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We are a leading provider of music and music-related products such as ringtones, ringbacktones, and truetones
to mobile users in China over mobile networks and through the Internet. We also provide a wide range of other
wireless value-added services to mabile users in China, including games, pictures and animation, community,

and other media and entertainment services.

/
We offer our wireless value-added services over three 2.5G platforms, wireless application protocol (WAP),
multimedia messaging services (MMS) and Java™, as well as over three 2G platforms, short messaging
services (SMS), interactive voice response (IVR) and ringbacktones (RBT).

We distribute our wireless value-added services through mobile telecommunication networks controlled and
operated by the two principal mobile operators in China, China Unicom and China Mobile. In 2005, we also
commenced offering certain of our services through the limited mobility “PHS” networks operated by China
Telecom and China Netcom, which are also China’s principal fixed-line network operators.

We market and promote our wireless value-added services through joint effort with the mobile operators, as
well as through direct advertising, Internet marketing alliances, and handset vendor partnerships. We also
continue exploring other new ways to effectively reach out to mobile users and market our services.

For music-related products such as ringtones, RBT, and MP3-quality truetone downloads or playbacks
embedded in our SMS, IVR, RBT, WAP, MMS, Java™ or Internet services, we license music rights from a
number of international and domestic record companies directly or through their authorized representatives in
China. As revenues generated by music-related products have become an increasingly large portion of our total
wireless value-added services revenues, we expanded our business upstream in the wireless value chain in the
second half of 2005 by entering into agreements to acquire controlling stakes in two major domestic
independent record labels in China, Huayi Brothers Music and Freeland Digital Music.

We also design, develop, sell and support service provisioning and management software, called VASPro, and
are the sole provider of this type of software to China Unicom for its nation-wide WAP portal. Our VASPro
software enables mobile operators to inanage a variety of functions related to the sale of 2.5G services by third
party service providers through mobile operators’ WAP portals.

For the year 2005, we had revenues of $62.4 million, an increase of 16.7% over revenues of $53.4 million for
2004. Our net income for the year 2005 was $18.6 million, an increase over net income of $17.2 million for the
year 2004, In 2005, the percentage of revenues from 2G services, 2.5G services and software and system
integration services was 32.3%, 57.6% and 10.1%, compared with 28.0%, 52.8% and 19.2% in 2004,

respectively.
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June 30, 2006

Dear Shareholders,

2005 and the first half of 2006 were exceptional periods in Hwray!’s history. In 2005, our company listed on
the Nasdaq National Market, a key milestone in the company’s history. Further, we made remarkable progress
toward becoming a leading digital music production and distribution house in China. We entered 20035 with
business concentration and product differentiation issues in a challenging regulatory and operating
environment, and we exited 2005 with fundamental improvement in our business in terms of balanced operator
reach, expanded service platforms, diversified marketing and promotion channels, and differentiated products,
In short, we believe that we have built a much more robust foundation for a long-term sustainable business.

Starting from 2005, the company has been focusing on the following strategic initiatives:

@ Building balanced operator reach, emphasizing growth from China Mobile, China Telecom and China
Netcom accounts;

®  Establishing full wireless value-added services platforms to include WAP, MMS, Javam, SMS, IVR, and
CRBT platforms;

® Building diversified marketing, promotion and distribution channels, emphasizing operator-independent
channels; and

® Increasing differentiated products through in-house development and partnerships, with particular focus
on music and music-related products.

During the year, Hurray! significantly improved its revenue mix and made major strides in addressing its
business concentration issues. This is reflected by our significant progress in the following areas:

® Wireless value-added services revenues {WVAS) revenues generated from the China Mobile, China
Telecom and China Netcom accounts grew 111.9% year-over-year to $19.8 million in 2005. As a
percentage of total WVAS revenues, it increased to 35.4% in 2005 compared to 21.7% in 2004, The
percentage further increased to 61.6% in the first quarter of 2006.

® WVAS revenues generated from SMS, IVR, CRBT, MMS, and Java platforms grew 46.2%
year-over-year to $21.8 million in 2005. As a percentage of total WVAS revenues, it increased to 39.0 %
in 2005 compared to 34.6% in 2004. The percentage further increased to 61.1% in the first quarter of
2006.

® WVAS revenues generated from operator-independent marketing and distribution such as Internet
marketing alliances, direct media advertising and handset vendor partnerships reached 13.0%, or $7.4
million, of total WVAS revenues in 2005, as compared to 0% in 2004. The percentage further increased
t0 29.0% in the first quarter of 2006.

Further, Hurray! took significant steps in 2005 in developing new innovative products and acquiring
proprietary content and content development expertise in-house and through strategic investments, focusing on

music and mobile games. Specifically:

® Inthe second quarter, Hurray! launched the first mobite album in China, before scheduled CD release.
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® In the third quarter, Hurray! launched the first single in China simultaneously over mobile and Intemnet
platforms, jointly with leading Chinese language Internet search company Baidu, skipping CD release
altogether.

® In October, Hurray! signed up “Super Girl” finalist Jane Zhang to produce her first and future albums,
together with well-known Chinese movie and music production company, Huayi Brothers.

® In November, Hurray! agreed to acquire a 60% interest in the music business of Freeland group, a pioneer
and leader in Internet music production and distribution which produced famous pop stars such as
Xiangxiang, Yang Chengang, and Yang Yi and recent top hits such as “Mice Love Rice”, “Song of Pigs”,
and “Return, My Love™.

@ In December, Hurray! acquired a 51% interest in the music business of Huayi Brothers, the well-known
brand name in China for movie and music production and distribution.

® Also in December, Hurray! agreed to acquire Shanghai Magma, a leading mobile game developer and
distributor in China.

® More recently, in the first quarter of 2006, Hurray! and Huayi Brothers Music partnered with Yahoo!
China in promoting Jane Zhang’s first EP through Huayi Brothers Music’s offline channels, Yahoo!
China’s Internet platform, and Hurray!’s wireless platforms. This marketing campaign alone generated
record breaking offline EP sales of 300,000 units at Huayi Brothers Music.

@  Music related revenues from ringtones, RBTs, truetone downloads and playbacks embedded in our WAP,
MMS, SMS, IVR and CRBT services have grown to represent approximately 47.0% of total WVAS
revenues for the first quarter of 2006, as compared with approximately 20.0% for the same period a year
ago. Total music-related revenues from our recorded music and our music-related wireless value-added
services with music content, were about 52% of total content services revenues for the first quarter of
2006.

Hurray! has a clear vision to become a leading digital music production and distribution house in China. We
are the first mover in all of the above-mentioned music initiatives in China. It demonstrates not only our
commitment to building the Hurray! brand name and our core competence in digital music content production
and distribution, but also our drive to differentiate ourselves by offering mobile users in China what they truly
want and are willing to pay for.

We thank you for your continued support,

Sincerely,

Qindai Wang
Chairman of the Board,
Chief Executive Officer
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Highlight 1
In February 2005, we completed our initial public offering and listed American Depositary Shares,
representing our ordinary shares, on the Nasdaq National Market.

Highlight 2

Chinese Entrepreneur magazine ranked our company #[ in the category of "Top Profitability” in a review of
the top 100 publicly listed, non-state-owned enterprises in China. Previously, we were also named to the 2005
list of “Future Stars — Top 21 Enterprises with Most Growth Potential” by Chinese Entrepreneur magazine,

Highlight 3
We were ranked #122 on Deloitte’s 2005 Technology Fast 500 list of “Fastest Growing Technology Company
in Asia Pacific” and ranked #27 out of all China-based companies.

Highlight 4
We acquired four wireless value-added services providers to help us further enhance and expand our portfolio
of IVR, MMS, SMS, and Java™ services.

Highlight 5

We launched China’s first mobile album, “You are My Roses” from Pang Long, over the mobile networks
before its CD or Internet release. In another innovation, we released China’s first mabile single “I am on This
Side of the World” by Chen Hao over Baidu's Internet search platform and our mobile platform simultancously.
We also launched the first EP of Liangying Zhang, a finalist in the popular Chinese television singing contest
“Super Girl”, with Yahoo! China simultaneously over Internet and mobiie platforms and through traditional
offline CD distribution channels.

Highlight 6

We acquired major equity interests in Freeland Digital Music and Huayi Brothers Music, the former a pioneer
in Internet music production and distribution, and the latter a well known brand name in China for music
production. Their artists’ hits were popular in wireless and Internet downloads in 2005, and appeared in the
Top 20 World list of Apple’s iTunes services. An album of one of the bands of Huayi Brothers Music was also
won the “Best Album of 2005” award at the CCTV-MTV Music Awards.
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The following discussion and analysis should be read in conjunction with owr audited historical
consolidated financial siatements, together with the notes thereto, included elsewhere in this annual report.
Our audited historical consolidated financial statements have been prepared in accordance with US. GAAP.

This report contains forward-locking stalements within the meaning of Section 274 of the Secuvities Aci
of 1933 and Section 21E of the Securities Exchange Act of 1934, including, without limiiation, siatements
regarding our expectations, beliefs, intentions or future strategies that are signified by the words “expect”,
“anticipate”, “intend”, “believe”, or similar language. Al forward-looking statements included in this annual
report are based on information available to us on the date hereof, and we assume rno obligation to update any
such forward-looking statements. Actual results could differ materially from those projected in the
Sforward-looking statements. We caution you that our businesses and financial performance are subject to
substantial risks and uncertainties.

Overview

We are a leading provider of music and music-related services such as ringtones, ringbacktones and
truetones to mobile users in China. We also offer a wide range of other wireless value-added services,
including games, pictures and animation, community and other media and entertainment services. Our services
are offered through the various service platforms available on the 2G and 2.5G networks operated by the
mobile telecommunication network operators in China, principally China Unicom and China Mobile. Many of
our services are also available to users in China through our website. In addition, we design, develop, sell and
support service provisioning and management software, called VASPro, and are the sole provider of this type
of software to China Unicom for its nation-wide WAP portal.

Our 2.5G services revenues are derived to a substantial extent from WAP services, the predominant 2.5G
service available in China, and to a lesser extent from MMS. Our 2G services consist of SMS, IVR services
and our recently introduced RBT services, Users pay for our services by monthly subscription and/or on a
per-use basis. We receive payments for these services principally in the form of payments from the mobile
operators after the users have paid for our services and the operators have deducted their service and network
fees. We also earn revenues from our software and system integration services that enable mobile operators to
manage and support wireless value-added services on the 2.5G and, in the future, 3G mobile networks.

We achieved net income of $18.6 million for 2005, $17.2 million for 2004 and $4.5 million for 2003. For
2005, we generated $62.4 million in total revenues, compared to $53.4 million and $23.1 million for 2004 and
2003, respectively, representing an increase of 16.7% and 169.7%, respectively. For 2005, 2G 2.5G and
software and system integration services accounted for 32.3%, 57.6% and 10.1% of our revenues, respectively,
compared to 28.0%, 52.8% and 19.2% in 2004 and 58.3%, 18.5% and 23.2% in 2003. The increase in total
revenues was driven by growth in demand for both 2G and 2.5G services, particularly music-related services.
Our sales of services through China Mobile’s networks also increased significantly in 2004 and 2005
compared to prior years. In 2005, the increase in revenues from wireless value-added services was offset in
part by a decline in software and system integration services revenues as a result of our strategy to minimize
third party hardware pass through sales in connection with our software projects.

We had retained earnings of $39.9 million, $21.3 million and $4.1 million as of December 31, 2003, 2004
and 2003, respectively.

We currently conduct our business in China through our wholly owned subsidiary, Hurray! Times
Communications (Beijing) Ltd. (*Hurray! Times™). To comply with ownership requirements under Chinese
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law, which impose certain restrictions on foreign companies such as us, from investing in certain industries
such as value-added telecommunication and Intemnet services, we have entered into a series of agreements with
eight affiliated Chinese entities and their respective shareholders. We hold no ownership interest in any such
affiliated Chinese entities. Humray! Solutions Ltd. (“Hurray! Solutions™) is 85% and 15% owned by our
chairman and chief executive officer, Qindai Wang, and one of our shareholders, Songzuo Xiang, respectively.
Beijing Coo! Young Information Technology Co., Ltd. (“Beijing Cool Young”) is 95% owned by Hurray!
Solutions and 5% owned by Qindai Wang. Beijing Enterprise Network Technology Co., Ltd. (“Beijing
Network”) is 50% and 50% owned by two individuals in China, Sun Hao and Wang Xiaoping. Beijing WVAS
Solutions Ltd. (“WVAS Solutions”} is 99% owned by Beijing Network, with the remaining 1% equally owned
by Messrs. Sun and Wang. Beijing Paimsky Technology Co., Ltd. (“Beijing Palmsky”) is 50% and 50% owned
by two individuals in China, Hong Liu and Haoyu Yang. Beijing Hutong Wuxian Technology Co., Ltd.
(“Beijing Hutong™) is 50% and 50% owned by two individuals in China, Wengian Xu and Yi Cai. Beijing
Hengji Weiye Electronic Commerce Co., Ltd. (“Hengji Weiye™) is 50% and 50% owned by two individuals in
China, Hong Pan and Xiaoqing Guo. Shanghai Magma Digital Technology Co., Ltd. (“Shanghai Magma™) is
50% and 50% owned by two individuals in China, Yi Zhang and Aigin Shang.

In addition, Hurray! Digital Music Technology Co., Ltd. (“Hurray! Digital Music”) is 50% owned by
Hurray! Solutions, 25% owned by Beijing Network, and 25% owned by Beijing Hutong. In turn, Hurray!
Digital Music holds a 51% equity interest in Fluayi Brothers Music and a 60% equity interest in Freeland
Digital Music.

Through our agreements with these Chinese affiliates, we have the power to vote all shares of all the
shareholders of those companies on all their matters, through the general manager of Hurray! Times, as well as
the right to enjoy the economic benefits of those companies, the exclusive right to purchase equity interests
from the shareholders of those companies to the extent permitted by Chinese laws and the control of the major
intellectual properties used by those companies.

Under Financial Accounting Standards Board (*“FASB™)} Interpretation No. 46, or FIN 46, we are the
primary beneficiary of the economic benefits of our variable interest entities, Hurray! Solutions, WVAS
Solutions, Beijing Cool Young, Beijing Palmsky, Beijing Network, Beijing Hutong, Hengji Weiye, Shanghai
Magma, Hurray! Digital Music, Huayi Brothers Music, and Freeland Digital Music. Accordingly, these entities
are consolidated into our financial statements from and after the date we became the primary beneficiaily of
each such entity, Transactions among these entities and our company and subsidiaries are eliminated in
consolidation.

Recent Developments

As part of our strategy to establish a significant presence in the music development, production and

distribution business in China and enhance our proprietary music library, we recently acquired majority
interests in the music businesses of the Freeland Group and Huayi Brothers Group, which businesses represent
two of the major domestic record labels in China. Specifically, in December 2005, we completed the
acquisition of a 51% interest in Huayi Brothers Music, which at that time was a subsidiary of Huayi Brothers
Group, a well known brand name in China for movie and music production and distribution. Huayi Brothers
Music focuses on artist development, music production and offline distribution of music in China. As part of
the agreement, the Company invested $4.3 million in cash for 51% of Huayi Brothers Music, of which $2.9
million was paid to the former shareholders of Huayi Brother Music and $1.4 million was paid to Huayi
Brothers Music as a capital contribution.
In November 2003, we also entered into agreements to acquire the music business of Freeland Group, which is
a group of affiliated companies in China that is engaged in the production ard distribution of audio and video
products through our acquisition of a 60% interest in Freeland Digital Music frors certain entities of the
Freeland Group. Such music business is a pioneer and leader in Internet music production and distribution
which has produced famous pop stars such as Xiangxiang, Yang Chenggang, and Yang Yi. As part of the
agreement, the Company will invest §7.6 million in cash for 60% of Freeland Digital Music, of which §2.2
million is payable to certain entities in the Freeland Group and $3.4 million is payable into Freeland Digital
Music as a capital contribution.

In accordance with certain contractual arrangements, we are distributing the music content of Freeland
Digital Music and Huayi Brothers Music via wireless and Internet platforms. In tum, the Freeland Group and
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Huayi Brothers Group distribute the music of Freeland Digital Music and Huayi Brothers Music, respectively,
via offline channels, such as music stores. The final consideration payable by our company for the interests in
Freeland Digital Music and Huayi Brothers Music and the respective ownership interests of the shareholders of
each company are subject to upward or downward adjustment based on the financial performance of each
company in 2006, in the case of Freeland Digital Music, and in 2006 and 2007, in the case of Huayi Brothers
Music.

In addition, to strengthen our mobile game development capabilities, we acquired Shanghai Magma, a
leading mobile game developer and distributor in China, in January 2006. We paid an aggregate of $4.1
miilion for 100% of the equity interest in this company. The total consideration is subject to adjustments based
on the future financial performance of Shanghai Magma’s business in 2006 and 2007,

With the exception of the Shanghai Magma acquisition for which the total potential consideration is
capped at $20 million, there is no cap on the additional consideration which may be payable by us in
connection with the earn-out provisions for the above described acquisiticns, and such amounts could be
material. We cannot determine at this time whether there will be any upward or downward adjustment to the
total consideration for the interests in Freeland Digital Music, Huayi Brothers Music or Shanghai Magma or to
our ownership interests in Freeiand Digital Music or Huayi Brothers Music. The results of Huayi Brothers
Music were consolidated into our financial statements starting from December 31, 2005, The results of
Freeland Digital Music and Shanghai Magma will be consolidated into our financial statements starting from
January 1, 2006.

Factors Affecting Results of Operations and Financial Condition

The major factors affecting our results of operations and financial condition include:

sGrowth of the Wireless Value-Added Services Market in China. Our financial results have been, and we
expect them to continue to be, largely dependent on growth in the wireless value-added services market
in China. Historically, 2G services, such as SMS, have represented the predominant portion of the
wireless value-added services market in China and of our revenues. Our 2G services, all of which were
SMS, represented 75.9% of our total wireless value-added services revenues in 2003. We commercially
launched 2.5G services in September 2002 and began billing users for these services at the beginning of
2003. We subsequently launched our TVR services in 2004 and RBT services in 2005. Since the launch
of these 2G and 2.5G services, we have experienced much higher growth rates in revenues from these
services than from our SMS services, Our 2.5G services, primarily WAP services but also including
MMS and Java™ which we introduced in 2003, represented 64.1% of our total wireless value-added
services revenue for 2005. Qur IVR services represented 15.2% of our total wireless value-added
services revenue for 2003, We believe that our financial success in the near-term will depend on the
growth of the market for our 2G and 2.5G services, especially services utilizing music content, where
we have a leading position and, in the longer-term, on our ability to offer popular services on any new
wireless technologies that are introduced in China such as 3G.

*Positioning of Qur Services on the WAP Portals of China Unicom and China Mobile. A key component
of our revenue growth is our ability to not only maintain access to China Unicom’s and China Mobile’s
networks, but also to secure prominent positioning for our services at the top of the menu of services for
each major service category on the mobile operators® WAP portals so that users see our services first
when opening the service menus. Recently, however, Beijing Network, one of our affiliated operating
companies providing WAP services through China Mobile, was issued a sanction by China Mobile in
January 2006 for improper promotion of one of its WAP services. As part of the sanction, China Mobile
downgraded all Beijing Network’s WAP services to the battom of the menu and temporarily suspended
the approval of new service applications on all platforms (including SMS, ITVR, RBT, WAP, MMS, and
Java™) by Beijing Network and joint promotions with Beijing Network. We believe that such actions
may negatively affect cur WAP revenues for at least the first two quarters of 2006, although we have no
basis at this time to quantify the effect of such sanction.

sNetwork Service Agreements with China Unicom and China Mobile. Our results of operations are

dependent on the terms of network service agreements with China Unicom and China Mobile and the
manner in which the mobile operators implement these agreements.
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Each of these agreements is non-exclusive, and has a limited term, generally one or two years. Renewal
of them on favorable terms depends on our relationship with these mobile operators at both the national
and provincial level, the popularity of our services and our ability to maintain adequate levels of
performance. Either mobile operator could alter any of these terms or terminate the contracts for a
variety of reasons in the future, including, for example, to increase their own service or network fees in
order to enhance their profitability at the expense of service providers.

