, be obtained in order to
provide operator services to traffic aggregators.

3. If the answer to 1. is "no", when does your company plan to begin reselling
service in Arizona?

Upon acceptance of application.

(A-8) Include "Attachment B." Attachment B, your proposed tariff, must include proposed
rates and charges for each service to be provided, state the tariff (maximum) rate as
well as the price to be charged, and state other terms and conditions, including deposits,
that will apply to provision of the service(s) by your company.

The Commission provides pricing flexibility by allowing competitive
telecommunications service companies to price their services at levels equal to or below
the tariff (maximum) rates. The prices to be charged by the company are filed with the
Commission in the form of price lists. See the "Illustrative Tariff/Price List Example"
attached. Note: Price list rate changes that result in rates that are lower than the tariff
rate are effective upon concurrent notice to the Commission (See Rule R14-2-
1109(B)(2)). See Rule R14-2-1110 for the procedures to make price list changes that
result in rates that are higher than the tariff rate.

(A-9) The geographic market to be served is:

X statewide.
— other, describe and provide a map depicting the area.

(A-10) List the states in which you currently resell services similar to those you intend to resell
in Arizona.

None




Application and Petition for Competitive Reseller CC&N

(A-11) Provide the name, address, and telephone number of the company's complaint contact
person.
Tim Russi
T-NETIX Internet Services, Inc.
67 Inverness Drive East
Englewood, Colorado 80112
Phone: (800) 531-4245

(A-12) Provide a list of states in which you have sought authority to resell telecommunications

services and in which the state granted the authority mih_ma;m_changes_and
conditions or did not grant your application for those services. For each state

listed, provide a copy of the Commission's decision modifying or denying your
application for authority to provide telecommunications services.
None.

(A-13) Has the company been granted authority to provide or resell telecommunications

services in any state where subsequently the authority was revoked? If "yes",
provide copies of the State Regulatory Commission's decision revoking its

authority.

No.

(A-14) Has the company been or is the company currently involved in any formal complaint
proceedings before any state or Federal Regulatory Commission? If "yes", in
which states is the company involved in proceedings and what is the substance
of these complaints. Also, provide copies of Commission orders that have
resolved any of these complaints.

No.

(A-15) Has the applicant been involved in any civil or criminal investigations related to the
delivery of telecommunications services within the last five years? If "yes", in
which states has the applicant been involved in investigations and why is the
applicant being investigated?

No.

(A-16) Has the applicant had judgment entered against it in any civil matter or been convicted
of criminal acts related to the delivery of telecommunications services within the
last five years? If yes, list the states where judgment or conviction was entered
and provide a copy of the court order.

No.
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B. Technical Information

(B-1) Ifyour company is a switchless reseller, provide the name of the company or companies
whose services you resell and skip to question (B-2). If you are not a switchless
reseller, complete the remainder of this section.

Yes, the company intends to resell services provided by MCI WorldCom.

Include "Attachment C." Attachment C should provide the following information: A
diagram of the applicant's basic call network used to complete Arizona intrastate
telecommunications traffic. This diagram should show how a typical call is routed in
both its originating and terminating ends (i.e. show the access network and call
completion network).

Also include on the diagram the carrier(s) used for each major network component and
indicate if the carrier is facilities-based or not. If the carrier is not facilities-based,
indicate who owns the facilities (within the State of Arizona) that are used to originate
and terminate the applicant's intrastate telecommunications traffic (i.e. provide a list of
the Arizona facilities-based long distance carriers whose facilities are used to complete
the applicant's intrastate traffic).

(B-2) Will your customers be able to access alternative toll service providers or resellers via
1+ or 101XXXX access, if your system becomes non-operational?

Yes.
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C. Financial Information

(C-1)

Include "Attachment D." Attachment D must include copy of your Company's balance
sheet, income statement, audit report (if audited) and all related notes to these financial
statements for the two most recent years your Company has been in business. See
Attachment D

(C-2)

If your Company does not have financial statements for the two most recent years,
please give the date your Company began operations. N/A

(C-3)

If the balance sheets you submit do not have retained earnings accounts, please provide
this account information on a separate sheet for each of the two years. N/A

(C-4)

If your Company is a subsidiary, please provide your Parent Company's financial
statements, in addition to your Company's financial statements. See Attached D

(C-5)

If your Company intends to rely on the financial resources of its Parent Company,
please provide a written statement from your Parent Company attesting that it will
provide complete financial backing if your Company experienced a net loss or a
business failure and that it will guarantee to payment of customers, advances,
prepayments or deposits held by your Company if, for some reason, your Company
cannot provide service or repay the deposits. See Attached

(C-6)

Will your customers be required to (or have the option to) pay advances, prepayments,
or deposits for any of your products or services.

YES__(If yes, provide an explanation of how and when these customers advances,
prepayments, or deposits will be applied of reference the terms and conditions section
of your Company's tariffs with this explanation. If this information is not explained in
the tariff of this application, please provide it on a separate sheet.)

NO_X_(Note: If at a later date, your Company decides it wants to offer or require
customer advances, prepayments or deposits, it must submit financial statements as part
of the tariff amendment process.)
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Incorporation is on file with the Arizona Corporation Commission and the applicant holds a
Certificate of Good Standing from the Commission. If the company is a foreign corporation or
partnership, I certify that the company has authority to transact business in Arizona. I certify that
all appropriate city, county and/or State agency approvals have been obtained. Upon signing of
this application I attest that I have read the Commission's rules and regulations relating to the
regulations of telecommunications services and that the company will abide by Arizona State
Law including the Arizona Corporation Commission Rules and Regulations. I agree that the
Commission's rules apply in the event there is a conflict between those rules and the company's
tariff, unless otherwise ordered by the Commission. I certify that to the best of my knowledge
the information provided in this Application and Petition is true and correct.

\
i
I certify that if the applicant is an Arizona corporation, a current copy of the Articles of

(Sigﬁa{uré of 9(1fthorized Representative)

S W 2 000
(Date)”

Scott Spiek
(Printed Name of Authorized Representative)

Executive Vice President - Technology
(Title)

SUBSCRIBED AND SWORN to before me this | ET(“- day of &,,pﬁemb R, 2000.

(FHovarne K. Lo ht

NOTARY PUBLIC

My Commission Expires:
t-30-05




ATTACHMENTS

A - Officers and Directors
Officers:
Alvyn A. Schopp President and CEO
John Giannaula Secretary
Directors:

Alvyn A. Schopp
John Giannaula
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T-NETIX INTERNET SERVICES, INC. ORIGINAL SHEET 1
ARIZONA CC TARIFF NO. 1

TITLE SHEET

ARIZONA TELECOMMUNICATIONS TARIFEF

This tariff contains the descriptions, regulations, and
rates applicable to the furnishing of service or facilities for
Telecommunications Services furnished by T-NETIX Internet
Services, Inc. ("T-NETIX"), with principal offices at 67
Inverness Drive East, Englewood, Colorado 80112. This tariff
applies for services furnished within the State of Arizona. This
tariff is on file with the Arizona Corporation Commission, and
copies may be inspected, during normal business hours, at the

company's principal place of business.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112




T-NETIX INTERNET SERVICES, INC. ORIGINAL SHEET 2
ARIZONA CC TARIFF NO. 1
CONCURRING, CONNECTING OR
OTHER PARTICIPATING CARRIERS
1. Concurring Carriers - None
2. Connecting Carriers - None
3. Other Participating Carriers - None
ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112

—




T-NETIX INTERNET SERVICES, INC. ORIGINAL SHEET 3
ARTZONA CC TARIFF NO. 1

CHECK SHEET

The Sheets of this tariff are effective as of the date shown
at the bottom of the respective sheet(s). Original and revised
sheets as named below comprise all changes from the original
tariff and are currently in effect as of the date on the bottom
of this sheet.

SHEET REVISION SHEET REVISION
1 Original 33 Original
2 Original
3 Original
4 Original
5 Original
o Original
7 Original
8 Original
9 Original
10 Original
11 Original
12 Original
13 Original
14 Original
15 Original
16 Original
17 Original
18 Original
19 Original
20 Original
21 Original
22 Original
23 Original
24 Original
25 Original
26 Original
27 Original
28 Original
29 Original
30 Original
31 Original
32 Original
* New or Revised Sheet
ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President

67 Inverness Drive East
Englewood, Colorado 80112




T-NETIX INTERNET SERVICES, INC. ORIGINAIL SHEET 4
ARIZONA CC TARIFF NO. 1

IABLE OF CONTENTS

Page
Title Sheet . ittt ittt ittt eseeeoeeseaneesoneeensnns 1
Concurring, Connecting or Other Participating
O s Y = 2
Check Sheel . ittt ittt ittt esoeeeeasoseeenesoneeesoas 3
Table O0f Contents. ..ttt iieneettireeeesneeneoseannonooes 4
Tariff FOrmMal e e ettt iiettttennesteeenassoannnsasanneensess 5
S 1111 B I T 6
Section 1 - Technical Terms and Abbreviations............ 7
Section 2 - Rules and RegulationS...ceeeeeienieeennnnnans 9
2.1 Undertaking of the Company...eecueuieeineeeenan. 9
2.2 Use Of ServiCeS .ttt nneeensonneessonneenos 10
2.3 Liability of the CompPany..eeeeeeeeeneeeeeeennnn 11
2.4 Responsibilities of the Customer.............. 13
2.5 Cancellation or Interruption of Service....... 15
2.6 Credif AllOWANCE . i vieeeetooeeoooeeesocaneneenss 17
2.7 Restoration of ServiCe.. ittt iieeereeneenn 18
220 S B 1<) o To - 1 A 18
2.9 Advance Payments. ... eiiteeeesennesoaeoonsns 18
2.10 Payment and Billing....eeeeee et tteeeenoenaaanns 19
2.11 Collection CoStSeeeeeerrreneesneeennoeeennnnnn 20
N s = T O 20
2.13 Late Charge. .o e e i tneeeesotenoessoeeenoonenennns 20
2.14 Returned Check Charge. ..ot ieeeeroeeeennns 20
2.15 ReconnecCtion Charge.cee it e eesenneeooneneeeas 20
Section 3 — Description o0f ServViCE....vieet et ieessennnnn 21
3.1 Computation of Charges....c.ieeiineieeeeeeeneenann 21
3.2 Customer Complaints and/or Billing Disputes...22
3.3 LevVel Of SerViCliteeeessoeeeecosoeeooennennnnn 23
3.4 Billing Entity Conditions......veiveieeeeennnn 23
3.5 Service Offerings.....ceiiiiitiieeeeieeeeeeeans 24
Section R 2 S 29
Section 5 - Minimum/Maximul RaAteS. ... eeeeeneeennnnneen 31
ISSUE DATE: September 21, 2000 EFFECTIVE DATE:

ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112




ARIZONA CC TARIFF NO.

T-NETIX INTERNET SERVICES, INC. ORIGINAI SHEET 5

1

TARIFF FORMAT

| A. Sheet Numbering: Sheet numbers appear in the upper
| right corner of the page. Sheets are numbered sequentially.

However, new sheets are occasionally added to the tariff. When a
new sheet 1s added between sheets already in effect, a decimal is

added. For example, a new sheet added between pages 11 and 12
would be page 11.1.

B. Sheet Revision Numbers: Revision numbers also appear in

the upper right corner of each sheet where applicable. These
numbers are used to indicate the most current page version on
file with the Commission. For example, 4th Revised Sheet 13
cancels 3rd Revised Sheet 13. Consult the Check Sheet for the
sheets currently in effect.

C. Paragraph Numbering Sequence: There are nine levels of
paragraph coding. Each level of coding is subservient to its
next higher level:

DN DNDDND
I e
= e e

e g
e
oD

D. Check Sheets: When a tariff filing is made with the

Commission, an updated Check Sheet accompanies the tariff filing.

The Check Sheet lists the sheets contained in the tariff, with a
cross reference to the current Revision Number. When new sheets
are added, the Check Sheet is changed to reflect the revision.
All revisions made in a given filing are designated by an
asterisk (*). There will be no other symbols used on this sheet
if these are the only changes made to it (i.e., the format, etc.
remains the same, just revised revision levels on some sheets).
The tariff user should refer to the latest Check Sheet to find

out if a particular sheet is the most current on Commission file.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112




T-NETIX INTERNET SERVICES, INC. ORIGINAL SHEET 6

ARIZONA CC TARIFF NO. 1

The following are the only symbols used for the purposes
indicated below:

HXZEEHOO

to
to
to
to
to
to
to
re

SYMBOLS

signify change in regulation
signify a deletion
signify a rate increase
signify material relocated in the tariff
signify a new rate or regulation
signify a rate reduction
signify a change in text, but no change in rate or
gulation

ISSUE DATE:

ISSUED BY:

September 21, 2000 EFFECTIVE DATE:
Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112




T-NETIX INTERNET SERVICES, INC. ORIGINAIL SHEET 7
ARIZONA CC TARIFF NO. 1

SECTION 1 - TECHNICATL TERMS AND ABBREVIATIONS

Access Line - An arrangement from a local exchange telephone
company or other common carrier, using either dedicated or
switched access, which connects a Customer's location to the
Company’s location or switching center.

Authorization Code - A numerical code, one or more of which
may be assigned to a Customer, to enable the Company to identify
the origin of the Customer so it may rate and bill the call.
Automatic number identification (ANI) is used as the
authorization code wherever possible.

Commission - Used throughout this tariff to mean the Arizona
Corporation Commission.

Customer - The person, firm, corporation or other legal
entity which orders the services of the and is responsible for
the payment of charges and for compliance with the Company's
tariff regulations.

Company or T-NETIX - Used throughout this tariff to mean T-
NETIX Internet Services, Inc., a Colorado Corporation.

Dedicated Access - The Customer gains entry to the Company's
services by a direct path from the Customer's location to the
Company's point of presence.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112




T-NETIX INTERNET SERVICES, INC. ORIGINAL SHEET 8
ARIZONA CC TARIFF NO. 1

Resp. Org - Responsible Organization or entity identified by
an 800 service Customer that manages and administers records in
the 800 database and management system.

Switched Access - The Customer gains entry to the Company's
services by a transmission line that is switched through the
local exchange carrier to reach the Company's point of presence.

Telecommunications - The transmission of voice
communications or, subject to the transmission capabilities of
the services, the transmission of data, facsimile, signaling,
metering, or other similar communications.

Underlying Carrier - The telecommunications carrier whose
network facilities provide the technical capability and capacity
necessary for the transmission and reception of Customer
telecommunications traffic.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112




T-NETIX INTERNET SERVICES, INC. ORIGINAIL SHEET 9
ARIZONA CC TARIFF NO. 1

SECTION 2 - RULES AND REGULATIONS

2.1 Undertaking of the Company

This tariff contains the regulations and rates
applicable to intrastate interexchange
telecommunications services provided by the Company for
telecommunications between points within the State of
Arizona. Services are furnished subject to the
avalilability of facilities and subject to the terms and
conditions of this tariff in compliance with
limitations set forth in the Commission's rules. The
Company's services are provided on a statewide basis
and are not intended to be limited geographically. The
Company offers service to all those who desire to
purchase service from the Company consistent with all
of the provisions of this tariff. Customers interested
in the Company's services shall file a service
application with the Company which fully identifies the
Customer, the services requested and other information
requested by the Company. The Company reserves the
right to examine the credit record and check the
references of all applicants and Customers prior to
accepting the service order. The service application
shall not in itself obligate the Company to provide
services or to continue to provide service if a later
check of applicant's credit record is, in the opinion
of the Company, contrary to the best interest of the
Company. The Company may act as the Customer's agent
for ordering access connection facilities provided by
other carriers or entities when authorized by the
Customer, to allow connection of a Customer's location
to a service provided by the Company. The Customer
shall be responsible for all charges due for such
service arrangement.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112




T-NETIX INTERNET SERVICES, INC. ORIGINAL SHEET 10

ARIZONA CC TARIFF NO. 1

The services provided by the Company are not
part of a joint undertaking with any other
entity providing telecommunications channels,
facilities, or services, but may involve the
resale of the Message Toll Services (MTS) and
Wide Area Telecommunications Services (WATS)
of underlying common carriers subject to the
jurisdiction of this Commission.

The rates and regulations contained in this
tariff apply only to the services furnished
by the Company and do not apply, unless
otherwise specified, to the lines,
facilities, or services provided by a local
exchange telephone company or other common
carriers for use in accessing the services of
the Company.

The Company reserves the right to limit the
length of communications, to discontinue
furnishing services, or limit the use of
service necessitated by conditions beyond its
control, including, without limitation: lack
of satellite or other transmission medium
capacity; the revision, alteration or
repricing of the Underlying Carrier's
tariffed offerings; or when the use of
service becomes or is in violation of the law
or the provisions of this tariff.

2.2 Use of Services

2.2.1

2.2.2

The Company services may be used for any
lawful purpose consistent with the
transmission and switching parameters of the
telecommunications facilities utilized in the
provision of services, subject to any
limitations set forth in this Section 2.2.

The use of the Company services to make calls
which might reasonably be expected to
frighten, abuse, torment, or harass another
or in such a way as to unreasonably interfere
with use by others is prohibited.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:

ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East

Englewood, Coclorado 80112




T-NETIX INTERNET SERVICES, INC. ORIGINAL SHEET 11

ARIZONA CC TARIFF NO. 1

2.3 Liability

The use of the Company services without
payment for service or attempting to avoid
payment for service by fraudulent means or
devices, schemes, false or invalid numbers,
or false calling or credit cards is
prohibited.

The Company services are available for use 24
hours per day, seven days per week.

The Company does not transmit messages, but
the services may be used for that purpose.

The Company services may be denied for
nonpayment of charges or for other violations
of this tariff.

Customers shall not use the service provided
under this tariff for any unlawful purpose.

The Customer i1s responsible for notifying the
Company immediately of any unauthorized use
of services.

of the Company

2.3.1

The Company shall not be liable for any
claim, loss, expense or damage for any
interruption, delay, error, omission, or
defect in any service, facility or
transmission provided under this tariff, if
caused by the Underlying Carrier, an act of
God, fire, war, civil disturbance, act of
government, or due to any other causes beyond
the Company's control.

The Company shall not be liable for, and
shall be fully indemnified and held harmless
by the Customer against any claim, loss,
expense, or damage for defamation, libel,
slander, invasion, infringement of copyright
or patent, unauthorized use of any trademark,
trade name or service mark, proprietary or
creative right, or any other injury to any
person, property or entity arising out of the
material, data or information transmitted.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:

K. Lee, Executive Vice President
67 Inverness Drive East

Englewood, Colorado 80112

ISSUED BY: Nancy
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2.3.3 No agent or employee of any other carrier or
entity shall be deemed to be an agent or
employee of the Company.

