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PART I - FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS

PACIFICNET INC. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
(In thousands of United States dollars, except par values and share numbers)

ASSETS

Current Assets:

Cash and cash equivalents

Restricted cash - pledged bank deposit

Accounts receivables, net of allowances for doubtful accounts of $622 and
$5

Inventories

Loan receivable from related parties

Loan receivable from third parties

Other current assets

Total Current Assets

Property and equipment, net

Investments in affiliated companies and subsidiaries
Marketable equity securities - available for sale
Goodwill

Other assets - debt issuance costs (net)

TOTAL ASSETS

LIABILITIES AND STOCKHOLDERS' EQUITY
Current Liabilities:

Bank line of Credit

Bank loans-current portion

Capital lease obligations - current portion
Accounts payable

Accrued expenses and other payables
Income tax payable

Subscription payable

Loans payable to related party

Total Current Liabilities

3

September 30,
2006
(Unaudited)

$ 7,439
232

13,116
2,039
4,879
1,219
8,782

37,706
8,731

776

545

18,385

927

$ 67,070

1,082
992
133

3,931

2,586
113
390
373

9,600

December 31,
2005
(Audited)

9,579
1,652

5,998
1,836
2,520
1,572
7,973
31,130
4,300
410
539
14,824

51,203

1,060
188
126

3,186

4,620
296
775
369

10,620
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Long-term liabilities:

Bank loans - non current portion

Capital lease obligations - non current portion

Convertible Debenture

Warrant Liability

Compound Embedded Derivatives Liability

Interest discount

Liquidated damages liability

Total long-term liabilities

Total liabilities

Minority interest in consolidated subsidiaries

Commitments and contingencies

Stockholders' Equity:

Preferred stock, par value $0.0001, Authorized - 5,000,000 shares
Issued and outstanding - none

Common stock, par value $0.0001, Authorized - 125,000,000 shares;
Issued and outstanding:

September 30, 2006 - 13,983,497 shares issued, 11,646,836 outstanding
December 31, 2005 - 12,000,687 issued, 10,831,024 outstanding
Treasury stock, at cost (2006 Q3: 2,336,661 shares, 2005: 1,169,663 shares)
Additional paid-in capital

Cumulative other comprehensive income (loss)

Accumulated deficit

Less stock subscription receivable

Total Stockholders' Equity

TOTAL LIABILITIES AND STOCKHOLDERS' EQUITY

The accompanying condensed notes are an integral part of these consolidated financial statements.

$

1,436
148
8,000
268
357
(1,530)
800
9,479
19,079
11,586

1
(243)
62,201
266
(25,386)
(434)
36,405
67,070 $

10,704
8,714

1
(119)
57,690
247
(25,990)
(44)
31,785
51,203
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PACIFICNET INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS
(Unaudited. In thousands of United States dollars, except loss per share and share amounts)

THREE MONTHS ENDED NINE MONTHS ENDED
SEPTEMBER 30 SEPTEMBER 30
2005 2005
2006 (as restated) 2006 (as restated)
Revenues $ 12875  $ 11,047 $ 47239 % 32,539
Services 5,445 4,908 22,145 14,232
Product sales 7,430 6,139 25,094 18,307
Cost of revenues (10,392) (8,852) (33,352) (25,979)
Services (3,352) (3,113) (10,635) (9,314)
Product sales (7,040) (5,739) (22,717) (16,665)
Gross margin 2,483 2,195 13,887 6,560
Selling, general and administrative
expenses (2,482) (1,004) (9,982) (3,261)
Inventory write-down charge (486) - (486) -
Bad debt expense (657) - (657) -
Depreciation and amortization (255) (133) 474) (275)
Interest expense (395) (182) (851) (182)
EARNINGS/(LOSS) FROM
OPERATIONS (1,792) 876 1,437 2,842
Interest income 96 155 177 155
Gain in change in fair value of
derivatives 1,004 - 1,212 -
Liquidated damages expense (800) - (800) -
Sundry income, net (113) 171 173 577
Earnings/(Loss) before Income Taxes
and Minority Interest (1,605) 1,202 2,199 3,574
Provision for income taxes (119) 13 (319) (&2))
Share of earnings of associated
companies 80 8 129 12
Minority interests 529) (612) (1,405) (1,916)
Net Earnings/(Loss) Available to
Common Stockholders $ (1,115  $ 611 $ 604 % 1,619
BASIC EARNINGS PER SHARE $ 0.10) $ 0.06 $ 0.05 $ 0.16
DILUTED EARNINGS PER SHARE $ 0.10) $ 005 $ 0.05 $ 0.15