*Changes in Mobile Operator Policies or the Manner in Which They are Enforced The policies and
procedures adopted by China Mobile and China Unicom regarding customer service, quality control
and other aspects of the wireless value-added services industry significantly affect the revenue we
receive. For example, in addition to the WAP sanctions received by Beijing Network described above,
as part of China Unicom’s efforts to improve customer service, it imposed a one-time fine on Husray!
Solutions, one of our affiliated operating companies providing SMS services, of approximately
RMBS.7 million ($0.7 million) for improperly delivering one of its SMS services to users. Further
changes in their policies or in their implementation by the mobile operators could adversely affect our
business and financial condition.

Taxes. Our subsidiary, Hurray! Times, is subject to a 30.0% state enterprise income tax and a 3.0% local
enterprise income tax and our affiliated Chinese entities are generally subject to a 33.0% enterprise
income tax in China. However, Hurray! Times, as well as Hurray! Solutions and certain of other
variable interest entities in China, have obtained approval from the Chinese government authorities to
be classified as “high technology” companies. This classification entitles such companies to a
three-year exemption from enterprise income tax commencing from various dates, followed by a 7.5%
preferential tax rate for the succeeding three years and a 15% preferential tax rate thereafter. For
additional information on such preferential tax arrangements, see “— Taxation’ below. The earnings of
our affiliated Chinese entities are passed on to Hurray! Times pursuant to various services agreements.

*Maintaining and Expanding the Customer Base for Owr VASPro Services Provisioning and
Management Software. China Unicom and 12 of its provincial offices that have their own local WAP
portals use our VASPro services provisioning and management software. We believe it is unlikely that
the other current principal mobile operator in China, China Mobile, will purchase this software in the
foresceable future because it purchases this category of software from a subsidiary which was
established for that purpose. Accordingly, continued sales of our software depend on our ability to
maintain our relationship with China Unicom and the expansion of China Unicom’s WAP user base.
The rate of growth of such user base declined, however, in 2005, causing China Unicom to delay
expanding the capacity of its 2.5G networks. We cannot predict if or at what pace China Unicom will
expand its 2.5G networks or build out 3G networks in future periods. We are also pursuing sales of our
software to new customers in China, such as China Telecom and China Netcom, but we have not yet
developed close relationships with them.

*Billing and Transmission Failures. We do not recognize any revenues for services that are characterized
as billing and transmission failures. These failures occur when we do not collect fees for our 2G
services from mobile operators in a number of circumstances, including when the delivery of our
services to a customer is prevented because the customer’s phone is off, the customer’s prepaid phone
card has run out of value or a mobile operator experiences technical problems with its network. These
situations are known in the industry as billing and transmission failures. The level of billing and
transmission failures significantly affects revenues we record. The failure rate for 2G services has
fluctuated significantly in the past, ranging on a monthly basis from 2.2% to 37.1% of the tota] billable
messages which are reflected in our internal records during 2005. Although we do not experience the
same type of billing and transmission errors for our WAP services as we do for our SMS, we do
experience a discrepancy between the revenues recorded by our internal system and the revenues that
we receive from the mobile operators. This ditference has historically averaged approximately 2% per
month and relates to services that are provided but for a variety of reasons are not billed to the user due
to the manner in which the mobile operators register new users or manage their internal billing
reconciliation process.

»Acquisitiens and Strategic [nvestments. Selective acquisitions and strategic investments, such as the
ones described under the heading “Recent Developments” above, form part of our strategy to further
expand our business. These acquisitions and investments may not produce the results that our
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management and board of directors anticipate, and may subject our company to unforeseen liabilities.
in particular, our future revenue growth will depend on our ability to successfully operate our music
development, production and distribution business, with which we have relatively limited experience.

»Developing Artists, Sustaining a Pipeline of New Song Releases and Keeping up with Consumer Music
Tastes. Through our acquisition of controlling stakes in Huayi Brothers Music and Freeland Digital
Music, we have entered the business of artist development and music production. Artist development
and music production is inherently a “hit” driven business; and its success depends to a large extent on
our ability to maintain a large portfolic of talented singing artists and build a strong pipeline of new
song releases. Further, the success of such new releases depends upon their acceptance by
consumers with various and changing tastes. If our controlled record companies fail to expand
their portfolio of talented singing artists, sustain a pipeline of new releases, or keep abreast of changes
in consumer music tastes, our business and financial condition may be adversely affected with respect
to the financial performance of our controlied record companies.

Revenues

We derive our revenues from our primary operating segments: 2G services, 2.5G services and software
and system integration services. Currently, our revenues are primarily derived from 2G and 2.5G services.
Through these services, we provide downloads, information and community-oriented products, such as picture
and ringtone downloads, chatting, games, enhanced text-based content services and IVR. Our revenues are
primarily derived from Hurray! Times through agreements with our affiliated Chinese entities. Commencing in
2006, we also expect to derive revenue from Hurray! Digital Music which is a variable interest entity which in
turn owns majority interests of the newly acquired music entities, Huayi Brothers Music and Freeland Digital
Music.

Our revenues represent our total revenues from operations, net of certain business and value-added taxes.
Our revenues from wireless value-added services are subject to a 3.0% business tax and our revenues from
software and system integration services are subject to a value-added tax at the rate of 17.0%. Furthermore,
any service fees that Hurray! Times charges and subsequently collects pursuant to the exclusive technical and
consulting service agreements with our affiliated Chinese entities are subject to a 5.0% business tax.

The following table sets forth certain historical consolidated revenues, by amount and as a percentage of
our total revenues, for the periods indicated:

For the Year Ended December 31,
2005 2004 2003

Percentage Percentage Percentage
Amount ofrevenues Amount ofrevenues Amount of revenues

(inn thousands of U.S. dollars, except percentages)

Revenues:

2G SEIVICES. v vuiein e veeeeenee 320,131 323% $14,946 28.0% $13.471 58.3%
2.5G services . 35,932 57.6 287227 528 4,289 18.5
Software and system integration services. .......c.oou. 6,312 10.1 10,267 19.2 5,363 23.2
TOAl FEVENUES. ..t iiee et $62,375 100.0% 553,440 100.0% 823,123  100.0%

The following tables show our 2G and 2.5G revenues for 2003, 2004 and 2003 by product and mobile
operator (incfuding PHS operators). In 2004 and 2003, we had no sales through the PHS networks of China Telecom
and China Netcom.

For the Year Ended December 31, 2005

China  China  China  China
Mobile Unicom Telecom Netcom  Total

(in millions of U.S, dollars)

$20 886 55— 33— 3106
4.8 2.9 0.7 02 86

0.5 0.4 —_ — 0.9
73 119 0.7 0.2 201
101 241 — — 342

1.5 0.2 — — 1.7

i
1
|
|
!
i
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JaV AT — — — — —
2.5 PEVEIIIES . L vt et ettt et e ottt e e 116 243 — — 339
1 | S PP $18.9 8362 $07 $0.2 $36.0
For the Year Ended
December 31, 2004
China China
Mobile Unicam Total
(in millions of U.S. dollars)
S e $4.0 $9.7  S13.7
DY R e e i e e e e — 1.3 1.3
R T e e e e — — —_
2 ROVEIIUES. v e ettt eee e s ee e e et e et e et e e e et e a ettt e e 4.0 11.0 15.0
7 O PP RN 5.4 229 283
256 FEVRIIUES .o rt et cetveeetsertcantir e ea et ee e it taa et e et et et n et e e a e e s 54 22.9 28.3
3 PSP $9.4 $33.9 8433

For the Year Ended
December 31, 2003

China
Unicom Total
(in millions of U.S. doilars)

7 S P SO $13.5 $13.5
Y R e e e e e e — —
S O PP OO UU U PPDIUPSRITPTIR — —
G RV IS sttt e e e e e ae s 13.3 13.5
A P e e e e e et e 4.3 4.3
11 1% RO — —
L L T SO — —
2300 TEVBIUES vt vt it sttt ettt e cr e e r e vt r e e vt e e 4.3 4.3
B¢ T PP U PSPPI PP $17.8 $17.8

2G and 2.5G services. Our 2G and 2.5G services revenues are derived from services that we provide to
our users primarily through China Unicom’s and China Mobile’s networks. In 2005, we also commenced
offering certain of our IVR services through the networks of China Telecom and China Unicom. We recognize
revenues derived from these services before deducting service and network fees paid to the mobile operators.
For a description of our revenue recognition policies, see “— Critical Accounting Policies.”

2G SMS services have historically been our primary source of revenues, accounting for approximately
58.3% of our total revenues in 2003. However, we expect that sales of our 2G IVR and RBT services and our
2.5G WAP and MMS services will continue to increase, and sales of our SMS services will remain largely
static or will decline. In 2005, our SMS and non-SMS services accounted for approximately 18.9% and 81.1%,
respectively, of our combined 2G and 2.5G services revenues, compared with 31.7% and 68.3%, respectively,
in 2004,

In 2005, more than 95.0% and 97.0% of 2.5G services revenues provided through China Unicom and
China Mobile, respectively, were subscription-based. Revenues from our subscription services, which are
purchased for a fixed period of time, usually three to six months, are typically more predictable and more
stable than per-use services which are often the result of impulse buying and tend to fluctuate from
month-to-month.

Sofhware and system integration services. Our revenues from these services have been derived from the
design, development, licensing fees, hardware installation and after-sale support of cur VASPro services
provisioning and management software, which has been purchased by China Unicom and 12 of its provincial
offices. We deliver these services under a small number of relatively high value contracts. The revenues from
these contracts are recognized based on the percentage of completed contractual obligations. Since a large part
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of certain projects often relates to third party hardware and software, the timing of their delivery can cause our
quarterly gross revenues and cost of revenues to fluctuate significantly. However, those fluctuations do not
significantly affect our gross profits because hardware-related revenues approximate the costs of such revenues.
See “— Critical Accounting Policies.” We have focused on providing our own software and services in an
effort to minimize third-party hardware and software pass-through sales.

Cost of Revenues

The follawing table sets forth certain historical consolidated cost of revenues data by amount for the
periods indicated:

For the Year Ended December 31,
2005 2004 2003
{in thousands of U.S. dollars)

Cost of Revenues:
2 BBIVICES et ittt e e s U $13,714 $7,050 $4,586
P T oL U 14,921 11,003 2,106

Software and system integration services 1,302 6,277 4,151
$29,937  $24,330 510,843

Total cost of revenues

2G and 2.5G services. The principal cost of revenues for our 2G and 2.5G services is the service and
network fees paid to the mobile operators under our network service agreements with them. The cost of
revenues also includes fees paid to our content providers and marketing partners, maintenance costs related to
equipment used to provide the services, bandwidth [easing charges and data center services, operator imposed
penalty charges, and certain distribution costs.

Software and system integration setvices. Our cost of revenues for our software and system integration
services includes acquisition cost of third party hardware and software products provided to our customers and
staffing and travel costs related to system integration services in connection with a given project.

Gross Profit Margin

The following table sets forth the historical consolidated gross profits and gross profit margin of our
business activities for the periods indicated:

For the Year Ended December 31,
2005 2004 2003
{in thousands of U.S, dolars)

Gross Profits:

G S VICES . . s v e sttt vee e v et e e e e et et r e e 36,417 $7,896 $8.885
AT TV 1 O P PP 21,011 17,224 2.183
Software and system INtEGration SETVICES...o i veiiriierevrerre et iecier e cnieneis 5,010 3,990 1,212
Total Gross BrotiIS. o o e $32,438 $29,110 $12,280
For the Year Ended
December 31,
2005 2004 2003

Gross Profit Margin:

25 SEIVICES ettt eet et ettt vee e e e e 31.9% 352.8% 66.0%
2.5 SEIVICES v 61.0 50.9
Software and system integration services. . 38.9 22.6
Total gross profit MarZin. ..o e e e e 2. 54.5% 353.1%

The gross profit margins for our 2G services declined in 2005 compared to 2004, due to increased
contribution from revenues generated through operator-independent alternative marketing, promotion and
distribution efforts, which tend to be more expensive than such efforts conducted in conjunction with the
mobile operators. Gross profit margins for 2G and 2.5G services were alsc adversely affected by the monetary
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penalty imposed by China Unicom described above. Our gross profit margins for our 2.5G services decreased
in 2003 compared to 2004 due to higher third party content revenue sharing costs and increased revenues from
lower gross margin MMS services. We anticipate that gross profit margins for our 2G services will continue to
decline in future periods, driven primarily by the increasingly competitive environment in the market.

The gross profit margins for software and system integration services have varied significantly between
2003, 2004 and 2005. This variance is primarily attributable to our delivery of more third party hardware and
software in certain periods, which has significantly lower margins, compared to the delivery of our own
software and services. In the last three fiscal years combined, third party hardware and software accounted for
an average of 56.5% of the total contract value of our software system and integration services, or 13.4%,
91.0% and 77.0% of our total revenues from software and systems integration services in 2003, 2004 and 2003,
respectively. In 2005, we significantly minimized the provision of third party hardware and software in
connection with our software and system integration services, but we may still be required by our customers to
provide those items from time to time. Due to our attempts to minimize our provision of third party hardware
and software, we expect that our gross profit margins in this segment will tend to stabilize at a higher level,

Operating Expenses

The following table sets forth certain historical consolidated operating expenses data, in terms of amount and
as a percentage of our total revenues, for the periods indicated:

For the Year Ended December 31,
2005 2004 2003

Pereentage Percentage Percentage
Amouat  of revenues  Amount  of revenues Amount of revenues

(in thousands of U.S. dallars, except percentages)

Operating Expenses:
Product development expenses (including stock-based

compensation expense of $3, $60 and $17 for the

years ended December 31, 2005, 2004 and 2003,

TESPECHIVELY) .. e e $2,537 4,1% $2,306 4.3% $1,392 6.0%
Selling and marketing expenses (including stock-based

compensation expense of $10, $221 and $116 for

the vears ended December 31, 2005, 2004 and 2003,

respectively) «oooi s 9,797 15.7 7,433 13.9 4,694 203
General and administrative expenses (including

stock-based compensation expense of $23, Snil and

$21 for the years ended December 31, 2003, 2004

and 2003, respectively) ... i 3.484 5.6 1.821 34 1,262 5.3
[n-process research and development. ... — — 36 0.1 — —
Total operating eXpenses. ... ... veraeeinieinsioneernnnee $15818  254% S$11,396  21.7% $7348 31.8%

Product Development Expenses. Product development expenses primarily consist of research and
development staff costs. Most of our product development expenses refate to enhancing our portfolio of 2G
and 2.5G services and improving and updating our services provisioning and management software. Product
development expenses also include depreciation and amortization of computers and software related to the
activities of our product development teams. We depreciate our computer equipment, software and other assets
on a straight-line basis over their estimated useful lives, which is three to five years.

Selling and Marketing Expenses. Selling and marketing expenses primarily consist of staff costs related
to managing the development of our service offerings. These expenses also include advertising, sales and
marketing expenses, such as expenses associated with sponsoring promotional events, salaries and benefits for
our direct sales force, free trial services we offer through, for example, certain retailers of mobile phones in
China and gifts we provide to members of our user loyalty club, Hawa Club, in exchange for points they
accumulate for using our 2G and 2.5G services. We expect that our selling and marketing expenses will
increase in future periods as the markets for our services become more and more competitive. We also expect
to incur additional selling and marketing expenses to promote the online distribution of music developed by
Freeland Digital Music and Huayi Brothers Music.
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General and Administrative Expenses. General and administrative expenses primarily consist of
compensation and berefits for our management, salaries for our finance and administrative personnel,
professional service fees, lease expenses, other office expenses and expenses related to depreciation of
equipment for general corporate purposes,

We lease bandwidth from mobile operators’ provincial offices. Bandwidth and server custody fees,
office rentals and depreciation charges allocated to our general management, finance and administrative
personnel are also included in general and administrative expenses.

We depreciate leasehold improvements, which are recorded as general and administrative expenses on a
straight-line basis over the relevant lease term.

We expect our general and administrative expenses to increase as we add personnel in response to the
expansion of our business in future periods. We also expect general and administrative expenses to increase as
we incur professional service fees, such as for legal and accounting services,

Stock-based Compensation. We grant equity incentive awards to our employees and certain
non-employees. Until February 2006 when we commenced granting restricted shares, all of our equity
incentive grants were in the form of stock options. Stock-based compensation expenses arise from options to
the extent that the exercise price of options granted exceeds the fair market value of the underlying stock on
the measurement date. Thus far, we have not recognized a compensation expense in our consolidated financial
statements for employee option grants since the exercise prices were equal to or greater than the fair market
values at the dates of grant under APB 25 Accounting for Stock Issued to Employees (“APB 25”), We account
for stock-based awards to non-employees by recording a charge for the services rendered by the
non-employees using their estimated fair values in compliance with FASB Statement No. 123, Accounting for
Stock-Based Compensation (“SFAS 123”). In 2005, 2004 and 2003, we incurred stock-based compensation
costs of approximately $21,000, $0.3 million and $0.2 million pursuant to SFAS 123, respectively, which
arose in connection with options granted to non-employees, including external consuitants in exchange for
their services. This cost is included in the category of operating expense to which the staff which received the
option grants is attributed,

On December 20, 2005, we accelerated the vesting of all outstanding stock options that would otherwise
have been unvested at December 31, 2005. We implemented this acceleration in order to reduce the
compensation expense that would have been incurred by our company if such options continued to vest after
January 1, 2006, which is the date that the FASB Statement No. 123, Share-Based Payment (“*SFAS 123R™)
became effective. This new accounting standard requires that all share-based payments to employees,
including grants of stock options, be recognized in our financial statements based on their fair values. In
connection with the acceleration of such options, we recorded compensation expense of approximately
$17,000 which was included in the 2005 total stock-based compensation cost,

Critical Accounting Policies

The methods, estimates and judgments we use in applying our accounting policies have a significant
impact on the results we report in our financial statements. Some of our accounting policies require us to make
difficult and subjective judgments, often as a resuit of the need to make estimates of matters that are inherently
uncertain. We have summarized our accounting policies below that we believe are both important to an
understanding of our financial results and involve the need to make estimates about the effect of matters that
are inherently uncertain. We also have other policies that we consider to be key accounting policies. However,
these policies do not meet the definition of critical accounting policies. because they do not generally require us
to make estimates or judgments that are difficult or subjective.

Revenue Recognition

2G and 2.3G services. Our revenues arc primarlly derived flom the sale of 2G and 2.5G services to our
customers delivered over China Unicom’s and China Mobile’s mobile telecommunications networks. Fees for these
scrvices arc established by an agreement with the mobile operators and indicated in the message reccived on the
mobile phone,




2005 Annual Report

Our services are delivered to users through the mobile telecommunication networks of the mobile operators,
and we rely upon them to provide us with billing and collection services. We have, however, developed an internal
system that records the number of transactions and subscriptions of our services, which we then compare to the
confirmations received tfrom the mobile operators. Generally within 15 to 30 days after the end of each month, a
statement from the mobile operators confirming the value of the 2G and 2.5G services they bill to users in that
month will be delivered to us, and usually within 60 days after such delivery, we will be paid by the mobile
operators for these services, net of their service fees, network fees and applicable business taxes.

