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EXHIBIT A

APPLICATION OF PATHNET, INC.
FOR AUTHORITY TO PROVIDE
ALTERNATIVE LOCAL EXCHANGE SERVICE
WITHIN THE STATE OF FLORIDA

STATEMENT OF FINANCIAL CAPABILITY

Pathnet intends to offer point-to-point private line services ranging from DS-0 to
OC-n and TDM- and DSL-based special access services. Pathnet also plans to offer
digital subscriber line (xDSL) services to Internet service providers. Pathnet further
plans to offer link and extended link (including transport) services connecting other
telecommunications providers’ switches to their end users. Pathnet plans to provide these
services through its own facilities or in combination with the facilities of other carriers.
Pathnet will provide these services throughout the area that exactly corresponds to the
geographic boundary of the State of Florida.

Pathnet has sufficient financial capability to provide and maintain the proposed
services throughout the State of Florida. Pathnet also has sufficient financial capability to
meet any lease or ownership obligations it may incur in providing these services. In
support thereof, Pathnet provides the following:

I. Form 10-K, including audited financial statements, filed with the Securities
Exchange Commission for the year ending December 31, 1998

2. Form 10-Q filed with the Securities Exchange Commission for the quarter ending
June 30, 1999

3. Audited Financial Reports for 1996 and 1997

As of June 30, 1999, Pathnet had approximately $204.6 million in cash, cash
equivalents and markctable securities classified as available for sale to fund future
operations, including Pathnet’s future operations in the State of Florida. Pathnet expects
that these resources will be sufficient to fund the implementation of its business plan
through June 30, 2000.
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Certain statements in this Report. in future filings by the Company with the Sccurities and Exchange Commission. in the Company’s
press releases and in oral statements made by or wuh the approval of an authorized executive officer of the Company constitute
forward-looking statements, including statements which can be identified by the use of forward-looking terminology such as
"believes,” "anticipates,” "cxpects,” "may.” "will." or "should” or the negative of such terminology or other variations on such
terminology or comparable terminology, or by discussions of strategtes that involve risks and uncertainties. All statements other than
statements of historical facts in this Report, including, without limitation, such statements under the caption “Management's Discussion
and Analysis of Financial Condition and Results of Operations.” regarding the Company or any of the transactions described in this
Report or the tming, financing, strategies and effects of such transaction, are forward-looking statements. Although the Company
believes thar the expectations reflected in such forward-looking statements are reasonable, it can give no assurance that such
expectations will prove to be correct. Important factors that could cause actual results to differ materially from expectations include,
without limitation, those described in conjunction with the forward-looking statements in this Report, as well as the amount of capital
nceded to deploy the Company's network: the Company's substantial leverage and its need to service its indebtedness: the restrictions
imposed by the Company's current and possible future financing arrangements; the ability of the Company to successfully manage the
cost-effective and tmely completion of its network and its ability to attract and retain customers for its products and services: the
ability of the Company to implement its newly expanded business plan; the ability of the Company to retain and attract relationships
with the incumbent owners of the telecommunications assets with which the Company expects to build its network: the ability of the
Company to obtain and maintain rights-of-way for the deployment of its network; the Company's ability to retain and attract key
management and other personnel as well as the Company's ability to manage the rapid expansion of its business and operations; the
Company's ability to compete in the highly competitive telecommunications industry in terms of price, service, reliability and
technology: the Company's dependence on the reliability of its network equipment, its reliance on key suppliers of network equipment
and the risk that its technology will become obsolete or otherwise not economically viable; and the Company's ability to conduct its
business in a regulated environment. See "Management's Discussion and Analysis of Financial Condition and Resuits of Operations -
Risk Factors.” The Company does not intend to update these forward-looking statements.

1. BUSINESS

OMPANY

. Inc. ("Pathnet"” or the “Company”) was founded in 1995 and is a leading "carvier's carrier" providing high-quality, low-cost, digital
munications capacity to under-served and second- and third-ticr U.S. markets. The Company's strategy is to partner with owners of
munications assets, including utility, pipeline and railroad companies ("Incumbents”), to upgrade and aggregate existing infrastructure to a
-the-art SONET network. The Company currently has approximately 2,000 route mtles of completed network, approximately 5,000 route
“network under construction and approximately 10,000 route miles of network under contract. The Company originally focused its network
ment efforts on wireless telecommunications technology.



or, as a result of customer demand and market opportunity, the Company expanded the scope of 1ts existing wireless network business strategy
sary 1999 to include fiber optic technology as part of the Company's overall digital telecommunications network. As a result, the Company_|'s
er limiting the deveiopment of is strategic network relationships to incumbents with wireless assets. The Company's expanded product line
ible it to deliver high bandwidth services as well as dark and dim fiber to inter-exchange carriers ("IXCs"), local exchange carriers, Intemet
providers ("ISPs"), Regional Bell Operating Compuanies ("RBOCs"), cellular operators and resellers (collectively, "Telecom Service
rs"). The bandwidth and dark and dim fiber available on selected routes resulting from deployment of Pathnet's integrated network is intended
Je these Telecom Service Providers to (1) deliver advanced services fo areds that are currently under-served by digital networks. (i1) aggregate
Tom cities in second- and third-tier markets and (1i1) obtain dedicated network services in such markets. In addition, upon obtaining the
¢ rights-of-way and other required permits and licenses, the Company will be able to offer customized builds to such Telecom Service

HER

ympany has held meetings with over 300 potential strategic parmers who own telecommunications assets. As of December 31, 1998, nine
: entities have entered nto ten binding agreements relating to the initial design and construction of approximately 10,000 route mules of digital
<. Eight of these binding agreements are long-term Fixed Point Microwave Services Agreements ("FPM Agreements”) with affiliates of
‘ton Northern Santa Fe Railroad, Enron, [daho Power Company. Northeast Missouri Electric Cooperative, Northern {ndiana Public Service
ny, Texaco and with two affiliates of KN Energy. The ninth agreement is a binding term sheet with American Tower Corporation, which
s certain telecommunications assets including certain assets divested by CSX Railroad, ARCO Pipeline and MCI WorldCom, Inc. ("MCI") 1o
the Company to utilize tower assets and other facilities. The tenth agreement is a tower lease agreement with Titan Towers. n addition to
ng its wireless and fiber network to serve under-served and second- and third-tier markets by forming long-term relationships with strategic
s, the Company may pursue opportunitics to acquire or deploy complementary telecommunications assets or technologies and to serve other
5. See "Risk Factors -- Risks of Completing the Company's Network; Market Acceptance.”

UCTS AND SERVICES

ympany offers dedicated private line access for voice. data and video transmission in DS-1, DS-3 and OC-3 increments on the wireless
of its network and will offer larger increments of dedicated private line access on the fiber portion of its network. In addition to bandwidth
s, the Company plans to offer dark and dim fiber to customers. Management believes this flexibility together with the scope of the Company's
ted wireless and fiber network will appeal to a broad vartety of custormers.

ompany also offers telecommunications project management, provisioning services and other customer services. The Company expects to
/ a state-of-the-art operating support system capable of supporting on-line order entry and remote circuit provisioning. The Company also
5 to employ information systems that permit customers to monitor network quality using benchmarks such as network uptime, mean time to
installation intervals, timeliness of billing and network operating center ("NOC") responsiveness. The Company expects that its state-of-the-

JC" will permit pro-
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rvice monitoring and system management on a 24 hours per day, seven days per week basis. The Company expects to combine network
aent, billing and customer care on an integrated platform to offer its customers a single pont of contact.

OPMENT OF THE COMPANY'S NETWORK

apany 1s in various stages of evaluating and negotiating several agreements and arrangements relating to the deployment of its network
2. but not himited to, agreements to obtain rights-of-way, co-development and other partnering arrangements. There can be no assurance,
. that anv of such potential relationships will result in binding agreements or that any of the transactions currently being evaluated will be
nated. See "Risk Factors-- Risks of Completing the Company's Network: Market Acceptance.”

VMENT SUPPLY AGREEMENTS

to a Master Agreement cntered into by the Company and NEC America. Inc. and it affiliates ("NEC") on August 8, 1997, as amended,
pany agreed to purchase from NEC by December 31, 2002 a total of S200 million worth of certain equipment, services and licensed software
ed by the Company in its network under pricing and payment terms that the Company believes are favorable based on the prices of
ble products in other markets. However, in the event the Company fails to purchase all of such equipment, NEC has reserved the nght to
v such favorable pricing levels. NEC warrants the equipment against defects for three years and has agreed promptly to repair or replace
: equipment. NEC will also maintain for the Company's benefit, a stock of critical spare parts for up.to 13 years. The Company's agreement
.C provides for fixed prices during the first three years of its term. In addition, pursuant to a Purchase Agreement between Andrew
ion ("Andrew") and the Company, the Company agreed exclusively to recommend to the Incumbents certain products manufactured by
and Andrew agreed to sell such products to Incumbents and the Company for a three-year period, renewable for two additional one-year
it the option of the Company. The Company's agreement with Andrew generally provides for discounted pricing based on projected order

to a supply agreement entered into by the Company and Lucent Technologies ("Lucent”) on December 18, 1998, the Company agreed that

sould be the Company's exclusive supplier of fiber optic cable for its nationwide, voice and data network. The agreement is initially valued at
{lion and could grow up to $2.1 billion over the life of the seven-year agreement. As part of the supply agreement, Lucent will provide a
vel of support, including fiber optic equipment, network planning and design and technical and marketing support. Certain material terms of
pany's agreements with Lucent are currently under review by Lucent and the Company. There can be no assurance that the transactions
lated by this supply agreement will be consummated or consummated on the terms and conditions described above. Lucent has also agreed
fe equipment financing in connection with this supply agreement. See "Management's Discussion and Analysis of Financial Condition and
»f Operations - Liquidity and Capital Resources” and "Risk Factors - Reltance on Lucent - Lucent Agreements.”
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.LECTUAL PROPERTY

mpany uses the name “Pathnet” as its primary  business name and service mark and has registered that name with the United States Patent
wdemark Office. On February 26, 1998, the Company filed an application to register its service mark "A NETWORK OF OPPORTUNITIES"
Jnited States Patent and Trademark Office for communications services, namely establishing and operating a network through the use of fiber
1d high capacity digital radio equipment. Registration of such service mark 1s expected by the end of 1999. The Company reasonably believes
application will mature to registration, but there can be no assurance that such registration will actually be issued.

ympany relies upon a combunation of licenses, confidentiality agreements and other contractual covenants to establish and protect its
ogy and other inteflectual property rights. These rights are critical to certain aspects of the design. deployment and operation of the Company's
<. The Company currently has no patents or patent applications pending. There can be no assurance that the steps taken by the Company will
juate to prevent misappropriation of its technology or other intellectual property. In addttion, the Company depends on the use of inteltectual
y of others, including the hardware and software used to construct, operate and maintain its network. Although the Company believes that its
s as currently conducted does not infringe on the valid proprietary rights of others, there can be no assurance that third parties will not assert
:ment claims against the Company or that, in the event of an unfavorable ruling on such claim, a license or similar agreement to utilize
ogy relied upon by the Company in the conduct of its business will be available to the Company on reasonable terms, The Company's
ent supply contracts with Lucent, NEC and Andrew provide for indemnification by the supplier to the Company for tntetlectual property
'ment claims regarding the suppliers’ equipment. [n the case of the agreement with Andrew, however, such indemnification 1s limited to the
«¢ price paid for the particular equipment.

JMERS AND SALES AND MARKETING STRATEGY

mpany primarily targets Telecom Service Providers as well as smaller carriers and large end-users. The Company's marketing focus is to
“capacity to fill gaps in its customers' networks, including dedicated network through the sale of dark fiber; (it) provide altemative capacity to
ent local exchange carriers ("ILECs"), and (iit) capture demand from Telecom Service Providers for the Company's products, including
dth services, as a lower cost provider. The Company markets its network to major IXCs such as AT&T Corp. ("AT&T"), MCI and Sprint
ition ("Sprint”) to satisfy their expanding network requirements. The Company expects that it will be well positioned to provide capacity to
mand in diverse geographic areas.

mpany believes there will be significant opportunities to market its capacity to RBOCs when they commence long distance service outside of
rrent service areas. The Company also plans to market the Company's network to RBOCs or other ILECs for use within their own service
he Company believes ILECs will be attracted to the Company's ability to provide supplemental capacity on a lcased basis, permitting them
:rve capital and providing a low-cost redundancy alternative. The Company believes its network will allow RBOCs and ILECs to focus on
ities while providing small communities within their service areas with broadband connectivity.
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npany expects that mobite wireless operators will be attracted to the Company's ability to provide back huaul capacity from remote network
t connect its mobile switches with backbone transport capacity. The Company also intends to market 1ts capacity to competitive access
s and competitive local exchange carriers ("CLECs") who can utilize the Company's network to interconnect various service areas on an
TA and inter-LATA basis. Additionally the Company will market capacity to ISPs to facilitate the creation of additional points of presence
j tor local dial-up connectivity to the ISPs' customer base. thereby eluminating the [SPs' dependence on 1 XCs for capacity.

December 31, 1998, the Company was providing commercial telecommunications service to three customers with several additional
rs awaiting installation. As the Company continues to deploy its nationwide network and expand its products and services to include dark and
v as well as high bandwidth services, the Company expects that its customer base will materially grow. Although the Company currently
some revenue from the sale of bandwidth services, the majority of the Company's revenues to date have been derived from construction
nent and advisory services. For a statement of the Company's revenue and operating results for each of the three years ended December 31,
197 and 1996. see "Consolidated Statement of Operations.”

TITION

communications industry is highly competitive. [n particular, price competition in the carrier's carrier market has generally been intense and
ted to increase. The Company competes and expects to compete with numerous competitors who have substantially greater financial and
| resources, long-standing relationships with their customers and potential to subsidize competitive services from less competitive service
; and from federal universal service subsidies. Such competitors may be operators of existing or newly deployed wireline or wireless
nunications networks. The Company will also face intense competition due to an increased supply of telecommunications capacity, the
f deregulation and the development of new technologies, including technologies that will increase the capacity of existing networks.

npany anticipates that prices for its carrier's carrier services will continue to decline over the next several years. The Company is aware that
ong distance carriers are expanding their capacity and believes that other long distance carriers, as well as potential new entrants to the
. are constructing new long distance transmission networks in the United States. [f industry capacity expansion results in capacity that
overall demand along the Company's routes, severe additional pricing pressure could develop. As a result the Company could face dramatic
stantial price reductions. Such pricing pressure could have a material adverse effect on the business, financial condition and results of
1s of the Company. Sece "Risk Factors Competition; Pricing Pressures.”

e Company generally will not compete with Telecom Service Providers for end-user customers, the Company may compete, on certain
s a carrier's carrier with long distance carriers such as AT&T, MCI and Sprint and operators of fiber optic systems such as IXC
rications, [nc., The Williams Companies Inc., Qwest Communications [nternational Inc. and Level 3 Communications [nc., who would
e be the Company's customers in under-served and second- and third-tier markets. The Company will also face competition increasingly in
haul market from local exchange carriers, regional network providers, resellers, satellite carriers, public utilities and cable companies. In
r, certain [LECs and CLECs are allowed to provide inter-LATA long distance
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. Furthermore. RBOCs will be allowed to provide mter-L.ATA fong distance services within their regions after meeting certain regulatory
nents intended to foster opportunitics for local telephone competiion. Certain RBOCs have requested regulatory approval to provide inter-
data services within their regions. The RBOCs already have extensive fiber optic cable, switching, and other network facilities in their
ve regions that can be used for long distance services after a wuiting period. In addition, other new competitors may butld additional fiber
+ in the geographic areas served and to be served by the Compuny. See “Risk Factors --Competition; Pricing Pressures.”

more, although the Company behieves its strategy will provide tt with a cost advantage, there can be no assurance that technological
ments wall not result 1n competitors achieving even greater cost efficiency and therefore a competitive advantage. See "Risk Factors -- Risk
1 Technological Changes.”

uing trend toward business combinations and strategic alliances in the telecommunications industry may create stronger competitors to the
1y, as the resulting firms and alliances are likely to have significant technological, marketing and financing resources greater than those
e to the Company. See "Risk Factors -- Competition; Pricing Pressures.”

JYEES

ecember 31, 1998, the Company had 144 employees, none of whom was represented by a union or covered by a collective bargaining
nt. The Company believes that its relationship with its employees is good. In connection with the construction and maintenance of its
and the conduct of its other operations, the Company uses third party contractors, some of whose employees may be represented by unions
ed by collective bargaining agreements.

. PROPERTIES

of its network, the Company holds leasehold interests or licenses in the land, towers, shelters and other facilities located at each
nt's sites at which the Company has an agreement and will have indefeasible rights to use, leasehold and other real estate interests pursuant
-eements with independent tower companies owners of rights-of-way and other owners of telecommunications assets. The Company expects

license and obtain additional real estate rights to additional facilities from Incumbents, owners of rights-of-way and other owners of
nunications assets in connection with the planned expansion of its digital network.

pany leases its corporate headquarters space in Washington, D.C. from 6715 Kenilworth Avenue General Partnership, a general parmership

David Schaeffer, a director of the Company, is General Parmer (the “Kentlworth Partnership"), pursuant to a Lease Agreement between the
y and the Kenilworth Partnership, dated as of August 9, 1997 (the "Headquarters Lease"). The Headquarters Lease expires on August 31,
1 can be renewed at the option of the Company for two additional one-year periods on the same terms and conditions. See "Certain
ships and Related Transactions--Lease from the Kentlworth Partmership.” The Company also leases office space in Richardson, Texas;
1, Texas; and Independence, Kansas pursuant to leases that expire in 2003, 2001 and 2000, respectively.

pany believes that all of its properties are well maintained.



. LEGAL PROCEEDINGS

an licensing and other regulatory proceedings described under "Risk Factors--Regulation,” the Company 1s not currently a party to any legal
ngs, which. individually or in the aggregate, the Company belteves will have a matenial adverse effect on the Company's financial condition.
f operations and cash tlows.

. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

he fourth quarter of the fiscal year covered by this Annual Report on Form 10-K, the Company held a special meeting of the Stockholders
der 20. 1998. At such meeting, the following matters were approved by holders of the Company's common stock. par value S.01 per share
immon Stock™), Series A Convertible Preferred Stock, Series B Convertible Preferred Stock and Series C Convertible Preferred Stock

vely the "Stockholders”) voting together as a single class, by the votes indicated below:

.pproval of several agreements and arrangements made in the ordinary course of the Company's business: For 17,115,081 Against; 0
1,651,992,

(1) Approval of the hiring certain new employees: For | 7,115,081 Against: 0 Abstain: 1,651,992,

On December 2, 1998, the Company held a special meeting of the Stockholders where the following matters were approved by
the Stockholders, voting together as a single class, by the votes indicated below:

proval of a loan agreement with KN Energy: For 14,671,900, Against: 0, Abstain: 4,095,173.

oproval of a three-way transaction with KN Energy, American Tower Corporation and the Company. For 14,671,900, Against: 0,
4,095,173,

proval of a Tower Lease Agreement with Titan Towers. For 1,771,900, Against: 2,900,000, Abstain: 4,095.173.
iproval of a fleet leasing arrangement for automobile rentals. For 14,671,900, Against: 0, Abstain: 4,095,173.
proval of the grant of stock option awards to certain employees of the Company. For 14,399,344, Against: 0, Abstain: 4,367,729,

(vi)  Approval of certain amendments to the Company's Certificate of [ncorporation and Amended and Restated Bylaws of the
Corporation. For 11,499,344, Against:2,900,000, Abstain: 4,367,729. See Exhibits 3.1 and 3.2 attached to this Report.

On December 7, 1998, the Company solicited written consents from the holders of its Series A Convertible Preferred Stock, Series
B Convertible Preferred Stock and Series C Convertible Preferred

9



ollectively, the "Preferred Stockholders”) to (1) approve certain authonzed signatories for the transfer and withdrawal of the Company's funds
to approve the payment of an invoice for fegal services. Effective December 7, 1998, the Company received written consents approving such
Is from Preferred Stockhoiders representing 10,720,610 votes with Preferred Stockholders representing 5.144.105 votes abstaining.

ember 18, 1998. the Company solicited swritten consents from the Preferred Stockholders to approve the supply agreement between the
ty and Lucent and refated Commitment Letter by and between the Company and Lucent signed on December 14, 1998 (the "Commitment
setting forth the proposed terms of equipment financing by Lucent. Sce "Business -- Equipment Supply Agreements." Effective December
8, the Company reccived written consents approving such proposals from Preferred Stockholders representing 13.309.853 votes with

d Stockholders representing 2,554,862 votes abstaining.
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1
5. MARKET FOR REGISTRANT'S COMMON EQUITY AND RELATED STOCKHOLDER MATTERS

mpany has authorized 60.000.000 shares of Common Stock for which there 1s no established public trading market. As of March 12, 1999,
ere 3 record holders of the Company's Common Stock. As of December 31, 1998, stock option awards to purchase 2,885,883 sharcs of
m Stock were outstanding.

has not paid any cash dividends on its Common Stock in the past and does not anticipate paying any cash dividends on its Common Stock in
'seeable future. Further, the terms of the Indenture by and between the Company and The Bank of New York, dated April 8, 1998 (the
are”) relating to the Company's 12 1/4% Senior Notes due 2008 restrict the ability of the Company to pay dividends on the Common Stock. as
:d in Management's Discussion and Analysis of Financial Condition and Results of Operations, as well as in Note 11 to the Company's
al Statements 1ncluded n Item [4 elsewhere in this Annual Report on Form 10-K.

. SELECTED CONSOLIDATED FINANCIAL DATA

owing consolidated balance sheet data as of December 31, 1997 and 1998 and statement of operations data for the twelve months ended
er 31, 1996, 1997 and 1998 and the pertod August 25, 1995 (date of inception) to December 31, 1998, have been derived from the
iy's financial statements and the notes thereto, included efsewhere in this Annual Report on Form 10-K, which have been audited by
terhouseCoopers LLP, independent accountants, as stated in their report included herein. Such summary statement of operations and balance
ta should be read in conjunction with such audited financial statements and the notes thereto and "Management's Discussion and Analysis of
 Condition and Results of Operations.” The following consolidated balance sheet data as of December 31, 1995 and 1996 and statements of
ns data for the period August 25, 1995 (date of inception) to December 31, 1998 have been derived from the Company's audited financial
its which are not included in this Annual Report on Form 10-K, which have been audited by PricewaterhouseCoopers LLP.

11
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Period trom
August 25, 1995
(date of
inception) to
December 3.
1993

atement of Operation Data:
CVenUe L. . . S--
perating expenses

ostol revenue ... [RUTPT PO
lhng. general and administrative..

429.087

zpreciation expense ... o RSP RON 332
tal operating expenses . S . o 429,439
stoperating loss . TP (429.439)
BIESLEXPENSE (U)o
erestincome.............. 2613
ite off of imitial pubhc offering costs -

18T INCOME (EXPENSE), NEL.....oo .-
J08S Lot $(426,826)
ic and diluted loss per common share ..., S(0.15)
.ghted average number of common

€5 OUISTANAING 1ot et 2,900,000
ince Sheet Data:

1. cash equivalents and marketable

rities {excluding marketable

rities pledged as collateral) ... $82.973
erty and eqUIPMENT, ML 8.551

| assets oo . R . 91,524

| habihities TP . . . 17.350
ertible preferred stock ... . 500.000
cholders' equity (defiert) . $(425,826)

Year Ended December 31.

1998

$1.583.539
7.547,620
9.615.867
732,813

17.896.300
(16.312.761)

(32.572.454)

13.940.240
(1.354.534)

i~
O

[
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Period trom
August 23, 19935
(date ot
inception) to
December 31,
1998

S1.747.039
7.547.620
15.625.349
788,831

23.961.800
(22.214.761

(32.987.811

14.115.236
(1.354.534)

(2.587)

${3.977.400) §(36,296,596) $(42.+4 457)

1996 1997
S1.000 $162.500
1.333.294 4.247.101
9.024 46,042
1.342.318 4203743
(1.341.318) (4.131.243)
(415.357)
13.040 159,343
- (5,500
$1.743.635)
$(0.60 SN
2,900,000 2,900,000
$2.318.037 $7.831.384
46,180 7.207.094
2.365.912 16.097.688
145016 5.892.918
4.008.367 15.969.641

$(1.787.471)

$(5,764.871)

The 1996 expense relates to the beneficial conversion feature of a loan at December 31, 1996.

M 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF OPERATIONS

RVIEW

“ompanv is a leading carrier's carrier providing high-quality, low-cost, digital telecommunications capacity to under-served and second- und

tier U0 markets.

“ompany's business commenced on August 25, 1995 and has been funded primarily through equity investments by the Company's stockholders

private placement (the "Debt Offering”) in April 1998 of 350,000 units (the "Units"), consisting of 12 1/4% Senior Notes (the "Restricted
") and warrants (the "Warrants”) to purchase shares of Common Stock. On October 2, 1998, the Company completed an exchange (the
1ange Offer”) of all outstanding Restricted Notes for $350,000,000 aggregate principal amount of 12 1/4% Senior Notes due 2008 which have

-egistered under the
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S(12.51) S(14.63)
2.902,029 2,900,605

8227117417
47.971.336
365.414.129
366.492.370
35.969.639
(37.047.880)



Securntties Act of 1933, as amended (the "Registered Notes"). The Restricted Notes and the Registered Notes are collectively referred to herein as the
‘Senior Notes.”

due to Pathnet's focus to date on developing its network, the majority of its revenues reflect certain consulting and project management services in
onnection with the design, development and construction of digital microwave infrastructure. The remaining portion of its revenues has resulted
rom the sale of bandwidth services along its network. The Company has also been engaged in the acquisition of telecommunications network
quipment, the development of operating systems. the'design and construction of the NOC, capital raising and the hiring of management and other
ey personnel. The Company has experienced significant operating and net losses and negative operating cash flow to date and expects to continue to
xperience operating and net losses and negative operdting cash flow untit such time as it is able to generate revenue sufficient to cover its operating
tpenses. See "Risk Factors - Substantial Leverage; Ability to Service Debt; Restrictive Covenants.”

ETWORK-RELATED COSTS

he limited incremental cost of operating and maintaining the wireless portion of Pathnet's network, as well as the financial support of Incumbents
ho will be responsible for a significant portion of such operating and maintenance costs, are expected to enable the Company to enjoy operating
verage with respect to the wireless portion of Pathnet's network. The Company expects to maintain similar operating leverage with respect to the
ser portion of its network through the use of co-development and partnering arrangements, however, there can be no assurance that the Company
il be able to achieve these operating efficiencies through the use of these arrangements. The Company's primary network operating costs are
pected to be the costs of maintenance, provisioning of new circuits, interconnection and operation of the NOC. See "Risk Factors - Risks of

ympleting the Company's Network; Market Acceptance; Risks Related to Expansion in Strategy; Need to Obtain and Maintain Rights of Way:
sks Relating to Interconnection.”

JST OF OPERATIONS

-hnet will incur costs common to all telecommunications providers, including customer service and technical support, information systems,
ling and collections, general management and overhead expenses. As a facilities-based carrier's carrier, the Company will differ from non-
ilities-based Telecom Service Providers in the scope and complexity of systems supporting its business and network. The Company anticipates
t the vast majority of its customers will be Telecom Service Providers purchasing wholesale private line transport capacity across multiple

tions of the Company's network. As such, the Company believes that it will be able to matntain a relatively low ratio of overhead expenses to
enues compared to other Telecom Service Providers. :

s and Marketing Costs. To attract and retain customers for the Company's digital network, the Company has built a sales team that includes a
ct national accounts sales force, a regional sales force and a sales force dedicated to alternate channels. In addition, the Company is assembling a

tralized marketing organization to focus on product development, market analysis and pricing strategies, as weil as customer communications,
lic relations, and branding.

ninistration Costs. The Company's general and

administrative costs will include expenses typical of other
1iders, including infrastructure costs, customer care,

telecommunications service
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villing, corporate admimistration. and human resources. The Company expects that these costs will grow significantly as it expands operations. See
Risk Factors - Significant Cupital Requirements; Uncertainty of Additionat Financing.”

JEPRECIATION AND AMORTIZATION

sepreciation of the completed communications network commences when the network equipment is ready for its intended use and 1s computed usiny
1e straight-line method with cstimated useful lives of network assets ranging between three to ten years. Depreciation of the office and computer
juipment and fumniture and fixtures is computed using the straight-line method, generally over three to five vears, based upon estimated useful hves,

>mmencing when the assets are available for service. Leasehold improvements are amortized over the lesser of the useful lives of the assets or the
ase term. Expenditures for maintenance and repairs are expensed as incurred.

APITAL EXPENDITURES

1e Company's principal capital requirements for deployment of its wireless network include the costs of tower enhancement, site preparation
ork, base digital wireless equipment and incremental digital wireless equipment. The Company's goal is to leverage the assets of Incumbents to (1)
uce the capital costs associated with developing long haul, digital network capacity as compared to so-called "green field” network expansion and
) improve the Company's speed to market due to the elimination of site preparation activities, including local permitting, power connection,
suring road access and rights-of-way and tower construction. The actual allocation of costs between the Company and each Incumbent has varied

th each of the Company's agreements with Incumbents executed to date and is expected to vary, perhaps significantly, in the future on a case-by-
ie basis.

e primary capital costs of deploying the Company's fiber network will include the costs of fiber, rights-of-way, installation and construction work
| optronics equipment used in regeneration facilities and to "light” the fiber. The portion of these capital costs that will be bome by the Company
‘hat will be defrayed by consummating dark fiber sales of any fiber network segment will be determined on a case-by-case basis as the Company
luates and enters into co-development and other partnering arrangements to deploy its nationwide digital network.

SINESS DEVELOPMENT, CAPITAL EXPENDITURES AND ACQUISITIONS

m inception through December 31, 1998, expenditures for property, plant and equipment, including construction in progress, totaled S48.8
ion. [n addition, the Company incurred significant other costs and expenses in the development of its business and has recorded cumulative losses
n inception through December 31, 1998 of 342.4 million. See "Risk Factors--Limited History of Operations; Operating Losses and Negative Cash

.
WIDITY AND CAPITAL RESOURCES

Company cxpects to continue to generate cash primanily from external financing and, as its network matures, from operating activities. The

ipany's primary uses of cash will be to fund capital expenditures, working capital and operations. Deployment of the Company's digital network
:xpansion of the Company's operations and services will require significant capital expenditures. Capital

14



:xpenditures will be used primanly for continued development and construction of its network, implementing the Company’s sales and marketing
strategy and constructing and improving the Company's NOC.

during the period from August 1995 through June 1997, the Company raised an aggregate of S6 mullion through the issuance and sale of s
series A Convertible Preferred Stock and Series B Convertible Preferred Stock in a scries of private placements. See "Certain Relationships and
elated Transactions - Series A Purchase Transactions" and -- "Series B Purchase Agreement” and Note 9 to the Company's Consolidated Financial
jtatements that appear elsewhere tn this Annual Report on Form 10-K.

n October 3t, 1997, the Company consummated a private offering of 939,850 shares of Series C Convertible Preferred Stock for approximately
10 million, less issuance costs of $38,780. On April 8, 1998, the Company consummated an additional private offering of 1,879,699 shares of Scries

* Convertible Preferred Stock for an aggregate purchase price of approximately $20.0 mullion, bringing the total investment by the Company's
rivate equity investors to S36.0 mullion.

n April 8, 1998, the Compuny completed the Debt Offering resulting in net proceeds to the Company of approximately S339.5 million, atter
duction for offering costs of approximately S$10.5 million. In addition to the Senior Notes, as part of the Debt Offering, the Company issued
“arrants to purchase an aggregate of 1,116,500 shares of Common Stock. The Company used approximately S81.1 mullion of the net proceeds of the
ebt Offering to purchase securities (the "Pledged Securities”) in an amount sufficient to provide for payment in full of the interest due on the Senior
otes through April 15, 2000. The Pledged Securities have been pledged as security for repayment of the Senior Notes. The Company made 1ts first
terest payment of approximately S22.3 million on October 15, 1998. The Indenture relating to the Senior Notes contains provisions restricting,

1ong other things, the incurrence of additional indebtedness, the payment of dividends and the making of restricted payments, the sale of assets and
: creation of liens.

1 September 2, 1998, the Company commenced the Exchange Offer to exchange all outstanding Restricted Notes for Registered Notes. The
ms of the Registered Notes are identical in all marerial respects to the terms of the Restricted Notes, except that the Registered Notes have been
iistered under the Securities Act of 1933 and are generally freely transferable by holders thereof and are issued without any covenant upon the

mpany regarding registration under the Securities Act of 1933. The Exchange Offer expired on October 2, 1998 and al! outstanding Restricted
tes were exchanged for Registered Notes.

: net proceeds from the issuance of the Units (after purchasing the Pledged Securities) and the issuance and sale of the Series C Convertible
ferred Stock are being used for capital expenditures, working capitat and general corporate purposes, including the funding of operatinglosses.

May 8, 1998, the Company filed a registration statement under the Securities Act of 1933 with the Securities and Exchange Commission,
ting to a proposed initial public offering of the Company's Common Stock (the "Initial Public Offering”). On August 13, 1998, the Company
ounced that it would postpone the [nitial Public Offering due to general weakness in the capital markets. The timing and size of any future initial

lic offering of the Company's Common Stock are dependent on market conditions and there can be no assurance that the [nitial Public Offering
be completed.
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s of December 21, 1998, the Company had capital commitments of approximately S28 million relating to telecommunications and
ansmission equipment. [t is anticipated that these will be met with the current resources of the Company.

s of December 31, 1998, the Company had approximately S$227 million available for the funding of future operations. The Company expects
ese resources are sufficient to fund the implementation of the Company's business plan into 2000. After such time. the Company is expected to be
quired to procure additional financing which may include commercial bank borrowings, additional vendor financing or the sale or issuance of
juity or debt securities. There can be no assurance the Company will be successful in raising sufficient capital or in obtaining such financing on
rms acceptable to the Company. See "Risk Factors - Significant Capital Requirements; Uncertainty of Additional Financing.”

irsuant to the Commitment Letter in connection with the supply agreement between Lucent and the Company, Lucent may provide financing

up to approximately S400 million for fiber purchases for the construction of the Company’s network and may provide or arrange financing for
ture phases of such network. Under the terms of the Commitment Letter, the total amount of financing provided by Lucent will not exceed S1.8
lion of the S2.1 billion potential value of the supply agreement. Certain material terms of the Company's agreements with Lucent. including the
ms of the Commitment Letter, are currently under review by Lucent and the Company. There can be no assurance that the transactions, including
* financing contemplated by Commitment Letter, will be consummated or consummated on the terms described above. [n addition, the Company
y require additional capital in the future to fund operating deficits and net losses and for potential strategic alliances, joint ventures and
juisitions. See "Risk Factors Significant Capital Requirements; Uncertainty of Additional Financing.”

