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ITEM I BUSINESS
Overview

We are a telecommunications provider, focusing on the carrier and
network management services between the United States and Latin America. Our
current operations involve services between the U.S. and Mexico. We provide
carrier services to our customers utilizing VoIP gear, or Voice over Internet
Protocol. We utilize this VoIP technology to transmit digital voice
communication over the Internet and other leased data networks.

We have had operating losses for almost every quarter since we began
operations in 1994. Our operating losses from continuing operations were
approximately $4,850,000, $8,259,000 and $5,780,000, for the years ending July
31, 2001, 2002 and 2003, respectively. Additionally we had a working capital
deficit of approximately $17,796,000, at July 31, 2003. We have experienced
difficulty in paying our vendors and lenders on time in the past, and as a
result on December 31, 2002 our carrier network capacity was idled and 27 US
employees were terminated. This means that we were not able to generate revenues
from carrier services during the second half of the fiscal year ending July 31,
2003. Revenues from carrer services accounted for approximately 91% of our
overall revenues in fiscal 2001, 95% in fiscal 2002 and 94% in fiscal 2003.

During the fiscal year ending July 31, 2003 management continued to
pursue different avenues for funding, through the issuance of debt or company
stock. We were not successful during the year ended July 31, 2003 in raising the
necessary capital to re-start our network, and as a result, two of our
subsidiaries, ATSI (Texas), Inc. and TeleSpan, Inc., filed for protection under
Chapter 11 of the U.S. Bankruptcy Code on February 4, 2003 and February 18, 2003
respectively. Additionally, the court ordered joint administration of both cases
on April 9, 2003 and subsequently on May 14, 2003 the court converted the cases
to Chapter 7. The two bankrupt subsidiaries were our two primary operating
companies and they have ceased operations. These bankruptcies did not include
the reporting entity (the SEC registrant) (the Company). As a result of the
Chapter 7 bankruptcy of our two main operating subsidiaries, combined with the
termination of all our US employees and the idling of the carrier network
capacity, our ability to generate any revenue from our historical revenue
generation sources was severely limited.

Due to the bankruptcies, recurring losses, as well as the negative cash
flows generated from our operations and our substantial working capital deficit,
the auditor's opinion on our financial statements as of July 31, 2003 calls
attention to substantial doubts about our ability to continue as a going
concern. This means that there is substantial doubt that we will be able to
continue in business through the end of our next fiscal year, July 31, 2004. In
order to remain a going concern, we intend to attract new customers and/or
generate cash from debt or equity offerings. We cannot make any assurance that
the Company will attain sufficient additional customers or funding to continue
as a going concern. However, the Company's plan to remain a going concern is
discussed in the following two paragraphs.

We intend to generate new customers. Subsequent to the year-ended July
31, 2003 we have signed agreements with three new carrier customers from which
we have generated revenues of approximately $36,000 during the first quarter of

fiscal year 2004., In addition, the Company has signed agreements with two
communications companies, Telemarketing de Mexico S.A de C.V. (Telemarketing)
and Dialmex, LLC. ("Dialmex") Under the agreements with Telemarketing and

Dialmex, we will have access to their VoIP network and their different
underlying carriers. These agreements will provide us the capacity to terminate
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and transport through their network approximately 80 million minutes on a
monthly basis. We believe that these agreements will create a lower cost
structure that will enable us to offer lower prices and allow us to attract new
customers.

The agreements with Telemarketing and Dialmex are as follows. On May
22, 2003 we entered into a Share Purchase Agreement with Telemarketing de

Mexico, S.A. de C.V. ("Telemarketing') whereby we sold Telemarketing 51% of our
Mexican subsidiary, ATSI Comunicaciones, S.A. de C.V. ("ATSICOM"). ATSICOM holds
3

a 30-year long distance concession in Mexico. The concession allows for the sale
of voice and data services, long distance transport, and the operation of a
telecommunications network in Mexico. The principal owners of Telemarketing are
also the principal owners of Dialmex, LLC ("Dialmex") a U.S. based international
telecommunications carrier. On May 22, 2003 we also signed an agreement with
Dialmex and under the agreement with Dialmex we will be allowed to use Dialmex's
VoIP network to transport and terminate voice and fax communications over the
Internet. Our fees under the Dialmex agreement will be based on a per minute
rate on the volume of minutes sent through their VoIP network. Telemarketing and
ATSI will enhance the VoIP network by linking Dialmex's VoIP network with other
carriers, which will enable us to reduce our transportation and termination
costs, while simultaneously increasing and expanding destination points
available to our customers. We believe that this lower network cost structure
will allow the companies to be more competitive and attract more customers.
Additionally, we will combine our respective interconnection agreements with the
major carriers in Mexico to lower our termination costs and allow for a more
attractive cost structure. The sale of 51% of our Mexican subsidiary to
Telemarketing provides us with working capital while the agreement with Dialmex
provides us with access to a reliable and flexible state-of-the-art VoIP network
without incurring the expense of operating such a network. Due to the financial
condition of the Company, there can be no assurance that the enhancements can be
made or that the costs will be decreased. However, there can be no assurance
that the Company will be successful in attracting new customers and remain a
going concern. In addition, the Company is pursuing additional sources of equity
and debt financing. However, there can be no assurance that such financing will
become available or that it will be available on terms acceptable to the
Company .

On July 02, 2003, the U.S. Bankruptcy Court overseeing the Chapter 7
cases for ATSI Texas and TeleSpan, Inc. approved the sale of two Mexican
subsidiaries owned by ATSI Texas and TeleSpan, Inc. As a result, ATSI de Mexico
S.A de C.V. (ATSI-Mexico) and Servicios de Infraestructura S.A de C.V. (SINFRA)
were sold to Latingroup Ventures, L.L.C. (LGV), a non-related party. Under the
purchase agreement LGV acquired all the communication centers and assumed all
related liabilities associated with ATSI-Mexico and SINFRA. Additionally, under
the agreement, LGV acquired the Comercializadora License held by ATSI-Mexico and
the Teleport and Satellite Network License held by SINFRA. The Chapter 7
Bankruptcy Trustee received all the proceeds from the sale of these entities.
Due to the sale of ATSI-Mexico and SINFRA, the Mexico-Telco segment, consisting
primarily of retail call center operations, has been discontinued and in the
future we will not able to generate revenues from retail services offered at the
communication centers.