2.3.4 The Company's liability for damages,
resulting in whole or in part from or arising
in connection with the furnishing of service
under this tariff, including but not limited
to mistakes, omissions, interruptions,
delays, errors, or other defects or
misrepresentations shall not exceed an amount
equal to the charges provided for under this
tariff for the long distance call for the
period during which the call was affected.

No other liability in any event shall attach
to the Company.

2.3.5 The Company shall not be liable for and shall
be indemnified and saved harmless by any
Customer or by any other entity from any and
all loss, claims, demands, suits, or other
action or any liability whatsoever, whether
suffered, made, instituted, or asserted by
any Customer or any other entity for any
personal injury to, or death of, any person
or persons, and for any loss, damage,
defacement or destruction of the premises of
any Customer or any other entity or any other
property whether owned or controlled by the
Customer or others.

2.3.6 The Company shall not be liable for any
indirect, special, incidental, or
consequential damages under this tariff
including, but not limited to, loss of
revenue or profits, for any reason
whatsoever, including the breakdown of
facilities associated with the service, or
for any mistakes, omissions, delays, errors,
or defects in transmission occurring during
the course of furnishing service.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
| 67 Inverness Drive East
| Englewood, Colorado 80112




T-NETIX INTERNET SERVICES, INC. ORIGINAL SHEET 13
ARIZONA CC TARIFF NO. 1

2.3.7 The remedies set forth herein are exclusive
and in lieu of all other warranties and
remedies, whether express, implied, or
statutory, INCLUDING WITHOUT LIMITATION
IMPLIED WARRANTIES OF MERCHANTABILITY AND
FITNESS FOR A PARTICULAR PURPOSE.

2.4 Responsibilities of the Customer

2.4.1 The Customer 1s responsible for placing any
necessary orders and complying with tariff
regulations. The Customer is also
responsible for the payment of charges for
services provided under this tariff.

2.4.2 The Customer is responsible for charges
incurred for special construction and/or
special facilities which the Customer
requests and which are ordered by the Company
on the Customer's behalf.

2.4.3 If required for the provision of the
Company's services, the Customer must provide
any equipment space, supporting structure,
conduit and electrical power without charge
to the Company.

2.4.4 The Customer 1s responsible for arranging
access to its premises at times mutually
agreeable to the Company and the Customer
when required for Company personnel to
install, repair, maintain, program, inspect
or remove equipment associated with the
provision of the Company's services.

2.4.5 The Customer shall cause the temperature and
relative humidity in the equipment space
provided by Customer for the installation of
the Company equipment to be maintained within
the range normally provided for the operation
of microcomputers.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112




T-NETIX INTERNET SERVICES, INC. ORIGINAL SHEET 14

ARIZONA CC TARIFF NO. 1

The Customer shall ensure that the equipment
and/or system is properly interfaced with the
Company facilities or services, the signals
emitted into the Company network are of the
proper mode, bandwidth, power and signal
level for the intended use of the subscriber
and in compliance with criteria set forth in
this tariff, the signals do not damage
equipment, injure personnel, or degrade
service to other Customers. If the FCC or
some other appropriate certifying body
certifies terminal equipment as being
technically acceptable for direct electrical
connection with interstate communications
service, the Company will permit such
equipment to be connected with its channels
without the use of protective interface
devices. If the Customer fails to maintain
the equipment and/or the system properly,
with resulting imminent harm to the Company
equipment, personnel or the quality of
service to other Customers, the Company may,
upon written notice, require the use of
protective equipment at the Customer’'s
expense. If this fails to produce
satisfactory quality and safety, the Company
may, upon written notice, terminate the
Customer's service.

The Customer must pay the Company for
replacement or repair of damage to the
equipment or facilities of the Company caused
by negligence or willful act of the Customer
or others, by improper use of the services,
or by use of equipment provided by Customer
or others.

The Customer must pay for the loss through
theft of any Company equipment installed at
Customer's premises.

If the Company installs equipment at
Customer's premises, the Customer shall be
responsible for payment of any applicable
installation charge.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:

Nancy K. Lee, Executive Vice President
67 Inverness Drive East

Englewood, Colorado 80112

ISSUED BY:
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2.4.10 The Customer must use the services offered in
this tariff in a manner consistent with the
terms of this tariff and the policies and
regulations of all state, federal and local

| authorities having jurisdiction over the
| service.

T-NETIX INTERNET SERVICES, INC. ORIGINAI SHEET 15
|

2.5 Cancellation or Interruption of Services

2.5.1 Without incurring liability, upon five (5)
working days' (defined as any day on which
the company's business office is open and the
U.S. Mail is delivered) written notice to the
Customer, the Company may immediately
discontinue services to a Customer or may
withhold the provision of ordered or
contracted services:
2.5.1.A For nonpayment of any sum due the

Company for more than thirty (30)
days after issuance of the bill for
the amount due,

2.5.1.B For violation of any of the
provisions of this tariff,

2.5.1.C For violation of any law, rule,
regulation, policy of any governing
authority having jurisdiction over
the Company services, or

2.5.1.D By reason of any order or decision
of a court, public service
commission or federal regulatory
body or other governing authority
prohibiting the Company from

furnishing its services.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:

ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East

Englewood, Colorado 80112
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2.5.2 Without incurring liability, the Company may
interrupt the provision of services at any
time in order to perform tests and
inspections to assure compliance with tariff
regulations and the proper installation and
operation of Customer and the Company
equipment and facilities and may continue
such interruption until any items of
noncompliance or improper equipment operation
so identified are rectified.

2.5.3 Service may be discontinued by the Company
without notice to the Customer, by blocking
traffic to certain countries, cities or NXX
exchanges, or by blocking calls using certain
Customer authorization codes, when the
Company deems 1t necessary to take such
action to prevent unlawful use of its
service. The Company will restore service as
soon as 1t can be provided without undue
risk, and will, upon request by the Customer
affected, assign a new authorization code to
replace the one that has been deactivated.

2.5.4 The Customer may terminate service upon
thirty (30) days written notice for the
Company's standard month to month contract.
Customer will be liable for all usage on any
of the Company's service offerings until the
Customer actually leaves the service.
Customers will continue to have Company usage
until the Customer notifies its local
exchange carrier and changes its long
distance carrier. Until the Customer so
notifies its local exchange carrier, it shall
continue to generate and be responsible for
long distance usage.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112
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2.6 Credit Allowance
2.6.1 Credit may be given for disputed calls, on a
per call basis.
2.6.2 Credit shall not be issued for unavailability
of long distance services.
ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112
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2.7 Restoration of Service
The use and restoration of service shall be in
accordance with the priority system specified in part

64, Subpart D of the Rules and Regulations of the
Federal Communications Commission.

2.8 Deposit

The Company does not require deposits.

2.9 Advance Payments

The Company does not require advance payments.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112
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2.10 Payment and Billing

2.10.1

2.10.2

2.10.3

Service is provided and billed on a billing
cycle basis, beginning on the date that
service becomes effective. BRilling is
payable upon receipt.

The customer is responsible for payment of
all charges for services furnished to the
Customer, as well as to all persons using the
Customer's codes, exchange lines, facilities,
or equipment, with or without the knowledge
or consent of the Customer. The security of
the Customer's Authorization Codes,
subscribed exchange lines, and direct connect
facilities is the responsibility of the
Customer. All calls placed using direct
connect facilities, subscribed exchange
lines, or Authorization Codes will be billed
to and must be paid by the Customer.
Recurring charges and non-recurring charges
are billed in advance. Charges based on
actual usage during a month and any accrued
interest will be billed monthly in arrears.

All bills are presumed accurate, and shall be
binding on the customer unless objection is
received by the Company in writing within 30
days after such bills are rendered. No
credits, refunds, or adjustments shall be
granted if demand therefore is not received
by the Company in writing within such 30 day
period.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President

67 Inverness Drive East
Englewood, Colorado 80112
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2.11 Collection Costs

In the event Company is required to initiate legal
proceedings to collect any amounts due to Company for
regulated or non-regulated services, equipment or
facilities, or to enforce any judgment obtained against
a Customer, or for the enforcement of any other
provision of this tariff or applicable law, Customer
shall, in addition to all amounts due, be liable to
Company for all reasonable costs incurred by Company in
such proceedings and enforcement actions, including
reasonable attorneys' fees, collection agency fees or
payments, and court costs. In any such proceeding, the
amount of collection costs, including attorneys' fees,
due to the Company, will be determined by the court.

2.12 Taxes

All federal, state and local taxes, assessments,
surcharges, or fees, including sales taxes, use taxes,
gross receipts taxes, and municipal utilities taxes,
are billed as separate line items and are not included
in the rates quoted herein.

2.13 Late Charge

A late fee of 1.5% per month or the amount otherwise
authorized by law, whichever is lower, will be charged
on any past due balances.

2.14 Returned Check Charge

A fee will be charged whenever a check or draft
presented for payment for service is not accepted by
the institution on which it is written.

2.15 Reconnection Charge

A reconnection fee of $25 per occurrence will be
charged when service is reestablished for Customers
| which have been disconnected due to non-payment.
| Payment of the reconnection fee and any other
| outstanding amounts will be due in full prior to
| reconnection of service.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112
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SECTION 3 - DESCRIPTION OF SERVICE

3.1 Computation of Charges

3.1.1 The total charge for each completed call may
be a variable measured charge dependent on
the duration, distance and time of day of the
call. The total charge for each completed
call may also be dependent only on the
duration of the call, i.e. a statewide flat
rate per minute charge. The variable
measured charge is specified as a rate per
minute which is applied to each minute. All
calls are measured in increments as set forth
in the Rates Section of this tariff. All
calls are rounded up to the next whole
increment.

3.1.2 Where mileage bands appear in a rate table,
rates for all calls are based upon the
airline distance between the originating and
terminating points of the call, as determined
by the vertical and horizontal coordinates
associated with the exchange (the area code
and three digit central office code)
associated with the originating and
terminating telephone numbers. If the
Customer obtains access to the Company's
network by a dedicated access circuit, that
circuit will be assigned an exchange for
rating purposes based upon the Customer's
main telephone number at the location where
the dedicated access circuit terminates. The
vertical and horizontal (V & H) coordinates
for each exchange and the airline distance
between them will be determined according to
industry standards.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112
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3.1.3 Timing begins when the called station is
answered and two way communication is
possible, as determined by standard industry
methods generally in use for ascertaining
answer, including hardware answer supervision
in which the local telephone company sends a
signal to the switch or the software
utilizing audio tone detection. Recognition
of answer supervision is the responsibility
of the Underlying Carrier. Timing for each
call ends when either party hangs up. The
Company will not bill for uncompleted calls.

3.2 Customer Complaints and/or Billing Disputes

Customer inquiries or complaints regarding service or
accounting may be made in writing or by telephone to
the Company at:

67 Inverness Drive East
Englewood, Colorado 80112
(800) 531-4245

Any objection to billed charges should be reported
promptly to the Company. Adjustments to Customers'
bills shall be made to the extent that records are
available and/or circumstances exist which reasonably
indicate that such charges are not in accordance with
approved rates or that an adjustment may otherwise be
appropriate. Where overbilling of a subscriber occurs,
due either to Company or subscriber error, no liability
exists which will require the Company to pay any
interest, dividend or other compensation on the amount

overbilled.
ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President

67 Inverness Drive East
Englewood, Colorado 80112
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If a Customer accumulates more than One Dollar of
undisputed delinquent the Company 800 Service charges,
the Company Resp. Org. reserves the right not to honor
that Customer's request for a Resp. Org. change until
such undisputed charges are paid in full.

3.3 Level of SerVice

A Customer can expect end to end network availability
of not less than 99% at all times for all services.

3.4 Billing Entity Conditions

When billing functions on behalf of the Company or its
intermediary are performed by local exchange telephone
companies or others, the payment of charge conditions
and regulations of such companies and any regulations
imposed upon these companies by regulatory bodies
having jurisdiction apply. The Company's name and
toll-free telephone number will appear on the
Customer's bill.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112
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3.5 Service Offerings

3.5.1

1+ Dialing

This service permits Customers to originate
calls via switched or dedicated access lines,
and to terminate intrastate calls. The
customer dials "1+" followed by "ten digits"”
or dials "101XXXX" followed by "1+ ten
digits".

Travel Cards

The Customer utilizes an 11 digit "toll-free"”
access number established by the Company to
access a terminal. Upon receiving a voice
prompt, the Customer uses push button dialing
to enter an identification code assigned by
the Company, and the ten digit number of the
called party.

800 Service (Toll-Free)

This service is inbound calling only where an
800, 888 or other toll-free prefix number
rings into a Customer's premise routed to a
specific telephone number or terminated over
a dedicated facility.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:

ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East

Englewood, Colorado 80112
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3.5.4 Reserved for Future Use

|
i
|
|

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:

ISSUED BY: Nancy K. Lee, Executive Vice President

67 Inverness Drive East
Englewood, Colorado 80112
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Reserved for Future Use

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112
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3.5.5 Directory Assistance.

Access to long distance directory assistance
is obtained by dialing 1 + 555-1212 for
listings within the originating area code and
1 + (area code) + 555-1212 for other
listings. When more than one number is
requested in a single call, a charge will
apply for each number requested. A charge
will be applicable for each number requested,
whether or not the number is listed or

rublished.
ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President

67 Inverness Drive East
Englewood, Colorado 80112
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Specialized Pricing Arrangements.

Customized service packages and competitive
pricing packages at negotiated rates may be
furnished on a case-by-case basis in response
to requests by Customers to the Company for
proposals or for competitive bids. Service
offered under this tariff provision will be
provided to Customers pursuant to contract.
Unless otherwise specified, the regulations
for such arrangements are in addition to the
applicable regulations and prices in other
sections of the tariff. Specialized rates or
charges will be made available to similarly
situated Customers on a non-discriminatory
basis. Discounts may apply based upon volume,
affinity group plans, or term plan
commitments.

Emergency Call Handling Procedures

Emergency "911" calls are not routed to
company, but are completed through the local
network at nc charge.

Promotional Offerings

The Company may, from time to time, make
promotional offerings to enhance the
marketing of its services. These offerings
may be limited to certain dates, times and
locations. The Company will notify the
Commission of such offerings as required by
Commission rules and regulations.

ISSUED BY:

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
Nancy K. Lee, Executive Vice President

67 Inverness Drive East
Englewood, Colorado 80112
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SECTION 4 -~ RATES

4.1 1+ & 101XXXX Dialing
Residential Switched: $0.1679 per minute

Business Switched: $0.1455 per minute
Business Dedicated: $0.0874 per minute
A $4.95 per month per number service charge applies.

Billed in one minute increments

4.2 Travel Cards

$0.35 per minute

A $.25 per call service charge applies.
Billed in one minute increments

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112
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4.3 800 Service (Toll Free)

Residential Switched: $0.1734 per minute

Rusiness Switched: $0.1511 per minute

Business Dedicated: $0.1011 per minute

A $4.95 per month per number service charge applies.

Billed in one minute increments

4.4 Reserved for future Use

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112
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4.5 Directory Assistance

$.95

4.6 Returned Check Charge

$25.00
4.7 Rate Periods
.
Monday - Friday Sat. Sun.
8 a.m. Daytime Rate Period
to
5 p.m.*
5 p.m. Evening Rate Period Evening
to Rate
11 p.m.* Period
11 p.m. Night/Weekend Rate Period
to
8 a.m.™*
* To, but not including

When a message spans more than one rate period, total
charges for the minutes in each rate period are
calculated and the results for each rate period are
totaled to obtain the total message charge. If the
calculation results in a fractional charge, the amount
will be rounded down to the lower cent.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112
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4.8 Payphone Dial Around Surcharge

A dial around surcharge of $.35 per call will be added to
any completed INTRAstate toll access code and subscriber
800/888 type calls placed from a public or semi-public
payphone.

4.9 Universal Service Fund Assessment & Presubscribed
Interexchange Carrier Charge

The Customer will be assessed a monthly Universal Service
Fund Contribution charge on all telecommunications services,
which in no event shall be less than the prevailing
contribution percentage rate charged the Company on
intrastate traffic by the Universal Service Administrative
Company (or any successor) or any state agency or its
administrator. A Presubscribed Interexchange Carrier Charge
("PICC") applies on a monthly basis to all Customer monthly
bills at the prevailing rate.

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112
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SECTION 5 - MINTMUM/MAXIMUM RATES

5.1 1 4+ Dialing

50.04 per minute Minimum

$0.40 per minute Maximum
5.2 Travel Cards

$0.05 per minute Minimum

$0.40 per minute Maximum

5.3 800 Service (Toll-Free)

$0.04 per minute Minimum

$0.40 per minute Maximum
5.4 Directory Assistance

$0.50 Minimum

$1.50 Maximum

5.5 Payphone Dial Around Surcharge

$0.35 Minimum

$1.00 Maximum

ISSUE DATE: September 21, 2000 EFFECTIVE DATE:
ISSUED BY: Nancy K. Lee, Executive Vice President
67 Inverness Drive East
Englewood, Colorado 80112




D - Financial Statements




|

INDEPENDENT AUDITORS’ REPORT

The Board of Directors and Shareholders
T-NETIX, Inc‘.‘: )

We have audited the accompanying consolidated balance sheets of T-NETIX, Inc. and subsidiaries as of
December 31, 1999 and 1998, and the related consolidated statements of operations, stockholders’ equity, and
cash flows for each of the years in the three-year period ended December 31, 1999. These consolidated
financial statements are the responsibility of the Company’s management. Our responsibility is to express an
opinion on these consolidated financial statements based on our audits.

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

In our opinion, the consolidated financial statements referred to above present fairly, in all material
respects, the financial position of T-NETIX, Inc. and subsidiaries as of December 31, 1999 and 1998, and the
results of their operations and their cash flows for each of the years in the three-year period ended
December 31, 1999, in conformity with generally accepted accounting principles.

