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FORWARD LOOKING STATEMENTS

This Annual Report on Form 10-K contains forward-looking statements within
the meaning of the federal securities laws. These statements include those
concerning the following: our expectation of growth in demand for voice and data
communications services and products in China and developing nations; our
expectation of growth in the Chinese economy; our expectation that China will
enter the World Trade Organization; our plan to expand our presence and increase
investments in mainland China; our plan to leverage our installed base of
systems and service provider relationships in China to deliver capabilities such
as broadband and high-speed wireless data services; our expectation that our PAS
network access system will continue to be allowed in China's county-level cities
and counties and on a limited basis in certain large and medium-sized cities;
our plans for penetration in other high-growth communications markets; our
expectation that we will have permanent staff assigned to a UTStarcom office in
New Delhi by mid-year 2001; our expectation of growth in voice and data
communication technologies, including in IP-based switching; our expectation of
continued significant investments in research and development; our plan to
develop and introduce future products and technologies, including additional
functionality for our WACOS IP-based switching platform; our intention to expand
our manufacturing capabilities; our intention to develop the capacity to
manufacture our own wireless handsets; our expectation that we will fill the
majority of our current backlog orders during the 2001 fiscal year; our
expectations regarding our future investment activities; and our belief that
existing cash and cash equivalents, short-term investments and cash from
operations will be sufficient to finance our operations through at least the
next 12 months. These statements are subject to risks and uncertainties that
could cause actual results and events to differ materially.

For a detailed discussion of these risks and uncertainties, see the "Factors
Affecting Future Operating Results" section of this Form 10-K. UTStarcom
undertakes no obligation to update forward-looking statements to reflect events
or circumstances occurring after the date of this Form 10-K.

ITEM 1--BUSINESS
OVERVIEW

We provide communications equipment for service providers that operate
wireless and wireline networks in rapidly growing communications markets. To
date, substantially all of our sales have been to service providers in Mainland
China. Our integrated suite of network access systems, optical transmission
products and subscriber terminal products allow service providers to offer
efficient and expandable voice, data and Internet access services. Because our
systems are based on key international communications standards, service
providers can easily integrate our systems into their existing networks and
deploy our systems in new broadband, Internet Protocol (IP), and wireless
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network rollouts.

Our integrated suite of products consists of PAS, AN-2000, OMUX and WACOS.
Our PAS network access system allows service providers to offer voice and data
services over fixed wireless and city-wide wireless mobile networks. With
approximately 3.0 million lines installed in 90 cities, and based on our
knowledge of China's communications market, we believe that PAS is the most
widely deployed wireless local access system in China. For wireline networks, we
provide a broadband-ready access system called AN-2000. Nearly 2.3 million lines
of our wireline AN-2000 access system have been deployed in China, including
deployments in the six largest regional communications markets. Our optical
multiplexing, or OMUX, products provide optical transmission and are often
bundled with our AN-2000 and PAS systems. The OMUX, either as a stand-alone or
bundled product, is currently installed at over 5,000 locations for over 200
communications service providers. Our newest product, WACOS, is an IP-based
switch designed to deliver multiple voice and data services using a highly
distributed architecture. We began initial shipments of WACOS in 2000. Our
access and switching

systems are currently designed to address the unique performance requirements of
rapidly expanding communications infrastructure markets such as China.

INDUSTRY BACKGROUND

COMMUNICATIONS NEEDS OF DEVELOPING COUNTRIES. Demand for voice and data
communications services in developing nations continues to grow rapidly and is
driven by both public sector infrastructure investment and private sector
business growth. The governments of many developing countries have identified
the development of a communications infrastructure as a key driver of
modernization and economic growth. According to a 1998 report by the
International Telecommunication Union, developing countries are investing in
communications infrastructure at a rate of $53.1 billion annually, representing
31.9% of all communications infrastructure spending worldwide. Governments are
increasingly implementing and funding infrastructure development through
privatization of state-owned telecommunications service providers. These service
providers, in turn, are deploying advanced networks for voice and data services.
In addition, increasingly affluent businesses and residential consumers in the
highest growth regions of these countries are demanding state-of-the-art voice
and data communications solutions to interact and compete on a global basis.

GROWTH IN CHINA'S COMMUNICATIONS MARKET. China has one of the fastest
growing communications markets in the world. Growth in China's communications
equipment and services markets is being driven by the government's commitment to
developing a communications infrastructure, pent-up demand for communication
services and robust economic growth. Dataquest estimates that the market for
communications equipment and services in China will grow from $44.2 billion in
1998 to $89.9 billion in 2002, representing a compound annual growth rate of
19.4%. Dataquest forecasts that the market for access equipment in China will
grow at a compound annual rate of 32.8% from 1998 to 2002. According to these
Dataquest forecasts, this market represents the fastest growing segment of the
communications market in China and the fastest growing access equipment market
in the world. China's demand for communications services is highlighted by its
relatively low teledensity rate, which is a measure of the number of lines per
hundred people. According to 1999 statistics from the International
Telecommunication Union, China, with a population of 1.3 billion, has a
teledensity rate of only 8.6% compared to teledensity rates in Brazil of 14.9%,
in the United Kingdom of 57.5%, in France of 57.9%, in Hong Kong of 57.6% and in
the United States of 68.2%. While growth in the China communications market is
currently driven predominantly by voice services, the increasing demand for data
services presents a growing opportunity. The Strategis Group and BDA China
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Limited estimate that Internet subscribers in China will grow from 2.1 million
in 1998 to 40.4 million in 2003, representing a compound annual growth rate of
80.6%. China's ability to invest heavily in its communications infrastructure is
fueled by the country's strong economic activity. The Economist Intelligence
Unit estimates that China's GDP will grow at a compound annual rate of 7.9%
through 2002.

