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PART I. FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS

NETLOJIX COMMUNICATIONS, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED BALANCE SHEET

(unaudited)

Assets
CURRENT ASSETS
Cash
Accounts receivable, net
Accounts receivable from related parties
Prepaid expenses and other current assets

Total current assets

Property and equipment, net
Customer bases aquired and other intangibles, net
Other assets

Total assets

Liabilities and Stockholders' Equit
CURRENT LIABILITIES

Revolving line of credit

Accounts payable and other accrued expenses
Accrued payroll related liabilities
Accrued network services costs

Litigation settlement liability

Sales and excise tax payable

Unearned revenue

Other current liabilities

Total current liabilities

Long term obligations
Total liabilities

Commitments and contingencies

STOCKHOLDERS' EQUITY
Preferred stock, authorized 1,000,000 shares, $0.01 par value
Series A convertible preferred stock, designated 250,000 shares,
cumulative as to 8% dividends, 147,700 shares issued and
outstanding. (Liquidation preference of $799,000 at March 31, 2002
including dividends in arrears.)

Common stock, authorized 40,000,000 shares, $0.01 par value,
issued 14,656,328 shares at March 31, 2002.

Deferred Compensation - restricted stock

Additional paid in capital

Preferred dividends

Accumulated deficit

Treasury stock, $0.01 par value, 162,905 shares at March 31, 2002

Total stockholders' equity

Total liabilities and stockholders' equity

See accompanying notes.

March 31,
2002

100,000
1,060,000
767,000
382,000
2,309,000

1,003,000
340,000
58,000
3,710,000

800,000
1,122,000
769,000
759,000
73,000
62,000
869,000
550,000
5,004,000

22,000
5,026,000

1,000

147,000
(14,000)

28,468,000
(102,000)
(29,814,000)
(2,000)
)

(1,316,000

3,710,000



NETLOJIX COMMUNICATIONS, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(unaudited)
Three months
Ended March 31,
2002 2001

SERVICE REVENUES

Unrelated parties S 2,889,000 4,303,000

Related parties - (note 6) 1,032,000 894,000
TOTAL SERVICE REVENUES 3,921,000 5,197,000
COST OF SERVICE REVENUES

(exclusive of depreciation - note 8) 2,290,000 3,026,000
GROSS MARGIN 1,631,000 2,171,000
OPERATING EXPENSES

Selling, general and administrative 1,597,000 2,171,000

Depreciation and amortization 154,000 379,000

Total operating expenses 1,751,000 2,550,000

OPERATING (LOSS) (120,000) (379,000)
Interest expense (21,000) (51,000)
Other income (expense), net (12,000) 17,000
(Loss) from operations

before income taxes (153,000) (413,000)
Income tax benefit - -
NET (LOSS) $ (153,000) (413,000)
Preferred dividends - -
Loss applicable to common shareholders S (153,000) (413,000)
Net (loss) per common share - basic and diluted $ (0.01) (0.03)
Weighted average number of

common shares - basic & diluted 14,656,328 14,481,328

See accompanying Notes



NETLOJIX COMMUNICATIONS, INC. AND SUBSIDIARIES
CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(unadudited)
Three months

Ended March 31,

2002 2001
CASH FLOWS FROM OPERATING ACTIVITIES:
Net loss from continuing operations $ (153,000) $ (413,000)
Adjustments to reconcile net loss from continuing operations
to cash provided by (used by) continuing operating activities:

Depreciation and amortization 154,000 379,000
Provision for bad debts 70,000 143,000
Stock compensation earned 2,000 -
Changes in certain operating assets and liabilities:
Accounts receivable 748,000 (323,000)
Due from affiliates (206,000) 233,000
Other current assets (92,000) 23,000
Litigation settlement liability - 133,000
Accounts payable and accrued liabilities (841,000) (384,000)
Cash provided by (used by) operating activities (318,000) (209,000)

CASH FLOWS FROM INVESTING ACTIVITIES:
Additions to property and equipment (18,000) (75,000)