KPMG LLP

Denver, Colorado
March 21, 2000
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T-NETIX, INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

:, ’ ‘ December 31,
% : ' . 1999 1998
| {amounts in thousands)
. ASSETS |
g Cash and cash equivalents ..........coovevuuneeeriiereennnnns e $ 118 § 678
; Accounts receivable, net (ot€ 2) ....iveriiii it i e e 16,368 16,489
Prepaid EXPEnSes .. .v.vnveriteriinetterarar et e 1,038 1,023
Inventories ......... e e v e it aa e eee e ettt e 710 269
Total CUITEN @SSELS + v v vv vttty iieieeenineenrenroannes Ceereas [T 18,734 | 18,459
Property and equipmient, net (0t€ 2) . «...ovvuuvuirrenrneenernienennns heeeaas 33,858 31,498
Goodwill, net ........... e e et i et e e enea e 6,401 5,824
Deferred tax asset ..... b ettt e e e e sttt e 2,297 962
! Intangible and other assets, net (note 2) ......... B TR 9,252 8,736
: Total assets .....ecvveeveivenenernnnn heeeeeaes e e $ 70,542  $65,479
‘ LIABILITIES AND STOCKHOLDERS’ EQUITY
Liabilities: »
Accounts payable ..................... P O $ 11,914 $ 4,688
Accrued labilities (NOte 2) ......ovuiiiiiiiii ittt ittt e 7,606 5,677
Debt (note 5)...oviiniiiiii it iieeinnn e TR TP 7,366 21,353
Total current Habilities . ... .....vevserunnenenenaneneeeneeenns 26,886 31,718
Long term debt (NOtE 5) ...iiiiiiiinine it iieret i itiiienearannans 21,555 4,157
Total liabilities . ...vovrr ittt it i it i e 48,441 35,875
Stockholders’ equity (note 6):
Preferred stock, $.01 stated value, 10,000,000 shares authorized; no shares issued _ —_—

: Common stock, $.01 stated value, 70,000,000 shares authorized; 12,699,400 and
© 12,225,634 shares issued and outstanding at December 31, 1999 and 1998,

TESPECHVElY . ..o e i e e e it it e e 127 122
| Additional paid-in capital ........ .o i i e 35,791 33,052
- Accumulated deficit. ... ittt i i i ittt e (13,817)  (3,570)
o
5 Total stockholders’ equity . ... ..ot iiiiiiiii it 22,101 29,604
; Commitments and contingencies (note 9)
B Total liabilities and stockholders’ equity .........oieiiiiiiiiinnieieneeenns $ 70,542  $65,479
i
' See accompanying notes to consolidated financial statements.
:




T-NETIX, INC. AND SUBSIDIARIES
.CONSOLIDATED STATEMENTS OF OPERATIONS

Year Ended December 31,
1999 1998 1997

(amounts in thousands, except
per share amounis)

Revenue: ; , :
Telecommunications semccs .................................... $ 39,274 $43,089 $39,616
Direct call provisioning........c.viuiviiiiiiiiiiiiiiiiiiiiians 27,517 22,736 . 19,051
Equipment sales and other. ...t iiiiiiinnnnnes 6,444 2,416 3,638

TOtal TEVENMUE . o v e evnevueeennneennnennneeeneenniinn.. _ 13,235 68,241 - 62,305

Expenses: '

Operating costs and expenses .
Telecommunications SEIVICES . v v . v vrvenensnnnsosonsoesstnans 17,674 17,014 15,262
Direct call proviSioning. . ot «vvviunevviriierernnrnaanrensananes 25,032 20,048 16,462
Cost of equipment sold and other .............................. 3,615 848 1,298

Total operating costs and €Xpenses .........coeevevevneraas. 46,321 37,910 33,022

Selling, general and administrative ..........cooviiiniiiiiiiii 13,794 13,401 11,816
Research and development .........c.c.iiiiiiiiniiennniiiaenenees 5,078 3936 . 3,554

- Impairment of telecommunications ASSEES Lot 4,632 —_ —_
Depreciation and amortization...........coiiieiii i 11,620 10,174 9,546
TOtal EXPENSES . ..o ovviirreirrnt ittt 81,445 65,421 57,938

- Operating income (10SS) .. ...uueeuneerneecineenseerneenn. (8,210) 2,820 4,367
Merger transaction €Xpenses .......vcieisantaceeiiainnaine. S (1,017) —_ —
Interest and other income (expense), net .........cooviiiiiiiinnnnnn (2,137) (2,354) (1,583)
Earnings (loss) before income taxes........................ (11,364) 466 2,784

Income tax benefit (expense) (note 8) .......coviiiiiiiiiiiiiiian.. 1,117 (196) (1,039)

Net earnings (1055) . .. oveveneerinenenenineiensaeneneneanass e $(10,247) § 270 § 1,745

Basic earnings(loss) per common share........... ..ot $ (082) § 002 § 0.15

Diluted earnings (loss) per common share ...........ccovien.s ... $§ (082) § 002 §$ 0.13

Weighted average common shares —basic ..............ooiiiiniis 12,511 12,172 11,909

Weighted average common shares —diluted..................oone 12,511 12,930 12,988

See accompanying notes to consolidated financial statements.




T-NETIX, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF STOCKHOLDERS’ EQUITY

. : _Common Stock Af’:zgfiflﬂ Accumulated Stoc{‘l,l:altlers’
. ) 7.5 . ) Shares  Amount Capital Deficit Equity

' S (amounts in thousands)

| Balances at January 1, 1997 ................... 11,505 §$ 115 $ 30,130 $ (3,279) $ 26,966

Common stock issued upon exercise of '

StOCK OPONS . + . oo v v vevei e, 155 2 204 — 206
| Common stock issued in business acquisition...... .8 - 94 — 94
- Common stock issued for cash.................. 202 2 598 - 600

Dividends paid to preferred stockholders ......... ~ — — — (36) (36)

: Tax benefit from stock options exercised (note 8) — — 402 — 402

Net €arnings . ..ovvevenrineriinienieneaneraens — — = 1,745 1,745
Balances at December 31,1997, ................ 11870 119 31,428 (1,570) 29,977
Common stock issued upon exercise of
stock options......oiiii it 230 2 819 S — 821
Conversion of preferred stock................... o149 L 592 . —_ 593
Purchase of treasury stock .....c.oeveeiiinnen. (32) — (98) (26) (124)
Stock compensation .........ooiiiiieiiiiiia — —_ 75 o= 15
Dividends paid to preferred stockholders ......... — —_ - 9 @
Tax benefit from stock options exercised (note 8) - —_ 198 - 198

. Adjustments to conform year ends of combined ' :

; COMPANIES - .t vt vvvnnntreeeenannossnnssssnas : 9 —_ 38 (2,235) (2,197)

: et CarTNGS « o e v v v ennernneernnereeneeneinnes — — — - 270 270

Balances at December 31,1998................. 12,226 122 33,052 (3,570) . 29,604
Common stock issued upon exercise of .
stock options........iiiiiiiii e 98 1 256 - 257

f Common stock issued for intangible asset '

i ‘(note 3) ..... et aaeaas - 375 4 2,483 . — 2,487

: Net 0SS . 0vuvininniniiieiinirnenarnenennss —_ —_ —  (10,247)  (10,247)

Balances at December 31, 1999........c0vevnnn 12,699 $ 127 $ 35791 $(13,817) §$ 22,101

i . .

g See accompanying notes to consolidated financial statements.
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T-NETIX, INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

Year Ended December 31,
1999 1998 1997
(amourits in thousands)

Cash flows from operating activities: :
Net earnings (1088) ..« voevvrernrnrneneiereresiosiesseneencasnns $(10247) $ 270 § 1,745
Adjustments to reconcile net earnings to net cash prov1dcd by
operating activities: ) S :
Depreciation and amortization. ........ccoveeiiiiii i inaenn 11,620 - 10,174 9,546

Impairment loss and investment write-off ....................... 4,632 600 S =
Deferred income tax expense (benefit) ...................... - (1,117) .15 570
- Loss (gain) on sale of property and equipment ............... e (206) (83) 6
Stock compensation expense ................ s iceteseranrses - 75 —
Changes in operating assets and liabilities:. o :
Change in accounts receivable, net........... e eesenaeene (263) 1,680 (5,306)
Change in prepald €Xpenses.......... e ieseeer e, (48) (678) " (146)
Change in inventory .....cooviniiiriiiieriiininnceencnes . (441) (164) 15
Change in intangibles and other assets................vvuuun . (593) (227) (371)
Change in accounts payable..........ccoiiiiiiiieiiiiniinn, 6,972 (549) (4,834)
Change in accrued Habilities . .........cooviiiiiiiiiiiinnn, 1,907 (670) 1,356
Cash provided by operating activities ...............covviuus 12,216 10,443 2,581
Cash used in investing activities: : : : :
Capital expenditures .......... @ittt e .. (14,560) (6,190) (9,061)
Acquisition of business or business assets .............. PR (1,377) (2,679) (175)
Proceeds from disposal or property and equipment..... e 473 121 13
Other investing activities ............ccoiviiiiiiia.n, PR (980) (2,460) (1,208)
Cash used in investing actwmes ........................... --{16,444)  (11,208)  (10,431)
Cash flows from financing activities: '
Net proceeds (payments) under line of credit ................... 11,489 (2,318) 6,765
Payments of debt .............. eeenenaeas e eraia s (8,078) (3,064) (3,396)
Proceeds from debt............. e rereteei et - 5,731 3,722
Common stock issued for cash under optionplans................ 257 821 . 206
Common stock issued forcash .......ccovvinninnniiiniiannnns — - 600
Treasury stock purchased.........cooiiviiiiiiiiiiiiiiinnnnadn — (124) —
Dividends on preferred stock .......ooveiiiiinninenenns e = )] (36)
Redemption on preferred stock ................ e eeenreeeiaaans —_ . (7 —
Cash provided by (used in ) financing act1v1t1es B 3,668 . 1,030 7,861
Net increase (decrease) in cash and cash equivalents............... (560) 265 11
Adjustment to conform year ends of combined companies ........... - 48 —
Cash and cash equivalents at beginning of year .................... 678 365 354
Cash and cash equivalents atend of year .............ccvvviiiinnn $§ 118 $ 678 $§ 365
Cash paid for interest ............ EE R S e $ 2568 $§ 1,773 § 1,502
Cash paid for income taxes . .......iivuusenninyeriienneneene, $ 217 8 622§ 95

See accompanying notes to consolidated financial statements.
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T-NETIX, INC. AND SUBSIDIARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
December 31, 1999 and 1998

- (1) Summary of Slgmﬁcant Accounting Policies
i ' General

T-NETIX, Inc and subsidiaries (“T-NETIX” or the “Company”) was incorporated in Colorado in
i 1986. The Company has three reportable segments the Corrections Division, the Internet Semces Division
and the SpeakEZ Division (“SpeakEZ”).

The Corrections Division primarily manages its specialized telecommunications hardware and software

* systems for long distance and local exchange carriers on a contractual basis. The long distance and local

exchange carriers in turn pay a fee per call to the Company for each billable call made from a phone subject to

a contract with the Company. The Company also receives revenue from billing collect calls made from

: correctional facilities in which the Company’s specialized telecommunications hardware and software systems

; are located. The Internet Services Division provides interLATA Internet services to Internet subscribers and

buys and resells Internet bandwidth. SpeakEZ engages in the research and development and sales and
marketing of speaker verification technology. ‘ i

. Basis of Presentation

‘On June 14, 1999, the Company completcd a merger with Gateway Technologies, Inc. (“Gateway™), a
- privately held provider of inmate calling services. As a result of the merger, Gateway became a wholly owned
subsidiary of the Company. Prior to the merger, the Company changed its year-end from July 31 to
December 31. Gateway’s year-end was December 31. :

The merger was accounted for as a pooling of interests. As a result, the Company’s financial statements
‘have been restated to combine Gateway’s financial statements as if the merger had occurred at the beginning
of the earliest period presented. Information concerning common stock and per share data has béen restated
on an equivalent share basis. ; :

" The consolidated statemehts of operations and cash flows for 't.he:j}e'é.:r'e ended December 31, 1998 and
1997 have been recast to reflect the results of operations and cash flows for T-NETIX for the years ended
July 31, 1998 and 1997, respectively, combmed with Gateway for the years ended December 31, 1998 and
1997.

As a result of T-NETIX and Gateway havmg different fiscal year ends prior to' 1999, the results of
operations of T-NETIX for the five month period ended December 31, 1998; have been excluded from the
reported results of operations. The net loss for the period and common stock transactions during that period
have been accounted for as an adjustment of stockholders’ equity. at January 1, 1999. T-NETIX had revenue,
expenses, and net loss of $15,041,000, $17,606,000, and $2,235,000, respectlvely, for the five month penod
' ended December 31, 1998. s .

quutdzty

The Company incurred losses from continuing operations in the current year of $10 2 rmlhon and had-a
working capital deficit of $8.2 million at December 31, 1999. The Company received a waiver from its lenders
relating to various covenant violations on its bank credit facility. In connection with the waiver, the lenders
agreed to revise the existing covenant requirements if the Company can raise $7 million of additional financing
: on or before April 14, 2000. The funds raised are required to be used to reduce the cutstanding balance on the
| credit facility. These factors among others may indicate that the Company may not be able to meet its
obligations as they become due or the Company may have to significantly reduce installations and curtail other
operations.
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T-NETIX, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

- (1) Summary of Significant Accounting Policies (continued)

-The Company, has taken steps to obtain the additional financing, on or beforc the deadlme of April 14,
2000, by entering into term sheets to issue convertible preferred securities to a non-related party and
subordinated debt instruments to one of the Company’s directors. Management believes that they will
complete the above financing arrangements in the time frame imposed by the lenders. Should the Company be
unable to complete the financing arrangements or an alternative financing arrangement by the deadline
currently imposed by the lenders, the Company would again be in breach of the loan agreement covenants and
the lenders could commerice immediate collection activity.

In addition, the Company is taking steps to increase cash flow from operations and obtain additional
financing to ensure that the Company is able to carry out its fiscal 2000 business plan. There can be no
assurance that the Company will be successful in increasing its cash flow from operations or that additional
financing will be available; or if available, w111 be obtained on acceptable terms

Principles of Consolidation

The consolidated financial statements include the accounts of the Company and its subsidiaries. All
significant intercompany accounts and transactions have been eliminated-in consolidation.

Accounting Estimates

“The preparation of financial statements in conformity with generally accepted accounting principles
requires management to make estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosures of contingent assets and liabilities at the date of the financial statements and the
reported amounts of revenue and expenses durmg the reporting period. Actual results could differ from those
estimates.

Risks and Uncertainties

A majority of the Company’s revenue is generated from services provided to significant telecommunica-
tions customers. The loss of a major customer could affect operating results adversely.

Cash Equivalents

Cash equivalents consist of highly liquid investments, such as certificates of deposn and money market
funds, with original maturities of 90 days or less

Fair Value of Finanéial Instruments .

The reported amounts of the Company’s financial instruments including cash and cash equivalents,
receivables, accounts payable, and accrued liabilities approximate fair value due to their short maturities. The
reported amounts of debt approximate fair value due to market interest rates that these debts bear.

. Concentrations of Credit Risk

Financial instruments which potentially expose the Company to concentrations. of credit risk consist
primarily of cash and cash "equivalents and accounts receivable. The Company’s revenue is primarily
concentrated in the United States in the telecommunications industry. The Company had trade accounts
receivable from 5 customers that comprised 28% and 31% of total trade accounts receivable at December 31,
1999 and 1998, respectively. The Company does not require collateral on accounts receivable balances and
provides allowances for potential credit losses. An allowance for doubtful accounts has been established based
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T-NETIX, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(l) Summary of Significant Accounting Policies (continued)

on historical experience and management’s evaluatxon of outstanding accounts receivable at the end of the
| accounting penod :

Inventories

T Inventories are stated at the lower of cost or market. Cost ié detei'mined.using the, first-in, first-out
N method. Provisions, when required, are made to reduce excess and obsolete inventories to their estimated net

B realizable values.

Property and Equipment

Property and equipment is stated at cost, including costs necessary to place such property and equipment
in service. Major renewals and improvements are capitalized, while repairs and mamtenance are charged to
operatlons as incurred.

Construction in progress represents the cost of material purchases and construction costs, including

interest capitalized during construction, for telecommunications hardware systems in various stages of
completion. During the years ended December 31, 1999, 1998 and 1997, interest capitalized was insignificant.

Depreciation is computed on a straight-line basis using estimated useful lives of 3 to 7 years for
, - telecommunications equipment and 5 to 10 years for office equipment. No depreciation is recorded on
: construction in progress untll the asset is placed in service.

Intangible and Other Assets

Other assets include intellectual property assets, capitalized computer software, patent defense and
application costs, deposits and long-term prepayments and other intangible assets. Patents and intangible
assets are stated at cost. Amortization is computed on the straight-line basis over 17 years for patent costs and
. periods ranging from 3 to 7 years for other intangibles. Amortization charged to expense was $1,500,000,
! $936,000, and $796,000 for the years ended December 31, 1999, 1998 and 1997, respectively.

Goodwill

‘ Goodwill, representing the excess of the cost over the net tangible and identifiable assets of the acquired
b o ‘businesses, is stated at cost and is amortized, principally on a straight-line basis, over the estimated future
periods to be benefited 5 to 10 years. On an annual basis, the Company reviews the recoverability of goodwill
based primarily on an analysis of undiscounted cash flows from the acquired business. Accumulated
amortization amounted to $1,103,000 and $364,000 at December 31, 1999 and 1998, respectlvely

Impazrment of Long-Lived Assets

S The Company reviews its property and equipment and unamortized intangible assets whenever events or
changes in circumstances indicate that the carrying amount may not be recoverable. The Company estimates
the future cash flows expected to result from operations and if the sum of the expected undiscounted future
cash flows is less than the carrying amount of the long-lived asset, the Company recognizes an impairment loss
by reducing the unamomzed cost of the long-lived asset to its estimated fair value.