STRUCTURE OF CHINA'S TELECOMMUNICATIONS INDUSTRY. Historically, the China
Telecom system was the sole provider of public telecommunications services in
China. In 1993, the State Council, in an effort to promote competition, began
issuing licenses to new telecommunications operators including China United
Telecommunications Corporation, or Unicom, a provider of mobile communication
services, and Jitong Communications Co., Ltd., a provider of data communications
and Internet access services. In February 1999, the State Council approved a
restructuring plan for the China Telecom system. The plan separated the
telecommunications operations of the China Telecom system along four business
lines: fixed line, mobile, paging and satellite communications services. Under
the new structure, a new state-owned company, China Mobile, holds and operates
the nationwide mobile communications assets. China Mobile also controls China
Mobile (Hong Kong) Limited, a public company, that operates cellular services in
thirteen of China's provinces. A new state-owned company, China Satellite, holds
and operates the satellite assets. The paging operations have been merged into
Unicom. China Telecom

holds and operates the fixed line telephone and data communications assets.
China Telecom operates through a network of approximately 2,400 local level
telephone companies called Telecommunications Bureaus. Telecommunications
Bureaus are responsible for purchasing, installing and operating the voice and
data communications services in their local markets.

GOVERNMENT REGULATION OF THE TELECOMMUNICATIONS INDUSTRY. The China
telecommunications industry is regulated at the national, provincial and local
levels. At the national level, the Ministry of Information Industry, or MITI,
regulates the industry. The Ministry of Information Industry was established in
March 1998 to assume the regulatory, administrative and other governmental
duties of the former Ministry of Posts and Telecommunications. The Ministry of
Information Industry has broad authority to regulate all aspects of the
telecommunications and information technology industries in China including
managing spectrum bandwidths, setting network equipment specifications and
standards, regulating the Internet and drafting laws and regulations related to
the electronics and telecommunications industries. Based on our industry
experience, we believe that the Ministry of Information Industry's general
telecommunications equipment strategy is to ensure that China's infrastructure
is based on advanced open architectures that are expandable, cost efficient and
quickly deployed. The Ministry of Information Industry also oversees the 33
Telecommunications Administrations that have regulatory responsibility over the
telecommunications industry in their respective provinces. In China today, each
Telecommunications Administration oversees all local Telecommunications Bureaus
in its region and approves a subset of telecommunications products that meet
Ministry of Information Industry standards from which Telecommunications Bureaus
can then select the specific products they purchase, install and operate.
Although historically the Ministry of Information Industry has shared regulation
and operation of China's telecommunications industry with the China Telecom
system, as part of the Chinese government's industry restructuring, the
regulatory functions of the Ministry of Information Industry and the
Telecommunications Administrations have been separated from the operational
functions of the state-owned Telecommunications Bureaus under their control.
Following this separation, the Ministry of Information Industry will act
exclusively as the industry regulator and the local Telecommunications Bureaus
will act exclusively as operators. Given the multi-level regulatory environment,
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equipment providers in China must generally market intensively to all three
levels of the communications industry.

COMMUNICATIONS NETWORK ARCHITECTURE IN CHINA. The development of China's
communications infrastructure involves not only installing a nationwide network
of high-bandwidth fiber-optic backbones, but also locally connecting each
business and residential subscriber to these backbones. The systems of wireline
or wireless connections that link local subscribers to these backbone networks
are often referred to as the "last mile" or the local access network. Because of
the high growth rate, geographic dispersion and diverse communications needs of
residences and businesses in China, the direct wiring of subscribers to the
backbone network using traditional copper connections is a lengthy, costly and
inefficient process. Direct wiring of subscribers to traditional telephone
switches often locks those subscribers into a limited set of communications
services and limits expandability and migration to other services. In contrast,
service providers in China require communications equipment that allows them to
roll out different services quickly, efficiently and cost-effectively. Given the
relative absence of a legacy communications infrastructure, these service
providers are less constrained and thus often deploy the latest, "best-of-breed"
systems with the flexibility to handle future services such as data. This is
true in both the local access networks and the backbone networks.

A new trend in access network design is the use of remote nodes that push
network intelligence closer to a group of subscribers, thus making it easier and
more efficient to deliver multiple services from the backbone network to
subscribers at the local level. These nodes use a standard digital protocol
known as V5.2 to communicate with backbone networks. This open protocol allows
equipment from various vendors to be interconnected seamlessly and allows
service providers to deliver a variety of services from multiple backbones over
the same access network thus reducing costs. By deploying
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small, intelligent nodes close to subscribers, service providers can deploy
fewer central office switches, each covering larger areas, optimizing
manageability and lowering per-subscriber cost. Because of these benefits,
service providers in China are deploying open architecture switches capable of
interacting with access networks at most new installations.

Another new trend can be seen in the backbone network, where an increasing
portion of traffic travels across IP-based systems instead of traditional voice
systems using circuit switches. IP-based architectures differ fundamentally from
circuit-switched architectures in the way information travels from point to
point through networks. IP-based technology does not require a dedicated
connection or circuit between the callers. Instead, the caller's voice is
divided into numerous small packages of information called packets. These
packets are sent over the network intermixed with other packets of data, such as
fax, email or Internet content, to be reassembled at the destination of the
call. In contrast, traditional telephone technology requires that a circuit
between the callers be established and maintained during the length of the call,
and voice and data cannot easily be transmitted simultaneously over this
circuit. This is inefficient because much of a phone call is silence which
effectively wastes capacity on the circuit. This inefficiency has caused service
providers to seek new switches based on IP-based technology.

NEEDS OF CHINA'S COMMUNICATIONS SERVICE PROVIDERS. Service providers in
China often require network solutions with a suite of integrated products that
address all of their access needs, including wireline and wireless, voice and
data. These comprehensive product offerings enable service providers to quickly,
and with minimal incremental investment, address the changing demands of their
subscribers for expanded or more advanced services over time. Service providers
also require solutions that are based on widely-adopted international
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communications standards to ease installation and avoid duplicate buildout of
separate networks. In addition, given the rapid growth in China's emerging
communications market, network solutions must be efficient and expandable so
that the same architecture can provide an affordable entry level solution for as
few as hundreds of subscribers yet economically extend to hundreds of thousands
of subscribers over time. Additionally, service providers in China will often
require the vendors to continually develop products to meet evolving market
needs and to have a local service and support presence.