Our limited cash flow, historical losses from operations, the
bankruptcies of our two main operating subsidiaries and sale of our retail
services business have caused substantial barriers to growth and the
continuation of our business strategy. Operationally, ATSI's strength lies in
our interconnection agreements with carriers such as Telefonos de Mexico S.A de
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C.V. (Telmex) and Bestel S.A de C.V. and our 49% interest in ATSICOM, which owns
a long distance concession license. Our interconnection agreements with these
long-distance concessionaires provide us with nationwide network coverage at a
competitive cost structure. Currently, Telmex owns and operates the only
nationwide network in Mexico with more than 14.1 million phone lines in over
105,000 communities throughout Mexico. Bestel operates a fiber optic network
that extends over 6,356 kilometers with points of presence in 19 Mexican
metropolitan areas. Under these interconnection agreements the cost to the
Company is based on a per minute rate and the volume of minutes transported
through their respective networks. Additionally, we own 49% of a Mexican
company, ATSI Comunicaciones, S.A. de C.V., that holds a 30 year concession,
allowing for the sale of voice and data services, long distance transport, and
the operation of a telecommunications network. Through interconnection
agreements established by ATSI Comunicaciones, S.A de C.V. and our partnership
with Dialmex, LLC, we are able to utilize the networks of third parties in
Mexico, such as Alestra and Marcatel to build a reliable international network
to support carrier-generated traffic between the U.S. and Mexico.

History

We began operations in 1994 as a Canadian holding company, Latcomm
International, Inc. with a Texas operating subsidiary, Latin America Telecomm,
Inc. Both corporations were renamed "American TeleSource International, Inc." in

1994. In May 1998, the Canadian corporation completed a share exchange with a
newly formed Delaware corporation, also called American TeleSource
International, Inc., which resulted in the Canadian corporation becoming the
wholly owned subsidiary of the Delaware corporation. In February 2001, our
shareholders voted to change our name from American TeleSource International,
Inc. to ATSI Communications, Inc.

Currently, our principal operating entity is:

o ATSI Communications Inc., a Delaware corporation, which was formed
in 1996 and is the owner of 49% of ATSI Comunicaciones S.A de
C.V., a Mexican corporation, that holds a 30 year concession,
allowing for the sale of voice and data services, long distance
transport, and the operation of a telecommunications network.

Recent Developments
During our fiscal year ending July 31, 2003, we announced that:

o Effective January 31, 2003 Stephen M. Wagner resigned as President
and Chief Executive Officer

o On December 31, 2002 our carrier network capacity was idled and 27
US employees were terminated.

o Two of our subsidiaries, ATSI (Texas), Inc. and TeleSpan, Inc.,
filed for protection under Chapter 11 of the U.S. Bankruptcy Code
on February 4, 2003 and February 18, 2003 respectively.
Additionally, the court ordered joint administration of both cases
on April 9, 2003 and subsequently on May 14, 2003 the court
converted the cases to Chapter 7.

o Effective April 30, 2003 J. Christopher Cuevas resigned as Interim
CFO and on May 1, 2003 Raymond G. Romero resigned as Interim CEO.
Additionally, we announced that Arthur L. Smith was appointed as
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CEO and Director and Antonio Estrada as the Corporate Controller.

o On May 22, 2003 we entered into a Share Purchase Agreement with
Telemarketing de Mexico, S.A. de C.V. ("Telemarketing') whereby we
sold Telemarketing 51% of our Mexican subsidiary, ATSI
Comunicaciones, S.A. De C.V. ("ATSICOM").

o On July 02, 2003, the U.S. Bankruptcy Court overseeing the Chapter

7 cases for ATSI Texas and TeleSpan, Inc. approved the sale of two
of its Mexican subsidiaries, ATSI-Mexico and SINFRA's to
Latingroup Ventures, L.L.C. (LGV), a non-related party. Under the
purchase agreement, LGV acquired all the communication centers and
assumed all related liabilities of ATSI-Mexico and SINFRA.
Additionally, under the agreement, LGV acquired the
Comercializadora License owned by ATSI-Mexico and the Teleport and
Satellite Network License owned by SINFRA. These entities were
owned by our two subsidiaries ATSI (Texas) and TeleSpan, Inc. that
filed for protection under Chapter 11 of the U.S. Bankruptcy Code
in February 2003 and subsequently on May 14, 2003, were converted
to Chapter 7 liquidation cases. Due to the bankruptcies and
related sales of ATSI-Mexico and SINFRA we determined to
discontinue the Mexico Telco operating segment, consisting
primarily of retail call center operations.

Services and Products

In the presentation of our historical financial results, we have
divided our revenues into two categories: Carrier services and network services.

Carrier Services

We provide termination services to U.S. and Latin American
telecommunications companies who lack transmission facilities, require
additional capacity or do not have the regulatory licenses to terminate traffic
in Mexico. Typically these telecommunications companies offer their services to
the public for local and international long distance services. Revenues from
this service accounted for approximately 91% of our overall revenues in fiscal
2001, 95% in fiscal 2002 and 94% in fiscal 2003. The percentage of our total
volume of carrier services traffic sent by customers can fluctuate dramatically,
on a quarterly, and sometimes, daily basis. Historically, a handful of customers
have accounted for a majority of the total carrier services volume, although not
necessarily the same customers. During fiscal year 2003, our agreements with
customers were not for a specific period of time, but rather the customer was
given a set rate for services and the customer would decide the volume of
traffic it would send to us to terminate. Therefore on a month-to-month basis
there was not a required volume commitment from them, so they were free to
re-route their traffic away from us to a lower priced carrier.