We initially ascertain the value of the 2G services provided based upon statements sent to us by the
mobile operators with respect to the amount of services we deliver to the end users. Because there has
historically been a discrepancy between the value of our 2G services based on our internal system and the
value of the services based on the statements received from the mobile operators due to technical issues with
the transmission and billing systems, at the end of each month, we will, based on the historical data regarding
such discrepancies and other factors, make an estimate of our revenues for such month, This estimate may be
higher or lower than the actual revenues we have a right to receive based on the statements received from the
mobile operators. For 2003, we recognized actual revenues as they appear on the operators™ statements, and
made no estimates of revenues for that year. We recognized approximately 5% of our revenues from 2G
services on an estimated basis for each of 2004 and 2005.

We do not experience the same type of billing and transmission failures for our 2.5G services as we do
for our 2G services. Accordingly, the amount of revenue recognized on an accrual basis for our 2.5G services
in 2004 and 2005 was insignificant and is expected to remain insignificant in future periods for the foreseeable
future.

We evaluate our network service agreements with the mobile operators to determine whether to
recognize our revenues gross or net of the fees charged by the mobile operators. Pursuant to applicable
accounting standards, our determination is based upon an assessment of whether we act as a principal or agent
when providing the services to our mobile operators. We have concluded that we act as a principal and
therefore we recognize revenue for the gross amounts bitled to our mobile phone customers. Factors that we
believe support our conclusion are as follows:

*We have latitude in establishing prices within ranges prescribed by the mobile operators;
*We determine the specifications of the services we will be rendering;
*We have the ability to control the selection of our content suppliers; and

*We assume the risk of non-payment by customers.

Although the mobile operators must approve the prices of our services in advance, we have been able to
adjust our prices from time to time to reflect or react to changes in the market. In addition, the mobile
operators will usually not pay us if users of our services do not pay them and they will not pay us if users do
not receive the services due to billing or transmission failures. As a result, we in fact bear the credit and
delivery risk for our portion of the revenues generated with respect to our services.

Software and System Integration. We generally charge a fixed price for all of our projects and recognize
revenues based on the percentage of completion of the project. Software revenues from customer orders
requiring design, development and support of the sofiware are recognized over the installation period. We use
labor costs and direct project expenses to determine the stage of completion, except for revenues associated
with the procurement of hardware, which we recognize upon delivery of the hardware to the customer.
Historically, since a large part of the cost of certain projects related to third party software and hardware, the
timing of such software and hardware delivery caused our quarterly gross revenues and cost of revenues to
fluctuate significantly. We recognized total revenues from the sale of third party hardware and software of $0.8
miltion, $5.8 million and $3.6 million, and cost of such revenues of $0.8 mitlion, $5.8 million and $3.6 million
in 2005, 2004 and 2003, respectively. Because third party software and hardware-related revenues approximate
the costs of those items, our gross profit margins on such revenues were nominal in 2005, 2004 and 2003.
Recognized revenues and profit are subject to adjustments in current periods as the contract progresses to
completion. Accordingly, any changes in our estimates would affect our future operating results.
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Stock-basedd Compehsatian Cost

We grant equity incentive awards to our employees and certain non-employees. Until February 2006
when we commenced granting restricted shares, all of our equity incentive grants were in the form of stock
options. In accordance with APB 25, we did not record deferred stock-based compensation cost for employee
stock option grants as the deemed fair value of our ordinary shares for accounting purposes is lower than or
equal to the option exercise price on the measurement date. Prior to our initial public offering, we determined
the deemed fair value of our ordinary shares based upon several factors, including a valuation report from an
independent appraiser and the price of our then most recent preference share placement. Had different
assumptions or criteria been used to determine the deemed fair value of our ordinary shares, materially
different amounts of stock-based compensation cost could have been reported. Following our initial public
offering, we have determined the fair market value of our ordinary shares by reference 10 the current trading
price of our American Depositary Shares on The Nasdaq National Market.

Pro forma information regarding income and income per share is required in order to show our net
income as if we had accounted for employee stock options under the fair value method. We use the
Black-Scholes option pricing model to calculate the fair value. This model was developed for use in estimating
the fair value of traded options that have no vesting restrictions and are fully transferable. In addition, option
pricing models require the input of highly subjective assumptions, including the expected stock price volatility.
We used projected volatility rates, which are based upon historical volatility rates experienced by comparable
public companies. Because our employee stock options have characteristics significantly different from those
of publicly traded options, and because changes in the subjective input assumptions can materially affect the
fair value estimate, in management’s opinion, the existing models do not necessarily provide a reliable single
measure of the fair value of our stock options.

The historical pro forma income and pro forma income per share that we used in calculating the fair
value of the options granted to employees may not be representative of the pro forma effects in the future years
of net income and eamings per share for the following reasons:

*The number of future shares to be issued under these plans is not known; and

*The assumptions used to determine the fair value can vary significantly,

In addition, we issued non-employee stock options to certain consultants, which were also accounted for
under the Black-Scholes option-pricing model to compute the fair value.

As discussed above under “Operating Expenses—Stock-Based Compensation,” SFAS 123R became
applicable to our company commencing on January 1, 2006. We expect, however, that this new accounting
standard will have no effect with respect to the options we accelerated on December 20, 2005.

Results of Operations

The following discussion of our results of operations for the years ended December 31, 2003, 2004 and
2005 is based upon our audited historical consolidated financial statements included elsewhere in this annual
report.

Year Ended December 31, 2005 Compared to Year Ended December 31, 2004

Revenues. Our revenues increased 16.7% to $62.4 million in 2005 from $53.4 million in 2004. This increase
was primarily due to an increase in revenues from our 2.5G services and, to a lesser extent, an increase in
revenues from our 2G services.

2G Services. Revenues from our 2G services increased 34.7% to $20.1 million for 2005 from $14.9
million for 2004, primarily due to the growth in the market for [VR and RBT services. SMS revenues were
$10.6 million, a decline of 22,4% from $13.7 million for 2004, Following the first quarter of 2004 and
continuing through 2003, our SMS revenues were negatively affected by new billing systems of China Mobile
and China Unicom and other changes in their policies and the enforcement of their policies. We did, however,
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relaunch our SMS services in the second half of 2005 through various marketing and promotional activities
which were independent of the mobile operators. IVR revenues were $8.5 million, a significant increase over
$1.3 million for 2004 (the year in which such services were introduced). RBT revenues were $1.0 million for
2003, as compared with nil for 2004.

2.5G Services. Revenues from our 2.5G services increased 27.3% to $33.9 million for 2005 from $28.2
million for 2004, primarily due to an increase in WAP revenues. Total WAP revenues were $34.2 million for
2003, an increase of 21.2% over 2004. This increase was primarily due to increased sales on the WAP portals
of China Mobile and, to a lesser extent, of China Unicom. WAP revenues generated through China Unicom’s
WAP portals were $24.1 million, an increase of 5.4% as compared with $22.9 million for 2004. WAP revenues
generated through China Mobile's WAP portals were $10.1 million, an increase of 88.7% as compared with
$5.4 million for 2004. MMS revenues, predominantly from China Mobile’s users, were $1.7 million for 2005,
as compared with nil for 2004, Revenues from Java™ services remained insignificant in 2003,

Software and System Integration Services, Revenues from our software and system integration services
declined 38.5% to $6.3 million for 2005 from $10.3 million for 2004. The decline in 2005 of such revenue is
due primarily to our strategy to minimize revenues from third-party hardware sold on a no-margin,
pass-through basis.

Cost of Revenues. Our cost of revenues increased 23.0% to $29.9 miilion in 2005 from $24.3 million in 2004
due primarily to increased costs for 2G services and, to a lesser extent, increased costs for our 2.5G services.
This increase was offset in part by a decline of costs associated with our software and system integration
services.

2G Services. Our cost of 2G services increased 94.5% to $13.7 million for 20035 from $7.0 million for
2004, This increase resulted primarily from increased costs incurred to promote our 2G services through
channels which are independent of the mobile operators, including mobile handset partnerships, Internet
marketing alliances and direct advertising. It also resulted from increased levels of service and network fees
corresponding to the growth in sales of 2G services in 2005 compared to 2004 and a $0.7 million fine imposed
on Hurray! Solutions by China Unicom for improper delivery of one of its SMS services to users. In addition,
the increase reflects, to a lesser extent, the cost of purchasing content for our TVR services.

2.5G Services. Our cost of 2.5G services increased 35.6% to $14.9 million for 2005 from $11.0 million
for 2004, due primarily to increased service and network fees corresponding to the growth in sales of our 2.5G
services in 2005 compared to 2004 and the cost incurred to promote our MMS services through channels
independent of the mobile operators.

Software and System Iniegration Services. Our cost of software and system integration services
decreased significantly to $1.3 million for 2005 from $6.3 million for 2004, due primarily to decreased sales of
third party hardware and software.

Gross Profits. Our gross profits increased 11.4% to $32.4 million for 20035 from $29.1 million for 2004,
reflecting increased profits from all our business segments. Our gross profit margins decreased to 52.0% for
2005 from 54.5% for 2004, due primarily to decreased margins for 2G services, which mainly resulted from
increased marketing, promotion and distributions costs, This decrease was also due, to a lesser extent, to lower
gross profit margins for our 2.5G services as a result of higher third party content revenue sharing cost and
increased revenues from lower gross margin MMS services. This decrease in gross profit margins in 2005 was
offset in part by increased gross profit margins for software and system integration services due to reduced
third-party hardware pass-through sales.

Operating Expenses. Operating expenses increased 36.4% to $15.8 million for 2005 from $11.6 million
for 2004, due primarily to increases in compensation expense. The Increase in compensation expense resulted
primarily from increased headcount as our company implemented various strategic initiatives in 2005.

Product Development Expenses. Our product development expenses increased slightly to $2.5 million in
2005 from $2.3 million in 2004,
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Selling and Marketing Expenses. Our selling and marketing expenses increased 31.8% to $9.8 million in
2005 from $7.4 million in 2004. This increase was primarily due to an increase in staff costs related to
increased headcount (from 282 to 387) to accommodate the growth and expansion of different marketing,
promotion and distribution channels.

General and Administrative Expenses. Our general and administrative expenses increased 91.3% to 33.5
million in 2005 from $1.8 million in 2004. This increase mainly reflects increased professional services fees.

Income from Operations. As a result of the foregoing, income from operations decreased to $16.6 million
for 2005 from $17.5 million for 2004,

Interest Income and Expense. Interest income was $1.4 million for 2005, compared to $38,000 for 2004,
The interest income for 2005 represented interest earned on the proceeds of our initial public offering in
February 2003, Interest expense decreased to $27,000 in 2005 from $0.3 million in 2004,

Other Income. Other income, primarily government tax rebates, was $1.0 million in 2005. There was no
such income for 2004.

Income Taxes. Income taxes were $0.4 mitlion in 2005 principally as a result of increased tax rates as
certain affiliates were no longer eligible for a full tax exemption. There were no income taxes in 2004.

Net Income. As a result of the foregoing, net income increased 8.0% to $18.6 million for 2005 from
$17.2 million for 2004,

Income Auributable to Holders of Ordinary Shares. As a result of the foregoing, our net income
attributable to holders of ordinary shares was $18.6 million in 2005, compared to $17.2 million in 2004,

Year Ended December 31, 2004 Compared to Year Ended December 31, 2003

Revenues. Our revenues increased 131.1% to $53.4 million in 2004 from $23.1 million in 2003. This increase
was primarily due to an increase in revenues from our 2.5G services and, to a lesser extent, increases in our
software and system integration services and our 2G services.

2G Services. Revenues from our 2G services increased 11.0% to $14.9 million for 2004 from $13.5
million for 2003, primarily due to the growth in the market of SMS in 2003 and 2004. We did, however,
experience a decline in our revenues from 2G services following the first quarter of 2004 due primarily to the
overall market shift from 2G to 2.5G services and, to a lesser extent, due to unilateral changes in the policies of
China Mobile and China Unicom and in their enforcement of their policies, which have resulted in cur having
to pay additional charges to the mobile operators, and new billing systems. The decline in revenues from our
2G services following the first quarter of 2004 was partially offset by growth in revenues from our IVR
services, which we launched on China Unicom’s network in April 2004 and on China Mobile’s network in the
fourth quarter of 2004.

2.5G Services. Revenues from our 2.5G services increased significantly to $28.2 million for 2004 from
$4.3 million for 2003, primarily due to an increase in China Unicom’s user base, particularly from the third
quarter of 2003 when China Unicom’s nation-wide WAP portal was launched, and related growth in sales of
our services, as well as consolidation of Beijing Network’s revenues from the second quarter of 2004 after our
acquisition in April 2004.

Software and System Integration Services. Revenues from our software and system integration services
increased 91.4% to $10.3 million for 2004 from $5.4 million for 2003, as we substantially completed
implementation of China Unicom’s Phase [ capacity expansion project and certain provincial level projects in
2004. The Phase 11l expansion of China Unicom’s nation-wide WAP portal expanded the number of users it
could support from 1.5 miilion to 5.0 million. In 2004, we also completed the WAP portals for Henan,
Shandong and Zhejiang Provinces. These national and provincial projects constituted $10.3 million of
revenues in 2004,

Cost of Revenues. Our cost of revenues increased 124.4% to $24.3 millicn in 2004 from $10.8 million in
2003 due to the increased service fees related to the increases in sales of 2.5G services and, to a lesser extent,
increased service fees for our 2G services and costs of our software and system integration services.
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2G Services. Our cost of 2G services increased 53.7% to $7.0 million for 2004 from $4.6 million for
2003. This increase resulted primarily from increased levels of service and network fees for 2G services in
2004 compared to 2003. The increase also reflects, to a lesser extent, the cost of purchasing content for our
IVR services which were faunched in 2004, as well as increased costs incurred o promote our 2G services.

2.5G Services. Our cost of 2.5G services increased significantly to $11.0 million for 2004 from $2.1
million for 2003, due primarily to increased service and network fees corresponding to the growth in sales of
our 2.5G services in 2004 compared 2003.

Software and System Integration Services. Our cost of software and system integration services increased
51.2% to $6.3 million for 2004 from $4.2 million for 2003, due to increased cost of third party hardware and
software sold to China Unicom in connection with the implementation of Phase III of its nation-wide WAP
portal and certain provincial level projects in 2004, as compared to the lower amount of such costs related to
the initial implementation of an interim upgrade of the Phase II stage in 2003.

Gross Profits. Our gross profits increased 137.1% to $29.1 million for 2004 from $12.3 million for 2003,
reflecting increased profits from all our business segments, in particular from our 2.5G services. Our gross
profit margins increased to 54.5% for 2004 from 53.1% for 2003, due primarily to increased margins from our
2.5G services, which resulted from enhanced economies of scale, and to a lesser extent, from our software and
system integration services, which experienced a decrease in low margin third party hardware and software as
a percentage of total revenues for 2004 compared to 2003. This increase in gross profit margins in 2004 was
offset in part by decreased gross profit margins for our 2G services, which declined from 66.0% in 2003 to
52.8% in 2004,

Operating Expenses. Operating expenses increased 57.8% to $11.6 million for 2004 from $7.3 million
for 2003, due primarily to increases in personnel costs related to sales and marketing staff and product
development for the growth in sales of our 2.5G services.

Product Development FExpenses. Our product development expenses increased 65.7% to $2.3 million in
2004 from $1.4 million in 2003. This increase was primarily due to increased staff cost related to the increased
headcount (from 39 to 105) needed for research and development for 2.5G services and our VASPro software.

Selling and Marketing Expenses. Our selling and marketing expenses increased 58.4% to $7.4 million in
2004 from $4.7 million in 2003. This increase was primarily due to increases in staff costs to $6.3 million from
$4.4 million as we increased sales and marketing staff (from 206 to 282) to accommodate the growth and
expansion of our 2.5G services nation-wide and the implementation of China Unicom’s Phase [T capacity
expansion project for its nation-wide WAP portal. This increase also resulted, to a lesser extent, from an
increase in costs of $0.4 million to promote our Hawa brand in 2004.

General and Administrative Expenses, Our general and administrative expenses increased 44.3% to §1.8
million in 2004 from $1.3 million in 2003. This increase reflects increased fees for professional services and
increased headcount (from 22 to 42) of our administrative staff to support the growth of our business in 2004,

Incoine from Operations. As a result of the foregoing, income from operations increased significantly to
$17.5 million for 2004 from $4.9 million for 2003,

Iaterest Expense. Interest expense decreased to $0.3 million for 2004 from $0.4 miliion for 2003.

Net Incomie. As a result of the foregoing, net income increased significantly to $17.2 million for 2004
from $4.5 million for 2003.

Deemed Dividends on Series A Convertible Preference Shares. We effected a deemed dividend of
$39,917 in 2004 and $0.1 million in 2003 due to the difference between the sale and conversion prices and fair
market values of warrants and Series A convertible preference shares that we issued in the first and second
quarters of 2003.

Income Auributable to Holders of Ordinary Shares. As a result of the foregoing, our net income
attrihutable to holders of ordinary shares was $17.2 million in 2004, compared to $4.4 million in 2003,
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Liquidity and Capital Resources

Cash Flows and Working Capital

The following table sets forth our cash flows with respect to operating activities, investing activities and
financing activities for the periods indicated:

For the Year Ended December 31,

2005 2004 2003
(in thousands of U.S. dofiars)
Net cash provided by operating activities. ... $13,980  §15,751 $3.093
Net cash used in investing activities (6,591) (17,089) (256)
Net cash provided by (used in) financing activities.......oooovvviiieinieienne 39,305 (1,104) 8,302
Net increase (decrease) in cash and cash equivalents..................on $66,694  $(2,442) $11,139

To date, we have primarily financed our operations through the proceeds from our initial public offering
in February 2005, the private placement of equity to investors and our current management, capital
contributions, short-term borrowings and cash flow from our operating subsidiaries.

Our net cash provided by operating activities in 2005 was $14.0 million. This was primarily attributable
to our net income of $18.6 million, as adjusted for an add-back of $1.9 million in depreciation and
amortization as a non-cash item which was offset in part by a $5.8 million increase in accounts receivable. Our
net cash provided by operating activities in 2004 was $15.8 million. This was primarily attributable to our net
income of $17.2 million, as adjusted for an add-back of $2.0 million in depreciation and amortization as a
non-cash itern which was offset by a §3.5 million increase in accounts receivable. Our net cash provided by
operating activities in 2003 was $3.1 million. This was primarily attributable to our net income of $4.5 million,
as adjusted for a $2.9 million increase in accounts payable and a $2.5 million increase in accrued expenses and
other current liabilities which was offset by a $7.9 million increase in accounts receivable.

Net accounts receivable increased from $7.9 millien as of December 31, 2003 to $11.9 million as of
December 31, 2004 and to $18.1 million as of December 31, 2005. The increase from 2003 to 2004 is
primarily due to an increase in our revenues and the resuiting increase in net accounts receivable at any given
point in time. The increase from 2004 to 2005 is primarily due to an amount due from one customer who was
granted extended credit terms during the year; the amount was fully settled subsequently. The average
collection time for our accounts receivable from 2G and 2.5G services was 63 days in 2003, decreasing to 55
days in 2004 and increasing to 81 days in 2005. The average collection time for our accounts receivable from
software and system integrations services decreased from 153 days in 2003 to 114 days in 2004 and increased
to 141 days in 2005. The decrease in collection time for our 2G and 2.5G services and software and system
integration services in 2004 was due to our increased collection efforts and, in particular, an increase in
accounts receivables from 2.5G services, which generally have a shorter collection time compared to 2G
services. The increase in collection time for our 2G and 2.5G services in 2005 was related to the penalty
imposed by China Unicom which slowed our usual settlement time with China Unicom and also due to an
amount due from one customer who was granted extended credit terms during 2005, The increase in collection
time for our software and system integration services in 2005 was mainly due to the increased
work-in-progress related to software and system integration services. Consequently, the average collection
time for cur combined accounts receivable fluctuated from 109 days in 2003 to 67 days in 2004 and 88 days in
2005. We establish provisions for bad debts in accordance with our provisioning policy, which is based upon
several factors including the amount of time that a receivable has been overdue.