Although markets such as China represent substantial opportunities for
communications equipment vendors, to date, few companies have delivered the
combination of leading technology, market specific products and a local presence
that service providers require.

THE UTSTARCOM SOLUTION

Our wireless and wireline access and switching systems are designed to
deliver the following key benefits to service providers:

INTEGRATED, COMPREHENSIVE PRODUCT OFFERING. By offering communications
systems that link the backbone network, the access network and subscribers'
premises, we supply service providers with solutions that enable them to quickly
deploy services to subscribers. For the implementation of completely new
networks, which is typical in China, service providers can choose to deploy our
complete suite of product offerings. By contrast, for locations where some
network infrastructure is already in place, service providers can deploy a
subset of our products and integrate them into their existing networks.
Furthermore, as subscriber needs evolve from voice to data, we offer solutions
to meet these needs. Our AN-2000, OMUX and PAS products can be managed from a
single integrated management station through the use of our Netman software.
WACOS has an advanced web-based management system which in the future will be
adapted to support all of our product offerings.

FLEXIBILITY FOR VOICE AND DATA SERVICES. We have designed our systems to
offer a high degree of flexibility in terms of the number of subscribers and
types of traffic delivered to those subscribers. Our

equipment can be flexibly configured to offer a variety of services in response
to subscriber demand. This flexibility is particularly important in China, as
the communications services market is undergoing rapid change and growth. As
Internet usage achieves greater penetration in China, we believe service
providers will desire systems which are designed to deliver high-speed data
capability. Our access systems allow service providers to quickly and
cost—effectively implement upgrades for new services, including high-speed data
capability, compared to alternative solutions which may require the purchase of
an entirely new system to provide these services.

LEADING PRICE AND PERFORMANCE SOLUTION. All of our products are based on a
modular design, using cost effective off-the-shelf components wherever possible
and realizing most of the products' added value through our software. By
delivering a modular system, we allow service providers to purchase only the
functionality and capacity needed and to purchase additional functionality and
capacity over time as subscriber demand warrants. In response to large pent-up
demand, most service providers in China are currently delivering voice services.
However, we expect demand for data services to increase dramatically in China.
To meet this growing demand, service providers will be able to deliver data
traffic with modular upgrades to our systems rather than through large-scale
purchases of replacement equipment. Furthermore, as demand for communications
services in China grows, our expandable systems will allow service providers to
grow from a small initial subscriber base to hundreds of thousands of
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subscribers in a cost-effective and efficient manner.

ARCHITECTURE BASED ON WIDELY ADOPTED COMMUNICATION STANDARDS. Our products
are designed to comply with widely adopted international open communication
standards for multi-vendor interoperability, which are consistent with standards
established by the Ministry of Information Industry. For example, we were one of
the first companies to deliver an access system to the China market that
incorporated an open interface, known as the V5.2 protocol, to central office
switches. The open interface is a technology that allows service providers to
connect our products to equipment from multiple vendors and thus integrate
multiple voice and data traffic types within one system. In this manner an
operator can deploy our system for voice services first, but offer mobile or
Internet services at a later time as the market for these services develops.
Furthermore, our compliance with open standards lowers costs by permitting
service providers to shorten evaluation times and ease integration of our
products with other systems in the service providers' networks.

LOCAL PRESENCE. We have established a strong local presence in China that
allows us to be responsive to the needs of service providers and their
subscribers. We manufacture our products primarily at two facilities located in
the cities of Huizhou in Guangdong province and Hangzhou in Zhejiang province
that are owned by joint ventures between us and affiliates of the corresponding
Telecommunications Administrations. By using local facilities in China, we have
helped create new jobs within the provinces and have strengthened our
relationships with the Telecommunications Administrations in some of China's
most modernized and rapidly growing provinces. We also maintain twelve sales and
customer support sites in China that allow us to deploy a customer support
representative onsite anywhere in China within 24 hours. Our sales force
develops direct relationships with decision makers at both the provincial and
the local levels through pre-sales design and consulting services, as well as
performing more traditional product sales functions. Additionally, through our
relationships at the national, provincial and local levels we receive a
continuous flow of information on market changes and insight into unique service
provider needs and related opportunities.

STRATEGY

Our objective is to be a leading provider of broadband, IP and wireless
network equipment to high growth communications markets. The principal elements
of our strategy are as follows:

LEVERAGE OUR INSTALLED BASE AND CUSTOMER RELATIONSHIPS AS DEMAND FOR
BROADBAND AND HIGH-SPEED DATA GROWS IN CHINA. We believe we are a leading
supplier of both wireline and wireless access
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systems in China. Communications service providers currently face a large
subscriber demand for voice services. Accordingly, our systems are being used
primarily for voice services. However, given the increasing demand for Internet
and data access in China, we believe we are well positioned to leverage our
installed base of systems and service provider relationships to deliver
additional data capabilities. We intend to capitalize on this opportunity by
supplying systems that enable service providers to offer broadband services over
copper connections through digital subscriber line, or xDSL, technologies and
over fiber optic connections. We also intend to enable high-speed data services
over 64 Kilobits per second, or Kbps, wireless links. Moreover, we will supply
products that complement our own products through original equipment
manufacturer (OEM) relationships to market and sell leading-edge products
utilizing our extensive sales and marketing organization in China.

DEVELOP PRODUCTS AND TECHNOLOGIES FOR MARKET-DRIVEN SOLUTIONS; PENETRATE
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EMERGING IP-BASED SWITCHING MARKET. By working closely with multiple service
providers over the last six years, we have gained unique insight into future
service provider requirements. For example, we developed our PAS wireless access
system in response to a market need for a low-cost, community-based mobile
service. We believe increases in Internet usage, particularly voice over IP
traffic, have resulted in a market need for a next-generation switching platform
optimized for IP traffic. Accordingly, we have made a substantial investment in
developing our WACOS IP-based switching system, which began initial shipments in
2000. WACOS is designed to integrate with our existing products and to scale
over time in response to increased demand. We believe that WACOS can deliver
value to service providers, both as a stand-alone system and in connection with
expansions to our PAS system installations. We intend to deliver additional
functionality on the WACOS platform in the future which we believe will enable
us to enter new markets in China and around the world. We have a history of
developing unique systems, such as PAS and WACOS, and we intend to continue to
provide market-driven solutions to our customers.