Cash used by investing activities (18,000) (75,000)

CASH FLOWS FROM FINANCING ACTIVITIES:

Principal payments on capital leases (4,000) (5,000)
Amount borrowed (paid) on line of credit, net 373,000 155,000
Amounts paid on long term borrowings (5,000) (1,000)
Cash provided by (used by) financing activities 364,000 149,000

Net increase (decrease) in cash and cash equivalents 28,000 (135,000)

Cash at beginning of period 72,000 184,000
Cash at end of period S 100,000 $ 49,000

Cash paid during the period:
Interest $ 21,000 S 51,000

Non cash investing and financing activities:
None $ - $ -

See accompanying notes.



NETLQJI X COVMUNI CATI ONS, | NC. AND SUBSI DI ARl ES
NOTES TO CONDENSED CONSCLI DATED FI NANCI AL STATEMENTS
(Unaudi t ed)

March 31, 2002 and 2001

(1) Basis of Presentation

The wunaudited condensed consolidated financial statenents of NetLojix
Conmuni cati ons, Inc. and Subsidiaries (the "Conpany" or “NetlLojix”) as of March 31
2002 and 2001 and for the three nmonth periods then ended have been prepared in
accordance with accounting principles generally accepted in the United States for
interimfinancial reporting. Accordingly, they do not include all of the disclosures
required by accounting principles generally accepted in the United States for
conplete financial statements and should be read in conjunction with the audited
consolidated financial statements and notes thereto included in NetLojix's Form 10-K
for the year ended Decenmber 31, 2001. All significant interconpany bal ances and
transacti ons have been elimnated in consolidation. In the opinion of nanagemnent,
all adjustments (consisting only of normal recurring adjustnents) considered
necessary for a fair presentation of the interim financial informtion have been
i ncl uded. The results of operations for any interim period are not necessarily
i ndi cative of the results of operations for the entire year

(2) Acquisitions and Dispositions

On Septenber 30, 2001 we sold a portion of our New York technical support
services business (consisting of our New York City customer list and related
customer contracts) to an unrelated third party. We retained all of our help desk
custonmers and contracts, which we will focus on in the future. The purchaser assumed
responsibility for wunused customer retainers and remmining ternms on service
agreenents. W recorded a gain (net of costs) of $203,000 in connection with this
sale. In addition, if the purchaser is able to renew retainers, service agreenments
or provide any additional services to the customers that were transferred, then it
will pay us 5% of any such cash received prior to Septenber 30, 2002. W have
recorded $3,918 in such additional payments as of My 13, 2002.

(3) Net Loss Per Common Share

Net Loss per conmon share for the three-nonth periods ended March 31, 2002 and
2001 are as foll ows:

Three Mont hs
Ended March 31,

Net Loss per share: 2002 2001
Nuner at or :

Net Loss $ 153, 000 413, 000
Preferred dividends -
Net Loss applicable to

comon st ockhol ders $ 153, 000 413, 000



Denom nat or
Wei ght ed average nunber of
conmon shares used in basic

and dil uted

Net Loss per comon share 14, 656, 328 14,481, 328
Basic and diluted net Loss
per common share $ 0.01 0.03

As of March 31, 2002 and 2001, common stock equival ent shares such as enpl oyee
stock options have been excluded fromthe conputation of diluted weighted average
shares, as the effect would be antidilutive. Conprehensive |loss for the periods
ended March 31, 2002 and 2001 is equal to net loss reported for such periods.

(4) Litigation and Contingencies

As previously reported, NetLojix was a defendant in a class action under the
federal securities laws (IN RE AVIEL SECURITIES LITIGATION, Case No. 98-9236)
initiated in Decenber 1998 in the United States District Court for the Central
District of California.