During the year ended July 31, 2003, as the telecommunications sector
has continued to suffer financially and operationally, we have seen a trend
towards more and more of our carriers requiring substantial deposits and / or
prepayments. Required deposits and prepayments may total as much as 25% or
$600,000, which represented the weekly average cost of services during fiscal
year 2002. As a result, of the substantial deposits and prepayment requirements
and our lack of liquidity, in December 2002, we were forced to idle our network
and we were not able to restart our network during the fiscal year ending July
31, 2003. We did not generate any revenue from this source during the second
half of the fiscal year ending July 31, 2003. Subsequent to year-end we have
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signed three new carrier customers and we have generated revenues of
approximately $36,000 during the first quarter of fiscal year 2004. However,
there can be no assurance that revenue will continue to be generated at this
level from these customers.

Going forward, the company will rely on the Share Purchase Agreement
with Telemarketing de Mexico, S.A. de C.V. to continue to increase the carrier
services business. Under the agreement entered on May 22, 2003, Telemarketing
acquired 51% of our Mexican Subsidiary, ATSI Comunicaciones, S.A. de C.V.
("ATSICOM") . The principal owners of Telemarketing are also the principal owners
of Dialmex, LLC ("Dialmex") a U.S. based international telecommunications
carrier. Under our agreement with Dialmex we will be allowed to use Dialmex's
VoIP network primarily to transport and terminate voice and fax communications
over the Internet. Additionally, under the agreement with Telemarketing we will
enhance its network by linking Dialmex's VoIP network with other carriers
allowing us to reduce our transportation and termination costs, while
simultaneously increasing and expanding our destination points available to our
customers. We believe that this lower network cost structure will allow the
Company to be more competitive and attract more customers. Additionally, we will
combine our respective interconnection agreements with the major carriers in
Mexico, such as Telefonos de Mexico S.A de C.V. (Telmex) and Bestel S.A de C.V.
As previously mentioned, our interconnection agreements with these long-distance
concessionaires provide us with nationwide network coverage. Currently, Telmex
owns and operates the only nationwide network in Mexico with more than 14.1
million phone lines in over 105,000 communities throughout Mexico. Bestel
operates a fiber optic network that extends over 6,356 kilometers with points of
presence in 19 Mexican metropolitan areas. In addition, the sale of 51% of
ATSICOM to Telemarketing provides us with working capital while the agreement
with Dialmex will provide us with access to a reliable and flexible
state-of-the-art VoIP network without incurring the expense of operating such a
network. Due to the financial condition of the Company, there can be no
assurance that the enhancements can be made or that the costs will be decreased.

Network Services

We offer private communication links for multi-national and Latin
American corporations or enterprise customers who use a high volume of
telecommunications services to their U.S. offices or businesses and need greater
dependability than is available through public networks. These services include
data, voice and fax transmission as well as Internet services between the

customers multiple international offices and branches. Currently we do not have
any network services customers; however, we provide network management services
to Latingroup Ventures L.L.C.(LGV), a non-related party. Under the agreement
with LGV we will provide customer service, technical support and manage the
collections process of their private network customers. This management
agreement was initiated on July 1, 2003 and we will generate approximately
$12,700 per month in management fees. This management agreement will terminate
on June 30, 2004.

Currently we compete with MCI and Americatel, as well as the former
telecommunication monopolies in the Latin American countries in providing
network services. Factors contributing to our competitiveness include
reliability, network quality, speed of installation, and in some cases,
geography, network size, and hauling capacity. We are at a competitive
disadvantage with respect to larger carriers who are able to provide networks
for corporations that encompass more countries in Latin America, as well as
Europe, Asia and other parts of the globe. As a result of these disadvantages we
do not expect a significant increase in revenue from this source in the near
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Network

As previously disclosed, we entered into an agreement with the
principal owners of Telemarketing and principal owners of Dialmex, a U.S. based
international telecommunications carrier. The objective of the agreement with
Telemarketing, is that ATSI and Telemarketing will jointly enhance the VoIP
network, which is currently operating under Dialmex. Under our agreement with
Dialmex, we will use the VoIP network primarily to transport telephone calls and
fax transmissions over the Internet. We believe that using the VoIP network will
lower our network costs and allow the companies to be more competitive and
attract more customers. Additionally, we will combine our respective
interconnection agreements with the major carriers in Mexico, including Telmex
and Bestel. We believe our interconnection agreements with these long-distance
concessionaires provide us with nationwide network coverage. Currently, Telmex
owns and operates the only nationwide network with more than 14.1 million phone
lines in over 105,000 communities throughout Mexico. Bestel operates a fiber
optic network that extends over 6,356 kilometers with points of presence in 19
Mexican metropolitan areas. In addition, the sale of 51% of ATSICOM to
Telemarketing provides us with working capital while the carrier service
agreement with Dialmex will provide us with access to a reliable and flexible
state-of-the-art VoIP network without incurring the expense of operating such a
network. Due to the financial condition of the Company, there can be no
assurance that the enhancements can be made or that the costs will be decreased.

Currently we are also leasing satellite capacity and space segment on a
month-to-month basis directly from Satellites Mexicanos, S.A. de C.V. (Satmex)
for the connectivity for our network management customer. Under the
month-to-month agreement we are currently incurring monthly fixed charges of
approximately $6,300 for the space segment. Under the monthly agreement with
Satmex we can increase or decrease capacity as the customer usage changes with
demand. Additionally we can terminate this agreement at any time without any
penalties from Satmex.

Strategy and Competitive Conditions

Our strategy i1s to position ourselves to take advantage of the
demonopolization of the Latin American telecommunications markets, as well as
the increasing demand for international communications services between these
markets and the United States. Historically, telecommunications services in
Latin America have been provided by state-run companies, operating as a legal or
de facto monopoly. Although these companies failed to satisfy the demand for
services in their countries, the regulatory scheme effectively precluded
competition by foreign carriers. Currently, there is a trend toward
demonopolization of the telecommunications industry in Latin America, and many
of these countries are in various stages of migration toward a competitive,
multi-carrier market. Many Latin American countries produce a significant number
of immigrants to the United States, or are becoming homes to U.S. based
corporations seeking lower labor costs. At the same time that Latin American
markets have been opening up, the demand for telecommunications services between
the United States and Latin America (particularly Mexico) has been strengthened
by:

7

o the rapid growth of the Latino segment of the United States
population

o Mexico's status as the top calling partner with the United States

o increase in trade and travel between Latin America and the United

States
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o the build-out of local networks and corresponding increase in the
number of telephones in homes and businesses in Latin countries

o proliferation of communications devices such as faxes, mobile
phones, pagers, and personal computers

o declining rates for services as a result of increased competition.