:ause the Company's cost of rolling out its network and operating its business, as well as its revenues, will depend on a variety of factors
:luding, among other things, the ability of the Company to meet its roll-out schedules, its ability to negotiate favorable prices for purchases of
work equipment, the number of customers and the services they purchase, regulatory changes and changes in technology), actual costs and
:nues will vary from expected amounts, possibly to a material degree, and such variations are likely to affect the Company's future capital
tirements. Accordingly, there can be no assurance that the Company's actual capital requirements will not exceed the anticipated amounts

:ribed above.
SULTS OF OPERATIONS
VIPARISON OF YEAR ENDED DECEMBER 31, 1998 WITH YEAR ENDED DECEMBER 31, 1997

ng the twelve months ended December 31, 1998, the Company continued to develop relationships with Incumbents, buildout its network and

lop its infrastructure, including hiring key management personnel. The Company also began marketing and sales efforts, and hired Mr. Bennis to
lop and execute its sales efforts and marketing plan.

REVENUE

Substantially all of the Company's revenues for the year ended December 31, 1998 consisted of fees received in connection with services
provided to Incumbents, including analysis of existing facilities and system perforrmance, advisory services relating to PCS relocation
matters, and tumkey network

16



ynstruction management services. The Company expects substantially all future revenue to be generated from the sale of telecommunications
rvices. For the year ended December 310 1998 the Company generated revenues of approximately S1.6 million. approximately St.4 mullion
9.6%%) of which were attributable to fees recerved in connection with the continued performance of construction management services primanily
om one customer. and approximately S1635.000 (10.4%%) were attributable to the sale of telecommunications capacity. For the year ended December
', 1997, the Company generated revenues of approximately S162,500 derived from construction management and advisory services.

OPERATING EXPENSES

For the vear ended December 31, 1998 and 1997, the Company incurred operating expenses of approximately S17.9 mullion and
S4.3 mulhion, respectively. The increase is primarily as a result of the increased activity in the buildout of the Company's network and
additional staff costs incurred as part the development of the Company's infrastructure. The Company expects selling. general and
administrative expenses to continue to increase as additional staff is added in all functional areas, particularly in sales and marketing.
Cost of revenue reflects direct costs associated with performance of construction, management services and costs incurred in connection
with the provision of telecommunications services. Cost of revenue reflects direct costs associated with performance of construction
management services and costs incurred for telecommunications services such as network operations, network interconnections and
provisioning of capacity for customers. These costs include salaries and other employee expenses of the new emplovees hired during the
second quarter to staff the NOC, costs for leased telecommunications capacity used to monitor the network, maintenance fees pad to
fncumbents and other overhead expenses.

INTEREST EXPENSE
Interest expense for the year ended December 31, 1998 was approximately $32.6 million. Interest expense primarily represents interest

on the Senior Notes issued in April 1998 together with financing costs associated with obtaining debt financing arrangements and the
amortization expense related to bond issuance costs in respect of the Senior Notes. The Company did not incur an interest expense

during 1997.
INTEREST INCOME

Interest income for the year ended December 31, 1998 and 1997 was approximately S13.9 million and $159,300, respectively. This
increase primarily represents interest earned on the proceeds of the Senior Notes issued in April 1998,

INITIAL PUBLIC OFFERING COSTS

During the third quarter of 1998, the Company recorded a one-time write off of costs of approximately S1.3 million, associated with the
postponed Inmitial Public Offering of the Company's Common Stock. These costs consisted primarily of legal and accounting fees,
printing costs, and Securities and Exchange Commission and Nasdaq Stock Market fees.
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TOMPARISON OF YEAR ENDED DECEMBER 31,1997 WITH YEAR ENDED DECEMBER 31, 1996

uring the vear ended December X1 1997, the Company initiated construction on the first segment of its network. and additional engineering
nd management personnet were recruited, including Mr. Jalkut. The Company's principal activity through the third quarter of 1996 involved the
wroduction of its business plan to Incumbents. As the Company began to enter nto formal relationships with Incumbents in 1996, additiona!
ngineering, legal, and financul personnel were recruited to support the increased workflow and to negotiate Incumbent contracts.

REVENUE

In establishing refationships with Incumbents, the Company acted as a provider of services for transitioning the Incumbents from their
old network systems onto the Company's network. These services included analysis of existing facilities and system performance,
advisory services relating to PCS relocation matters, and turnkey network construction management. Revenues for the year ended
December 31. 1997 consisted of S100.000 derived from construction management services and $62,500 from PCS relocation advisory
services as compared with revenues for the year ended December 31, 1996 of $1,000 generated from PCS relocation advisory services.

OPERATING EXPENSES

For the year ended December 31, 1997, the Company incurred operating expenses of approximately S4.3 million compared to
operating expenses of S1.3 million for the year ended December 31, 1996. This increase was directly related to an increase in selling,
general and administrative expenses as the Company expanded its engineering, technical, legal, finance, and general management
personnel in connection with the continued signing of new Incumbent agreements and the ongoing construction of the Company's
network.

AR 2000

» Year 2000 issue exists because many computer systems and software applications use two digits rather than four digits to designate an
licable year. As a result, the systems and applications may not properly recognize the Year 2000, or process data that includes that date,
:ntially causing data miscalculations or inaccuracies or operational malfunctions or failures.

he fourth quarter of 1998, the Company began a corporate-wide program to ready its technology systems and non-technology systems and
ware applications for the Year 2000. The Company's objective is to target Year 2000 compliance for all of its systems, including network and
omer interfacing systems. Due to the development stage status of the Company, few legacy systems or applications exist. However, the Company
entifying all of its systems and applications that may need to be modified or reprogrammed in order to achieve Year 2000 compliance.

sart of its Year 2000 plan, the Company is seeking confirmation from its communications equipment vendors and other suppliers, financial
tutions and customers that their systems will be Year 2000 compliant. There can be no assurance that the systems of companies with which the
ipany does business will be Year 2000 compliant. If the vendors important to the Company fail to provide needed products and services, the
pany's network buildout and operations could be affected and thereby have a material adverse effect on the Company's results of operations,
dity and financial condition. Moreover, to the extent that significant customers are not Year 2000 compliant and that
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ffects their network needs. the Company's sales could be lower than otherwise anticipated.

‘he Company does not believe its expenditures to implement its Year 2000 strategy will be material. Because its existing systems are relatively
ew, 1t does not expect that it will have to replace any of its systems. To the extent 1t would have to replace a significant portion of its technology
ystems, its expenditures could have matenial adverse effect on the Company. The Company has hired an outside consultant to assist it with its Year
000 compliance, but the Company has relied primanly on its existing employees to develop and implement its Year 2000 compliance strategy. As a
ssult. ats expenditures to ensure Year 2000 compliance have not been material to date. The Company expects to continue to use existing employees
yr the significant part of its Year 2000 comphance efforts in the future.

he Company does not currently have a contingency plan in the event that it or its suppliers or customers are not Year 2000 compliant. However,
e Company expects to develop a contingency plan to deal with potential Year 2000 related business interruptions.

ISK FACTORS
LIMITED HISTORY OF OPERATIONS; OPERATING LOSSES AND NEGATIVE CASH FLOW

The Company was formed in August 1995 to begin development of its digital network. As of December 31, 1998, the Company
had completed approximately 2,000 route miles of network, an additional approximately 5,000 route miles of network are under
construction and approximately 10,000 route miles of nerwork are under contract. In addition, the Company was only providing
commercial telecommunications service to three customers with several additional customers awaiting installation. There can be no
assurance that the Company will enter into any additional contracts with [ncumbents or other owners of telecommunications assets to
obtain rights-of-way or rights to sites, towers and other assets for the construction of additional network or with customers for the
purchase and sale of bandwidth services or dark or dim fiber. As a result of development and operating expenses, the Company has
incurred significant operating and net losses to date. The Company's operations have resulted in cumulative net losses of $42.4 million
and cumulative net losses before interest income (expense) and income tax benefit of $23.6 million from inception in 1995 through
December 31, 1998.

» Company expects to incur significant operating losses, to generate negative cash flows from operating activities and to invest substantial funds
:onstruct its digital network during the next several years. There can be no assurance that the Company will achieve or sustain profitability or
erate sufficient positive cash flow to meet its debt service obligations, capital expenditure requirements or working capital requirements.

SUBSTANTIAL LEVERAGE; ABILITY TO SERVICE DEBT; RESTRICTIVE COVENANTS

The Company is highly leveraged. As of December 31, 1998, the Company had $346.2 million of indebtedness outstanding. The
Company will likely incur substantial additional indebtedness (including secured indebtedness) for the development of its network and
other capital and operating requirements. The level of the Company's indebtedness could adversely affect the Company in a number of
ways. For example, (i) the ability of the Company to obtain necessary financing in the future for working capital, capital expenditures,
debt service requirements or other purposes may be limited; (it) the Company's level of indebtedness could hmit its flexibility in
planning for, or reacting to, changes

19



1ts business: (iti) the Company will be more highly leveraged than some of its competitors, which may place it at a competitive disadvantage: (1v)
e Company's degree of indebtedness may make it more vulnerable to a downturn in its business or the economy generally: (v) the terms of the
isting and future indebtedness restrict, or may restrict, the payment of dividends by the Company: and (vi) a substantial portion of the Company's
sh flow from operations must be dedicated to the payment of principal and interest on its indebtedness and will not be avatlable for other purposes.

1e Indenture relating to the Semor Notes and certain of the Company’s agreements with [ncumbents contain, or will contain, restrictions on the
ympany and its subsidiaries that will affect, and in certain cases significantly limit or prohibit, among other things, the ability of the Company and
subsidiaries to create hens. make mvestments, pay dividends and make certain other restricted payments, issue stock of subsidiaries, consohdate,
rrge, sell assets and incur additional indebtedness. There can be no assurance that such covenants and restrictions will not adversely affect the
ympany’s ability to finance its future operations or capital needs or to engage in other business activities that may be in the interest of the Company.

addition, any future indebtedness incurred by the Company or its subsidiaries is [ikely to impose similar restrictions. Failure by the Company or
subsidiaries to comply with these restrictions could lead to a default under the terms of the Senior Notes or the Company's other indebtedness
withstanding the ability of the Company to meet its debt service obligations. [n the event of such a default, the holders of such indebtedness could
ct to declare all such indebtedness due and payable. together with accrued and unpaid interest. In such event. a significant portion of the
mpany's indebtedness may become immediately due and payable, and there can be no assurance that the Company would be able to make such
‘ments or borrow sufficient funds from alternative sources to make any such payments. Even if additional financing could be obtained, there can
10 assurance that it would be on terms that would be acceptable to the Company.

» successful implementation of the Company's strategy, including expanding its digital network and obtaining and retaining a sufficient number
:ustomers, and significant and sustained growth in the Company's cash flow will be necessary for the Company to meet its debt service
nrements. The Company does not currently, and there can be no assurance that the Company will be able to, generate sufficient cash flows to
t its debt service obligations. If the Company is unable to generate sufficient cash flows or otherwise obtain funds necessary to make required
ments, or if the Company otherwise fails to comply with the various covenants under the terms of its existing or future indebtedness, it could
ter a default under the terms thereof, which would permit the holders of such indebtedness to accelerate the maturity of such indebtedness and
d cause defaults under other indebtedness of the Company. The ability of the Company to meet its obligations will be dependent upon the future
ormance of the Company, which will be subject to prevailing economic conditions and to financial, business, regulatory and other factors.

SIGNIFICANT CAPITAL REQUIREMENTS; UNCERTAINTY OF ADDITIONAL FINANCING

Deployment of the Company's network and expansion of the Company's operations and services will require significant capital
expenditures, primarily for continued development and construction of its network and implementation of the Company's sales and
marketing strategy. The Company will need to seek additional financing to fund capital expenditures and working capital to expand its
network further. The Company may also require additional capital for activities complementary to its currently
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anncd businesses.

1¢ actual amount of the Company's future capital requirements will depend upon many factors, including the costs of network deplovment in
ch of its markets. the speed of the development of the Company's network, the extent of competition and pricing of telccommunications services in
. markets, other strategic opportunities pursued by the Company and the acceptance of the Company's services. Accordingly, there can be no
surance that the actual amount of the Company's financing needs will not exceed, perhaps significantly, the current estimates.

iere can be no assurance that the Company will be successful in raising additional capital or on terms that it will consider acceptable. that the
s of such indebtedness or other capital will not impair the Company's ability to develop its business or that all available capital will be sutficient
service its indebtedness. Sources of additional capital may include equipment financing facilities and public and private equity and debt financing.
ilure to raise sufficient funds may require the Company to modify, delay or abandon some of its planned future expansion or expenditures. which
1ld have a material adverse effect on the Company's business, financial condition and results of operations.

RISKS OF COMPLETING THE COMPANY'S NETWORK: MARKET ACCEPTANCE

The Company's ability to achieve its strategic objectives will depend in large part upon the successful, timely and cost-effective
completion of its network, as well as on selling a substantial amount of its products, including bandwidth services. The successful
completion of the Company's network may be affected by a variety of factors, uncertainties and contingencies, many of which are
beyond the Company's control. The Company has gained experience in budgeting and scheduling as it has completed segments of its
network, and although the Company believes that its cost estimates and buildout schedules relating to the currently planned portions of
its network are reasonable, only approximately 2,000 route miles under contract have been completed as of December 31, 1998. There
can be no assurance that the Company's network will be completed as planned at the cost and within the time frame currently estimated,
if at all. [n addition, although the Company recently began providing commercial telecommunications service to three customers
with several additional customers awaiting installation, there can be no assurances that the Company will attract additional purchasers of
its products, including bandwidth services.

successful and timely construction of the Company's network will depend upon, among other things, the Company's ability to (i) obtain
tantial amounts of additional capital and financing at reasonable cost and on satisfactory terms and conditions, (i) manage effectively and
iently the construction of its network, (iii) enter into agreements with [ncumbents and other owners of telecommunications assets that will enable
“ompany to leverage the assets of [ncumbents and of other owners of telecommunications assets, (iv) access markets and enter into customer
acts to sell bandwidth services and other products on its network, (v) integrate successfully such networks and associated rights acquired in
ection with the development of the Company's network, including cost-effective interconnections, (vi) obtain necessary Federal Communication
nission ("FCC") licenses and other approvals and (vii) obtain adequate rights-of-way and other property rights necessary to install and operate
ber portions of the Company’s network. Successful construction of the Company's network also will depend upon the timely performance by
party contractors of their obligations. There can be no assurance that the Company will achieve any or all of these objectives. Any failure by the
yany to accomplish these objectives may have a material adverse affect on the
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“ompany's business. financral condition and results of operations.

The development of the Company's network and the expansion of the Company's business may involve acquisitions of other
clecommunications businesses and assets or implementation of other technologies either in lieu of or as a supplement to the technologies
ontemplated by the Company's current business plan. In addition, the Company may enter into relationships with Telecom Service Providers or
ther entities to manage existing assets or to deploy alternative telecommunications technologies. Furthermore, the Company may scek to serve
sarkets which are not under-served or second- or third-tier and which may present differing market risks {including as to pricing and competition).
f pursued, these opportunitics could require additional financing, impose additional risks (such as increased or different competition. additional
:gulatory burdens and network economics different from those described elsewhere herein) and could divert the resources and management time of
1e Company. There can be no assurance that any such opportunity, if pursued, could be successfully integrated into the Company's operations or that
1y such opportunity would perform as expected. Furthermore, as the Company builds out its network, there can be no assurance that the Compuny
ill enter into agreements with the best-suited Incumbents or such other owners of telecommunications assets, as the case may be. Moreover.
ere can be no assurance that the resulting network will match or be responsive to the demand for telecommunications capacity or will maximize the
)ssible revenue to be carned by the Company. There can be no assurance the Company will be able to develop and expand its business and enter
w markets as currently planned. Failure of the Company to implement its expansion and growth strategy successfully could have a materal
verse effect on the Company's business, financial condition and results of operations.

RISKS RELATED TO EXPANSION IN STRATEGY.

On February 3, 1999, the Company announced it had expanded its business strategy to include construction and deployment of digital
networks using both wireless and fiber optic technologies. The Company has limited experience in designing and budgeting, deploying.
operating and maintaining a fiber network. In addition, the Company could encounter customers with preferences in employing one
technology over another. There can be no assurance the Company will effectively design and budget, deploy, operate or maintain such

& facilities or that it will be able to address such potential customer preferences. Further, there can be no assurance that the fiber network
deployed by the Company will provide the expected functionality.

the extent that the Company enters into co-development or other partnering arrangements where the Company's partner has primary
yonsibility for key network development matters such as perfecting rights-of-way or project management, there can be no assurance that such
ners will perform such tasks adequately or that any failures in such performance will not adversely effect the Company's financial condition,

iness or results of operations.
PENDENCE ON RELATIONSHIP WITH INCUMBENTS; RIGHTS OF INCUMBENTS TO CERTAIN ASSETS

‘e can be no assurance that existing long-term relationships with the Company's Incumbents will be maintained or that additional long-term
ionships will result on terms acceptable to the Company, or at all. If the Company is not successful in negotiating such agreements, its abibty to
oy its network would be adversely affected.

I3 )
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“he Company does not tvpically cxpect to own the underlying sites and facilities upon which the wireless portion of its network 1s deployed.
nstead. the Company has entered into and expects to enter into long-term relationships with Incumbents whereby each such Incumbent agrees to
rant to the Company a leaschold interest 1n or a similar right to use such Incumbent's facilities and infrastructure as 1s required for the Company to
eploy its network. In some cases, svstem asscts may be held by subsidiaries in which both the Company and the Incumbent own an tnterest. As a
ssult. the Company will depend on the facitines and infrastructure of its Incumbents for the operation of its business. Long-term relatonships with
wcumbents may expire or termmate 1f the Company does not satisfy certain performance targets with respect to sales of telecommunications capacity
r fails to commission an initial communications system within specified time periods. In such cases, certain equipment relating to the imnal
ymmunications system will be transferred to the Incumbent. Any such expiration of a relationship with an [ncumbent, and the resulting loss of use
f the corresponding svstem and opportunity to utilize such segment of its network, could result in the Company not being able to recoup its imtial
ipital expenditure with respeet to such segment and could have a material adverse effect on the business and financial condition of the Company. In
fdition. such a loss under certain circumstances could result in an event of default under the Company's debt financings. There can be no assurance
at the Company will continue to have access to such Incumbent's sites and facilities after the expiration of such agreements or in the event that an
cumbent elects to terminate its agreement with the Company. If such an agreement were terminated or expire and the Company were forced to

move or abandon a significant portion of its network. such termination or expiration, as the case may be, could have a material adverse effect on the
siness, financial condition and results of operations of the Company.

¢ Company expects to rely sigmficantly on its Incumbents for the maintenance and provisioning of circuits on the wircless portion of its
work. The Company has entered into maintenance agreements with six Incumbents and expects to enter into agreements with additional
‘umbents pursuant to which, among other things, the Company will pay the Incumbent a monthly maintenance fee and a provisioning services fee
exchange for such Incumbent providing maintenance and provisioning services for that portion of the Company's network that primarily resides
ng such Incumbent's system. Failure by the Company to enter successfully into similar agreements with other Incumbents or the cancellation or
1-renewal of any of such existing agreements could have a material adverse effect on the Company's business. To the extent the Company 1s
ble to establish similar arrangements in new markets with additional Incumbents or establish replacement arrangements on systems where a
ntenance agreement with a particular Incumbent is canceled or not renewed, the Company may be required to maintain its network and provision
uits on its network through establishment of its own maintenance and provisioning workforce or by outsourcing maintenance and provisioning to
ird party. The Company's operating costs under these conditions may increase.

NEED TO OBTAIN AND MAINTAIN RIGHTS-OF-WAY,

The Company expects to obtain easements, rights-of-way, franchises and licenses from various private parties, [LECs, utilites,
railroads, long distance companies, state highway authorities, local governments and transit authorities in order to construct and maintain
its fiber optic network. If the Company were to acquire right-of-way directly from a governmental authority. it would be directly affected
by state and local law. To the extent that the Company obtains rights-of-way from others, it would be indirectly affected by state and
local law. There is a possibility that disputes may arise with
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he licensing authonty or a compenitor, the result of which may favor a competitor of the Company. Such disputes could impose legal and
dministrative costs on the Company, including out-of-pocket expenses and lost market opportunity because of delays. Further, the Company mayv
e subject to franchise fees imposed by state and local governments. In addition. the Company may require pole attachment agreements with utihities
nd ILECs to operate cxisting and future networks, and there can be no assurance that such agreements will be obtained on reasonable terms.

here can be no assurance that the Company will be able to obtain and maintain the additional rights and permits needed to build s fiber optic
etwork and otherwise implement 1ts business plan on acceptable terms. The fatlure to enter into and maintain required arrangements for the
ompany's network could have a material adverse effect on the Company's business. financial condition and results of operations. There can be no
ssurance that, once obtained, the Company will continue to have access to existing rights-of-way and franchises after the expiration of such
reements. If a franchise, license or lease agreement were terminated and the Company were forced to remove or abandon a significant portion of its
itwork, such termination could have a material adverse effect on the Company.

'ANAGEMENT OF GROWTH AND RISKS ASSOCIATED WITH POSSIBLE ACQUISITIONS, STRATEGIC ALLIANCES AND
JINT VENTURES.

ie Company's expanded bustness plan may, if successfully implemented, resuit in rapid expansion of its operations. Rapid expansion of the
ympany's operations may place a significant strain on the Company's management, financial and other resources. The Company's ability to manage
ure growth, should it occur, will depend upon its ability to monitor operations, control costs, maintain regulatory compliance, maintain effective
ality controls and expand significantly the Company's internal management, techmical, information and accounting systems and to attract and retain
litional qualified personnel. Furthermore, as the Company's business develops and expands, the Company will need additional facilities for us
wing workforce. There can be no assurance that the Company will successfuily implement and maintain such operational and financial systems or
cessfully obtain, integrate and utilize the employees and management, operational and financial resources necessary to manage a developing and
randing business in an evolving and increasingly competitive industry which is subject to regulatory change. Any failure to expand these areas and
mplement and improve such systems, procedures and controls in an efficient manner at a pace consistent with the growth of the Company's
iness could have a material adverse effect on the business, financial condition and results of operations of the Company.

Company believes that a part of its future growth may come from the formation of strategic alliances with other telecommunications companies
gned to assist and accelerate the building of the Company's digital network to provide services to customers of the Company which are
plementary to those provided by the Company. The Company intends to pursue joint ventures with, or acquisitions of, companies that have an
ting network infrastructure or customer base in order to increase the Company's penetration of its markets or accelerate entry into new markets.
itations under the Indenture may significantly limit the Company's ability to make acquisitions and to incur indebtedness in connection with
lisitions. Such transactions commonly involve certain risks, including, among others: the difficulty of assimilating the acquired operations and
onnel: the potential disruption of the Company's ongoing business and diversion of resources and management time; the possible inability of
1gement to maintain uniform standards, controls, procedures and policies; the risks of entering
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rarkets in which the Company has hittle or no direct prior experience: and the potential impairment of relationships with emplovees or customers as
result of changes in management. There can be no assurance that any acquisition or jomt venture will be made, that the Compuny will be able to
stain additional financing needed to finance such acquisitions and joint ventures and, if any acquisitions are so made, that the acquired business will
» successfully integrated into the Company’s operations or that the acquired business will perform as expected. The Company has no definitive
‘reement with respect to any acquisition, although it has had discussions with other companies and will continue to assess opportunitics on un

1going basis.
DEPENDENCE ON KEY PERSONNEL; NEED FOR ADDITIONAL PERSONNEL

The success of the Company will depend 1o a significant extent upon the abilities and continued efforts of its senior management,
particularly members of its senior management team, including Richard A. Jalkut, President and Chief Executive Officer, Kevin J.
Bennis. Executive Vice President serving as President of the Company's Communications Services Division, William R. Smedberg V,
Executive Vice President, Corporate Development. and Michael L. Brooks, Vice President of Network Development. Other than its
Employment Agreement with Richard A. Jalkut, the Company does not have any employment agreements with. nor does the Company
maintain "key man" insurance on, these employees. The loss of the services of any such individuals could have a matenal adverse effect
on the Company's business, financial condition and results of operations. The success of the Company will also depend, in part. upon the
Company's ability to identify, hire and retain additional key management personnel, including the senior management, who are also
being sought by other businesses. Competition for qualified personnel in the telecommunications industry is intense. The inability to
identify, hire and retain such personnel could have a material adverse effect on the Company's results of operations.

COMPETITION; PRICING PRESSURES

The telecommunications industry is highly competitive. In particular, price competition in the carrier's carrier market has generally
been intense and is expected to increase. The Company competes and expects to compete with numerous competitors who have
substantially greater financial and technical resources, long-standing relationships with their customers and potential to subsidize
competitive services from less competitive service revenues and from federal universal service subsidies. Such competitors may be
operators of existing or newly deployed wireline or wireless telecommunications networks. The Company will also face intense
competition due to an increased supply of telecommunications capacity, the effects of deregulation and the development of new
technologies, including technologies that will increase the capacity of existing networks. See "Business - Competition.”

IANCE ON EQUIPMENT SUPPLIERS FOR THE WIRELESS PORTION OF THE COMPANY'S NETWORK

Company currently purchases most of its telecommunications equipment pursuant to an agreement with NEC from whom the Company has
d to purchase $200 million of equipment by December 31, 2002 and has entered into an equipment purchase agreement with Andrew. Any
tion or interruption in supply from either supplier or any increase in prices for such equipment could have a disruptive effect on the Company.
ntly NEC and Northern Telecom Ltd. are the only
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manufacturers of SONET radios that are compatible with the Company's proposed system design and reliability standards relating to the wireless
sortion of 1ts network, although Harns Corporation and Alcatel Alsthom Compagnie Generale d'Electricite SA are in the process of developing and
esting similar and compatible products. Further, the Company does not manufacture. nor does it have the capability to manufacture. any of the
elecommunications equipment used on its network. As a result, the failure of the Company to procure sufficient equipment at reasonable prices and
n a timely manner could adversely affect the Company's successful deployment of its network and results of operations.

RELIANCE ON LUCENT:; LUCENT AGREEMENTS.

The Company and Lucent have entered into a supply agreement under which Lucent will provide and will deploy personnel to assist in,
among other things. the design and marketing of the Company's network. Any failure or inability by Lucent to perform these functions
could cause delavs or additional costs in providing services to customers and building out the Company's network in specific markets.
Anv such failure could materially and adversely affect the Company's financial condition, business and results of operations.

he Company and Lucent have entered into the Commitment Letter which is contingent upon various conditions, including the execution of a
finitive financing agreement, compliance with financial covenants, completion of due diligence and the absence of any matenal adverse change in
e Company. There can be no assurance that a definitive agreement will be executed with respect to the financing contemplated by the Commutment
:tter or that the financing contemplated by the Commitment Letter will be consummated. Any failure to consummate the financing contemplated by
» Commitment Letter could materially and adversely effect the Company's financial condition, business and results of operations.

TECHNICAL LIMITATIONS OF THE WIRELESS NETWORK

The Company will not be able to offer route diversity until such time as it has completed a substantial portion of its mature network. In
addition, the wireless portion of the Company's network requires a direct line of sight between two antennae (each such interval
comprising a "path") which is subject to distance limitations. freespace fade, multipath fade and rain attenuation. In order to meet
industry standards for reliability, the maximum length of a single path similar to those being designed by the Company is generally
limited to 40 miles and, as a result, intermediate sites in the form of back-to-back terminals or repeaters are required to permit digital
wireless transmission beyond this limit based on the climate and topographic conditions of each path. In the absence of a direct line of
sight, additional sites may be required to circumvent obstacles, such as tall buildings in urban areas or mountains in rural areas.
Topographic conditions of a path and climate can cause reflections of signals from the ground, which can affect the transmission quality
of digital wireless services. In addition, in areas of heavy rainfall, the intensity of rainfall and the size of the raindrops can’ affect the
transmission quality of digital wireless services. Paths in these areas are engineered for shorter distances to maintain transmisston quality
and use space diversity, frequency diversity, adaptive power control and forward error correction to minimize transmission errors. The
use of additional sites and shorter paths to overcome obstructions, multipath fade or rain attenuation will increase the Company's capital
costs. While these increased costs may not be significant in all cases, such costs may render digital wireless services uneconomical in
certain circumstances.
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ue to line of sight timitations. the Company currently installs its antennae on towers. the rooftops of buildings or other tall structures. Line of sight
'd distance limitations generally do not present problems because Incumbents have already selected. developed and constructed unobstructed
ansmission sites. In certain instances, however, the additional frequencies required for the excess capacity to be installed by the Company may not
» available from Incumbents’ existing sites. In these instances, the Company generally expects to use other developed sites aiready owned or leased
+ such Incumbent. In some instances, however, the Company has encountered, and may in the future encounter. fine of sight, frequency blockage
d distance limitations that cannot be solved cconomically. While the effect on the financial condition and results of operations of the Company
sulting from such cases has been minimal to date. there can be no assurance that such limitations will not be encountered more frequentlv as the
ympany expands its network. Such limitations may have a material adverse effect on the Company's future development costs and results of
erations. [n addition, the current lack of compression applications for wireless technology limits the Company's ability to increase capacity on the
retess portion of its network without significant capital expenditures for additional equipment.

RISKS RELATING TO INTERCONNECTION

In order to obtain the necessary access to install its radios, antennae and other equipment required for interconnection of the Company's
network to the public switched telephone network or to POPs of the Company's customers, the Company must acquire the necessary
rights and enter into the arrangements to secure such interconnections and deploy and operate such interconnection equipment. There can
be no assurance that the Company will succeed in obtaining the rights necessary to secure such interconnections and to deploy 1its
interconnection equipment in its market areas on acceptable terms, if at all, or that delays in or terms for obtaining such rights will not
have a matenal adverse effect on the Company's development or resuits of operations.

DEPENDENCE ON INFORMATION AND PROCESSING SYSTEMS

Sophisticated information and processing systems are vital to the Company's growth and its ability to monitor network performance,
provision customer orders for telecommunications capacity, bill customers accurately, provide high-quality customer service and achieve
operating efficiencies. As the Company grows, any inability to operate its billing and information and processing systems, or to upgrade
internal systems and procedures as necessary. could have a material adverse impact on the Company's ability to reach its objectives, or
on its business, financial condition and results of operations.

RISK OF RAPID TECHNOLOGICAL CHANGES

The telecommunications industry is subject to rapid and significant changes in technology. Although the Company has expanded its
business plan to include fiber optic technologies, which may diversify the Company's exposure to the risk of such technological changes,
their effect on the business of the Company cannot be predicted. There can be no assurance that (i) the Company's network will not be
economically or technically outmoded by technology or services now existing or developed and implemented in the future, (ii) the
Company will have sufficient resources to develop or acquire new technologies or to introduce new services capable of competing with
future technologies or service offerings or (11) the cost of the equipment used on its network will decline as rapidly as that of competitive
alternatives. The occurrence of any of the foregoing events may have a material adverse
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“fect on the operations of the Company.
REGULATION

RISKS RELATING TO REGULATION OF WIRELESS NETWORK. The Company's arrangements with Incumbents contemplate
that the wireless portion of the Company's digital network will provide largely “"common carrier fixed point-to-point microwave”
telecommunications services under Part 101 ("Part 101"} of the rules of the FCC, which services are subject to regulation by federal,
state and local governmental agencies. Changes in existing federal, state or local laws and regulations, including those relating to the
provision of Part 101 tclecommunications services, any failure or significant delay in obtaining (or complying with the terms of)
necessary licenses, permits or renewals, or any expansion of the Company's business that subjects the Company to additional regulatory
requirements could have a material adverse effect on the Company's business, financial condition, and results of operations.

‘C LICENSE REQUIREMENTS. Prior to applying to the FCC for authorization to use portions of the 6 GHz band. the Company must
srdinate its use of the frequency with any existing licensees, permittees, and applicants in the same area whose facilities could be subject to
xrference as a result of the Company's proposed use of the spectrum. There can be no assurance in any particular case that the Company will not
‘ounter other entities and proposed uses of the desired spectrum that would interfere with the Company's planned use, and that the Company will
able to coordinate successfully such usage with such entities. In addition, as part of the requirements of obtaining a Part 101 license, the FCC
uires the Company to demonstrate the site owner's compliance with the reporting, notification and technical requirements of the Federal Aviation
ninistration (“FAA") with respect to the construction, installation, location, lighting and painting of transmitter towers and antennae, such as
se to be used by the Company in the operation of its network. Furthermore, in order to obtain the Part 101 licenses necessary for the operation of
1etwork, the Company, and in some cases Incumbents, must file applications with the FCC for such licenses and demonstrate comphance with
ine technical and legal qualification to be an FCC licensee. The Company must also obtain FCC authorization before transferring control of any
s licenses or making certain modifications to a licensed facility. There can be no assurance that the Company or any Incumbent who desires to be
licensee with respect to its portion of the Company's network will obtain all of the licenses or approvals necessary for the operation of the

1pany's business, the transfer of any license, or the modification of any facility, or that the FCC will not impose burdensome conditions or
rations on any such license or approval.

(S RELATING TO REGULATION OF FIBER NETWORK. Pursuant to the interconnection provisions of the Telecommunications Act of
+ (the "1996 Telecom Act™), the FCC identified a minimum list of unbundled network elements that ILECs must make avarlable to other
ommunications carriers. The FCC declined to include incumbent ILECs' dark fiber in this list, finding that it did not have adequate information
termine whether dark fiber qualifies as a network element. The FCC indicated that is would continue to review or revise its rules regarding
ndled network elements as necessary. State commissions, however, have the authority to impose additional unbundling requirements so long as

:quirements are consistent with the 1996 Telecom Act and the FCC's requirements, which could include requiring incumbent ILECs to unbundle
dark fiber.

e recent Supreme Court decision regarding the FCC's interconnection and unbundling rules,
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he Supreme Court vacated the FCC's rule establishing the st of unbundled network elements. The Supreme Court found that the FCC had not
werpreted the terms of the 1996 Telecom Act regarding an incumbent ILEC's duty to provide network elements in a reasonable fashion. The
upreme Court found that the FCC had given telecommunications carriers blanker access to unbundled network elements. The statute. howeser,
mits telecommunications carriers’ access to network clements to those that are "necessary” or to those where failure to have access would “impuir
1e ability of the telecommumications carrier” to provide services it seeks to offer. The FCC plans to commence a rulemaking proceeding to adopt
aw requirements regarding unbundled network elements that properly consider the "necessary and impair” standard in the 1996 Telecom Act.

decision by the FCC or states 10 require unbundling of incumbent ILECs' dark fiber could increase the supply of dark fiber and decrease
'mand for the Company's dark fiber, and thereby have an adverse effect on the Company' business, financial condition and resuits of operations.