On Cctober 4, 2000, NetLojix finalized an agreenent with counsel for the
plaintiff class to settle all outstanding clainms under the class action |awsuit.
This agreenent received the prelimnary approval of the court on Novenber 8, 2000,
and NetlLojix thereafter paid $150,000 for administrative costs and other settl enment
i mpl enentati on expenses. On May 29, 2001, the court entered its final order of
di sm ssal and approval of the settlenent. W expect to issue a total of 232,000
shares of comon stock and warrants to purchase 200,000 shares of commobn stock at
an exercise price of $8.00 per share during the second quarter of 2002 for
distribution to the claimant class nenbers, and paynent of the plaintiffs attorneys
fees and litigation expenses.

In connection with the sale in Novenber 1999 of Matrix Telecom (a forner
subsidiary of NetLojix) to Platinum Equity Holdings LLC, the amount of the final
purchase price is subject to adjustnent based on finalization of a balance sheet for
Matri x Tel ecom as of August 31, 1999 and agreenent by both parties. W conpleted the
bal ance sheet as required. W were subsequently notified by Platinum that it
materially disagreed with the closing bal ance sheet that we prepared. W attenpted
to negotiate a settlenent of the balance sheet itens in disagreenent, but were
unsuccessful . To date, the buyer has resisted subnmitting the matter to an
i ndependent firm of accountants chosen by the parties for final resolution, as
required by the contract. At this time, we believe that the ultinmate resol ution of
the itens in dispute will not nmaterially affect the recorded gain.

Net Loji x presently has other contingent liabilities relating to various other

matters related to the conduct of our business. On the basis of information
furni shed by counsel and others, managenent believes that the resolution of these
contingencies will not naterially affect the financial condition or results of

operations of the Conpany.
(5) Stockholders’ Equity

During Decenber 2001, we repurchased 25,000 shares of our comon stock from
the NetlLojix Communications, Inc. Enployees’ Savings Plan and Trust (the “401(k)
Plan”) at a price of $0.16 per share. These were unallocated shares that had been
part of the enployer contribution to the 401(k) Plan and were repurchased as a
result of our decision to renove stock ownership as an option under the 401(k) Pl an.
These 25,000 shares were retired on March 20, 2002.
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(6) Related Party Transactions

We have had transactions in the nornmal course of business with various
conpani es who are related to our shareholders. W provide |ong distance and data
network service to a nunber of such rel ated conpani es. Bal ances related to operating
activities are settled monthly. The relationships that generate the revenues are
effectively the sane as all other customer relationships held by the Conpany. The
agreenments are standard term agreenments. W neither receive nor provide any benefit
out side of a standard customer-supplier relationship.

On January 31, 2002, NetLojix's secured credit facility with Coast Business
Credit expired, and NetLojix entered into a new secured credit facility with DIL
One, LLC (“DTL"). DIL is owned and controlled by director Jeffrey J. Jensen. Under
the DTL line of credit, NetLojix may borrow up to 80% of eligible receivables (as
defined) up to a total anpunt of $2.0 mllion. Borrow ngs under the line of credit
bear interest, payable monthly, based upon the prinme rate of Bank of America NT &
SA plus 2% with a minimuminterest rate of 10% Borrow ngs under the credit facility
are secured by substantially all assets of NetLojix. The credit facility also
prohibits the paynment of dividends and linmts the size of business acquisitions that
we may nmake without the prior consent of DIL. NetlLojix believes that the ternms of
the DIL line of credit are nore favorable to NetLojix than those of any other credit
facility available to NetLojix to replace the expiring Coast agreenent.

(7) Revenue Recognition

Revenues for |long distance, frane relay, Internet, applications devel oprment
and web hosting services are recognized as service is provided. Anmounts paid in
advance are recorded as unearned revenue and recogni zed as services are provided.

Wthin the Technical Support Services segnent, we sell services under hourly
service contracts (whether prepaid or billed in arrears), flat fee service contracts
or prepai d mai ntenance contracts. For prepai d maintenance contracts, we recognize
revenue ratably over the service period. A small nunber of our applications
devel opnent contracts contain customer acceptance provisions. |In accordance wth
SAB 101, we recogni ze revenue on such contracts only after a custoner has indicated
acceptance or the customer acceptance period has |apsed. For all other services,
revenues are recogni zed when the services are rendered.