Currently, the majority of our net accounts receivable consist of fees due to us from mobile operators
pursuant to our network service agreements related to our 2G and 2.5G services. We have entered into separate
network service agreements with China Unicom, China Mobile, China Telecom, China Netcom and severat of
their respective provincial offices. In 2005, the majority of our 2G and 2.5G services revenues were
contributed by twelve separate entities of these mobile operators, upon whom we rely for billing and collection
services. In the event that the mobile operators, particularly China Untcom or China Mobile, or any of their
provincial offices should withhold, suspend or delay the payment of such fees to us, we may experience cash
flow difficulties, in that our net cash from operating activities may not be sufficient to meet our cash needs.
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Net cash used in investing activities was $6.6 million in 2005, of which $3.2 million was used in the
acquisition of an equity interest of Huayi Brothers Music and $1.1 million was a prepayment for the
acquisition of an equity interest of Freeland Digital Music and Shanghai Magma. Net cash used in investing
activities was $17.1 million in 2004, of which $16.7 million was used in the acquisitions of Beijing Palmsky
and Beijing Network in March and April 2004, respectively, net of cash acquired from these two entities in an
aggregate amount of $0.9 million. Our total capital expenditures for computer hardware, software and office
equipment for the years ended December 31, 2005, 2004 and 2003 were $1.3 million, $1.9 millien and $1.4
million, respectively. Our capital expenditures in progress are financed from retained eamings. Our principal
capital divestitures are not material. We do not have any material capital divestitures in progress.

The following table sets forth our capital expenditures and divestitures for the periods indicated:

For the Year Ended December 31,

2405 2004 2003
(in millions of U.S. dollars)
Capital eXpenditires. ... oie e e $1.3 $1.9 S1.4

Capital divVESHIIUIES ... vt e e ee e e e — — —

Net cash provided by financing activities was $59.3 million for 2005, mainly reflecting the proceeds
from our initia]l public offering. Net cash used in financing activities was §1.1 million for 2004, mainly
reflecting repayments of our short-term loans. Net cash provided by financing activities was $8.3 million in
2003, which primarily represented the proceeds from our issuance of Series A preference shares to investors.

We have no written treasury or borrowing policy. We keep almost all of our cash in U.S. dollar or RMB
denominated bank accounts or shori-term time deposits for two principal purposes: to finance our operations
and to manage the interest rate and currency risks arising from our operations. We adjust the amount of cash
held in U.S. dollars and RMB from time to time to maximize our interest rate returns and to ensure that we
have sufficient RMB for our operational needs, including for lease and other commitments. We have not
historically used derivative instruments to hedge market risks.

We believe that our current cash and cash equivalents, cash flow from operations and the
proceeds from our initial public offering will be sufficient to meet our anticipated cash needs,
including for working capital, capital expenditures and various contractual obligations, for at
least the next 12 months. We also believe that our recent investments in Freeland Digital Music,
Huayi Brothers Music and Shanghai Magma will have no material impact on our future liquidity
or capital resources in the near term. We may, however, require additional cash resources due to
changed business conditions or other future developments, including any investments or
acquisitions we may decide to pursue. If these sources are insufficient to satisfy our cash
requirements, we may seek to issue debt securities or additional equity or to obtain bank
borrowings. The issue of convertible debt securities or additional equity securities could result in
additional dilution to our shareholders. The incurrence of indebtedness would result in increased
debt service obligations and could result in operating and financial covenants that would restrict
our operations and the placement of liens over some or all of our assets. We canrnot assure you
that financing will be available in amounts or on terms acceptable to us, if at all.

Indebredness

As of December 31, 2005, we did not have any indebtedness or any material debt securities or material
mortgages or liens. In addition, as of December 31, 2005, we did not have any material contingent liabilities.
We may, however, be obligated to make certain earn-out payments in connection with our investments in
Huayi Brothers Music, Freeland Digital Music and Shanghai Magma, as discussed under “Tabular Disclosure’
of Contractual Obligations” below.
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TABULAR DISCLOSURE OF CONTRACTUAL OBLIGATIONS

The following table sets forth our contractual obligations as of December 31, 2005:

Payments Due by Period

Less than -3 3-5 More than
Total 1 year years  years 5 years
(in thousands of U.S, dollars)
Operating {2ase COmMMItMENES. ... oo ettt v e e s s 5768 §761 §7 $— —
Other contractual COMMITMENIS® . ... i vns 922 327 395 — —
Total contractual obligations. ..........oo i $1,690 $1.088 3602 $S— $—

*Represents non-cancelable agency agreements with certain artists that provide for minimum payments.

The agreements entered into in connection with our acquisitions and strategic investments described
above under the heading “Recent Developments” include earn-out provisions pursuant to which the sellers will
become entitled to additional consideration, which may be material and may in certain circumstances include
either cash or additional equity interests, if the relevant business achieves specified performance measures.

Holding Company Structure

We are a holding company with no operations of our own. All of our operations are conducted through
Hurray! Times. As a result, our ability to pay dividends and to finance any debt that we may incur is dependent
upon service fees paid by our affiliated Chinese entities to Hurray! Times, and dividends and other
distributions paid by those subsidiaries. If any of our subsidiaries or our affiliated Chinese entities incurs debt
on its own behalf in the future, the instruments governing the debt may restrict its ability to pay service fees or
dividends to Hurray! Times or us. In addition, Chinese legal restrictions permit payment of dividends to us by
our subsidiaries only out of the net income from our subsidiaries, if any, determined in accordance with
Chinese accounting standards and regulations, Under Chinese law, our subsidiaries are also required to set
aside a portion (at least 10%) of their after tax net income, if any, each year for certain reserve funds. These
reserve funds are not distributable as cash dividends.

Off-Balance Sheet Arrangements

We have not entered into any financial guarantees or other commitments to guarantee the payment
obligations of any third parties. In addition, we have not entered into any derivative contracts that are indexed
to our own shares and classified as shareholders’ equity, or that are not reflected in our financial statements.
Furthermore, we do not have any retained or contingent interest in assets transferred to an unconsolidated
entity that serves as credit, liquidity or market risk support to such entity. Morecover, we do not have any
variable interest in an unconsolidated entity that provides financing, liquidity, market risk or credit support to
us or engages in leasing, hedging or research and development services with us,

Quantitative and Qualitative Disclosures About Market Risk

Interest Rate Risk

Our exposure to market risk for changes in interest rates relates primarily to the interest income
generated by our cash deposits in banks. We have not used derivative financial instruments in our investment
portfolio. Interest-earning instruments and floating rate debt carry a degree of interest rate risk. We have not
been exposed, nor do we anticipate being exposed, to material risks due to changes in interest rates. Cur future
interest income may fluctuate in line with changes in interest rates. However, the risk associated with
fluctuating interest rates is principally confined to our cash deposits in banks, and, therefore, our exposure to
interest rate risk is minimal and immaterial.
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Foreign Exchange Risk

While our reporting currency is the U.S. dollar, to date, virtually all of our revenues and costs are
denominated in Renminbi and substantially all of our assets (other than the proceeds from our initial public
offering) and liabilities are denominated in Renminbi. As a result, we are exposed to foreign exchange risk as
our revenues and results of operations may be impacted by fluctuations in the exchange rate between U.S.
dollars and Renminbi. If the Renminbi depreciates against the U.S. dollar, the value of our Renminbi revenues
and assets as expressed in U.S. dollars in our financial statements will decline.

Between 2000 and 2005, the exchange rate between Renminbi and U.S. dollars has varied by less than
2.5%. If the Renminbi had been 1% and 5% less valuable against the U.S. dollar than the actual rate as of
December 31, 2002 which was used in preparing the Company’s audited financial statements as of and for the
vear ended December 31, 2005, our net asset value, as presented in U.S. dollars, would have been reduced by
$436,660 and $2,100,127, respectively. Conversely, if the Renminbi had been 1% and 5% more valuable
against the U.S. dollar as of that date, then our net asset value would have increased by $445,481 and
§2,321,193, respectively. We cannot predict at this time what will be the long-term effect of the Chinese
government’s decision to tie the Renminbi to a basket of currencies, rather than just to the U.S. dollar.

Inflation

In recent years, China has not experienced significant inflation, and thus inflation has not had a
significant effect on our business during the past three years. According to the China Statistical Bureau,
China’s overall national inflation rate, as measured by the general consumer price index, was approximately
1.8%, 3.9% and 1.2% in 2005, 2004 and 2003, respectively.

Taxation

Hurray is a tax-exempted company incorporated in the Cayman Islands. The subsidiaries incorporated in
the PRC are governed by the Income Tax Law of the PRC Concerning Foreign Investment and Foreign
Enterprises and various local income tax laws (the “Income Tax Laws”). Pursuant to the PRC Income Tax
Laws, Hurray’s PRC subsidiaries and variable interest entities are generally subject to enterprise income tax at
a statutory rate of 33%, which comprises a 30% national income tax and a 3% local income tax.

Some of Hurray’s subsidiaries and variable interest entities qualify as “high technology™ enterprises, and
under PRC Income Tax Laws, they are subject to a preferential tax rate of 15%. This classification entitles
Hurray! Times to a three-year exemption from enterprise income tax commencing in 2003, followed by a 7.5%
preferential tax rate for the succeeding three years and a 15% preferential tax rate thereafter. The three year
income tax exemption commenced in 2000 for Hurray! Solutions, 2002 for WVAS Solutions, 2003 for Beijing
Cool Young, Beijing Network and Beijing Palmsky, 2004 for Beijing Hutong, 2001 for Shanghai Magma and
2006 for Hurray! Digital Music and Freeland Digital Music. Huayi Brothers Music is classified as a “new
enterprise” and, accordingly, enjoys an exemption from both national and local enterprise income tax in 2005.
It will be subject to a 30.0% national enterprise income tax and 3.0% local enterprise income tax thereafter.
Hengji Weiye is subject to a 33% enterprise income tax,

In addition, Hurray’s subsidiaries in the PRC are “foreign invested enterprises,” and under PRC Income
Tax Laws, they are entitled to either a three-year tax exemption followed by three years with a 50% reduction
in tax rate, commencing the first operating year, or a two-year tax exemption followed by three years with a
50% reduction in tax rate, commencing the first profitable year. These preferential tax arrangements will
expire at various dates between 2006 and 2010. Due to these preferential tax treatments and cumulative tax
loss carryforwards, we were not subject to any current income tax expense in 2004 and 2003,

If our activities constitute a permanent establishment in China, the income we earn in China would also

be subject to a 30.0% state enterprise income tax and 3.0% local enterprise income tax. Income of our
company that is not connected to a permanent establishment in China would be subject to a 10% withholding
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tax on gross receipt from profit, interest, rentals, royalties and other income ¢arned in China. Dividends from
our wholly owned subsidiary, Hurray! Times, to our company are exempt from Chinese withholding tax.

Our wireless value-added services revenues are subject to a 3% business tax and our software and system
integration services revenues are subject to a 17% value-added tax. Companies that develop their own software
and register the software with the relevant authorities in China are generally entitled to a value-added tax
rebate of 14%. Any service fees that Hurray! Times charges and subsequently collects pursuant to the
exclusive technical and consulting service agreements with Hurray! Solutions and our other Chinese affiliates
are subject to a 5.0% business tax.

Subject to the approval of the relevant tax authorities, Hurray! Solutions and other affiliated Chinese
entities had total tax loss carryforwards of approximately $3.6 million and $2.9 million as of December 31,
2005 and 2004, respectively, for enterprise income tax purposes, which will expire by 2010. These tax loss
carryforwards give rise to potential deferred tax assers totaling $0.4 million and $0.4 millien as of
December 31, 2005 and 2004, respectively. We cannot, however, conclude at this time that it is more likely
than not that Hurray! Solutions and other affiliated Chinese entities will record sufficient net income within the
carryforward period to realize the full tax benefit of these past net losses. As a result, we have established a
valuation allowance against the gross deferred tax assets of Hurray! Solutions and our other affiliated Chinese
entities in respect of such loss carry forwards as of December 31, 2005 and 2004,

Hurray! Technologies (HK) Ltd., (“Hurray! Technologies™), our 99% owned subsidiary, is subject to
income tax in Hong Kong. Hong Kong companies are generally subject to a 17.5% corporate income tax.
Hurray! Technologies has not, however, paid any income taxes in Hong Kong because to date it has not
received any revenues.

Recently Issued Accounting Standards

In February 2006, the FASB issued Statement of Financial Accounting Standards (“SFAS™) No. 153,
“Accounting for Certain Hybrid Financial Instruments-an amendment of FASB Statements No. 133 and 140.”
SFAS Nao. 155 amends SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities”, to
permit fair value remeasurement for any hybrid financial instrument with an embedded derivative that
otherwise would require bifurcation, provided that the whole instrument is accounted for on a fair value basis,
SFAS No. 155 amends SFAS No. 140, “Accounting for the [mpairment or Disposal of Long-Lived Assets™, to
allow a qualifying special-purpose entity to hold a derivative financial instrument that pertains to a beneficial
interest other than another derivative financial instrument. SFAS No. 155 applies to all financial instruments
acquired or issued after the beginning of an entity’s first fiscal year that begins after September 185, 2006, with
earlier application allowed. We do not expect the adoption of SFAS No. 155 to have a material impact on our
consolidated resuits of operations and financial condition.

In December 2004, the FASB issued SFAS No. 123 (revised 2004), “Share-Based Payment” (“SFAS
123R"). SFAS 123R is a revision of SFAS 123 and supersedes APB 25. SFAS 123R requires all share-based
payments to employees including grants of employee stock options, to be recognized in the financial
statements based on their fair values. SFAS 123R is effective from the beginning of the first fiscal year
beginning after June 15, 2005 (as modified by the SEC on April 14, 2005). In March 2005, the SEC issued
Staff Accounting Bulletin No. 107 regarding the SEC’s interpretation of SFAS 23R and the valuation of
share-based payments for public companies. Under APB 23, no stock-based compensation cost had been
reflected in our net income for grants of stock options to employees. On December 20, 2005, our Board of
Directors approved the acceleration of vesting of approximately 40.0 million unvested stock options, with
immediate effect. The primary purpose of the accelerated vesting was to enable our company to avoid
recognizing future compensation expense associated with the accelerated stock options as a result of our
adoption of SFAS 123R on January 1, 2006. The acceleration reduced stock-based compensation expense to be
recorded under SFAS 123R by approximately $1.1 million beginning in 2006.

In May 2005, the FASB issued SFAS No. 154, “Accounting Changes and Error Corrections, a
replacement of APB Opinion No. 20 and FASB Statement No. 3”. SFAS No. 154 provides guidance on the
accounting for and reporting of accounting changes and emwor corrections. Tt establishes retrospective
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application, or the latest practicable date, as the required method for reporting a change in accounting principle
and the reporting of the correction of an error. SFAS No. 154 is effective for accounting changes and
corrections of errors made in fiscal years beginning after December 15, 2005. The adoption of SFAS No. 154
by our company on January I, 2006 did not have a material impact on our results of operations and financial
condition.

In December 2004, the FASB issued SFAS No. 153, *Exchanges of Nonmonetary Assets—An
Amendment of APB Opinion No. 29”. SFAS 153 eliminates the exception from fair value measurement for
nonmonetary exchanges of similar productive assets in paragraph 21{b) of APB Opinion No. 29, “Accounting
for Nonmonetary Transactions”, and replaces it with an exception for exchanges that do not have commercial
substance. The adoption of SFAS 153 in January 2006 did not have a material impact on our financial
statements.
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To the Board of Directors and Shareholders of
Hurray! Holding Co., Ltd.
Beijing, China

We have audited the accompanying consolidated balance sheets of Hurray! Holding Co., Ltd. and its
subsidiaries and variable interest entities (the “Company”) at December 31, 2005 and 2004 and the related
consolidated statements of operations, shareholders’ equity and comprehensive income, and cash flows for
each of the three years in the period ended December 31, 2005. Our audits also included the financial
statement schedule listed in Schedule 1. These financial statements and related financial statement schedule are
the responsibility of the Company’s management, Our responsibility is to express an opinion on these
cousolidated financial statements and related financial statement schedule based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight
Board (United States). Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. The Company is not
required to have, nor were we engaged to perform, an audit of its internal control over financial reporting. Our
audits included consideration of internal contro! over financial reporting as a basis for designing audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an opinion on the
effectiveness of the Company’s internal control over financial reporting. Accordingly, we express no such
opinion. An audit also includes examining, on a test basis, evidence supporting the amounts and disclosures in
the financial statements, assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion,

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial
position of Hurray! Holding Co., Ltd. and its subsidiaries and variable interest entities at December 31, 2005
and 2004 and the results of their operations and their cash flows for the above stated periods in conformity
with accounting principles generally accepted in the United States of America. Also, in our opinion, the related
financial statement schedule, when considered in relation to the basic consolidated financial statements taken
as a whole, presents fairly, in all material respects, the information set forth therein.

/s/ Deloitte Touche Tohmatsu CPA Lid.