EXPAND PRESENCE IN MAINLAND CHINA. We intend to further capitalize on
China's large population, low teledensity and increasing demand for
communications services. Since our inception, we have focused our engineering,
product development and sales and marketing efforts primarily on communications
equipment for China. This focus has enabled us to be a leader in this market by
quickly identifying the needs of service providers in China and rapidly
developing market-specific products to address those needs. We intend to expand
our presence in this market by:

- increasing the number of sales and support staff and offices within China;

- developing new products to address the demands of our existing and
emerging customer base;

- migrating our installed base from voice to data as market demand warrants;
and

- increasing our local research and development and manufacturing
capabilities.

LEVERAGE SUCCESS IN MAINLAND CHINA TO ADDRESS OTHER HIGH-GROWTH
COMMUNICATIONS MARKETS. Since our products comply with many international
standard protocols and are attractive and readily adaptable to the requirements
of service providers in many markets outside of Mainland China, we intend to
leverage our success in Mainland China to penetrate other high-growth
communications markets. We anticipate supplying these markets through direct
sales offices located in key market regions, by licensing our technology to
local manufacturers where import taxation favors this approach, through the
development of local sales agency and distributor relationships within specific
market regions, and through original equipment manufacturer (OEM) sales
relationships. Our International Sales Division is currently targeting expansion
into Latin America, Europe, Africa, India, the Philippines, Taiwan and other
Pacific Rim markets. We intend to have permanent staff assigned to a UTStarcom
office in New Delhi by mid-year 2001 to further develop sales in India and
nearby markets. We plan to continue to develop local direct sales representative
offices in key regions around the world.

Recent examples of the success of these strategies include:

— Worldwide OEM sales agreements for our AN-2000 system with the NEC
Corporation, with Kyocera Corporation and with Airspan Networks Limited;

— A licensing contract that will allow Himachal Futuristic
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Communications Ltd. (HFCL) of New Delhi, India to manufacture, sell and
support our AN-2000 product in India. Together with HFCL, we have begun to
supply AN-2000 to Infotel, a private operator in the Punjab state;

- Installations of our AN-2000 system for telephone network operator EPM in
Bogata, Colombia;

- Sales agreement to provide our AN-2000 system to Mauritius Telecom Corp.
to provide access to their national Data Services backbone network;

— Deployment of our PAS network product for First International
Telecommunications Corporation (FITEL) of Taipei, Taiwan in the first
phase of a metropolitan wireless mobile telephone system for the greater
Taipei area and other Taiwan cities;

- Type approval to market our AN-2000 system in Russia, Brazil and
Indonesia; and

- Sales agreements to provide our AN-2000 system to Telmex, Mexico and to
Sovintel, Peterstar and Combellga, all of Russia.

PRODUCTS

Our integrated suite of network access, optical multiplexing, subscriber
terminal and IP-based switching products gives service providers in high-growth
markets an efficient means to offer voice and data services. Our product lines
include PAS, AN-2000, OMUX, Netman and WACOS.

PAS (PERSONAL ACCESS SYSTEM)

PAS is a wireless access system that enables voice and data access over
fixed and city-wide wireless links. The following diagram shows how our PAS
system is deployed:

[LOGO]

A typical PAS installation consists of several remote terminals based on our
AN-2000 architecture, each coupled through one or more digital radio port
controllers to many small indoor and outdoor radio ports, and various subscriber
terminals. The wireless access network formed by PAS components connects to the
central office switch to provide local and long distance telephone service over
a standard V5.2 interface or an analog 2-wire interface for switches without
V5.2 capability. This provides for an open interface to the central office
switch which benefits service providers by shifting network intelligence to the
access network, thus reducing reliance on costly and proprietary distributed
central office switch architectures. The remote terminals pass traffic through
the radio port controllers to the radio ports, which each serves multiple
subscribers. From the radio port, the signal is passed to a remote subscriber
terminal or handset. The air traffic controller provides wireless
traffic-channel and mobility management throughout the system.

In 2000 we introduced a version of PAS using the WACOS platform instead of
the AN-2000 platform. This eliminates the dependence on an existing local
exchange switch, and uses a Signaling System 7 (SS7) interface to the Local or
Long distance telephone network instead of V5.2 which the remote terminal uses.
This deployment method has the advantage that it can be installed in a
"greenfield" environment where existing switching capacity is not available, and
can be scaled to larger sizes more easily.

PAS enables rapid and reliable deployment of communications services to

10
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subscriber communities where the installation of a wireline alternative may be
uneconomical. PAS can also be used in large indoor spaces such as office
buildings, airports and shopping malls. PAS is optimized for high-capacity urban
or suburban traffic densities and can deliver wireline equivalent voice quality,
including voice-band modem and fax support, with the advantages of simple
planning for radio siting, immunity to inter-radio interference, low power
consumption and expandability. Our PAS system operates in China in the 1900-1915
MHz band allocated by the Radio Regulatory Bureau of the Ministry of Information
Industry.

PAS provides city-wide wireless mobile phone service for a community of up
to several hundred thousand subscribers at traffic densities of upwards of
15,000 subscribers per square kilometer. PAS
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targets first-time subscribers, second line subscribers and small businesses.
PAS provides distinct benefits to both service providers and subscribers.
Service providers can quickly illuminate entire communities with strategically
located low-power radios, creating the potential for new revenue streams from
city-wide mobile service. Additionally, compared to traditional cellular
systems, PAS mobility functions are completely integrated into the access
network architecture and thus require no central office switch modification or
incremental mobile switching hardware. By integrating PAS into the existing
access network, service providers can take advantage of unused central office
switching capacity to carry incremental wireless traffic loads. This integration
also allows a service provider to offer existing switch-based services, such as
caller ID, call forwarding, and voice mail, to its wireless subscribers.
Subscribers benefit from rapid service activation and enjoy the mobility of
small handsets weighing less than three ounces. We purchase a variety of
handsets manufactured by multiple Japanese vendors under the UTStarcom label. We
also perform local assembly of the wireless infrastructure components and
handsets in China, have entered into arrangements with third parties to
manufacture handsets in China, and intend to develop the capacity to manufacture
our own handsets.