GENERAL

PROVISION OF COMMON AND PRIVATE CARRIER SERVICES. The Company is currently offering. and expects to offer in
the future, its services on a private carrier basis. The Company's private carrier services are essentially unregulated. while any common
carnter offerings would be subject to additional regulations and reporting requirements including payment of additional fees and
compliance with addutional rules and regulations including that any such services must be offered pursuant to filed tanffs and non-
discriminatory terms, rates and practices. There can be no assurance that the FCC will not find that some or all of the private carrier
services offered by the Company are in fact common carrier services, and thus subject to such additional regulations and reporting
requirements including the non-discrimination and tariff filing requirements imposed on common carriers, in which case the Company
may be required to pay additional fees or adjust, modify or cease provision of certain of its services in order to comply with any such
regulations, including offering such services on the same terms and conditions to al! of those seeking such services, and pursuant to rates
made public in tariff filings at the FCC.

REIGN OWNERSHIP. As the licensee of facilities designated for common carriage, the Company is subject to Section 310(b)(4) of the
amunications Act of {934, as amended (the "Communications Act”), which by its terms restricts the holding company of an FCC common carrier
1see (the Company is such a holding company, because it expects to hold all FCC licenses indirectly, through subsidiaries) to a maximum of 25%
ign ownership and/or voting control. The FCC has determined that it will authorize a higher level of foreign ownership (up to 100%) on a
imlined basis where the indirect foreign investment in the common carrier licensee is by citizens of, or companies organized under the laws of
Id Trade Organization ("WTQO")} member countries. Where the foreign ownership is by citizens or corporations of non-WTO nations, FCC
srization to exceed the 25% limitation must be obtained on a non-streamlined basis and the licensee must meet a more demanding public interest
‘ing. The Company is presently within the 25% foreign ownership limitation. in connection with any future financings, the Company will have
onitor foreign investment to ensure that its foreign ownership does not exceed the 25% limitation. If it appeared that foreign ownership of the
pany was coming close to exceeding this benchmark, the Company would have to obtain FCC authorization prior to exceeding the 25%
wion. [n addition, if any Incumbent elects to be the licensee on the portion of the Company's network relating to its system, such Incumbent
1 aiso be subject to such
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foreign ownership restrictions [f such analysis showed that such incumbent had more than 25% foreign ownership, the Incumbents would have to
scek authorization from the FCC to exceed the 25% limitation or 1t would have to reduce its foreign ownership.

'n the event that an Incumbent were to choose to hold the relevant Part 101 license ttself, and not through a holding company, that Incumbent would
se subject to Section 311(b)3) of the Communications Act, which limits direct foreign ownership of FCC licenses to 20%. The FCC does not have
liscretion to waive this imitation. If an Incumbent exceeded the 20% limitation it would be required to reduce its foreign ownership in order to
»brain or retain s Part 101 hicense.

"TATE AND LOCAL REGULATION. Although the Company cxpects to provide most of its services on an interstate basis, in those instances
‘here the Company prosides service on an intrastate basis, the Company may be required to obtain a certification to operate from state utiiity
ommissions in certain of the states where such intrastate services are provided, and may be required to file tariffs covering such intrastate services.
1 addition, the Company may be required to obtain authorizations from or notify such states with respect to certain transfers or issuances of capital
ock of the Company. The Company does not expect any such state or local requirements to be burdensome; however, there can be no assurance that
e Company w il obtain all of the necessary state and local approvals and consents or that the failure to obtain such approvals and consents will not
e a material adverse affect on the Company's business, financial condition and results of operations. In addition, there can be no assurance that
ate or local authorities will not impose burdensome taxes, requirements or conditions on the Incumbent or the Company.

INVESTMENT COMPANY ACT CONSIDERATIONS

The Company has substantial cash, cash equivalents and short-term investments. The Company has invested and intends to invest the
proceeds of its financing activities so as to preserve capital by investing primarily in short-term instruments consistent with prudent cash
management and not primarily for the purpose of achieving investment returns. [nvestment in securities primarily for the purpose of
achieving ivestment returns could result in the Company being treated as an "investment company" under the Investment Company Act
of 1940 (the "1940 Act"). The 1940 Act requires the registration of, and imposes various substantive restrictions on, investment
companies that are, or hold themselves out as being, engaged primarily, or propose to engage primarily in, the business of investing,
reinvesting or trading in securities, or that fail certain statistical tests regarding the composition of assets and sources of income and are
not primarily engaged in businesses other than investing, reinvesting, owning, holding or trading securities.

Company believes that it is pnmarily engaged in a business other than investing, reinvesting, owning, holding or trading securities and,
cfore, is not an investment company within the meaning of the 1940 Act. If the Company were required to register as an investment company
or the 1940 Act, it would become subject to substantial regulation with respect to its capital structure, management, operations, transactions with
iated persons (as defined in the 1940 Act) and other matters. Application of the provisions of the 1940 Act to the Company would have a material
'rse effect on the Company's business, financial condition and results of operations.
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TEM 70 QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK
ot apphicable
TEMB. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

The Company's tinuncial statements and supplementary data. together with the report of the independent accountants, are included or incorporated
y reference elsewhere herein. Reference is made to the "[ndex to Financial Statements* following the signature pages hereto.

ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND FINANCIAL
DISCLOSURE

None.
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PART [11

ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

Exceutive Ofticers

The table below sets forth certain information concerning the directors and executive officers of the Company. Directors of the Company are clected
at the annual meening of stockholders. Executive officers of the Company generally are appotnted at the Board of Directors' first meeting after cach

annual mecting ot stockholders.

NAME AGE POSITION(S) WITH COMPANY

Richard A Tatkut o T USSR 34 President. Chiet Executive Otficer and Director

Kevin l Bennis T 43 Executive Vice President. and President,
Communications Services Division

Wilhiam R Smedberg, Voo 37 Executive Vice President. Corporate Development,
Treasurer and Assistant Secretary

Michael AL Lubin ST SUUOTOTRRUPPPTTOION 49 Vice President, General Counsel and Secretary

Michael L. Brooks IO TP SR PP PO PURUPPRTRP. B Vice President. Network Development

David Schaetter (1. 42 Director

Peter J. Barmis (2) . 47 Director

Kevin J. Maroni (2)(3). 30 Director

Patrick J. Kerins (3)........ .43 Director

Richard K. Prins (2)3) . 41 Director

Stephen AL Reinstadtler o 32 Director

(1) Member of Contract Committee.
(2) Member of Compensation Commuittee.

(3) Member of Audit Committee.
Set forth below is the background of each of the Company's executive officers and directors.

RICHARD A. JALKUT has served as President, Chief Executive Officer and director of the Company since August 1997, Mr. Jalkut has over 30
years of telecommunications experience. From 1995 to August 1997, he served as President and Group Executive of NYNEX Telecommunications
Group, where he was responsible for all activities of the NYNEX Telecommunications Group, an organization with over 60,000 employees. Prior to
that, Mr. Jalkut served as President and Chief Executive Officer of New York Telephone Co. inc., the predecessor company to NYNEX
Telccommunications Group, from 1991 until 1995. Mr. Jalkut currently serves as a member of the Board of Directors of Marine Midland Bank,
commercial bank, Ikon Office Solutions, Inc., a company engaged in wholesale and retail office equipment, and Home Wireless Networks, a start-up

company developing a wireless product for home and business premises.

KEVIN J. BENNIS has served as Executive Vice President, serving as President of the Company's Communications Services Division since
February 1998. From 1996 until he joined the
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Company, Mr Bennis served as President of Frontier Communications, a long distance communications company. where he was responsible for the
sales. murhetnae and customer service activities of 3,300 employees. Prior to that. Mr. Benmis served in various positions for 21 years at MCI.
including as President of MCI's Integrated Client Services Division from 1995 to 1996, as President and Chief Operating Officer of Avantel
Teleconwnunications, MCl's jont venture with Banamex in Mexico, from 1994 to 1995, and as Senior Vice President of Marketing trom 1992 1o

1994

WILEIAM R SMEDBERG. V joined the Company initially as a consultant in 1996, served as Vice President. Finance and Corporate Development
from January 1997 to February 1999 and assumed the position of Executive Vice President, Corporate Development in March 1999. Prior to joining
the Company, Mr Smedberg served in various financial and planning positions at the James River Corporation of Virginia, [nc. ("James River") for
nine vears. [n particular. he served as Director, Strategic Planning and Corporate Development for Jamont, a European consumer products joint
venture among Nokia Oy, Montedison S.p.A. and James River, from 1991 to 1996, where he was responsible for Jamont's corporate finance, strategic
planming and corporate deselopment, Prior to that, Mr. Smedberg worked in the defense industry as a consultant and engineer for TRW, [nc.

MICHAEL A LUBIN has served as Vice President, General Counsel and Secretary of the Company since its inception in August 1995. Prior to
joining the Company., Mr. Lubin was an attorney-at-law at Michael A. Lubin, P.C.. a law firm, which he founded in 1985. Mr. Lubin has experience
in telecommunications matters, copyright and intellectual property matters, corporate and commercial law, construction claims adjudication and trial
work. Earlier he served as a Federal prosecutor with the Fraud Section, Criminal Division, United States Department of Justice.

MICHAEL L. BROOKS has served as Vice President, Network Development of the Company since June 1996. Mr. Brooks has extensne
experience 1n voice and data communications. From 1992 through May 1996, Mr. Brooks served as Vice President, Engineering for Ikelyn, Inc.
Ikelyn provided system design and technical support for telecommunication systems and support facilities. From 1982 to 1992, Mr. Brooks worked
for Qwest Microwave Communications, a predecessor of Qwest, where he directed the initial construction of a 3.500-mile digital network.

DAVID SCHAEFFER founded the Company in August 1995 and has been a director of the Company since its inception. Mr. Schaeffer served as
Chairman of the Board and Treasurer of the Company from August 1997 to February 1999, and served as President, Chief Executive Officer and
Treasurer of the Company from August 1995 until August 1997. From 1986 to the present, Mr. Schaeffer has also served as President and Chief
Executive Officer of Empire Leasing, Inc., a specialized mobile radio licensee and operator. In addition, Mr. Schaeffer founded and, since 1992, has
served as President and Chief Executive Officer of Mercury Message Paging, Inc., a paging company which operates networks in Washington, D.C.,
Balttmore and Philadelphia.

PETER J. BARRIS has been a director of the Company since August 1995. Since 1992, Mr. Barris has been a parter, and, in 1994, was appointed
a General Partner of New Enterprise Associates, a firm that manages venture capital investments. Mr. Barris is also a member of the Board of
Dircctors of Mobius Management Systems, [nc. and pcOrder.com, Inc. each of which are quoted on the Nasdaq National Market.

KEVIN J. MARONI has been a director of the Company since August 1995. Since 1994, Mr. Maroni has been a principal, and, in 1995, waus
appointed as a General Partner of Spectrum Equity
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Investors, 1P which manages private equity funds focused on growth capital for telecommunications companies. From 1992 to 1994, he served us
Manager, Binance and Development at Time Warner Telecommunications, where he was involved in corporate development projects. Mr. Maron
served das a consultunt at Harvard Management Company from 1990 to 1992, where he worked 1n the private equity group. Mr. Maron 15 ulsa
currently on the board of directors of several private companies and CTC Communications Corp., an integrated communications prosider that 15

quoted on the Nusday Natonal Market.

PATRICK J KERINS has been a director of the Company since July 1997, Mr. Kerins has served as Managing Director of Grotech Capital Group.
which 15 engaged in venture capital and other private equity tnvestments, since March 1997. From 1987 to March 1997, he worked in the investment
banking division of Alex. Brown & Sons, Incorporated, including serving as Managing Director beginning in January 1994. Mr. Kerins is also a
member of the Board of Directors of CDnow. Inc.. an online retailer of compact discs and other music-related products, which is quoted on the

Nusdaq National Market.

RICHARD K. PRINS hus been a director of the Company since 1995, Since 1996, Mr. Prins has served as Senior Vice President of Ferris Baker
Watts [ncorporated, where he heads the technology and communication practice in the investment banking division. From 988 to 1996, he was
Sentor Vice President and Managing Director in the investment banking division of Crestar Financial Corporation. Mr. Prins is currently a director of
Startec Global Communications Corporation, a communications company that is quoted on the Nasdaq National Market.

STEPHEN A. REINSTADTLER has been a director of the Company since October 1997. Mr. Reinstadtler has served as Vice President and
Director at Toronto Dominion Capital (U.S.A.) Inc.. where he has been involved in private equity and mezzanine debt investments, since August
1995, From April 1994 to July 1995, he served as Manager at The Toronto-Dominion Bank, where he was involved in commercial lending activities
to the telecommunications industry. From August 1992 to April 1994, Mr. Reinstadtler also served as Associate at Kansallis-Osake-Pankki, where he
was involved in commercial lending activities to the telecommunications industry.

DIRECTOR COMPENSATION

Mr. Prins, a director of the Company, was granted options to purchase 70,131 shares of Common Stock in 1995, See "Security Ownership of
Certain Beneficial Owners and Management.” Directors of the Company are currently neither compensated nor reimbursed for their out-of-pocket
expenses incurred in connection with attendance at meetings of, and other activities relating to serving on, the Board of Directors and any committees
thereof. The Company may consider additional compensation arrangements for its directors from time to time.

LIMITATION OF LIABILITY AND INDEMNIFICATION

The Restated Certificate of Incorporation of the Company limits, to the fullest extent permitted by law, the liability of directors to the Company and
its stockholders for monetary damages for breach of directors’ fiduciary duty. This provision is intended to afford the Company's directors benefit of
the Delaware General Corporation Law (the "DGCL"), which provides that directors of Delaware corporations may be relieved of monetary liability

for breach of their fiduciary duty of care, except under
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cortam ciecumstances  This limitation on liabilities does not extend to including any breach of a director's duty of loyalty, acts or omissions not in
vood futh or which myolve mtentional misconduct or a knowing violation of law, violations of the DGCL regarding the improper payment of
dividends or any transaction from which the director derived any improper personal benefit. In addition, the Certificate of Incorporation of the
Company provades that the Company will indemnify its directors and officers to the fullest extent authorized or permitted by law.

ITEM 1L EXECUTIVE COMPENSATION

The following table sets forth certain information concerning the cash and non-cash compensation earned by or awarded to the Chief Executive
Officer and the four other most highly compensated executive officers of the Company (the "Named Executive Officers”) for services rendered in ull
capacities 1n cach of the years ended December 31, 1998 and 1997.

Long - Term
Compensation

Secunties

Annual Compensation * Other Underlying
Name And Principal Position Year Salary Bonus Compensation Options Granted
Richard A Jalkut 1998 $400.000 S-- $40.289(1) --
Prestdent and Chiet Executive Otficer 1997 166,154(2) -- 9.857(3) 858,754
David Schaetter 1998 200.000 -- - --
Chairman ot the Board and Treasurer 1997 216.923(4) -- - 430413
Kevin J. Benmis 1998 246,333(%) - 185,602(6) 182,500
Exceutive Vice President and President 1997 -- - --
Communications Services
Michael A. Lubin 1998 136,840 5,000 - 15,000
Vice President, General Counsel and 1997 136,115 - -- -
Secretary
Michael L. Brooks 1998 102,000 38,780 -- 85,732
Vice President, Network Operations 1997 103,077 = =
* Except as stated herein, none of the above Named Executive Officers

received perquisites or other personal benefits in excess of the lesser
of $50,000 or 10% of such individual's salary plus annual bonus.

(1)  Consists of $16,277 for club dues; $7,756 for lodging; $11,685 for airfare; and 84,571 for other transportation.

(2)  Mr. Jalkut commenced employment with the Company in August 1997, and was compensated at a rate of $400,000 per annum

in 1997.
(3)  Reimbursement for travel expenses.
(4)  Mr. Schacffer's salary increased to $300,000 per annum from S150,000 per annum in August 1997.
(5)  Mr. Bennis joined the Company in February 1998.

(0) Consists of S48.093 in residence settlement charges in Georgia; $99,319 in residence settlement charges in Virginia; $22,780 in other
moving expenses; and S15,410 in rent.
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STOCK OPTION GRANTS AND EXERCISES

The tollowing table wets forth the aggregate number of stock options granted to each of the Named Executive Officers during the fiscul veur ended
December 31, 1998 Stock options are exercisable to purchase Common Stock of the Company.

OPTION GRANTS IN LAST FISCAL YEAR

Number of Percent of Potential Realizable Vidlue at
Secuntes Total Options Assumed Annual Rate ot Stock
L nderiving Grranted to Exercise Price Appreciation for the Option
Options Employvees in Price Expiration Term
Giranted Fiscal Year S Share Date %% 3% 10%
Richurd A Lilhut - - S-- - S-- $-- S--
David Schaetter -
Kevin J. Bennis T 2162.300(3) 32.74% 113 3242008 |.473.375 2.660.841 4,479,380
20.000¢3) 1.81%% 5.20 1222008 -- 65.403 165,749
Michael AL Lubim. T 13.000(0 1.35°% 5.20 12,2:2008 -- 49,034 124312
Michael L. Brooks. ... 70.732(2) 6.39%% 113 3.24.2008 237.879 519191 878,367
15.00003 1.35% 5.20 12.2:2008 - 49,054 124312

(1)  The information disclosed assumes, solely for purposes of demonstrating potential realizable value of the stock options, that the
fair market value per share of Common Stock was $5.20 per share (the fair market value per share of Common Stock approved by the
Board of Directors in connection with stock option awards granted on December 2, 1998 and January 26, 1999, which awards had an
exercise price equal to the fair market value per share on the date of grant) as of December 31, 1998 and increases at the rate indicated
during the option term. See Note 10 to the financial statements included elsewhere in this Report.

(2) The options vest ratably over a three year period. The option may be transferred only by will or by the laws of descent and
distribution. Upon a change of control of the Company and termination of optionee's employment without cause, the options that
would otherwise become vested within one year will be deemed vested immediately before such optionee's termination.

(3) The options vest ratably over a four year period. The option may be transferred only by will or by the laws of descent and

distribution. Upon a change of control of the Company and termination of optionee's employment without cause, the options that
would otherwise become vested within one year will be deemed vested immediately before such optionee's termination.

Option Exercises und Fiscal Year-End Option Values

None ot the Named Executive Officers exercised any options during the fiscal year ended December 31, 1998. The following table sets forth as of
December 31, 1998, the aggregate number of options held by each of the Named Executive Officers.
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FISCAL YEAR-END OPTION VALUES

Number of Securities

Underlying Unexercised Value of Unexereised In-the-
Options at December 31, 1998 Money Optiops (1)
Name Exergisable Unexercisable Exercisable Unexereisable
Richard A Jalhwt PR e 286,251 372,503 $1.165.042 S2.330.087
David Schaetler - 4304103 (2 - 058.332
Michael A [ ubin 141.463 15,000 731,374 -
Kesin J Bennis 90.625 291.873 168.84+ 106,53
NMachael | Brooks 33306 30,366 143940 143,940

(1) Based on an assumed market price of the Common Stock of $5.20 per share.

(2)  One-half of Mr. Schaeffer's options, or 215.206. would vest on January 1, 1999, atan exercise price of S3.67 per share. in the
event that certain performance criteria related to 1998 earnings have been met. The Board of Directors' is currently reviewing whether
these criteria were met. See Note 10 to the Company's Consolidated Financial Statements that appear elsewhere in this Annual Report on
Form 10-K.

JALKUT EMPLOYMENT AGREEMENT

The Employment Agreement among the Company and Richard Jalkut (the "Jalkut Employment Agreement") took effect on August 4, 1997 and
expires on August 4, 2000. The Jalkut Employment Agreement will renew automatically for successive one-year terms unless terminated by either
party. Under the Jalkut Employment Agreement, Mr. Jalkut is entitled to an annual base salary of S400.000, subject to increase at the discretion of
the Company. In addition, Mr. Jalkut is entitied to participate in the Company's benefit plans on the same basis as other salaried employees of the
Company and on the same basis as other senior executives of the Company and is entitled to reimbursement up to a total of $50,000 per year for
certain expenses including an apartment in the Washington D.C. area, club memberships and the expenses incurred by Mr. Jalkut commuting

between his Washington D.C. and New York residences.

In addition, pursuant to the Jalkut Employment Agreement, on August 4, 1997 Mr. Jalkut received nonqualified stock options on 858,754 shares of
Common Stock at an exercise price of S1.13 per share. Such options will vest ratably over three years. Under the Jalkut Employment Agreement,
upon the clection of Mr. Jalkut within 10 business days after the date of termination of Mr, Jalkut's employment with the Company, the Company
witl be required to pay, subject to the terms of the Indenture, to Mr. Jalkut the aggregate Fair Value (as defined in the Non-qualified Option
Agreement by and between the Company and Mr. Jalkut dated August 4, 1997) of the options then vested or held by Mr. Jalkut on the date of such
termination of employment with the Company.

The Jalkut Employment Agreement (other than certain restrictive covenants of Mr. Jalkut that are described below and an obligation of the
company to pay scverance for one year following the termination of Mr. Jalkut's employment with the Company) may be terminated (1) by the
Company (a) without cause by giving 60 days' prior written notice or (b) for cause upon the Board of Directors’ confirmation that Mr. Jalkut has
failed to cure the grounds for termination within 30 days of notice thereof and (ii) by Mr. Jalkut (a) without cause by giving 180 days' prior written
notice and (b) immediately upon a "Constructive Termination” (as defined below). The Jalkut Employment Agreement prohubits disclosure by Mr.
Jalkut ot any of the Company's confidential information at any time. [n
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addition, while he s emploved by the Company and for two year thereafter, Mr. Jalkut 1s prohibited from engaging or significantly investing in
competing busmess aehvities and from soliciting any Company employee to be employed elsewhere. The Company has granted Mro Julkut
registration tivhts with respect to the shares he will receive upon exercise of his options. "Constructive Termunation” 1s defined in the Jalkut
Er;nplmmunl \ureement to mean the occurrence, without Mr. Jalkut's prior written consent. of one or more of the following events: (1) a reduction in
M Jatkat's then current annual base salary or the termination or material reduction of any employce benefit or perquisite enjoyed by him (other thun
as part of an across-the-board reduction applicable to all executive officers of the Company); (2) the failure to elect or reelect Mr. Jalkut to the
position of chiet executive officer or removal of him from such position; (3) a material diminution in Mr. Jalkut's duties or the assignment to Mr.
Jalkut of duties which are materially inconsistent with his duties of which materially impair Mr. Jalkut's ability to function as the chief executne
officer of the Company: (41 the failure to continue Mr. Jalkut's participation in any incentive compensation plan unless a plan providing a
substantially similar opportunity is substituted. or under certain other limited circumstances; or (3) the relocation of the Company's principal otfice

OTHER AGREEMENTS

Messrs, Schactfter, [Lubin, Brooks, Benmis and Smedberg each have entered into Employee Agreements Regarding Non-Disclosure. Assignment of
Inventions and Non-Competition with the Company in which such persons agreed (i) not to disclose any of the Company's contidential and
proprictary information to third parties, (ii) to assign all work products to the Company as “works for hire," and (iii) not to compete against the
Company for a two-year period following the termination of the respective person's employment with the Company.

In exchange for the non-compete covenant and a restriction on soliciting any employee of the Company to be employed clsewhere, the
Company has agreed to pay Mr. Bennis a severance payment in the aggregate amount of S275,000 paid over one year if his emplovment with the
Company ts terminated for any reason.
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ITEM 12.SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

The tollowmy tabfe sets forth certain information  concerning beneficial ownership of the capital stock of the Company us of December 31,
998 by (1) cach person known by the Company to be the benetficial owner of more than five percent of the outstanding capital stock of the Company,
(i) cach director of the Company, ¢iti) cach of the Named Executive Officers and (iv) ail directors and Named Executive Officers of the Company as
a group. Unless otherwise indicated, cach of the stockholders listed below has sole voting and investment power with respect to the shares shown as

beneticially owned by them,

Name and Address Series A Preterred Series B Preterred Series C Preterred

Common  seeeseseeseeiiee meeecimmaeeeee e
Stock Shares(2) Percentage Shares(2) Percentage Shares(2) Percentage
Spectrum Bquity Investors, TP o - [1.276.000 44.0% 1,134,175 23.7% 1.363.400 16.7"
Spectrum bFguty Investors 11T P 10) Ce -- -- -- -- -- 1.363.406 16,77
New bBaterprise Associates VI Limited
Partnership (7) SRR -- 322.000 18.0% 083.014 [4.3% 1.374.051 16.8%
Onset Enterprise Associates [LLP.(8) - 322,000 18.0% 463976 9.7% 817.672 10.0%
Onscet Enterprise Assoviates I LLP
(8) e -- -- -~ -- - 272553 33%
Corman Foundation Incorporated (9)........on. - 96.668 3.3% 85,924 1.7% -- --
1AL Investment Funds VI Inc. (1A
Value Fundy (10) o - 290,000 10.0% 125,143 2.6% - -
Thomas Domencich (1), - 145,000 3.0% 62,573 1.3%, R .
FBR Technology Venture Partners L.P.
(1) e - - - - 272.556 3.39%,
Toronto Dominion Capital (LUSA) Inc. (13) - -- - 884,146 18.3% 1,006,560 12.3%
Grotech Partners [V, LP (14) - - - 884.146 18.5% 1,006,500 12.3%
Utech Climate Challenge Fund, L.P.(15) -- - - 442,076 9.2% 136,276 1.7%
Unlity Competitive Advantage Fund. LLC
) -- -- -- - 366,980 4.5
David Schaefter(16)..... - - -- - -- -
Richard A Jalkut. .o -- - - - - .
Kevin JoMarone (170 -- -- - - - -
Peter J. Bams (18) .. -- -- -- -- -- - -
Patrick J Kerins (19) -- -- -- -- .- -- -
Stephen A Remstadtler (20)..0in -- -- - .- - - -
Michael A Lubin. -- -- - - - - -
Kevin Bennis [T PO O T PSSO P PSP -- -- - - -- - -
Michael [ Brooks. ... - -- - -- -- .- -
Richard K. Pring ..o - -- - -- - . -
Al Directors and Named Executive
Ofticers as a GIOUP. oo 2,900,000 - - -- -- - -
Beneficial Ownership
Name and Address of Common Stock (1)
----------------------------------- Percentage
Total Percentage ona
Stock e eeeeeeees Diluted
Options(3} Shares ) Basis (3)
Spectrum Equity Investors. L.P. (6)........ - 3,773.581 56.5% 19.2%
Spectrum Equity Investors 11 L.P.(0) ..o -- 1.363.406 31.7% 6.9%
New Enterprise Associates VI, Limited
Partnership (7). .- 2.581.065 47.1% 13.9%
Onset Enterprise Associates [1. L.P. (8) -- 1.803.648 38.3% 9.2%
Onset Enterprise Associates 111, L.P.
(8t -- 272,553 8.6% 1.4%
Corman Foundation Incorporated (9).......cocovvieiiinnnn -- 182,592 5.9% 0.9%
[Al Investment Funds VIIL. Inc. (1Al
Value Fund) (10) .o -- 415,143 12.5% 2.1%
Thomas Domencich (11)..oiieiie -- 207,573 6.7% 1.0%
FBR Technology Venture Partners L.P. = 272,556 8.6% 1.4%
(12)
Toronto Dominion Capital (USA) Inc. (13) - 1,890.646 39.4% 9.6%
Grotech Partners [VLLP. (I4) o, - 1.890,646 39.4% 9.6%
Utech Climate Challenge Fund. L.P. (135) - 578352 16.6% 2.9%
Utility Competitive Advantage Fund. LLC
(1S)ii, O TSP UO PP PPV PRSPPI -- 366.980 11.2% [.8%
David Schaeffer(16). ... -- 2.900.000 99.9% 14.7%
Richard A. Jalkut......... 286.251 286,251 9.0% 1.4%

Kevin J. Maroni (17)
Peter J. Bamis (18)




Patrick 1 Kenms iy . [P UTUTOTRRPPPPPPRIN .- -
Stephen v Remstadtler £20) - -- - ..
Nichael v Dubmn {41,483 141485 4.6% 0.7
Kevin Bennis [T TR U U VU P OPPRTEPREION -- - - --
Michael T Brooks T OO P U TP P TR 35360 35.360 1.2%% 0.29%
Richard K. Primns .. oo 70.731 70.731 2.4% 0.4%
A Directors and Named Executive

OICrs 38 4 GOUP 528.853 3.433.933 99.9% 17.4%




Ry

(17

{19)

(20)

th Consists of the sum of the shares of Common  Stock owned and shares of Common Stock issuable upon the exercise of stock
options and upon the conversion of the Series A Convertible Preferred Stock Series, B Convertible Preferred Stock and Series C
Convertible Preferred Stock that are exercisable or convertible within 60 days after December 31, 1998,

12 I'he shares represent the product of a stock split and the numbers shown here are rounded to the whole number in accordance
with the provistons of the Company's Certificate of Incorporation und stock option plans.

Options exercisable within 60 days after December 31, 1998,

4 The percentage  of beneficial ownership as to cach person, entity or group assume the exercise or conversions of all
outstanding options, warrants and convertible securities held by such person, entity or group which are exercisable or convertible
within 60 dayvs as of December 31, 1998, but not the exercise or conversion of options, warrants and convertible sccurities held by
other holders (whether or not exercisable or convertible within 60 days after December 31, 1998,

(3) As a percentage of the sum of the post split and rounded Common Stock. Series A Convertible Preferred Stock. Series B
Convertible  Preferred Stock, Series C Convertible Preferred  Stock and options  granted and exercisable within 60 days atter
December 31, 1998, As of December 31. 1998, 915,765 options granted by the Company were exercisable.

(6)  The address for Spectrum Equity [nvestors, L.P. and Spectrum Equity Investors [I, L.P. is One International Place. Boston, MA
02110,

(7)  The address of New Enterprise Associates VI, Limited Partnership is 1119 Saint Paul Street, Baltimore, MD 21202,

(8)  The address for Onset Enterprise Associates If, L.P. and Onset Enterprise Associates {Il. L.P. is 8911 Capital of Texas
Highway, Austin, TX 78759.

(9)  The address for Corman Foundation [ncorporation is 100 Brookwood Road, Atmore, AL 36502.

The address for [Al [nvestment Funds VIII, [nc. (IA1 Value Fund) 1s
3700 First Bank Place, Minneapolis, MN 55440.
The address for Thomas Domencich is 104 Benevolent Street, Providence,

RI 032906,

The  address for FBR  Technology Venture Partners L.P.1s 1001 19th
Street North, Arlington, VA 22209,

The address for Toronto Dominion  Capital (USA) Inc. is 31 West 52nd

Street, New York, NY 10019,

The address for  Grotech Partners v, LP.  is9690 Deereco  Road,
Timonium, MD 21093.

The  uddress for ~ Utech Climate  Challenge Fund, L.P. and Utility
Competitive Advantage Fund, L.L.C. is c/o Arete Ventures, Two Wisconsin

Circle, Chevy Chase, MD 20815.

One-half of Mr. Schaeffer's options, or 215,206, would vest on January

1, 1999, atan exercise price of $3.67 per share, in the event that
certain performance criteria related to 1998 earnings have been met.
The Board of Directors’ is currently reviewing whether these criteria
were met.  See Note 10 to the Company's Consolidated Financial
Statements that appear elsewhere in this Annual Report on Form [0-K. In
the event that the Board of Directors determines that these stock

options have vested, Mr. Schaeffer's percentage held on a diluted basis

would be 15.7%.

Mr. Maroni, who is a limited parmer of the general partner of Spectrum

anda  yeneral partner of the general partner of  Spectrum  Equity
Investors I, L.P., disclaims beneficial ownership of the shares owned

by Spectrum Equity Investors, L.P.

and Spectrum Equity Investors I, L.P.

Mr,  Barris, who 1s general partner of the general partner of New
Enterprise Associates VI, Limited Partnership, disclaims beneficial
ownership of the shares owned by New Enterprise Associates VI, Limited
Partnership.

Mr.  Kerins, Managing  Director of the general partner of  Grotech
Partners IV, LP, disclaims beneficial ownership of the shares owned by

Grotech Partners [V, LP.

Mr.  Reinstadtler, Vice  President and  Director of Toronto Dominion
Capital (USA) Inc., disclaims beneficial ownership of the shares owned

by Toronto Dominion Capital (USA) Inc.
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ITEM 13, CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

SERIES A PURCHASE AGREEMENT

Pursuant to an Investment and Stockholders' Agreement, dated as of August 28, 1995 (the "Series A Purchase Agreement”). by and amony the
Company and Spectrum Equity Investors. L.P., New Enterprise Associates VI, Limited Partnership, Onset Enterprise Associates I, L.P.. [Al
Investment Funds VI Inc., Thomas Domencich. Dennis R. Patrick and the Corman Foundation [ncorporated, (togcther, the "Scrics A
Purchasers™ and Duvid Schaetter, the Series A Purchasers made their inttial investments in the Company. The Series A Purchasers (1) agreed,
subject to the satistaction of certain conditions, to purchase in the aggregate [,000.000 shares of Series A Convertible Preferred Stock tor un
aggrewate purchase price of SI.O mallion, (1) purchased 500,000 shares of such 1,000.000 shares of Series A Convertible Preferred Stock for an
agyregate purchase price of S300.000 and (iii) agreed to make available to the Company, under certain circumstances. bridge loans in an aggregate
principal amount ot S300.000 (the "Bridge Loan Commitment"). Pursuant to Amendment No. | to the [nvestment and Stockholders' Agrecment.
dated as of February 8. 1996, the Series A Purchasers purchased the remaining 300,000 shares of Series A Convertible Preferred Stock for an
ageregate purchase price of $300.000. Pursuant to Amendment No. 2 to the Investment and Stockholders' Agreement dated as of August 2. 1996, the
Scries A Purchasers, among other things. increased the amount of the Bridge Loan Commitment to an aggregate principal amount of S700.000 and
advanced such amount to the Company, such loans being evidenced by bridge loan notes (collectively, the "Bridge Loan Notes"). The Bridge Louan
Notes carried an interest rate of 12% per annum and were due and payable in full on the earlier to occur of the first anniversary of the issuance of the
Bridge Loan Notes or the closing date of the Company's next equity financing. The Bridge Loan Notes were to be convertible into any future cquity
secunty issued by the Company at 73% of the price to be paid for such security by other investors. [n addition, the Series A Purchasers agreed to
make available to the Company, upon the occurrence of certain events, additional bridge loans in an aggregate principal amount of S300.000 (the
"Additional Bridge Loan Commitment”).