Beijing, China
April 14, 2006




December 31,

2005 2004
(in U.S. dollars, except share data)
Assets
Current assets:
Cash and cash equivalents. ... e $75,958,964 $8,713,697
Accounts receivable, net ot allowance of $15,167 and $12,384 as of December 31, 2005

and 2004, respeCliVELY ..o e 18,089,063 11,882,993
Prepaid expenses and Other CUITENT @SSIS .. v.uv'ivivreur s oreerrrr oeirncarrecnriiearenanrias 1.858,999 2,132,956
JEA R AT L T T 437,493 e
L TRl CUTTCIIE ASS TSt . ettt it st ee st cee teeets et e s et ea e e e et et e e e et et ee e e e n e 96,344,519 22,729,646
Property and eqUIPIMENt NEL.. ... . iiireriiiiiet vttt verrsien e e errren e 2,536,349 2,616,983
Acquired intangible assets, MEL.. ... o e 3,311,561 439,563
GOOAW L. e e e e e e 23025919 20,411,784
Deposits and other 1ong-term aSSeLS. ... oiuivi vt et re e 1,501,970 265,847
D eferred AKX BSSOIS . ..\ e ie e ee et e e e 139,329 —
TOEAl ASSBES. ... ittt ittt tr et e e e et $126,860,147 $46,463,825
Liabilities and shareholders’ equity
Current liabilities:

SROITtEII BOTTOWINES. o ettt ittt e et et ettt ettt e e e et et eeas — $2,658,128
ACCOUNES PAYADIC. ..ttt e et e e e e e 3,730,884 3,335,493
ACQUISIHONS PaYADIE. ....uiv 154,197 —_
Accrued expenses and other current Habilities. ..o iiioicinii 3,210,232 2,749,538
Amount duc to a refated Party ... i 202,276 —
INCOME 12X PAYADIC. .o it 90,308 —
Deferred tax abilities. . ... i i e e 248,455 —
Total current Habilities. ... e e 7,636,352 8,743,139
Commitments and contingencies (Note 20)

BTt Ly T L oy £ T TSSO TP U 604,764 —
Sharcholders” equity:

Series A convertible preference shares ($0.001 par value; 22,000,000 shares authorized,

nil and 16,924,497 shares issued and outstanding as of December 31, 2005 and 2004,

TESPECHIVELY) . it e — 16,923
Ordinary shares ($0.00005 par value; 4,560.000,000 shares authorized; 2,229,754,340

and 1,186,672.000 shares issued and outstanding as of December 31, 2005 and 2004,

TESPECIIVEIY) Lot ittt e e 111,488 39,334
Subscription receivable. ... — (50,880}
Additionat paid-in capital 77.335,532 16,416,197
RETANEA CAITHIES 1ot ves v evn e neiem s et e et s e e s e et e ae e eecneae e e b e eees 39,898,507 21,279,775
Accumulated other comprehensive income {(1088) .....oovriviiiii i 1,273,504 (685)
Total shareholders’ quIity. . ... it e e 118,619,031 37,720,666
Total liabilities and shareholders’ equity.................. i $126,860,147 $46,463,825

The accompanying notes are an integral part of these consolidated financial statements.
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Year ended December 31,
2005 2004 2003

(in U.S. dollars, except share data)

Revenues:
2 BBV S, i e e $20,130,752 $14,946274  $13,470,693
2,56 SBIVICRS .ttt ittt e e 35,931,616 28,227,033 4,288,907
Software and system integration Services.............ccoveenn e, 6,312,363 10,267,050 5,363,668
O] YIRS . ettt e e 62,374,731 53,440357 23,123,268
Cost of revenues:
2G SEIVICES oottt ee et e 13,713,673 7,049,848 4,386,258
2.5G SEIVICES ..o ivir et e ie e e e s 14,920,813 11,003,395 2,105,916
Software and system integration services......oeivviriiianernins. 1,302,028 6,276,761 4,150,994
Total cost of reVenUeS ..ot e e 29,936,516 24,330,004 10,843,168
GrOSS PIOLL . oeeen e 32,438,215 29,110,353 12,280,100

Operating expenses:

Product development (including stock-based compensation

expense of §4,886, $60,140 and $16,628 for the years

ended December 31, 2005, 2004 and 2003, respectively). .. 2,536,930 2,306,248 1,392,112
Selling and marketing (including stock-based compensation

expense of $9,911, $221,046 and $113,765 for the years

ended December 31, 2005, 2004 and 2003, respectively)... 9,796,538 7,433,005 4,693,996
General and administrative {including stock-based

compensation expense of $22,7735, Snil and $21,163 for

the years ended December 31, 2005, 2004 and 2003,

FESPECHVELYY .. oev ittt e e 3,484,094 1,820,878 1,261,736
[n-process research and development - 36,000 -
Total operating eXpenses....ovvvceevirviirineanannne. 15,817,562 11,596,131 7.347.844
Income from OPerations.....ccovvvei it e 16,620,653 17,514,222 4,832,236
31T =T BN 1 oTo Y oo LT PPN 1,428,267 38,185 3,239
TIEEIEST BXPOISE. ettt ittt et e e e e e (27,312) (312,440) (389,673)
Other INCOME, NEL. ... v\ttt ee et iaer e et e e s e s eraaee e iarnes 990,470 — —
INCOME befOre INCOME LAXES ..o ivei ettt e e eirerr e 19,012,078 17,239,967 4,545,822
IMCOMIE LAXES. . ottt ittt e et e et e cen 393.346 — —
IR et s o T USSP 18,618,732 17,239,967 4,545,822
Deemed dividends on Series A convertible preference shares......... — (39,917 (113,333)
Income attributable to holders of ordinary shares........................ $18,618,732  $17,200,050 $4,432,489
Income per share, basic. ..., $0.01 $0.01 $0.00
Income per share, diluted. ......ooooiiv v 30.01 $0.01 $0.00
Shares used in caleulating basic income per share.........oviviicend 2,092,089,848 1,208,512,142 1,088,810,959
Shares used in calculating diluted income per share.................... 2,126,228 961 1,572,887,775 1,343,606,622

The accompanying notes are an integral part of these consolidated {inancial statements.
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' ended December 31,

2004 2003

{In U.S.dotlars)

$17,200,050 $4,432,489
39,917 113,333

17,239,967 4,545,822

281,186 153,356
1,986,416 1,133,984
36,000 —
34,051 20,515

(3,501,589) (7.891,521)
4878 (107,619)
(71,444)  (159,915)
407,775 2.880,160
(666,080) 2,518,360

15,751,160 3,093,342

1,510,263 (1,510,263)

(16,727,447) —
—  2,633,76]
(1,871,335) (1,388217)
— 8,791

(17,088,519)  (255,928)

— 6,220
(995,356) —
— 7690934
(1,122) —_
3,999,955 —
{4,107,848) —
— 604,547

(1,104,371) 8,301,701

(2,441,730) 11,139,115
11,151,364 15,523
4,063 (3,674)

$8,713,697 $11,151.364

$247213 $389.673

Year
2005
Operating activities:
Income atiributable to holders of ordinary shares. ... $18,618,732
Deemed dividends on Series A convertible preference shares................... —
NEUINCOIMIC ..ottt et et et e ettt e a s et 18,618,732
Adjustments to reconcile net income to net cash provided by operating
activities:
Stock-based cCompensation. ... .o 37,572
Depreciation and amortization. ...t 1,939,130
[n-process research and development... ... —
Loss on disposal of property and equipment...................... 16,920
Deferred 1aX. ..ottt e e 106,974
Changes in assets and liabilities:
Accounts TeCeIvabIe. Lo i s (5.796,426)
Prepaid expenses and other CUIFent asselS........ovvveviianiiininnin (528,260)
S0 1o S o PO O U (363,511)
Deposits and other long-term assets............ovviiiniiiinein. (62,341)
Accounts payable.......... i (282,043)
Accrued expenses and other current Habilities...................... 203,030
Income tax payable................ 90,308
Net cash provided by operating activifies........cooeviniiiiiniinnin, 13,980,083
Investing activities:
Decrease (increase) in restricted cash. ... —
Acquisitions of businesses (net of cash acquired of $2,316,674, $921,914,

and $nil for the years ended December 31, 2005, 2004 and 2003,

ISPECHVEIY) .o ot e e e e e (4,161,788)
Prepayments related to acquisitions of new businesses.......................... (1,145,472)
Net liabitities assumed from Hurray! Solutions.........c..ooeviiiininiiennn, —
Purchases of property and equipment. ... ......oociiiiiniiiiine e (1,288,698)
Proceeds from disposal of property and equipment................ooo 4,953
Net cash osed in investing activities......ocoveiiiiicniaiiinn e, (6,591.003)
Financing activities:

Proceeds from the issuance of ordinary shares..............ocooiie —
Proceeds from issuance of ordinary shares upon initial public offering, net of

offering costs of $8,635,528 (offering costs of $7,660,172, $995,356 and

Snil was paid for the years ended December 31, 2003, 2004 and 2003,

PEIPECLIVEIY) 1Lt aiiir et ettt e e e 60,422,746
Proceeds from exercise of options. ......covvviiii 1,489,602
Proceeds from the issuance of Series A convertible preference shares......... —
Payment to repurchase Series A convertible preference shares.................. —_
Collection of subscription receivable. ... 50,880
Proceeds from exercise of warrants to purchase Series A convertible

PrEeferenCe SHAreS. .. .. i it —
Repayments of short-term borrowings. ... G (2,638,128)
Proceeds from short-term DOTTOWINGS.. ... ..iviiiiii e i, —
Net cash provided by (used in) financing activities........c...ooovvnnriinnn, 59,305,100
Net increase (decrease) in cash and cash equivalents.........coovviiiinenn. 66,694,180
Cash and cash equivalents, beginning of vear............coovviiiiinininnnns 8,713,697
Effect of exchange rate changes.........c.ociiviiiiiciinniinniciniinen 551,087
Cash and cash equivalents, end of Year.....ccoovcivrvinriiiveireernniinsrennane $75.958,964
Supplemental disclosure of cash flow information:

DT ] 4 23 s D SO PU PP PRPN $92,539
INCOME 1AXES PAI. .. iiiiet it err e e e $390,062

5 —




Year ended December 31,

2005 2004 2003
(In U.S.dollars)

Supplemental disclosure of non-cash investing activities:
Fair value of assets acquired from acquisitions.........c...ooooviii i $7,864,899 $19,151,828 $—

Supplemental disclosure of non-cash financing activities:
Ordinary shares issued to investors for subscription receivable............ $— $— $15,880

Conversion of Series A convertible preference shares into ordinary

1= T OSSR $16,9235 S— $—

Supplemental disclosure of non-cash investing activities:

In December 2003, the Company acquired 51% of the outstanding equity of Beijing Huayi Brothers
Music Co., Ltd. (“Huayi Music”) for a total cash consideration of $4,458,206, of which $196,206 was
transactions costs. As-of December 31, 20035, $1,232,240 was payable into Huayi Music as capital injection
and $19,132 of transaction costs was payable. The Company acquired intangible assets with a fair value of
$2,235,102 and goodwill of $1,593,655 in connection with the transaction,

During 2005, the Company made three other acquisitions of companies, Beijing Hutong Wuxian
Technology Co., Ltd., Guangzhou Piosan Information Technology Co., Ltd. and Beijing Hengji Weiye
Electronic Commerce Co., Ltd., for a total cash consideration of $3,406,693, of which $135,065 was payable
at December 31, 2005. The Company acquired intangible assets with a fair value of $784,124 and goodwill of
$549,504 in connection with these transactions.

During 2004, the Company acquired certain assets of Beijing Palmsky Technology Co., Ltd. in exchange
for cash of $529,623 and 10,672,000 ordinary shares having a fair value of $1,502,467 and, separately,
acquired all of the equity interests of Beijing Enterprise Mobile Technology Co., Ltd. and Beijing Enterprise
Network Technology Co., Ltd. (collectively “Beijing Enterprise™) in exchange for $12,619,738 in cash,
including $198,647 in transaction costs, and 42,688,780 ordinary shares having a fair value of $6,000,000.
Following an amendment to the acquisition agreement for Beijing Enterprise, the Company repurchased and
retired all of the 42,688,780 ordinary shares issued for $4,500,000 in 2004. In connection with these
transactions, the Company acquired intangible assets with a fair value of $1,055,000 and goodwill of
$16,461,761.

The accompanying notes are an integral part of these consolidated financial statements.
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HURRAY!IHOLDING CO, LT
NOTESTOTHE CONSCOLIRDATED FINANCIAL STATEMENTS
FORTHE YEARS ENDED DECEMBER 31, 20605, 2604 and 2043

(in U.S. doilars, unless ctherwise stated)

1. ORGANIZATION AND PRINCIPAL ACTIVITIES

Hurray! Holding Co., Ltd. (“Hurray”), a Cayman [slands corporation, and its consolidated subsidiaries
and its variable interest entities (collectively the “Company”) provide wireless value-added services to mobile
phone users delivered over the wireless networks of the two mobile operators and over the fixed wireless
networks of the two major fixed-line telecommunication operators in the People’s Republic of China (“PRC™).
The Company also desians, develops, sells and supports services provisioning and management software, and
provides system integration services to a major Chinese mobile operator, In addition, in late 2005 the
Company began to focus on music production and distribution following agreements to acquire interests in
several music companies. The Company specializes in the development, marketing and distribution of music
and entertainment oriented consumer wireless value-added services.

To comply with PRC laws and regulations that restrict direct foreign ownership of telecommunication
service businesses in the PRC, the Company conducts substantially all of its business through several variable
interest entities: Hurray! Solutions Ltd. (*Hurray! Solutions™), a predecessor to Hurray, Beijing Cool Young
information Technology Co., Ltd., Betjing WVAS Solutiens Ltd., Beijing Enterprise Network Technology Co.
Ltd. (“Beijing Network™), Beijing Palmsky Technology Co., Ltd. (*Beijing Palmsky”), Beijing Hutong
Wuxian Technology Co., Ltd. ("Beijing Hutong”), Guangzhou Picsan Information Technology Co., Ltd.
(*Guangzhou Piosan”), and Beijing Hengji Weiye Electronic Commerce Co., Ltd. (“Hengji Weiye”) and
Hurray! Digital Music Technology Co., Ltd. (“Hurray! Digital Music”) (collectively the “Variable [nterest
Entities™).

The Variable Interest Entities have entered into various agreements with Hurray and one of its
subsidiaries, including domain name and license agreements and an exclusive cooperation agreement. Under
these agreements, the Variable Interest Entities have the exclusive right to use certain domain and trade names
of Hurray, and Hurray, through a wholly owned PRC subsidiary, Hurray! Times Communications (Beijing)
Ltd. (“Hurray! Times™), is the exclusive provider of technical and consulting services to the Variable [nterest
Entities. In retumn, the Variable Interest Entities are required to pay Hutray licensing and service fees for the
use of each domain name, trade name and for the technical and consulting services received. The technical and
consulting service fees can be, and are, adjusted at Hurray’s discretion depending on the level of service
provided. Hurray is entitled to receive service fees in an amount up 1o all of the net income of the Variable
[nterest Entities. In addition, Hurray has been assigned all voting rights by the direct and indirect owners of the
Variable Interest Entities through agreements which are valid for ten years and cannot be amended or
terminated except by written consent of all parties. Finally, Hurray has the option to acquire the equity interest
of the Variable Interest Entities.

Hurray is the sole beneficiary of the Variable Interest Entities because all the variable interests are held
by Hurray and its related parties. Accordingly, the Company consolidates the Variable Interest Entities under
Financial Accounting Standard Board (“*FASB”) Interpretation {“FIN"} No.46 (revised), “Consolidation of
Variable Interest Entities,” which requires certain variable interest entities (*VIE”) to be consolidated by the
primary beneficiary of the entity if the equity investors in the entity do not have the characteristics of a
controlling financial interest or do not have sufficient equity at risk for the entity to finance its activities
without additional subordinated financial support from other partics.

All of Hurray’s subsidiaries and Variable Interest Entities are 100% conirolled by Hurray either through
equity interests or through VIE arrangements, with the exception of Huayi Music, in which Hurray holds a
51% equity interest and is consolidated by the Company as a VIE.

In February 2003, Hurray completed an initial public offering of 6,880,000 American Depositary Shares
{*ADSs”) on the NASDAQ National Market in the United States of America.
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2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

(a) Basis of presentation

The consolidated financial statements of the Company have been prepared in accordance with
accounting principles generally accepted in the United States of America (“US GAAP”).

(b) Basis of conselidation

The consolidated financial statements include the financial statements of Hurray, its subsidiaries and
Variable Interest Entities. Ail inter-company transactions and balances have been eliminated upon
consolidation,

(c) Use of estimates

The preparation of financial statements in conformity with US GAAP requires management to make
estimates and assumptions that affect the reported amounts of assets and liabilities and revenues and expenses
in the financial statements and accompanying notes. Significant accounting estimates reflected in the
Company’s financial statements include fair value of acquired intangible assets and goodwill and useful lives
for intangible assets and property and equipment.

(d) Significant risks and uncertainties

The Company participates in a dynamic high-technology industry and believes that changes in any of the
following areas could have a material adverse effect on the Company’s future financial position, results of
operations, or cash flows: changes in the overall demand for entertainment-oriented wireless value-added
services; advances and trends in new technologies and industry standards; changes in key suppliers; changes in
certain strategic relationships or customer relationships; regulatory or other factors; risks associated with the
ability to maintain strategic relationships with the mobile and fixed-line telecommunication operators; and
risks associated with the Company’s ability to attract and retain employees necessary to support its growth.

(e) Cash and cash equivalents

Cash and cash equivalents consist of cash on hand and highly liquid investments which are uarestricted
as to withdrawal or use, and which have maturities of three months or less when purchased.

(f) Restricted cash

Restricted cash represents a U.S. dollar bank account used to partially secure the short-term bank
borrowings of the Company. In 2004, the related bank loan was repaid.

(g) Inventories .

Inventories comprise equipment purchased for use in system integration services and music CDs and are
stated at the lower of cost, determined using the first-in, first-out method, or market.

{h) Property and equipment, net

Property and equipment are carried at cost less accumulated depreciation and amortization. Depreciation
and amortization are calculated on a straight-line basis over the following estimated usefui lives:

Furniture and office equipment
Motor vehicles. ..o S years
Telecommunication equipment 3 years
Leaschold improvements Over the lease term
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(i) Acquired intangible assets, net

Acquired intangible assets consists of intangible assets acquired through various acquisitions as
described in Note 3 and are amortized on a straight-line basis over their expected useful economic lives.

(i) Goodwill

Goodwill represents the excess of the purchase price over the fair value of the identifiable assets and
liabilities acquired as a result of the Company’s acquisitions as described in Note 3.

The Company tests goodwill for impairment by reporting unit on an annual basis as of January 31 or
more frequently if an event occurs or circumstances change that could more likely than not reduce the fair
value of the goodwill below its carrying amount, The Company performs a two-step goodwill impairment test.
The first step compares the fair values of each reporting unit to its carrying amount, including goodwill. If the
fair value of each reporting unit exceeds its carrying amount, goedwill is not considered to be impaired and the
second step will not be required. If the carrying amount of a reporting unit exceeds its fair value, the second
step compares the implied fair value of goodwill to the carrying value of a reporting unit’s goodwill. The
implied fair value of goodwill is determined in a manner similar to accounting for a business combination swith
the allocation of the assessed fair value determined in the first step to the assets and liabilities of the reporting
unit. The excess of the fair value of the reporting unit over the amounts assigned to the assets and liabilities is
the implied fair value of goodwill. This allocation process is only performed for purposes of evaluating
goodwill impairment and does not result in an entry to adjust the value of any assets or liabilities. An
impairment loss is recognized for any excess in the carrying value of goodwill over the implied fair value of
goodwill. The impairment of goodwill is determined by the Company estimating the fair value based upon the
present value of future cash flows. In estimating the future cash flows, the Company has taken into
consideration the overall and industry economic conditions and trends, market risk of the Company and
historical information.

The Company performed annual goodwill impairment tests on January 31, 2006, 2003 and 2004, which
resulted in no impairment loss.

(k) Impairment of long-lived assets

The Company reviews its long-lived assets for impairment whenever events or changes in circumstances
indicate that the carrying amount of an asset may no longer be recoverable. When these events occur, the
Company measures impairment by comparing the carrying value of the long-lived assets to the estimated
undiscounted future cash flows expected to result from the use of the assets and their eventual disposition. 1f
the sum of the expected undiscounted cash flow is less than the carrying amount of the assets, the Company
would recognize an impairiment loss based on the fair value of the assets.

{I) Revenue recognitioen and cost of revenues
Wireless value-added services

Wireless value-added service revenues are derived from providing personalized media, games,
entertainment and communication services to mobile phone and personal handy phone (collectively “mobile
phones”) customers of the various subsidiaries of four major Chinese operators of mobile and fixed-line
telecommunication networks, China United Telecommunications Corporation (*China Unicom”), China
Mobile Communications Corporation (“China Mobile™), China Telecommunications Corporation (*China
Telecom™) and Chira Netcom Communications Group Corporation (“China Netcom™) (collectively the
“Telecom Operators™). Prior to the year ended December 31, 2005, the Company had not derived any revenues
from China Telecom or China Netcom. Fees, negotiated by a network service agreement with the Telecom
Operators and indicated in the message received on the mobile phone, for these services are charged on a
per-use basis or on a monthly subscription basis, and vary according to the type of services delivered. The
Company recognizes all revenues in the period in which the services are performed net of business taxes of
$1,397,538, §1,149,873 and $468,000 for 2005, 2004 and 2003, respectively.