Our strengths include our knowledge of, and relationships within, the
telecommunications industry in the United States and certain countries within
Latin America, particularly Mexico. Our management and employees have in-depth
knowledge of the Mexican culture, business environment and telecommunications
industry. As a result, we have been able to obtain a key long distance
concession through our 49% ownership in ATSI Comunicaciones S.A de C.V.
(ATSICOM) that allows us to both generate and carry traffic within Mexico and
between Mexico and the United States. Technological advances have provided
emerging carriers with the means to provide high quality transmission on a
cost-effective basis. Most notably, we as well as other emerging carriers now
use voice over Internet protocol or VoIP technology, which is a method of
transmitting voice communications by breaking the information into data packets
and transporting them over the Internet. Under our agreement with Dialmex, LLC,
ATSI is utilizing a low-cost VoIP network in Mexico previously deployed by
Dialmex. We have focused most of our efforts on Mexico. As regulatory and market
conditions permit, we would like to provide services in other Latin American
countries.

Strategy and Competitive Conditions - Mexican Market. Telefonos de
Mexico S.A de C.V. (or Telmex) had a legal franchise to control the entire market
for local and long distance telecommunications in Mexico until June of 1995,
when new laws began to open the market to competition. This means that Telmex
owned or controlled all of the physical infrastructure needed to transport
telecommunications traffic, including the local network of telephone lines to
homes and business in a given area, and the long distance network of lines
between the local networks. In January 1997, the Mexican government began
granting licenses to provide long distance service to competing companies, and
has licensed at least 29 new long distance providers. Two of these license
holders are Mexican based affiliates of top tier U.S. carriers MCI and AT&T.
Although the Mexican government has also licensed additional local competitors,
the build out of additional local infrastructure is Jjust beginning, and the
local network in Mexico is still dominated by Telmex. In 1994 we began
assembling a framework of licenses, reciprocal services agreements with other
carriers, other service agreements, network facilities, and distribution
channels in Mexico in anticipation of the demonopolization of this market.
During the same year we also began providing private network services between
the U.S. and Mexico via satellite. In fiscal year 2000 we secured our own long
distance license, which permits us to interconnect directly with the local
network and build out our own long distance network, further reducing our costs.
In May 2003, we sold 51% of our subsidiary that owns a long distance concession
in Mexico, ATSI Comunicaciones, S.A. de C.V. to a group of Mexican investors,
Telemarketing S.A de C.V. and secured an agreement with the same group to
utilize their VoIP network for transporting services to, from, and within
Mexico. We believe that our long distance concession and partnership with the
Mexican investment group will position us to take advantage of the benefits to
be reaped as the Mexican telecommunications industry continues to evolve and
creates opportunities for emerging carriers. We believe that we have a clear
competitive advantage over non-licensed resellers, and that we have overcome
significant hurdles that are a barrier to entry in this market even for large
carriers. We intend to use our license and partnership to capture increased
amounts of the communications traffic in the Mexican market.

Carrier. The U.S. market for termination to Mexico has become
increasingly dynamic as competition, call volumes and industry capacity along
U.S.-Mexico routes have all increased. Although we experienced downward pricing
pressure for traffic between the U.S. and Mexico over the last fiscal year,
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prices have begun to stabilize in recent months. We plan to explore ways to
exploit our carrier services operation without the investment of significant new
resources by utilizing our partners', Dialmex, LLC, VoIP network in Mexico.

Although we have succeeded in securing an agreement with World Data
Technology, S.A de C.V., a Mexican-based VoIP provider that permits us to
terminate northbound traffic in the U.S., we have not realized substantial
revenue from this arrangement. We believe that the additional network build-out
under our own long distance license will permit us and our Mexican partners' to
lower our costs significantly, improving our competitive position in the carrier
services market for both north and southbound services.

Licenses/Regulatory

Our operations are subject to federal, state and foreign laws and
regulations.

Federal

Pursuant to Section 214 of the Communications Act of 1934, the Federal
Communications Commission ("FCC") has granted us global authority to provide
switched international telecommunications services between the U.S. and certain
other countries. We maintain informational tariffs on file with the FCC for our
international retail rates and charges.

The Telecommunications Act of 1996, which became law in February 1996,
was designed to dismantle the monopoly system and promote competition in all
aspects of telecommunications. The FCC has promulgated and continues to
promulgate major changes to their telecommunications regulations. One aspect of
the Telecom Act that is of particular importance to us is that it allows Bell
Operating Companies or BOCs to offer in-region long distance service once they
have taken certain steps to open their local service monopoly to competition.
Given their extensive resources and established customer bases, the entry of the
BOCs into the long distance market, specifically the international market, will
create increased competition for us. Southwestern Bell's application to offer in
region long distance was approved in June 2000.

Although we do not know of any other specific new or proposed
regulations that will affect our business directly, the regulatory scheme for
competitive telecommunications market is still evolving and there could be
unanticipated changes in the competitive environment for communications in
general. For example, the FCC 1is currently considering rules that govern how
Internet providers share telephone lines with local telephone companies and
compensate local telephone companies. These rules could affect the role that the
Internet ultimately plays in the telecommunications market.

The International Settlements Policy governs settlements between top
tier U.S. carriers' and foreign carriers' costs of terminating traffic over each
other's networks. The FCC recently enacted certain changes in our rules designed
to allow U.S. carriers to propose methods to pay for international call
termination that deviate from traditional accounting rates and the International
Settlement Policy. The FCC has also established lower benchmarks for the rates
that U.S. carriers can pay foreign carriers for the termination of international
services and these benchmarks may continue to decline. These rule changes have
lowered the costs of our top tier competitors and are contributing to the
substantial downward pricing pressure facing us in the carrier market.

State
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Many states require telecommunications providers operating within the
state to maintain certificates and tariffs with the state regulatory agencies,
and to meet various other requirements (e.g. reporting, consumer protection,
notification of corporate events). We believe we are in compliance with all
applicable State laws and regulations governing our services.