The accompanying condensed notes are an integral part of these consolidated financial statements.
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PACIFICNET INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CHANGES IN STOCKHOLDERS' EQUITY

CUMULATIVE
ADDITIONALSTOCK OTHER ACCUMUL TOTAL
PREFERKRONMMONAID-INUBSCRIRIMSNREHENSIVATED TREASTHHYCKHOLDERS'
STOCKSTOCK CAPITAIRRECEIVABLEINCOME DEFICIT STOCK EQUITY
BALANCE AT
DECEMBER 31,
2005
(10,831,024
SHARES) -9 1$ 57,690 $ 4 $ 247  ($25,990) ($119)$ 31,785
Net earnings/(loss) -- 604 604
Exercise of stock
options for cash and
receivable (369,000
shares) -- 784 784
Issuance of common
stock for acquisition
of subsidiaries
(471,012 shares) - 3,578 3,578
PIPE related expenses -
Repurchase of
common shares (less

24,200 shares) -- (124) (124)
Cumulative foreign

exchange gain/(loss) - 19 19
Stock-based

compensation 120 120

Issuance of warrants

for fees of issuing

convertible debt

(16,000 warrants) 29 29
Less stock

subscription

receivable -- (390) (390)
BALANCE AT

SEPTEMBER 30,

2006

(11,646,836

SHARES) -3 1$ 62,201 % 434)$ 266 $ (25,386)% (243)$ 36,405

The accompanying condensed notes are an integral part of these consolidated financial statements.
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PACIFICNET INC. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS
(Unaudited. In thousands of United States dollars, except earnings per share and share amounts)
NINE MONTHS ENDED
SEPTEMBER 30
2006 2005
Cash Flows from operating activities
Net earnings / (loss) $ 604 $ 1,619
Adjustment to reconcile net earnings/(loss) to net cash provided by (used
in) operating activities:

Equity loss of associated company (129) (12)
Provision for income taxes (183) 51
Provision for allowance for doubtful accounts 657 -
Minority Interest 1,405 1,916
Depreciation and amortization 1,173 274
Inventory write-down charge 486 -
Stock-based compensation 120 -
Change in fair value of derivatives (1,212) -
Amortization of interest discount 307 -
Liquidated damages expense 800 -
Changes in current assets and liabilities net of effects from purchase of

subsidiaries:

Accounts receivable and other current assets (8,281) (3,029)
Inventories (572) (452)
Accounts payable and other accrued expenses (1,591) (234)
Net cash provided by (used in) operating activities (6,416) 133
Cash flows from investing activities

Decrease in restricted cash 1,420 3,132
Increase in purchase of marketable securities - (409)
Acquisition of property and equipment (3,806) (1,844)
Acquisition of subsidiaries and affiliated companies 419) (1,183)
Loans receivable from third parties 353 (1,597)
Loans receivable from related party (2,359) (1,349)
Net cash used in investing activities 4,811) (3,250)

CASH FLOWS FROM FINANCING ACTIVITIES:

Loan payable to related party 4 513

Advances (repayments) under bank line of credit 22 (7
Increase (repayments) of amount borrowed under capital lease

obligations 77 29

Repurchase of treasury shares (124) -

Proceeds from exercise of stock options and warrants 174 981

Net proceeds from issuance of convertible debenture 7,500 -

Advances under bank loans 1,152 5

Net cash provided by financing activities 8,805 1,521
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Effect of exchange rate change on cash and cash equivalents 282 -
NET DECREASE IN CASH AND CASH EQUIVALENTS (2,140) (1,596)
CASH AND CASH EQUIVALENTS, BEGINNING OF THE PERIOD 9,579 6,764
CASH AND CASH EQUIVALENTS, END OF THE PERIOD $ 7,439 $ 5,168
CASH PAID FOR:

Interest $ 744 $ 182
Income taxes $ 502 $ 34
NON-CASH INVESTING AND FINANCING ACTIVITIES:

Fixed assets acquired under banking loan 1,082 -
Options exercised for shares receivable 434 -
Investments in subsidiaries acquired through the issuance of common stock $ 3,578 §$ 2,871

The accompanying condensed notes are an integral part of these consolidated financial statements.
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PACIFICNET INC. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
(Amounts expressed in United States dollars unless otherwise stated)

1. BASIS OF PRESENTATION

Description of Operations - PacificNet Inc. (referred to herein as "PacificNet" or the "Company") a leading provider
of CRM and telecom services, ecommerce and gaming technology in Hong Kong, Macao, and China. Through our
subsidiaries, PacificNet provides outsourcing services, telecom (VAS) services, products (telecom & gaming) services
and the design and distribution of entertainment kiosks and gaming machines. Our business process outsourcing
(BPO) services include call centers, providing customer relationship management (CRM), mail order direct marketing
and telemarketing services, and our information technology outsourcing (ITO) includes software programming and
development. We are also a provider of value-added telecom services in China, which is comprised of interactive
voice response (IVR) systems, call center management systems, and voice over Internet protocol (VOIP), short
messaging services (SMS), multimedia messaging services (MMS), wireless application protocol (WAP), mobile
internet and 3G services. The Company's operations are primarily based in China, including Hong Kong and Macau
Special Administrative Region and Asian markets.

Condensed Consolidated Financial Statements - The condensed consolidated financial statements have been
prepared in accordance with U.S. generally accepted accounting principles (“GAAP”) for interim financial reporting
consistent in all material respects with those applied in the Company’s Annual Report on Form 10-KSB, as amended,
for the year ended December 31, 2005, but do not include all disclosures required by GAAP. You should read these
interim condensed consolidated financial statements in conjunction with the audited financial statements, including
the notes thereto, and the other information set forth in the Company’s Annual Report on Form 10-KSB, as amended,
for the year ended December 31, 2005. The condensed unaudited consolidated financial statements include the
accounts of PacificNet Inc. and its subsidiaries and variable interest entities (‘“VIEs”) for which the Company is the
primary beneficiary. All significant intercompany balances and transactions have been eliminated in consolidation. In
the opinion of management, all material adjustments considered necessary for a fair presentation of the Company’s
interim results have been reflected. PacificNet’s 2005 Annual Report on Form 10-KSB includes certain definitions and
a summary of significant accounting policies and should be read in conjunction with this report. The results for
interim periods are not necessarily indicative of annual results.

Use of Estimates - The preparation of the consolidated financial statements in conformity with GAAP requires
management to make estimates and assumptions that affect the reported amounts of assets and liabilities and
disclosure of contingent assets and liabilities at the date of the financial statements and reported amounts of revenues
and expenses during the reporting period. Actual results could differ from those estimates, and such differences may
be material to the financial statements. Certain prior year amounts have been reclassified to conform to the current
year presentation.

2. RECENT ACCOUNTING PRONOUNCEMENTS

In December 2004, the Financial Accounting Standards Board (“FASB”) issued Statement of Financial Accounting
Standards (“SFAS”) 123-R, Share-Based Payment (“SFAS 123(R)”). SFAS 123(R) replaces SFAS 123, Accounting for
Stock-Based Compensation, and supersedes APB Opinion 25, Accounting for Stock Issued to Employees. SFAS