During the year ended December 31, 1999, the Company recorded an impairment charge of telecommu-
nications assets of $4,632,000. Impaired telecommunications assets consisted of software development costs,
construction in progress, and inmate calling platform assets. Two events occurred in 1999 indicated that the
carrying value of certain equipment and intangible assets may not be recoverable.
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T-NETIX, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

© (1) Summary of Significant Accounting Policies (continued)

.In September, 1999, the Company completed an evaluation of the future viability of its new inmate
calling platform (“DL Platform”) which it had been developing over the past two years. The merger with
Gateway allowed the Company to consider an alternative to the DL Platform. The Company determined that
the Gateway ComBridge Platform (“ComBridge”), would be the platform to install for both new customers
and upgrades of existing customers. However, over the last year the Company had been awarded certain
contracts where the DL Platform was to be deployed. Since the Company believes that it would not be cost
effective to maintain and support two separate systems, the Company proceeded fo renegotiate all emstmg
contracts to install ComBridge instead of the DL Platform. During the quarter ended September 30, 1999, the:
Company successfully completed these negotiations. Due to the abandonment of the DL Platform, the
Company no longer has any anticipated cash flow to support the carrying value of assets related to the
DL Platform. Capitalized costs relating to the DL Platform included software development costs, components
(consisting of primarily telephony cards) and other supporting computer peripheral equipment. The estimiated
impairment, being the excess of the carrying amounts over the respective estimated fair value of these assets,
is approximately $3,669,000 for the year ended December 31, 1999. As a result, software developmient costs at
December 31, 1999 were impaired by $2,093,000 and construction in progress relating to these products was
impaired by $1,576,000. All of these charges are applicable to the Corrections Division.

In addition, the Company deployed a version of its old inmate calling platform that resides in its
customer’s network locations. The Company has recently experienced a reduction in call volumes and
revenues for this platform. The customer has indicated to the Company that it does not intend to use the
platform as a source of future services. Additionally, since the platform was based on the predecessor to the
DL Platform, there is not an upgrade path available for the new platform. Any new feature or service offering
would be evaluated based on the new ComBridge Platform. The reduction in call volumes caused the
estimated fair value of these assets to be less than the existing book value. The Company estimated the fair
value of these assets based on the discounted cash flows from each service location. After consideration of
minimal salvage value of these assets due to their specific use, the Company recorded an impairment charge of
approximately $963,000. This charge was applicable to the Corrections Division.

Revenue Recognition

Revenue and expenses from telecommunications services and direct call provisioning are recognized at
the time the telephone call is completed. Provision is made for uncollectible accounts in the period direct call
provisioning revenue is recorded. Revenue from equipment sales is recognized when the equipment is shipped
to customers. Internet services are recognized as the services are prov1ded The Company records deferred
revenue for advance billings to customers, or prepayments by customers prior to the completion of lnstallatlon
or prior to the prowsxon of contractual bandwidth usage.

The Company recognizes revenue from the sale of computer software in accordance with the American
Institute of Certified Public Accountants. (“AICPA™), Statement of Position- 97-2, “Software Revenue
Recognition” (“SOP 97-2”), as amended by Statement of Position 98-4, “Deferral of the Effective Date of a
Provision of SOP 97-2” (“SOP 98-47). .

SOP 97-2 and SOP 98-4 generally require revenue earned on software arrangements involving multiple
elements (i.e. software products, upgrades/enhancements, post contract customers support, installation,
training , etc.) to be allocated to each element based on the relative fair value of the elements. The fair value
of an element must be recognized upon delivery of the products. The revenue allocated to post contract
customer support generally is recognized ratably over the term of the support and the revenue allocated to
service elements (such as training and instaflation) generally is recognized as the services are performed Ifa
vendor does not have evidence of the fair value of all elements in a multiple-element arrangement, all revenue
from the arrangement is deferred until such evidence exists or until all elements are delivered.
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- ' T-NETIX, INC. AND SUBSIDIARIES
" NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

1) Suﬁmaw of Significant Accounting Policies (continued)

In December 1998, the AICPA issued Statement of Position 98-9, “Modification of 97-2, Software
Revenue Recognition, With Respect to Certain Transactions™ (“SOP 98-9”). SOP 98-9 requires the use of
the “residual method” for recognition of revenue when vendor-specific objective evidence exists for
undelivered elements but does not exist for delivered elements of a software arrangement. The Company will
be réquired to comply with the provisions of SOP 98-9 for transactions entered into beginning January 1, 2000.
The Company believes the adoption of SOP 98-9 will not have a material effect on its consohdated ﬁnanc1a]
statements, results of operatlons or ﬁnanmal condition. -

Researchl and Development

- Costs associated with the research and development of new technology or significantly altering existing
technology are charged to operations as incurred. Software development costs have been accounted for in
accordance with Statement of Financial Accounting Standards No. 86, Accounting for the Costs of Computer
Sofiware to be Sold, Leased or Otherwise Marketed. Under the standard, capitalization of software
development costs begins upon the establishment of technological feasibility, subject to net.realizable value
considerations. Capitalized software costs are amortized over the economic useful life of the software product
whxch is generally estimated to be three years.

The American Institute of Certified Public Accountants (“AICPA”) Statement of Posmon 98- 1,

“Accounting for the Costs of Computer Software Development or Obtained for Internal Use (“SOP 98-1")

provides guidance for the accounting for computer software developed or-obtained for internal use including
the requirement to capitalize specified costs. There were no such costs capitalized pursuant to SOP 98-1 at
December 31, 1999 and 1998. : .

401 (k) Plan

The Company established a 401 (k) plan for all of its full time employees effective January 1, 1994, In
June 1998, the Company implemented a matching program. The program calls for the Company to match
25% of an employee’s contribution up to 6% of the individual employee’s total salary. Matching contributions
and plan expenses were $111,000 for the year ended December 31 1999 and were not 51gn1ﬁcant for the year
ended December 31, 1998. :

IncOme Taxes

. The Company utilizes the asset and liability method of accounting for income taxes. Accordingly,
deferred tax assets and liabilities are recognized for the future tax consequences attributable to differences
between the financial statement carrying amounts of existing assets and liabilities and their respective tax
bases and operating loss and tax credit carryforwards. Deferred tax assets and liabilities are measured using
enacted income tax rates expected to apply to taxable income in the years in which those differences are
expected to be recovered or settléd. The effect on deferred tax assets and liabilities of a change in income tax
rates is recognized in the results of operations in the period that includes the enactment date.

Earnings (Loss) Per Common Share

Earnings (loss) per common share are presented in accordance with the provisions of Statement of
Financial Accounting Standards No. 128, Earnings Per Share (SFAS 128). Basic earnings per share excludes
dilution for common stock equivalents and is computed by dividing income or loss available to common
shareholders by the weighted average number of common shares outstanding during the period. Diluted
earnings per share reflect the potential dilution that could occur if securities or other contracts to issue
common stock were exercised or converted into common stock. For the year ended December 31, 1999,
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T-NETIX, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(1) Summary o'f Significant Accounting Policies (continued)

375,000 common stock equivalents were not included in the diluted earnings per share calculation, as their
effect would be anti-dilutive. For the years ended December 31, 1998 and 1997 diluted common and common
equivalent 'shares outstanding includes 758,000 and 1,080,000, respectively of common share equivalents,
consisting of stock options, determined under the treasury stock method.

Stock Compensation

The Company accounts for employee stock options under the provisions APB Opinion No. 25,
“Accounting for Stock Issued to Employees” (“APB 25”) and has adopted the “disclosure only” alternative
described in Statement of Financial Accounting Standards No. 123, “Accounting for the Stock-Based
Compensation™ (“SFAS 123”), which requires pro forma disclosure of compensation expense using a fair
value based method of accounting for stock-based compensation plans.

Comprehensive Income

Statement of Financial Accounting Standards 130, “Reporting Comprehensive Income,” (SFAS 130)
establishes standards for reporting and display of comprehensive income and its components in a full set of
general-purpose financial statements. The objective of SFAS 130-is to report a measure of all changes in
equity of an enterprise that result from transactions.and other economic events of the period other than
transactions with stockholders (“comprehensive income”). Comprehensive income is the total of the net
income (loss) and all other non-owner changes in equity. For the year ended December 31, 1999, 1998 and
1997, the Company’s comprehensive earnings (loss) was equal to net earnings (loss).

Recently Issued Accounting Pronouncement

In June 1998, the Financial Accounting Standards Board issued Statement of Financial Accounting
Standards No. 133, (SFAS 133), “Accounting for Derivative Instruments and Hedging Activities.” This
statement establishes accounting and reporting  standards for derivative instruments, including certain
derivative instruments embedded in other contracts (collectively referred to as derivatives), and for hedging
activities, The statement requires companies to recognize all derivatives as either assets or liabilities, with the
instruments measured at fair value. The accounting for changes in fair value, gains or losses, depends on the
intended use of the derivative and its resulting designation. In June, 1999, the Financial Accounting Standards
Board issued SFAS 137, “Accounting for Derivative Instruments and Hedging Activities Deferral of the
Effective Date of FASB No. 133 — An amendment of FASB Statement No. 133.” SFAS 137 defers the
effective date of SFAS 133 to all fiscal quarters of all fiscal years beginning after June 15, 2000. The Company
does not expect the adoption of SFAS 133 to have a material impact on its financial position or results of
operations.

Reclassification

Certain amounts in the 1998 and 1997 financial statements have been reclassified to conform to the 1’999
presentation.
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T-NETIX, INC. AND SUBSIDIARIES

" NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

2 Balance Sheet Components

Accounts receivable consist of the following:

December 31,

1999

1998

Accounts receivable, net:

(amounts in thousands)

Trade accounts receivable .. ... ... ciiiiieiriercnrencncroannns $ 11,797 $ 10,963
Direct call provisioning receivable .............covviiiiiiiint 7,268 6,190
Customer reimbursable receivable .................. ... ... ceeenes ~L,161 785
Other receivables ............ et eereiaana ettt e 231 541
' 20,457 18,485 .
Less: Allowance for doubtful acCounts ........cveevevsenennnnes (3,589) (1,996)
$ 16,868 $ 16,439

Bad debt expense was $4,981,000, $4,930,000, and $3,785,000 for the years ended December 31, 1999,

1998 and 1997, respectively.

Property and equipment consist of the following:

Property and equipment, net:
Telecommunications equipment ......... ittt
Construction in Progress ..........vveectiernrroneneanisesonsasen
Office equipment ............... @ teeeeere ety

Less: Accumulated depreciation and amortization............. e

Intangible and other assets consist of ‘the following:

December 31,

1999

1998

(amounts in thousands)

$ 55487 § 52,075
7,341 5,011
9,169 7,326

71,997 64,412
(38,139) (32914)
$ 33,858 § 31,498
December 31;
1999 1998

Intangible and other assets, net: _
Patent license rights. ......coiiii i iieinioaneneernnnnnneens
Purchased technology assets .....coveiiiinneiiiioseieenratrnenanes
Capitalized software development Costs........covviiienianniinenn.
Acquired software technologies ..........cooiiiiieiiiiennniiiinans
Patent defense and application costs ............ccoouunn e

Deposits and long-term prepayments.........ccceeeiievansaniiacneas
(011

Less: Accumulated amortization .........ovveevennrosnncaosnns -
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(amounts in thousands)

$ 3325 $3325
2,487 —
651 1,821
1,783 1,726
2,583 2,525
1,183 505
1,649 1,793
13,661 11,695
(4,409) (2,959)
$9252 §8736




T-NETIX,. INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(2) Balance Sheet Components — (continued)

Accrued liabilities consist of the following:

December 31,
1999 1998
(amoun,ts' in thousands)

Accrued liabilities: | | : ,
Deferred revenue and customer advances . .........covvveenrennne. $.2,114 $ 1,228

Compensation related .........ccovviiiirininiitiiiniirereannes 1,175 - 1,292

(0741 4317 3,157
t $ 7,606 $ 5,677

(3) Mergers and Acquisitions ‘
. Gateway |

On June 14, 1999, the Company completed a merger with Gateway, by exchanging 3,672,234 shares of its
common stock for all of the common stock of Gateway. Each share of Gateway was exchanged for
5.0375 shares of T-NETIX common stock. Outstanding Gateway stock options were also converted at the
same exchange factor into options to purchase approximately 379,000 shares of T-NETIX common stock.

In addition, in connection with the merger transaction, T-NETIX issued 375,341 shares of common stock
to certain shareholders of Gateway in exchange for terminating a royalty agreement. The royalty agreement
related to automated call processing technology and intellectual property rights that were assigned to Gateway
by the royalty owners in exchange for royalty payments. The termination of the royalty owners’ interests
resulted in the acquisition of an intangible asset. The asset has been recorded at fair value, or $2,487,000. The
fair value is based on the value of T-NETIX common stock at February 10, 1999 (date of the Merger
Agreement), or $6.625, times the number of shares issued in exchange for termination of the royalty owners’
interests. The intangible asset has been recorded in patent license rights and has an estimated useful life of
10 years, the remaining term of the underlying patent.

Selected financial data of T-NETIX and Gateway, prior to the merger were as follows:

Three Months Ended Years Ended

March 31, December 31,
1999 1998 1997 -
(amounts in thousands)

Revenue: . . » . .
T-NETIX ....... e eaeee et tat et $ 8,669 $ 38,008 . $ 36,292
GaleWaY . .. oeii i ettt : 9,115 30,233 . 26,013

cCombined ........ i i i ittt $ 17,784 $ 68,241 § 62,305

Net earnings (loss): : ' '
T-NETIX ...........-.. eeeeirrececanaans $ (1,077) $ © 3% $ 59 o
GaleWaY . .o viiii et ittt e, 245 (124). 1,154

Combined .........covviivinnieeinnnnnnnnn $§ (832) § 270 § 1745

Transactions between T-NETIX and Gateway prior to the merger consisted of revenue from a cross-
licensing agreement. All such amounts have been eliminated in the restated consolidated financial statements.
There were no material adjustments required to conform the accounting policies of the two companies.
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T-NETIX, INC. AND SUBSIDIARIES
2 'NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

3) Mer’gers and Acquisitions — (continued)

Certain reclassifications were made to the Gateway financial statements to conform to T-NETIX’
presentatlons

In connection with the merger, the Company incurred merger transaction expenses of $1,017,000 for the
year ended December 31, 1999. Merger transaction expenses consisted primarily of fees for investment
bankers, attorneys, accountants, financial printing and other related charges.

Evans and Ricker Acquisition

Effective October 28, 1999, the Company complcted the acqulsltxon of substantially all of the assets of
Evans and Ricker (“E&R”), of Portland, Oregon. E&R specialize in software used to control and manage
information for correctional facilities. E&R’s product, Lock and Track Corrections Information System
(“Lock & Track™”) is a comprehensive relational database designed to handle the operational control and
reporting needs of municipal, state, federal, and/or private correctional facilities. The purchase price was
approximately $1.4 million including acquisition costs. The acquisition has been accounted for using the
purchase method of accounting. The results of operations associated with the assets acquired are included in
the Company’s financial statements beginning November 1, 1999. Assets acquired and liabilities assumed
have been recorded at their fair values. The assets acquired were cash, accounts receivable and intangibles.
The estimated excess of cost over the estimated fair value of the net assets acquired of approximately
$1.3 million was allocated principally to goodwill, which will be amortized on a straight line basis over 7 years.

The remaining net assets acquired were primarily current assets (cash and accounts receivable) net of current

liabilities (accounts payable and accrued liabilities). The acquisition was funded by borrowings under the
Company’s line of credit. Pro forma information giving effect to this acquisition has been omitted as the pro
forma results do not vary materially from the Company’s recorded results, as E&R’s operations were not
significant in 1998 or 1997. . '

(4) SpeakEZ Operations

“In December 1998, the Company began an evaluation of the SpeakEZ Division and deterrmned that the
best course of action was to combine its research and development operations previously located in
New Jersey with its corporate operations in Englewood, Colorado. This change coincided with the resignation
of the Company’s former chief executive officer on December 9, 1998. This individual spent a majority of his
time in the SpeakEZ Division. For the five months ended December 31, 1998, the Company charged the cost
of the severance agx_'eement or apprOximately $240,000 to SpeakEZ selling, general and administrative
expense.

The Company completed the reorganization of SpeakEZ operations in February 1999. The reorganiza-
tion also included a change in the marketing strategy from a direct customer sales strategy to a technology
licensing strategy. A direct customer sales strategy markets a specifically developed software product to a
specific, end user customer. The strategy is then to find other specific customers who have similar operating
systems and market this product to them. In contrast, a technology licensing strategy focuses on a larger scale
customer who can integrate the SpeakEZ software product into its existing product line. This larger customer,
such as a computer manufacturer, is then responsible for the product integration and ultlmate dehvery to the
end user customer.

The change in marketing approach noted above required the Company to evaluate future marketability of
all products in the SpeakEZ Division. As a result of this evaluation, management, determined that the
capitalized cost for SpeakEZ products, some of which would no longer be marketed, exceeded their estimated
realizable value. For the five months ended December 31; 1998, the Company incurred a charge of $490,000
for a reduction in the carrying value of such capitalized costs to their estimated net realizable value.
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T-NETIX, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

. (4) SpeakEZ Operations (continued) -

The Company also recognized a loss in the SpeakEZ Division on a note receivable made to a venture
partner for $300,000. In December 1998, the venture partner notified the Company that its plans to raise
capital prior to January 1999 were not progressing according to plan and as a result it would not bc able to
meet its obligations as they became due.

(5) Debt .
Debt at December 31, 1999 and 1998 is summarized as follows:
' December 31,
1999 1998
(amounts in thousands)
Debt: . : .
Bank lines of credit ... oovivvriiinii ittt ittt $ 28,461 $ 16,972
Advances on direct call processing................ooiiiiiiia, — 2,531
Notes payable to stockholders ..............ocoiiiiiiiininn.., — 4,800
Notes payable tobanks ... — 625
L0 11 1T Sreeeeeaaes ~ 460 582
: 28,921 25,510
Less current portion.......coiiiiniieiiii e eiiiiienianeaanes 7,366 21,353
NOD CUITENt POTION . ot e ee v eeriieeenrenreinennnnrrnnnnns ... $21,555 4157

In September 1999, the Company entered into a Senior Secured Revolving Credit Facility (the “Credit
Facility”) with its commercial bank. The Credit Facility provides for maximum credit of $40,000,000 subject
to limitations based on financial covenant calculations. The Credit Facility is comprised of a one year LIBOR
component of $15,000,000 at an interest rate of LIBOR plus 2.75% at December 31, 1999; a three month
LIBOR component of $10,000,000 at an interest rate of LIBOR plus 2.75% at December 31, 1999; and
$3,461,000 at the Bank’s prime rate, 8.5% at December 31, 1999. As of December 31, 1999, the interest rate
on borrowings under the line of credit ranged from 8.50% to 8.87%. The Company also pays a fee of 0.30% per
annum on the unused portion of the line of credit.

The Credit Facility is collateralized by substantially all of the assets of the Company. Under the terms of
the Credit Facility, the Company is required to maintain certain financial ratios and other financial covenants.
These ratios include a debt to a four quarter rolling earnings before interest, taxes and depreciation and
amortization (EBITDA) ratio, a ratio of fixed charges (interest and debt payments) to EBITDA, and
minimum quarterly EBITDA The Agreement also prohibits the Company from incurring additional
indebtedness.