SERIES B PURCHASE AGREEMENT

The Company. each of the Scries A Purchasers and several additional purchasers (together, the "Series B Purchasers”) and Mr. Schacffer entered
into an Investment and Stockholders’ Agreement, dated as of December 23, 1996 (the "Series B Purchase Agreement"), pursuant to which, among
other things, the Series B Purchasers agreed to acquire in the aggregate 1,651,046 shares of Series B Convertible Preferred Stock for an aggregate
purchase price of $5.0 million. Of these amounts, 609.756 shares of Series B Convertible Preferred Stock were purchased on December 23, 1996, for
an aggregate purchase price of $2.0 million. In addition, the $700,000 principal amount of Bridge Loan Notes, plus $33,367 of accrued interest. were
converted into 306,242 shares of Series B Convertible Preferred Stock. At the same time, the Series A Purchasers paid $300,000 representing the
commutted but undrawn portion of the Additional Bridge Loan Commitment to the Company for the sale of 125,292 shares of Series B Convertible
Preferred Stock. The Series B Purchasers purchased the remaining 609,756 shares of Series B Convertible Preferred Stock subject to the Series B
Purchase Agreement for $2.0 million on June 18, 1997. See Note 9 to the financial statements included elsewhere in this Report.
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SERIES € PURCHASE AGREEMENT

The Company,  the Series A Purchasers,  the Series B Purchasers and one additional purchaser (together the "Series C Purchasers™) and Mr
Schaetfer entered mto the Investment and Stockholders' Agreement, dated October 31, 1997, as amended (the "Investment and Stockholders'
Agreement”}, pursuant to which, among other things, the Series C Purchasers agreed to acquire 2.819,549 shares of Senies C Convertible Preferred
Stock for an aggregate purchase price of S30.0 million. The Series C Purchasers purchased 939.850 shares of Series C Convertible Preferred Stock
for an aguregate purchase price ot S10.0 million on October 31, 1997, and purchased an additional 1,879,699 shares of Series C Convertible
Preferred Stock tor an aggregate purchase price of $20.0 million simultaneously with the closing of the Debt Offering. In connection with the
[nvestment and Stockholders’ Agreement, the Company. the holders of Preferred Stock (collectively, the "Investors”) and Mr. Schaeffer agreed to
amend and restate, m part. the Series A Purchase Agreement and the Series B Purchase Agreement. These amendments restated the provisions of
such agreements reluting to affirmative and negative covenants, transfer restrictions, rights to purchase and registration rights. These sections of cach
ot the Series A Purchase Agreement, the amendments thereto, and the Series B Purchase Agreement were similar in all material respects. In order to
remove any doubt as to this tact. to simplify matters and for convenience (to have in one agreement the material provistons that survive the purchase
and sale of the Series A Convertible Preferred Stock, Series B Convertible Preferred Stock and Series C Convertible Preferred Stock (collecuvely the
“Series Preferred Stock”) and the closing of an inttial public offering), the aforementioned sections were amended and restated in the [nvestment and
Stockholders” Agreement. See "--Investment and Stockholders’ Agreement.”

TERMS OF THE SERIES PREFERRED STOCK

Each share of Series Preferred Stock will automatically be converted into Common Stock immediately upon the closing of a quahfied public
offering of capital stock of the Company. A qualified public offering is defined as: (i) the Company is valued on a pre-money basis at greater thun
$50.000,000, (ii) the gross proceeds received by the Company exceed 520,000,000, and (iii) the Company uses a nationally recognized underwriter
approved by holders of a majority interest of the Series Preferred Stock. As of December 31, 1998, the Series Preferred Stock was convertible into an

aggregate of 15,864,713 shares of Common Stock.

Each share of Series Preferred Stock entitles its holder to a number of votes equal to the number of shares of Common Stock into which such share of
Series Preferred Stock is convertible. With respect to the Board of Directors of the Company, prior to the completion of a qualified public offering (i)
the holders of Series A Convertible Preferred Stock are entitled to vote separately as a class to elect two directors of the Company (the "Series A
Investor Directors™), (i1) the holders of Series B Convertible Preferred Stock are entitled to vote separately as a class to elect one director (the "Series
B Investor Director”), (iii) the holders of the Series C Convertible Preferred Stock are entitled to vote separately as a class to elect one director (to
"Series C Investor Director”), (iv) the holders of the Common Stock are entitled to vote separately as a class to elect two directors (the "Common
Stock Directors”), (v) the chief executive officer (the "CEQO") of the Company is appointed by the affirmative vote of the Common Stock Directors
and the Series A Investor Directors, Series B [nvestor Director and Series C Investor Director, voting together, and (vi) the CEQ will be elected to the
Bourd of Directors of the Company by the holders of Common Stock and Series Preferred Stock, voting together.
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he holders ot the Series Preterred Stock are entitled to recerve dividends in preference to and at the same rate as dividends are paid with respect
to the Common Stock. In the event of any liguidation, dissolution, winding up or deemed liguidation ot the Company. whether voluntary or
iy oluntary. cach holder of a share of Series Preferred Stock outstanding 1s entitled to be paid before any payment may be made to the holders of any
cluss of Caommaon Stock or any stock ranking on liquidation junior to the Series Preferred Stock, an amount, in cash, equal to the original purchusL‘
price paid by such holder, appropriately adjusted for stock splits. stock dividends and the like, plus any declared but unpaid dividends.

The Series A Comvertible  Preferred Stock, Series B Convertible Preferred Stock and Series C Convertible Preferred Stock A, Series B und
Series C Preferred Stock were S1.000,000, $5.033.367, and S30.000.052, respectively, as of December 31, 1998. In the event the assets of the
Company are insufticient to pay hquidation preference amounts, ail of the assets avatlable for distribution shall be distributed to each holder of Series
Preferred Stock pro rata in proportion to the number of shares of Series Preferred Stock held by such holder.

Shares of the Series Preferred Stock may be converted at any time. at the option of the holder, into shares of Common Stock. The number of shares
of voting Common Stock to be received upon conversion is subject to adjustment n the event of stock dividends and subdividends. certain
combinations of Common Stock. and issuances of Common Stock and of securities convertible into Common Stock that have a dilutive effect. As of
December 31, 1998, cach share of Series Preferred Stock was convertible into 2.9 shares of Common Stock.

INVESTMENT AND STOCKHOLDERS' AGREEMENT

Pursuant to the terms of the Investment and Stockholders’ Agreement, the [nvestors and Mr. Jalkut are entitled to certain registration rights with
respect to securitics of the Company. On any three occasions at the option of the holders, the holders of a majority of the securities registrable under
the terms of the Investment and Stockholders’ Agreement ("Registrable Securities”) may require the Company to effect a registration under the
Securities Act of 1933 of their Registrable Securities, subject to the Company's right to defer such registration for a period of up to 60 days. [n
addition, if the Company proposes to register securities under the Securities Act of 1933 (other than a registration relating either to the sale of
securities to employees pursuant to a stock option, stock purchase or similar plan or a transaction under Rule 145 of the Securities Act), then any of
the holders of Registrable Securities have the right (subject to certain cut-back limitations) to request that the Company register such holder's
Registrable Sccurities. All registration expenses of the Investors (exclusive of underwriting discount and commissions) up to $S60,000 per offering
will be bome by the Company. The Company has agreed to indemnify the Investors against certain liabilities in connection with any registration
effected pursuant to the foregoing terms. including liabilities arising under the Securities Act.

LEASE FROM THE KENILWORTH PARTNERSHIP

The Company has entered into the Headquarters Lease for approximately 10,195 square feet of office space from the Kenilworth Partnership, a
general partnership of which David Schaeffer, a director of the Company, is general partner. The rental rate is approximately S20 per square foot,
plus fees to cover the Company's proportional share of real estate taxes and insurance premiums relating to the
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buldmy The Headquarters Lease expires on August 31, 1999 and may be renewed at the option of the Company for two additiona) one-year periods
on the same terms and conditions. Rent paid to the Kenilworth Partnership during the year ended December 31, 1998, was approwmucel'v $282.000
Management belieses that the terms and conditions of the Headquarters Lease are at least as favorable to the Company as those which the Company
could have recenved trom an unurfiliated third party. ’
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PART IV
ITEM 14, EXHIBITS, FINANCIAL STATEMENT SCHEDULES AND REPORTS ON FORM 8-K
(a) The tollowmg documents are tiled as part of this report:

(1) Financral Statements

Consolidated Balance Sheets as of December 31, 1998 and 1997

Consohdated Statements of Operations for the years ended December 31, 1998, 1997 and 1996, and for the period August 25, 1993 (date
of inception) to December 31, 1998

Consolidated Statements of Comprehensive Loss for the years ended December 31, 1998, 1997 and 1996, and for the period August 23,
1995 (dute ot inception) to December 31, 1998

Consolidated Statements of Cash Flows for the years ended December 31, 1998, 1997 and 1996, and for the period August 25, 19935 (date
of inception) to December 31, 1998

Consolidated Statement of Stockholders' Equity (Deficit) for the years ended December 31, 1998, 1997 and 1996. and for the period August
25, 1995 (date of inception) to December 31, 1998

Notes to Consolidated Financial Statements
(2) Financial Statement Schedules

All schedules are omitted because they are not applicable or not required or because the required information is incorporated herein by
reference or included in the financial statements or notes thereto included elsewhere in this report.

(b) Reports on Form 8-K.

On October 6, 1998, the Company filed a report on Form 8-K providing information under ftems 5 and 7. The Report, dated October
6, 1998 announced the expansion of the Company's management team to include three new additions to its national sales force.

(cy  Exhibits.

The following exhibits are filed as a part of this Annual Report on Form
10-K:

EXHIBIT NUMBER DESCRIPTION OF DOCUMENT

D Amended and Restated Certificate of  Incorporation of the
Company and  Certificate of Amendment to such Certificate of
Incorporation.

3.2(h Amended and Restated Bylaws of the Company.

ERES Indenture between the Company uand The Bank of New York, as
trustee, dated April 8, 1998.

4.2+ Pledge  Agreement by and among the Company, The Bank of New
York, as
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1O 1*

10.1.2*

10.1.3(1

10.2(2)*

10.3(2)*

10.4(2)*

10.5¢2)*

10.6*

10.7*

10.8*

10.9**

10.9.1**

trustee, and The Bank of New York. as securities intermediary,
dated April 8. 1998.

Form of New Note.
Form of Existing Note (included in Exhibit 4.1).

Master  Agreement by and between the Company and NEC America,

Inc., dated August §, 1997, as amended by Amendment  No. [,
dated  November 9, 1997 and Amendment  No. 2, dated April 2,

1998.

Amendment No. 3. dated May 4, 1998 to Master Agreement by and

between the Company and NEC America, Inc.

Amendment  No. 4, dated July 10, 1998 to Master Agreement by
and between the Company and NEC America, Inc.

Amendment No. 5, dated November 20, 1998 to Master Agreement
by and between the Company and NEC America, Inc.

EmploymentAgreement by and between the Company and Richard
A Jalkut, dated  August 4, 1997, as amended by Amendment to
Employment Agreement, dated April 6, 1998.

Non-Disclosure, Assignment of {nventions and  Non-Competition
Agreement by and between the Company and Kevin Bennis, dated
February 2, 1998.

Pathnet, Inc. 1995 Stock Option Plan.

Pathnet, fnc. 1997  Stock  Incentive Plan, as amended by
Amendment No. | to 1997 Stock Incentive Plan.

Notes  Registration Rights Agreement by and among the Company

and Merrill Lynch & Co., Merrill Lynch, Pierce, Fenner & Smith

Incorporated, Bear, Stearns & Co. Inc., TD Securities (USA)
Inc. and Salomon Brothers Inc (collectively, the "Initial

Purchasers"), dated April 8, 1998.

Warrant  Agreement by and between the Company and The Bank of
New York, as warrant agent, dated April 8, 1998.

Warrant Registration Rights ~ Agreement by and among the
Company,  Spectrum Equity Investors, L.P, New Enterprise
Associates Vi, Limnited Partnership, Onset Enterprise
Associates {I, L.P., FBR Technology Venture  Partners, LP.,
Toronto Dominion Capital (U.S.A)) Inc., Grotech Partners [V,

L.P., Richard A. Jalkut, David  Schaeffer and the Initial
Purchasers, dated April 8, 1998.

Investment and Stockholders Agreement, dated as of October 31,
1997 (the "Investment and Stockholders' Agreement"), by and
among the Company and certain stockholders of the Company.

Consent, Waiver and Amendment,  dated as of March 19, 1998,
relating to the Investment and Stockholders’ Agreement.
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[ 2e* Amendment No. [ to the Investment and Stockholders' Agreement,
dated as of April 1, 1998.

[0 10" Lease Agreement. by and between 6715 Kentlworth Avenue General
Partnership and the Company, dated August 9, 1997, as amended
by Amendment to Lease, dated March 5, 1998.
FO 10 1% Second Amendment to Lease, dated June [, [998.
10102 Third Amendment to Lease, dated September 1, 1998.
1O 12)* Non-Qualified Stock  Option  Agreement by and between the

Company and Richard A. Jalkut, dated August 4, 1997

10.12(2)* Non-Qualified Stock  Option  Agreement by and between the
Company and David Schaeffer, dated October 31, 1997,

2010 Subsidiaries of the Company.
27.1(H Financial Data Schedule for the year ended December 31, 1998.
+ Incorporated by reference to Exhibit 10.19 to the Company's
Registration Statement on Fom S-I (Registration No.

333-52247) filed by the Company with  the  Securities and
Exchange Commission on May 8, 1998.

++ [ncorporated by reference to Exhibit 10.20 to the Company's
Registration Statement on Form S-1 (Registration No.
333-52247) filed by the Company with  the  Securities and
Exchange Commission on May 8, 1998.

* Incorporated by reference to the corresponding exhibit to the
Company's Registration Statement on Form S-1 (Registration No.
333-52247) filed by the Company with the  Securities and
Exchange  Commission -on May 8, 1998, as amended by Amendment
No. | to such Registration Statement filed with the Securities
and Exchange Commission on July 16, 1998, as further amended
by Amendment No. 2 to such Registration Statement filed with
the Securities and Exchange Commission on July 27, 1998, and
as further amended by Amendment  No. 3 to such Registration

Statement filed with the Securities and Exchange Commission on
August 10, 1998.

e Incorporated by reference to the corresponding exhibit to the
Company's Registration Statement on Form S-4 (Registration No.
333-53467) filed by the Company with  the  Securities and

Exchange  Commission  on May 22, 1998, as amended by Amendment
No. | to such Registration Statement.

(1)  Filed herewith.
(2)  Constitutes management contract or compensatory arrangement.
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SIGNATURES

Pursuant to the requirements of Section 13 or 13(d) of the Securities Exchange
Act of 1934, the Registrant has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized, in the District ot

Columbra on this 1oth day of March 1999.

PATHNET, INC.

By: /s/ Michael A. Lubin

Name: Michael A. Lubin
Title: Vice President, General Counsel And
Secretary

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following persons on behalf of the
Registrant and in the capacities and on the dates indicated.

SIGNATURE TITLE DATE

’s/ Richard A. Jalkut
...................... Chief Executive Officer and

Richard A. Jalkut Director March 16, 1999
/s/ William R. Smedberg V Executive Vice-President
......................... Corporate Development
William R. Smedberg, V (Principal Accounting and

Financial Officer) March 16, 1999
............... Director March , 1999

David Schaeffer

/s/ Peter J. Barris Director March 17, 1999

Peter J. Barris

/s/ Kevin J. Maroni Director March 11, 1999
Kevin J. Maroni

/s/ Patrick J. Kerins Diregtor March 11, 1999
Patrick J. Kerins

/s/ Richard K. Prins Director March 17, 1999
Richard K. Prins

/s/ Stephen A. Reinstadtler Direc March 15, 1999

Stephen A. Reinstadtler
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PATHNET, INC.
INDEX TO FINANCIAL STATEMENTS

Report of Independent Accountants
Consobidated Balance Sheets as of December 31, 1998 and 1997

Consohdated Statements of Operations for the years ended December 31,
1998, 1997 and 1996, and for the period August 25, 1995 (date of
inception) to December 31, 1998

Consolidated Statements of  Comprehensive Loss for the years ended
December 31, 1998, 1997 and 1996, and for the period August 25, 1993
(date of inception) to December 31, 1998

Consolidated Statements of Cash Flows for the years ended December 31,
1998, 1997 and 1996. and for the period August 25, 1995 (date of
inception) to December 31, 1998

Consolidated Statement of Stockholders' Equity (Deficit) for the years
ended December 31, 1998, 1997 and 1996, and for the period August 25,
1995 (date of inception) to December 31, 1998

Notes to Consolidated Financial Statements
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Report of [ndependent Accountants
To the Board of Directors and Stockholders Pathnet, Inc.

In our opinion, the consotidated financial statements listed in the accompanying index present fairly. in all material respects. the financial position
of Pathnet, Inc. and its subsidiaries (the Company) at December 31, 1998 and 1997, and the results of their operations and their cash flows for cach of
the three years in the peniod ended December 31, 1998 and for the period August 25, 1995 (date of inception) to December 31, 1998, in conformitv
with generally accepted accounting principles. These financial statements are the responsibility of the Company's management: our responsibility is
to express un opinion on these tinancial statements based on our audits. We conducted our audits of these statements in accordance with generally
accepted auditing standards. which require that we plan and perform the audit to obtain reasonable assurance about whether the financial statements
are free of matertal musstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial
statements, assessing the accounting principles used and significant estimates made by management. and evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for the opinion expressed above.

PricewaterhouseCoopers LLP

McLean, VA
February 14, 1999




PATHNET, INC.
(A Development Stage Enterprise)
CONSOLIDATED BALANCE SHEETS

ASSETS
Cashand cash equis alents
Note reeers able
Interest recenable
Markctable secunties asailable tor sale. at market
Prepand expenses and other current assets

Total current assets

Property and eyuipment. net

Deterred tinancimy costs, net

Restricted cash

Marketable secuntties avaslable for sale. at market
Pledged marketable securities held to maturity

Total assets

LIABILITIES. MANDATORILY REDEEMABLE PREFERRED STOCK
AND STOCKHOLDERS' EQUITY (DEFICIT)
Accounts pavable
Accrued interest
Accrued expenses and other habilities

Total current fiabtlities
12 14% Senior Notes, net of unamortized bond discount ot $3.787.875

Total liabihities

Series A convertible preferred stock. $0.01 par value, 1.000,000 shares authorized. issued and
outstanding at December 31, 1998 and 1997, respectively (liquidation preference $1.000.000)
Series B convertible preterred stock. $0.01 par value, 1,651,046 shares authorized. issued and
outstanding at December 31, 1998 and 1997, respectively (liquidation preference $5.033.367)
Serwes C convertible preferred stock. $0.01 par value, 2.819.549 shares authorized: 2,819,549
and 939,850 shares issued and outstanding at December 31, 1998 and 1997, respectively
(hguidation preference $30,000,052)

Total mandatonly redeemable preterred stock

Common stock,  $0.01 par value, 60.000.000 and 7,500,000 shares  authorized at
December 31,1998 and 1997, respectively, 2902,358  and  2.900.000  shares
issued and

outstandiny at December 31, 1998 and 1997, respectively
Common stock subscription recetvable

Deterred compensation

Additional paid-in capital

Accumulated other comprehensive income

Deticit accumulated during the development stage

Total stockholders’ equity (deficit)
Total hailities. mandatorily redeemable preferred stock and stockholders’ equity (deficit)

The accompanying notes are an integral part of these consolidated financial
statements.
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December 31,

1998

$57.321.887
3.206.841
3.848.753
97.895.77
203,505
162.478.759
47.971.336
10.508.251
10,731,353
71.899.757

$10.708.263
8.932.294
639,688

20.280.245

346,212,125

366,492,370

1.000.000

5.008.367

29961272

35.969.639

29,024
(978.064)

6.156.406

208.211
(42.463.457)
17.047.880)

S3635414.129

1997

§7.831.384

48371

7.879.055
7.207.094
250,428
760,211

$16.097 688

5892918

PSR TR K]

1.000.000

5.008.367

9.961.274

15.969.641

LIBENAY XA b 2 X

29,000
(9.000)

381.990
&M
(5.764.871)

$16.097.688



PATHNET. INC.
(A Development Stage Enterprise)
CONSOLIDATED STATEMENTS OF OPERATIONS
For the period

For the year ended August 25,1093
December 31, (date ot inception)
to December 31,
1998 1997 1996 1998
Revenue $1.583.839 $162,500 51,000 $1.747.039
Operating expenses:
Costot revenue 7.547.620 = -- 7.547.620
Selhing, general and administrati e 9.615.867 4.247.101 1.333.204 15.625.249
Research and des elopment - - -
Deprectation expense 732813 46,642 9.024 T8RRI
[otal operating expenses 17,896,300 4293743 1342318 23,961,800
Net operating loss (16,312,761 (4.131.243) (1,341.318) (22214761
Interest expense (32.572,454) -- (415.357) (32,987.811)
Interest income 13,940,240 159,343 13.040 14115236
Write-ott of initial public otfering costs (1,354,534 - - (1.354,534)
Other income (expense), net 2913 (5,300) - (2,587)
Net foss $(36,296,596) $(3,977,400) S(1.743,635) $(42, 344 ,457)
Basic and diluted loss per
common share 12351 1.37 0.60 $(14.63)
Weighted average number of
common shares outstanding 2.902,029 2,900,000 2.900,000 2,900,605

The accompanying notes are an integral part of these
consolidated financial statements.
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PATHNET, INC.
(A Development Stage Enterprise)
CONSOLIDATED STATEMENTS OF COMPREHENSIVE LOSS

For the period

For the year ended August 25, 1995
December 31, (date ot inception)
....... to December 31,
1998 1997 1996 1998
Net loss $(36.296.396) $(3.977,400) S(1,743.635) S(42.444,457)
Other comprehensive income
Netunreahzed gam on marketable
securtties asalable tor sale 208211 - - 208211
Comprehensive loss $(36,088,183) $(3,977.400) S(1.743.633 42,236,246

The accompanying notes are an integral part of these consolidated financial
statements.
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PATHNET, INC.
(A Development Stage Enterprise)
CONSOLIDATED STATEMENTS OF CASH FLOWS

For the period

For the vear ended August 25, 1993
December 31, (date of inception)
to December 31,
1998 1997 1996 1993
Cash fTows from operating activities:
et loss $(36.296.596) $(3.977.400) S(1.743.633) S(H2.444.457)
Adjustment to reconaile net loss to net cash used in operating
actv ines
Deprecration expense 732.813 46,642 9.024 788.341
Amortization of deterred tinancing costs 842.790 - - 842.790
Loss on disposal of asset - 5.500 -- 5.500
581,334 - - 581.334

Write-ott ot deterred tinancing costs
Interest expense resulting tfrom amortization ot discount on

the bonds payable 307.125 - -- 307,125
Stock based compensation 701.295 -- -- 701,295
Interest expense for beneticial conversion feature of

bridge loan - - 381,990 381.990
Accrued interest satistied by consersion of bridge loan to

Series B convertible preferred stock -- -- 33.367 33.367
Changes in assets and liabilities:

Interest receivable (4.846.952) - - (4.846.952)
Prepaid expenses and other current assets (156.933) (46.876) (1.695) (205.505)
Accounts payable 6,709 386.106 110.094 507.614
Accrued interest 8.932.294 - - 8.932.294
Deferred revenue - - - -
Accrued expenses and other liabilities 339.688 269.783 17,572 639,687
Net cash used in operating activities 28.856,435) 3.316.245) (1,193.283) (33.775.087)
Cash flows from investing activities:

Expenditures tor network in progress (33.619,342) (1,739.782) - (35.359.124)
Expenditures tor propenty and equipment (2,769.076) (381.261) (46.653) (3.205.893)
Purchase of marketable securities available for sale (169,587,319) - -- (169.587.319)
Purchase of marketable securities - pledged as collateral (83.097.655) - - (83.097.655)
Sale of marketable secunities - pledged as collateral 22,271,181 - - 22271181
Restricted cash (9.971,142) (760.211) - (10.731.353)
[ssuance ot note recervabie to incumbent (3.206.841) - - (3.206.841)
Repayment of note receivable 9.000 - = 9.000
Net cash used in investing activities (279.971,194) (2.881.254) (46,653) (282,908,004}
Cash Tows from financing activities:

Issuance ot voting and non-voting common stock - - -- 1.000
Proceeds from sale of preterred stock 19,999,998 12.000.054 2.500.000 35,000,052
Proceceds from sale ot Series B convertible preferred stock

representing the conversion ot committed but undrawn portion

of'bridge loan to Series B convertible preterred stock - - 300.000 300.000
Proceeds trom bond otfering 350,000.000 - - 350.000.000
Proceeds from bridge loan - - 700,000 700,000
Exercise of employee common stock options 81 - - 81
Payment of issuance costs for preferred stock offerings - (38.780) (25.000) (63.780)
Payment ol deferred tinancing costs (11,681.947) (250.428) = (11,932,375}
Net cash provided by tinancing activities 338,318,132 11,710,846 3,475,000 374004978
Net increase in cash and cash equivalents 49,490,503 5.513.347 2.235.064 57.321.887
Cash and cash equivalents at the beginning ot period 7.831.384 2,318,037 82973 -
Cash and cash equivalents at the end of period 857,321,887 57831384 $2,318.037 $57,321.887

Supplemental disclosure:

Cash paid for interest 22271234 S 3 $22271.234
Noncash investing and tinancing transactions:

Conversion of bridge loan plus accrued interest to

Series B convertible preferred stock $-- S 733,367 733367
Conversion of non-voting common stock to voting common stock P S $14,500 $500
Issuance of voting and non-voting common stock S S S 9,000
Acquisition of network equipment tinanced by accounts payable 10,200,650 5092013 3-- 10.200,650

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







PATHNET INC.
(A Development Stage Enterprise)
STATEMENTS OF STOCKHOLDERS' EQUITY (DEFICIT)
Period trom August 25, 1995 (date of inception) to December 31 1995 and
for the years ended December 31, 1996, 1997 and 1998

Deficit
Note Accumulated  Accumulated
Receivable Additional Other During
Common Stock From Deterred Paid-in Comprehensive Development
Shares Amount Stockholder Compensation Capital Income Stage Total

Balance at August 25, 1495 - S-- S-- S-- S-- S-- S-- S--
lssuance of Vouny common stock 1.430.000 14,500 (+.5300) - -- -- (9.500) 300
Issuance ot Non-voting common stock 1.450.000 14,300 (4.300) - - -- {9.500) 300
Netloss = = = - = .- 426,836} 126.826)
Balance at December 31, 1995 2.900.000 29.000 (9.000) -- -- .- (+43.826) (425.826)
Cancellation ot Non-volmg common stock (1.450.000) (14.5300) - - - - - (14300
Issuance of Voting common stock 1.450.000 14.300 -- - -- -- [4.500
Interest expense tor beneficial conversion -
feature ot bridge loan - -- -- - 381,990 - -- 181,990
Net loss = = == - = = (L.743.633} (1743635}
Balance at December 31, 1996 2.900.000 29.000 (9.000) - 381.990 -- (2.189.461) (1.787.471)
Net loss - - - - - - (3.977.400) (3977400}
Balance at December 31, 1997 2.900.000 29.000 (9.000) - 381.990 -- (6,166.861) (53.764.871)
Exercise of stock options 2.358 24 - - 57 - - 81
Repayment of note receivable - - 9.000 - - - - 9.000
Deterred compensation expense related to
issuance ot employee common stock options -~ - - (1.679.359) 1.679.359 - - -
Compensation expense related to 1ssuance of’
employee common stock options - - - 701.295 - - - 701.295
Fair value of warrants to purchase common -- .
stock -- -- -- - 4.095.000 -- - 4.095.000
Netunrealized gain on marketable securities
available for sale - - - - - 208.211 - 208.211
Net loss = = = = = = (36,296,596) (36,296.596)

2,902,358 §29.024 $-- $(978,064)56.156,406 $2082115(42,463.457 $(37,047.880)

The accompanying notes are an integral part of these consolidated financial
statements.
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PATHNET, INC.
(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. THE COMPANY

Pathnet. Inc. (Company) is a leading "carrier's carrier”, providing high-quality, low-cost digital fiber and wireless communications capacity to
under-served and second- and third-tier U.S. markets. The Company's strategy is to partner with owners of telecommunication assets, including
atility, pipehine and ratlroad compantes (Incumbents), to upgrade and aggregate existing infrastructure to a state-of-the-art SONET network. As of
December 31, 1998, the Company had approximately 2.000 route miles of completed network, approximately 5,000 route miles of network under
construction and approximately 10,000 route miles of network under contract. Due to demand and opportunity, Pathnet expanded the scope of its
existing business strategy to include fiber. Pathnet offers telecommunications service to inter-exchange carriers, local exchange carriers, internet
service providers, Regional Bell Operating Companies, cellular operators and resellers.

The Company's business has been funded primarily through equity investments by the Company's stockholders and a private placement in April
998 of units consisting of 12 {/4% Senior Notes due 2008 (Restricted Notes) and warrants (Warrants) to purchase Common Stock (Debt Offering).
On September 2, 1998, the Company commenced an offer to exchange (Exchange Offer) all outstanding Restricted Notes for up to S350.0 million
aggregate principal amount of 12 1/4% Senior Notes due 2008 (Registered Notes) which have been registered under the Securities Act of 1933, as
amended (Securities Act). The terms of the Registered Notes are identical in all material respects to the terms of the Restricted Notes, except that the
Registered Notes have been registered under the Securities Act and are generally freely transferable by holders thereof and are issued without any
covenant upon the Company regarding registration under the Securities Act. The Exchange Offer expired on October 2, 1998 and all outstanding
Restricted Notes were exchanged for Registered Notes. (The Restricted Notes and the Registered Notes are collectively referred to herein as the

"Senior Notes".)

A substantial portion of the Company's activities to date has involved developing strategic relationships with Incumbents and building its network.
Accordingly, a majority of its revenues to date reflect only certain consulting and advisory services in connection with the design, development and
construction of digital microwave infrastructure. The remainder of its revenues to date (approximately 10 per cent of its total revenues) was derived
from the sale of bandwidth along the Company's digital network. The Company has also been engaged in constructing network, developing operating
systems, constructing a network operations center, raising capital and hiring management and other key personnel. The Company has experienced
significant operating and net losses and negative operating cash flow to date and expects to continue to experience operating and net losses and
ncgative operating cash flow until such time as it is able to generate revenue sufficient to cover its operating expenses.

2. SIGNIFICANT ACCOUNTING POLICIES

BASIS OF ACCOUNTING

While the Company recently commenced providing telecommunication services to customers and recognizing the revenue from the sale of such
telccommunication services, its principal activities to date have been securing contractual alliances with Incumbents, designing and constructing

network
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PATHNET, INC.
(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

scuments, obtaimng capital and planning its proposed service. Accordingly. the Company's consolidated financial statements are presented as a
development stawe enterprise, as prescribed by Statement of Financial Accounting Standards No. 7, "Accounting and Reporting by Development
Stage Enterprises.” As a development stage enterprise, the Company has been relying on the issuance of equity and debt securities, rather than
recurring revenues, for its primary sources of cash since inception.

CONSOLIDATION

The consohdated financial statements include the accounts of Pathnet, Inc. and its wholly-owned subsidiaries, Pathnet Finance I, LLC, Pathnet/Idaho
Power License, LL1.C. Pathnet Fiber Optics. LLC and Pathnet/BNSF Equipment, LLC. All material intercompany accounts and transactions have been

climinated in consohdation.

USE OF ESTIMATES

The preparation of the financial statements in conformity with generally accepted accounting principles requires management to make estimates
and assumptions that affect the reported amounts of assets and liabilities at the date of the financial statements and the reported amounts of revenues
and expenses during the reported period. The estimates involve judgments with respect to, among other things, various future factors which are
difficult to predict and are beyond the control of the Company. Actual amounts could differ from these estimates.

LOSS PER SHARE

Basic earnings (loss) per share is computed by dividing net income (loss) by the weighted average number of shares of Common Stock
outstanding during the applicable period. Diluted earnings (loss) per share is computed by dividing net income (loss) by the weighted average
common and potentially dilutive common equivalent shares outstanding during the applicable period. For each of the periods presented, basic and
diluted loss per share are the same. The exercise of 2,885,833 employee Common Stock options, the exercise of warrants to purchase 1,116,500
shares of Common Stock, and the conversion of 5,470,595 shares of Series A, B and C convertible preferred stock into 15,864,715 shares of
Common Stock as of December 31, 1998, which could potentially dilute basic earnings per share in the future were not included in the computation
of diluted loss per share for the periods presented because to do so would have been antidilutive in each case.

FAIR VALUE OF FINANCIAL INSTRUMENTS

The Company believes that the carrying amount of certain of its financial instruments, which include cash equivalents and accounts payable,
approximate fair value due to the relatively short maturity of these instruments. As of December 31, 1998, the value of the Company's 12 1,4%

Senior Notes was approximately $245 miilion.
CASH EQUIVALENTS
The Company considers all highly liquid instruments with an original maturity of three months or less to be cash equivalents.
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PATHNET, INC.
(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

CONCENTRATION OF CREDIT RISK

Financial mstruments which potentially subject the Company to concentrations of credit risk consist of cash and cash equivalents, marketable
securities and assocated interest receivable, note receivable, and restricted cash. Marketable securities and associated interest receivable include U.S.
Treasury sccurtties and debt securities of U.S. Government agencies, certificates of deposit and money market funds, and corporate debt securities.
The note recervable 15 guaranteed by the parent company of the note holder, a leading utility company. The Company has invested its excess cash in
a money market fund with a commercial bank. The money market fund is collateralized by the underlying assets of the fund. The Company's
restricted cash 1s muintwined in an escrow account (see Note 5) at a major bank. The Company has not experienced any losses on its cash and cash

cquivalents and restricted cush.
MARKETABLE SECURITIES

Management determines the appropriate classification of its investments in marketable securities at the time of purchase and reevaluates such
determinations at cach balance sheet date. Debt securities are classified as held to maturity when the Company has the positive intent and ability to
hold the securities to maturity. The Company has classified certain securities as held to maturity pursuant to a pledge agreement. Held to maturity
securities are stated at amortized cost. Debt securities for which the Company does not have the intent or ability to hold to maturity are classified as
available for sale, along with any investments in equity securities. Securities are classified as current or non-current based on the maturity date.
Securities available for sale are carried at fair value based on quoted market prices at the balance sheet date, with unrealized gains and losses reported

as part of accumulated other comprehensive income.

The amortized cost of debt securities is adjusted for amortization of premiums and accretion of discounts to maturity. Such amortization and interest
are included in interest income or expense. Realized gains and losses are included in other income (expense), net in the consolidated statements of
operations. The cost of securities sold is based on the specific identification method. The Company's investments in debt and equity securities are
diversified among high credit quality securities in accordance with the Company's investment policy.

PROPERTY AND EQUIPMENT

Property and cquipment, consisting of network in progress, communications network, office and computer equipment, furniture and fixtures
and leaschold improvements, is stated at cost. Network in progress costs incurred during development are capitalized. Depreciation of the completed
communications network commences when the network equipment is ready for its intended use and is computed using the straight-line method with
estimated useful lives of network assets ranging between three to ten years. Depreciation of the office and computer equipment and fumiture and
fixtures 1s computed using the straight-line method, generally over three to five years, based upon estimated useful fives, commencing when the
assets are available for service. Leasehold improvements are amortized over the lesser of the useful lives of the assets or the lease term. Expenditures
for maintenance and repairs are expensed as incurred. When assets are retired or disposed, the cost and the related
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accumulated depreciation are removed from the accounts, and any resulting gain or loss is recognized in operations for the period.