With the PAS system, a service provider does not need to modify its existing
billing system. However, PAS does provide separate call detail records that the
service provider can use for specific mobility-related billing policies such as
premium billing for roaming calls or wireless data calls, or for pre-paid PAS
services.

An additional benefit of PAS is its support of wireless data transmission of
up to 64Kbps. This enables wireless Internet access at speeds faster than those
possible with many wireline dial-up modems. Based on our knowledge of China's
communications market, we believe PAS allows faster Internet access than other
wireless technologies currently commercially deployed in China.

PAS also offers an advanced set of information-mode features including short
message and email text messaging, browsing of Internet content and access to
location-dependent information that, for example, allows subscribers to search
for restaurants or hospitals near their current location. The information
services can be delivered in English and Chinese character sets.

As of December 31, 2000, service providers have installed our PAS system in
90 locations in Mainland China representing a total installed base of
approximately 3.0 million lines.

AN-2000

Our AN-2000 is a digital wireline network access system that delivers a
variety of services to subscribers over copper, fiber or microwave radio links.

11
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These services include:
- traditional analog voice;

- dialed voice and data in digital format over integrated services digital
network, or ISDN, lines;

- analog and digital leased lines;

- business data services over integrated digital subscriber line, or IDSL,
and high-data-rate digital subscriber line, or HDSL;

— fully integrated TDM and ATM broadband capability; and

— high-performance, always-on Internet access for residential and business
subscribers using advanced asymmetric digital subscriber line (ADSL)
technology.
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Service providers have deployed nearly 2.3 million AN-2000 subscriber lines.
The following diagram depicts a typical AN-2000 deployment:

[LOGO]

The AN-2000 system consists of both central office terminals and remote
terminals which are linked together to form a digital access network using
copper, fiber or microwave radio. The AN-2000 connects to the access ring
through a fully integrated synchronous digital hierarchy (SDH) optical
interface. A central office AN-2000, or CT, connects the access ring to Internet
access, local and long distance and dedicated data services. A remote AN-2000,
or RT, connects to the access ring and offers voice and data services to the
subscribers. A regional access network has the potential to contain hundreds of
AN-2000s servicing hundreds of thousands of subscribers.

The AN-2000 provides several important features that together form a
cost-effective access platform for the delivery of voice and data services. We
were among the earliest to offer a V5.2 switch interface to the China market.
This capability benefits service providers by shifting network intelligence out
into the access network, reducing reliance on costly and proprietary distributed
central office switch architectures. In addition, we designed the AN-2000 to
provide high capacity, expandability and redundancy, offering reliable operation
and economical service management. For service providers whose switches are not
yet V5.2 compliant, we provide a migration capability whereby the AN-2000
terminates analog and ISDN ports in the central office, effectively creating a
V5.2 interface to the remote AN-2000s. Based on our industry knowledge, we
believe that the AN-2000 is currently the leading system available that can
convert existing analog central office interfaces to V5.2.

Our OMUX product, which converts data transmission between electrical and
optical formats, is often bundled with our PAS and AN-2000 systems. Together,
these products can comprise a complete access system. In addition to bundled
sales, the OMUX is used by cellular service providers to connect base station
controllers to base stations and by other enterprises for private data networks
and data collection applications.

The primary advantage of the OMUX is its ability to offer highly competitive
price and performance characteristics to service providers, particularly in low
capacity implementations. The OMUX employs our SPDH technology, which provides
the reliability of higher priced synchronous digital hierarchy, or SDH, networks
for lower capacity access networks and enables highly reliable operations. The
OMUX 1s available in varying capacities depending on network configuration and
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service provider requirements. As of December 31, 2000, service providers have
deployed the OMUX at over 5,000 locations, both as a stand-alone product and
bundled with PAS and AN-2000.

NETMAN

Our Netman network management system, which is integrated with our network
access products, provides for centralized management of our PAS, AN-2000 and
OMUX products. Netman provides the ability to manage individual network
components and to report the status of the network as a whole. With Netman, a
service provider can add and drop subscribers and continuously monitor all
access network elements, providing for real-time reporting and alarms in
addition to performance management and optimization and distribution of software
updates. Netman uses a scalable client/ server architecture in a Windows NT
environment. Server hardware may be scaled to handle several thousand nodes.
Netman can also be installed on a portable personal computer and may be used as
the local on-site maintenance terminal wherever remote nodes are installed.

WACOS

Our WACOS system 1is an IP-based switching system designed to perform many of
the functions performed today by traditional central office switches, including
local wireline services and mobile switching services. The initial application
serves as the mobility service switch for our PAS system. Future applications
will support third-generation wideband W-CDMA and TD-SCDMA mobile services, a
full suite of local exchange services, Voice over IP gateway functions and
narrowband and broadband remote access services. The WACOS system supports
communication between legacy telephone equipment and next-generation IP devices.
In addition, operational support system software provided with WACOS enables
management of WACOS equipment, billing for WACOS services and customer care for
WACOS subscribers. WACOS has an advanced web-based management system which in
the future will be adapted to support all our product offerings. The use of IP
technology to transmit voice and data over a single network enables the use of
lower cost equipment and improves bandwidth efficiency for service providers.
This results in a wider variety of communications applications at lower per
subscriber cost. The WACOS family includes:

— PSTN Gateway devices which support connection to the public switched
telephone network, or PSTN, through standard interfaces;

- Voice-over-IP Gateway, which will support standard interfaces such as
H.323 and MGCP;

- Remote Access Server which will support analog modem, ISDN and wireless
data applications;

— Wireless Gateways which support expansion of PAS networks and future 3G
networks; and

- 0SS Server Cluster which supports management, billing and customer care
functions.