(8) Depreciation Excluded from Cost of Sal es

W have al so excl uded $25,000 and $24,000 in depreciation from Cost of Sales
for the three nmonth periods ended March 31, 2002 and 2001 respectively. Such anounts
are included in depreciation in the operating expense section of the Statenent of
Operations and represents depreciation of equiprment used in our data center

(9) Segnent Reporting

NetLojix's primary business segments are Network Connectivity, Technica
Support Services and Application Devel opnent and Hosting. Al of our services are
targeted toward corporate conpanies within the United States. Parent conpany costs
are allocated to each segnent based on revenue.

The Network Connectivity segment includes services for the transfer of data
or voice traffic. We provide traditional I[ong distance services, calling card
dedicated voice and data access and nunerous Internet service options.
Tel econmuni cati ons product offerings include dedicated or |eased |lines, swtched
| ong di stance, frame relay, calling cards, and “1-800" services. Internet product
of ferings within the network connectivity segnment include dial-up access, DSL, | SDN
and dedi cated access. This segnent includes the Internet connectivity portion of
our Southern California based ISP
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The Techni ca
support
support, asset nmnagenent
mal nt enance contracts,
LAN i nstal |l ati ons,

The Applications Devel opment and Hosting services segnent
and programming creative multinedia applications that can be produced as
i ncludi ng shared,

desi gni ng,
a web application or a stand al one application,
dedi cated, co-location and managed servi ces.

W neasure our perfornance based on revenues,

and earnings before interest,

principles and should not
flows from operations,

t axes,
EBI TDA i s not a neasure of financial

Ser vi ces
hel p desk management contracts,
amount of hardware sal es.

and hosting,

gross nargin, net
depreciation and anortization (“EBITDA").

i ncl ude

i ncone or

Support Services segnent enconpasses a broad array of technica
services and solutions including system integration,
and help desk solutions.
prepaid time bl ock retainers,
warranty repairs and a small

desktop and network
flat-fee

i ncl udes produci ng,

| oss

perf ormance under generally accepted accounting

be considered as an alternative to net
as a measure of perfornmance.

i ncome or

cash

The results for the three nonths ended March 31, 2002 and 2001 are as foll ows:

Three Mont hs Ended March 31, 2002

Appli cations

Net wor k Techni cal Devel oprent
Connectivity  Support and Wb

Servi ces Servi ces Host i ng Tot al
Revenues $ 2,026,000 1, 486, 000 409, 000 3,921, 000
G oss margin 664, 000 666, 000 301, 000 1, 631, 000
Sel ling, general & administration 743, 000 653, 000 201, 000 1,597, 000
Depreciation & anortization 62, 000 68, 000 24,000 154, 000
I nt erest expense 10, 000 10, 000 1, 000 21, 000
O her expense 5, 000 6, 000 1, 000 12, 000
Net incone (Il oss) $ (156, 000) (71,000 74, 000 (153, 000)
EBI TDA $ (84, 000) 7,000 99, 000 22, 000
Total assets $ 2,265,000 975, 000 470, 000 3,710, 000

Three Months Ended March 31, 2001
Appl i cations
Net wor k Techni cal Devel opnent
Connectivity  Support and Wb

Servi ces Servi ce Host i ng Tota
Revenues $ 2,646,000 2,042, 000 509, 000 5, 197, 000
G oss margin 1,120, 000 787,000 264, 000 2,171, 000
Sel ling, general & administration 1, 016, 000 1, 091, 000 64, 000 2,171, 000
Depreciation & anortization 138, 000 226, 000 15, 000 379, 000
I nt erest expense 31, 000 20, 000 - 51, 000
O her expense (incone) (25, 000) 6, 000 2,000 (17, 000)
Net inconme (| oss) $ (40, 000) (556, 000) 183, 000 (413, 000)
EBI TDA $ 129, 000 (310, 000) 198, 000 17, 000
Total assets $ 3,297,000 7,471, 000 437, 000 11, 205, 000
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Wthin the three business segnents there are nultiple types of revenue
whi ch are stated separately bel ow