IMPAIRMENT OF LONG-LIVED ASSETS

The Company pertodicaily evaluates the recoverability of its long-lived assets. This evaluation consists of a comparison of the carrying value of the
assets with the assets’ expected future cash flows, undiscounted and without interest costs. Estimates of expected future cash flows represent
management's best estimate based on reasonable and supportable assumptions and projections. If the expected future cash flow, undiscounted and
without interest charges, exceeds the carrving value of the asset, no impairment is recognized. Impairment losses are measured as the difference
between the carrying value of long-lived assets and their fair value.

DEFERRED INCOME TAXES

The Company uses the hability method of accounting for income taxes. Deferred income taxes result from temporary differences between the tax
bases of assets and liabilities and their financial reporting amounts at each year-end, based on enacted laws and statutory tax rates applicable to the
periods in which the differences are expected to affect taxable income. Valuation allowances are established when necessary, to reduce net deferred
tax assets to the amount expected to be realized. The provision for income taxes consists of the Company's current provision for federal and state
income taxes and the change in the Company's net deferred tax assets and liabilities during the period.

REVENUE RECOGNITION

The Company earns revenue from the sale of telecommunication capacity and for project management and consulting services. Revenue from the
sale of telecommunications capacity is earned when the service is provided. Revenue for project management and consulting services is recognized
over the related project period as milestones are achieved. The Company defers revenue when contractual payments are received in advance of the
performance of services. During 1998, one customer accounted for 98 per cent of the Company's total revenue.

DEFERRED FINANCING COSTS

The Company has incurred costs related to the Debt Offering together with costs associated with obtaining future debt financing arrangements.
Such costs are amortized over the term of the debt or financing arrangement other than when financing has not been obtained, in which case, the

costs are expensed immediately.

COMPREHENSIVE LOSS

Effective March 31, 1998, the Company adopted Statement of Statement of Financial Accounting Standards No 130 which requires additional
reporting with respect to certain changes in assets and liabilities that previously were reported in stockholders' equity (deficit). Accordingly. the
Company has included Consolidated Statements of Comprehensive Loss for the years ended December 31, 1998, 1997 and 1996, and for the period
August 25, 1995 (date of inception) to December 31, 1998 in the accompanying financial statements.
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kX MARKETABLE SECURITIES

The Company's marketable sccurities are considered “available for sale." and, as such, are stated at market value. The net unrealized gains and
losses on marketable securities are reported as part of accumulated other comprehensive income. Realized gains or losses from the sale of marketable
secunties are based on the specific identification method.

The following s a summary of the investments in marketable securities at December 31, 1998:
Gross Unrealized

Cost Gains Losses Market Value

Available for sale securties:
(LS. Treasury securities and debt secunties

ot U.S. Govemment agencies $20.684.791 S11.436 S-- $20.696.227
Certiticates ot deposit and money market
tunds 7,098,225 16 878 7,097,463
Corporate debt securities 141,804,303 225972 28,435 142,001,840

$169,587.319 237,524 $§29313 $169,795.530

Proceeds from the sales of available for sale securities and gross realized gains and gross realized losses on sales of available for
sale securities were immaterial during the year ended December 31, 1998.

The amortized cost and estimated fair value of available for sale securities by contractual maturity at December 31, 1998 is as

follows:
Cost Market Value
Due in one year or less $97.863,395 $97,895,773
Duce after one year through two vears 71.723924 71,899,757
$169,587,319 $169,795.530

Expected maturitics may differ from contractual maturities because the issuers of the securities may have the right to prepay obligations without
prepayment penalties.

In addition to marketable securities, the Company has investments in pledged marketable securities that are pledged as collateral for repayment of
interest on the Company's Senior Notes through April 2000 (see note 8) and are classified as non-current assets on the consolidated balance sheet. As
of December 31, 1998 pledged marketable securities consisted of U.S. Treasury securities classified as held to maturity with an amortized cost of
approximately $60.8 million, interest receivable on the pledged marketable securities of approximately $998,000 and cash and cash equivalents of
approximately S41.000. Approximately S40.1 million of the investments contractually mature prior to December 31, 1999 and approximately
$20.7 million contractually mature after December 31, 1999 and prior to April 30, 2000.
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4. NOTE RECEIVABLES

Under the terms of 4 promissory note with an incumbent, the Company agreed to advance up to $10 million principal for the purpose of funding
the incumbent’s equipment expenditures under a Fixed Point Microwave Services agreement. Expenses are initially incurred by the Company and are
recharged at cost to the incumbent as principal under the promissory note. The principal amount of the promissory note is due and payable on March
31, 1999. Interest on the promissory note accrues at the rate of 5 per cent per annum computed from the date of commissioning of the network, which
had not occurred as of December 31, 1998, Commissioning of the network occurs when the network has been completed and is performing in
accordance with agreed upon specifications. Approximately $3.2 million was outstanding under the promissory note as of December 31, 1998.

s. PROPERTY AND EQUIPMENT

Property and cquipment, stated at cost, is comprised of the following at December 31, 1998 and 1997:

1998 1997

Network in progress $38,669,088 $6,831,795
Communications network 6,890,686 -
Office and computer equipment 2,267,647 248,880
Furniture and fixtures 766,013 120,093
Leaschold improvements 166,733 62,344

48,760,167 7,263,112
Less: accumulated depreciation 788.831 36,018
Property and equipment, net $47.971.336 §7.207,094

Network construction costs include all direct material and labor costs together with related allocable interest costs, necessary to construct
components of a high capacity digital network which is owned and maintained by the Company. During 1998, a portion of network was completed
and made available for use by the Company, and was transferred from network in process to communications network. Network construction in
progress at December 31, 1998 and 1997 respectively included approximately $10.2 million and $5.1 million, respectively, of telecommunications
equipment not yet paid for by the Company. Corresponding amounts are included in accounts payable at December 31, 1998 and 1997, respectively.

6. DEFERRED FINANCING COSTS

During 1998, the Company incurred total issuance costs of approximately S11.3 million in connection with the Debt Offering. For the year ended
December 31, 1998, amortization of the costs of approximately $843,000 was charged to interest expense.
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As of December 31, 1997, debt-financing costs comprised approximately $250.000 related to costs incurred in anticipation of obtaining debt-
financing arrangements with a vendor. During the year ended December 31, 1998, these costs, together with additional debt financing costs curred
during the vear of approximately $364.000, were charged to interest expense as the related financing arrangements were not consummated.

7. RESTRICTED CASH

Restricted cash comprises amounts held in escrow to collateralize the Company's obligations under certain of its Fixed Point Microwave Services
{FPM) agreements. The funds in cach escrow account are available only to fund the projects to which the escrow is related. Generally, funds are
released from escrow to pay project costs as incurred. During the year ended December 31, 1998, the Company deposited approximately $10.3
mullion in escrow and no funds were released from escrow.

8. LONG-TERM DEBT

During 1998, the Company completed the Debt Offering for total gross proceeds of $350.0 million less total issuance costs of approximately S11.3
mitlion. Upon issuance, approximately $345.9 million of the gross proceeds were allocated to the Senior Notes and approximately S4.1 miilion were
allocated to the Warrants based upon estimated fair values. The Warrants expire on April 15, 2008. The estimated value attributed to the Warrants
has been recorded as a discount on the face value of the Senior Notes and as additional paid-in capital. This discount is amortized as an increase to
interest expense and the carrying value of the debt over the related term using the interest method. The Company has recorded approximately
$307,000 of expense for the year ended December 31, 1998, related to the amortization of this discount. Interest on the Senior Notes accrues at an
annual rate of 12 174 % , payable semiannually, in arrears, beginning October 15, 1998, with principal due in full on Apri} 15, 2008. Interest expense,
exclusive of the amortization of the discount, for the year ended December 31, 1998 was $31.3 million. The Company used approximately S81.1
million of the proceeds related to the Debt Offering to purchase U.S. Government debt securities, which are restricted and pledged as collateral for
repayment of all interest due on the Senior Notes through April 15, 2000. The Company made its first interest payment of approximately $22.3
million on October 15, 1998, The Senior Notes are redeemable, in whole or part, at any time on or after April {5, 2003 at the option of the Company,
at the following redemption prices plus accrued and unpaid interest (i) on or after April 15, 2003; 106% of the principal amount, (ii) on or after April
15, 2004; 104% of the principal amount, (iii) on or after April 15, 2005; 102% of the principal amount and (iv) on or after April 15, 2006; 100% of
the principal amount. In addition, at any time prior to April 15, 2001, the Company may redeem within sixty days, with the net cash proceeds of one
or more public equity offerings, up to 35% of the aggregate principal amount of the Senior Notes at a redemption price equal to 112.25% of the
principal amount plus accrued and unpaid interest provided that at least 65% of the original principal amount of the Senior Notes remain outstanding.
Upon a change in control, as defined, each holder of the Senior Notes may require the Company to repurchase all or a portion of such holder's Senior
Notes at a purchase price of cash equal
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to 1019, of the principal amount plus accrued and unpaid interest and liquidated damages if any.

The Semor Notes contain certain - covenants which restrict the activities of the Company including limitations of indebtedness. restricted
payments. 1ssuances and sales of capital stock, affiliate transactions, liens, guarantees, sale of assets and dividends.

9. CAPITAL STOCK TRANSACTIONS

COMMON STOCK

The initial capitalization of the Company, on August 28, 1995, occurred through the issuance by the Company of [.450.000 shares of voting
common stock and 1,430,000 shares of non-voting common stock.

On May 8, 1998, the Company filed a Registration Statement with the Securities and Exchange Commission for an initial public offering of
common stock (Initial Public Offering). See "[tem 7. Management's Discussion and Analysis of Financial Condition and Results of Operations --
Liquidity and Capital Resources” for a discussion of the Company’s decision to postpone the Initial Public Offering. [n relation to the postponement
of the Initial Public Offering, the Company wrote off approximately S1.4 million in expenses, consisting primarily of legal and accounting fees.
printing costs, and Securities and Exchange Commission and Nasdaq Stock Market fees. On July 24, 1998, the Company's stockholders approved a
2.9-for-1 stock sphit which was cffected on August 3, 1998, the record date. All share information has been adjusted for this stock split for all periods

presented.

PREFERRED STOCK

As part of its initial capitalization on August 25, 1995, the Company initiated a private offering of 1,000,000 shares of Series A convertible
preferred stock for $1.000,000. Pursuant to the terms of the Investment and Stockholders’ Agreement by and among the Company and certain
stockholders of the Company (Investment and Stockholders’ Agreement), the offering closed in two phases of $500,000 each. As of the signing of the
Investment and Stockholders' Agreement, the Company received $500,000, representing the first closing on this offering in 1995. In addition, the
oftering provided for a convertible bridge loan in the amount of $1,000,000. The bridge loan carried an interest rate of 12% per annum and was due
and payable in full on the earlier to occur of the anniversary date of the bridge loan issuance or the closing date of the Company's next equity
financing. The bridge loan was converted into Series B preferred stock at 73% of the price of the Series B convertible preferred stock issued in the

next equity financing.

In February 1996, the Company issued 500,000 shares of Series A convertible preferred stock to the original investors in exchange for
$300,000, representing the second closing under the Investment and Stockholders' Agreement. In August 1996, the Company drew $700.000 on a
bridge loan with the original investors.

On December 23, 1996, the Company consummated a private offering of 609,756 shares of Series B convertible preferred stock for $2.000.000
less 1ssuance costs of $25,000 pursuant to the Investment and Stockholders' Agreement. [n addition, simultaneously, the $700,000 bridge loan plus
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$33.367 of accrued iterest was converted into 306,242 shares of Series B convertible preferred stock. The Company recognized S271.107 of interest
expense to account for the beneficial conversion feature of the bridge loan. In addition, $300,000 representing the committed but undrawn portion of
the bridge foan, was paid to the Company for the sale of 125,292 shures of Series B convertible preferred stock at a discounted rate. The Company
recognized ST10.8XY of interest expense to account for the beneficial conversion feature of the committed but undrawn bridge loan. On June [8.
1997, pursuant to the Investment and Stockholders' Agreement. the Company received an additional $2,000,000 in a second closing in exchange for
609,756 shares of Series B convertible preferred stock. There were no issuance costs associated with the second closing.

On October 31, 1997, pursuant to the Investment and Stockholders' Agreement, the Company consummated a private offering of 939,830 shares
of Series C convertible preferred stock for approximately S10 million, less issuance costs of $38.780. On April 8, 1998, pursuant to the [nvestment
and Stockholders” Agreement. the Company consummated a second closing of 1,879,699 shares of Series C convertible preferred stock for an
aggregate purchase price of approximately $20.0 million. There were no issuance costs associated with the second closing.

Each share of Series A, Series B and Series C convertible preferred stock entitles each holder to a number of votes per share equal to the number of
shares of Common Stock into which each share of Series A, Series B and Series C convertible preferred stock is currently convertible.

The holders of the Series A, Series B and Series C convertible preferred stock are entitled to receive dividends in preference to and at the same
fate as dividends are paid with respect to the common stock. In the event of any liquidation, dissolution or winding up of the Company, whether
voluntary or involuntary, holders of each share of Series A, Series B and Series C convertible preferred stock outstanding are entitled to be paid
before any payment shall be made to the holders of any class of common stock or any stock ranking on liquidation junior to the convertible preferred
stock, an amount, in cash, equal to the original purchase price paid by such holder plus any dectared but unpaid dividends.

in the event the assets of the Company are insufficient to pay liquidation preference amounts, then all of the assets available for distribution
shall be distributed pro rata so that each holder receives that portion of the assets available for distribution as the number of shares of convertible
preferred stock held by such holder bears to the total number of shares of convertible preferred stock then outstanding.

Shares of the Series A, Series B, and Series C convertible preferred stock may be converted at any time, at the option of the holder, into voting
common stock. The number of shares of voting common stock entitled upon conversion is the quotient obtained by dividing the face value of the
Serics A, Series B and Series C convertible preferred stock by the Applicable Conversion Rate, defined as the Applicable Conversion Value of $0.34,

S1.13 or $3.67 per share, respectively.

Each share of convertible preferred stock shall automatically be converted into the number of shares of voting common stock which such shares
are convertible upon application of the Applicable Conversion Rate immediately upon the closing of a qualified underwritten public offering
covering the offer and sale of capital stock which is defined as: (i) the Company is valued on a pre-money basis at greater than $50,000,000, (11) the
gross proceeds received by the Company exceed $20,000,000, and (iii)
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the Company uses a4 nutionally recognized underwriter approved by holders of a majority interest of the Series A, Series B and Series C convernble
preferred stock voting together.

If the Company 1ssues uny additional shares of common stock of any class at a price less than the Applicable Conversion Value, in effect for the
Scries A. Series B or Series C convertible preferred stock immediately prior to such issuance or sale, then the Applicable Conversion Value shall be

adjusted accordingly.

In the event a quabificd public offering has not occurred prior to December 23, 2000, the holder of shares of Series A or Series B preferred stock
cun require the Company to redeem the shares of Series A and Series B convertible preferred stock. After receipt from any one holder of an election
to have any shares redeemed, the Company is required to send a notice to the Series A and Series B preferred stockholders on December 24, 2000 of
the redemption price. If after sending the redemption notice to Series A and Series B preferred stockholders, the Company receives requests for
redemption on or prior to January 11, 2001, from the holders of at least 67% of the Series A and Series B convertible preferred stock taken together,
the Company must redecem all shares of Series A and Series B convertible preferred stock. Payment of the redemption price is due on January 23,
2001, for a cash price equal to the original purchase price paid by such holders for each share of Series A and Series B convertible preferred stock as
adjusted for any stock split, stock distribution or stock dividends with respect to such shares. The successful completion of a qualified public offering
is not within the control of the Company. Therefore, the Company does not present the Series A and Series B preferred stock as a component of

stockholders' equity.

In the event that a qualified public offering has not occurred prior to November 3, 2001, the holder of shares of Series C preferred stock can require
the Company to redeem the shares of Series C convertible preferred stock. After receipt from any one holder of an election to have any shares
redeemed, the Company is required to send a notice to the Series C preferred stockholders on November 4, 2001 of the redemption price. If after
sending the redemption notice to Series C preferred stockholders, the Company receives requests for redemption on or prior to November 21, 2001,
from the holders of at least 67% of the Series C convertibie preferred stock, the Company must redeem all shares of Series C convertible preferred
stock. Payment of the redemption price is due on December 3, 2001 for a cash price equal to the original purchase price paid by such holders for each
share of Series C convertible preferred stock as adjusted for any stock split, stock distribution or stock dividends with respect to such shares. The
successful completion of a qualified public offering is not within the control of the Company. Therefore, the Company does not present the Series C

preferred stock as a component of stockholders' equity.

Notwithstanding the provisions for optional redemption described above, pursuant to a Consent Waiver and Amendment effective March 24, 1998
among the Company and certain stockholders of the Company, the holders of the Series A, Series B and Series C convertible preferred stock agreed
that no optional redemption of the Series A, Series B or Series C convertible preferred stock may be made by the Company prior to 90 days after (i)
the final maturity dated of the Senior Notes (ii) or such earlier date (after the redemption date specified for such preferred stock) as the Sentor Notes

shall be paid in full.
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10.  STOCK OPTIONS

On August 28, 1995, the Company adopted the 1995 Stock Option Plan (1995 Plan), under which incentive stock options and non-qualified stock
options could be granted to the Company's employees and certain other persons and entities in accordance with law. The Compensation Committee,
which administers the 1995 Plan, determined the number of options granted, the vesting period and the exercise price of each award made under the
1995 Plan. The 1995 Plan will termimate August 28, 2005 unless terminated earlier by the Board of Directors. During 1998, the Compensation
Committee determuined that no further awards would be granted under the 1995 Plan.

Options granted to date under the 1995 Plan generally vest over a three period and expire either 30 days after termination of employment or 10 years
after date of grant. As of December 31, 1998, a total of 70,731 non-qualified stock options and 424.393 incentive stock options were issued at an
exercise price of $0.03 per share, an amount estimated to equal or exceed the per share fair value of the common stock at the tme of grant. As of
December 31, 1998, the options issued at an exercise price of $0.03 had a weighted average contractual life of 6.68 years. As of December 31, 1998,
490,410 of the options issued at an excrcise price of S0.03 were exercisable.

On August 1, 1997, the Company adopted the 1997 Stock Incentive Plan (1997 Plan), under which incentive stock options, non-qualified stock
options, stock appreciation rights, restricted stock, performance awards and certain other types of awards may be granted to the Company's
employees and certain other persons and entities in accordance with the law. To date, only non-qualified stock options have been granted under the
1997 Plan. The Compensation Committee, which administers the 1997 Plan, determines the number of options granted, the vesting period and the
exercise price of each award granted under the 1997 Plan. The 1997 Plan will terminate July 31, 2007 unless earlier terminated by the Board of

Directors.

Options granted under the 1997 Plan generally vest over a three to seven year period and expire: (1) ten years after the date of grant, (2) two years
after the date of the participant's termination without cause, disability or death, (3) three months after the date of the participant's resignation, (4) on
the date of the participant's termination with cause or (5) on the date of any material breach of any confidentiality or non-competition covenant or

agreement entered into between the participant and the Company.

The options issucd on October 31, 1997, at $3.67, vest on October 31, 2004 provided, however (i) if the Company has met 80% of its revenue and
Earnings Before Interest, Taxes, Depreciation and Amortization (EBITDA) budget for the calendar year ending December 31, 1998, which budget is
approved by the Board of Directors of the Company, 50% of the shares covered by the options shall vest and become exercisable on January 1. 1999,
(11) 1f the Company has met 80% of its revenue and EBITDA budget for the calendar year ending December 31, 1999, which budget is approved by
the Board of Directors of the Company, the remaining 50% of the shares covered by the options shall vest and become exercisable on January 1,
2000, and (iit) in the event that the first 50% of the shares covered by the options did not vest on January 1, 1999 as set forth in (i) above and the
Company not only meets 80% of its revenue and EBITDA budget for the year ending December 31, 1999 but exceeds 80% of its
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revenue and EBITDA budget for the year ending December 31, 1999, which budget is approved by the Board of Directors of the Company, in an
amount at least cyual to the deficiency that occurred in the year ending December 31, 1998, 100% of the shares covered by the options shall vest and
become exercisable on Junuary |, 2000. Unvested and uncancelled options issued at $3.67 immediately become fully vested and exercisable upon a
change of control ur a qualified public offering, as defined in the option agreement,

The options issucd at S1.13 vest ratably over three or four consecutive years subject to certain acceleration provisions set forth in an employment
agreement such as the immediate vesting upon a change in control or a qualified initial public offering. Under certain circumstances and subject to
the terms of the Sentor Notes, upon the election of the employee upon termination of employment, the Company will be required to pay the employee
the fair value of the vested options held on the date of such termination.

As of December 31, 1998, a total of 2.390,707 non-qualified options were issued and outstanding, 1,523,323 at an exercise price of S1.13 per
share, 520,134 at an excercise price of $3.67 per share and 347.250 at an exercise price of $5.20 per share. Of the options issued at S1.13, 425,790
shares were exercisuble ut December 31, 1998. None of the options issued at $3.67 or $5.20 were exercisable at December 31, 1998. As of December
31, 1998, the weighted average contractual life of the options issued at $1.13, $3.67 and $5.20 was 8.9 and 8.9 and 9.9 years, respectively.

During the year ended December 31, 1998, 667,373 and 89,721 options were issued at an exercise price of $1.13 and $3.67 per share, respectively.
The estimated fair value of the Company's underlying common stock in each case was determined to be $1.99 per share and $16.00, respectively.
Accordingly, the Company calculated deferred compensation expense of approximately $1.7 million related to the options granted during the year
and recognized compensation expense of approximately $701,000. The Company will recognize the balance of the compensation expense over the
remainder of the vesting period of the options.
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Stock option activity was as follows:

1995 Plan 1997 Plan

Non- Non- Weighted

Incentive Qualified Qualified Average

Stock Stock Stock Exercise

Options Options Price Options Price Price
Options outstandine, December 31,1995 410.248 70,731 $0.034 - - $0.034
Granted 14.147 7.074 $0.034 - - $0.034
Exercised - - - - - -
Canceled o = == = = =
Options outstanding, December 3¢, 1996 424,395 77.805 $0.034 - - $0.034
Granted - - -- 1.289.167 S1.13-83.67 S1.980
Exercised - -- -
Canceled = = = = = o=
Options vutstanding. December 31, 1997 424.395 77.805 $0.034 1.289.167 S1.13.83.67 $1.430
Options granted - - - 1,107.094 S1.13-85.20 $2.622
Options exercised - (2.358) $0.034 - - -

Options cancelled -- (1.716) $0.034 {5.554 1.13-85 20 $3.145
Options outstanding at December 31, 1998 424 395 70.731 30.034 2,390,707 $1.13-520 $1.888

The Company measures compensation expense for its employee stock-based compensation using the intrinsic value method and provides pro forma
disclosures of net loss as if the fair value method had been applied in measuring compensation expense. Under the intrinsic value method of
accounting for stock-based compensation, when the exercise price of options granted to employees is less than the fair value of the underlying stock
on the date of grant, compensation expense is to be recognized over the applicable vesting period. :

Year Ended December 31,

1998 1997 1996
Net loss as reported $36,296,596 $3,977.400 $1,743,635
Pro forma net loss $36.859,594 $3,978,164 S1,747,570
Basic and diluted net loss per
share as reported. S(12.51) S(1.37) $(0.60)
Pro forma basic and diluted net
loss per share S(12.70) S(1.37) $(0.60)

The fair value of each option is cstimated on the date of grant using a type of Black-Scholes option pricing model with the following weighted-
average assumptions used for grants during the years ended December 31, 1997 and 1996, respectively: dividend yield of 0%, expected volatility of
0%, risk-free interest rate of 6.55% and 6.35% and expected terms of 5.0 and 5.8 years. The following weighted-average assumptions were used for
grants during the year ended December 31, 1998: dividend yield of 0%, expected volatility of 0%, risk-free interest rate of 5.18% and expected terms
of 5.5 years.
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As of December 31, 1998 and 1997, the weighted average remaining contractual life of the options is 8.63 vears and 9.21 vears. respectively. As
of December 31, 1998 and 1997 the pro forma tax effects would include an increase to the deferred tax asset and the valuation allowance of
approximately $223.000, and $300 respectively; therefore, there is no pro forma tax effect.

11.  VENDOR AGREEMENTS

Pursuant to a Master Agreement entered into by the Company and NEC on August 8, 1997, as amended, the Company has the option to acquire. by
March 31, 2003, a total of $200 million worth of certain equipment, services and licensed software to be used by the Company in its network under
pricing and payvment terms that the Company believes are favorable. [n addition, NEC has agreed. subject to certain conditions. to warranty
equipment purchased by the Company from NEC for three years, if defective, to repair or replace certain equipment promptly and to maintain a stock
of critical spare parts for up to 15 years. The Company's agreement with NEC provides for fixed prices during the first three years of its terrn. As of
December 31. 1998, the Company had purchased S31.1 million of equipment under this agreement.

Pursuant to a supply agrecement entered into by the Company and Lucent Technologies (Lucent) on December [8, {998, the Company agreed that
Lucent should be its exclusive supplier of fiber optic cable for its nationwide, voice and data network. Lucent may provide financing of up to
approximately S400 million of fiber purchases for the construction of the Company's network and may provide or arrange financing for future phases
of the fiber portion of the Company's network. The total amount of financing over the life of this seven-year agreement is not to exceed S1.8 biilion.
Certain material terms of the Company's transactions with Lucent are currently under review by Lucent and the Company. There can be no assurance
that the financing contemplated by the supply agreement will be consummated or, if consummated, consummated on the terms and conditions
described above. The supply agreement provides that Lucent will provide the Company with a broad level of support, including fiber optic
equipment, network planning and design, technical and marketing support, and financing. As of December 31, 1998, no purchases were made by the

Company under this agreement.
12.  COMDMITMENTS AND CONTINGENCIES

The Company maintains office space in Washington, D.C., Kansas and Texas. The most significant lease relates to the Company's headquarters
facility in Washington, D.C. The partnership leasing the space in Washington, D.C. is controlled by a director of the Company. The lease expires on
August 31, 1999, and is renewable by the Company for two additional one-year periods. Rent paid to this related party during the year ended
December 31, 1998, 1997 and 1996, was $281,890, 560,980 and SO, respectively. The Company has no amounts due to the related party as of

December 31, 1998,

On December 30, 1998, the Company entered into a lease agreement for the lease of tower site space, sufficient to perform its obligations under a
fixed point microwave agreement (FPMA) with an incumbent. Under the terms of the lease, the Company is obligated to rent of S$130.000 per month
for a period expiring on the later of (i) the expiration of the FPMA as to that site, or (ii) ten years from the

F-21



PATHNET, INC.
(A DEVELOPMENT STAGE ENTERPRISE)
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

effective date of the agreement. The agreement provides for an increase in the rent payable commencing on December 1. 1999 and on cuch
succeeding year thereatter to December 1, 2008, by an amount equal to 4 per cent of the rent then in effect.

The Company's future mimimum rental payments under noncancellable operating leases are as follows:

199y $2,177.440
2000 1.913.822
2001 1,967,214
2002 2,033,577
20023 and thereafter 12,089,432
Total $20,181.485

Rent expense for the years ended Decemnber 31 1998, 1997, and 1996 was $389,969, S114,673 and §4.399, respectively.

The Company carns microwave telecommunication capacity revenue under an indefeasible right of use (IRU) agreement dated
December 1, 1998, of $137,000 per month commencing December 1998 and expiring on the later of (i) the expiration of the FPMA as to
that site, or (ii) ten years from the effective date of the agreement. The IRU agreement provides for an increase in the rent receivable
commencing on December 1, 1999 and on each succeeding year thereafter to December |, 2008, by an amount equal to 4 per cent of the

rent then in effect.

In exchange for a non-compete agreement, the Company has agreed to pay a senior management employee a severance payment of
§275.000, if such employee’s employment with the Company is terminated.

As at December 31, 1998, the Company had capital commitments of approximately $28.0 million relating to telecommunications and
transmission equipment.

13.  INCOME TAXES

The tax effect of temporary differences that give rise to significant portions of the deferred tax asset at December 31, 1998 and 1997, is as follows:
December 31,

1998 1997

Deferred revenue $949 S117,000
Cupitalized start-up costs 1,370,937 1,271,227
Caputalized research and development costs 66,111 79,333
Net operating loss carryforward. 15,325,484 754,458

16,763,481 2,222,018
Less valuation allowance (16,763,481) (2,222.018)
Net deferred tax assct $-- S--




Capitalized  costs represent expenses incurred in the organization and start-up of the Company. For federal income tax purposes. these costs dre
bemg amortized over sixty months.

The ultimate reahization of deferred tax assets 1s dependent upon the generation of future taxable income in the periods in which those temporury
ditferences are deductible. The Company has provided a valuation allowance against its deferred tax assets as they are long-term in nature and their

ultimate realization cunnot be determined.
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Exhibit 3.1
CERTIFICATE OF AMENDMENT
OF
RESTATED CERTIFICATE OF INCORPORATION
OF
PATHNET, INC.

Adopted in accordance with the provisions of Section 242 of
the General Corporation Law of the State of Delaware
We, William R. Smedberg, V, Vice President, Finance and Corporate Development, and Michael A. Lubin, Vice President, General Counsel and
Secretary, of Pathnet, Inc . a corporation organized and existing under and by virtue of the General Corporation Law of the State of Delaware (the

“Corporation”), DO HEREBY CERTIFY as follows:

FIRST: The Restated Certificate of Incorporation of the Corporation is hereby amended by deleting the current Section 10 thereof it in its
entirety and renumbering Section 11 as new Section 10.

SECOND: This Amendment has been duly adopted in accordance with the provisions of Section 242 of the General Corporation Law of the State
of Delaware.




IN WITNESS  WHERFOF, the Corporation has caused this Certificate to be signed by Witliam R. Smedberg, V., Vice President. Finance und
Corporate Development. and attested to by Michael A. Lubin, Vice President, General Counsel and Secretary. on this $th day of December, 1998,

PATHNET, INC.

By: 'ss William R. Smedberg, V

William R. Smedberg, V
Vice President,
Finance and Corporate Development

ATTEST:
By:.s Michael A, Lubin
Michael A. Lubin

Vice President,
General Counsel and Secretary




AMENDED AND RESTATED CERTIFICATE OF INCORPORATION
OF
PATHNET, INC.

Pathnet, Inc.. a corporation duly incorporated under the laws of the State of Delaware, hereby certifies as follows:

FIRST: The nume of the corporation is Pathnet, Inc. (the "Corporation”). The original Certificate of Incorporation of the Corporation was filed
with the Secretary of State of the State of Delaware on 25th day of August. 1995, under the name PathNet, Inc.

SECOND: This Amended und Restated Certificate of [ncorporation has been duly adopted in accordance with Sections 242 and 2435 of the
Delaware General Corporation Law (the "General Corporation Law").

THIRD: This Amended and Restated Certificate of Incorporation hereby restates, integrates and amends the Certificate of Incorporation. as
amended, of the Corporation as follows:

1. NAME. The name of the corporation is PATHNET, INC. (the "Corporation").

2. ADDRESS: REGISTERED OFFICE AND AGENT. The address of the Corporation's registered office is 1013 Centre Road, Wilmington, New
Castle County, Delaware 19805. The name of its registered agent at such address is The Prentice-Hall Corporation System, Inc.

3. PURPOSE. The purpose of the Corporation is to engage in, carry on and conduct any lawful act or activity for which corporations may be
organized under the General Corporation Law.

4. NUMBER OF SHARES. The total number of shares of stock that the Corporation shall have authority to issue is 75,470,595, divided as follows:
10,000,000 shares of Preferred Stock, par value of $0.01 per share (the "Preferred Stock”), 1.000.000 shares of Series A Convertible Preferred Stock.
par value of SO.01 per share (the "Sertes A Preferred Stock"), 1,651,046 shares of Series B Convertible Preferred Stock, par value of S0.01 per share
(the "Series B Preferred Stock”), 2,819,549 shares of Series C Convertible Preferred Stock, par value of $0.01 per share (the "Series C Preferred
Stock,” and together with the Series A Preferred Stock and the



Series B Preterred Stock, the "Series Preferred  Stock™):  and 60.000.000 shares of Common Stock, par value of SO.01 per share (the "Common
Stock™).

5 DESIGNATION OF CLASSES: RELATIVE RIGHTS, ETC. The designation, relative rights. preferences and limitations of the shares of
cach class are as tollows:

5.1 PREFERRED STOCK. The shares of Preferred Stock may be issued from time to time in one or more series of any number of shares. provided
that the aggregate number of shares 1ssued and not canceled of any and all such series shall not exceed the total number of shares of Preferred Stock
hereinabove authorized, and with such powers, preferences and rights and qualifications, limitations or restrictions thereof, and such distinctive seral
designations, all us shall hereatter be stated and expressed in the resolution or resolutions providing for the issue of such shares of Preferred Stock
from time to time adopted by the Board of Directors of the Corporation (the "Board of Directors") pursuant to authority so to do which is hereby
vested in the Board of Directors. Each series of shares of Preferred Stock (a) may have such voting rights or powers, full or limited, or may be
without voting rights or powers: {b) may be subject to redemption at such time or times and at such prices: (¢) may be entitled to receive dividends
(which may be cumulative or non-cumulative) at such rate or rates, on such conditions and at such times, and payable in preference to, or in such
relanon to, the dividends payable on any other class or classes or series of stock: (d) may have such rights upon the voluntary or involuntary
liquidation, winding up or dissolution of, or upon any distribution of the assets of, the Corporation: (¢) may be made convertible into or exchangeable
for, shares of any other class or classes or of any other series of the same or any other class or classes of stock of the Corporation at such price or
prices or at such rates of exchange and with such adjustments; (f) may be entitled to the benefit of a sinking fund to be applied to the purchase or
redemption of shares of such series in such amount or amounts: (g) may be entitled to the benefit of conditions and restrictions upon the creation of
indebtedness of the Corporation or any subsidiary, upon the issue of any additional shares (including additional shares of such series or of any other
series) and upon the payment of dividends or the making of other distributions on, and the purchase, redemption or other acquisition by the
Corporation or any subsidiary of, any outstanding shares of the Corporation and (h) may have such other relative, participating, optional or other
special rights, qualifications, limitations or restrictions thereof: all as shall be stated in said resolution or resolutions providing for the issue of such
shares of Preferred Stock. Any of the voting powers, designations, preferences, rights and qualifications, limitations or restrictions of any such series
of Preferred Stock may be made dependent upon facts ascertainable outside of the resolution or resojutions providing for the issue of such Preferred
Stock adopted by the Board of Directors pursuant to the authority vested in it by this Section 5.1, provided that the manner in which such facts shall
operate upon the voting powers, designations, preferences, rights and qualifications, limitations or restrictions of such series of Preferred Stock is
clearly and expressly set forth in the resolution or resolutions providing for the issue of such Preferred Stock. The term "facts” as used in the next
preceding sentence shall have the meaning given to it in Section [51(a) of the General Corporation Law. Shares of Preferred Stock of any series that
have been redeemed (whether through the operation of a sinking fund or otherwise) or that if
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convertible or exchungeable, have been converted into or exchanged for shares of any other class or ¢lasses shall have the status of authorized and
unissued shares of Preterred Stock undesignated as to series and may be reissued as a part of the series of which they were originally a part or as part
of a new series of shares of Preferred Stock to be created by resolution or resolutions of the Board of Directors or as part of any other series of shares
of Preferred Stock. all subject to the conditions or restrictions on issuance sct forth in the resolution or resolutions adopted by the Board of Directors
providing for the 1ssue of any series of shares of Preferred Stock.