13
The following diagram depicts our WACOS system:
[LOGO]

MARKETS AND CUSTOMERS

13
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Market opportunities within China's 31 provinces vary greatly by region,
with the more densely populated coastal provinces experiencing the strongest
economic development. We provide our communications equipment to
Telecommunications Bureaus in a wide variety of provinces. Historically we have
focused on marketing and selling our products to Telecommunications Bureaus in
Guangdong, Zhejiang, Fujian, Shandong and Jiangsu provinces and the municipality
of Shanghai. The PRC State Statistical Bureau estimates that in 1997, these six
regions represented 26.3% of China's population and 41.1% of China's gross
domestic product. These regions also represent a disproportionately high
percentage of China's wireline and wireless subscribers and influence adoption
of technology among other regions. More recently we have expanded our marketing
focus to the inland provinces as well. While each of the Telecommunications
Bureaus is part of the China Telecom system and subject to its ultimate control,
equipment purchasing decisions are generally made at the individual
Telecommunications Bureau level.
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The following table is a list of our customers in Mainland China who have
each purchased more than $500,000 of our products during 2000.

BETJING MUNICIPALITY

Beijing Telecommunications
Administration

JT Telecom

FUJIAN PROVINCE
Putian Telecommunications Bureau
Quanzhou Telecommunications Bureau

GUANGDONG PROVINCE

Dongguan Telecommunications Bureau
Foshan Telecommunications Bureau
Jiangmen Telecommunications Bureau
Meizhou Telecommunications Bureau
QOingyuan Telecommunications Bureau
Sanshui Telecommunications Bureau
Shanwei Telecommunications Bureau
Shaoguan Telecommunications Bureau
Yunfu Telecommunications Bureau
Zhangzhou Telecommunications Bureau
Zhanjiang Telecommunications Bureau
Zhaoging Telecommunications Bureau
Zhuhai Telecommunications Bureau

GUANGXI PROVINCE

Laibin Telecommunications Bureau
Liuzhou Telecommunications Bureau
Wuzhou Telecommunications Bureau

GUIZHOU PROVINCE
Luoding Telecommunications Bureau

HEBEI PROVINCE

Baoding Telecommunications Bureau
Chengde Telecommunications Bureau
Handan Telecommunications Bureau
QOinhuangdao Telecommunications

Bureau

Xingtai Telecommunications Bureau
Xuanhua Telecommunications Bureau
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HEILONGJIANG PROVINCE
Haerbin Telecommunications Bureau

HENAN PROVINCE
Jiaozuo Telecommunications Bureau
Luohe Telecommunications Bureau

HUBEI PROVINCE
Fengjie Telecommunications Bureau
Yibing Telecommunications Bureau

HUNAN PROVINCE
Binzhou Telecommunications Bureau

JIANGSU PROVINCE

Changzhou Telecommunications Bureau
Taizhou Telecommunications Bureau
Xuzhou Telecommunications Bureau
Yancheng Telecommunications Bureau

JILIN PROVINCE
Siping Telecommunications Bureau

LIAONING PROVINCE

Benxi Telecommunications Bureau
Heshan Telecommunications Bureau
Liaoyang Telecommunications Bureau
Liaoyang Tel. Instrument Co.
Panjin Telecommunications Bureau

NINGXIA PROVINCE
Shizhuishan Telecommunications Bureau
Yinchuan Telecommunications Bureau

SHAANXTI PROVINCE
Wuzhong Telecommunications Bureau
Xian Telecommunications Bureau

SHANDONG PROVINCE

Dongying Telecommunications Bureau
Jinan Telecommunications Bureau
Jining Telecommunications Bureau
Linyi Telecommunications Bureau
Pingdu Telecommunications Bureau

SHANGHAI MUNICIPALITY
Cenxi Telecommunications Bureau

SICHUAN PROVINCE

Chongging Telecommunications Bureau
Neijiang Telecommunications Bureau
Suining Telecommunications Bureau
Xinhui Telecommunications Bureau

YUNNAN PROVINCE
Kunming Telecommunications Bureau

ZHEJIANG PROVINCE

Fuyang Telecommunications Bureau
Hangzhou Telecommunications Bureau
Quzhou Telecommunications Bureau
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Ruian Telecommunications Bureau
Shaoxing Telecommunications Bureau
Shengzhou Telecommunications Bureau
Tonglu Telecommunications Bureau
Wencheng Telecommunications Bureau
Wenling Telecommunications Bureau
Wenzhou Zongheng Corp.

Xiaoshan Telecommunications Bureau
Xinchang Telecommunications Bureau
Yuhang Telecommunications Bureau
Zhuji Telecommunications Bureau

In 2000, sales to Hangzhou Telecommunications Bureau accounted for 12.1% of
our revenues. No other individual customer accounted for 10% or more of our
revenues in 2000.

We also sell our network access equipment to service providers in high
growth communications markets outside of China. Markets outside of China
accounted for about 1.0% of our total sales in 2000.

As of December 31, 2000, our backlog totaled approximately $192 million,
compared to approximately $72 million as of December 31, 1999. We expect to fill
the majority of our current backlog orders during the 2001 fiscal year.

SALES, MARKETING AND CUSTOMER SUPPORT

We pursue a direct sales and marketing strategy in China, targeting sales to
individual Telecommunications Bureaus and to manufacturers or equipment
distributors with closely associated customers. We maintain sales and customer
support sites in Beijing, Shanghai, Guangzhou, Shenyang, Wuhan, Xian, Hangzhou,
Jinan, Chengdu, Fuzhou, Kunming and Zhengzhou. We also sell through
relationships with regional government-owned telecommunications manufacturing
companies, which act as agents in the sale of our products to Telecommunications
Bureaus.

We believe our customer support services in Mainland China allow us to
distinguish ourselves from competing equipment providers and build customer
loyalty. The customer service operation in
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Hangzhou is co-located with the manufacturing joint venture and serves as both a
technical resource and liaison to our product development organization. In
China, customer service technicians are distributed in the regional sales and
customer support sites to provide a local presence. We provide additional
support on a 24-hour, 365-day basis from the customer support center in Hangzhou
in the form of field dispatch personnel, who also provide training on
installation, operation and maintenance of equipment. As of December 31, 2000,
we employed 550 people in sales, marketing and customer support in Mainland
China.