Thr ee nont hs
Ended March 31,

2002 2001
Net wor k Connectivity
Servi ces:
Data & Voice Services $ 1,375,000 1, 887, 000
I nt ernet Services 650, 000 759, 000
Techni cal Support Services:
Techni cal Support
Servi ces 514, 000 897, 000
Hel p Desk Services 943, 000 1, 088, 000
Har dwar e 29, 000 57, 000
Appl i cati ons Devel opnent
and Web Hosti ng:
Appl i cations Devel oprent 132, 000 216, 000
Web Hosti ng 278, 000 293, 000

$ 3,921, 000 5,197, 000

(10) Recent Accounting Pronouncenents

In August 2001, the FASB issued SFAS No. 143, “Accounting for Asset Retirenent
ol igations.” SFAS 143 establishes accounting standards for recognition and
nmeasurenent of a liability for the costs of asset retirement obligations. Under
SFAS 143, the costs of retiring an asset will be recorded as a liability when the
retirenent obligation arises, and will be anortized to expense over the life of the
asset. We do not expect any effect on our financial position or results of
operations fromthe adoption of this statement.

In Cctober 2001, the FASB issued SFAS No. 144, “Accounting for the |npairnent
or Disposal of Long-Lived Assets.” SFAS 144 addresses financial accounting and
reporting for the inpairment or disposal of long-lived assets and discontinued
operations. We do not expect any effect on our financial position or results of
operations fromthe adoption of this statenent.

| TEM 2.  NMANAGEMENT' S DI SCUSSI ON AND ANALYSI S OF FI NANCI AL CONDI TI ON AND RESULTS OF
OPERATI ONS

THI S QUARTERLY REPORT ON FORM 10- Q CONTAI NS FORWARD- LOOKI NG STATEMENTS THAT
I NVOLVE RI SKS AND UNCERTAI NTI ES. THE STATEMENTS CONTAI NED I N TH S DOCUNENT
THAT ARE NOT PURELY HI STORI CAL ARE FORWARD- LOOKI NG STATEMENTS W THI N THE
MEANI NG OF SECTI ON 27A OF THE SECURI TI ES ACT OF 1933 AND SECTI ON 21E OF THE
SECURI TI ES EXCHANGE ACT OF 1934, | NCLUDI NG W THOUT LI M TATI ON STATEMENTS
REGARDI NG THE COVPANY' S EXPECTATI ONS, BELI EFS, | NTENTI ONS OR STRATEGQ ES
REGARDI NG THE FUTURE. ALL FORWARD- LOOKI NG STATEMENTS | NCLUDED I N THI S
QUARTERLY REPORT ARE BASED ON | NFORVATI ON AVAI LABLE TO THE COVPANY ON THE
DATE HEREOF, AND THE COVPANY ASSUVES NO OBLI GATI ON TO UPDATE ANY SUCH
FORWARD- LOOKI NG STATEMENTS. ACTUAL EVENTS AND QUTCOMES COULD DI FFER

MATERI ALLY FROM THOSE ANTI Cl PATED | N THESE FORWARD- LOOKI NG STATEMENTS

AS A RESULT CF MANY FACTCRS, | NCLUDI NG THOSE DESCRI BED HEREI N AND THOSE

SET FORTH IN THE RI SK FACTORS DESCRIBED IN I TEM 1 CF THE COVPANY' S ANNUAL
REPORT ON FORM 10- K FOR THE YEAR ENDED DECEMBER 31, 2001.
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The follow ng discussion and analysis should be read in connection with the
unaudi ted condensed consolidated financial statements for the three nmonth peri ods
ended March 31, 2002 and 2001 of the Conpany and rel ated notes included el sewhere
in this report and the consolidated financial statements and rel ated nanagenent
di scussion and anal ysis included in NetLojix's Annual Report on Form 10-K, for the
year ended December 31, 2001

DESCRI PTI ON OF REVENUE SEGMVENTS

We classify our business into three segnents: Network Connectivity, Technica
Support Services and Application Devel opnent and Hosting. The segnmentation of our
conpany i s how we nmanage the day-to-day operations of our business and is based on
the types of services we provide.