The Company contracts with the Telecom Operators for the transmission of wireless services as well as
for billing and collection services. The Telecom Operators provide the Company with a monthly statement that
represents the principal evidence that service has been delivered and triggers revenue recognition for a
substantial portion of the Company’s revenue. In certain instances, when a statement is not received within a
reasonable period of time, the Company makes an estimate of the revenues and cost of services earned during
the period covered by the statement based on its internally generated information, historical experience and/or
other assumptions that are believed to be reasonable under the circumstances.

The Company’s financial statements through December 31, 2003 reflect the Company’s actual revenues
as they appear on the Telecom Operators’ statements, For the years ended December 31, 2005 and 2004, the
Company recognized approximately 5% of its 2G services on an estimated basis and less than 5% of its 2.5G
services on an estimated basis.

The Company measures its revenues based on the total amount paid by mobile phone customers, for
which the Telecom Operators bill and collect on the Company’s behalf. Accordingly, the service fee paid to
the Telecom Operators is included in the cost of revenues. [n addition, in respect of 2G services, the Telecom
Operators charge the Company a network fee based on a per message fee, which varies depending on the
volume of messages sent in the relevant month, multiplied by the excess of messages sent over messages
received. These network fees are likewise retained by the Telecom Operators and are reflected as cost of
revenues.

The Company evaluates the criteria outlined in Emerging Issues Task Force (“EITF”) Issue N0.99-19,
“Reporting Revenue Gross as Principal Versus Net as an Agent,” in determining whether it is appropriate to
record the gross amount of revenues and related costs or the net amount earned after deducting the fees
charged by the Telecom Operators. The Company records the gross amounts billed to its mabile phone
customers, as it is the primary obligor in these transactions since it has latitude in establishing prices, is
involved in the determination of service specifications, selection of suppliers, and bears credit risk relating to
these transactions.

Software and system integration services

Software and system integration services are a total customized solution, which includes software license
fees, system design, planning, consulting and integration, and in some cases hardware products and require
significant modification and customization to meet the customers specifications outlined in the revenue
contract. Revenue from software and system integration services is recognized on the
percentage-of-completion method in accordance with Statement of Position (“SOP”) 81-1 based on its stage of
completion, except for revenues associated with the procurement of hardware which are recognized upon
delivery. Provisions for estimated losses on contracts are made in the period in which the anticipated losses
become known. The Company has segmented the revenue generated from the sale of hardware products from
the remaining software and systemn integration services as required under the provisions of SOP 81-1. The
Company submits separate proposals for each of the deliverables and the customer may accept the software
and integration services without accepting the hardware. Values assigned to the hardware revenue segments
are based on cost as the Company does not generate any profit from hardware sales.

The Company evaluates the criteria outlined in EITF Issue 99-19 in determining whether it is appropriate
to record the gross amount of hardware revenues and related costs or the net amount earned after deducting the
amounts paid to the supplier. The Company records the gross amounts billed to its customers as it is the
primary obligor in these transactions since it has latitude in establishing prices, is involved in the determination
of service specifications and selection of suppliers and bears inventory and credit risk relating to the
transaction.

(m) Foreign currency translation

Hurray uses the United States dollar (“U.S. dollar”) as its functional and reporting currency. Monetary
assets and liabilities denominated in currencies other than the U.S. dollar are translated into U.S. dollars at the
rates of exchange ruling at the balance sheet date, Transactions in currencies other than U.S. dollars during the
year are converted into US dollars at the applicable rates of exchange prevailing at the last day of the month
transactions occurred. Transaction gains and losses are recognized in the statements of operations.
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The financial records of certain of Hurray's subsidiaries and Variable Interest Entities are maintained in
Renminbi (“RMB™), which is their functional currency. Assets and liabilities are translated at the exchange
rates at the balance sheet date, equity accounts are translated at historical exchange rates and revenues,
expenses, gains and losses are translated using the average rate for the period. Translation adjustments are
reported as cumulative translation adjustments and are reflected as a separate component of comprehensive
income in the statements of shareholders’ equity.

RMB is not fully convertible into U.S. dolfars. The rate of exchange for the U.S. dollar quoted by the
Bank of China was RMB 8.0702, RMB 8.2765 and RMB 8.2767 on December 31, 2005, 2004 and 2003,
respectively.

(n) Product development expenses

Product development expenses consist of content development expenses including compensation and
related costs for employees associated with the development and programming of mobile data content and
costs for the development of new software products and substantial enhancements to existing sofiware
products, These costs are expensed as incurred until technological feasibility has been established, at which
time any additional costs would be capitalized. To date, the Company has essentially completed its
development concurrently with the establishment of technological feasibility, and, accordingly, no costs have
been capitalized.

(0) Income taxes

Deferred income taxes are recognized for temporary différences between the tax bases of assets and
liabilities and their reported amounts in the financial statements, net operating loss carry forwards and credits
by applying enacted statutory tax rates applicable to future years. Deferred tax assets are reduced by a
valuation allowance when, in the opinion of management, it is more likely than not that some portion or alt of
the deferred tax assets will not be realized. Current income taxes are provided for in accordance with the laws
of the relevant taxing authorities.

(p) Comprehensive income

Comprehensive income includes foreign currency translation adjustments. Comprehensive income is
reported in the statements of shareholders’ equity.

(q) Fair value of financial instruments

Financial instruments include cash and cash equivalents, accounts receivable, short-term borrowings,
accounts payable, and accrued expenses and other current liabilities. The carrying values of cash and cash
equivalents, accounts receivable, shori-term borrowings, accounts payable, and accrued liabilities and other
current liabilities approximate their fair values due to their short-term maturities.

(r) Advertising costs

The Company expenses .advertising costs as incurred. Total advertising expenses were $969,122,
$361,923 and $276,232 in 2005, 2004 and 2003, respectively, and have been included in selling and marketing
expenses and cost of revenues,

(s) Stock-based compensation

The Company grants stock options to its employees and certain non-employees. The Company records
compensation expense for employees for the excess of the fair value of the stock at the grant date or any other
measurement date over the amount an employee must pay to acquire the stock. The compensation expense is
recognized over the applicable service period, which is usually the vesting period. The Company accounts for
stock-based awards to non-employees by recording compensation expense for the services rendered by the
non-employees using their estimated fair values.
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Had compensation cost for options granted to employees under Hurray’s stock option plans been
determined based on the fair values at the grant dates, the Company’s pro forma income would have been as
follows:

Year ended December 31,

2005 2004 2003
Income attributable to ordinary shareholders as reported........... $18.618,732 $17,200,050 $4,432,48%
Add: Employee stock-based compensation as reported............. 16,804 — —
Less: Employee stock-based compensation determined using the
fair value method. .. ..oooiiir e, (1,628,723) (689,087) (114,670)

Pro forma income atiributable to ordinary sharehelders............ 17,006,813 $16,510,963 54,317,819
Basic income per share:

AS TEPOTIEU . e e $0.01 $0.01 £0.00

PrO FOITNE. et e e $0.01 $0.01 $0.00
Diluted income per share:

ASTEPOTTCA. ettt ettt e e $0.01 $0.01 $0.00

PrO (0TI e ei ittt s e e et e ceaaai $0.01 $0.01 $0.00

The fair value of each option granted is cstimated on the date of grant using the Black-Scholes Option Pricing
model with the following assumptions used for grants during the applicable peried.

Year ended December 31,

Option Grants 2005 2004 2003
Average risk-free rate of return......... 3.27%-3.73% 3.36%-3.45% 3.54%
Weighted average expected option life 3.25 years 4 years 4 years
Volatility rate. ..o i e 65% 95%  95%
Dividend yield. .....ocooiiiiii 0% 0% 0%

(t) Income per share

Basic income per share is computed by dividing income attributable to ordinary shareholders by the
weighted average number of ordinary shares outstanding during the year, Diluted income per ordinary share
reflects the potential dilution that could occur if securities or other contracts to issue ordinary shares were
exercised or converted into ordinary shares.

(u) Segment reporting

Prior to December 31, 2005, the Company operated and managed its business in two segments, which
are wireless value-added services (“WVAS”) and software and system integration services (“SI”). WVAS
consist of 2G services and 2.5G services. Upon the acquisition of Huayi Music on December 31, 2005, the
Company entered into a new segment, music production and artist development (*Music”), in addition to
WVAS and SI.

The Company generates its revenues solely in the PRC, and accordingly, no geographical information is
provided.

(v) Recently issued accounting standards

In February 2006, the FASB issued Statement of Financial Accounting Standards (“SFAS™) No. 153,
“Accounting for Certain Hybrid Financial Instruments-an amendment of FASB Statements No. 133 and 140.”
SFAS Noc. 155 amends SFAS No. 133, “Accounting for Derivative Instruments and Hedging Activities”, to
permit fair value remeasurement for any hybrid financial instrument with an embedded derivative that
otherwise would require bifurcation, provided that the whole instrument s accounted for on a fair value basis.
SFAS No. 155 amends SFAS No. 140, “Accounting for the Impairment or Disposal of Long-Lived Assets”, to
allow a qualifying special-purpose entity to hold a derivative financial instrument that pertains to a beneficial
interest other than another derivative financial instrument. SFAS No. 155 applies to all financial instruments
acquired or issued after the beginning of an entity’s first fiscal year that begins after September 15, 2006, with

-37-




P '2005:A)_g)mal Repor

triact

earlier application allowed. The Company does not expect the adoption of SFAS No. 155 to have a material
impact on its consolidated results of operations and financial condition.

In December 2004, the FASB issued SFAS No. 123 (revised 2004), “Share-Based Payment” (“SFAS
123R”). SFAS 123R is a revision of SFAS 123 and supersedes Accounting Principles Board {“*APB25").
SFAS 123R requires all share-based payments to employees including grants of employee stock options, to be
recognized in the financial statements based on their fair values. SFAS 123R is effective from the beginning of
the first fiscal year beginning after June 15, 2005 {as modified by the SEC on April 14, 2005). In March 2003,
the SEC issued Staff Accounting Bulletin No. 107 regarding the SEC’s interpretation of SFAS 123R and the
valuation of share-based payments for public companies. Under APB 23, no stock-based compensation cost
had been reflected in the net income of the Company for grants of stock options to employees. On
December 20, 2005, the Board of Directors (the “Board”) of Hurray approved the acceleration of vesting of
approximately 40.0 million unvested stock options, with immediate effect. The prmary purpose of the
accelerated vesting was to enable the Company to aveid recognizing future compensation expense associated
with the accelerated stock options as a result of the Company’s adoption of SFAS 123R on January 1, 2006.
The acceleration reduced stock-based compensation expense to be recorded under SFAS 123R by
approximately §1.1 million beginning in 2006.

In May 2005, the FASB issued SFAS No. 154, “Accounting Changes and Error Corrections, a
replacement of APB Opinion No. 20 and FASB Statement No. 3”. SFAS No. 154 provides guidance on the
accounting for and reporting of accounting changes and error corrections. It establishes retrospective
application, or the latest practicable date, as the required method for reporting a change in accounting principle
and the reporting of the correction of an error. SFAS No. 154 is effective for accounting changes and
corrections of errors made in fiscal years beginning after December 15, 2005. The adoption of SFAS No. 154
by the Company on January 1, 2006 did not have a material impact on its results of operations and financial
condition.

In December 2004, the FASB issued SFAS No. 153, “Exchanges of Nonmonetary Assets—An
Amendment of APB Opinion No. 29”. SFAS 153 eliminates the exception from fair value measurement for
nonmonetary exchanges of similar productive assets in paragraph 21(b) of APB Opinion No. 29, “Accounting
for Nonmonetary Transactions”, and replaces it with an exception for exchanges that do not have commercial
substance. The adoption of SFAS [53 in January 20066 did not have a material impact on its financial
statements.

(v) Reclassifications

The Company has presented interest income separately in its consolidated statement of operations in
2005 and, accordingly, reclassified certain items of income or expenses in the 2004 and 2003 consolidated
statements of operations to conform to current year’s presentation.

3. ACQUISITIONS

During the three-year period ended December 31, 2005, the Company made a number of acquisitions of
businesses. Each acquisition has been recorded using the purchase method of accounting, and accordingly the
acquired assets and Habilities were recorded at their fair values on the dates of acquisitions and the results of
their operations have been included in our operations since the dates of their acquisitions. The fair values of
the assets and liabilities acquired were estimated by external valuation specialists using a combination of
valuation methods, such as “income approach”, “market approach” and “cost approach” method, considering,
among other factors, forecasted financial performance of the acquired business, market performance, and
market potential of the acquired business in China.

(a) 2005 acquisitions
Acguisition of Huayi Music

On December 31, 2005, the Company acquired 51% of the outstanding equity of Huayi Music, which
focuses on artist development, music production ard off-line distribution of music in China, for a total cash

consideration of $4,458,206, of which $196,206 was transaction costs. As part of the agreement, the Company
will invest $4,262,000 in cash for 51% of Huayl Music, of which $2,905,000 was payable to the existing
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shareholders and $1,357,000 was payable into Huayi Music as capital injection. As of December 31, 2005,
$3,029,760 had been paid and $1,232,240 was payable into Huayi Music as capital injection and $19,132 of
transaction costs was payable,

The final consideration payable by the Company and the respective ownership interests of the
shareholders of Huayi Music are subject to adjustment based on the financial performance of Huayi Music
following the closing of the transaction. The adjustment is based on Huayi Music’s performance in 2006 and
2007 by reference to a benchmark profit of $1,116,700. If the actual net income of Huayi Music is higher than
the benchmark profit, the Company will pay the existing shareholders cash equal to 41.5% of the excess based
on the actual net profit multiplied by a factor of 6. No adjustment is made if the difference is within 5% of the
benchmark profit. The Company has the option to dilute its percentage of interest in Huayi Music instead of
paying the additional consideration but its equity interests cannot be lower than 30%.

Total purchase price:

Cash CORSTARIALIOM. .o e e e e et 54.262,000
B faLa o o T} I o e P U ORI 196,206
$4,458,206

Purchase price allocation at 51% of Huayi Music:

Amartization
period
Cash and cash eqUIVEIENTS. ... c...oiiiiiiie i e $143,366
Capital contribution receivable ..ot 628,443
Accounts receivable. .. oo 141,710
ORET CUITENE ASSRES .+ vt vr v te i evaentsrerreernrterie it eaent e nvaeatarcnrassens 146,258
Acquired intangible assets: ...
ATTESE COMIIACES 1ottt veent ettt e e et ensee e ereneee e anes 1,020,420 6,52 years
TradEmIArK . . o e 454,250 Indefinite
Copyright surrogate Contract...........ovvevivviineniiiiieininiaie e, 69,578 5.67 years
Existing record copyright...........cooiii 17,189 3 years
Exclusive VAS agreement.........ccooiiiii i i eeeen e 542,408 Indefinite
NON-COMPETE AZTEEMENE. .o\ vvreneieree ittt ien e e 131,257  Indefinite
GOOAWIl L. et e e e 1,593,653 N/A
Property and eqQUIPIMCIIL, N8 ...uvuivrrrierirtrriieirs e creeanieenenaaann 43,567 3 -5 years
Current HabilIties. ..ot et e e (473,895)
] | DU PPN $4,458,206

At the date of acquisition, Huayi Music had a payable of $202,276 due to its minority sharcholders,
which represents an advance for operational purposes,

The following unaudited pro forma information summarizes the results of operations for the years ended
December 31, 2005 and 2004 of the Company and Huayi Music. It has been prepared on the assumption that
the acquisition occurred as of January I, 2004. The following pro forma financial information is not
necessarily indicative of the results that would have occurred had the acquisition been completed at the
beginning of the periods indicated, nor is it indicative of future operating results:

Year ended December 31,

2005 2004
(unaudited) {unauditcd)

Pro forma total revenue, ... ..o $62,944,870 $33,440,357
Pro forma income attributable to holders of ordinary shares.......... 17,822,639 16,928,741
Pro forma income per share:

] (s T O RO PO $0.01 $0.01
B BSIC . e e $0.01 50.0t
Shares used in calculation of pro forma net income per share:

B 10 (RPN $0.01  1,208,512,142
B [ D ST $0.01 1,572,887.775
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The pro forma results of operations give effect to certain adjustments, including amortization of acquired
intangible assets with definite lives, associated with the acquisition.

Acquisition of Beijing Hutong, Guangzhou Piosan and Hengji Weiye

During 2005, the Company made three other acquisitions of companies in China to expand the
Company’s portfolio of wireless value-added services in China. The Company acquired the entire equity
interests of Beijing Hutong, Guangzhou Piosan and Hengji Weiye for a total cash consideration of $3,406,693,
including transaction costs of $135,488. Of the total consideration, an amount payable of $135,065 was
outstanding as of December 31, 2005. The following table summarizes the estimated fair values of the assets
acquired and liabilities assumed at the date of acquisition.

Aggregate purchase price allocation —Beiiing Hutong, Guangzhou Piosan and Hengji Weiye:

Amortization
period
Cash and cash equIVALENIS . v v it iv et e e re s e rae s e cavens 52,035,565
Prepaid expenses and other receivables. ... e 12,451
Acquired intangible assets:
Telecommunication wireless value-added Heenses......oovvvioiiiiiiiiecie e 113,062 4 -4.25 years
Agreements with Telecom Operators.............oviiiciiiiiin i 348,150  1.25-3 years
Business transaction codes, ...... ..o e 166,090 3 years
SMS platform. .o s 156,822 7 years
GooaWIll. o e e 549,504 N/A
Property and equipment, NEL.......ooiiviivi i 105,424 3 -5 years
G 0 (1 1o T3 S SOOI (80,373)
] D O N D P PP PN $3,406,693

The following unaudited pro forma information summarizes the resuits of operations for the years ended
December 31, 2005 and 2004 of the Company, Beijing Hutong, Guangzhou Piosan and Hengji Weiye. It has
been prepared on the assumption that the acquisitions occurred as of January 1, 2004. The following pro forma
financial information is not necessarily indicative of the results that would have occurred had the acquisition
been completed at the beginning of the periods indicated, nor is it indicative of future operating results:

Year ended December 31,

2005 2004
(unondited) (unaudited)

PO O A FEVEIIUE . ..ottt e e e e e e i 363,051,933 $54,540,376
Pro forma income attributable to holders of ordinary shares......................... 18,269,399 16,497,221
Pro forma income per share:

N £ L (OO $0.01 $0.01
SR, e $0.01 $0.01
Shares used in calculation of pro forma net income per share:

T DU OSSP 2,092,089,848  1,208,512,142
B 11311 D OO OP TP 2,129,228,961  1,572,887,775

The pro forma resuits of operations give effect to certain adjustments, including amortization of acquired
intangible assets with definite lives, associated with the acquisition.