123(R) requires, among other things, that all share-based payments to employees, including grants of stock options, be
measured based on their grant-date fair value and recognized as expense. Effective January 1, 2006, PacificNet

adopted the fair value recognition provisions of SFAS 123(R) using the modified prospective application method.
Under this transition method, compensation expense recognized for the quarter September 30, 2006, includes the
applicable amounts of: (a) compensation expense of all stock-based payments granted prior to, but not yet vested as of
January 1, 2006 (based on the grant-date fair value estimated in accordance with the original provisions of SFAS 123

10
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and previously presented in pro forma footnote disclosures), and (b) compensation expense for all stock-based
payments granted subsequent to January 1, 2006 (based on the grant-date fair value estimated in accordance with the
new provisions of SFAS 123(R)). Results for periods prior to January 1, 2006, have not been restated. See Note 6 for

further details.
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In February 2006, the FASB issued SFAS No. 155, Accounting for Certain Hybrid Financial Instruments—an
amendment of FASB Statements No. 133 and 140 (“SFAS 155”). This statement amends SFAS No. 133 ccounting for
Derivative Instruments and Hedging Activities (“SFAS 133”), and SFAS No. 140, Accounting for Transfers and
Servicing of Financial Assets and Extinguishments of Liabilities and resolves issues addressed in SFAS 133
Implementation Issue No. D1, “Application of Statement 133 to Beneficial Interest in Securitized Financial Assets.”
This Statement: (a) permits fair value re-measurement for any hybrid financial instrument that contains an embedded
derivative that otherwise would require bifurcation; (b) clarifies which interest-only strips and principal-only strips are
not subject to the requirements of SFAS 133; (c) establishes a requirement to evaluate beneficial interests in
securitized financial assets to identify interests that are freestanding derivatives or that are hybrid financial instruments
that contain an embedded derivative requiring bifurcation; (d) clarifies that concentrations of credit risk in the form of
subordination are not embedded derivatives; and, (e) eliminates restrictions on a qualifying special-purpose entity’s
ability to hold passive derivative financial instruments that pertain to beneficial interests that are or contain a
derivative financial instrument. The standard also requires presentation within the financial statements that identifies
those hybrid financial instruments for which the fair value election has been applied and information on the income
statement impact of the changes in fair value of those instruments. The Company is required to apply SFAS 155 to all
financial instruments acquired, issued or subject to a re-measurement event beginning January 1, 2007, although early
adoption is permitted as of the beginning of an entity’s fiscal year. The Company is evaluating the provisions of
SFAS 155. The effects of adopting of SFAS 155 on the Company’s financial statements are not known at this time.

In June 2006, the Financial Accounting Standards Board (“FASB”) issued FASB Interpretation No. 48, “Accounting for
Uncertainty in Income Taxes — an Interpretation of FASB Statement No. 109” (“FIN 48”), which clarifies the accounting
for uncertainty in tax positions. This Interpretation requires that the Company recognize in its financial statements the
impact of a tax position if that position is more likely than not of being sustained on audit, based on the technical

merits of the position. The provisions of FIN 48 are effective for the Company on January 1, 2007, with the

cumulative effect of the change in accounting principle, if any, recorded as an adjustment to opening retained

earnings. The Company is currently evaluating the impact of adopting FIN 48 on its consolidated financial position,

cash flows and results of operations.

Other recent accounting pronouncements issued by the FASB (including its Emerging Issues Task Force (“EITF”), the
American Institute of Certified Public Accountants (“AICPA”), and the SEC did not or are not believed by management
to have a material impact on the Company's present or future financial statements.

3. EARNINGS PER SHARE

Basic and diluted earnings per share (EPS) amounts in the financial statements are computed in accordance with
SFAS No. 128, "Earnings Per Share." Basic EPS is based on the weighted average number of common shares
outstanding. Diluted EPS is based on the weighted average number of common shares outstanding plus dilutive
common stock equivalents. Basic EPS is computed by dividing net earnings available to common stockholders
(numerator) by the weighted average number of common shares outstanding (denominator) during the period. Diluted
EPS is calculated by dividing net earnings by the weighted average number of common shares outstanding and other
dilutive securities. Dilutive EPS for third quarter of 2006 exclude the potential dilutive effect of 889,456 warrants
because their impact would be anti-dilutive based on current market prices. 800,000 convertible debentures are tested
by using if-converted method. The result shows when convertible debentures are included in the computation, diluted
EPS increases. According to SFAS No.128, those convertible debentures are ignored in the computation of diluted
EPS. All per share and per share information are adjusted retroactively to reflect stock splits and changes in par value.