Net wor k Connectivity

The network connectivity segnment includes services for the transfer of data
or voice traffic. W provide nunerous Internet service options, data and voice
access and traditional |ong distance services. Qur Internet product offerings within
the network connectivity segnent include dial-up access, DSL, dedicated access and
cabl e access. CQur tel ecomunications product offerings include dedicated or |eased
lines, switched long distance, frane relay, ATM calling cards, and *“1-800"
services. This segnent includes the Internet connectivity portion of our Internet
service provider business. Wthin this segnent, our networking and comruni cati ons
professionals will design, build and naintain a flexible, cost-effective package of
dat a networki ng and voi ce conmuni cati on services to neet our customers’ needs.

Techni cal Support Services

Techni cal support services enconpasses a broad array of solutions including
system integration, desktop and network support, asset managenent and hel p desk
solutions ained at keeping our custoners’ |T systens operational and their networks
runni ng snoothly. The |IT support teamis certified by over 40 hardware and software
manuf act urers. Service options within this segnent include systenms and network
installations, flat-fee nmmintenance contracts, prepaid tinme block retainers, help
desk management contracts, warranty repairs and a snall anmount of hardware sal es.

Appl i cation Devel opnent and Hosti ng

The applications devel opnent and hosting services segnent includes producing,
desi gni ng and progranmi ng creative nultinedia and conmerce applications that can be
produced as a web application or a stand alone application. Once a web site has
been designed we can al so provide site nmintenance services, host the web site on
our own web servers or provide co-location space within one of our data centers.

CRI TI CAL ACCOUNTI NG PCLI CI ES

Qur discussion and analysis of our financial condition and results of
operations are based upon our consolidated statenents, which have been prepared in
accordance with accounting principles generally accepted in the United States. The
preparation of these financial statenents requires us to nmke estinates and
Judgrments that affect the reported anpunts of assets, liabilities, revenues and
expenses. |n consultation with our Board of Directors and Audit Committee, we have
identified three accounting policies that we believe are key to an understandi ng of
our financial statenents. These are inportant accounting policies that require
managenent’s nost difficult, subjective judgnents.
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The first critical accounting policy relates to revenue recognition. In nost
cases, We recogni ze revenue when the services are rendered. For prepaid maintenance
contracts, we recogni ze revenue ratably over the service period. For contracts that
contai n custoner acceptance provi sions, we recognize revenue only after a custoner
has i ndi cat ed accept ance.

The second critical accounting policy relates to accounts receivable. W
establish an allowance for doubtful accounts based upon factors surrounding the
credit risk of our customers, historical trends and other information.

The third critical accounting policy relates to depreciation of fixed assets.

The purchase of equipnent is capitalized based on its cost. We provi de depreciation

of fixed assets using the straight-line nethod over the equi pnment’s estimated useful

life. W have al so excluded $25, 000 and $24,000 in depreciation from Cost of Sales
for the three nonths period ended March 31, 2002 and 2001 respectively.

RESULTS OF OPERATI ONS

THREE MONTHS ENDED MARCH 31, 2002 COMPARED W TH THREE MONTHS ENDED MARCH 31
2001.