{b) 2004 acquisitions

The Company acquired certain assets of Beijing Palmsky, a wireless interactive entertainment, media
and community value-added services provider, in exchange for cash of $529,623 and 10,672,000 ordinary
shares having a value of $1,502,467 and, separately, all of the equity interests of Beijing Enterprise, providers
of wireless interactive entertainment, media and community value-added services, in exchange for
$12,421,091 cash and 42,688,780 ordinary shares having a value of $6,000,000. Following an amendment to
the acquisition agreement in respect of Beijing Enterprise dated November 4, 2004, the Company repurchased
and retired all of the 42,688,780 ordinary shares issued for $4,500,000. The repurchase reduced the purchase
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price and goodwill by $1,500,000. The aggregate purchase price of these acquisitions of $19,151,828 consisted
of the following:

Total purchase price:

@1 Wole 13T o5 vt (o) s FAR O O TP $17.450,714
Value of the ordinary shares issued 1,502,467
BT Tel o) s W e 1 £ PRI 198,647
$19,151.828
Aggregate purchase price allocation —Beijing Palmsky and Beijing Enterprise:
Amortization
period
Cash and cash eqUIVAIENRIS. ... vevrvir it cr e e e e e ee e $921,914
ACCOUNES TeCIVADIE. .. i e 489,883
Other CUMTENT ASSEES . .\ttt ettt ettt e e e et e e et e e teaaaes 461,629
Acquired intangible assets:
oS 1A U OO 245,000 | to 5 years
Software conlent technology ..o vv v e 19,000 3 months
Telecommunication value-added service licenses........ooooviviviionennenns. 39,000 3.5 - 4.3 years
Tn-process teChNOlOgY . ... .. v e e e 36,000 —
NON-COMPELE ABMEEMEIS. 1\ ut s iateinianiarttetieenaereenanenanracnenens 58,000 2 years
O (o s 11=1 o o 1< T U PP 623,000 1 year
Network service 8greeImMeNL. . oo it irnt et iaat it eenans 15,000 | year
GOOdWI L. Lo e e e 16,461,761 N/A
Property and equipment, net..................... e e 178,381 3 - 3 years
Current Habilities. ..o (416,740)
S 51 F O PO T U $19,151,828

The Company recorded a charge of $36,000 at the date of acquisition in accordance with FASB Interpretation
No. 4, *Applicability of FASB Statement No. 2 to Business Combinations Accounted for by the Purchase Method”,
for purchased in-process technology related to a development project that had not reached technological feasibility,
had no alternative future use, and for which successful development was uncertain,

The following unaudited pro forma information summarizes the results of operations for the years ended
December 31, 2004 and 2003 of the Company. Beijing Enterprise, and Palmsky. It has been prepared on the
assumption that the acquisitions occurred as of January [, 2003. The following pro forma financial information is
not necessarily indicative of the results that would have occurred had the acquisition been completed at the
beginning of the periods indicated, nor is it indicative of future operating results:

Year ended December 31,

2004 2003
(unaudited) (unaudited})

IRl (1 13 B a2 (=T TP $54,439,133 $24,366,950
Pro forma income attributable to holders of ordinary shares..............cveel. 17,651,326 3,444,673
Pro forma income per share: :

m DBt L et e e $0.01 $0.00
I 11 L3 = S T RO PIPRP $0.01 $0.00
Shares used in calculation of pro forma net income per share:

D LT PP 1,208,512.142 1,088,810,959

Sdiluted. 1,572,887,775 1,343,606,622

The pro forma results of operations give effect to certain adjustments, including amortization of acquired
intangible assets with definite lives, associated with the acquisition.

(c) 2003 acquisitions
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On January 1, 2003, Hurray commenced control over and began to consolidate Hurray! Solutions as a
variable interest entity. The Company has allocated the assumed net liabilities as follows:

Amortization period

Liabilities assumed. .....ocoooiiiiiinii e $2,846.693

Acquired intangible SSetS.....ooiiiiiii 212,932

CUStOMET BASE...oeetii i e 133,761 1 year
GoodWill. o e 2,500,000 N/A
N e] - P PO 52,846,693

In February 2003, Hurray’s shareholders purchased the minority interest in Hurray! Solutions from a
sharehoider, who was the onlv invessor in Hurray! Solutions that did not also have proportionate shareholdings
in Hurray. The consideration of $1,449,800 was paid in cash through a series of transactions designed to
comply with PRC regulations. Hurray’s shareholders contributed the minority interests acquired to Hurray.
Since Hurray is the benefactor of the acquisition, it has been accounted for as a minority interest acquisition
and shareholder contribution. The value of the minority interest in Hurray! Solutions at the time of the
acquisition was zero. Because all assets had been recorded at fair value on January 1, 2003, the entire
consideration of $1,449,800 was recorded as goodwill.

4. ACCOUNTS RECEIVABLE

Accounts receivable consist oft

December 31,

2008 2004
Billed receivables. ...vvr i iri e $16,457,248 $10,965,074
Unbilled receivables........oooo i e 1,631,815 917,919

518,089,063 511,882,993

Unbilled receivables represent amounts earned under software and system integration service contracts in
progress but not billable at the respective balance sheet dates. These amounts become billable according to the
contract terms, which usually consider the passage of time or completion of the projects. The Company
anticipates that substantially all of such unbilled amounts will be billed within twelve months of the balance
sheet date.

5. PREPAID EXPENSES AND OTHER CURRENT ASSETS

Prepaid expenses and other current assets consist of:

December 31,

2005 2004
Staft advances and other receivables $986.,881 366,193
AdVances 10 SUPPLIEIS.. ..o e 688,409 121,333
Deferred offering COSIS . i uii i i —_ 1,524,006
Prepaid eXPenSes. . oo. vt e 183,709 421,422

$1,858,999 $2,132,956

6. PROPERTY AND EQUIPMENT, NET

Property and equipment, net, consist of}




December 31,

2003 2004
Furniture and office equipment. ... $2,777,529 $2,284,581
MO0 YERIC S, .. e e 194,372 165,889
Telecommunication SQUIPMENT. . ...eiiieiie e e e e 3,584,699 2,954,629
Leasehold Improvements. ..ot i i e 488,485 321,946
7,045,085 5,727,045
Less: accumulated depreciation and amortization...................o (4,508,736) (3,110,062}

7. ACQUIRED INTANGIBLE ASSETS, NET

$2,536,349 $2,616,983

December 31, 2003
Gross carrying  Accumulated  Netcarrying
amount amortization amount

WYVAS Segment:
Amortizable intangible assets
WV AS LICEMSE. . et iie e et e e e e $426,887  $142,190  $284,697
Customer agreements with Telecom Operators.............ooovuinen 425,364 140,831 284,533
Business transaction CoUes......oivieiiiiieiiiiiiiievnieaereeaeeenens 166,539 13,878 152,661
Platform. . oo e 857,023 502,455 354,568
CUSIOMIEr DaASE. ... . o i e, 638,424 638,424 —

Music Segment;
Amortizable intangible assets

2,514,237 1,437,778 1,076,459

ATHSE COMMTACTS. 111 vt eaae ettt et e e e et e a e ieeas 1,020,420 — 1,020,420

DY ZIS . ettt e e e e 86,767 — 86,767
1,107,187 — 1,107,187

Intangible assets with indefinite lives

THABEMAIK. . oottt it e e e 454,250 — 454,250

Exclusive VAS agreement. . .......c..coovveiiiiieriiini e 542,408 — 542,408

INON-COMPETE BEIECIMENT. .1\ eevreseetein et et ieee v eree i eereees 131,257 — 131,257
1,127,915 — 1,127,915
2,235,102 — 2,235,102

$4,749,339 $1,437,778 $3,311,561

December 31, 2004

Gross carrying  Accumulated  Net carrying

amount amortization amaount
WVAS Segment:
Amortizable intangible assets
WV AS HCCNSE. vttt e e e e e et e e e e raeene $304,427 $60,437  $243,990
Customer agreement with Telecom Operators.................oo 72,910 32,961 39,949
Pt O Ml e e e e 444 885 444,885 _—
S OMIEE DS . . .t ettt e et e e e e e 622,511 466,885 155,626

For the years ended December 31, 2005 and 2004, there were no intangible assets recorded for the Si

segment,

Assuming no subsequent impairment of the identified intangible assets recorded as of December 31,
2005, amortization expenses for the net carrying amount of intangible assets with definite lives is expected to

be as follows in the succeeding five years:
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2008 i e e e s e e $ 676,608
2007 e e e e e e e ee e 441,904
208 e e e 364,938
200 e e e e e e e e e 219,637
2 e 191,180
$1,894,267
8. GOODWILL
Year ended December 31,

2005 2004

WVAS Music Total WVAS
Balance as of beginning of vear. ... ive e $20411,784 S— $20411,784  §3,549.800
Effect of exchange rate changes..........c.coeveinenn, 470,976 — 470,976 223

Goodwill arising trom acquisitions

During the year.........c...ccooiiiiiiiinn 549,504 1,593,655 2,143,139 16,461,761
Balance as of theend of year. ................... ST 321,432,264 $1,593,655 $23,025919 $20.411,784

For the years ended December 31, 2005 and 2004, there was no goodwill recorded for the SI segment.

9. SHORT-TERM BORROWINGS

At December 31, 2004, short-term bank loans consisted of three bank loans of $604,120, $845,768 and
$1,208,240, repayable on different dates, the latest being April 21, 2003, and bore interest at 5.84%. All loans
were repaid in 2005, At December 31, 2005 and 2004, Hurray! Times and Beijing Network have provided
guarantees for bank credit facilities totaling $24,782,534 (RMB200 million) for Hurray! Solutions to satisfy its
ongoing business requirements.

Interest expense and the average interest rate for 2005, 2004 and 2003 were $27,312 and 4.87%,
$312,440 and 5.84%, and $389,673 and 5.73%, respectively.

10. ACCRUED EXPENSES AND OTHER CURRENT LIABILITIES

Accrued expenses and other current liabilities consist of:

December 31,
2005 2004
Acrued PAYIOH. .. oo e e e 8562773 $452,582
Value-added tax payable.....cooociinii i 482,217 873,479
Other @CCTUEH EXPENSES . ..o\ n o\ ei ettt et ettt e e e v ee e et a e e 1,178,252 888,797
Accrued welfare benefits. ..o o e 104,769 249,404
Business tax payable. ..o 287,481 208.647
Other taxes payable. . o e 394,740 74,629

$3,210,232 $2,749,538

Hurray’s PRC subsidiaries are subject to value-added tax at a rate of 17% on revenues from procurement
of hardware on behalf of customers and revenues from software and system integration services. Value-added
tax payable on revenues is computed net of value-added tax paid on purchases. As part of the PRC’s
government’s policy of encouragement of software development in the PRC approved software is entitled to a
rebate of value-added tax. In 2003, the Company received rebates of $649,204 which are included in other

income.

Hurray’s PRC subsidiaries are also subject to business tax at a rate of 3% on wireless value-added
services revenues.
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11. RELATED PARTY BALANCE

As of December 31, 2005, the amount was due to a minority shareholder, Beijing Huayi Brothers
Advertising Co., Ltd., and was non-interest bearing, unsecured and repayable on demand.

12, INCOME TAXES

Hurray is a tax-exempted company incorporated in the Cayman Islands. The subsidiaries incorporated in
the PRC are governed by the Income Tax Law of the PRC Concerning Foreign Investment and Foreign
Enterprises and various local income tax laws {the “Income Tax Laws”). Pursuant to the PRC Income Tax
Laws, Hurray’s PRC subsidiaries and variable-interest entities (“VIEs") are generally subject to Enterprise
[ncome Tax at a statutory rate of 33%, which comprises a 30% national income tax and a 3% local income tax.
Some of these subsidiaries and VIEs are qualified as high technology enterprises and under PRC Income Tax
Laws, they are subject to a preferential tax rate of 13%. In addition, some of Hurray's subsidiaries are Foreign
Invested Enterprises (“FIEs™) and under PRC Income Tax Laws, they are entitled to either a three-year tax
exemption followed by three years with a 50% reduction in tax rate, commencing the first operating year, or a
two-year tax exemption followed by three years with a 50% reduction in tax rate, commencing the first
profitable year. These preferential tax arrangements will expire at various dates between 2006 and 2010. Due
to these preferential tax treatments and cumulative tax loss carryforwards, the Company was not subject to any
current income tax expense in 2004 and 2003. The aggregate dollar and per share effect of the tax holidays in
20035, 2004 and 2003 were $3,204,827, $1,896,267 and $613,897 and $0.00135, $0.0016 and $0.0006 per share,
respectively. For the year ended December 31, 2005, Hurray! Solutions was the only entity subject to tax and
current income tax expense was provided accordingly,

Income tax expenses consist of:

Year ended December 31,
2005 2004 2003
..o 5286372 3— $—
|0 L3 (14 Ts DU PP 106,974 — —

$393.346 §&— §$—

The principal components of the deferred tax assets are as follows:

December 31,
2005 2004

Current deferred tax assets (liabilities):

ReVEnUE reCOEMIION. . .ou it ve e et v reee e e cere e $(703,032) §—

Accrued expenses and other labilities...............co 454,577 —

Current deferred tax liabilities —net.......oooiiiiiiiniii e, $(248,455) 5—
Non-current deferred tax assets:

Depreciation and mortization........c.cooviiiiiiiieinriic $139,829 $234,125

431,561 439,729

571,190 673,854
Less: Valuation allowance............cocoiiiiiiiii e (431,361) (673,854)

Non-current deferted X aSSEIS. . vvveveririierrireiveinsiirieereesee e reranss $139.829 $—

Net operating loss carry forwards

A reconciliation between statutory income tax rate and the Company’s effective tax rate is as follows:

Year Ended December 31,

2005 2004 2003

SHATUEOTY AKX FALE. .ot evt et e eete et e vetraes s e ta e s ceaaninaes e 33.0% 33.0% 33.0%
Tax differential from statutory rate applicable to FIEs e (12.8% (18.0)% (18.0%
Effect of tax hotdays. . .vue vy oe et e e (16.8)% (7.5% (7.9)%
Non-deductiBle eXperses. ... vt 9.0% 0.1% 0.3%
NON-tANADIE INCOMIE. L\ ettt e et e e 9.0%% (9.3)% (6.1)%
Change in valuation allowance. ..o (1.3Y% 1.7% {(1.71Y%
R Ve LN TALE ... ot iiae ettt et et e e 2.1% — —




At December 31, 2005, tax loss carry forwards amounted to approximately $3.6 million which will
expire by 2010. A valuation allowance of $431,361 and $673,854 has been established as of December 31,
2005 and 2004 in respect of the deferred tax assets, respectively, as it is considered more likely than not that
the relevant deferred tax asset will not be realized, The valuation allowance at December 31, 2005 decreased
from 2004 as some subsidiaries and VIEs became profitable in 2005 and the refated deferred tax assets are
expected to be realized.

13. SHAREHOLDERS’ EQUITY

Ordinary Shares

On July 9, 2004, shareholders of Hurray approved a 20-for-1 stock split of Hurray’s ordinary shares and
an increase of 2,840,000,000 ordinary shares authorized for issuance, with immediate effect. The ordinary
share split and increase in authorized ordinary share capital have been retroactively applied to all periods
presented,

On February §, 2005, Hurray completed an initial public offering of 6,880,000 ADSs, with each ADS
representing 100 ordinary shares, at $10.25 per ADS to the public, of which 6,624,339 ADSs were issued by
Hurray and 255,661 ADSs were offered by existing shareholders. Total proceeds, net of direct offering
expenses, of approximately $59.4 million were received by Hurray as a result of the initial public offering.

Preference Shares

In 2003, Hurray issued 12,347,966 Series A convertible preference shares and warrants to purchase
8,786,077 Series A convertible preference shares for cash proceeds of $8,000,000. The accounting treatment
required a beneficial conversion feature on the Series A convertible preference shares to be calculated. The
proceeds received in the Series A offerings were first allocated between the convertible instrument and the
warrants on a relative fair value basis. A calculation was then performed to determine the difference between
the effective conversion price and the fair market value of the ordinary shares at the commitment date resulting
in the recognition of deemed dividends on Series A convertible preference shares of $153,250. The deemed
dividends were amortized from the commitment date to the earliest conversion date of March 31, 2004.
Amortization of the deemed dividends was $39,917 and $113,333 for 2004 and 2003, respectively.

On April 30, 2004, pursuant to the Series A convertible preference share agreement, Hurray exercised its
clawback rights to repurchase and retire 1,122,546 shares of Series A convertible preference shares at $0.001
per share.

The remaining 16,924,497 shares of Series A convertible preference shares were automatically converted
into ordinary shares upon Hurray’s initial public offering on February &, 2005 on a one-to-one basis.

14. STOCK OPTIONS

Hurray’s 2002 Incentive Compensation Plan (the #2002 Plan™), 2003 Stock Option Plan (the #2003 Plan™)
and 2004 Share Incentive Plan (the “2004 Plan,” and together with the 2002 Plan and 2003 Plan, the “Plans™)
allow the Company to offer incentive awards to employees, directors, consultants or external service advisors
of the Company. Under the terms of the Plans, options are generally granted at prices equal to or greater than
the fair market value and expire 10 years from the date of grant and generally vest over 3-4 years. The 2002
Plan was terminated upon the adoption of the 2003 Plan in September 2003, In turn, the 2003 Plan was
terminated upon the adoption of the 2004 Plan in July 2004. Options granted under the 2002 and 2003 Plans
prior to the respective termination dates of such plans are still effective and govermned by the applicable plan.
As of December 31, 2005, the 2002 and 2003 Plans govern a total of 87,031,700 outstanding options to
purchase ordinary shares. Options to purchase 116,115,540 ordinary shares are authorized under the 2004 Plan,
of which 12,542,000 options are outstanding and 103,573,540 ordinary shares are available for future option
grants as of December 31, 2005.

On December 20, 2005, Hurray's Board approved a plan to accelerate vesting of all outstanding stock

options awarded under Hurray’s stock option plans that would otherwise be unvested on December 31, 2008,
As a result, the Company recorded compensation expense of $16,804 in 20035, which represents the intrinsic

- 46 -




- 355‘

AT

4
3

>
bt
4

value measured at the acceleration date in excess of the original intrinsic value on date of grant for the
estimated number of options that, absent the modification, would have expired unexercisable. Approximately
40,021,000 unvested stock options became exercisable effective on January 1, 2006. The exercise prices of the
affected stock options range from $0.0705 to $0.1405 per share. The acceleration of vesting did not change the
exercise prices or terms of the options.

Prior to Hurray’s initial public offering, the Company obtained, subsequent to the dates of grant, a
valuation analysis performed by an independent appraiser to determine the fair market value of the Hurray's
ordinary shares. The valuation analysis utilizes generally accepted valuation methodelogies such as the income
and market approach and discounted cash flow approach to value the Company’s business. For grants
subsequent to the initial public offering, the Company uses NASDAQ market values to determine the fair
market value of Hurray’s ordinary shares. Except for a compensation expense asscciated with the accelerated
vesting of stock options stated above, the Company has not recognized any compensation expense in the
consolidated financial statements for employee options since the exercise prices were equal to or greater than
the fair market values at the dates of grant.

A summary of the stock option activity is as follows:

Ordinary shares

Weighted

Number of average
options exercise price
Options outstanding at January 1, 2003 .. ... i e e e 49,512,000 $0.025
GIAIIEA . ettt e e e e e e e e e 47,212,000 $50.071
Cancelled. ... (660,000) $0.036

Options outstanding at December 31,

2003 . e e 96,064,000 $0.047
(€} :0 1 s T PP UPP PP 63,498,000 $0.120
L1111 1= O OO P (10,187,780) $0.096
Options outstanding at December 31,2004, ... i 151,374,220 50.075
L€ -1l K PPN 16,228,000 $0.102
B ETCISEA. . e ittt ittt et e e e e e e et e ee e e e e e nanane (42,158,500) $0.035
Cancelled. ..o e e (25.870,020) 30.110
Options outstanding at December 31,2005, . oo 99,373,700 $0.088

The weighted average per-share fair value of options as of the grant dates was as follows:

Yzar ended December 31,
2005 2004 2003

(@ Cal T T T 1 W PSSR §0.10 $0.015 $0.003

The following table summarizes information with respect to stock options outstanding at December 31,
2005:

Qptions outstanding Optiens exercisable
Weighted
average
remaining Weighted Weighted
Number contractual average Number average
Exercise Prices outstanding life exercise price  exercisable  exercise price
Ordinary shares:
300230, 14,448,200 6.75 $0.0250 14,448,200 $0.0250
SO.0705 . e 31,392,500 7.3 $0.0705 31,392,500 $0.0705
SOLL70. 38,532,000 8 $0.1170 38,532,000 $0.1170
801405, 2,659,000 8.25 $0.1405 2,659,000 $0.1405
SOL025 . 12,542,000 9 $0.1025 12,542,000 $0.1023
Total. . 99,573,700 99,573,700

In 2002, Hurray granted 3,000,000 options to purchase ordinary shares to an exiernal consultant in
exchange for certain services, which vest over 3 years. The Company recorded compensation expense of
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$59,835 in 2003, estimated on the basis of the Black-Scholes Option Pricing model with the following
assumptions:

Average risk free rate Of FEIUrNL ..ot e 4.51%
Weighted average expected option life................ i 2 years
VOLAHTILY TAEE. ... eee ettt et e e e e e 95%
Dividend yield. .o 0%

These options were amended as of January 1, 2004 to vest immediately, as a result, Hurray recorded the
remaining compensation expense of $70,698 in 2004.