At December 31, 1999 the Company was in violation of certain covenants and the Company has received
a waiver from its lenders relating to various covenant violations. In connection with the waiver, the lenders
agreed to revise the existing covenant requirements if the Company can raise $7 million of additional financing
on or before April 14, 2000. The funds raised are required to be used to reduce the outstanding balance on the
Credit Facility. The terms of the bank dictate that $7 million of the Credit Facility is due April 14, 2000 with
the remaining balance of the facility due April 30, 2001. The amount of credit under the Credit facility
available to the Company is dependent upon our financial performance and may be less than $40 million.
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T-NETIX, INC. AND SUBSIDIARIES
-~ 'NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

i - (6) Stoékholders’ Equity
) ' Stock Option Plans

; The Company has reserved 3,850,000 shares of common stock for employees and non-employee directors

- under various stock option plans (collectively the “Plans”): the 1991 Incentive Stock Option Plan (“the 1991
ISO Plan”); the 1991 Non-Qualified Stock Option Plan (“the 1991 NSO Plan”); and the 1993 Incentive
Stock Option Plan (“the 1993 ISO Plan”). The Plans provide for issuing both incentive stock options, and
R non-qualified stock options, which must be granted at not less than 100% of the fair market value of the stock
AR on the date of grant. All options to date have been granted at the fair market value of the stock as determined
by the Board of Directors. Options issued prior to 1994 had vesting terms of one to three years from the date of
grant. Substantially all of the Incentive Stock Options issued after 1993 vest over four years from the date of
grant. The options expire ten years from the date of grant.

A summary of the Company’s stock option activity, and related information through December 31, 1999
is as follows:

Options Outstanding

Weighted

Average
Shares Available Number of Exercise

for Grant Shares Price

; Balance at January 1, 1997..... P 476,163 2,513,957 §$ 4.55
: Granted . ..... it i i i it i i it (111,500) 111,500 §$ 8.61
i : Exercised......coiiiiieiiiiiininiiiinainninnannn — (281,200) § 2.67
: Canceled ..... ..ottt it it 96,875 (96,875) § 6.83
f Balance at December 31, 1997 ........covviviivinnnnn 461,538 2,247,382 $ 4.88
I Granted .. ...oieiii it i ei e, e ieeeneas (246,619) 246,619 § 524
: BXercised. o vov ettt it it it e — (77,477) § 2.86
Canceled ..o e e s 166,000 (166,000) $ 6.45
Balance at December 31, 1998 .........ccvvvviinn... 380,919 2,250,524 $ 4.88
| B - (223,800) 223,800 $ 5.34
; Exercised........ovvvinnnennn.. e — (98,425) § 2.61
Canceled ...........eiviiennn.., e 456,769 (456,769) $ 6.92

Balance at December 31,1999 .............coivvun.n. 613,888 1,919,130 $ 4.56

The range of exercise prices for common stock options outstanding and options exercisable at Decem-
S ber 31, 1999 is as follows: :

Options Outstanding

Weighted Options Exercisable
Average Weighted Weighted
o . Remaining Average Average
: Range of Number of Contractual Exercise Number of Exercise
Exercise Price . Shares Life Price Shares Price
. $ 020 ’ 281,475 1.3 years $ 0.20 - 281,475 - $ 020
i $ 1.61 307,490 6.7 years $ 1.61 307,490 $ 161
| $.3.00-$4.11 : 154,090 4.4 years $ 3.32 136,590 $ 325
| $ 4.12-85.48 - 222,800 9.2 years $ 5.08 : 30,000 $ 5.04
‘ $ 5.49-$7.24 - 455,525 6.2 years $ 5.58 369,025 $ 5.50
’ $ 7.25 394,750 6.1 years $ 7.25 359,875 $ 7.25
$ 7.26-810.99 53,000 7.9 years $ 9.07 - 36,750 $9.12
$11.00-$13.71 50,000 6.0 years $13.44 46,250 $13.64
$ 0.20-$13.71 1,919,130 5.8 years $ 4.56 1,567,455 $ 4.31
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T-NETIX, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

- (6) Stockholders’ Equity (continued)

The Company has not recorded compensation expense for stock options granted. The Company has
computed the pro forma disclosures required under SFAS 123 for stock options granted using the Black-
Scholes option-pricing model. The assumptions are as follows:

Year Ended December 31,

1999 . 1998 1997

Risk free interest rate . ............ DU Ceerieenas e C543% . 5.24% 5.24%
Expected dividend yield ....... et iee i s — — =
Expected lives (in years) ........ccoovveennnn... PR 5.2 years 5.0 years * 4.9 years
Expected volatility..............cooouueen.. e - 70.0% 70.0% 70.0%
Weighted average remaining contractual life of options _ '

outstanding. . ......oevrrieniieeniiinenann, e 5.8 years 4.9 years 5.2 years
Weighted average fair value at grantdate ................. $3.24 $2.35 $4.11

The pro forma effects of applymg SFAS 123 are as follows for the years ended December 31, 1999, 1998,
and 1997: . :
Year Ended December 31,

1999 1998 " 1997
(amount in thousands)

Net earnings (loss):
As reported ... i e e e $(10,247) $ 270 $1,745
Proforma.......coiiiiiiiiiiii et i et i e e (11,118)  (847) 620

Net earnings (loss) per common share:
As reported: i :
2 7 PP $ (0.82) $0.02 §0.15

Diluted . ..oviii i e (0.82) 002 013
Pro forma: : N
BasiC . v ittt i i i i ittt et i e .. § (0.89) $(0.07) $ 0.05

Diluted .....coviiiiiii i e (0.89) (0.07) 0.05

The Black-Scholes option-pricing model was developéd for use in estimating the fair value of traded
options that have no vesting restrictions and are fully transferable. In addition, option-pricing models' require
the input of highly subjective assumptions, including expected stock price volatility. Because the Company’s
employee stock options have characteristics significantly different from those of traded options, and because
changes in subjective input assumptions can materially affect the fair value estimate, in management’s
opinion, the existing models to not necessarily provide a reliable single measure of the fair value of its
employee stock options. :

In July, 1997, the Board of Directors amended the 1993 ISO Plan and the 1991 NSO Plan to provide that
the Compensation Committee may amend certain outstanding options with an exercise price in excess of the
current market price in order to modify the exercise price to the current market price or greater. On
August 11, 1997, the Compensation Committee re-priced the exercise price to $7.25 per share for certain
outstanding options under the 1993 ISO Plan and the 1991 NSO Plan having an exercise price equal to or
greater than $7.50 prior to such re-pricing. This re-pricing affected 773,500 options granted under these Plans.
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T-NETIX, INC. AND SUBSIDIARIES
- """ NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(7) Segment Information

' Statement of Financial Accounting Standards No. 131, Disclosures About Segments of an Enterprise and
4 Related Information, (“SFAS 131”) establishes standards for the way public enterprises report information
{ I about operating segments in annual financial statements. SFAS 131 also establishes standards for disclosures
3 ; about products and services, geographic areas and major customers.

The Company has three reportable segments; the Corrections Divisions, the SpeakEZ Division, and
Internet Services Division. The Company evaluates performance based on earnings (loss) before income
taxes. Additional measures include operating income, depreciation and amortization, and interest expense.
There are no intersegment sales. The Company’s reportable segments are specific business units that offer
different products and services. They are managed separately because each business requires different
technology and marketing strategies. The accounting policies of the reportable segments are the same as those
described in the summary of significant accounting policies. Segment information is as follows:

Years Ended December 31,
1999 1998 1997
{amounts in thousands)

f
L
-1

B

Revenue from external customers:

Corrections Division ... .....ooiiveininiinrinnenens $ 71,596 $ 67,609 $ 61,629
, SpeakEZ Division.........coviiiiiniiiiiiiinnnainnns 93 632 676
i : Internet Services Division ........covvieniieninenriann 1,546 — —_
: Operating income (loss):
f Corrections Division ........c..oiiiiiiiiiieennieennens $ (579) $ 6816 $ 7,031
SpeakEZ Division . .......oovviiiiiiiiiiiiiiiiiie.. (2,518) (3,996) (2,664)
; Internet Services Division ............civviiiiiienennn 104 — —
: Depreciation and amortization ,
Corrections Division ..........covuiiiriiinniieeeeen. $ 10,651 $ 9,250 $ 83841
f - SpeakEZ Division ...t 969 924 705
? Internet Services Division ............ccovieviieinnn.. —_ — —
Interest and other income (expense) '
* Corrections Division ........ooviiiiiniiiiniiineennn. $ (1.217) § (1,762) $ (1,216)
SpeakEZ Division ..........coeven... e - (920) (592) (367)
Internet Services Division .............oevviiniiennns - = S - .
L Segment earnings (loss) before tax: °~ -~ = ‘ '
. Corrections Division ...............0..... N $ (8,029) $§ 5054 § 5,815
; SpeakEZ DiViSion . .. evuvevvneernnenneeniverneennnnns (3,439) - (4,588)  (3,031)
'l Internet Services Division ...........ovvevnieennenenss 104 — —
Segment earnings (loss) before tax: S I
A Revenue from external customers....... e N $ 73,235 $ 68241 $ 62,305
: Operating income (loss) ..... P ¢ v (1)) 2,820 . 4,367
i Depreciation and amortization. ..........cccoeieeeeeaees 11,620 - 10,174 . 9,546
N Interest and other (income) expense, net ............... - 2,137 2,354 . 1,583
g Segment earnings (loss) before tax ..... e eeereaanaen (11,364) 466 2,784
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T-NETIX, INC, AND SUBSIDIARIES
'NOTES TO CONSOLIDATED. FINANCIAL STATEMENTS — (Continued)

- (7) Segment Information — (continned)

December 31,
1999 1998
(amounts in thousands)

Segment assets:

Corrections Division. . ......vvviiiiiiiiieiiiiii i $ 66,943 $ 60,380
SpeakEZ DiViSION ....cvvviuriiieirinreneeenioeennnnss e 3,599 4,599
Internet Services Division . .....cooivviiiiin it riiinrienenns C = . —_

Substantiallyk all of the Company’s reportable segment revenue is derived within the United States.
Revenue as a percentage of total revenue attributable to significant customers for the years ended
December 31, 1999, 1998 and 1997 is as follows:

1999 1998 1998

AT&T .......... e, SO [T 13%  16%  19%
Bell Atlantic ......coviienii i e 10 12 12
SBC Communications ......... e et 10 12 13

There was no intersegment revenue for the years ended December 31, 1999, 1998 and 1997. Unallocated
amounts to arrive at net earnings (loss) included income tax expense (benefit) of $(1,117,000), $196,000, and
$1,039,000 for the years ended December 31, 1999, 1998 and 1997, respectively. Consolidated total assets
included eliminations of approximately $12,976,000 and $11,084,000 as of December 31, 1999 and 1998,
respectively. Eliminations consist of intercompany receivables in the Corrections Division and intercompany
payables in the SpeakEZ Division related solely to intercompany borrowing of the SpeakEZ Division,

(8) Income Taxes

Income tax expense for the years ended December 31, 1999, 1998 and 1997 is as follows (amounts in

thousands): - ' : '
1999 1998 1997

j'Current:
Federal .......coiiiiiiiiiiiiiiititieiannnetenrnannes $ (1,007) $ 186 $ 439
153 £ O NP (191) 25 30
Total oottt e R feledeas (1,198) 211 469

Deferred: ‘ . ' '

B =T 1 P B 72 (55) 516
State ........... e ieiereeneeers e -9 40 54
‘ " Total ...... e 81 (15) 570
Total income tax expense (benefit) .................. $ (1,117) $ 196 $ 1,039
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T-NETIX, INC. AND SUBSIDIARIES
- """ 'NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(8) Income Taxes (continued)

Income taxes differ from the expected statutory income tax benefit, by applying the US federal income
tax rate of 34% to pretax earnings for the years ended December 31, 1999, 1998 and 1997 due to the following:

1999 1998 1997
Expected statutory income tax (benefit) expense ............. $ (3864) $ 273 $§ 947
Amounts not deductible for income tax .............c.c.en... 699 107 97
State taxes, net of federal benefit........................... (377) 43 - 55
Change in valuation allowance ..........cciiiiiiiiennnnnnns 2,263 (113) —_—
L0 1= LR - 162 (114) © (60)
Total income tax expense (benefit) ............... e $ (LI17) § 196 § 1,039

The tax effects of temporary differences that give rise to significant portions of the deferred income tax
assets and deferred income tax liabilities as of December 31, 1999 and 1998 are presented below:
1999 - 1998
(amounts in ihousands)

Deferred income tax assets:

Net operating loss carryforwards ............. e AT $ 6,556  $ 5,406
. Allowance for doubtful accounts .............cciiiiiiiiiiiiiiinnn.s. 1,488 716
COther..oov ittt EERT TR e e 680 458

Total gross deferred income tax assets ..........ocviieviiieninennenns 8,724 6,580

Less valuation allowance ..........ccoiiieiiiiiinneeenneeecennnss aeee _(3,727) 0 _(1,464)

‘ 4,997 5,116

Deferred income tax liabilities:

Intangible assets, due to difference in book/tax basis ........... eereeaen (474) (1,068)

‘Property and equipment, principally due to differences in depreciation..... (1,867) (2,523)

Other assets, due to differences in book/tax basis .............covuunt. (359) ~  (563)

Total gross deferred tax liabilities .............cccvveiiivneenenninnnn. (2,700) (4,154)

$ 2,297 $ 962

At December 31, 1999, the Company had net operating loss carryforwards for tax purposes aggregating
approximately $17.4 million which, if not utilized to reduce taxable income in future periods, expire at various
dates through the year 2010. Approximately $1.3 million of the net operating loss carryforwards are subject to
certain rules limiting their annual usage. The Company believes these annual limitations will not ultimately
affect the Company’s ability to use substantially all of its net operating loss carryforwards for income tax

purposes.

A valuation allowance is provided when it is more likely than not that some portion or the entire net
deferred tax asset will not be realized. The Company has offset a portion of its deferred tax assets with a
valuation allowance. The valuation allowance will be adjusted in the future based on the Company’s projected

taxable income.

The exercise of stock options, which have been granted under the Company’s 1991 NSO stock option
plan gives rise to compensation which is included in the taxable income of the applicable option holder and is
deductible by the Company for federal and state income tax purposes. The income tax benefit associated with
the exercise of the NSO options is recorded as an adjustment to additional paid-in capital when realized.
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T-NETIX, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(9) Commitments and contingencies

. The Company leases office space under operating lease agreements. Rent expense under operating lease
agreements for the years ended December 31, 1999, 1998 and 1997 was approximately $1,034,000, $930,000,
and $629,000, respectively. Future minimum lease payments under these lease agreements for each of the next
five years are summarized as follows (amounts in thousands):

Year ending December 31: o
2000 ..t i i e et e e . $ 976

4 721
2002 L.ttt it ier ettt 229
2003 L. i it ettt i ettt er e et 5

Total minimum lease payments..........ccovevuveenn.n. $1,931

The Company is involved in various legal proceedings of a nature considered normal to its business. It is
the Company’s policy to accrue amounts related to these legal matters if it is probable that a liability has been
incurred an amount that is reasonable estimable, In the opinion of management, all matters are of such a
nature as would not have a material affect on the Company’s financial position, results of operations and cash
flows of the Company if resolved unfavorably.
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T-NETIX, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEETS

(Unaudited)
. Julf1€ '30, December 31;
2000 1999
(Amounts in Thousands)
ASSETS - ‘ .

Cash and cash equivalents. ............coveenuennnn e $ 298 '$ 118
Accounts receivable, net . ...........iiiinninn.. SRR 18,000 16,459
Prepaid eXPenses . .....ovtiitiiir ittt it 1,569 1,038
INVENtOTIES . ..ot vvvveceienvneencnanennnnas PP - 525 710
Total CUITENt ASSELS .. v vvvvevnn e enravenansasossnssossasasnsonns 20,401 18,325
Property and equipment, NEt . . ......c.ooviieisnieeeernnnnnersoerasrsrenansan 37,454 33,858
GOOAWIIL, Dt . ot it it ittt it iir i itreseteenarnacansvnnonossssesasnuenns 6,035 6,401
Deferred tax @886t ..ot vv vt iteeietrie e tneneerecnsnasanesocnsansanssanas 2,243 2,297
Intangible and other assets, NEt. . ... ...o vt iniersseennneseronennan 8,497 9,252
TOtal ASSEES + v v vt vt iiverseenrin e s ettt $ 74,630 $ 70,133

LIABILITIES, REDEEMABLE CONVERTIBLE PREFERRED STOCK
AND STOCKHOLDERS® EQUITY

Liabilities:
Accounts payable. .. ... i it i e e $ 15,810 $ 13,187
Accrued liabilities .......... .. i . 4,715 5,924
Current portion of long term debt .................... e 30,659 7,366
Total current liabilities .......... .ottt 51,184 26,477
Long-term debt ... ... iiiiiiiniiriinnireiernaniessstoonnaesensas 77 21,555
Total Habilities . .. ...ttt 51,261 48,032

Series A redeemable convertible preferred stock, $1,000 per share, stated value,

3,750 shares authorized; issued and outstanding at June 30, 2000; liquidation

preference of $3,811,000 at June 30,2000 .........oovivviiriiinntaiennnnn 1,842 —
Stockholders’ equity:

Common stock, $.01 stated value, 70,000,000 shares authorized; 12,733,084 and

_ 12,699,400 shares issued and outstanding at June 30, 2000 and December 31,
-‘ 1999, respectively . ........iviieiiiiiiiiii i 127 127
Additional paid-in capital ....... SR 37,566 35,791
Accumulated deficit. ... .. .o ittt it i i i i e e e (16,166) (13,817)
Total stockholders’ equity .............coiiieiiiiein i 21,527 22,101

Commitments and contingencies
Total liabilities, redeemable convertible preferred

stock and stockholders’ equity .........coriiiiiiiiiiiia e $ 74,630 $ 70,133
- See accompanying notes to condensed consolidated financial statements.