Mexico

The Secretaria de Comunicaciones y Transportes or the SCT and COFETEL
(Comision Federal de Telecomunicaciones or Federal Telecommunications
Commission) have issued ATSICOM the following license:

Concession License - a 30-year license granted in June 1998 to install
and operate a public network.

Like the United States, Mexico is in the process of revising its
regulatory scheme consistent with its new competitive market. Various technical
and pricing issues related to connections between carriers are the subject of
regulatory actions, which will effect the competitive environment in ways we are
not able to determine at this time.

Employees

As of July 31, 2003, we had 4 employees, all of whom performed
operational, technical and administrative functions.

We believe our future success will depend to a large extent on our
continued ability to attract and retain highly skilled and qualified employees.
We consider our employee relations to be good. None of these aforementioned
employees belong to labor unions.

ADDITIONAL RISK FACTORS

The purchase of our common stock is very risky. You should not invest
any money that you cannot afford to lose. Before you buy our stock, you should
carefully read all of our periodic reports, including our 10-Q's and the entire
Form 10-K.

RISKS RELATED TO OPERATIONS
o Our auditors have questioned our viability

Our auditors' opinion on our financial statements as of July 31, 2003 calls
attention to substantial doubts as to our ability to continue as a going
concern. This means that they question whether we can continue in business.
If we cannot continue in business, our common stockholders would likely
lose their entire investment. Our financial statements are prepared on the
assumption that we will continue in business. They do not contain any
adjustments to reflect the uncertainty over our continuing in business.

o We expect to incur losses, so if we do not raise additional capital we
may go out of business

We have never been profitable and may not become profitable in the near
future. We will continue to invest money in sales and marketing and
personnel in order to maintain and develop the customer base we need to
achieve profitability. Our investment may not generate the savings and
revenues that we anticipate because of a variety of factors, such as:
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- delays in negotiating acceptable interconnection agreements with
Telmex, the former monopoly carrier in Mexico; and

- operational delays caused by our inability to obtain additional
financing in a timely fashion.

In the past we have financed our operations almost exclusively through the
private sales of securities. Since we are losing money, we must raise the
money we need to continue operations either by selling more securities or
borrowing money. We are not currently able to sell additional securities or
borrow money on terms as desirable as those available to profitable
companies, and may not be able to raise money on any acceptable terms. If
we are not able to raise additional money, we will not be able to implement
our strategy for the future, and we will either have to scale back our
operations or stop operations.
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During fiscal year ended July 31, 2003 our two primary operating
subsidiaries, ATSI (Texas), Inc. and TeleSpan, Inc., filed for protection
under Chapter 11 of the U.S. Bankruptcy Code on February 4, 2003 and
February 18, 2003 respectively. Additionally, the court ordered joint
administration of both cases on April 9, 2003 and subsequently on May 14,
2003 the court converted the cases to Chapter 7. These subsidiaries have
terminated all operations. And the Bankruptcy is managing the liquidation
process of all the assets held by these entities.

It is difficult for us to compete with much larger companies such as
AT&T, Sprint, MCI and Telmex

The large carriers such as AT&T, Sprint and MCI in the U.S., and Telmex in
Mexico, have more financial resources and extensive owned networks than we
do, which enables them to control costs more easily than we can. They are
also able to take advantage of their large customer base to generate
economies of scale, substantially lowering their per-call costs. Therefore,
they are better able than we are to lower their prices as needed to retain
customers; additionally they are better able to offer flexible payment
terms to their customers. In addition, these companies have stronger name
recognition and brand loyalty, as well as a broader portfolio of services,
making it difficult for us to attract new customers. Our competitive
strategy in the U.S. revolves around targeting markets that are largely
underserved by the big carriers. However, some larger companies are
beginning efforts or have announced that they plan to begin efforts to
capture these markets.

Mergers, acquisitions and joint ventures in our industry have created and
may continue to create more large and well-positioned competitors. These
mergers, acquisitions and joint ventures could increase competition and
reduce the number of customers that purchase carrier service from us.

Competition could harm us

International telecommunications providers like us compete based on price,
customer service, transmission quality and breadth of service offerings.
Many of our larger competitors enjoy economies of scale that can result in
lower termination and network costs. This could cause significant pricing
pressures within the international communications industry. In recent
years, prices for international and other telecommunications services have
decreased as competition continues to increase in most of the markets in
which we currently compete or intend to compete. If these pricing pressures
continue, we must continue to lower our costs in order to maintain
sufficient profits to continue in this market. We believe competition will

12
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intensify as new entrants increase as a result of the new competitive
opportunities created by the Telecommunications Act of 1996, implementation
by the Federal Communications Commission of the United States' commitment
to the World Trade Organization, and privatization, deregulation and
changes in legislation and regulation in many of our foreign target
markets. We cannot assure you that we will be able to compete successfully
in the future, or that such intense competition will not have a material
adverse effect on our business, financial condition and results of
operations.

o Competition in Mexico is increasing

Mexican regulatory authorities have granted concessions to at least 30
companies, including Telmex, to construct and operate public, long distance
telecommunications networks in Mexico. Some of these new competitive
entrants have as their partners major U.S. telecommunications providers
including AT&T (Alestra) and MCI (Avantel) Mexican regulatory authorities
have also granted concessions to provide local exchange services to several
telecommunications providers, including Telmex and Red de Servicios de
Telecomunicaciones, S.A. de C.V., Megacable Comunicaciones de Mexico and
several of Mexico's long distance concessionaires. We compete or will
compete to provide services in Mexico with numerous other systems
integration, value-added and voice and data services providers, some of
which focus their efforts on the same customers we target. In addition to
these competitors, recent and pending deregulation in Mexico may encourage
new entrants.
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Moreover, while the WTO Agreement could create opportunities to enter new
foreign markets, the United States' and other countries' implementation of
the WTO Agreement could result in new competition from operators previously
banned or limited from providing services in the United States. This could
result in increased competition, which could materially and adversely
affect our business, financial condition and results of operations.

o Our Mexican facilities-based license poses risks

Currently we own 49% of ATSICOM that holds the Concession . This license is
for 30 years, and it can be renewed at the end of the term. This concession
is the major asset of the company and is regulated by the Mexican
government. The Mexican government could grant similar concessions to our
competitors, which will affect the value of our concession. In addition,
the Mexican government also has (1) authority to temporarily seize all
assets related to the Mexican concession in the event of natural disaster,
war, significant public disturbance and threats to internal peace and for
other reasons of economic or public order and (2) the statutory right to
expropriate any concession and claim all related assets for public interest
reasons. Although Mexican law provides for compensation in connection with
losses and damages related to temporary seizure or expropriation, we cannot
assure you that the compensation will be adequate or timely.