10
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The reconciliation of the numerators and denominators of the basic and diluted EPS calculations was as follows:

Three Months Ended September 30 Nine Months Ended September 30

2006 2005 2006 2005
(IN THOUSANDS OF UNITED (IN THOUSANDS OF UNITED
STATES DOLLARS, EXCEPT STATES DOLLARS, EXCEPT
WEIGHTED SHARES AND PER WEIGHTED SHARES AND PER
SHARE AMOUNTS) SHARE AMOUNTS)

Numerator: earnings/(loss) $ (1,115) $ 611. $ 604 % 1,619
Denominator:
Weighted-average shares used to
compute basic EPS 11,619,010 10,826,983 11,171,608 10,171,224
Dilutive potential from assumed
exercise of stock options and
warrants - 918,760 648,881 859,147
Weighted-average shares used to
compute diluted EPS 11,619,010 11,745,743 11,820,489 11,030,371
Basic earnings per common share: $ 0.100 $ 0.06 $ 005 % 0.16
Diluted earnings per common share: $ 0.100 $ 0.05 $ 005 % 0.15

4. GOODWILL AND BUSINESS ACQUISITIONS

The changes in the carrying amount of goodwill for the following reporting periods are summarized below:

Group 2. Group 3.
Group 1. Telecom Products
Outsourcing Value-Added (Gaming and
(US$000s) Services Services Technology) Total
Balance as of December 31, 2005 $ 3,936 $ 9,788 $ 1,100 $ 14,824
Goodwill acquired during the first
quarter - 461 - 461
Impairment losses - -- - --
Goodwill written off related to sale of
business unit -- -- -- --
Balance as of March 31, 2006 $ 3,936 $ 10,249 $ 1,100 $ 15,285
Goodwill acquired during the second
quarter - 1,571 429 2,000
Impairment losses - -- - --
Goodwill written off related to sale of
business unit -- -- -- --
Balance as of June 30, 2006 $ 3,936 $ 11,820 $ 1,529 $ 17,285
Goodwill acquired during the third
quarter - 1,100 1,100
Impairment losses - -- - --
Goodwill written off related to sale of
business unit -- -- -- --
Balance as of September 30, 2006 $ 3,936 $ 12,920 $ 1,529 $ 18,385

11
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Business Acquisitions during the three months ended September 30, 2006
Able Entertainment Technology Ltd by PacificNet Games Limited

On August 3, 2006, PacificNet’s wholly owned subsidiary PacificNet Games Limited (“PacGames”, Chinese Company
Name [ ]) completed the acquisition of 100% of Able Entertainment Technology Ltd., a leading gaming tec
provider based in the Macau Special Administrative Region of China. Upon completion of this transaction, the
Company owned 35% of PacificNet Games Limited. Under the purchase agreement, Able Entertainment Technology

Ltd represented that is expects to generate an annual profit of USD$1,600,000 and will provide for an adjustment to

the purchase price if PacGames does not achieve an annual net profit of USD$1,600,000 during the first 12-month

period ended June 30, 2007, and USD$3,000,000 during the second 12-month period ended June 30, 2008.

The purchase price consideration is 200,000 restricted PACT shares in exchange for 100% of the issued and
outstanding shares of Able Entertainment Technology Ltd. or a 35% ownership interest in PacGames. The company
has valued the consideration at a price of $5.08, representing the closing market price on August 3, 2006, the date of
acquisition. As of September 30, 2006, 40,000 total restricted shares of PacificNet had been issued for the acquisition
and 160,000 shares were held back as contingent consideration payable upon completion of certain earnings criteria
pursuant to the purchase agreement. The agreement also provides for a loan of up to $1,600,000 on an as-needed basis
and as of September 30, 2006, $128,000 was advanced. (See Note 9)

On September 22, 2006, PACT acquired another 10% of PacGames in exchange for 57,100 restricted shares of the
Company’s common stock. These shares have not been issued as of September 30, 2006.