T-NETIX, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(Unaudited)
Three Months Ended Six Months Ended
June 30, June 30,
2000 1999 2000 1999
(Amounts in Thousands, Except
Per Share Amounts)
‘ , Revenue:
| Telecommunications services ... .. et iieeiei e $11,953 $10,065 $22,077 $19,879
Direct call provisioning .........coceveviiiiiiiiiiiiininn. .. 7,247 7,021 14492 13523
Internet SeIVICES ... vvvv it ittt ettt it i et 6,743 — 12,561 —
Equipment sales and Other ......ooeiiiiiiiiiiiii 826 660 1,208 2,128
_ Total TEVENUE . . . vt vvvreinneeenieiieieneeeninnns 26,769 17,746 50,338 35,530
Expenses:
Operating - costs: o
Telecommunications SEIVICES « v v vvnvvniniiiieniueenunns 5,360 4,263 9,861 8,506
. Direct call provisioning .......oovveeeeiiiniiiereenanneens 6,751 6,468 13,268 12,548
INternet SEIVICES .. ..o vivereretnrnenensrnennennenennnss 5,550 — 10,648 - -—_
‘Cost of equipment sold and other .................... ..., 332 214 549 879
Total operating costS.........vvuvvivvinneneeaaaine. 17,993 10,945 34,326 21,933
Selling, general and administrative ..........c.oo0vveiia.. TR 4,583 3,259 8,321 6,619
Research and development .............. et rta e 1,569 1,253 2,744 2,613
Depreciation and amortization . ..............oeiiiiiiie... 3,117 2,848 6,166 _ 5,670
Total EXPEnSES .« v vvvunvvnrennnannniennenns e 27,262 18,305 51,557 36,835
Operating 1088 .. ..o vvvrvvnneniieenereineeeanans - (493) (559) (1,219y (1,305)
Merger transaction €XPenseS. ... ..ceevvreennrirereasassraonnnns — 827) — 1,017
Interest and other expense, net.........ovvveevinnnnnn e . (673) (633) (1,027 (1,117
1.0sS before iNCOmME taXeS .« o v vt ieininrerennnenennns (1,166) (2,019) (2,246) (3,439
Income tax benefit (expense) .........c.ooiiiiiiiieiiiiiiiiien (103) 810 (103) 1,398
Net 108SS v vv e nnennsensnnnennsannns PR . (1,269)  (1,209) (2,349) (2,041
Accretion of discount on redeemable convertible preferred stock .. .. (430) il (430) C—
Net loss applicable to common stock ........... e $(1,699) $(1,209) $(2,779) $(2,041)
Basic and diluted loss per common share....................... $ (0.13) $ (0.10) $ (0.22) $ (0.17)
Shares used in computing basic and diluted net loss per , . ' _ ‘ -
ccommonshare.......... i 12,701 12,372 12,756 12,318

See accompanying notes to.condensed consolidated financial statements.




T-NETIX, INC. AND SUBSIDIARIES
... CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS

(Unaudited)
Six Months Ended
June 30,
2000 1999
(Amounts in
v Thousands)
Cash flows from operating activities: ‘
Netloss........ R I $(2,349)  $(2,041)
Adjustments to reconcile net loss to net cash provided by operating activities:
Depreciation and amortization . ..............ceoeeevaenne- e, . 6,166 5,670
Deferred income tax benefit .......... ... .. o il ‘ 54 (1,398)
Gain on sale of property and equipment ...............ooiiiiiiiiiia, (265) Jp——
_ Accretion of discount on subordinated note payable ..............c... S . an —
Changes in operating assets and liabilities: :
Accounts receivable, et ... ... ... ... it i e (1,550) 1,905
Prepaid expenses ..... it e ettt et a et e e . (831 (199)
Inventories .............. S P IR . 185 (1,015)
Intangibles and other assets...........covviiiiireiiiiiiennnnanaanranansss 249 . (294
- Accounts payable . ... ... L. i e it e e e 2,623 3,235
+ Accrued Habilities .............c.iiiiiiiiiii i e (1,209) (521)
Cash provided by operating activities . ...................... I A 3,083 5,342
Cash used in investing activities: : » ' . '
Purchase of property and equipment...............o0vien.n. IRTTRRPP AN - (8,537)  (6,295)
“ Proceeds from disposal of property and equipment............ovveuiiiieiianan, 285 —_
~Other investing aCtivities ............coiiieetiiit ittty - (894)
Cash used in investing activities .. ......ccuvivir i eniosrerenennennns (8,252) (7,189
Cash flows from financing activities: : '

. Net proceeds from (payments on) line of credit ...............c.oooiiieeniin., - (807 3,390
Proceeds fromdebt. .......... ... ... oo il e eeteeirereaaae 3,750 = 1,716
Payments o3 ' L= o U (1,128) (2,271)
Proceeds from issuance of redeemable convertible preferred stock, net.............. 3459 . —

. Common stock issued for cash under option plans ..........ooeevieeaeeniian..., 75 256
Cash provided by financing activities . ........ R R R TR PRI ......... 5,349 3,091
Net increase in cash and cash eqUIVAIENtS .. ..........oveeeenenaneeerniinieeeeinnn 180 1,244
Cash and cash equivalents at begmmng ofperiod................. P 118 678
Cash and cash equivalents at end of period . ... i co.o $ 208 $1,922
Cash paid for interest................ PP T $ 617 $1,088
Cash paid for inCOME tAXES . ...t iiiiiiiii it iriiiiiiar e rseearecsnanns S $ 103 §$ 113

See accompanying notes to condensed consolidated financial statements.




T-NETIX, INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

4))] .Summary of Signiﬁcant Acconnting Policies
Unaudited Financial Statements

The accompanying unaudited consolidated financial statements reflect all adjustments which, in the opinion
of management, are necessary to reflect a fair presentation of the financial position and results of operations of
T-NETIX, Inc. and subsidiaries (the Company) for the interim periods presented. All adjustments, in the opinion
of management, are of a normal and recurring nature. Some adjustments involve estimates, which may require
tevision in subsequent interim periods or at year-end. The financial statements have been presented in accordance
with generally accepted accounting principles. Refer to notes to consolidated financial statements, which appear
in the 1999 Annual Report on Form 10-K for the Company s accounting policies, which are pertment to these
statements.

Basis of Presentatzon

On June 14, 1999, the Company completed a merger with Gateway Technologies, Inc. (“Gateway”),
privately held provider of inmate calling services. As a result of the merger, Gateway became a wholly owned
subsidiary of the Company. Prior to the merger, the Company changed its year-end from July 31 to December 31. -
Gateway’s year-end was December 31.- '

The merger was accounted for as a pooling of interests. As a result, the Company’s financial staternents have
been restated to combine Gateway’s financial statements as if the merger had occurred at the beginning of the
earliest period presented. Information concerning common stock and per share data has been restated on an
equivalent share basis. ‘

Liquidity . : v

' The Company incurred losses from continuing operations in the three and six months erided June 30, 2000
of $1.3 million and $2.3 million, respectively and had a working capital deficit of $30.8 million at June 30,-2000.
In July 2000, the Company and its lenders amended the Company’s credit agreement to revise certain financial
covenants and extended the maturity date until April 30, 2001, and as a result the debt with the bank has been
classified as a current liability. The Company raised $7.5 million of additional financing in April 2000. The

. financing consisted of preferred stock and subordinated debt. The net proceeds of approximately $7.2 million
were used to reduce the outstandmg balance on the credlt facxhty :

The Company is takmg steps to mcrease cash flow from operations, including renegotxatlng contract pncmg
and cost control measures, in order to carry out the remainder of its fiscal 2000 business plan. However, there can
be no assurance that the Company will be successful in increasing its cash flow from operations and the Company
may require additional financing to fund operations. In the event additional financing is required, the Company
may not be able to obtam financing on terms acceptable to the Company and it may have to curtain operations.

‘Earnings (Loss) Per Common Share

Earnings (loss) per common share is presented in accordance with the provisions of Statement of Financial
Accounting Standards No. 128, Earnings Per Share (SFAS 128). Basic earnings per share excludes the impact of
potentially dilutive securities and is computed by dividing income or loss available to common shareholders by
the weighted average number of common shares outstanding during the period. Diluted earnings per share reflect
the potential dilution that could occur if securities or other contracts to issue common stock were exercised or
converted into common stock. There is no difference between basic and diluted net loss per share since -
| potentially dilutive securities from the conversion of redeemable convertible preferred stock and the exercises of
| options and warrants are anti-dilutive for all periods presented. The calculations of diluted net loss per common
f share for the three and six months ended June 30, 2000 and 1999, do not include 991,000 and 748,000 and
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T-NETIX, INC. AND SUBSIDIARIES
.. NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(1) Summary of Significant Accounting Policies — (Continued)

385,000 and 424,000, respectively, of potentially dilutive securities, including common stock - optlons and
warrants and redeemable convertible preferred stock. : .

Recent Accounting Pronouncements

In March 2000, the Financial Accounting Standards Board (“FASB”) issued interpretation No. 44
“Accounting for Certain Transactions involving Stock Compensation —an interpretation of APB Opinion
No. 25 (“FIN 44”). This interpretation provides guidance on the accounting for certain stock option transactions
and subsequent amendments to stock option transactions. FIN 44 is effective July 1, 2000, but certain provisions
cover specific events that occur after either December 15, 1998 or January 12, 2000. The Company does not
expect that the application of FIN 44 will have a material effect on its financial position or results of operations.

In December 1999, the SEC released Staff Accounting Bulletin (“SAB”’) No. 101, “Revenue Recognition in
Financial Statements”, which provides guidance on the recognition, presentation, and disclosure of revenue in
financial statements filed with the SEC. Subsequently, the SEC released SAB 101A, which delayed the
implementation date of SAB 101 for the Company until the quarter ended December 31, 2000. The Company
does not expect the application of SAB 101 to have a material impact on its financial position or results of
operations. '

In June 1998, the Financial Accounting Standards' Board issued Statement’ of ‘Financial Accounting
Standards No. 133, (SFAS 133), “Accounting for Derivative Instruments and Hedging Activities,” as aménded
by SFAS No. 137. SFAS 137 defers the effective date of SFAS 133 to all fiscal quarters of all fiscal years
beginning after June 15, 2000. SFAS 133 establishes accounting and reporting standards for derivative
instruments, including certain derivative instruments embedded in other contracts (collectively referred to- as
derivatives), and for hedging activities. SFAS 133 requires companies to recognize all derivatives as either assets
or liabilities, with the instruments measured at fair value. The accounting for changes in fair value, gains or
losses, depends on the intended use of the derivative and its resulting designation. The Company does not expect
the adoption of SFAS 133 to have a material impact on its financial position or results of operations.

Reclassification .

Certain amounts in the 1999 financial statements have been reclassified to conform to the 2000 presentation.

(2) Balance Sheet Components

Accounts receivable consist of the following:

June 30, . December 31,
2000

1999
(Amounts in Thousands)
Accounts receivable, net: . L
Trade accounts receivable............occvvvnnn i eeeneneeeae. $13,684 - $11,797
- Direct call provisioning receivable................... ... i eeaeens 5,343 - 7,268 o -
Customer reimbursable receivable ....... s e e . 3717 752 -
Other receivables.......... eheeaeees e e eeeeeenas S e 213 - 231
‘ : ' 119,617 ' 20,048
Less: Allowance for doubtful accounts . ...... P O " (1,608) (3,589)

$18,009 $16,459




T-NETIX, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(2) Balance Sheet Components — (Continued)

_Bad debt expense was $1.5 million and $1.6 million for the three months ended June 30, 2000 and 1999,
respectively, and $2.8 million and $2.9 million for the six months ended June 30, 2000 and 1999, respectively.

Property and equipment consists of the following:

June 30, December 31,
2000 1999

_ (Amounts in Thousands)
Property and equipment, net:

Telecommunications qUIPMENE ... ....veueiiunreersnnnneaneess $ 60,160 $ 55,487
Construction in PrOGIESS « .. vvvvvrer et iinnunresrranannnasaensnns 8,129 7,341
Office eqUIPMEDt . ...\ vvvvviiteteriiii e 10,696 . 9,169
78,985 71,997

Less: Accumulated depreciation and amortization ............ (41,531) (38,139)

$ 37,454 $ 33,858

Infangible and other assets consist of the following:

June 30,  December 31,
2000 1999 -

(Amounts in Thousands)

Intangible and other assets, net: : : : _ :
Patent Hcense Hghts .. ...c.evvveerrerienueieienenencnanneneneananie.. $3325° 8§ 3,325

Purchased technology assets..............oooveninin.n. e e 2,487 2,487
Capitalized software development costs .......... e 663 . 651
Acquired software technologies . . ........o.vvuviniininieeen.nn. e .- 1,791 1,783
Patent defense and application costs . ... . e e 2,579 2,583
Deposits and long-term Prepayments . . ... ....ouvveeneuninereerronensraeens 1,512 1,183
Other ....... et e ae et i e i 1,386 1,649

R - : ‘ 13,743 13,661

Less: Accumulated amortization ................ e e (5,246) - (4,409)

$ 8497 $ 9252

Accrued liabilities consist of the following:

June 30, December 31,
2000 1999

(Amounts in Thousands)

Accrued liabilities:

Deferred revenue and CuStomer adVANCES .. ... vvvvvveeeinnineeeeennnnnens 81,667 $2,114
Compensation related . ... ....ovnrnvivi e [ -1 b 1,175 -
Other............. ittt e e, 2,173 2,635 .

$4,715  $5,924




T-NETIX, INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS ~— (Continued)

(3) Debt

Debt consists ‘of -the following: e
- June 30,  December 31,

2000 1999
. (Amounts in Thousands)

Debt: .
Bank lines of credit ...........coviiiiiiiiiiiiiii i $26,704 $28,461
“Subordinated note payable .......... e i e 3,750 —
L 3 T P 282 460
o . . | | 30,736 . 28,921
Less current POTtON . ..........uvtuereeriiuaensnnsnnnsenacnanns 30,659 -1,366
' Non current portion .............ceueeeenenenes e $ 77 - $21,555
Bank Line of Credit

In September 1999, the Company entered into a Senior Secured Revolving Credit Facility (the “Credit
Facility”) with its commercial bank. The Credit Facility provides for maximum credit of $40 million subject to
limitations based on financial covenant calculations. The Credit Facility is comprised of a one 'year LIBOR
component of $15 million at an interest rate of LIBOR plus 4.0% at June 30, 2000; a one month LIBOR
component of $7 million at an interest rate of LIBOR plus 4.0% at June 30, 2000; and $4.7 million at the Bank’s
prime rate, 9.5% at June 30, plus 1.25%. As of June 30, 2000, the total interest rates on borrowings under the
bank Credit Facility ranged from 8.8% to 10.75%. The Company also pays a fee of 0.40% per annum on the
unused portion of the line of credit. :

‘The Credit Facility is collateralized by substantially all of the assets of the Company. Under the terms of the
Credit Facility, the Company is required to maintain certain financial ratios and other financial covenants. These
ratios include a debt to a four quarter rolling earnings before interest, taxes and depreciation and amortization
(EBITDA) ratio, a ratio of fixed charges (interest and debt payments) to EBITDA, and minimum quarterly
EBITDA. The agreement also prohibits the Company from incurring additional indebtedness.

In July 2000, the Company and its lenders amended its credit agreement to provide for revised ﬁnanc1a1
covenants and extended the maturity date until April 30, 2001 and as a result the debt with the bank has been
classified as a current liability. The Company raised $7.5 million of additional financing in April 2000. The net
proceeds were used to reduce the outstanding balance on the credit facility. As of June 30, 2000, the Company is
in compliance with all terms of the agreement with the lenders. The maximum amount of credit under the credit
facility available to the Company is dependent upon the Company’s financial performance. Based on the ﬁnanclal
covenants, the Company s maximum borrowings at June 30, 2000 are less than $40 million. '

Subordmated Note Payable

The Company issued a subordinated note payable of $3.75 million, due April 30, 2001 to a director and
significant shareholder of the Company. The note bears interest at prime rate plus one percent per annum (10.5%
at June 30, 2000) which is payable every six months beginning in October 2000. The, lender also received
warrants to purchase 25,000 shares of common stock at an exercise price of $6.05 per share for a period of five
years. The estimated fair value of the stock purchase warrants, using the Black-Scholes model, has been recorded
as deferred financing fees and is being amortized over the term of the debt.




T-NETIX, INC. AND SUBSIDIARIES
NOTES TQ CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

(4) Stockholders Equity "
Preferred Stock Offering’

In April 2000, the Company issued 3,750 shares of our Series A Convertible Redeemable Preferred Stock
and a five-year stock purchase warrant exercisable for 340,909 shares at $6.60 per share of the Company’s
common stock to RGC International Investors, LLC, a fund managed by Rose Glen Capital Management LP. The
Company allocated the fair value of the warrants ($1.1 million) to additional paid-in capital and recognized a
discount on the preferred shares issued. The net proceeds from the issuance were $3.5 million, net of offering
costs. The Company also issued warrants to purchase 50,000 shares of common stock to the broker on the sale of
the preferred stock at an exercise price of $6.60 per share. The stock purchase warrants were valued at fair value
($163,000) using the Black-Scholes model and are being amortized as accretion of discount on preferred stock
over the term of the preferred stock.

The preferred stock is convertible into common stock at a variable conversion price based on the closing
market price of the common stock during a pricing period of 5 consecutive trading days during the 22 consecutive
trading days preceding conversion, up to a “fixed” conversion price. The fixed conversion price is the lower of
$6.05 per share or 110% of the market price of the Company’s common stock for 10 days ending on August 17,
2000 if it is below $6.05. With limited exceptions relating to a change in control of the Company, during the six
month period after the issuance of the preferred stock, the preferred stock is not convertible into the common
stock unless the market price of the common stock equals or exceeds the fixed conversion price. After the six-
month period, the Company has the right repurchase the preferred stock upon receipt of notice to convert the
preferred shares into common stock, if the market price of the common stock is less that the fixed conversion
price.

The preferred stock is redeemable at the option of the Company, subject to certain restrictions, if the market
price of the Company’s common stock is less than or equal to $4.00 for 10 consecutive days. The redemption is
subject to notice requirements. The cash redemption price is the greater of 120% of the liquidation preference, or
a value based on the number of shares of common stock issuable upon conversion of the preferred stock
multiplied by the highest closing price of the common stock during a period from notice of redemption until the
redemption date. Redemption of the preferred stock is mandatory at its maturity date, April 17, 2003; upon
assignment of all assets of the Company; bankruptcy; failure to maintain a Nasdaq listing; or failure to meet
certain other terms set forth in the preferred stock agreements.

The preferred stock is non-voting and pays no dividends. In the event of liquidation, dissolution or winding
up of the Company, or major transaction, including merger or sale or disposal of 50% of the company, the holders
of the preferred stock are entitled to a liquidation preference of 8% per annum.