Our sales efforts in markets outside of Mainland China combine direct sales,
original equipment manufacturer (OEM) sales, and manufacturing licensing. We
maintain sales and customer support sites in Miami, Florida to address Latin
American markets; in Tel Aviv, Israel to address European and African markets;
in Manila, the Philippines to address the Philippine market; in Taipei, Taiwan
to address the Taiwan market; and in Hong Kong to address other Pacific Rim
markets. We intend to have permanent staff assigned to a UTStarcom office in New
Delhi, India by mid-year 2001 to further develop sales in India and nearby
markets.

Our customer service operations in the U.S. and Hangzhou, China support our
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customers outside of Mainland China with training, project supervision and
problem escalation. We maintain and will continue to expand our staff of local
personnel near customers who require support on a 24-hour, 365-day basis. These
facilities currently are deployed in Taipei, Manila and New Delhi. In many
cases, such as in Mexico, Russia and UAE, our local in-country sales partners
also provide customer support.

TECHNOLOGY

Our research and development efforts have led to the creation of key
technologies that have contributed to the success of our products in the
marketplace.

V5.2 PROTOCOL AND DYNAMIC SWITCHING. The AN-2000 and PAS intelligent call
processor and 2,048 timeslot interchange allow these systems to fully exploit
the power of the V5.2 interface protocol between the central office switch and
access node, which requests voice channel allocation from the switch on a
call-by-call basis. Since most subscriber telephones are idle most of the time,
a small number of channels can be shared by many subscribers, saving money and
increasing reliability. The AN-2000 and PAS can economically split a large
bundle of V5.2 voice channels from the central office switch into many smaller,
more economical bundles to be transmitted to the remote access nodes that may
contain fewer subscribers than the switch is optimized for. This capability
increases switch utilization, reduces the number and expense of V5.2 interfaces
provided by the central office switch and economically allows the deployment of
many small remote access nodes. Our V5.2 interface product is extensively
deployed throughout China and is interoperable with the products of major switch
vendors.

SDH OPTICAL TRANSMISSION. Service providers have widely chosen to adopt and
deploy fiber optic transmission systems conforming to the synchronous digital
hierarchy, or SDH, standard promulgated by the International Telecommunications
Union. The SDH standard is the international equivalent of the North American
SONET standard. The SDH standards for first tier capacity allow up to 1,953
information channels to be transmitted over optical fiber between nodes that can
be structured in a redundant ring configuration. If the fiber in the ring is cut
accidentally, the SDH system can recover its operation immediately and maintain
service while the cut is repaired. The AN-2000 fully integrates the SDH fiber
with self-healing ring capability into a single plug-in module in contrast to
earlier generation equipment that required a separate external SDH multiplexer.
This configuration saves expense and provides a simple unified management
structure for the SDH and access node functions.

PAS MOBILITY MANAGEMENT. We have developed a specially configured AN-2000
node, called the air traffic controller, or ATC, in the PAS product to provide
the function of wireless traffic-channel and mobility management. PAS
subscribers are assigned wireless traffic channels at the time they become
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active on a call and the precise channel may be different from call to call or,
in the case of PAS users, may change during a call, because of variable channel
availability and also movement of the subscriber. The ATC collects all of these
dynamically assigned channels and re-maps them to fixed channels on the access
network interface, providing wireless benefits without alteration of the access
network. Service providers can mix and match wireline and wireless service
delivery in a seamless manner without regard for access network compatibility or
special provisioning. PAS can manage hundreds of thousands of air traffic
channels by arranging a network of ATCs into a two-stage configuration with
regional nodes handling local traffic and a network of central nodes handling
traffic between regional nodes.
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WACOS IP-BASED SWITCHING AND SERVICE DELIVERY PLATEFORM. The WACOS system is
deployed as a layered network architecture designed to support end-to-end
communications and data services. This type of architecture is rapidly gaining
worldwide acceptance with a large number of vendors and service providers
cooperating in the creation of new standards for IP-based networks. In the WACOS
implementation, unlike current telephone networks, service providers and
subscribers are able to quickly and easily deploy new services and features
based on these emerging standard protocols. WACOS is a complete
telecommunications system that offers technology at several levels:

— TRADITIONAL PHONES AND IP APPLIANCES. Innovative protocols used by WACOS
provide support for traditional telephone service and provide the
foundation for next-generation IP-based appliances such as IP-enabled cell
phones and personal digital assistants.

— IP ACCESS NETWORK. The WACOS gateway converts between legacy telephony
protocols such as SS7 and V5.2 and modern IP-based services. The gateway
provides an open platform for the development of enhanced services, such
as unified messaging, by us or third party developers.

— BACKBONE NETWORK. WACOS relies on industry standard IP-based network
architecture. Initially based on widely deployed IP over asynchronous
transfer mode, or ATM, technology, WACOS is capable of economical upgrade
to emerging packet over SONET and gigabit ethernet standards.

— OPERATIONAL SUPPORT SYSTEM. The operational support system, or 0SS, is
implemented using industry-standard computing platforms based on Windows
NT or Unix, depending on customer preference. The 0SS allows service
providers to flexibly tailor billing policies and allows subscriber
self-provisioning through on-line account access. Web-based graphic user
interfaces provide precise management information to support staff with
minimal training requirements, reducing operational costs.

RESEARCH AND DEVELOPMENT

We believe that continued and timely development and introduction of new and
enhanced products are essential if we are to maintain our competitive position.
While we use competitive analyses and technology trends as factors in our
product development plans, the primary input for new products and product
enhancements comes from soliciting and analyzing information about service
providers' needs. Our Ministry of Information Industry, Telecommunications
Administration and Telecommunications Bureau relationships and full-service
post-sale customer support provide our research and development organization
with insight into trends and developments in the marketplace. The insights
provided from these relationships allowed us to develop unique, market-driven
products such as PAS and WACOS.