5. STOCKHOLDERS' EQUITY

a) COMMON STOCK

For the quarter ended September 30, 2006, the Company had the following equity transactions: (i)100,000 shares of
common stock were issued as a result of the exercise of stock options for cash and receivable consideration of
$220,000 in the aggregate; (ii) 177,500 shares of common stock were released from escrow (PACT treasury shares)

for acquisition of Able Entertainment and contingent consideration for ChinaGoHi valued at $1,303,200.

Subscription receivable of approximately $434,000 represents funds receivable from the exercise of options and is
presented as a contra equity account in the stockholders’ equity section of the consolidated balance sheet.

12

14



Edgar Filing: PACIFICNET INC - Form 10-Q

b) STOCK OPTION PLAN - See Note 6 for further details.

The status of the Stock Option Plan as of September 30, 2006, is as follows:

WEIGHTED

AVERAGE

EXERCISE

OPTIONS PRICE

OUTSTANDING, DECEMBER 31, 2005 1,575,000 $ 4.00
Granted -
Cancelled - -
Exercised (24,000) $ 1.75
OUTSTANDING, MARCH 31, 2006 1,551,000 $ 4.04
Granted - -
Cancelled (680,000) $ 6.57
Exercised (245,000) $ 2.13
OUTSTANDING, JUNE 30, 2006 626,000 $ 2.03
Granted 500,000 $ 4.75
Cancelled - $ -
Exercised (100,000) $ 2.2
OUTSTANDING, SEPTEMBER 30, 2006 1,026,000 $ 3.34

On May 28, 2006, the board of directors and management approved and authorized the cancellation of 680,000 stock

options that were previously granted during fiscal year 2005 that were unvested and unexercised. The option

cancellation was authorized by the board and the management in order to reduce stock compensation expense due to

the implementation of FASB 123R.

On September 21, 2006, the board of directors and management approved and authorized the grant to directors,
officers, employees and consultants of the company (including its subsidiaries) of options to purchase up to an
aggregate of 500,000 shares of Common Stock with a $4.75 exercise price. Those options will vest 20% per year

commencing from January 15t 2007. The contract life for those options is 5 years.

¢) WARRANTS

At September 30, 2006, the Company had outstanding and exercisable warrants to purchase an aggregate of 1,007,138
shares of common stock. The weighted average remaining life is 3.59 years and the weighted average price per share

is $10.61 per share as follows:

EXERCISE EXPIRATION DATE
Shares of PRICE OF
common stock PER SHARE WARRANTS
123,456 $7.15 January 15, 2009
117,682 $3.89 November 15, 2009
350,000 $12.21 December 9, 2009
400,000 $12.20 March 13, 2011
16,000 $12.20 March 13, 2011

1,007,138

13
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On March 13, 2006, we issued 400,000 warrants to several institutional investors in connection with a private
placement of $8 million in convertible debentures. On the same day we issued 16,000 warrants to our placement agent
for the transaction. See Note 7 for further details.

d) TREASURY STOCK

The following is a summary of the movement of the Company's shares held as treasury stock for the quarterly ended
September 30 of 2006:

Number of
shares Remarks

Escrowed shares returned to treasury in 2003 800,000

Shares purchased in the open market 38,154

Repurchase of shares from Take 1 149,459

Cancellation of former employee shares 45,000

Holdback shares as contingent consideration due to 1,304,048 Includes shares related to Clickcom

performance targets not yet met (78,000); Yueshen (24,200),
ChinaGoHi (550,000),
Guangzho(Wanrong (138,348);
iMobile (153,500), Able
Entertainment (160,000), and Allink
(200,000)

Balance, September 30, 2006 2,336,661

Shares outstanding at September 30, 2006 11,646,836

Shares issued at September 30, 2006 13,983,497

14
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On March 13, 2006, we repurchased 24,200 restricted shares of our common stock from Yueshen, a subsidiary of
Shanghai Classic for a repurchase price of RMB1,000,000 (approximately USD$124,223 using exchange rate of
1USD= 8.05 RMB). The repurchase of the shares was proposed by Yueshen and was unanimously agreed by the both
parties.