The Company accounted for these transactions in accordance with ETIF 98-3, “Accounting for Convertible
Securities with Beneficial Conversion Features or Contingently Adjustable Conversion Ratios.” The company
recognized an increase in additional paid in capital in the amount of $771,000 for the value of the beneficial
conversion. The Company will accrete the resulting discount in the preferred stock to loss applicable to common
stockholders over the six-month period beginning April 17, 2000. :

(5) Segment Information

The Company has three reportable segments; the Corrections Divisions, the SpeakEZ Division, and the
Internet Services Division, The Company evaluates performance based on earnings (loss) before income taxes. ’
Additional measures include operating income, depreciation and amortization, and interest expense. There are no .
intersegment sales. The Company’s reportable segments are specific business units that offer different products
and services. They are managed separately because each business requires different technology and marketing
strategies. The accounting policies of the reportable segments are the same as those described in the summary of
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T-NETIX, INC. AND SUBSIDIARIES
~-NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

%) Segment.v Information — (Continued)

significant accounting policies. Segment information for the three and six months ended June 30, 2000 and 1999
is as follows (amounts in thousands):

Three Months Ended Six Months Ended

June 30, June 30,
o 2000 1999 2000 1999
REVENUE FROM EXTERNAL CUSTOMERS: _
: Corrections Division . .............cciiieeenenen.. $20,006 $17,712 $37,677 $35471
SpeakEZ Division . ...........o i it 20 34 100 59
Internet Services Division ................ ... .. ... 6,743 — 12,561 _—

$26,769 $17,746 $50,338 $35,530

OPERATING INCOME (LOSS):

Corrections Division . ... .........coevuerineeennenn. $(1,149) $ 15 $(2203) $ 64
SpeakEZ Division . ...ttt iie et iin i (538) (574) 928) (1,369)
Internet Services Division ............covvuiviienans 1,194 — 1,912 _—

$ (493) § (559) $(1,219) $(1,305) *

DEPRECIATION AND AMORTIZATION:

Corrections Division .......coveiieiineriineennnens $ 2887 $ 2611 85699 §$ 5173
SpeakEZ Division........... e e 230 237 467 497
Internet Services Division ..............ccivviienns — — — —_

$ 3,117 $ 2848 $ 6,166 $ 5,670

INTEREST AND OTHER EXPENSE, NET:
Corrections Division . ................... U $ (367) § (426) $ (442) $ (703)
SpeakEZ DivisSion . ... .overtie e iiit it (306) 207) (585) (414)
Internet Services DIVISION .........ccvviernninrennes _— — N —

$ (673) § (633) $(1,027) $(L11D)

SEGMENT EARNINGS (LOSS) BEFORE INCOME

TAXES: , .
Corrections Division .. .....oii ittt i iieieens $(1,516) $(1,238) $(2,645) $(1,656)
SpeakEZ Division . ....ocvivivein i iinneennas (844) (781) (1,513) (1,783) -
Internet Services Division ...........covviiinrennnn 1,194 — 1,912 —
, $(1,166) $(2,019) $(2,246) $(3,439)
- June 30, December 31,
2000 1999
SEGMENT ASSETS: g |
Corrections DiVISIOn . ..o .voiit ittt it i e $72,382 $66,534
SPEaKEZ DiViSIOn c .o v et iie it i ittt 2,248 3,599
Internet Services Division ..............ccvvn.. e —_ —

- $74,630 $70,133

There was no intersegment revenue for the three months ended June 30, 2000 and 1999. Unallocated amounts
to arrive at net earnings (loss) included an income tax (expense) benefit of $(103,000) and $1,398,000 for the six
months ended June 30, 2000 and 1999, respectively. Consolidated total assets included eliminations of
approximately $12.7 million and $13.0 million as of June 30, 2000 and December 31, 1999, respectively.
Eliminations consist of intercompany receivables in the Corrections Division and intercompany payables in the
SpeakEZ Division related solely to intercompany borrowing of the SpeakEZ Division.
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ITEM 2. Management’s Discussion and Analysis of Financial Condition and Results of Operations

For a comprehensive -understanding of our financial condition and performance, this discussion should be
considered in the context of the condensed consolidated financial statements and accompanymg notes and other
information contained herem

- The anate Secuntxes ngatlon Reform Act of 1995 provides a “safe harbor” for forward-looking
staternents. Certain information -contained in this Management’s Discussion and Analys1s of Financial Condition
and Results of Operations and elsewhere in this Form 10-Q includes forward-looking statements. Important
factors that could cause actual results to differ materially from those in the forward-looking statements include,
but are not limited to, those listed under the caption “Risk Factors” in the Company’s Form 10-K for the year
ended December 31, 1999, which may affect the potential technological obsolescence of existing systems, the
renewal of existing site specific Corrections and Internet Service Division customer contracts, the ability to retain
the base of current site specific customer contracts, the ability to perform under contractual performance
requirements, the continued relationship with existing customers, the ability to win new contracts for our products
and services, including Lock & Track™, Contain® and our Internet Services Division, the ability of our existing
customers, including AT &T, to maintain their market share of the inmate calling market, the successful
integration of Gateway Technologxes Inc. into our business, our ability to penetrate the market for jail
managemerit systems, the ability to reduce expenditures in the SpeakEZ Division and to successfully license
voice verification and fraud prevention technology, the effect of economic conditions, the effect of regulation,
including the Telecommunications Act of 1996 that could affect our sales or pricing, the impact of competitive
products and pricing particularly in the our Corrections Division, our continuing ability to develop hardware and
software products, commercialization and technological difficulties, manufacturing capacity and product supply
constraints or difficulties, actual purchases by current and prospective customers under existing and expected
agreements, and the results of financing efforts, along with the other risks detailed therein.

Overview
Acquisition of Gateway Technologies, Inc.

On June 14, 1999, we completed our merger with Gateway Technologies, Inc. or “Gateway” by exchanging
3,672,234 shares of our common stock for all of the common stock of Gateway. Each share of Gateway was
exchanged for 5.0375 shares of our common stock. In addition, outstanding Gateway stock options were
converted at the same exchange rate into options to purchase approximately 379,000 shares of our common stock.

The merger cpnstituted a tax-free reorganization and has been accounted for as a pooling of interests under
Accounting Principles Board Opinion No. 16. Accordingly, all prior period information contained in this
Management’s Discussion and Analysis of Financial Condition and Results of Operations has been restated to
include the combined results of operations, financial position and cash flows of T-NETIX and Gateway as though
Gateway had always been a part of T-NETIX.

Tn addition, in connection with the merger transaction, T-NETIX issued 375,341 shares of common stock to
certain shareholders of Gateway in exchange for their terminating a royalty agreement with Gateway. The royalty
agreement related to automated call processing technology and intellectual property rights that were assigned to
Gateway by the royalty owners in exchange for royalty payments. The termination of the royalty owners’ interests
resulted in the acquisition of an intangible asset. The asset has been recorded at its estimated fair value, or
$2,487,000. The fair value is based on the value of T-NETIX common stock at February 10, 1999 (date of the
Merger Agreement), or $6.625, multiplied by the number of shares issued in exchange for termination of the
royalty owners’ interests. The intangible asset has an estimated useful life of 10 years, the remaining term of the.
underlymg patent.

" Corrections Division

In the Corrections Division we derive revenue from three main sources: telecommunications services, direct
call provisioning and equipment sales. Each form of revenue has specific and varying operating costs associated
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with such revenue. Selling, general and administrative expenses, along with research and development and
depreciation and _amortization are common expenses regardless of the revenue generated.

Telecommumcatlons services revenue is generated under long-term contracts. Pncmg hxstoncally provided
for transaction fees paid on a per-call basis. We are paid a prescribed fee for each call completed and additional
fees for validating phone numbers dialed by inmates. The per-call charge is primarily for the provisioning of
specialized call processing services to telecommunications service providers for their customers, the correctional
facilities. However, recently we entered into a contract amendment with a significant customer to record revenue
as a percentage of gross revenue earned by the customer, subject to certain adjustments. This new pricing was an
effort by us to have our pricing remain flexible and not be effected by factors that affected call volumes. Pursuant
to the amendment, we also recognized certain telecommunications expenses that were previously reimbursable
charges to this customer. These charges were previously reimbursable costs to the customer. Our telecommunica-
tions service provider customers include AT&T, Bell Atlantic, Qwest (formerly US WEST), SBC Communica-
tions (including Ameritech), BellSouth, Sprint and GTE.

As a direct inmate call provider, we buy “wholesale” call services to be re- sold as collect calls. We use the
services of third parties to bill the collect calls. We then enter into direct contracts with the correctional facilities
and generally pay to the correctional facilities commissions on the gross billed revenue. The rates charged by us
are consistent with the collect call rates charged by the incumbent local exchange carrier or “ILEC” in the same
service area and the predominant interexchange carrier or “IXC”. Since all calls originating from the inmate
phones are collect calls, each phone generates higher-than-industry-average revenues. The uncertainty of the
creditworthiness of the billed parties results however in a higher-than-industry-average uncollectible cost.

Equipment sales and other revenue includes the sales of our inmate calling system and the DRS system. The
sales of the inmate calling system are generally made to only one customer. We then charge monthly maintenance
fees to keep the system operational. Sales to this customer can vary depending upon the success of the customer
in winning contracts with correctional facilities.

Internet Services Division

In December 1999, we entered into a master service agreement with US WEST INTERPRISE America, Inc.
to provide interLATA Internet services to US WEST customers. The contract, which commenced December 1,
1999, calls for us to buy, resell and process billing of Internet bandwidth to this customer. The contract with
US WEST is for a minimum of sixteen months.

We recognized significant Internet Services revenue and related costs for the three and six months ended
June 30, 2000 under this agreement. Our gross margin on these services was 18% and 15% for the three and six
months ended June 30, 2000, respectively. The gross margin is effected by the negotiated base management fee
and contract incentive payments. The costs associated with this contract are primarily the costs for Internet
bandwidth. There were no capital outlays required to begin provisioning these services. The Company anticipates
adding personnel to expand the service offerings of the Internet Services Division beyond the scope of the current
contract.

Extension of the contract beyond the minimum sixteen-month period is dependent upon the regulatory
approval process in various states. In the event that US WEST receives regulatory approval to provide inter-LATA
telecommunications services during or after the initial sixteen month period, our Internet Semces revenue could
be reduced mgmﬁcantly or eliminated. '

Speaker Verification Division

We completed consolidation of our SpeakEZ operations to our Englewood facility in February 1999 The
reorganization included a change in marketing strategy from a direct customer sales strategy to a technology
licensing strategy. A direct customer sales strategy markets a specifically developed software product to a
specific, end user customer. The strategy is then to find other specific customers who have similar operating
systems and market this product to these customers. In contrast, a technology licensing strategy focuses on a
larger scale customer who can integrate the SpeakEZ software product into its existing product line. This larger
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customer, such as a computer manufacturer, would then be responsible for the product integration and ultimate
delivery to the end user customer. .

Even with the changes in marketing strategy, there can be no assurance that the products based on the
SpeakEZ technology will- achieve the necessary market acceptance or become widely adopted. The market for
speaker verification software has only recently begun to develop. As is typical in the case of a new and rapidly
evolving market, demand and market acceptance for recently introduced products and services are subject to a
high level of uncertainty. Our voice print revenue has been minimal to date.

Results of Operations for the Three Months Ended June 30, 2000 Compafed to June 30, 1999

The following table sets forth cértain statement of operations data as a percentage of total revenue for the
three months ended June 30, 2000 and 1999.

2000 1999
Revenue: -

Telecommunications Services. .........cvvvvvinivunn... i 45% 57%
Direct call provisioning .. ... e e e 27 39
Intermet SEIVICES .. vt vttt ittt ittt ittt it it i et e e e 25 —
Equipment sales and other............. TR e e 3 _4
Total TEVENUE .« .« vnnenneeeeet e, FTTNTRU EETPPU . 100 100

Expenses: ' ' - '

OPETANG COSLS . < - e e v ettt e et et e e et e s e eeraeanaaerenannes R 1) 62
Selling, general and administrative .......... P - 17 18
Research and development ....................... s R R TR TR RTTPO 6 7
Depreciation and amortization................... e e 12 16
‘Operating loss .. ..ovitiiei i it e e (2. 3)
Merger transaction €XPENSES . . ... v tett ittt — (5)
Interest and other expense .........covviiinnineniann, S 2 3
Loss before inCOmMe taXes .. .vvvevern i inreeneenennneens e @ Q1
Income tax (expense) benefit.. ... ...t i e RO
NetlosS. . cvene ittt iieieennnnans PN P e eeeenas 3) )
Accretion of discount on redeemable convertible preferred stock ................ 2 =

" Net loss applicable to COMMON SLOCK . . . ..« .veurerreennnetiiinnss (D% _ (%

. Total Revenue. . Total revenue for the three months ended June 30, 2000 was $26.8 million, an increase of
31% over $17.8 million for the corresponding prior period. This increase was primarily attributable to the
commencement of Internet services, as well as increases in telecommunications services revenue and equipment
sales and other offset, in part by decreases in direct call provisioning revenue. ,

The 19% increase in telecommunications services revenue to $12.0 million in the three months ended
June 30, 2000, from $10.1 million for the corresponding prior period, was due primarily to an increase in contract
prices. We changed our pricing to a significant customer whereby revenue is calculated as a percentage of our
customer’s gross revenue versus a transaction fee per call. In addition we experienced an increase in revenue due
to call volume increases, primarily due to the addition of new sites.

Direct call provisioning revenue increased to $7.2 million for the three months ended June 30, 2000 from
$7.0 million in the corresponding prior period. This increase was due to the addition of sites for which we were -
provisioning the long distance service. The addition of sites is primarily a result of our being successful in
competitive bidding arrangements for contracts directly w1th correctional institutions.

The Internet Services contract commenced in December 1999 Future revenue is dependent upon the base of
subscribers and contract incentive payments Intemet gross margm for the three months ended June 30, 2000 was
18%. ; . ,
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‘Equipment sales and other revenue increased 25% to $826,000 for the three months ended June 30, 2000
from $660,000 in the corresponding prior period. Such sales are primarily associated with one telecommunica-
tions service prov1der customer and are dependent upon the timing of installations for this customer and the
customer’s suiccess rate in its territory. In the three months ended June 30, 2000 we had sales of approximately
$676,000 to this telecommunications service provider customer. We do not expect significant equipment sales in
the near future.

Operating costs. Total operating costs were $18.0 million in the three months ended June 30, 2000, an
increase of 64% from $10.9 million in the corresponding prior period. The increases were primarily due to the
commencement of Internet services as well as increases in telecommunication services and the cost of equlpment

sold and other expenses offset by a reduction in direct call provisioning expenses.

Operating costs of telecommunications services primarily consist of service administration costs for
correctional facilities, including salaries and related personnel expenses, communication costs and inmate calling
o systems repair and maintenance expense. Operating costs of telecommunications services also include costs
Lo associated with call verification procedures, primarily network expenses and database access charges. Operating
’ costs associated with direct call provisioning include the costs associated with telephone line access, long
distance charges, commissions paid to correctional facilities, costs associated with uncollectible accounts and
billing charges. Internet Services expense consists of Internet bandwidth costs. Cost of equipment sold and other
includes primarily the purchase price of equipment which is resold. Other equipment cost components was
minimal. Voice print operating costs include royalty charges, the cost of hardware and the cost of services which
amounts are reflected as other operating costs.

The following table sets forth the operating costs and expenses for each type of revenue as a percentage of
correspondmg revenue for the three months ended June 30, 2000 and 1999.

Operating costs: ,
‘TelecomMmMUNICAtIONS SEIVICES. . o vt vvene s iieernnsreorasaneononnosnsoasnens 45% 42%
Direct call provisioning ............. e e e i i e e 93 92
IteImet SEIVICES o\ vttt ittt it en et iaaoanraaer it e e, 82.. —
Cost of equipment sold and other........covviiin ittt i, 40 32

’Operating costs associated with providing telecommunications services as a percentage of corresponding
revenue was 45% for the three months ended June 30, 2000, an increase from 42% for the corresponding prior
period. The increase was due primarily to cost increases. Total telecommunications services operating expenses
were $5.4 million for the three months ended June 30, 2000 and $4.3 million for the corresponding prior period.
The increase in' 2000 is due to new services being provisioned for a significant customer as part of a contract
amendment and due to increases in personnel costs. The increase included bonus costs associated with our line
installation bonus program. The bonus program ended as of June 30, 2000. Also, the addition of new personnel in
the National Service Center and other operational support functions contributed to cost increases. To a lesser
extent, increases in travel and contract labor contributed to the overall cost increase. With the addition or
personnel at our National Service Center and based on contract negotiations we believe we can reduce field
operations personnel in the near future. -

Direct call provisioning costs as a percentage of applicable revenue increased slightly to 93% of revenue for
the three months ended June 30, 2000 an increase from 92% for the corresponding prior period. These costs
include increases due to site commissions and transmissions cOsts offset by a reduction in bad debt expense
because of improved collections. . c

i o The contract for Internet services commenced in December 1999. Future revenue increases are dependent

| upon the base of subscribers and additional contract incentive payments. Cost of equipment sold and other

o increased in the three months ended June 30, 2000 and also increased as a percentage of corresponding revenue
from the corresponding prior primarily due to the change in the revenue mix for equipment sales.
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‘

Selling, General and Administrative Expenses. Selling, general and administrative expenses were $4.6 mil-
lion for the three months ended June 30, 2000 compared to $3.3 million for the corresponding prior period.
Selling, general and administrative expenses associated with the Corrections Division were $4.5 million for the
three months ended June 30, 2000 compared to $3.1 million in the corresponding prior period. The increase in the
three months ended June 30, 2000 was primarily due to increases in salary and benefits for additional personnel,
from raises for existing personnel and the installation bonus program. Other expenses, including travel and
professional fees, increased due to the integration of Gateway’s operations. We anticipate selling, general and
administrative expenses to remain consistent with current levels in the near future.

Research.and Development Expenses. Research and development expenses were $1.6 million in the three
months ended June 30, 2000 compared to $1.3 million for the corresponding prior period. Research and
development expenses for the Corrections Division were $1.3 million in the three months ended June 30, 2000
and $1.1 million in the corresponding prior period. The increase was primarily due to increased personnel
expenses. We anticipate research and development expenses to remain consistent for the remainder of the year.