We maintain a strong relationship between our U.S. and China research
centers. Projects are typically designed and developed in the United States by
one team and tested in China by another, allowing us to conduct research and
development activities 24 hours a day. We rotate engineers between the U.S. and
China research centers to further integrate our research and development
operations. We have been able to cost-effectively hire highly skilled technical
employees from a large pool of qualified candidates in China.
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In the past we have made, and expect to continue to make, significant
investments in research and development. Our research and development
expenditures totaled $41.5 million in 2000, $18.6 million in 1999 and
$14.7 million in 1998.
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MANUFACTURING, ASSEMBLY AND TESTING

We manufacture or engage in the final assembly and testing of our PAS
systems, AN-2000, OMUX and WACOS products at the facilities of our two
manufacturing joint ventures in China and under license to HFCL in India. In
Zhejiang province, we have a joint venture with Zhejiang Telecommunication
Equipment Factory. In Guangdong province, we have a joint venture with Guangdong
Nanfang Communications Group Corporation. These manufacturing operations consist
of circuit board assembly, final system assembly, software installation and
testing. We assemble circuit boards primarily using surface mount technology.
Assembled boards are individually tested prior to final assembly and tested
again at the system level prior to system shipment. We use internally developed
functional and parametric tests for quality management and process control and
have developed an internal system to track quality statistics at a serial number
level.

Both the Guangdong and the Zhejiang manufacturing facilities are ISO 9002
certified. ISO 9002 certification requires that the certified entity establish,
maintain and follow an auditable quality process including documentation,
requirements, development, training, testing and continuous improvement and
which is periodically audited by an independent outside auditor.

We have contracted with Matsushita Electric Industrial Co., Ltd., which
distributes products under the Panasonic brand, to manufacture the PAS wireless
infrastructure components and handsets for distribution under the UTStarcom
label. Other suppliers include Kyocera Corporation, Sanyo and JRC, which provide
handsets under the UTStarcom label, and Sharp Corporation, which provides
handsets and repeaters under the UTStarcom label. Our AN-2000 product line
integrates some third party products for subscriber premises equipment and
testing. In order to gain more control over the quality of the products, further
reduce the cost and ease restrictions on China's import license quotas, we have
started and will continue local assembly of the wireless infrastructure
components and handsets in China, and have entered into arrangements with third
parties to manufacture handsets in China. We also intend to develop the capacity
to manufacture our own handsets.
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STRATEGIC RELATIONSHIPS

We benefit from strategic relationships with other major companies that act
as our suppliers, investors and customers. SOFTBANK CORP. is a major investor in
our company and holds a seat on our Board of Directors. We have invested in an
investment fund established by SOFTBANK focused on investments in Internet
companies in China. Matsushita Communication Industrial Co., Ltd. is a major
supplier of radio and terminal equipment for the PAS system, and is also an
investor and has funded custom developments related to the WACOS system.
Mitsubishi Electric Corporation has also invested in our company. Affiliates of
the Guangdong and Zhejiang Telecommunications Administrations are our
manufacturing joint venture partners in China. NEC Corporation is marketing our
AN-2000 system under a private label worldwide. HFCL is our partner in
manufacturing and sales in India. We have strategic technology partnership
agreements with Zaffire, Inc. which provides a DWDM optical networking platform,
and with Foundry Networks, Inc. which provides Gigabit Ethernet and Fast
Ethernet switching technology as well as Layer 2 & 3 switching.

COMPETITION

We face intense competition in our target markets and expect competition to
increase. Our principal competitors in our various product lines include:

— PAS: Lucent Technologies, Inc. and Zhongxing Telecommunications Equipment.
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- AN-2000: Advanced Fibre Communications, Inc.; Alcatel Alsthom CGE, S.A.;
Huaweil Technology Co., Ltd.; Lucent; NEC Corporation; and Zhongxing.

- WACOS SYSTEM: Alcatel; Cisco Systems, Inc.; Clarent Corporation; Ericsson
LM Telephone Co.; Huawei; Lucent; Motorola, Inc.; Nokia Corporation;
Nortel Networks Corporation; Nuera Communications, Inc.; Siemens AG; and
Vienna Systems Corp.

We are increasingly facing competition from domestic companies in China. We
believe that our strongest competition in the future may come from these
companies, many of which operate under lower cost structures and more favorable
governmental policies and have much larger sales forces than we do. Furthermore,
other companies not presently offering competing products may also enter our
target markets. Many of our competitors have significantly greater financial,
technical, product development, sales, marketing and other resources than we do.
As a result, our competitors may be able to respond more quickly to new or
emerging technologies and changes in service provider requirements. Our
competitors may also be able to devote greater resources than we can to the
development, promotion and sale of new products. These competitors may also be
able to offer significant financing arrangements to service providers, in some
cases facilitated by government policies, which is a competitive advantage in
selling systems to service providers with limited financial and currency
resources. Increased competition is likely to result in price reductions,
reduced gross profit as a percentage of net sales and loss of market share, any
one of which could materially harm our business, financial condition and results
of operations.

Moreover, current and potential competitors have established or may
establish cooperative relationships among themselves or with third parties,
including Telecommunications Administrations, Telecommunications Bureaus and
other local organizations, to increase the ability of their products to address
the needs of prospective customers in our target markets. Accordingly, alliances
among competitors or between competitors and third parties may emerge and
rapidly acquire significant market share. To remain competitive, we believe that
we must continue to partner with Telecommunications Administrations and other
local organizations, maintain a high level of investment in research and
development and in sales and marketing, and manufacture and deliver products to
service providers on a timely basis and without significant defects. If we fail
to meet any of these objectives, our business, financial condition and results
of operations could be harmed.
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The introduction of inexpensive wireless telephone service or other
competitive services in China may also have an adverse impact on sales of our
PAS system in China. We cannot assure you that we will be able to compete
successfully against current or future competitors or that competitive pressures
in the future will not materially adversely effect our business, financial
condition and results of operations.

We believe that the principal competitive factors affecting the market for
our network access products include:

- total initial cost of solution;

short delivery and installation intervals;
- design and installation support;

- ease of integration with the backbone network;

20



Edgar Filing: UTSTARCOM INC - Form 10-K

— flexibility in supporting multiple interfaces and services;
- life-cycle cost determined by reliab