6. STOCK-BASED COMPENSATION

Prior to January 1, 2006, PacificNet accounted for awards granted under stock-based compensation plans following
the recognition and measurement principles of APB 25, Accounting for Stock Issued to Employees, and related
interpretations. Accordingly, compensation expense was recognized for awards granted at an exercise price less than
fair market value of the underlying common stock on the date of grant. Effective January 1, 2006, PacificNet adopted
the fair value recognition provisions of SFAS 123(R). See Note 2 for a description of the Company’s adoption of
SFAS 123R. The fair value of stock options is determined using the Black-Scholes option pricing model, which is
consistent with the valuation techniques previously utilized for options in footnote disclosures required under SFAS
123, as amended by FASB Statement No. 148, “Accounting for Stock-Based Compensation - Transition and
Disclosure.” The determination of the fair value of stock-based compensation awards on the date of grant using an
option-pricing model is affected by the Company’s stock price as well as assumptions regarding a number of complex
and subjective variables, including the expected volatility of the Company’s stock price over the term of the awards,
actual and projected employee stock option exercise behaviors, risk-free interest rate and expected dividends. The
compensation costs, which approximated $120,000 for the nine months ended September 30, 2006, are recognized on
a straight-line base over the option vesting term and the amortized cost is included in selling, general and
administrative expenses. PacificNet elected the modified prospective method and therefore has not restated results for
prior periods. The valuation provisions of SFAS 123(R) apply to new grants and unvested grants that were
outstanding as of the effective date.

During the quarter ended September 30, 2006, the Company granted 500,000 new stock options, 100,000 options were
exercised, and zero options were cancelled. See note 5 b) for the status of the Company’s stock option plan.

Additional information on options outstanding as of September 30, 2006 is as follows:

WEIGHTED AVERAGE
AVERAGE REMAINING
EXERCISE OPTIONS CONTRACTUAL
PRICE LIFE
Options outstanding $3.34 1,026,000 2.84 years
Options exercisable $2.00 526,000 0.82 year

7. CONVERTIBLE DEBENTURES

On March 13, 2006, we completed a private placement in which we sold $8,000,000 in convertible debentures and
issued warrants to purchase up to an aggregate of 400,000 shares of common stock. The debentures are convertible at
any time into shares of our common stock at an initial fixed conversion price of $10.00 per share, subject to
adjustments for certain dilutive events. The debentures are due March 13, 2009. The warrants are exercisable for a
period of five years at an exercise price of $12.20 per share. At the closing of the private placement, we prepaid the
first year's interest on debentures equal to 5% of the aggregate principal amount of debentures. We will pay interest in
cash or shares, provided that certain conditions are met, at the rate of 6% for the second year the debentures are
outstanding and then 7% for the third. Beginning January 1, 2007, we are obligated to redeem up to $320,000 every
month, plus accrued, but unpaid interest, liquidated damages and penalties. We also have the option to prepay the
debentures at any time, provided that certain conditions have been met, after the 12 month anniversary of the effective
date of the registration statement that has been filed with the Securities and Exchange Commission with respect to the
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common stock issuable upon conversion of the debentures, some or all of the outstanding debentures for cash in an
amount equal to 120% of the principal amount outstanding, plus accrued, but unpaid interest, liquidated damages and
penalties outstanding. At any time after the six month anniversary of the effective date of the registration statement,
we may force the holders to convert up to 50% of the then outstanding principal amount of the debentures, subject to
certain trading conditions being met. If any event of default occurs under the debentures or other related documents,
the holders may elect to accelerate the payment of the outstanding principal amount of the debenture, plus accrued,
but unpaid interest, liquidated damages and penalties, which shall become immediately due and payable.
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The conve