5.2 COMMON STOCK. Subject to the provisions of any applicable law or of the Bylaws of the Corporation, as from time to time amended (the
"Bylaws”), with respect to the closing of the transfer books or the fixing of a record date for the determination of stockholders entitled to vote and
except as otherwise provided herein with respect to any shares of Series Preferred Stock, by law or by the resolution or resolutions providing for the
issue of any series of shares of Preferred Stock. the holders of outstanding shares of Common Stock shall exclusively possess voting power for the
election of directors and for all other purposes. each holder of record of shares of Common Stock being entitled to one vote for each share of
Common Stock standing in his or her name on the books of the Corporation. Except as otherwise provided herein with respect to any shares of Series
Preferred Stock or by the resolution or resolutions providing for the issue of any series of shares of Preferred Stock, the holders of shares of Common
Stock shall be entitled, to the exctusion of the holders of shares of Preferred Stock of any and all series, to receive such dividends as from time to
time may be declared by the Board of Directors. In the event of any liquidation, dissolution or winding up of the Corporation, whether voluntary or
involuntary. after payment shall have been made to the holders of shares of any Series Preferred Stock and any Preferred Stock of the full amount to
which they shall be entitled pursuant to this Amended and Restated Certificate of Incorporation or the resolution or resolutions providing for the issue
of any series of shares of Preferred Stock. the holders of shares of Common Stock shall be entitled, to the exclusion of the holders of shares of Series
Preferred Stock and Preferred Stock of any and all series, to share, ratably according to the number of shares of Common Stock held by them, in all
remaining assets of the Corporation available for distribution to its stockholders.

5.3 SERIES PREFERRED STOCK.
5.3.1 SHARES.

(a) AUTHORIZED SHARES. The Corporation shall have authority to issue Five Million Four
Hundred Seventy Thousand Five Hundred Ninety-Five (5,470,595) shares of Series Preferred
Stock, of which One Million (1,000,000) shares shall be designated the Series A Preferred Stock,
One Million Six Hundred Fifty One Thousand Forty Six (1,651,046) shares shall be designated the
Sertes B Preferred
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Stock and Two Mifhon tight Hundred Nineteen Thousand Five Hundred Forty-Nine (2,819,549) shares shall be designated as the Series C

Preterred Stock.

W

(79}
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(b)  DIVIDENDS. The holders of the Series Preferred Stock shail be entitled to receive. out of
funds legally available therefor, dividends (other than dividends paid in additional shares of
Common Stock) in preference to and at the same rate as dividends are paid with respect to the
Common Stock (treating each share of Series Preferred Stock as being equal to the number of
shares of Common Stock into which each such share of Series Preferred Stock could be converted
pursuant to the provisions of Section 5.3.4 hereof, with such number determined as of the record
date for the determination of holders of Common Stock entitled to receive such dividend).

LIQUIDATION, DISSOLUTION OR WINDING UP.

(a) DISTRIBUTIONS TO HOLDERS OF SERIES PREFERRED STOCK. In the event of any
liquidation, dissolution or winding up of the Corporation, whether voluntary or involuntary, the
Series A Preferred Stock, the Series B Preferred Stock and the Series C Preferred Stock shall rank
on a parity with each other and shall rank prior to the Common Stock or any class of stock ranking
junior to the Series Preferred Stock. Upon such liquidation, holders of each share of Series
Preferred Stock outstanding shall be entitled to be paid, out of the assets of the Corporation
available for distribution to stockholders and before any payment shalf be made to the holders of
any class of Common Stock or of any stock ranking on liquidation junior to the Series Preferred
Stock, an amount in cash equal to the original purchase price paid by such holder for each such
share of Series Preferred Stock held (appropriately adjusted for stock splits, stock dividends and the
like) plus any declared but unpaid dividends thereon. If upon any liquidation, dissolution or
winding up of the Corporation, the assets to be distributed to the holders of the Series Preferred
Stock under the foregoing sentence shall be insufficient to permit payment to such stockholders of
the full preferential amounts aforesaid, then all of the assets of the Corporation available for
distribution to such holders under such sentence shail be distributed among the holders of Series
Preferred Stock, pro rata in accordance with the total amount of preference which would have been
payable to such holders if funds had been available to pay the full preference under the previous
sentence. After such payment shall have been made in full to such holders of Series Preferred
Stock, or funds necessary for such payment shall have been set aside by the Corporation in trust for
the account of such holders so as to be available for such payment, the holders of the outstanding
shares of Common Stock and any class of stock ranking junior to the Series Preferred Stock shall
share ratably in the distribution of the remaining assets and funds of the Corporation available for
distribution to shareholders.

(b) DEEMED LIQUIDATIONS. In the case of (i) a consolidation or merger of the Corporation
(other than a consolidation or merger upon



consummation of which the holders of voting securities of the Corporation immediately prior to such transaction, continue to own directly or
mdirectly not less thun a majority of the voting power of the surviving corporation) or a sale of all or substantially all of the assets of the Corporation
or other similar transaction and (i) erther receipt by the Corporation of (x) consideration less than the equivalent of $1.00 per share (appropriately
adjusted for stock splits, stock dividends and the like) of Series A Preferred Stock plus any declared but unpaid dividends, (y) consideration less than
the equivalent ot §3 28 per share (appropriately adjusted for stock splits, stock dividends and the like) of Series B Preferred Stock plus any declared
but unpaid dividends, or (/) consideration less than the equivalent of S10.64 per share (appropriately adjusted for stock splits, stock dividends and the
like) of Series C Preterred Stock plus any declared but unpaid dividends, such event shall be regarded. at the option of the holders of a majority of the
then outstanding shares of Series Preferred Stock, as a liquidation, dissolution or winding up of the affairs of the Corporation within the meaning of

this Section 5.3.2.

Notwithstanding the foregoing, cach holder of Series Preferred Stock shall have the right to elect the benefits of the provisions of Section 5.3.4(h)
hereof in lieu of receiving payment in liquidation, dissolution or winding up of the Corporation pursuant to this Section 5.3.2(b). For purposes of this
Section 5.3.2 and Section 5.3.6 hereof, a sale of substantially all of the assets of the Corporation shall mean (x) the sale or other disposition other than
in the ordinary course of business of more than 50% of such assets, as determined by reference to either (A) the book value or (B) the fair market
value, of such assets, or (y) any issuance of Common Stock by the Corporation or transfer of Common Stock by the holder therecof to any person or
persons acting in concert or a group of affiliated persons, which issuance or transfer results in such person or persons or group holding in the
aggregate more than 30% of the issued and outstanding Common Stock after giving effect to such issuance or transfer.



(c)  NON-CASH DISTRIBUTIONS. In the event of a liquidation, dissolution or winding up of
the Corporation resulting in the availability of assets other than cash for distribution to the holders
of the Series Preferred Stock, the holders of the Series Preferred Stock shall be enutled to a
distribution of cash and/or asscts equal in value to the liquidation preference and other distribution
rights stated in Section 3.3.2(a) and Section 5.3.2(b) hereof. In the event that such distribution to
the holders of the Series Preferred Stock shall include any assets other than cash, the following
provisions shall govern. The Board of Directors shall first determine the value of such assets for
such purpose, and shall notify all holders of shares of Series Preferred Stock of such determination.
The value of such assets for purposes of the distribution under this Section 5.3.2(c) shall be the
value as determined by the Board of Directors in good faith and with due care, unless the holders of
a majority of the outstanding shares of Series Preferred Stock shall object thereto in writing within
15 days after the date of such notice. In the event of such objection, the vaiuation of such
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assets for purposes of such distnbution shall be determined by an arbitrator selected by the objecting stockholders and the Board of Directors. or in
the event a single arbitrator cannot be agreed upon within [0 days after the written objection sent by the objecting stockholders in accordance with
the previous sentence, the valuation of such assets shall be determined by arbitration in which (i) the objecting stockholders shatl name in their notice
of objection one arhitrator, (1) the Board of Directors shall name a second arbitrator within 15 days from the receipt of such notice, (iu1) the two
arbitrators thus sclected shall select a third arbitrator within 15 days thereafter, and (iv) the three arbitrators thus selected shall determine the
valuation of such assets within 15 days thereafter for purposes of such distribution by majority vote. The costs of such arbitration shall be borne by
the Corporation vr by the holders of the Series Preferred Stock (on a pro rata basis out of the assets otherwise distributable to them) as fotlows: (i} if
the valuation as determined by the arbitrators is greater than 95% of the valuation as determined by the Board of Directors, the holders of the Series
Preferred Stock shali pay the costs of the arbitration, and (i1) otherwise, the Corporation shall bear the costs of the arbitration.

533 VOTING RIGHTS.

(a) GENERAL.  Except as otherwise expressly provided herein or as required by law, the
holder of each share of the Series Preferred Stock shall be entitled to vote on any matters presented
to the hotders of the Common Stock. Each share of Series Preferred Stock shall entitle the holder
thereof to such number of votes per share as shall equal the number of shares of Common Stock
into which such share of Series Preferred Stock is convertible in accordance with the terms of
Section 5.3.4 hereof at the record date for the determination of stockholders entitled to vote on such
matter or, if no record date is established, at the date such vote is taken or any written consent of
stockholders is solicited. Except as otherwise expressly provided herein (including. without
limitation, the provisions of Section 5.3.6 hereof) or as required by law, the holders of shares of
Series Preferred Stock and the Common Stock shall vote together as a single class on any matters
presented to the holders of the Common Stock.

(b) BOARD OF DIRECTORS.

(i) INVESTOR DIRECTORS. The
holders of the Series A Preferred Stock shall be entitled to vote as a class separately from all other classes of stock of the Corporation in any vote for
the election of directors of the Corporation, and shall be entitled to elect by such class vote two directors (the "Series A Investor Directors”), one of
which Series A Investor Directors to be designated by Spectrum Equity Investors, L.P. ("Spectrum™) for so long as it owns shares of Series A
Preferred Stock and thereafter by the holders of a majority of the issued and outstanding shares of Series A Preferred Stock, and the other to be
designated by New Enterprise Associates VI, Limited Parmership or its affiliates (collectively, "NEA VI")
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for so long as 1t owns shares of Series A Preferred Stock and thereafter by the holders of a majority of the issued and outstanding shares of Series A
Preferred Stock. I'he holders of the Series B Preferred Stock shall be entitled to vote as a class separately from all other classes of stock of the
Corporation in anv vote for the election of directors of the Corporation, and shall be entitled to elect by such class vote one director (the "Series B
Investor Director”) to be designated by Grotech Capital Group [V, LLC ("Grotech V") for so long as it owns shares of Series B Preferred Stock and
thereafter by the holders of a majority of the issued and outstanding shares of Series B Preferred Stock. The holders of the Series C Preferred Stock
shall be entitled to vote as a class separately from all other classes of stock of the Corporation in any vote for the election of directors of the
Corporation, and shall be entitled to elect by such class vote one director (the "Series C Investor Director") to be designated by the holders of a
majority of the issued and outstanding shares of Series C Preferred Stock: provided, however, that If the holders of a majority of the issued and
outstanding shares of Series C Preferred Stock designate for election as the Series C Investor Director an individual who is not a partner or associate
of a Series C Investor or an entity under substantially the same management as a Series C Investor. such designee shall be elected as a director only
with the vote of a majonity of the Common Stock Directors and Investor Directors, voting together. Initially, the Series C Investor Director will be
designated by Toronto Domunion Capital (U.S.A.). Inc. In no event shall the Series C Investor Director be (i) a partner or associate of Spectrum or an
entity under substantially the same management as Spectrum for so long as Spectrum has designation rights under this Section 5.5.3(a). (ii) a partner
or associate of NEA VI or an entity under substantially the same management as NEA VI for so long as NEA VI has designation rights under this
Section 5.3.3(a), and (i11) a partner or associate of Grotech [V or an entity under substantially the same management as Grotech [V for so long as
Grotech 1V has designation rights under this Section 5.3.3(a).

(i1) COMMON STOCK DIRECTORS. For so long as any Series Preferred Stock
remains outstanding, the holders of Common Stock shall be entitled to vote as a class
separately from all other classes in any vote for the election of directors of the
Corporation, and shall be entitled to elect by such class vote two directors (the
"Common Stock Directors").

(iliy APPOINTMENT OF CHIEF

EXECUTIVE OFFICER/OFFICER DIRECTOR. Upon the termination or resignation of the Chief Executive Officer of the Corporation, the
Corporation will select and hire a successor Chief Executive Officer (and any successor thereto) by the affirmative vote of a majority of the Common
Stock Directors, the Series A Investor Directors, the Series B Investor Director and the Series C Investor Director, voting together. The Chief
Executive Officer (and any replacement or successor Chief Executive Officer) as so selected and hired shall be elected to the Corporation's Board of
Directors by the holders of the Series Preferred Stock and the Common Stock voting together as a single class (the "Officer Director”). David

Schaeffer may serve as Chief Executive Officer of the
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Corporation in the discretion of the Board of Directors, but in no event shall David Schaeffer be elected as the Officer Director.

(iv)  REMOVAL OF DIRECTORS. The removal of any director of the Corporation
shall be as set forth in the Bylaws of the Corporation.

(¢) SPECIAL VOTING RIGHTS. The holders of the Series Preferred Stock shall be entitled to
the special voting rights set forth in Section 5.3.6 hereof.

5.3.4 CONVERSION. The holders of the Series

Preferred Stock shall have the following conversion rights:

(a) RIGHT TO CONVERT. Subject to and in compliance with the provisions of this Section
5.3.4, any shares of the Series Preferred Stock may, at any time or from time to time at the option
of the holder, be converted into fully-paid and non-assessable shares of Common Stock. The
number of shares of Common Stock to which a holder of the Series Preferred Stock shall be
entitled upon conversion shall be the product obtained by multiplying the Applicable Conversion
Rate (determined as provided in Section 5.3.4(c)) by the number of shares of Series Preferred Stock

being converted.
(b AUTOMATIC CONVERSION.

(i)  Each share of the Series Preferred Stock outstanding shall automatically be converted into
the number of shares of Common Stock into which such shares are convertible upon application of
the then effective Applicable Conversion Rate (determined as provided in Section 5.3.4(c))
immediately upon the closing of an underwritten public offering pursuant to an effective
registration statement under the Securities Act of 1933, as amended, or under such other applicable
securities regulations covering the offer and sale of capital stock of the Corporation (other than a
registration relating solely to Rule 145 under such Act (or any successor thereto) or to an employee
benefit plan of the Corporation) (i) immediately prior to the consummation of which, the
Corporation is valued (based on the per-share price paid in such public offering, but without regard
1o any proceeds to be received by the Company in connection with such offering) at greater than
§50,000,000, (ii) in which the gross proceeds received by the Corporation exceed $20,000,000, and
(iii) in which the Corporation uses a nationally recognized underwriter approved by holders of a
majority in interest of the Series Preferred Stock (a "Qualified Public Offering").

(i)  Upon the occurrence of an
event specified in Section 5.3.4(b)(i), the outstanding shares of Series Preferred Stock shall be converted automatically without any further action by
the holders of such shares and whether or not the certificates representing such shares are surrendered to the Corporation or its transfer agent;
provided, however, that the Corporation shall not be
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obhygated to issue certificates evidencing such shares of the Common Stock unless certificates evidencing such shares of the Series Preferred Stock
being converted are either delivered to the Corporation or any transfer agent, as hereinafter provided, or the holder notifies the Corporation or any
transfer agent, us hereinafter provided, that such certificates have been lost, stolen or destroyed and executes an agreement satisfactory to the
Corporation to indemnufy the Corporation from any loss incurred by it in connection therewith.

Upon the occurrence of the automatic conversion of all of the outstanding Series Preferred Stock, the holders of the Series Preferred Stock shall
surrender the certificates representing such shares at the office of the Corporation or of any transfer agent for the Common Stock. Thereupon, there
shall be issued and delivered to each such holder, promptly at such office and in his name as shown on such surrendered certificate or certificates, a
certificate or certificates for the number of shares of Common Stock into which the shares of the Series Preferred Stock surrendered were convertible
on the date on which such automatic conversion occurred and cash as provided in Section 5.3.4(k) below in respect of any fraction of a share of

Common Stock issuable upon such automatic conversion.

(c) APPLICABLE CONVERSION RATE. The conversion rate in effect at any time for the
applicable series of Series Preferred Stock (the “Applicable Conversion Rate") shall equal the
quotient obtained by dividing S1.00 in the case of Series A Preferred Stock, $3.28 in the case of
Series B Preferred Stock or $10.64 in the case of the Series C Preferred Stock by the Applicable
Conversion Value, calculated as hereinafter provided.

(d) APPLICABLE CONVERSION VALUE. The Applicable Conversion Value in effect
initially, and until first adjusted in accordance with Section 5.3.4(e) or Section 5.3.4(f) hereof, shall
be S1.00 in the case of Series A Preferred Stock, $3.28 in the case of Series B Preferred Stock and
$10.64 in the case of the Series C Preferred Stock.

(e) ADJUSTMENT FOR COMMON STOCK DIVIDENDS, SUBDIVIDENDS AND
COMBINATIONS OF COMMON STOCK, ETC. Upon the happening of any of the following: (i)
the issuance of additional shares of Common Stock of any class as a dividend or other distribution
of outstanding Common Stock, (ii) the subdivision of outstanding shares of Common Stock of any
class into a greater number of shares of Common Stock, or (iii) the combination of outstanding
shares of Common Stock of any class into a smaller number of shares of Common Stock (each an
"Extraordinary Common Stock Event"), the Applicable Conversion Value shall, simultaneously
with the happening of such Extraordinary Common Stock Event, be adjusted by dividing the then
effective Applicable Conversion Value by a fraction, the numerator of which shall be the number of
shares of Common Stock outstanding (excluding treasury
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stock) immediately atter such Extraordinary Common Stock Event and the denominator of which shall be the number of shares of Common Stock
outstanding (excluding treasury stock) immediately prior to such Extraordinary Common Stock Event, and the quotient so obtained shall thereafter be
the Applicable Conversion Value. The Applicable Conversion Value, as so adjusted, shall be readjusted in the same manner upon the happening of
any successive Extraordinary Common Stock Event or Events.

() ADJUSTMENTS FOR DILUTING [SSUES.

(i}  Except as provided in
Section 5.3.4(¢) above or for Excluded Shares (as defined below), if the Corporation shall issue any additional shares of Common Stock of any class
for no consideration or at a price per share less than the Applicable Conversion Value in effect for each applicable series of Series Preferred Stock
immediately prior to such 1ssuance or sale, then in each such case such Applicable Conversion Value shall be reduced to such lower price.

For purposes of this Section 5.3.4(f), "Excluded Shares" shall mean (i) shares issued or delivered from treasury or stock options (and shares of
Common Stock issued upon the exercise thereof) granted by the Corporation, with the approval of the Board of Directors, to directors, officers,
employees, agents or consultants of the Corporation for up to an aggregate of 1,325.212 shares of the Common Stock (as adjusted for stock splits,
stock dividends and the like); (ii) warrants to purchase shares of Common Stock (and any shares of Common Stock issued upon the exercise thereot)
issued by the Corporation in connection with the Corporation's offering of units, each such unit consisting of $1,000 principal amount at maturity of
Senior Notes due 2008 (the "Notes") of the Corporation and warrants to purchase shares of Common Stock: and (iii) warrants to purchase shares of
Common Stock (and any shares of Common Stock issued upon the exercise thereof) issued by the Corporation in connection with the credit facilities
among the Corporation and/or its subsidiaries, its equipment vendors and certain other senior lenders.

For purposes of this Section 5.3.4(f), if a part or all of the consideration received by the Corporation in connection with the issuance of shares of the
Common Stock or the issuance of any of the securities described below in paragraph (ii) of this Section 5.3.4(f) consists of property other than cash,
such consideration shall be deemed to have the same value as is determined by the Corporation's Board of Directors with respect to receipt of such
property so {ong as such determination was made reasonably and in good faith, and shall otherwise be deemed to have a value equal to its fair market

value.

(i)  For the purpose of this
Section 5.3.4(f), the issuance of any warrants, options or other subscription or purchase rights with respect to shares of Common Stock of any class
and the issuance of any securities convertible into shares of Common Stock of any class (or the issuance of any warrants, options or any rights with
respect to such convertible securities) shall be deemed an issuance at such time of such Common Stock if the Net Consideration Per Share which may
be received by the Corporation for such Common Stock (as hereinafter determined) shall
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being able to convert into shares of Common Stock of the Corporation or the successor corporation the holders of the Series Preferred Stock
(including any such preterred stock 1ssued upon conversion of the Series Preferred Stock) shall thereafter be entitled to receive upon conversion of
the Series Preferred Stock (including any such preferred stock issued upon conversion of the Series Preferred Stock) the number of shares of stock or
other securities or property of the Corporation or of the successor corporation resulting from such merger or consolidation or sale, to which a holder
of the number of shares of Common Stock deliverable upon conversion of the Series Preferred Stock immediately prior to the capital reorganization,
merger, consolidution or sale would have been entitled on such capital reorganization, merger, consolidation. or sale. In any such case, appropriate
provisions shail be made with respect to the rights of the holders of the Series Preferred Stock (including any such preferred stock issued upon
conversion of the Series Preferred Stock) after the reorganization, merger, consolidation or sale to the end that the provisions of this Section 5.3.4
{including. without imitation, provisions for adjustment of the Applicable Conversion Value and the number of shares purchasable upon conversion
of the Series Preferred Stock or such preferred stock) shall thereafter be applicable, as nearly as may be, with respect to any shares of stock, securities
or assets to be deliverable thereafter upon the conversion of the Series Preferred Stock or such preferred stock.

Each holder of Scries Preferred Stock upon the occurrence of a capital reorganization, merger or consolidation of the Corporation or the sale of all or
substantially all of its assets and properties as such events are more fully set forth in the first paragraph of this Section 5.3.4(h), shall have the option
of electing treatment of his shares of Series Preferred Stock under either this Section 5.3.4(h) or Section 5.3.2(b) hereof, and except as otherwise
provided in said Section 5.3.2(b), notice of which election shall be submitted in writing to the Corporation at its principal offices no later than 10
days before the effective date of such event, provided that any such notice shall be effective if given not later than 15 days after the date of the
Corporation's notice, pursuant to Section 5.3.8, with respect to such event.

(i) CERTIFICATE AS TO ADJUSTMENTS. [n each case of an adjustment or readjustment of
the Applicable Conversion Rate, the Corporation will promptly furnish each holder of Series
Preferred Stock with a certificate, prepared by the chief financial officer of the Corporation,
showing such adjustment or readjustment, and stating in detail the facts upon which such
adjustment or readjustment is based.

() MECHANICS OF CONVERSION. To exercise its conversion privilege, a holder of Series
Preferred Stock shall surrender the certificate or certificates representing the shares being converted
to the Corporation at its principal office, and shall give written notice to the Corporation at that
office that such holder elects to convert such shares. Such notice shall also state the name or names
(with address or addresses) in which the certificate or certificates for shares of Common Stock
issuable upon such conversion shall be issued. The certificate or
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certificates tor shares of Series Preferred Stock surrendered for conversion shall be accompanied by proper assignment thereof to the Corporation or
in blank. The date when such written notice is received by the Corporation together with the certificate or centificates representing the shares of
Series Preferred Stock being converted, shall be the "Conversion Date.” As promptly as practicable after the Conversion Date, the Corporation shali
issue and shall deliver to the holder of the shares of Series Preferred Stock being converted, a certificate or certificates in such denominations as it
may request in writing for the number of full shares of Common Stock i1ssuable upon the conversion of such shares of Series Preferred Stock in
accordance with the provisions of this Section 5.3.4 and cash as provided in Section 5.3.4(k) below in respect of any fraction of a share of Common
Stock issuable upon such conversion. Such conversion shall be deemed to have been effected immediately prior to the close of business on the
Conversion Date, and at such time the rights of the holder as holder of the converted shares of Series Preferred Stock shall cease and the person or
persons in whose name or numes any certificate or certificates for shares of Common Stock shall be issuable upon such conversion shail be deemed
to have become the holder or holders of record of shares of Common Stock represented thereby.

(k) FRACTIONAL SHARES. No fractional shares of Common Stock or scrip representing
fractional shares shall be issued upon conversion of Series Preferred Stock. Instcad of any
fractional shares of Common Stock that would otherwise be issuable upon conversion of Series
Preferred Stock, the Corporation shall pay to the holder of the shares of Series Preferred Stock that
were converted a cash adjustment in respect of such fraction in an amount equal to the same
fraction of the market price per share of the Common Stock (as determined in a manner prescribed
in good faith by the Board of Directors) at the close of business on the Conversion Date.

() PARTIAL CONVERSION. In the event some but not all of the shares of Series Preferred
Stock represented by a certificate or certificates surrendered by a holder are converted, the
Corporation shall execute and deliver to or on the order of the holder, at the expense of the
Corporation, a new certificate representing the number of shares of Series Preferred Stock which
were not converted.

(m) RESERVATION OF COMMON STOCK. The Corporation shall at all times reserve and
keep available out of its authorized but unissued shares of Common Stock, solely for the purpose of
effecting the conversion of the shares of the Series Preferred Stock, such number of its shares of
Common Stock as shall from time to time be sufficient to effect the conversion of all outstanding
shares of the Series Preferred Stock, and if at any time the number of authorized but unissued
shares of Common Stock shall not be sufficient to effect the conversion of all then outstanding
shares of the Series Preferred Stock, the Corporation shall take such corporate action as may, in the
opinion of its counsel, be necessary to increase its authorized but unissued shares of Common
Stock to such number of shares as shall be sufficient for such purpose.
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(a) OPTIONAL REDEMPTION.

(1) OPTIONAL REDEMPTION OF
SERIES A PREFERRED STOCK AND SERIES B PREFERRED STOCK. In the event that there shall not have occurred a closing of a Qualified
Public Offering (as defined 1n Section 5.3.4(b) hereof) prior to December 23, 2000, at the election of any holder of shares of Series A Preferred Stock
or any holder of Series B Preferred Stock outstanding as of December 24, 2000, the Corporation shall redeem all (but not part) of the shares of Series
A Preferred Stock und Series B Preferred Stock then held by such holder. Payment of the Series A Redemption Price (as defined below) to the
holders of Series A Preferred Stock and the Series B Redemption Price (as defined below) to the holders of shares of Series B Preferred Stock, shall
be made by the Corporation on January 23, 2001, for a cash price equal to the original purchase price paid by such holders for each share of Series A
Preferred Stock and Series B Preferred Stock outstanding, adjusted for any stock split, combined consolidation or stock distribution or stock
dividends with respect to such shares (the "Series A Redemption Price” and the "Series B Redemption Price.” respectively). On or prior to December
24. 2000, the Corporation shall give written notice (the "Series A and Series B Redemption Notice") by mail, postage prepaid, to the holders of the
then outstanding shares of Series A Preferred Stock and Series B Preferred Stock at the address of each such holder appearing on the books of the
Corporation or given by such holder to the Corporation for the purpose of notice. Such notice shall set forth the Series A Redemption Price and the
Series B Redemption Price, as the case may be, and shall further state that any holder of shares of Series A Preferred Stock or Series B Preferred
Stock who intends to request redemption of its Series A Preferred Stock or Series B Preferred Stock, respectively, pursuant to this Section 5.3.5(a)
must give written notice to the Corporation of its request for redemption on or before January 11, 2001. On or after January 11, 2001, each holder of
shares of Series A Preferred Stock and Series B Preferred Stock who requested that such holder's shares of Series A Preferred Stock and Series B
Preferred Stock be so redeemed, shall surrender the certificate or certificates evidencing such shares to the Corporation. In the case of any certificate
or certificates which have been lost, stolen or destroyed, the holder of such certificate or certificates shail make and deliver an affidavit of that fact to

the Corporation without the necessity of giving the Corporation a bond.

(i)  MANDATORY REDEMPTION OF
SERIES A PREFERRED STOCK AND SERIES B PREFERRED STOCK. [f after sending the Series A and Series B Redemption Notice, the
Corporation receives requests for redemption on or prior to January 11, 2001 from the holders of at least sixty-seven percent (67%) of the Series A
Preferred Stock and Series B Preferred Stock taken together, it shall give written notice by mail, postage prepaid, to the holders of Series A Preferred
Stock and Series B Preferred Stock that all shares of the Series A Preferred Stock and Series B Preferred Stock then outstanding will be redeemed on

January 23, 2001 (the "Series A
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and Series B Redemption Date™) for a per share cash price equal to the Series A Redemption Price and the Series B Redemption Price, as the case
may be. The notice shall further call upon such holders to surrender to the Corporation on or before the Series A and Series B Redemption Date at the
place designated in the notice such holder's certificate or certificates representing the shares to be redeemed. On or after the Series A and Series B
Redemption Date, vach holder of shares of Series A Preferred Stock and Series B Preferred Stock called for redemption shall surrender the certificate
or certificates evidencing such shares to the Corporation. In the case of any certificate or centificates which have been lost, stolen or destroyed, the
holder of such certificate or certificates shall make and deliver an affidavit of that fact to the Corporation without the necessity of giving the

Corporation a bond.

(1) OPTIONAL REDEMPTION OF

SERIES C PREFERRED STOCK. In the event there shall not have occurred a closing of a Qualified Public Offering (as defined in Section 5.3 4(b)
hercot) prior to November 3, 2001, at the etection of each holder of shares of Series C Preferred Stock outstanding as of November 4, 2001, the
Corporation shall redeem all (but not part) of the shares of Series C Preferred Stock then held by such holder. Payment of the applicable Series C
Redemption Price (us defined below) to the holders of Series C Preferred Stock shall be made by the Corporation on December 3. 2001, for a cash
price cqual to the original purchase price paid by such holders for each share of Series C Preferred Stock outstanding, adjusted for any stock split,
combined consohdation or stock distribution or stock dividends with respect to such shares (the "Series C Redemption Price”). On or prior to
November 4, 2001, the Corporation shall give written notice (the "Series C Redemption Notice") by mail, postage prepaid, to the holders of the then
outstanding sharcs of Series C Preferred Stock at the address of each such holder appearing on the books of the Corporation or given by such hoider
to the Corporation for the purpose of notice. The Series C Redemption Notice shall set forth the Series C Redemption Price and shall further state that
any holder of shares of Series C Preferred Stock who intends to request redemption of its Series C Preferred Stock pursuant to this Section 5.3.5(a)
must give written notice to the Corporation of its request for redemption on or before November 21, 2001. On or after December 3, 2001, each holder
of shares of Series C Preferred Stock who requested that such hoider's shares of Series C Preferred Stock be so redeemed, shall surrender the
certificate or certificates evidencing such shares to the Corporation. In the case of any certificate or certificates which have been lost, stolen or
destroyed, the holder of such certificate or certificates shall make and deliver an affidavit of that fact to the Corporation without the necessity of

giving the Corporation a bond.

(iv) MANDATORY REDEMPTION OF
SERIES C PREFERRED STOCK. If after sending the Series C Redemption Notice, the Corporation receives requests for redemption on or prior to
November 21, 2001 from the holders of at least sixty-seven percent (67%) of the Series C Preferred Stock, it shall give written notice by mail,
postage prepaid, to the holders of Series C Preferred Stock that all shares of Series C Preferred Stock then outstanding will be redeemed on

December 3,
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2001 (the "Series € Redemprion Date™) for a per share cash price equai to the Series C Redemption Price. The notice shall further call upon such
holders to surrender to the Corporation on or before the Series C Redemption Date at the place designated in the notice such holder's certificate or
certificates representing the shares to be redeemed on or after the Series C Redemption Date, each holder of shares of Series C Preferred Stock called
for redemption shail surrender the certificate or certificates evidencing such shares to the Corporation. In the case of any certificate or certificates
which have been lost, stolen or destroyed, the holder of such certificate or certificates shall make and deliver an affidavit of that fact to the

Corporation without the necessity of giving the Corporation a bond.

(v) EXTENSION OF REDEMPTION DATES. Notwithstanding the foregoing clauses
(i) through (iv), in the event any indebtedness under the Notes remains outstanding, the
holders of shares of Series A Preferred Stock, Series B Preferred Stock and Series C
Preferred Stock shall not have the right to require the Corporation to redeem any of such
shares until ninety (90) days after the later of (x) the date on which such Notes shall be
indefeasibly paid in full and (y) the applicable Redemption Date.

(by TERMINATION OF RIGHTS. From and after the Series A and Series B Redemption Date
or the Series C Redemption Date (each a "Redemption Date"), as the case may be, unless there
shall have been a default in payment or tender by the Corporation of the Series A Redemption Price
and the Series B Redemption Price or the Series C Redemption Price (each a "Redemption Price"),
as the case may be, all rights of the holders with respect to such redeemed shares of the Series
Preferred Stock (except the right to receive the applicable Redemption Price upon surrender or their
certificate) shall cease and such shares shall not thereafter be transferred on the books of this
Corporation or be deemed to be outstanding for any purpose whatsoever.

(c) INSUFFICIENT FUNDS. I[f the funds of the Corporation legally available for redemption of
shares of the Series Preferred Stock on the applicable Redemption Date are insufficient to redeem
the total number of shares of Series A Preferred Stock and Series B Preferred Stock or Series C
Preferred Stock, as the case may be, on such Redemption Date, the Corporation will use its best
efforts to engage in a recapitalization or the sale of its business or businesses to generate sufficient
funds to redeem all of the shares of the Series A Preferred Stock and Series B Preferred Stock or
the Series C Preferred Stock, as the case may be. The Corporation shall use those funds which are
legally available to redeem the maximum possible number of such shares ratably among the holders
of such shares to be redeemed. At any time thereafter when additional funds of the Corporation are
legally available for the redemption of shares of the Series Preferred Stock, such funds will
immediately be used to redeem the balance of the shares which the Corporation has become
obligated to redeem on the applicable Redemption Date but which it has not redeemed at the
applicable Redemption Price. If any shares of the Series Preferred Stock are not
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redeemed for the tureeoing reason or because the Corporation otherwise failed to pay or tender to pay the aggregate applicable Redemption Price on
all outstanding shares of Series Preferred Stock, all shares which have not been redeemed shall remain outstanding and entitled to ail the rights and
preferences provided herein, and the Corporation shall pay interest on the applicable Redemption Price for the unredeemed portion at an aggregate
per annum rate equal to the greater of (i) twelve percent (12%) or (ii) the Base Rate or any similar lending rate announced from time to time by The
First National Bank of Boston or any successor entity plus five percent (5%), increased, in each case, by one percent (1%) at the end of each calendar
quarter thereafter. All provisions hereof are hereby expressly limited so that in no contingency or event whatsoever shail the amount paid or agreed to
be paid to the holders of the Series Preferred Stock exceed the maximum amount which the holder is permitted to receive under applicable law. If
fulfillment of any provision hereof shall involve exceeding such amount, then the obligation to be fulfilled shall automatically be reduced to the timit
of such maximum amount. As used herein, the term "applicable law" shall mean the law in effect as of the date hereof, provided, however, that in the
event that there is a change in the law which results in a higher permissible rate of interest. then these provisions shall be governed by such new law
as of its effective date.