Under this license, ATSI Comunicaciones de Mexico S.A de C.V. is required
to meet the following:

General requirements

o Maintain approximately 10 millions dollars in registered and subscribed
capital
o Install and operate a network in Mexico, the Mexican government will

13
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need to approve the operating plan before is implemented, additionally
the Mexican government will need to approve any future changes to the
operating plan before it can be implemented.

o Continuously develop and conduct training programs for its staff

o The Concessionaire, at all times needs to have an assigned individual
responsible for the technical functions to operate the concession.

Concession services requirements

o The Concessionaire is required to provide continuous and efficient
services at all times to its customers.
o The Concessionaire must establish a complaint center and correction

facilities center. We are required to report to the Mexican Government
on a monthly basis the complaints received and the actions taken to
resolve the problems.

Tariff Requirements

o The Concessionaire will only be authorized to invoice its customer's
tariffs rates that have been approved by the Mexican government.

Verification and Information requirements

o The Concessionaire is required to provide audited financial statements
on a yearly basis that includes a detailed description of the fixed
assets utilized in the network and accounting reporting by region and
location of where the services are being provided.
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o The Concessionaire is required to provide quarterly reports and updates
on the expansion of the network in Mexico and a description of the
training programs and research and development programs.

o The Concessionaire is required to provide statistic reports of traffic,
switching capacity and other parameters in the network.

Guarantee requirements

The Concessionaire is required to have a bond/ insurance policy for
approximately $500,000 dollars, where the Mexican Federal Treasury
Department will be the beneficiary in the event the Mexican government
revokes the concession license.

We cannot assure you that we and our partner, Telemarketing:

- will be able to obtain financing to finish the Mexican network;

- if we or our partners obtain financing it will be in a timely
manner or on favorable terms; or

- if we or our partners will be able to comply with the Mexican
concession's conditions.

If our partners or we fail to comply with the terms of the concession, the
Mexican government may terminate it without compensation to our partners or
us. A termination would prevent us from engaging in our proposed business.

o The telecommunications industry has been characterized by steady
technological change. We may not be able to raise the money we need to

14
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acquire the new technology necessary to keep our services competitive.

To complete successfully in the carrier and network services markets, we
must maintain the highest quality of service. Therefore we must continually
rely on our partners, Dialmex and Telemarketing to upgrade their network to
keep pace with technological changes. This is expensive, and our partners,
Dialmex and Telemarketing do not have substantial resources that our large
competitors have.

We may not be able to pay our suppliers on time, causing them to
discontinue critical services

Historically, we have not always paid all of our suppliers on time due to
temporary cash shortfalls. Our critical suppliers are Satmex for our
network management services and for our carrier services we depend on
various Mexican and U.S. long distance companies to complete the
intra-Mexico and intra-U.S. long distance portion of our calls. Critical
carriers and suppliers may discontinue our services, if we are not able to
make payments on time in the future. Our ability to make payments on time
depends on our ability to raise additional capital or improve our cash flow
from operations.

We may not be able to lease transmission facilities we need at
cost-effective rates

We do not own any transmission facilities needed to complete our calls.
Therefore, we depend on contractual arrangements with other
telecommunications companies to provide our services. We do not own any
VoIP network, switching network and the equipment required to receive and
transmit calls; we depend on our carriers for these services and our
carrier service agreement with our partners, Telemarketing and Dialmex. Our
carriers' and partners' might not be able to lease facilities at
cost-effective rates in the future or enter into contractual arrangements
necessary for us to provide competitive services to our carrier customers.
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The carriers on whom we rely for intra-Mexico long distance may not
stay in business leaving us fewer and more expensive options to
complete calls

There are only 30-licensed Mexican long distance companies. Through our
partners and our Concession license we currently have agreements with five
of them. If the number of carriers who provide intra-Mexico long distance
is reduced, we will have fewer route choices and may have to pay more for
this service.

We may have service interruptions and problems with the quality of
transmission, causing us to lose call volume and customers

To retain and attract customers, we must keep our services operational 24
hours per day, 365 days per year. We have experienced service interruptions
and other problems that affect the quality of voice and data transmission.
We may experience more serious problems. In addition to the normal risks
that any telecommunications company faces (such as fire, flood, power
failure, equipment failure), we may have a serious problem if a meteor or
space debris strikes the satellite that transmits our traffic, or a
volcanic eruption or earthquake interferes with our operations in Mexico
City. If a portion of our suppliers network is effected by such an event, a
significant amount of time could pass before we could re-route traffic from
one carrier to another, and there may not be sufficient capacity to carry
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all the traffic at any given time.

Changes in telecommunications regulations may harm our competitive
position

Historically, telecommunications in the U.S. and Mexico have been closely
regulated under a monopoly system. As a result of the Telecommunications
Act of 1996 in the U.S. and new Mexican laws enacted in the 1990's, the
telecommunications industry in the U.S. and Mexico are in the process of a
revolutionary change to a fully competitive system. U.S. and Mexican
regulations governing competition are evolving as the market evolves. For
example, FCC regulations now permit the regional Bell operating companies
(former local telephone monopolies such as Southwestern Bell) to enter the
long distance market if certain conditions are met. The entry of these
formidable competitors into the long distance market will make it more
difficult for us to establish a consumer customer base. There may be
significant regulatory changes that we cannot even predict at this time. We
cannot be sure that the governments of the U.S. and Mexico will even
continue to support a migration toward a competitive telecommunications
market.