[n 2003, Hurray granted 29,000,000 options to purchase ordinary shares to its external consultants and a
member of the board of directors in exchange for past services, which vested immediately. The Company
recorded compensation expense of $93,721 in 2003, estimated on the basis of the Black-Scholes Option
Pricing model with the following assumptions:

Average risk free rate 0f FeIUM. ... 3.34%
Weighted average expected option life.......... e | year
Volatility rate... .o 95%
Dividend yIeld. . oovivr i e 0%

In January 2004, Hurray granted 14,000,000 options to purchase ordinary shares to its external
consultants in exchange for past services, which vested immediately. Hurray recorded compensation expense
of $210,488 in 2004, estimated on the basis of the Black-Scholes Option Pricing model with the following
assumptions:

Average risk free rate of retUrM. ... {.29%
Weighted average expected oplion life......oooviviiviiveiiioiiiie e e 9 months
VOlatiily TREE ...t e e e e e e 95%
Dividend yield. .o 0%

In January 2005, Hurray granted 1,000,000 options to purchase ordinary shares to its external consultants
in exchange for past services, which vested immediately. The Company recorded compensation expense of
$20,768 in 2005, estimated on the basis of the Black-Scholes Option Pricing model with the following
assumptions:

Average risk free rate of returm. ... 2.77%
Weighted average expected option life.........ooooiiiii i 7 months
VOlBtHEY PRI, ... e e 65%
Dividend yield. ... 0%

15. WARRANTS

In conjunction with the Series A convertible preference share agreements, Hurray granted 3,087,000
warrants to purchase Series A convertible preference shares (the “Performance Warrants™). The Performance
Warrants had an exercise price of $0.001 per share and were exercisable on March 31, 2004 or within 3
months after the publication of 2003 audited financials if the Company’s consolidated net income for 2003 did
not exceed $2.8 million. The number of warrants could be partially or entirely cancelled if the Company met
certain specified performance targets in 2003. [f consolidated net income reached $3.5 million then all
warrants would be cancelled. All Performance Warrants were cancelled as of December 31, 2003.

In addition, Hurray also granted warrants to purchase 5,699,077 Series A convertible preference shares
10 a holder of such shares (the “Fidelity Warrants”). The Fidelity Warrants had an exercise price of $0.70186
per share and became exercisable on March 31, 2004 or within 3 months after the publication of 2003 audited
financials. The Fidelity Warrants were not subject to any reduction or cancellation clause. On April 7, 2004,
the holders of these warrants exercised them and purchased Series A convertible preference shares for a total
purchase price of §3,999,955.

The fair value of the warrants was approximately $2.3 million at the grant date, estimated on the basis of
the Black-Scholes Pricing model with the following assumptions:
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Expected price volatility range......ooveiv i e 93%

Riskfree INEIeSt rale. ..o.vverit it i e 3.54%
Expected dividend payment rate as a percentage of the stock price on the date

O BEAME. L h et 0%
Contractual life of the warrants. ..o i e | year

16. SEGMENT INFORMATION

Based on the criteria established by Statement of Financial Accounting Standards No. 131, “Disclosure
about Segments of an Enterprise and Related Information”, the Company currently operates in two principal
business segments: wireless value-added services (“WVAS”) and software and system integration (“SI”)
services. The wireless value-added services are delivered through the 2.5G mobile networks, which comprise
Wireless Application Protocol (FWAP™) services, Multimedia Messaging Services (“MMS™), and Java™
services, and through 2G technology platforms, which comprise Short Messaging Services (*SMS™),
Interactive Voice Response services (“TVR™), and Color Ring Back Tones (“*CRBT"). The software and system
integration services include the design, development, licensing, hardware procurement, installation and
after-sale support of the Company’s VASPro services provisioning and management software platform.
Business segments are defined as components of an enterprise about which separate financial information is
available that is evaluated regularly by the Company’s chief operating decision maker, or decision making
group, in deciding how to allocate resources and in assessing performance. The Company does not allocate any
operating expenses or any assets, with the exception of newly acquired intangible assets and goodwill, to its
business segments as management does not believe that allocating these expenses is useful in evaluating these
segments’ performance. All financial segment information can be found in the consolidated financial
statements and in Notes 7 and 8.

Following its acquisition on December 31, 2005 of Huayi Music, the Company has a third segment,
music production and artist development (*Music”). There were no operations in 2005 and the information on
the business is provided in Note 3.

Geographic Information

The Company operates in the PRC and all of the Company’s long-lived assets are located in the PRC.

17. INCOME PER SHARE

The following table sets forth the computation of basic and diluted income per share:

Year ended December 31,
2005 2004 2003

{ncome attributable to holders of ordinary shares (numerator), basic
and diluted. . oo $18,618,732  $17,200,050 $4,432,489

Shares {(denominator):
Weighted average ordinary shares outstanding used in

computing basic income pershare................o. 2,092,089,848 1,208,512,142 1,088,810,939

Ditutive effect of stock options and warrants................... 37,139,113 364,375,633 254,795,663
Weighted average ordinary shares outstanding used in

computing diluted income pershare..............ocooc 2,129,228,961 1,572,887.775 1,343,606,622

[ncome per share, basic........ ..ot $0.01 $0.01 $0.00

Income per share, diluted.......... 50.01 30.01 $0.00

Ordinary share equivalents are calculated using the treasury stock method. Under the treasury stock
method, the proceeds from the assumed conversion of options and warrants are used to repurchase outstanding
ordinary shares using the average fair value for the period.

The Company had a weighted-average of 66,481,587, 64,458,142 and 23,929,370 ordinary share options
outstanding during the vears ended December 31, 2005, 2004 and 2003, respectively, and were excluded in the
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computation of diluted income per share, as their effect would have been antidilutive, as their exercise prices
were above the average market values in such periods,

18. CONCENTRATIONS

(a) Dependence on Telecom Operators

The revenues of the Company are substantially derived from network service agreements with China
Unicom and China Mobile. These companies are entitled to a service and network fee for the transmission of
wireless value-added services as well as for the billing and collection of services. If the contractual
relationships with either company in the PRC are terminated or scaled-back, or if these companies alter the
network service agreements in a way that is adverse to the Company, the Company’s wireless value-added
service business would be adversely affected.

Revenues generated from the mobile phone customers through China Unicom and China Mobile,
together with revenues from software and system integration services provided to China Unicom, were as
follows:

Year ended December 31,

2003 2004 2003
Revenues Y% Revenues o Revenucs Y%
China Unicom ..., $42,557,321 68% $43,896.424 82% $19,212,724 83%
China Mobile. ..o 18,969,630 30% 9,543,933 18% 3,910,544 17%

Accounts receivable due from the mobile phone customers through China Unicom and China Mobile,
together with receivables from China Unicom under software and system integration contracts, were as
follows:

December 31
2005 2004
Accounts Accounts
receivable Yo receivable %
China UnlCOm . i e e e e $12,289.221 68%  $9,825276 83%
China Mobile. . o e 5,278,674 29% 2,057,717 17%

(b) Credit risk

The Company depends on the billing systems of the Telecom Operators to charge the mobile phone
customers through mobile phone bills and to collect payments from customers. The Company generally does
not require collateral for its accounts receivable. The Company has not experienced any significant credit
losses for any periods presented.

19. MAINLAND CHINA CONTRIBUTION PLAN AND PROFIT APPROPRIATION

Full time employees of the Company in the PRC participate in a government-mandated multi-employer
defined contribution plan pursuant to which certain pension benefits, medical care, unemployment insurance,
employee housing fund and other welfare benefits are provided to employees. Chinese labor regulations
require the Company to accrue for these benefits based on certain percentages of the employees’ salaries. The
total provisions for such employee benefits were $1,647,503, $824,793 and $577,664 for the years ended
December 31, 2005, 2004 and 2003, respectively.

PRC legal restrictions permit pavments of dividends by the Company’s PRC subsidiaries only out of
their retained earnings, if any, determined in accordance with PRC accounting standards and regulations. Prior
to payment of dividends, pursuant to the laws applicable to the PRC’s Foreign Investment Enterprises, the
Company’s subsidiaries and variable interest entities in the PRC must make appropriations from after-tax
profit to non-distributable reserve funds as determined by the Board of Directors of each company. These
reserve funds include a (i) general reserve, (ii) enterprise expansion fund and (iii) staff bonus and welfare fund.
Subject to certain cumulative limits, the general reserve fund requires annual appropriations of 10% of
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after-tax profit (as determined under PRC GAAP at each year-end); the other fund appropriations are at the
Company’s discretion. These reserve funds can only be used for specific purposes of enterprise expansion and
staft bonus and welfare and are not distributable as cash dividends. For the year ended December 31, 2005,
2004 and 2003, the Company’s PRC subsidiaries and variable interest entities made appropriations to the
general reserve fund of $3,629,408, $1,454,966, and $196,340, respectively. The PRC subsidiaries and
variable interest entities elected not to make any appropriations to the enterprise expansion fund and staff
bonus and welfare fund in any of the periods presented. As a result of these PRC laws and regulations, the
PRC subsidiaries are restricted from transferring a portion of their net assets to the Company. Restricted net
assets were approximately $60.1 million and $46.6 million, as of December 31, 2005 and 2004, respectively.
Accordingly, the Company has included Schedule 1 in accordance with Regulation S-X promulgated by the
United States Securities and Exchange Commission.

20, COMMITMENTS AND CONTINGENCIES

Operating leases as lessee

The Company leases certain office premises under non-cancelable leases, which expire in 2007. Rent
expense under operating leases for 2005, 2004 and 2003 was $1,051,276, 3$900,552 and $433,002,

respectively,
Future minimum lease payments under non-cancelable operating lease agreements were as follows:

December 31,

2006, . e £761,007
2007 e e s e e e 7.479
Total. oo $768,486

Artist contracts

Huayi Music has non-cancelable agency agreements with certain artists that provide for minimum
payments. Future minimum payments were as follows:

December 31,
2006 ettt e e e e $327,129
200 e e 198,260
2008, e 198,260
200 it e e e e e e 198,260
o) DRSSP $921,909

21. SUBSEQUENT EVENTS

Grant of restricted shares

On February 7, 2006, the Company granted restricted purchase share awards, in lieu of stock options,
under Hurray’s 2004 Share Incentive Plan (the 2004 Plan”) to certain officers and senior management. These
restricted shares vest on an annual basis equally over three years, 33.33% on each anniversary of the grant date.
On February 7, 2006, Hurray granted 33,000,000 restricted shares to its employees pursuant to the 2004 Plan
which resulted in stock-based compensation expense of $1.6 million to be recognized over the applicable
vesting period.

Acquisition of Magma

In December 2005, the Company signed a set of definitive agreements to acquire 100% of the equity
interest in Shanghai Magma Digital Technology Co., Ltd. (“Magma”), a leading developer and publisher of
wireless Java games in China. The Company will pay a total of USS$4.1 miilion in cash for the 100% equity
interest in Magma, which is subject to adjustments based on the financial performance of Magma’s business in
certain periods following the closing of the acquisition. As of December 31, 2005, the Company had paid
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$408,965 related to this acquisition. The Company established effective control over Magma on January 1,
2006 and Magma will be consolidated from January 1, 2006.

Investment in Freeland Music

In November 2005, the Company entered into an agreement to acquire 60% of the outstanding equity
interest of Beijing Freeland Infinity Digital Music Technology Co., Ltd. {“Freeland Music”) from Free land
group, which is a group of affiliated companies in China engaged in the production and distribution of audio
and video media products. In this acquisition, Freeland group has injected its music business into the newly
formed company, Freeland Music, which following the closing of the acquisition is 60% owned by the
Company and 40% owned by Freeland group. The total consideration for the acquisition is $7,560,000 in cash,
of which $2,160,000 is payable to the existing shareholders of Freeland Music and 35,400,000 will be paid
into Freeland Music as capital injection. The consideration payable by the Company and the respective
ownership intevests of the parties in Freeland Music are subject to adjustment based on the financial
performance of Freeland Music during the one year period following the closing of the acquisition. As of
December 31, 2005, the Company had paid $736,507 related to this acquisition. The Company established
effective control over Freeland Music on January 1, 2006, and Freeland Music will be consolidated from that
date.

Share Repurchase

In February 2006, the Board approved a stock repurchase program whereby Hurray may repurchase up to
$15.0 million of its issued and outstanding ADSs in open-market transactions. The timing and dollar amount
of repurchase transactions will be determined by the Board depending on market conditions and will be subject

1o regulatory requirements.
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These financial statements have been prepared on the basis of accounting principles generally accepted
in the United States of America.

TURRAYHOLDING OO0, LTD.
FINANCIAL INFORMATION OF REGISTRANT (PARENT COMPANY)

December 31, December 31,
2005 2004

(in U.S, dollars, except share data)

Assets

Current assets:

Cash and cash eqUIVAIEIIS. ... e i e et e e e r s e ra e 560,503,213 3418,267
Prepaid expenses and other Current assels........ooveeiiiiiiercri e 430,649 535,993
B R g o LT S OO 61,333,864 974,260
Investments in subsidiaries and affiliates.......ocoover i 56,745,828 40,063,048
T L I T S O $118,079,692 $41,039,308

Liabilities and shareholders’ equity
Current Habilities:

Accrued expenses and other current liabilities. ... $435,929 $211,161
Amounis due to subsidiaries and variable interest entities.........occvveiieiiiiinie e, 1,243,091 4,556,596
Payroll withholding taxes payable......ccoovr o 504,945

Total current Habilities. ... o e 2,183,965 4,767,757

Shareholders’ equity:
Series A convertible preference shares ($0.001 par value; 22,000,000 shares

authorized; nil and 16,924,497 shares issued and outstanding as of December 31,

20035, and 2004, 1eSPECHVEIY) .. vnieit vt e e — 16,925
Ordinary shares ($0.00005 par value; 4,560,000,000 shares authorized; 2,229,754,340

and 1,186,672,000 shares issued and outstanding as of December 31, 2003, and

2004, TeSPECLIVEIY) .ottt et e et e e 111,488 59,334
SUbSCIIPLION 18CEIVADIE. oottt ettt e e e e e e — (50,880)
Additional paid-In CaPIal. . . .ovuii e e 75,885,732 14,966,397
REtaiNEd aITIIIS . t ottt ettt ettt et et ettt et e e ey e e e e 39,898,507 21,279,775
Total shareholders” eqUItY......cooietit it s e et e 115,895,727 36,271,551
Total liabilities and shareholders’ eqUILY..occiviviviniiincciiniiien $118,079,692 $41,039,308
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Year ended December 31,

2008

2004

20803

{in U.S. dollars, except share data)

Operating expenses
Product development (represents stock-based compensation expense
of $4,886, $60,140 and $16,628 for the years ended

December 31, 2003, 2004 and 2003, respectively)............o. $4,886 360,140 516,628
Selling and marketing (including stock-based compensation expense
of$9,911, $221,046 and $115,765 for the vears ended
December 31, 2003, 2004 and 2003, respectively).........oeeen 187,11t 324,526 113,765
General and administrative (including stock-based compensation
expense of $22,773, nil and $21,163 for the years ended
December 31, 2005, 2004 and 2003, respectively)............c . 1,411,309 103,646 41,827
1088 TrOmM OPErAtIONS . .o ittt it irire it e e e reenenne e eervaan e et (1,603,306) (488,312) (174,220)
Interest income (expense) 1,291,258 34] (863)
Equity in earnings of subsidiaries and variable interest entities............... 18,930,780 17,727,938 4,720.907
N MO . . ettt ee s et e ee et e e er bt e e e et e ba v e rean e anee s aae e e 18,618,732 17,239,967 4,545,822
Deemed dividends on Series A convertible preference shares................. — (39,917) (113,333}
[ncome attributable to holders of ordinary shares..................coo e $18,618,732 $17,200,050 $4,432,489
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HOLDING 0, LT

SGISTRANT{PARENT COMPANY)
Year ended December 31,
2005 2004 2003
{in L.S. dollars)
Operating activities:
Income attributable to holders of ordinary shares.......................o. $18.618,732 $17.200,050 $4,432,489
Deemed dividends on Series A convertible preference shares............... — 35917 113,333
N INCOME 1t evit et s et e e e bce e e et st bt ees erca s e e nenens 18,618,732 17,239,967 4,545,822
Adjustments to reconcile net income to cash used by operating activities:
Stock-based compensation
EXDEINIEC. .t eteteteen e as e 7,572 381,186 133.556
Equity in carnings of subsidiaries and affiliates........................ (1 8,93 780) (17,727,938) (4,720,907}
Changes in assets and liabilities:
Prepaid expenses and other current assets.............coo.oeovnis (807,662) (177,200) 120,000
Amounts due from subsidiaries and variable interest entities —_ 183,144 56,856
Accrued expenses and other current liabilities................ 224,768 (26,113) 37,274
Payrol! withholding taxes payable.......................... 504,945 — —
Amounts due to subsidiaries and variable interest entities..... {1,063,503) 56,596 —
Net cash (used in} provided by operating activities.................... (1,415,930) (170,358} 192,601
Investing activities:
Investment in subsidiaries and variable interest entities.................. (62,350) (8.612,448) (2,518,288)
Net cash used in investing aetivities...............onn (62,350) (8,612,448) (2,518,288)
(in U.S. dollars)
Financing activities:
Proceeds from the issuance of ordinary shares upon initial public

offering, net of offering costs of $7,578,637 (offering costs of

$7,399,844, $178,793 and $nil was paid for the years ended

December 31, 2003, 2004 and 2003,

FESPECTIVEIN) o e 60,422,746 (178,793) —
Proceeds from the issuance of ordinary shares..........cooeniirinniennes — — 6.220
Proceeds from the issuance of Series A convertible preference shares.. ... — — 7,690,934
Payment to repurchase Series A convertible preference shares............... — (1,122) —_
Proceeds from exercise of warrants to repurchase Series A convertible

Preference ShAreS .. ... vciiiiiiiei e e e — 3,999,955 —
Collection of subscription receivable.............. 50,880 — —
Proceeds from exercise of sStock OpHONS....vvvv v e e 1,489,602 —_ —_
Net cash provided by financing activities................ recierenssasranes 61,963,228 3,820,040 7,697,154
Net increase (decrease) in cash and cash equivalents...........coocvvenes 60,484,948  (4,962,766) 5,371,467
Cash and cash equivalents, beginning of year........ooiviiiveninnnnnnnnes 418,267 5,381,033 9,566
Cash and cash equivalents, end of Year.....o.cocovinmninvriririvrcrrerens $60,903,215 $418,267 $5,381,033
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Exchange: Nasdaq National Market
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- Hong Kong Ltd.
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~18 Harbour Road, Hongkong
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~ Deloitte Touche Tohmatsu CPA Ltd.
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- - The Towers, Oriental Plaza
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Yangfel (Phoebe) Meng
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Tel: #8610 65188989 ext. 6806
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*A copy of this annual report can be found online at www.hurray.com
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