Revenues

Revenues from operations for the three nonths ended March 31, 2002 were $3.9
mllion, a decrease of 24.6%or $1.3 mllion from%$5.2 mllion for the three nonths
ended March 31, 2001

Net wor k connectivity services revenues, decreased $0.6 mllion to $2.0 mllion
for the three nonths ended March 31, 2002 from $2.6 nillion for the three nonths
ended March 31, 2001. Wthin the network connectivity services segnent, data and
voi ce services accounted for $0.5 million of the decrease with the bal ance of the
decrease attributable to Internet services. Data and voice services decreased 27.1%
fromthe conparable quarter in 2001 primarily due to the loss of a |arge custoner
as a result of the sale of that custoner by its parent conpany. Internet services
revenues decreased $0.1 mllion or 14.3%to $0.65 mllion. The decrease is primarily
due to a decrease in dial up connectivity accounts due to the conpetitiveness of the
i ndustry.

Techni cal support services revenues were $1.5 million for the three nonths
ended March 31, 2002, a decrease of $0.5 mllion or 27.8% over the conparable
quarter in 2001. The decrease was prinmarily due to the reduction of revenue from
the sale of a portion of the New York technical support services business
(consisting of the New York City custoner list and related custoner contracts).

Application devel opment and hosting services revenues decreased to $0.4
mllion for the three nobnths ended March 31, 2002 from $0.5 million for the
conparabl e quarter in 2001, a 19.5% decrease. The decrease is primarily attributable
to the downsizing of the application devel opment group. We have made a strategic
decision to focus our applications devel opment efforts on e-comerce, web centric
appl i cati ons and managed web hosting. GCenerally, these are higher margi n services.
However, for the three nonths ended March 31, 2002 hosting services revenues
decreased by $15,000, or 5% over the quarter ended March 31, 2001. This decrease
was due to the loss of two |arge custoners. One |left because of bankruptcy and the
second noved to a conpetitor that offered to provide service for free.
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Gross Margin

Gross nargin from operations as a percentage of revenues decreased to 41.6%
for the three nonths ended March 31, 2002 from 41.7% for the three nonths ended
March 31, 2001. Gross margin fromoperations decreased $0.6 mllion to $1.6 nmillion
for the three nonths ended March 31, 2002 from $2.2 nillion for the three nonths
ended March 31, 2001.

Net wor k connectivity services gross nargin as a percent of revenue decreased
to 32.8% for the three nonths ended March 31, 2002 from 42.4% for the three nonths
ended March 31, 2001. Wthin the network connectivity services segnent, data and
voi ce gross nargins averaged 18.0% conpared to 34.8%in the first quarter of 2001.
The decrease in gross nargin was prinarily due to a one-tinme adjustnent nmade in the
first quarter of 2001 to cost of goods sold due to resolution of the anount of
Uni versal Service Fund liability.

G oss margins for Internet services increased to 64.2%during the three nonths
ended March 31, 2002 compared to 61.1%for the conparable 2001 quarter. The increase
from 2001 is primarily attributable to the reduction of network infrastructure
costs, better utilization of bandwi dth and a focus on hi gher margi n services.

Techni cal support services gross margins increased to 44.8%during the quarter
ended March 31, 2002 conpared to 38.5% for the conparable quarter in 2001. G oss
margins in the technical service segnent increased due to an increase in retail
pricing along with a change of focus to our higher margin hel p desk sol ution.

Application devel opnent and web hosting gross margins were 73.3% during 2002
conpared to 51.8% for the conparable quarter in 2001. The increase is attributable
to staff reductions in the application developnment area and focusing our
appl i cations devel oprent efforts on e-commerce, web centric applications and managed
web hosting which are generally higher margi n services.

Selling, CGeneral, and Administrative Costs

Selling, general, and adm nistrative costs decreased $0.6 million to $1.6
mllion for the three months ended March 31, 2002 from $2.2 million for the three
nmont hs ended March 31, 2001. As a percentage of revenues, selling, general and
admini strative costs decreased to 40. 7% for the three nonths ended March 31, 2002
fromd4l. 7% for the three nonths ended March 31, 2001. These decreases are primarily
due to a cost reduction plan, which began in November of 2000 and was fully
i npl enented early in the second quarter of 2001.