Regulators may challenge our compliance with laws and regulations
causing us considerable expense and possibly leading to a temporary or
permanent shut down of some operations

Government enforcement and interpretation of the telecommunications laws
and licenses is unpredictable and is often based on informal views of
government officials and ministries. This is particularly true in Mexico
and certain of our target Latin American markets, where government
officials and ministries may be subject to influence by the former
telecommunications monopoly, such as Telmex. This means that our compliance
with the laws may be challenged. It could be very expensive to defend this
type of challenge and we might not win. If we were found to have violated
the laws that govern our business, we could be fined or denied the right to
offer services.

Our operations may be affected by political changes in Mexico and other
Latin American countries

The majority of our foreign operations are in Mexico. The political and
economic climate in Mexico is more uncertain than in the United States and
unfavorable changes could have a direct impact on our operations in Mexico.
The Mexican government exercises significant influence over many aspects of
the Mexican economy. For example, a newly elected set of government
officials could decide to quickly reverse the deregulation of the Mexican
telecommunications industry economy and take steps such as seizing our
property, revoking our licenses, or modifying our contracts with Mexican
suppliers. A period of poor economic performance could reduce the demand
for our services in Mexico. There might be trade disputes between the
United States and Mexico that result in trade barriers such as additional
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taxes on our services. The Mexican government might also decide to restrict
the conversion of pesos into dollars or restrict the transfer of dollars
out of Mexico. These types of changes, whether they occur or are only
threatened, could have a material adverse effect on our results of
operations and would also make it more difficult for us to obtain financing
in the United States.

RISKS RELATED TO FINANCING

16
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The terms of our preferred stock include disincentives to a merger or
other change of control, which could discourage a transaction that
would otherwise be in the interest of our stockholders

In the event of a change of control of ATSI, the terms of the Series D
Preferred Stock permit the holder to choose either to receive whatever cash
or stock the common stockholders receive in the change of control
transaction as if the Series D stock Preferred Stock had been converted, or
to require us to redeem the Series D Preferred Stock at $1,560 per share.
If all 742 shares currently outstanding were outstanding at the time of a
change of control, this could result in a payment to the holder of
approximately $1.2 million. The possibility that we might have to pay this
large amount of cash would make it more difficult for us to agree to a
merger or other opportunity that might arise even though it would otherwise
be in the best interest of the stockholders.

We may have to redeem the Series D and Series E Preferred Stock for a
substantial amount of cash, which would severely restrict the amount of
cash available for our operations.

The terms of the Series D Preferred Stock require us to redeem the stock
for cash in two circumstances in addition to the change of control
situation described in the immediately preceding risk factor.

First, the terms of the Series D Preferred Stock prohibit the holder from
acquiring more than 11,509,944 shares of our common stock, which is 20% of
the amount of shares of common stock outstanding at the time we issued the
Series D Preferred Stock. The terms of the Series D Preferred Stock also
prohibit the holder from holding more than 5% of our common stock at any
given time. Due to the floating conversion rate, the number of shares of
common stock that may be issued on the conversion of the Series D Preferred
Stock increases as the price of our common stock decreases, so we do not
know the actual number of shares of common stock that the Series D
Preferred Stock will be convertible into.

Second, if we refuse to honor a conversion notice or a third party
challenges our right to honor a conversion notice by filing a lawsuit, the
holder may require us to redeem any shares it then holds for $1,270 per
share. If all 742 shares currently outstanding were outstanding at the time
of redemption, this would result in a cash payment of approximately
$942,000 plus accrued and unpaid dividends. If we were required to make
cash payment of this size, it would severely restrict our ability to fund
our operations. On January 24, 2003 we received a redemption letter from
the Series D holder requesting that we redeem all of their outstanding
shares. As of the date of this filing no common stock has been issued to
satisfy this demand. However, we have adjusted the Series D Preferred Stock
to the full redemption amount of approximately $942,000 by recording a
dividend of approximately $284,000. In addition the redemption amount was
reclassed to accrued liabilities. It is the position of the Company that no
additional investor shares are owed; further the Company has filed a
lawsuit against one or more parties to whom the alleged additional shares
are owed. We are currently seeking damages from these parties.

Similarly, the Series E Preferred Stock requires mandatory redemption if
(a) we fail to: issue shares of common stock upon conversion, remove
legends on certificates representing shares of common stock issued upon
conversion or to fulfill certain covenants set forth in the Securities
Purchase Agreement between ATSI and the holders of the Series E Preferred
Stock; (b) we fail to obtain effectiveness of the registration statement
covering the shares of common stock to be issued upon the conversion of the
Series E Preferred Stock prior to March 11, 2001; (c) certain bankruptcy
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and similar events occur; (d) we fail to maintain the listing of the common
stock on the Nasdag National Market, the Nasdag Small Cap Market, the AMEX
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or the NYSE; or (e) our long distance concession license from the Republic
of Mexico is terminated or limited in scope by any regulatory authorities.
The Redemption Price equals the greater of (x) 125% of the stated value
($1,000) plus 6% per annum of the stated value plus any conversion default
payments due and owing by ATSI and (y) the product of (i) the highest
number of shares of common stock issuable upon conversion times (ii) the
highest closing price for the common stock during the period beginning on
the date of first occurrence of the mandatory redemption event and ending
one day prior to the date of redemption minus the amount of money we
receive upon the exercise of the investment options provided in the Series
E Preferred Stock which, upon conversion allows the holders to purchase an
additional 0.8 share of ATSI common stock for each share of ATSI common
stock received upon conversion. While we have not received a formal demand
letter from the holder of the Series E Preferred Stock requesting
redemption we have received conversion notices for which we have not issued
common stock. However, during the fiscal year 2003, the additional
"beneficial conversion feature" of approximately $292,500 related to the
remaining 1,170 Series E Preferred Stock was allocated to additional
paid-in capital as a discount.