5.3.6 RESTRICTIONS AND LIMITATIONS. The

Corporation shall not without the affirmative vote or written consent of the holders of a majority of the then outstanding shares of the Series
Preferred Stock:

(i) Redeem, purchase or otherwise acquire for value (or pay into or set aside for a sinking fund for
such purpose), any share or shares of Series Preferred Stock other than pursuant to Section 5.3.5
hereof;

(i1) Redeem, purchase or otherwise acquire for value (or pay into or set aside for a sinking fund
for such purpose) any of the Common Stock of any class or any other capital stock of the
Corporation other than the Series Preferred Stock or any of the Corporation's options, warrants or
convertible or exchangeable securities, except that these provisions will not prohibit the
Corporation from repurchasing or redeeming any shares of capital stock from individuals and
entities who have entered into stockholder agreements, stock option agreements, employment
agreements or other similar agreements with the Corporation in each case approved by a majority
of the Series A Investor Directors, Series B Investor Director and Series C [nvestor Director under
which the Corporation has the option to repurchase such shares upon the occurrence of certain
events, including the termination of employment and involuntary transfers by operation of law (and
their permitted transferees); provided, however, that any such agreement between such individual
and the Corporation under which the Corporation has such options to repurchase, must be approved
by the affirmative vote or written consent of the holders of a majority of the then outstanding Series
Preferred Stock before such agreement is executed by the Corporation;
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(i11) Authorize or issue, or obligate itself to issue, any other debt or equity security, other than as provided in that certain Investment and
Stockholder's Agreement, by and among the Corporation and the Investors named therein, dated as of October 31, 1997 (the "Investment

Agreement”);

(iv) Increase or decrease (other than by conversion as permitted hereby) the total number of
authorized shares of Series Preferred Stock;

(v) Payordeclare any dividend or distribution on any of its capital stock:
(vi) Authorize any merger, consolidation of the Corporation with or into any other company or

entity, or authorize the reorganization or sale of the Corporation or the sale of substantially all of
the assets of the Corporation;

(vit) Amend the charter documents of the Corporation or amend the Bylaws of the Corporation in any manner that adversely affects the
preferences, powers, rights or privileges of the holders of Series Preferred Stock;

(viil) Authorize any reclassification or recapitalization of the outstanding capita! stock of the Corporation;

537

(ix) Approve the annual operating budget of the Corporation;

(x) Change the composition or compensation of management of the Corporation except as
provided in the Investment Agreement; or

(xi) Incur, create, assume, become or be liable in any manner with respect to, or permit to exist,
any new or additional indebtedness or liability in excess of $50,000, except as provided in the
Investment Agreement.

NO REISSUANCE OF SERIES PREFERRED STOCK. No

share or shares of the Series Preferred Stock acquired by the Corporation by reason of redemption, purchase, conversion or otherwise shall be
reissued, and all such shares shall be canceled, retired, and eliminated from the shares which the Corporation shall be authorized to issue. The
Corporation may from time to time take such appropriate corporate action as may be necessary to reduce the authorized number of shares of the

Series Preferred Stock accordingly.

538

NOTICES OF RECORD DATE. In the event (i)

the Corporation establishes a record date to determine the holders of any class of securities who are entitled to receive any dividend or other

distribution, or (ii) there occurs any capital
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reorganization of the Corporation, any reclasstfication or recapitalization of the capital stock of the Corporation, any merger or consolidation of the
Corporation, or any transfer of all or substantially all of the assets of the Corporation to any other company, or any other entity or person, or any
voluntary or mnvoluntary dissolution, liquidation or winding up of the Corporation, the Corporation shall mail to each holder of Series Preferred
Stock at least 20 days prior to the record date specified therein, a notice specifying (a) the date of such record date for the purpose of such dividend or
distribution and a description of such dividend or distribution, (b) the date on which any such reorganization, reclassification, transfer, consolidation,
merger. dissolution, liquidation or winding up is expected to become effective. and (c) the time, if any. that is to be fixed, as to when the holders of
record of Common Stock (or other securities) shall be entitled to exchange their shares of Common Stock (or other securities) for securities or other
property deliverable upon such reorganization, reclassification, transfer, consolidation, merger, dissolution, liquidation or winding up.

5.39 OTHER RIGHTS. Except as otherwise provided

in this Amended and Restated Certificate of Incorporation shares of each series of the Series Preferred Stock and shares of Common Stock shall be
identical in all respects (each share of Series Preferred Stock having equivalent rights to the number of shares of Common Stock into which it is then
convertible), shall have the same powers, preferences and rights, without preference of any such class or share over any other such class or share, and
shall be treated as a single class of stock for all purposes.

5.3.10 RANKING. Each series of Series Preferred Stock shall rank on a parity with the other series of Series Preferred Stock as to the distribution of
assets on liquidation, dissolution and winding up of the Corporation. The Series Preferred Stock shall rank senior to the Common Stock as to the
distribution of assets on liguidation, dissolution and winding up of the Corporation.

5.3.11 MISCELLANEOUS.

(a)  All notices referred to herein shall be in writing, and all notices hereunder shall be deemed to
have been given, upon the earlier of delivery thereof by hand delivery, by courier, or by standard
form of telecommunication, addressed: (i) if to the Corporation, to its principal executive office
(Attention: President) and to the transfer agent. if any, for the Series Preferred Stock or other agent
of the Corporation designated as permitted hereby or (ii} if to any holder of the Series Preferred
Stock or Common Stock, as the case may be, to such holder at the address of such holder as listed
in the stock record books of the Corporation (which may include the records of any transfer agent
for the Series Preferred Stock or Common Stock, as the case may be) or (iii) to such other address
as the Corporation or any such holder, as the case may be, shall have designated by notice similarly
given.

(b)  The Corporation shall pay any and all stock transfer and documentary stamp taxes that may
be payable in respect of any issuance or
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dehvery of shares of Sertes Preferred Stock or shares of Common Stock or other securities issued on account of Series Preferred Stock pursuant
heveto or certificates representing such shares or secunties. The Corporation shall not, however, be required to pay any such tax which may be
payable in respect of any transfer involved in the issuance or delivery of shares of Series Preferred Stock or Common Stock or other securities in a
name other than that in which the shares of Series Preferred Stock with respect to which such shares or other securities are issued or delivered were
regrstered, or in respect of any payment to any person with respect to any such shares or securities other than a payment to the registered holder
thereof, and shall not be required to make any such issuance, delivery or payment unless and until the person otherwise entitled to such issuance,
delivery or payment has paid to the Corporation the amount of any such tax or has established, to the satisfaction of the Corporation, that such tax has
been paid or is not payable. (¢) The Corporation may appoint, and from time to time discharge and change, a transfer agent of the Series Preferred
Stock. Upon any such appomntment or discharge of a transfer agent, the Corporation shall send notice thereof by hand delivery. by courier, by
standard form of telecommunication or by first class mail (postage prepaid), to each holder of record of the Series Preferred Stock. 5.4 Subject to the
provisions of this Amended and Restated Certificate of Incorporation and except as otherwise provided by law, the stock of the Corporation,
rcgardless of class, may be 1ssued for such consideration and for such corporate purposes as the Board of Directors may from time to time determine.

60 COMPROMISE, ARRANGEMENT OR REORGANIZATION. Whenever a compromise or arrangement is proposed between this
Corporation and its creditors or any class of them and/or between this Corporation and its stockholders or any class of them, any court of equitabie
jurisdiction within the State of Delaware may, on the application in a summary way of this Corporation or of any creditor or stockholder thereof or on
the application of any receiver or receivers appointed for this Corporation under the provisions of Section 291 of the General Corporation Law or on
the application of trustees in dissolution or of any receiver or receivers appointed for this Corporation under the provisions of Section 279 of General
Corporation Law order a meeting of the creditors or class of creditors, and/or of the stockholders or class of stockholders of this Corporation, as the
case may be, to be summoned in such manner as the said court directs. If a majority (n number representing three-fourths in value of the creditors or
class of creditors, and/or of the stockholders or class of stockholders of this Corporation, as the case may be, agree to any compromise or
arrangement and to any reorganization of this Corporation as a consequence of such compromise or arrangement, the said compromise or
arrangement and the said reorganization shall, if sanctioned by the court to which the said application has been made, be binding on all the creditors
or class of creditors, and/or on all stockholders or class of stockholders of this Corporation; as the case may be, and also on this Corporation.
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700 LINGTATION OF LIABILITY. No director of the Corporation shall be personally liable to the Corporation or its stockholders for monetary
damages for breach of fiduciary duty as a director. except for liability (a) for any breach of the director’s duty of loyalty to the Corporation or its
stockholders, (b} for acts or onussions not in good faith or which involve intentional misconduct or a knowing violation of law, (c) under Section 174
of the General Corporation Law or (d) for any transaction from which the director derived any improper personal benefits. [f the General Corporation
Law 1s hereafter amended to authorize corporate action further eliminating or limiting the personal liability of directors, then the tiability of a director
ot the Corporation shall be eliminated or limited to the fullest extent permitted by the General Corporation Law, as so amended.

Any repeal or modification of the foregoing paragraph by the stockholders of the Corporation shall not adversely affect any right or protection of a
director of the Corporation existing at the time of such repeal or modification.

S0 INDEMNIFICATION.

8.1 INDEMNITY UNDERTAKING. To the extent not prohibited by law, the Corporation shall indemnify any person (an "Eligible Person™) who
is or was made, or threatened to be made, a party to any threatened, pending or completed action, suit or proceeding (a "Proceeding”), whether civil,
criminal, administrative or investigative, including, without limitation, an action by or in the right of the Corporation to procure a judgment in its
favor, by reason of the fact that such person, or a person of whom such person is the legal representative, is or was a Director or officer of the
Corporation, or, while a Director or officer of the Corporation, is or was serving, at the request of the Corporation, as a director or officer of any other
corporation or in a capacity with comparable authority or responsibilities for any partnership, joint venture, trust, employee benefit plan or other
enterprise (an "Other Entity”), against judgments. fines, penalties, excise taxes, amounts paid in settlement and costs, charges and expenses
(including attorneys' fees, disbursements and other charges). :

8.2 PAYMENT OF EXPENSES. The Corporation shall, from time to time pay to an Eligible Person the funds necessary for payment of
expenscs, including attorneys' fees and disbursements, incurred by or on behalf of such Eligible Person in connection with any Proceeding, as such
expenses are incurred in advance of the final disposition of such Proceeding; provided, however, that, if required by the General Corporation Law,
such expenses incurred by or on behalf of such Eligible Person may be paid in advance of the final disposition of a Proceeding only upon receipt by
the Corporation of an undertaking, by or on behalf of such Eligible Person, to repay any such amount so advanced if it shall ultimately be determined
by final judicial decision from which there is no further right of appeal that such Eligible Person is not entitled to be indemnified for such expenses.
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8.3 CERTAIN EXCLUSIONS. Section 8.1 and 8.2
shall not include any Proceeding commenced by any Eligible Person without the advance approval of the Board of Directors.

84 BINDING EFFECT. The provisions of this Section 8 shall be a contract between the Corporation, on the one hand. and each Eligible Person.
on the other hand, pursuant to which the Corporation and each such Eligible Person intend to be, and shall be, legally bound. No repeal or
modification of thss Section 8 shall affect any rights or obligations with respect to any state of facts then or theretofore existing or any proceeding
theretotore or thercafter brought or threatened based in whole or in part upon any such state of facts.

8§35 PROCEDURAL RIGHTS. The rights to indemnification and payment of expenses provided by, or granted pursuant to, this Section 8 shall be
enforceable by an Elwible Person entitled to such indemmification or payment of expenses in any court of competent jurisdiction. The burden of
proving that such indemnification or payment of expenses is not appropriate shall be on the Corporation. Neither the failure of the Corporation
(including the disinterested Directors on its Board of Directors, a committee of such disinterested Directors, the Corporation’s independent legal
counsel and its stockholders) to have made a determination prior to the commencement of such action that such indemnification or payment of
cxpenses is proper in the circumstances, nor an actual determination by the Corporation (including the disinterested Directors on its Board of
Directors, a committee of such disinterested Directors, the Corporation’s independent legal counsel and its stockholders) that such person 1s not
entitled to such indemnification or payment of expenses shall constitute a defense to the action or create a presumption that such person is not so
entitled. Notwithstanding anything to the contrary in Section 8.3, such Eligible Person shall also be indemnified for any expenses incurred in
connection with successfully establishing his or her right to such indemnification or payment of expenses, in whole or in part, in any such

proceeding.

8.6 SERVICE DEEMED AT CORPORATION'S REQUEST. Any Director or officer of the Corporation serving (a) as a director or officer of
another corporation of which a majority of the shares entitled to vote in the election of its directors is held, directly or indirectly, by the Corporation
or (b) any employee benefit plan of the Corporation or any corporation referred to in clause (a) shall be deemed to be doing so at the request of the

Corporation.

8.7 ELECTION OF APPLICABLE LAW. Any person entitled to be indemnified or to payment of expenses as a matter of right pursuant to this
Section 8 may elect to have the right to indemnification or payment of expenses interpreted on the basis of the applicable law in effect at the time of
the occurrence of the event or events giving rise to the applicable Proceeding, to the extent permitted by law, or on the basis of the applicable law in
effect at the time such indemnification or payment of expenses is sought. Such election shall be made, by a notice in writing to the



26

Corporation, at the ume indemnitication or payment of expenses 1s sought: provided. however, that if no such notice 1s given, the right
indemmitication or pavment of expenses shall be determined by the law in effect at the me indemnification or payment ot expenses is sought.

88 RIGHTS NOT EXCLUSIVE. The rights to indemnification and reimbursement or advancement of expenses provided by, or grunted pursuant
to. this Section § shall not be deemed exclusive of any other rights to which a person seeking indemnification or reimbursement or advancement ot
expenses may have or hereafter be entitled under any statute, this Restated Certificate of Incorporation, the By-laws, any agreement, any vote of
stockholders or disinterested Directors or otherwise, both as to action in his or her official capacity and as to action in another capacity while holding

such otfice.

§.9 CONTINUATION OF BENEFITS. The rights to indemnification and reimbursement or advancement of expenses provided by. or granted
pursuant to, this Section 3 shall continue as to a person who has ceased to be a Director or officer (or other person indemn:fied hereunder) and shall
inure to the benefit of the exccutors, administrators, legatees and distributees of such person.

8.10 INSURANCE. The Corporation shall have power

to purchase and maintain insurance on behalf of any person who is or was a director, officer, employee or agent of the Corporation, or is or was
serving at the request of the Corporation as a director, officer, employee or agent of an Other Entity, against any liability asserted against such person
and incurred by such person in any such capacity, or arising out of such person’s status as such, whether or not the Corporation would have the power
1o indemnify such person against such liability under the provisions of this Section 8 or under Section 145 of the General Corporation Law or any
other provision of law.

90 DIRECTORS. This Section is inserted for the management of the business and for the conduct of the affairs of the Corporation and it is
expressly provided that it is intended to be in furtherance of and not in limitation or exclusion of the powers conferred by applicable law.

9.1  NUMBER, ELECTION, AND TERMS OF OFFICE OF
BOARD OF DIRECTORS. The business of the Corporation shall be managed by a Board of Directors consisting of not less than three or more than
15 members. The exact number of directors within the minimum and maximum limitations specified in the preceding sentence shall be fixed from
time to time by resolution adopted by a majority of the entire Board of Directors then in office, whether or not present at a meeting. Directors need
not be stockholders of the Corporation. The directors shall be divided into three classes of approximately equal size with the term of office of the first
class to expire at the first annual meeting of stockholders of the Corporation next following the end of the Corporation's fiscal year ending December
31, 1998, the term of office of the
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second class to expire at the tirst annual meeting of stockholders of the Corporation next following the end of the Corporation's fiscal vear ending
Decermber 31, 1999 and the term of office of the third class to expire at the annual meeting of stockholders of the Corporation next following the end
of the Corporation's fiscal yeur ending December 31, 2000. At each annual meeting of stockholders following such initial election as specificd above,
directors elected to succeed those directors whose terms expire shall be clected for a term of office to expire at the third succeeding annual meeting of

stockholders atter their election.

Notwithstanding the foregoing, whenever, pursuant to the provisions of Section 5.1 of this Amended and Restated Certificate of Incorporation, the
holders of any one or more series of Preferred Stock shall have the right, voting separately as a series or together with holders of other such series, to
¢lect Directors at an annual or special meeting of stockholders, the election, term of office. filling of vacancies and other features of such
directorships shail be governed by the terms of this Amended and Restated Certificate of Incorporation and any certificate of designations applicable

thereto.

During any period when the holders of any series of Preferred Stock have the right to elect additional Directors as provided for or fixed pursuant to
the provisions of this Amended and Restated Certificate of Incorporation or any certificate of designation related thereto, then upon commencement
and for the duration of the period during which such right continues: (i) the then otherwise total authorized number of Directors of the Corporation
shall automatically be increased by such specified number of Directors, and the holders of such Preferred Stock shall be enutled to efect the
additional Directors so provided for or fixed pursuant to said provisions, and (ii) each such additional Director shall serve until such Director's
successor shall have been duly elected and qualified, or until such Director's right to hold such office terminates pursuant to said provisions,
whichever occurs carlier, subject to such Director’s earlier death, disqualification, resignation or removal. Except as otherwise provided by the Board
in the resolution or resolutions establishing such series, whenever the holders of any series of Preferred Stock having such right to elect additional
Directors are divested of such right pursuant to the provisions of such stock, the terms of office of all such additional Directors elected by the holders
of such stock, or elected to fill any vacancies resulting from the death, resignation, disqualification or removal of such additional Directors, shall
forthwith terminate and the total and authorized number of Directors of the Corporation shall be reduced accordingly.

9.2 TENURE. Notwithstanding any provisions to the contrary contained herein, (i) each director shall hold office until his or her successor is
elected and qualified. or until the earlier of such director's death, resignation or removal and (it) the term of any director who is also an officer of the
Corporation shall terminate if he or she ceases to be an officer of the Corporation.
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9.3 NEWLY CREATED DIRECTORSHIPS AND VACANCIES.

Subject to the rights of the holders of any series of Preferred Stock then outstanding, newly created dircctorships resuiting from any increase in the
authorized number of directors or any vacancies in the Board of Directors resulting from death, resignation, retirement, disqualification. removal
tfrom office or other cause shall be tilled by a majority vote of the remaining directors then in office although less than a quorum. or by a sole
remaining director and directors so chosen shall hold office for a term expiring at the annual meeting of stockholders at which the term of the class to
which they have been elected expires or. in each case, until their respective successors are duly elected and qualified. No decrease in the number of
directors constituting the Board of Directors shall shorten the term of any incumbent director. When any director shall give notice of resignation
effective at a future date, the Board of Directors may fill such vacancy to take effect when such resignation shall become effective. in the event of a
vacancy in the Board of Directors, the remaining Directors, except as otherwise provided by law, may exercise the powers of the full Board of
Directors until the vacancy 1s filled.

94  REMOVAL OF DIRECTORS. Any one or more or all of the directors may be removed, at any time. but only for cause by the stockholders
having at least a majority in voting power of the then issued and outstanding shares of capital stock of the Corporation.

100 ACTION BY STOCKHOLDERS. Notwithstanding the provisions of Section 228 of the General Corporation Law (or any successor statute),
any action required or permitted by the General Corporation Law to be taken at any annual or special meeting of stockholders of the Corporation may
be taken only at such an annual or special meeting of stockholders and cannot be taken by written consent without a meeting. At any annual meeting
or special meeting of stockholders of the Corporation, only such business shall be conducted as shall have been brought before such meeting in the

manner provided by the By-laws.



10 ADOPTION. AMENDMENT AND/OR REPEAL OF BYLAWS. The Board of Directors may from time to time adopt, amend or repeal the
By laws: provided, howeser, that uny Bylaws adopted or amended by the Board of Directors may be amended or repealed. and any Bylaws may be
adopted. by a vote of the stockholders having at least two-thirds of the voting power of the then issued and outstanding shares of capital stock of the

Corporation.
IN WITNESS WHEREOQF, the undersigned has executed this Restated Certification of Incorporation this day of August, 1998.

PATHNET, INC.

By:
Richard A. Jalkut President and Chief Executive Officer

Atrest:

By:
Michael A. Lubin
Vice President, General Counsel and Secretary




Exhibit 3.2
AMENDED AND RESTATED BYLAWS
OF
PATHNET, INC.

A Delaware Corporation
ARTICLE 1

DEFINITIONS
As used in these Bylaws, unless the context otherwise requires. the term:

11 "Assistant Secretary” means an Assistant Secretary of
the Corporation.

1.2 "Assistant Treasurer” means an Assistant Treasurer of
the Corporation.

1.3 "Board" means the Board of Directors of the
Corporation.

|.4 "Business Day" means any day which is not a Saturday, a Sunday, or a day on which banks are authorized to close in the City of New York.
1.5 "Bylaws" means the bylaws of the Corporation, as amended from time to time.

1.6 "Certificate of Incorporation” means the certificate of incorporation of the Corporation, as amended, supplemented or restated from time to
time.

1.7 "Chairman" means the Chairman of the Board of the
Corporation.

1.8 "Chief Executive Officer" means the Chief  Executive
Officer of the Corporation.

1.9 "Corporation” means Pathnet, [nc.
.10 "Directors” means directors of the Corporation.
1.11 "Entire Board" means all Directors of the Corporation in

office, whether or not present at a meeting of the Board, but disregarding vacancies.




3
112 “Exceutive Vice President” means an Executive Viee President of the Corporation.
[.13 "General Corporation Law " means the General Corporation Law of the State of Delaware, as amended from time to time.

1.14 "Office of the Corporation” means the executive office of the Corporation, anything in Section 131 of the General Corporation Law to the
contrary notwithstanding.

115 "President” means the President of the Corporation.
116 "Secretary” means the Secretary of the Corporation.
117 “Stockholders” means stockholders of the Corporation.
118 "Treasurer” means the Treasurer of the Corporation.
1.19 "Vice President” means a Vice President of the
Corporation.
ARTICLE 2
STOCKHOLDERS

2.1 PLACE OF MEETINGS. Every meeting of Stockholders shall be held at the Office of the Corporation or at such other place within or without
the State of Delaware as shall be designated, from time to time, by the Board, the Chairman or the President, and specified or fixed in the notice of

such meecting or in the waiver of notice thereof.

2.2 ANNUAL MEETING. A meeting of Stockhoiders shall be held annually for the election of Directors and the transaction of other business at
such hour and on such business day in each year as may be determined by resolution adopted by affirmative vote of a majority vote of the Entire

Bourd and designated in the notice of meeting.

2.3 DEFERRED MEETING FOR ELECTION OF DIRECTORS, ETC. if the annual meeting of Stockholders for the election of Directors and the
transaction of other business is not held on the date designated therefor or at any adjournment of a meeting convened on such date, the Board shall
call a meeting of Stockholders for the election of Directors and the transaction of other business as soon thereafter as convenient.
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24 SPECIAL MEETINGS. A special meeting of Stockholders. unless otherwise prescribed by statute. may be called at any time by the Bourd.
the Chairman or by the President. At any special meeting of Stockhotders, no business may be transacted other than (i) such business stated in the
notice thereot wiven pursuant to Section 2.6 hereof or in any waiver of notice thereof given pursuant to Section 2.7 hereof (in a form prepared by the
Seeretary) or (i) such business us 1s related to the purpose or purposes of such meeting and which is properly brought before the meeting by or at the

direction ot the Board.

2.5 FINING RECORD DATE. For the purpose of (a) determining the Stockholders entitled (i) to notice of or to vote at any meeting of Stockholders
or any adjournment thereot or (1) to receive payment of any dividend or other distribution or allotment of any rights. or to exercise any nights in
respect of any change, converston or exchange of stock: or (b) any other lawful action, the Board may fix a record date. which record date shall not
precede the date upon which the resolution fixing the record date was adopted by the Board and which record date shall not be (x) in the case of
clause (a)(1) above, more than sixty nor less than ten days before the date of such meeting and (y) in the case of clause (a)(ii) or (b) above, more than
stxty days prior to such action. [t no such record date is fixed:

2.5.1 the record date for determining Stockholders entitled to notice of orto vote ata meeting
of Stockholders shall be at the close of business on the day next preceding the day on which
notice Is given, or, if notice is waived, at the close of business on the day next preceding the day
on which the meeting is held; and

2.5.2 the record date for determining Stockholders entitled to express consent to corporate
action in writing without a meeting (unless otherwise provided in the Certificate of
Incorporation), when no prior action by the Board is required under the General Corporation Law,
shall be the first day on which a signed written consent setting forth the action taken or
proposed to be taken is delivered to the Corporation by delivery to its registered office in the
State of Delaware, its principal place of business, or an officer or agent of the Corporation having
custody of the book in which proceedings of meetings of Stockholders are recorded; and
when prior action by the Board is required under the General Corporation Law, the record date
for determining Stockholders entitled to consent to corporate action in writing without a meeting
shall be at the close of business on the date on which the Board adopts the resolution taking
such prior action; and

2.5.3 the record date for determining Stockholders for any purpose other than those specified in
Section 2.5.1 and 2.5.2 hereof shall be at the close of business on the day on which the Board
adopts the resolution relating thereto.




When a determination of Stockholders entitled to notice of or to vote at any meeting of Stockholders has been made as provided in this Section 2.3,
such determination shall upply to any adjournment thereof unless the Board fixes a new record date for the adjourned meeting.

Delivery made to the Corporation's registered office in accordance with Section 2.5.2 shall be by hand or by certified or registered mail. retumn
receipt requested.

2.6 NOTICE OF MEETINGS OF STOCKHOLDERS. Except as otherwise provided in Section 2.7 hereof, whenever under the provisions of any
statute, the Certificate of Incorporation or these Bylaws, Stockholders are required or permitted to take any action at a meeting, written notice shall be
given stating the place, date and hour of the meeting and, in the case of a special meeting, the purpose or purposes for which the meeting is called.
Unless otherwise provided by any statute. the Certificate of Incorporation or these By-laws, a copy of the notice of any meeting shall be given.
personally or by mail. not less than ten nor more than sixty days before the date of the meeting, to each Stockholder entitled to notice of or to vote at
such meeting. If matled, such notice shall be deemed to be given when deposited in the United States mail, with postage prepaid. directed to the
Stockholder at his or her address as it appears on the records of the Corporation. An affidavit of the Secretary or an Assistant Secretary or of the
transfer agent of the Corporation that the notice required by this Section 2.6 has been given shall, in the absence of fraud. be prima facie evidence of
the facts stated therein. When a meeting is adjourned to another time or place, notice need not be given of the adjourned meeting if the ime and place
thereof are announced at the meeting at which the adjournment is taken, and at the adjourned meeting any business may be transacted that might have
been transacted at the meeting as originatly called. If. however, the adjournment is for more than thirty days, or if after the adjournment a new record
date is fixed for the adjouned meeting. a notice of the adjourned meeting shall be given to each Stockholder of record entitled to vote at the meeting.

2.7 WAIVERS OF NOTICE. Whenever the giving of any notice is required by statute, the Certificate of Incorporation or these Bylaws. a waiver
thereof, in writing, signed by the Stockholder or Stockholders entitled to said notice, whether before or after the event as to which such notice is
required, shall be deemed equivalent to notice. Attendance by a Stockholder at a meeting shall constitute a waiver of notice of such meeting except
when the Stockholder attends a meeting for the express purpose of objecting, at the beginning of the meeting, to the transaction of any business on
the ground that the meeting has not been lawfully called or convened.

2.8 LIST OF STOCKHOLDERS. The Secretary shall prepare and make, or cause to be prepared and made, at least ten days before every meeting
of Stockholders, a complete list of the Stockholders entitled to vote at the meeting, arranged in alphabetical
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order, und showing the address of cach Stockholder and the number of shares registered in the name of each Stockholder. If any voting group exists,
such hist shall be arranged by voting group and within each voting group by series or class of shares. Such list shall be open to the examination of any
Stockholder. the Stockholder's agent or attorney, at the Stockholder's expense, for any purpose germane to the meeting, during ordinary business
hours, for a period of at least ten days prior to the meeting, either at a place within the city where the meeting is to be held, which place shall be
specitied i the notice of the meeting, or. if not so specified, at the place where the meeting is to be held. The list shall also be produced and kept at
the ime und place of the meeting during the whole time thereof, and may be inspected by any Stockholder who s present. The Corporation shall
muintain the hist of Stockholders in written form or in another form capable of conversion into written form within a reasonable time. Upon the
willful neglect or refusal of the Directors to produce such a list at any meeting for the election of Directors, they shall be ineligible for efection to any
office ut such meeting. The stock ledger shall be the only evidence as to who are the Stockholders entitled to examine the stock ledger, the list of
Stockholders or the books of the Corporation, or to vote in person or by proxy at any meeting of Stockholders.

2.9 QUORLM OF STOCKHOLDERS: ADJOURNMENT. Except as otherwise provided by any statute, the Certificate of Incorporation or these
By laws, the holders of a majonity of all outstanding shares of stock entitled to vote at any meeting of Stockholders, present in person or represented
by proxy, shall consutute a quorum for the transaction of any business at such meeting. When a quorum is once present to organize a meeting of
Stockholders, it is not broken by the subsequent withdrawal of any Stockholders. The holders of a majority of the shares of stock present in person or
represented by proxy at any meeting of Stockholders, including an adjourned meeting, whether or not a quorum is present, may adjourn such meeting
to another ime and place. Shares of its own stock belonging to the Corporation or to another corporation, if a majority of the shares entitled to vote in
the election of Directors of such other corporation is held, directly or indirectly, by the Corporation, shall neither be entitled to vote nor be counted
for quorum purposes; provided, however, that the foregoing shall not limit the right of the Corporation to vote stock, including but not limited to its
own stock, held by it in a fiduciary capacity.

2.10 VOTING: PROXIES. Unless otherwise provided in the Certificate of Incorporation, every Stockholder of record shall be entitled at every
meeting of Stockholders to one vote for each share of capital stock standing in his or her name on the record of Stockholders determined in
accordance with Section 2.5 hereof. If the Certificate of Incorporation provides for more or less than one vote for any share on any matter, each
reference in the Bylaws or the General Corporation Law to a majority or other proportion of stock shall refer to such majority or other proportion of
the votes of such stock. The provisions of Sections 212 and 217 of the General Corporation Law shall apply in determining whether any shares of
capital stock may be voted and the persons, if any, entitled to vote such shares; but the Corporation shall be protected in



assuming that the persons 1in whose names shares of capital stock stand on the stock ledger of the Corporation are cntitled to vote such shares.
Holders of redeemable shares of stock are not entitled to vote after the notice of redemption is mailed to such holders and a sum sufficient to redeem
the stocks has been deposited with a bank, trust company. or other financial institution under an irrevocable obligation to pay the holders the
redemption price on surrender of the shares of stock. At any meeting of Stockholders (at which a quorum was present to organize the meeting). ull
matters, except as otherwise provided by statute or by the Certificate of Incorporation or by these Bylaws, shall be decided by a majority of the votes
cast at such meeting by the holders of shares present in person or represented by proxy and entitled to vote thereon. whether or not a quorum s
present when the vote is taken, Where a separate vote by a class or classes of stock is required by statute, the Certificate of Incorporation or these
By luws, @ majority of the outstanding shares of such class or classes present in person or represented by proxy shall constitute a quorum entitled to
take action with respect to that vote on that matter, and such matter shall be decided by a majority of the votes of such class or classes present in
person or represented by proxy at the meeting. Directors may be elected either by written ballot or by voice vote. In voting on any other question on
which a vote by ballot 1s required by faw or is demanded by any Stockholder entitled to vote, the voting shall be by ballot. Each ballot shall be signed
by the Stockholder voting or the Stockholder's proxy and shall state the number of shares voted. On all other questions. the voting may be by voice
vote. Each Stockholder entitled to vote at a meeting of Stockholders may authorize another person or persons to act for such Stockholder by proxy.
The validity and enforceability of any proxy shall be determined in accordance with Section 212 of the General Corporation Law. A Stockholder may
revoke any proxy that is not irrevocable by attending the meeting and voting in person or by filing an instrument in writing revoking the proxy or by
delivering a proxy in accordance with applicable law bearing a later date to the Secretary.

2.11 VOTING PROCEDURES AND INSPECTORS OF ELECTION AT MEETINGS
OF STOCKHOLDERs. The Corporation, in advance of any meeting of Stockholders, shall appoint one or more inspectors to act at the meeting and
make a written report thereof. The Corporation may designate one or more persons as alternate inspectors to replace any inspector who fails to act. (f
no inspector or alternate 1s able to act at a meeting, the person presiding at the meeting shall appoint, one or more inspectors to act at the meeting.
Each inspector, before entering upon the discharge of his or her duties, shall take and sign an oath faithfully to execute the duties of inspector with
strict impartiality and according to the best of his or her ability. The inspectors shall (a) ascertain the number of shares outstanding and the voting
power of each, (b) determine the shares represented at the meeting and the validity of proxies and ballots, (¢) count all votes and ballots, (d)
determine and retain for a reasonable period a record of the disposition of any challenges made to any determination by the inspectors, and (e) certify
their determination of the number of shares represented at the meeting and their count of all votes and ballots. The inspectors may appoint or retain
other persons or entities to assist the inspectors in the performance of their duties. The date and time of the opening and



the closing of the polls for cach matter upon which the Stockholders will vote at a meeting shall be determined by the person presiding at the meeting
and shall be announced at the meeting. No ballot, proxies or votes, or any revocation thereof or change thereto, shall be accepted by the inspectors
atter the closing of the polls unless the Court of Chancery of the State of Delaware upon application by a Stockholder shall determine otherwise.

212 CONDUCT OF MEETINGS. (a) At each meeting of Stockholders, the President, or in the absence of the President, the Chairman. or if there 15
no Charrman or it there be one and the Chairman is absent, an Executive Vice President. and in case more than one Executive Vice President shall be
present. that Executive Vice President designated by the Board (or in the absence of any such designation, in the order of their first election, present).
or 1t there 18 no Exccutive Vice President or if there be one and the Executive Vice President ts absent, a Vice President, and in case more than one
Vice President shall be present, that Vice President designated by the Board (or in the absence of any such designation, in the order of their first
clection, present). shull act as chairman of the meeting. The Secretary, or in his or her absence one of the Assistant Secretaries, shall act as sccretary
of the meeting. In case none of the officers above designated to act as chairman or secretary of the meeting, respectively. shall be present, a chairman
or a secretary of the meeting, as the case may be, shall be chosen by a majority of the votes cast at such meeting by the holders of shares of capital
stock present in person or represented by proxy and entitled to vote at the meeting.