Depreczatzon and Amortization Expenses. Depreciation and amortization expense was $3.1 million in the
three months ended June 30, 2000, an increase from $2.8 million for the corresponding prior penod The increase
was due primarily to the depreciation associated with new site installations.

Merger Transaction Expenses. These expenses were directly related to the merger with Gateway and
amounted to approximately $827,000 for the three months ended June 30, 1999. Merger transaction expenses
consisted pnmanly of fees for investment bankers, attorneys, accountants, financial printing and other related
charges.

Interest and Other Expense, Net. Interest and other expense, net was $673,000 for the three months ended
June 30, 2000, an increase from $633,000 for the corresponding prior period. Included in other income in the
three months ended June 30, 2000 is a gain of approximately $46,000 on the sale of used telecommunications
equipment. Interest expense” was $719,000 for the three months ended June 30, 2000, and $633,000 for the
corresponding prior period. The increase in 2000 was attributable to an increase in the average amount of
indebtedness outstanding and an increase in interest rates. The average debt balance increased pnmanly due to

the increase in capital expenditures.
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Results of Operations for the Six Months Ended June 30, 2000 Compared to June 30, 1999

The following table sets forth certain statement of operations data as a percentage of total revenue for the six
months ended June 30, 2000 and 1999.

2000 199
Revenue:
Telecommunications services............ e e, 4% 56%
Direct call provisioning ............. e ienstieaatteetae e e, 29. 38
INEINEE SEIVICES .« . vt vveees e i e eenan s anannananeneananas PO 25 —-
Equipment sales and other..............cooviiiiiie i, ceeveel.. 206
Total TEVENUE ... ...oi.ttt ittt e 100 100
Expenses: ; ,
Operating costs....... it ettt et s et et e e et e e e 68 62
Selling, general and administrative . .............cooeneinann, et e, 17. 19
Research and development ..............ccviiiiiieieniiiiian, Cereeeieeaas _ 5 7
Depreciation and amortization.............cociiiiiieriiiiiiiiiiiaina.., w120 16
Operating l0SS . ...oviuiittiiieesteiane et te et 2 @
Merger transaction €Xpenses ............eeeeenanonn PR e, — )]
Interest and other expense .......... e S 2 B
~ Loss before iNCOME tAXES ... .vvvueeennenneeneennennnneeneenneenns, 4 Qo)
Income tax (expense) benefit. ...ttt e — _4
_ (-2 0 T R 4 ()
Accretion of discount on redeemable convertible preferred stock ................ -

Net loss applicable to common stock . .........coivveniiini... e : __Q)%’ _6)%

Total Revenue. Total revenue for the six months ended June 30, 2000 was $50.3 million, an increase of 42%
over $35.5 million for the corresponding prior period. This increase was primarily attributable to the.
commencement of Internet services, as well as increases in telecommunications services revenue and direct call
provisioning revenue offset in part by decreases in equipment sales and other.

The 11% increase in telecommunications services revenue to $22.1 million in the six months ended June 30,
2000, from $19.9 million for the corresponding prior period, was due primarily to an increase in contract prices.
We changed our pricing to a significant customer whereby revenue is calculated as a percentage of our customer’s
gross revenue versus a transaction fee per call. In addition we experienced an increase in revenue due to call
volume increases, primarily due to the addition of new sites. '

Direct call provisioning revenue increased 7% to $14.5 million for the six months ended June 30, 2000, from °
$13.5 million in the corresponding prior period. This increase was due to the addition of new sites primarily for
which we are provisioning the long distance service. The addition of sites is primarily a result of our being
successful in competitive bidding arrangements for contracts directly with correctional institutions.

The Internet Services contract commenced in December 1999. Future revenue increases are dependent upon
the base of subscribers and additional contract incentive payments.

Equipment sales and other revenue decreased 43% to $1.2 million for the six months ended June 30, 2000
from $2.1 million in the corresponding prior period. Such sales are primarily associated with one telecommunica-
tions service provider customer and are dependent upon the timing of installations for this customer and the
customer’s success rate in its territory. In the six months ended June 30, 2000 we had sales of approximately -
$1.1 million to this telecommunications service provider customer. The reduction for the six months ended
June 30, 2000 from the corresponding prior period is due primarily to the timing of purchases by this customer.

-Operating costs. Total operating costs were $34.3 million in the six months ended June 30, 2000, an
increase of 57% from $21.9 million in the corresponding prior period. The increases were primarily due to the
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commencement of Internet services as well as increases in telecommunication services and direct call
provisioning expenses offset.by a reduction in the cost of equipment sold and other expenses.

Operating - costs of _telecommunications services primarily consist of service administration costs for
correctional facilities, including salaries and related personnel expenses, communication costs and inmate calling
systems repair and maintenance expense. Operating costs of telecommunications services also include costs
associated with call verification procedures, primarily network expenses and database access charges. Operating
costs associated with direct call provisioning include the costs associated with telephone line access, long
distance charges, commissions paid to correctional facilities, costs associated with uncollectible accounts and
billing charges. Internet Services expense consists of Internet bandwidth costs. Cost of equipment sold and other

" includes primarily the purchase price of equipment which is resold. Other equipment cost components was

minimal. Voice print operating costs include royalty charges, the cost of hardware and the cost of services which
amounts are reflected as other operating costs.

The following table sets forth the operating costs and expenses for each type of revenue as a percentage of
corresponding revenue for the six months ended June 30, 2000 and 1999.

2000 1999
Operating costs: ,
Telecommunications SErVICES. ... ..ot triiiniit i iiiiiae e rananens. 45% 43%
Direct call ProviSioning . . . v« voveiviiiin ittt e e 92 93
INEEIMEL SEIVICES « v v v v e v v et emes e te et asosennneaaseenesonaeeoaeeuonesnns 85 —_
Cost of equipment sold and other. ... ... ... o i it 45 41

Operating costs associated with providing telecommunications services as a percentage of corresponding
revenue was 45% for the six months ended June 30, 2000, an increase from 43% for the corrésponding prior
period. The increase was due to cost increases. Total telecommunications services operating expenses were
$9.9 million for the six months ended June 30, 2000 and $8.5 million for the corresponding prior period. The
increase in 2000 is due to new services being provisioned for a significant customer as part of a contract
amendment and due to increases in personnel costs. The increase included bonus costs associated with our line
installation bonus program. The bonus program ended as of June 30, 2000. Also, the addition of new personnel in
the National Service Center and other operational support functions contributed to cost increases. To a lesser
extent, increases in travel, consulting services, repairs and maintenance contributed to the overall cost increase.

Direct call provisioning costs as a percentage of applicable revenue decreased to 92% of revenue for the six
months ended June 30, 2000 from 93% in for the corresponding prior period. Thls decrease was primarily due to
a reduction in bad debt expense because of improved collections.

The contract for Internet services commenced in December 1999. Cost of equipment sold and other
decreased in the six months ended June 30, 2000 but increased as a percentage of corresponding revenue from the
corresponding prior primarily due to the change in the revenue mix for equipment sales and voice print sales.

Selling, General and Administrative Expenses. Selling, general and administrative expenses were $8.3 mil-
lion for the six months ended June 30, 2000 compared to $6.6 million for the corresponding prior period. Selling,
general and administrative expenses associated with the Corrections Division were $8.1 million for the six
months ended June 30, 2000 compared to $6.2 million in the corresponding prior period. The increase in the six
months ended June 30, 2000 was primarily due to increases in salary and benefits for additional personnel, from
raises for existing personnel and the installation bonus program. Other expenses increased due to travel,
communications. and professional fees due to the integration of Gateway operations. '

Research and Development Expenses. Research and development expenses were $2.7 million in the six
months ended June 30, 2000 compared to $2.6 million for the corresponding prior period. Research and
development expenses for the Corrections Division were $2.4 million in the six months ended June 30, 2000 and
$2.2 million in the corresponding prior period. The increase was pnmanly due to higher travel and consultmg
costs,
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2000 and December 31, 1999:

Depreciation and Amortization Expenses. Depreciation and amortization expense was $6.2 million in the
six months ended June 30, 2000, an increase from $5.7 million for the corresponding prior period. The increase
was due primarily to the depreciation associated with new site installations.

Merger Transaction Expenses. These expenses were directly related to the merger with Gatewéy and
amounted to approximately $1.0 million for the six months ended June 30, 1999. Merger transaction expenses
consisted primarily of fees for investment bankers, attorneys, accountants, financial printing and other related
charges. : ‘ -

Interest and Other Expense, Net. Interest and other expelise, net was $1.0 million for the six months ended
June 30, 2000, a decrease from $1.1 million for the corresponding prior period. Included in other income in the
six months ended June 30, 2000 is a gain of approximately $334,000 on the sale of used telecommunications
equipment. There was $59,000 of miscellaneous other income in the six months ended June 30, 1999. Interest
expense was $1.4 million for the six months ended June 30, 2000, and $1.0 million for the corresponding prior
period. The increase in 2000 was attributable to an increase in the average amount of indebtedness outstanding
and an increase in interest rates. The average debt balance increased primarily due to the increase in capital
expenditures and business acquisitions.

Liquidity and Capital Resources
Cash Flows

We incurred losses from continuing operations for the six months ended June 30, 2000 of $2.3 million and
had a working capital deficit of $30.8 million at June 30, 2000. In July 2000 our lenders amended our credit
agreement to provide for revised financial covenants. Additionally, we raised $7.5 million of debt and equity
financing in April 2000. The net proceeds were used to reduce the outstanding balance on our credit facility. We
are-taking steps to improve our cash flow from operations, including renegotiating contract pricing and cost
control measures in order to carry out the remainder of our fiscal 2000 business plan. However, there can be no
assurance that we will be successful in increasing our cash flow from operations and we may require additional
financing to fund our operations. In the event additional financing is required, we may not be able to obtain
financing on terms acceptable to us and we may have to curtain operations.

We present the following information for the six months ended June 30, 2000 and 1999 and as of June 30,

2000 1999
(Amounts in
. . Thousands) o
Cash provided by operating activities . .. .......cvviiiiiiiii i, $. 3,083 $5342 .
Working capital deficit............. ..o iieeeetiiiiiiiiii i $(30,783) $(8,152)

We have historically relied upon commercial borrowings, operating cash flow and the sale of equity
securities to fund our operations and capital needs. Cash provided by operations decreased 42% to $3.1 million
for the six months ended June 30, 2000 from $5.3 million in the corresponding prior period primarily due to an
increase in the net loss, reductions in accounts payable, and increases in accounts receivable. The increase in the
working capital deficit is primarily due to the classification of the bank credit facility. The current maturity of the
facility is April 30, 2001. " '

Purchases of property and equipment were $8.5 million in the six ménths ended June 30, 2000 compared to
$6.3 million for the corresponding prior period. The 36% increase in purchases of property and equipment was
primarily due to additional inmate calling system installations and upgrades to existing systems. :

Debt and Equity

We have been funding our operations primarily from available borrowings under a line of credit and by using
cash provided by operations. Due to our capital requirements for new installations and the merger with Gateway,
in September 1999, we entered into a Senior Secured Revolving Credit Facility (“Credit Facility”) with a
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commercial bank. The maximum amount of credit under the credit facility available to the Company is dependent
upon the Company’s financial performance. Based on the financial covenants, the Company’s maximum
borrowings at June 30, 2000 were less than $40 million. In July 2000 our lenders amended our credit agreement
to revise certain financial covenants. In addition, we raised $7.5 million of debt and equity financing in April
2000. The net proceeds of apprommately $7.2 million were used to reduce the outstanding balance on the Credit
Facility. :

We anticipate that our capital expenditures in 2000 will be consistent with 1999 based on our anticipated
growth in installed systems at correctional facilities. We believe our Credit Facility and cash flows from
operations will be sufficient in order for us to meet our anticipated cash needs for anticipated new installations of
inmate call processing systems and upgrades of existing systems and to finance our operations for at least the next
12 months. However, there can be no assurance that we will be successful in increasing our cash flow from
operations and we may require additional financing to fund operations. In the event additional financing is
required, we may not be able to obtain financing on terms acceptable to us and we may have to curtam
operations.

Item 3. Quantitative and Qualitative Disclosure About Market Risk

We are exposed to interest rate risk as discussed below.

Interest Rate Risk

We have current debt outstanding under the credit facility of $26.7 million at June 30, 2000. The credit
facility bears interest at differing rates including, $22 million at LIBOR plus 4.0% and the remaining balance at
the prime rate, 9.5% at June 30, 2000, plus 1.25%. Interest on LIBOR rate loans is payable at the end of the
interest period applicable to the loan but not longer than every six months. Interest on prime rate loans is payable
every six months. Since the interest rates on the loans outstanding are variable and are reset periodically, we are
exposed to interest rate risk. An increase in interest rates of 1% would increase estimated annual interest expense
by approximately $280,000 based on the amount of borrowings outstanding under the line of credit at June 30,
2000.
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PART I1 OTHER INFORMATION

Item 1. Legal"ffﬁceedings -

‘From time to time we have been, and expect to continue to be subject to various legal and adrfxinistr::\iivé
proceedings or various claims in the normal course of our business. We believe the ultimate disposition of these
matters will not have a matenal affect on our financial condition, liquidity, or results of operatlons ’

In a case brought in the FlI'St Judicial District Court of the State of New Mexico, styled Valdez v. State of
New Mexico, et. al., the complaint joins as defendants the State of New Mexico, several political subdivisions of
the State of New Mexico and several inmate telecommunications service providers, including T-NETIX and
Gateway. The complaint includes a request for certification by the court of a plaintiffs’ class action consisting of
all persons who have been billed for and paid for telephone calls initiated by an inmate confined in a jail, prison,
detention center or other New Mexico correctional facility. The complaint alleges violations of New Mexico
Unfair Practices Act, the New Mexico Antitrust Act and the New Mexico Constitution, and also alleges unjust
enrichment, constructive trust, economic compulsion, constructive fraud and illegality of contracts, all in
connection with the provision of “collect only” inmate telecommunications services. Although management
believes the likelihood of an unfavorable outcome is low, there can be no assurance that a judgment agamst a
class of defendant providers will not ultimately be entered. :

In a case brought in the Superior Court of Washington for King County, styled Sandy Judd, et al. v.
American Telephone and Telegraph Company, et. al., the complaint joins as several inmate telecommunications
service providers, including T-NETIX. The complaint includes a request for certification by the court of a
plaintiffs’ class action consisting of all persons who have been billed for and paid for telephone calls initiated by
an inmate confined in a jail, prison, detention center or other Washington correctional facility. The complaint
alleges violations of the Washington Consumer Protection Act and requests an injunction under the Washington
Consumer Protection Act and common law to enjoin further violations. Although management believes the
likelihood of an unfavorable outcome is low, there can be no assurance that a Judgment agamst a class of
defendant providers will not ultimately be entered. -

Gateway is a defendant in a case brought in United States District Court Western District of Kentucky at
Louisville, styled Gus “Skip”’ Daleure, Jr., et al vs. Commonwealth of Kentucky, et al. The complaint in this case
joined as defendants several states, political subdivisions of states, and inmate service telecommunications
providers and was filed contemporaneously with a request for certification by the court of a nationwide plaintiffs’
class action consisting of all persons who have received and paid for telephone calls initiated by an inmate at a
prison, jail or other correctional institution for the provision of “collect only” inmate telecommunications
services. The complaint sought declaratory and injunctive relief and money damages in an unstated amount for
alleged violations of the Sherman Antitrust Act, the Robinson-Patman Act and the U.S. Constitution. The district
court held, on motions to dismiss; Kentucky did not have personal jurisdiction over defendants not located in or
doing business in the state of Kentucky; that telephone calls are not goods or commodities and thus are not
subject to the antitrust provisions of the Robinson-Patman Act; that Plaintiffs did not state a claim for relief under
the Equal Protection Clause of the Fourteenth Amendment; and that Plaintiffs had not shown any harm in support
of its antitrust claim under Section 1 of the Sherman Act. The trial judge did not, however, dismiss plaintiff’s
prayer for injunctive relief, despite these findings. The case is currently subject to appeal and cross appeal in the
Second Circuit Court of Appeals. Although Gateway believes the District Court holding will not be overturned it
is possible the in may be and there can be no assurance that a judgment against a class of the providers will not

- ultimately be entered. .

Item 2. Changes in Securities and Use of Proceeds

None

Item 3. Defaults Upon Senior Securities

None.

21




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

On May 12, 2000 the Company held its Annual Meeting of Shareholders to elect four directors of the
Company to hold office until the 2003 Annual Meeting of Stockholders or until their respective successors are
duly elected and qualified and to ratify the selection of KPMG LLP; independent auditors, as auditors of the
Company for the year ending December 31, 2000. The directors were elected and KPMG was ratified as
independent auditors with the following voting results; 10,712,465 FOR; 113,281 AGAINST; and 400
WITHHOLD.

Item 5. Other Information

None.

Item 6. Exhibits and Reports on Form 8-K
(a) Exhibits

10.12 — First Amendment to Loan Agreement $40,000,000 Revolving Line of Credit from

Bank One, Colorado, NA, COBANK, ACB, and INTRUST Bank, NA dated July 11,
. 2000.
27 — Financial Data Schedule.

(b) The Company filed a Form 8-K dated April 19, 2000 reporting the following:
Item 5 on Form 8-K regarding additional equity financing.
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SIGNATURES-

Pursuant to the i;gquirements of the Securities Exchange Act of 1934, the Registrani has duly caused this
- report to be signed on its behalf by the undersigned thereunto duly authorized. ‘

T-NETIX, INC.
(Registrant)

By: /s/ ALVYN A. SCHOPP

Alvyn A. Schopp
Chief Executive Officer

Date August 14, 2000
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PARENT COMPANY LETTERHEAD

| September 12, 2000

To:  T-NETIX Internet Services, Inc.

Re:  T-NETIX Internet Services, Inc.
| Arizona Corporation Commission

T-NETIX, Inc., the parent company of T-NETIX Internet Services, Inc., will provide complete
financial backing if the Company experiences a net loss or a business failure and will guarantee to
payment of customers, advances, prepayments or deposits held by T-NETIX Internet Services, Inc., for
some reason, it cannot provide service or repay the deposits.

e ol

Suignature df’ Authorized Officer

Al
Subscribed and sworn to me, this Y day of%o P l ; 2000.

(Hovane B Qo T

Notary Public

My Commission expires on _| [ -30-03

cc: Lance J M. Steinhart, Esq.

AZ GTY Letter
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