We may redeem our preferred stock only under certain circumstances, and
redemption requires us to pay a significant amount of cash and issue
additional warrants; therefore we are limited as to what steps we may
take to prevent further dilution to the common stock if we find
alternative forms of financing

We may redeem the Series A Preferred Stock only after the first anniversary
of the issue date, and only if the market price for our common stock is
200% or more of the conversion price for the Series A Preferred Stock. The
redemption price for the Series A stock is $100 per share plus accrued and
unpaid dividends. We may redeem the Series D Preferred Stock only if the
price of our common stock falls below $9.00, the price on the date of
closing the Series D Preferred Stock. The redemption price is $1,270 per
share, plus accrued but unpaid dividends, plus an additional warrant for
the purchase of 150,000 shares of common stock at a price of $4.37 per
share. Subject to certain conditions, we have the right to redeem the
Series E Preferred Stock if, at any time after October 11, 2001, on any
trading day and for a period of 20 consecutive trading days prior thereto,
the closing bid price is less than $1.24. In the event that we are able to
find replacement financing that does not require dilution of the common
stock, these restrictions would make it difficult for us to "refinance" the
preferred stock and prevent dilution to the common stock.

RISKS RELATING TO MARKET FOR OUR COMMON STOCK
Our common stock was delisted from AMEX

The company was de-listed from AMEX on April 24, 2003 and currently we are
trading our common stock as an Over The Counter (OTC) security on the pink
sheets, which is regulated by the NASD. This has adversely affected the
liquidity of the common stock because it is more difficult for stockholders
to obtain accurate stock quotations. In addition, since our stock is
currently not being traded on a national exchange, sales of our stock would
likely be subject to the SEC's penny stock rules, which generally create a
delay between the time that a stockholder decides to sell shares and the
time that the sale may be completed.
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The price of our common stock has been volatile and could continue to
fluctuate substantially

Our common stock is traded on the pink sheets and is regulated by the NASD.
The market price of our common stock has been volatile and could fluctuate
substantially based on a variety of factors, including the following:

- announcements of new products or technologies innovations by us or
others;

- variations in our results of operations;

- the gain or loss of significant customers;

- the timing of acquisitions of businesses or technology licenses;
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- legislative or regulatory changes;

- general trends in the industry;

- market conditions; and

- analysts' estimates and other events in our industry.

Future sales of our common stock in the public market could lower our
stock price

Future sales of our common stock in the public market could lower our
stock price and impair our ability to raise funds in new stock offerings.
As of July 31, 2003, we had 111,883,134 shares of common stock outstanding
and 8,673,659 shares issuable upon exercise of outstanding options and
warrants. In addition, we have shares which could be issued upon
conversion of our outstanding Series A, D and E, F and G Preferred Stock
(subject to adjustment). Additionally, we may issue a significant number
of additional shares of common stock as consideration for acquisitions or
other investments as well as for working capital. Sales of a substantial
amount of common stock in the public market, or the perception that these
sales may occur, could adversely affect the market price of our common
stock prevailing from time to time in the public market and could impair
our ability to raise funds in additional stock offerings.

We will likely continue to issue common stock or securities convertible
into common stock to raise funds we need, which will further dilute
your ownership of ATSI and may put additional downward pricing pressure
on the common stock

Since we continue to operate at a cash flow deficit, we will continue to
need additional funds to stay in business. At this time, we are not likely
to be able to borrow enough money to continue operations on terms we find
acceptable so we expect to have to sell more shares of common stock or more
securities convertible in common stock. Convertible securities will likely
have similar features to our existing preferred stock, including conversion
at a discount to market. The sale of additional securities will further
dilute your ownership of ATSI and put additional downward pricing pressure
on the stock.

The potential dilution of your ownership of ATSI will increase as our
stock price goes down, since our preferred stock is convertible at a
floating rate that is a discount to the market price

Our Series A, D, E, F and G Preferred Stock is convertible into common

stock based on a conversion price that is a discount to the market price
for ATSI's common stock. The conversion price for the Series A, Series F
and Series G Preferred Stock is reset each year on the anniversary of the

19



Edgar Filing: ATSI COMMUNICATIONS INC/DE - Form 10-K

issuance of the stock, and the conversion price for the Series D and Series
E Preferred Stock floats with the market on a day-to-day basis. For each
series, the number of shares of common stock that will be issued on
conversion increases as the price of our common stock decreases. Therefore,
as our stock price falls, the potential dilution to the common stock
increases, and the amount of pricing pressure on the stock resulting from
the entry of the new common stock into the market increases.

Sales of common stock by the preferred holders may cause the stock
price to decrease, allowing the preferred stock holders to convert
their preferred stock into even greater amounts of common stock, the
sales of which would further depress the stock price

The terms of the preferred stock may amplify a decline in the price of our
common stock since sales of the common stock by the preferred holders may
cause the stock price to fall, allowing them to convert into even more
shares of common stock, the sales of which would further depress the stock
price.
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The holders of convertible subordinated debentures issued by the
Company during the year ended July 31, 2003 may convert those
debentures into common stock at a conversion rate of $0.135 per share

In January 2003 we issued 275 9% Convertible Subordinated Debentures with a
face value of $1,000, due January 2005. The debentures convert into common
stock at a conversion price of $0.135. The terms of the convertible
debentures require us to adjust the conversion price if we sell common
stock or securities convertible into common stock at a discount to market.
Therefore, if we sell common stock or securities convertible into common
stock in the future on more favorable terms than those granted to the
debenture holders, we will have to issue even more shares of common stock
to the holders than initially agreed on. At July 31, 2003, the Company was
in default of the terms of the debentures for non-payment.

The potential dilution of your ownership of ATSI resulting from our
Series D and Series E Preferred Stock will increase if we sell
additional common stock for less than the conversion price applicable
to the Series D and Series E Preferred Stock

The terms of the Series D and Series E Preferred Stock require us to adjust
the conversion price if we sell common stock or securities convertible into
common stock at a greater discount to market than that provided for the
Series D Preferred Stock and at less than the lower of the market price or
the conversion price with respect to the Series E Preferred Stock.
Therefore, if we sell common stock or securities convertible into common
stock in the future on more favorable terms than the discounted terms, we
will have to issue even more shares of common stock to the holders than
initially agreed on.

We expect to issue additional shares of common stock to pay dividends
on the preferred stock, further diluting your ownership of ATSI and
putting additional downward pricing pressure on the common stock

The Series A and Series D Preferred Stock require quarterly dividends of
10% and 6% per annum, while our Series F and Series G Preferred Stock
requires quarterly dividends of 15% pe