O the decrease in selling, general and adm nistrative expenses, $0.3 mllion
is attributable to salary expense, which was the main focus of the cost reduction
plan. Approximately $0.16 mllion of the decrease is due to decreased professional
service fees, primarily due to the decline of |egal fees associated with the class
action lawsuit. The renai ning decrease in cost was associated with the consolidation
of office space and a stream ining of our business.

I nterest Expense

At March 31, 2002, we had approxinmately $0.8 nillion in borrow ngs outstanding
under our secured line of credit. During the three nonths ended March 31, 2002 we
averaged approximately $0.7 million in outstanding borrow ngs. I nterest expense
decreased to $21,000 for the three nonths ended March 31, 2002 from $51, 000 for the
three nonths ended March 31, 2001, as a result of the lower |evel of average
borrowi ngs outstanding in the first quarter of 2002.
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LI QUI DI TY AND CAPI TAL RESOURCES

For the three nmonths ended March 31, 2002, we reported a net loss from
conti nuing operations of $0.15 mllion and used net cash in operations of $0.3
mllion. As of March 31, 2002, we had cash and cash equivalents of $0.1 million and
out st andi ng i ndebt edness on our line of credit of $0.8 nmillion. At that date, we had
a working capital deficit of $2.7 mllion.

On January 31, 2002, we repaid our secured credit facility with Coast Business
Credit and entered into a new secured credit facility with DIL One, LLC (“DTL"), a
newly forned entity affiliated with director Jeffrey J. Jensen. Under the DTL line
of credit, we may borrow up to 80% of eligible receivables (as defined) up to a
total amount of $2.0 million. Borrow ngs under the line of credit bear interest,
payabl e nonthly, based upon the prime rate of Bank of Anerica NT & SA plus 2% with
a mnimuminterest rate of 10% Borrowi ngs under the credit facility are secured by
substantially all of our assets. The credit facility will mature on January 31,
2004. After January 31, 2003, DTL may terminate the line of credit w thout cause,
upon six nmonths notice. As of March 31, 2002, approximately $0.8 mllion was
out standi ng under the credit facility, and approximately $1.0 million was avail abl e
to be borrowed under the fornula described above.

H storically, our cash flow from operations, our secured borrow ngs, and
occasi onal private placements of both conmon and preferred stock have been
sufficient to neet working capital and capital expenditure requirenents. However,
as noted above, our cash flow from operati ons has been decreasing in recent years.

W believe that current market conditions are not conducive to raising
additional equity capital at this time. W continue to take steps to conserve cash
and reduce operating expenses. As a result of these cost control neasures, we
expect that operating cash flows coupled with the remaining availability under our
secured line of credit facility should be sufficient to neet our mininum worKking
capital requirenments into the foreseeable future. W are also exploring other
possi bl e sources of cash including the possibility of a private equity placenent.

However, our current |ow stock price and the delisting from The Nasdaq Small Cap
Mar ket present substantial obstacles to a private placenent.

Addi tionally, an inportant component of our past growh has been to devel op
our business through acquisitions. In appropriate circunstances, we nay use our
capital stock for additional acquisitions in addition to debt and equity financing.

However, our current |ow stock price and the delisting from The Nasdaq Snall Cap
Mar ket agai n present substantial obstacles to such acquisitions.

PART I'l. OTHER | NFORVATI ON

I TEM 6. EXH BITS AND REPORTS ON FORM 8- K

(b) Reports on Form 8-K. NetlLojix did not file any reports on Form 8-K
during the quarter ended March 31, 2002.
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SI GNATURE

In accordance with the requirements of the Exchange Act , the registrant caused this
report to be signed on its behalf by the undersigned, thereunto duly authorized.

NETLQJI X COVMUNI CATI ONS, | NC.,
a Del aware corporation

By: /'S GREGORY J. WLSON

Gregory J. Wl son
Treasurer and Controller

(Duly Authorized Oficer and Principal Financial Oficer and Principal
Accounting Oficer)

Dated: May 13, 2002
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