2.13 ORDER OF BUSINESS. The order of business at all meetings of Stockholders shall be as determined by the chairman of the meeting, but the
order of business to be followed at any meeting at which a quorum is present may be changed by a majority of the votes cast at such meeting by the
holders of shares of capital stock present in person or represented by proxy and entitled to vote at the meeting.

2.14 WRITTEN CONSENT OF STOCKHOLDERS WITHOUT A MEETING. Unless otherwise provided in the Certificate of Incorporation, any
action required or permitted by the General Corporation Law to be taken at any annual or special meeting of Stockholders may be taken without a
meeting, without prior notice and without a vote, if a consent or consents in writing, setting forth the action so taken, shall be signed by the holders of
outstanding stock having not less than the minimum number of votes that would be necessary to authorize or take such action at a meeting at which
all shares entitled to vote thereon were present and voted and shall be delivered (by hand or by certified or registered mail, retum receipt requested)
to the Corporation by delivery to its registered office in the State of Delaware, its principal place of business, or an officer or agent of the Corporation
having custody of the book in which proceedings of meetings of stockholders are recorded. Every written consent shall bear the date of signature of
each stockholder who signs the consent and no written consent shall be effective to take the corporate action referred to therein unless, within 60 days
of the earliest dated consent delivered in the manner required by this Section 2.14, written consents signed by a



sutficient number of Stockholders to take action are delivered to the Corporation as aforesaid. Prompt notice of the taking of the corporate action
without 4 meeting by less than unamimous written consent shall be given to those Stockholders who have not consented in writing and who. it the
action had been taken at a mecting, would have been entitled to notice of the meeting if the record date for such meeting had been the date that
wrnten consents signed by a sutticient number of Stockholders to take the action were delivered to the Corporation as aforesaid.

ARTICLE 3

DIRECTORS
31 GENERAL POWERS. Except as othenwise provided in the Certificate of Incorporation, the business and affairs of the Corporation shall be
managed by or under the dircction of the Board. The Board may adopt such rules and regulations, not inconsistent with the Certificate of
Incorporation or these Bylaws or applicable laws. as it may deem proper for the conduct of its meetings and the management of the Corporation. [n
addition to the powers expressly conferred by these Bylaws, the Board may exercise all powers and perform all acts that are not required, by these
Bylaws or the Certificate of Incorporation or by statute, to be exercised and performed by the Stockholders.

32 NUMBER:; QUALIFICATION:; TERM OF OFFICE. The Board shall consist of not less than three or more than 15 members. The exact
number of Directors within the minimum and maximum limitations specified in the preceding sentence shall be fixed from time to time by resolution
adopted by a majority of the Entire Board then in office, whether or not present at a meeting. Directors need not be Stockholders. The Directors shull
be divided into three classes with the term of office of the first class to expire at the first annual meeting of Stockholders of the Corporation next
following the end of the Corporation's fiscal year ending December 31, 1998, the term of office of the second class to expire at the first annual
meeting of Stockholders of the Corporation next following the end of the Corporation’s fiscal year ending December 31, 1999 and the term of office
of the third class to expire at the annual meeting of Stockholders of the Corporation next following the end of the Corporation's fiscal year ending
December 31, 2000. At each annual meeting of Stockholders following such initial election as specified above, Directors elected to succeed those

Directors whose terms expire shall be elected for a term of office to expire at the third succeeding annual meeting of Stockholders after their election.

3.3 TENURE. Notwithstanding any provisions to the contrary contained herein, (1) each Director shall hold office unul his or her successor is
clected and qualified, or until the earlier of such Director's death, resignation or removal and (ii) the
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term ot any director who s also an otficer of the Corporation shall terminate if he or she ceases to be an officer of the Corporation.

3 4 ELECTION. Directors shall, except as otherwise required by statute or by the Ceruficate of Incorporation, be elected by a plurality of the votes
cast at a meeting of Stockholders by the holders of shares present in person or represented by proxy at the meeting and entitled to vote in the election.

3.5 NEWLY CREATED DIRECTORSHIPS AND VACANCIES. Subject to the rights of the holders of any series of preferred stock of the
Corporation then outstanding, newly created directorships resulting from any increase in the authorized number of Directors or any vacancies in the
Board resulting from death, resignation, retirement, disqualification, removal from office or other cause shall be filled by a majority vote of the
remaining Directors then 1in office aithough less than a quorum, or by a sole remaining Director and Directors so chosen shall hold office for a term
expiring at the annual meeting of stockholders at which the term of the class to which they have been elected expires or, in cach case, until their
respective successors are duly elected and qualified. No decrease in the number of Directors constituting the Board shall shorten the term of any
incumbent Director. When any Director shall give notice of resignation effective at a future date, the Board may fill such vacancy to take effect when

such resignation shall become effective.

3.6 RESIGNATION. Any Director may resign at any time by written notice to the Corporation. Such resignation shall take effect at the time
therein specified. and, unless otherwise specified in such resignation, the acceptance of such resignation shall not be necessary to make it effective.

3.7 REMOVAL. Any one or more or all of the Directors may be removed, at any time. but only for cause by the Stockholders having at least a
majority in voting power of the then issued and outstanding shares of capital stock of the Corporation. If pursuant to the Centificate of [ncorporation a
Director is elected by a voting group of Stockholders, only the Stockholders of the voting group may participate in the vote to remove such Director.

3.8 COMPENSATION. Each Director. in consideration of his or her service as such, may receive from the Corporation such amount per annum or
such fees for attendance at Directors' meetings, or both, as the Board may from time to time determine, together with reimbursement for the
reasonable out-of-pocket expenses, if any, incurred by such Director in connection with the performance of his or her duties. Each Director who shall
serve as @ member of any committee of Directors in consideration of serving as such may receive such additional amount per annum or such fees for
attendance at committee meetings, or both, as the Board may from time to time determine, together with reimbursement for the reasonable out-of-
pocket expenses, if any, incurred by such Director in the performance of his or her duties. Nothing
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contained 1n this Section 3.8 shall preclude any Director from serving the Corporation or its subsidiaries in any other capacity and receiving proper
compensation theretor.

3.9 TIMES AND PLLACES OF MEETINGS. The Board may hold meetings, both regular and special, either within or without the State of Delaware,
The times and places for holding meetings of the Board may be fixed from time to time by resolution of the Board or (unless contrary to a resolution

of the Board) in the notice of the meeting.

310 ANNUAL MEETINGS. On the day when and at the place where the annual meeting of Stockholders for the election of Directors is held, and
as soon as practicable thereafter, the Board may hold its annual meeting, without notice of such meeting, provided a quorum shall be present. for the
purposes of organtzation, the clection of officers and the transaction of other business. The annual meeting of the Board may be held at any other
time and place specitied in a nouce given as provided in Section 3.12 hereof for special meetings of the Board or in a waiver of notice thereof.

311 REGULAR MEETINGS. Reyular meetings of the Board may be held without notice at such times and at such places as shall from time to
time be determined by the Board.

312 SPECIAL MEETINGS. Special meetings of the Board may be called by the President or any Director then serving on at least one day's notice
to cach Director given by one of the means specified in Section 3.15 hereof other than by mail, or on at least three days' notice if given by mail.

3.13 TELEPHONE MEETINGS. Directors or members of any committee designated by the Board may participate in a meeting of the Board or of
such committee by means of conference telephone or similar communications equipment by means of which all persons participating in the meeting
can hear cach other, and participation in a meeting pursuant to this Section 3.13 shall constitute presence in person at such meeting.

3.14 ADJOURNED MEETINGS. A majority of the Directors present at any meeting of the Board, including an adjouned meeting, whether or not a
quorum is present, may adjourn such meeting to another time and place. At least one day's notice of any adjourned meeting of the Board shall be
given to cach Director whether or not present at the time of the adjournment, if such notice shall be given by one of the means specified in Section
3.15 hereof other than by mail, or at least three days' notice if by mail. Any business may be transacted at an adjourned meeting that might have been

transacted at the meeting as originally called.

3.15 NOTICE PROCEDURE. Subject to Sections 3.13 and 3.16 hereof, whenever, under the provisions of any statute, the Certificate of
Incorporation or these Bylaws, notice is required to be given to any Director, such notice shall be deemed given effectively if given in person or by
telephone, by mail addressed to such Director at such



Director's address as (t appears on the records of the Corporation. with postage thereon prepaid. or by telegram, telex. telecopy or similar means

addressed as atoresaid.

306 WAIVER OF NOTICE. Whenever the giving of any notice is required by statute, the Certificate of Incorporation or these Bylaws, a waiser
thereot, in writing, signed by the person or persons entitled to said notice. whether before or after the event as to which such notice is required, shall
be deemed equivalent to notice. Attendance by a person at a meeting shall constitute a waiver of notice of such meeting except when the person
attends a meeting for the express purpose of objecting, at the beginning of the meeting, to the transaction of any business on the ground that the
meeting has not been luw fully called or convened. Neither the business to be transacted at, nor the purpose of, any regular or special meeting of the
Directors or a comnuttee of Directors need be specified in any written waiver of notice unless so required by statute, the Certificate of Incorporation

or these Bylaws.

317 ORGANIZATION. At cach meeting of the Board, the Chairman, or in the absence of the Chairman, the President, or in the absence of the
President, a chairman chosen by a majority of the Directors present, shall preside. The Secretary shall act as secretary at each meeting of the Board.
In case the Secretary shall be absent from any meeting of the Board, an Assistant Secretary shail perform the duties of secretary at such meeting; and
in the absence from any such meeting of the Secretary and alf Assistant Secretaries, the person presiding at the meeting may appoint any person to act

as secretary of the meeting.

3.18 QUORUM OF DIRECTORS. Except as otherwise expressly provided by statute or the Certificate of Incorporation, the presence in person
of a majority of the Entire Board shall be necessary and sufficient to constitute a quorum for the transaction of business at any meeting of the Board,

but a majority of a smaller number may adjourn any such meeting to a later date.

3.19 ACTION BY MAJORITY VOTE. Except as otherwise expressly required by statute, the Certificate of Incorporation or these Bylaws, the act
of a majority of the Directors present at a meeting at which a quorum is present shall be the act of the Board.

3.20 ACTION WITHOUT MEETING. Unless otherwise restricted by the Certificate of Incorporation or these By-laws, any action required or
permitted to be taken at any meeting of the Board or of any committee thereof may be taken without a meeting if all Directors or members of such
committee, as the case may be, consent thereto in writing, and the writing or writings are filed with the minutes of proceedings of the Board or

committee.

ARTICLE 4
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COMMITTEES OF THE BOARD
The Board, by resolution adopted by a majority of the Entire Board, may designate one or more committees. each committee to consist of one or
more of the Directors of the Corporation. The Board may designate one or more Directors as alternate members of any committee. who may replace
any absent or disqualificd member at any meeting of such committee. [f a member of a commuttee shall be absent from uny meeting, or disqualified
from voting thereat, the remuning member or members present and not disqualified from voting, whether or not such member or members constitute
a4 quorum, may, by a unanimous vote, appoint another member of the Board to act at the meeting in the place of any such absent or disqualified
member. Any such commuttee, to the extent provided in the resolution of the Board or these Bylaws, shall have and may exercise all the powers and
authority of the Board in the management of the business and affairs of the Corporation, and may authorize the seal of the Corporation to be
impressed on all papers that may require it. but no such committee shall have the power or authority of the Board in reference to: (i) approving. or
recommending to the Stockholders, any action that the Delaware General Corporation Law requires to be approved by the Stockholders: (i1) filling
vacancies on the Board or on any of its committees; (i) amending the Certificate of Incorporation: (iv) adopting, amending, or repealing these
Bylaws: (v) approving u plan of merger not requiring approval of the Stockholders: (vi) authorizing or approving a distribution, except according to
a general formula or method prescribed by the Board: or (vii) authortzing or approving the issuance or sale or contract for sale of shares, or determine
the designation and relative rights. preferences, and limitations of a class or series of shares, except that the Board may authorize a committee, or a
senior executive officer of the Corporation, to do so within limits specifically prescribed by the Board. Unless otherwise specified in the resolution of
the Board designating a committee, at all meetings of such committee a majority of the total number of members of the committee shall constitute a
quorum for the transaction of business. and the vote of a majority of the members of the committee present at any meeting at which there is a quorum
shall be the act of the committee. Each committee shall keep regular minutes of its meetings and report the same to the Board when required. Unless
the Board otherwise provides, cach committee designated by the Board may make, alter and repeal rules for the conduct of its business. In the
absence of such rules each committee shall conduct its business in the same manner as the Board conducts its business pursuant to Article 3 of these

Bylaws.

ARTICLE §

OFFICE
5.1 POSITIONS. The officers of the Corporation shall be a President, a Secretary, a Treasurer and such other officers as the Board may appoint,
including a Chairman, a Chief Executive Officer, one or more Executive Vice Presidents, one or more Vice Presidents and one or
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more Assistant Seeretaries and Assistant Treasurers, who shall exercise such powers and perform such duties as shall be determined from tme to
time by the Board. The Board may use descriptive words or phrases to designate the standing, seniority or areas of speciai competence of the Vice
Presidents elected or appointed by it. Any number of offices may be held by the same person unless the Certificate of Incorporation or these Bylaws

othenwvise provide.

52 APPOINTMENT. The officers of the Corporation shall be chosen by the Board at its annual meeting or at such other time or times as the
Board shall determine,

5.3 COMPENSATION. The compensation of all officers of the Corporation shall be fixed by, or in the manner prescribed by, the Board. No
otficer shall be prevented from recein ing a salary or other compensation by reason of the fact that the officer is also a Director.

5§ 4 TERM OF OFFICE. Euch ofticer of the Corporation shall hold office for the term for which he or she is elected and until such officer's successor
1s chosen and qualities or until such officer's earlier death, resignation or removal. Any officer may resign at any time upon written notice to the
Corporation. Such resignation shall take effect at the date of receipt of such notice or at such later time as is therein specified. and. unless otherwise
specified, the acceptance of such resignation shall not be necessary to make it effective. The resignation of an officer shall be without prejudice to the
contract nights of the Corporation, if any. Any officer elected or appointed by the Board may be removed at any time, with or without cause, by vote
of a majority of the Entire Board. Any vacancy occurring in any office of the Corporation shall be filled by the Board. The removal of an officer
without cause shall be without prejudice to the officer's contract rights, if any. The election or appointment of an officer shall not of itsclf create

contract rights.
5.5 FIDELITY BONDS. The Corporation may secure the fidelity of any or all of its officers or agents by bond or otherwise.

5.6 CHAIRMAN. The Chairman shall exercise such duties as are and may be prescribed from time to time by the Board. In the absence of or
disability of the Chairman, an officer appointed by the Chairman, or if the Chairman fails to make such appointment, by the Board, shall perform the
duties and exercise the powers of the Chairman. The Chairman may sign, execute and deliver, in the name of the Corporation, powers of attorney,
contracts, bonds and other obligations which implement policies established by the Board. The Chairman shall preside at all meetings the Board at
which he 1s present, and shall perform such other duties as may be prescribed from time to time by the Board or these Bylaws.
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57 CHIEF EXECUTIVE OFFICER. The Chief Executive Officer shall exercise such duties as are and may be prescribed from time to time by the
Board. The Chiet Exccutive Officer may sign, execute and deliver, in the name of the Corporation, powers of attornev. contracts bonds and other
obhyations which implement policies cstablished by the Board.

58 PRESIDENT. The President shull be responsible to. and shall exercise such duties as are and may be prescribed from time to time by, the
Bourd. The President may sign, exccute and deliver, in the name of the Corporation, powers of attorney, contracts, bonds and other obligations which

implement policies established by the Board.

5.9 ENECUTIVE VICE PRESIDENT. In the absence of the President or in the event of his death, inability or refusal to act, the Executive Vice
President., if any, or in the event there be more than one Executive Vice President, the Executive Vice Presidents, in the order designated. or in the
absence of any designation, then in the order of their first clection, shall perform the duties of the President. and when so acting, shall have all the
powers of und be subject to all the restrictions upon the President. The Executive Vice President shall generally assist the President and shall perform
such other duties and have such other powers as the Board may from time to time prescribe.

5.10 VICE PRESIDENT. Inthe absence of the Executive Vice President or in the event of his death. inability or refusal to act, the Vice President.
if any, or in the event there be more than one Vice President, the Vice Presidents, in the order designated, or in the absence of any designation. then
in the order of their first clection, shall perform the duties of the Executive Vice President, and when so acting, shall have all the powers of and be
subject to all the restrictions upon the Executive Vice President. The Vice President shall generally assist the President and shall perform such other
duties and have such other powers as the Board may from time to time prescribe.

5.11 SECRETARY. The Secretary shalil attend all meetings of the Board and all meetings of the stockholders and shall record all the proceedings of
the meetings of the stockholders and of the Board in a book to be kept for that purpose and shall perform like duties for the standing committees
when requested by such committees. The Secretary shall give, or cause to be given, required notice of all meetings of the stockholders and the Board,
and shall perform such other duties as may be prescribed by the Board or assigned by the President or Chairman. The Secretary shall have custody of
the stock certificate books and stockholder records and such other books and records as the Board may direct. The Secretary shall have custedy of the
corporate scal of the Corporation and shall have authority to affix the same to any instrument, and when so affixed, it may be attested by the
Secretary's signature. The Board may give general authority to any other officer to affix the seal of the Corporation and to attest the affixing thereof

by his signature.



16

$12 ASSISTANT SECRETARY. Any Assistant Secretary clected by the Board shall have the same duties as prescribed for the Secretary and shall
perform such duties at the direction of the Secretary, to assist the Secretary, and in the absence of the Secretary, at the direction of the Chairman. the
President or any Vice President, and otherwise as directed from time to time by the Chairman, the President or the Board.

513 TREASURER OR CHIEF FINANCIAL OFFICER. The Treasurer or Chief Financial Officer shall have the custody of the corporate funds
and securities and shall keep full and accurate accounts of receipts and disbursements in books belonging to the Corporation, and shall deposit all
moneys and other valuable cffects in the name and to the credit of the Corporation in such depositories as may be designated by the Board. and shail
disburse the funds of the Corporation, as may be ordered by the Board, taking proper vouchers for such disbursements, and shall render to the
Chairman, the President und the Board at its regular meetings, or when the Board so requires, an account of all his transactions as treasurer and of the
financial condition of the Corporation, and shall perform such other duties and have such other powers as the Board, the Chairman or the President
may from time to ime preseribe.

5.14 ASSISTANT TREASURER. Any Assistant Treasurer elected by the Board shall have the same duties as prescribed for the Treasurer and shall
perform such duties at the direction of the Treasurer, to assist the Treasurer, and in the absence of the Treasurer, at the direction of the Chairman, the
President or any Vice Prestdent, and otherwise as directed from time to time by the Chairman, the President or the Board.

ARTICLE 6

CONTRACTS, CHECKS, DRAFTS, BANK ACCOUNTS, ETC.
6.1 EXECUTION OF CONTRACTS. The Board, except as otherwise provided in these Bylaws, may prospectively or retroactively authorize any
officer or officers, employee or employees or agent or agents, in the name and on behalf of the Corporation, to enter into any contract or execute and
deliver any instrument, and any such authority may be general or confined to specific instances, or otherwise limited.

6.2 LOANS. The Board may prospectively or retroactively authorize the President or any other officer, employee or agent of the Corporation to
effect loans and advances at any time for the Corporation from any bank, trust company or other institution, or from any firm, corporation or
individual, and for such loans and advances the person so authorized may make, execute and deliver promissory notes, bonds or other certificates or
cvidences of indebtedness of the Corporation, and, when authorized by the Board so to do, may pledge and hypothecate or transfer any securities or
other property of the Corporation as security for any such loans or advances. Such authority conferred by the Board may be general or confined to
specific instances, or otherwise limited.



6.3 CHECKS, DRAFTS. ETC. All checks, drafts and other orders for the payment of money out of the funds of the Corporation and all evidences of
indebtedness of the Corporation shall be signed on behalf of the Corporation in such manner as shall from time to time be determined by resolution

ot the Board.

64 DEPOSITS. The funds of the Corporation not otherwise employed shall be deposited from time to time to the order of the Corporation with
such banks. trust companies, investment banking firms, financial institutions or other depositaries as the Board may select or as may be selected by
an officer, employee or agent of the Corporation to whom such power to select may from time to time be delegated by the Board.

ARTICLE 7

STOCK AND DIVIDENDS
7.1 CERTIFICATES REPRESENTING SHARES. The shares of capital stock of the Corporation shall be represented by certificates in such form
(consistent with the provisions of Section 138 of the General Corporation Law) as shall be approved by the Board. Such certificates shall be signed
by the Chairman, the President, an Executive Vice President or a Vice President and by the Secretary or an Assistant Secretary or the Treasurer or un
Assistant Treasurer, und may be impressed with the seal of the Corporation or a facsimile thereof. If the Corporation is authorized to issue direct
classes of shares or different series within a class, the designations, relative rights, preferences, and limitations applicable to each class and the
variations in rights, preferences, and limitations determined for each series (and the authority of the Board to determine variations for future series)
shall be summarized on the front or back of each certificate of shares of such class or series. Alternatively, each certificate may state conspicuously
on its front or back that the Corporation will furnish the Stockholder this information on request in writing and without charge. Afl certificates for
shares shall be consccutively numbered or otherwise identified. The name and address of the person to whom the shares represented thereby are
issued, with the number of shares and date of issue, shall be entered on the stock transfer books of the Corporation. The signatures of the officers
upon a certificate may be facsimiles, if the certificate is countersigned, manually or by facsimile signature, by a transfer agent or registrar other than
the Corporation itself or its employee. [n case any officer, transfer agent or registrar who has signed or whose facsimile signature has been placed
upon any certificate shall have ceased to be such officer, transfer agent or registrar before such certificate is issued, such certificate may, unless
otherwise ordered by the Board, be issued by the Corporation with the same effect as if such person were such officer, transfer agent or registrar at

the date of issue.
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7 2 TRANSFER OF SHARES. Transters of shares of capital stock of the Corporation shall be made only on the books of the Corporation by the
holder thereof or by the holder's duly authorized attorney appointed by a power of attorney duly executed and filed with the Secretary or a transfer
agent of the Corporation, and on surrender of the certificate or certificates representing such shares of capital stock properly endorsed for transfer
and upon payment of all necessary transfer taxes. Every certificate exchanged. returned or surrendered to the Corporation shall be marked
“Canceled.” with the date of cancellation. by the Secretary or an Assistant Secretary or the transfer agent of the Corporation. A person in whose name
shares of capital stock shall stand on the books of the Corporation shall be deemed the owner thereof to receive dividends, to vote as such owner and
for all other purposes as respects the Corporation. No transfer of shares of capital stock shall be valid as against the Corporation, its Stockholders and
creditors for any purpose, except to render the transferee liable for the debts of the Corporation to the extent provided by law. until such transfer shall

have been entered on the books of the Corporation by an entry showing from and to whom transferred.

7.3 TRANSFER AND REGISTRY AGENTS. The Corporation may from time to time maintain one or more transfer offices or agents and registry
offices or agents at such place or places as may be determined from time to ime by the Board.

7.4 LOST, DESTROYED. STOLEN AND MUTILATED CERTIFICATES. The holder of any shares of capital stock of the Corporation shall
immediately notify the Corporation of any loss, destruction, theft or mutilation of the certificate representing such shares. and the Corporation may
issue a new certificate to replace the certificate alleged to have been lost, destroyed, stolen or mutilated. The Board may. in its discretion, as a
condition to the issue of any such new certificate, require the owner of the lost, destroyed. stolen or mutilated certificate. or his or her leyal
representatives, to make proof satisfactory to the Board of such loss, destruction, theft or mutilation and to advertise such fact in such manner as the
Board may require, and to give the Corporation and its transfer agents and registrars, or such of them as the Board may require, a bond in such form,
in such sums and with such surety or sureties as the Board may direct, to indemnify the Corporation and its transfer agents and registrars against any
claim that may be made against any of them on account of the continued existence of any such certificate so alleged to have been lost, destroyed,
stolen or mutilated and against any expense in connection with such claim.

7.5 RULES AND REGULATIONS. The Board may make such rules and regulations as it may deem expedient, not inconsistent with these Bytaws
or with the Certificate of Incorporation, concerning the issue, transfer and registration of certificates representing shares of its capital stock.

7.6 RESTRICTION ON TRANSFER OF STOCK. A written restriction on the transfer or registration of transfer of capital stock of the Corporation,
if permitted by Section 202 of the General Corporation Law and noted conspicuously on the certificate '
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representing such capital stock, muy be enforced against the holder of the restricted capital stock or any successor or transferee of the holder.
meluding an executor, administrator, trustee, guardian or other fiduciary entrusted with like responsibility for the person or estate of the holder.
Unless noted conspicuously on the certificate representing such capital stock. a restriction, even though permitted by Section 202 of the General
Corporation Law, shall be ineffective except against a person with actual knowledge of the restriction. A restriction on the transfer or registration of
transter of capital stock of the Corporation may be imposed either by the Certificate of Incorporation or by an agreement among any number of
Stockholders or among such Stockholders and the Corporation. No restriction so imposed shall be binding with respect to capital stock issued prior to
the adoption of the restriction unless the holders of such capital stock are parties to an agreement or voted in favor of the restriction.

7.7 DIVIDENDS, SURPLUS. ETC. Subject to the provisions of the Certificate of Incorporation and of law, the Board:

7.7.1  may declare and pay dividends or make other distributions on the outstanding shares of
capital stock in such amounts and at such time or times as it, in its discretion. shall deem advisable
giving due consideration to the condition of the affairs of the Corporation;

7.7.2 may use and apply, in its discretion. any of the surplus of the Corporation in purchasing or
acquiring any shares of capital stock of the Corporation, or purchase warrants therefor, in
accordance with law, or any of its bonds, debentures, notes, scrip or other securities or evidences
of indebtedness: and

7.7.3 may set aside from time to time out of such surplus or net profits such sum or sums as, in its
discretion, it may think proper, as a reserve fund to meet contingencies, or for equalizing
dividends or for the purpose of maintaining or increasing the property or business of the
Corporation, or for any purpose it may think conducive to the best interests of the Corporation.

ARTICLE 8
BOOKS AND RECORDS
8.1 BOOKS AND RECORDS. There shall be kept at the Office of the Corporation correct and complete records and books of account recording

the financial transactions of the Corporation and minutes of the proceedings of the Stockholders, the Board and any committee of the Board. The
Corporation shall keep at its principal office, or at the office of the transfer agent or registrar of the Corporation, a record
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contarung the names and addresses of 4il Stockholders, the number and class of shares held by cach and the dates when they respectively became the

owners of record thereof.

8.2 FORM OF RECORDS. Any records mantamed by the Corporation 1n the regular course of 1ts business, including its stock fedger, books of
account, and munute books, may be kept on, or be in the form of. punch cards, magnetic tape, photographs, microphotographs. or any other
information storage device, provided that the records so kept can be converted into clearly legible written form within a reasonable nme. The
Corporation shall so convert any records so Kept upon the request of any person entitled to inspect the same.

$.3 {INSPECTION OF BOOKS AND RECORDS. Except as otherwise provided by law, the Board shall determine from time to time whether,
and. 1f allowed. when and under what conditions and regulations, the accounts, books, minutes and other records of the Corporanion, or anv of them,

shall be open to the Stockholders for inspection.
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ARTICLE 9

SEAL
The corporate seal, if the Board elects to adopt one. shall have inscribed thereon the name of the Corporation, the vear of its organization and the
words "Corporate Seal. Delaware.” The seal may be used by causing it or a facsimile thereof to be impressed or affixed or otherwise reproduced.

ARTICLE 10

FISCAL YEAR
The fiscal year of the Corporation shall end on December 31 of each calendar year, and may be changed, by resolution of the Board.

ARTICLE 11

PROXIES AND CONSENTS

Unless otherwise directed by the Board, the Chairman, the President, any Executive Vice President, any Vice President, the Secretary or the
Treasurer, or any one of them, may execute and deliver on behalf of the Corporation proxies respecting any and all shares or other ownership
interests of any Other Entity owned by the Corporation appointing such person or persons as the officer executing the same shall deem proper to
represent and vote the shares or other ownership interests so owned at any and all meetings of holders of shares or other ownership interests, whether
general or special, and/or to execute and deliver consents respecting such shares or other ownership interests; or any of the aforesaid officers may
attend any meeting of the holders of shares or other ownership interests of such Other Entity and thereat vote or exercise any or all other powers of
the Corporation as the holder of such shares or other ownership interests.

ARTICLE 12

OFFICES
12.1 REGISTERED OFFICE. The registered office of the Corporation shall be at 32 Loockerman Square, Suite L-100, in the City of Dover,
County of Kent, State of Delaware. The registered agent of the corporation at such address is The Prentice-Hall Corporation System, Inc.



22

122 OTHER OFFICES. The Corporation may also have offices, including its principal office, at such other places both within and without the
State of Delaware us the Board of Directors may from time to time determine or the business of the Corporation may require.

ARTICLE 13

EMERGENCY BYLAWS
Unless the Certificate of Incorporation provides otherwise, the following provisions of this Article 13 shall be effective during an emergency
resulting from an attack on the United States or during any nuclear or atomic disaster or during the existence of a similar catastrophe. During such

cemergency:

[3.1 NOTICE TO BOARD MEMBERS. Any one member of the Board or any one of the following officers: Chairman. President. any Executive
Vice President. any Vice President, Secretary, or Treasurer, may call a meeting of the Board. Such person shall use reasonable efforts to notify al!
members of the Board, but notice of such meeting need be given only to those Directors whom after reasonable effort it is practicable to reach. and
may be given in any practical manner, including by publication and radio. Such notice shall be given at least six hours prior to commencement of the

meeting.

13.2 TEMPORARY DIRECTORS AND QUORUM. One or more officers of the Corporation present at the emergency Board meeting, as is
necessary to achieve a quorum, shall be considered to be Directors for the meeting, and shall so serve in order of rank, and within the same rank, in
order of seniority. [n the event that less than a quorum of the Directors are present (including any officers who are to serve as Directors for the

meeting), those Directors present (including the officers serving as Directors) shall constitute a quorum. Notwithstanding the foregoing, no meeting
of the Board shall take place pursuant to this Article 13 without the presence of at least three Directors (not including officers serving as Directors for

the meeting).
13.3 ACTIONS PERMITTED TO BE TAKEN. The Board as
constituted in Section 13.2 hereof, and after notice as set forth in Section 13.1 hereof may:

13.3.1 prescribe emergency powers to any officer of
the Corporation;

13.3.2 delegate to any officer or Director, any of the powers of the Board;
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13.3.3 designate lines of succession of officers and agents, in the event that any of them are unable to
discharge their duties;

13.3.4 relocate the principal place of business, or designate successive or simultaneous principal places of
business: and

13.3.5 take any other action reasonably necessary to carry on the business of the Corporation.

134 EFFECTIVENESS OF EMERGENCY BYLAWS. To the extent that they are not inconsistent with the
provisions of this Article 13, all other provisions of these Bylaws shall remain in effect during an emergency.
Upon termination of the emergency, the provisions of this Article 13 shall cease to be operative.

ARTICLE 14

AMENDMENTS
Except as otherwise expressly specified in the Certificate of Incorporation or these Bylaws, the Board may from time to time adopt, amend or repeal
the Bylaws; provided, however, that any Bylaws adopted or amended by the Board may be amended or repealed, and any Bylaws may be adopted, by
a vote of the Stockholders having at least two-thirds of the voting power of the then issued and outstanding shares of capital stock of the Corporation.

* % x
CERTIFICATION
The undersigned, in his capacity as Secretary of the Corporation, hereby certifies that the foregoing is the Amended and Restated Bylaws of the
Corporation adopted by the Board of the Corporation on this day of July, 1998.

Michael A. Lubin
Secretary of Pathnet, Inc.



Exhibit 10.1.3
Amendment #5 to Master Agreement
Dated 8 August, 1997 between Pathnet. Inc.
and NEC America, Inc.

Except as expressed herein. the terms and conditions of the Master Agreement remain in full force and effect:

Article 2. Scope of Contract

22 Modify () to read, "Appendix A - Sellers Quotation,
DCQY8-M2I00354A,  dated 9/18/98,  excluding General Terms and
Conditions”.

Article 3. Prices
Delete “"Subject to Section 3.2, the pricing stated in Appendix
A is valid for orders placed within three years from the
signing of this Agreement and is" and modify first paragraph
to read, "Subject to Article 3.2, the pricing stated in
Appendix A hereto is valid for orders placed from the date
9/18/98 for the balance of the Master Agreement term, subject
to Article 3.5  below, as expressed in Articte 5. Term and
Option, and is "

35 Delete in its entirety Amendment #3 and replace in the Master
Agreement  with the following, "At the end of calendar year
1999, the Parties agree to have a good faith negotiation to
reach  mutually beneficial prices for the balance of the
Agreement  term. In  consideration of the prices stated in
Appendix A hereto, Buyer agrees to hold Seller as the primary
supplier of digital microwave equipment as listed in Appendix
A with a minimum share of purchase volume in U.S. dollars of

60% with Buyer having a two supplier relationship and 50% with
Buyer having a three supplier refationship.

Furthermore, Buyer agrees it shall purchase from  Seller,
Equipment in a  cumulative amount of no less than
$200,000,000.00 U.S. dollars by the end of calendar year 2002.

As part of this commitment, in good faith effort, Buyer will

procure no less than a quantity of 700 T/R's (digital
microwave  terminals) each six month period beginning 9/18/98.

Buyer's failure to meet this T/R commitment level as set forth

herein shall result in the sole and exclusive remedy of Seiler

as follows: Seller shall reserve the right to withdraw the
pricing levels set forth in this Agreement  for  subsequent
purchases of Equipment.”

36 Modify to read, "The pricing set forth in Appendix A hereto is
applicable to any orders placed  after 9/18/98."
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Product Support, Training and Other Support

Product support and Training shall be performed as stated in
the Product Line Support Policy in Appendix A. [n addition to
this Appendix, Seller shall provide Sales Engineering support

to Buver on an "as needed” basis at no cost during the term of

this Aygreement,

Scller agrees to provide training on an agrecd upon scheduled

basis to any new Buyer or Buyer Company engineering personnel
and Buyer operations personnel. Such training can be either at

Seller's facility in Herndon, VA or Buyer's facilities in
Washington, D.C. or Richardson, Texas. For training at Buyer

or  Buyer's Company's  facility, Buyer  agreesto reimburse
Seller for the instructor's reasonable travel and  living

expense only.

Seller agrees to  provide Buyer: two hops of radio in
terminal-terminal arrangement configured as  follows: 1X1,
frequency diversity/space diversity with switchover
processors. One hop would be installed in each of the Buyer
facilities in Washington, D.C. and Richardson, Texas.

In a good faith effort and to the extent reasonably feasible,
Seller to provide for Seller radio and multiplexer product -
including any enhancements or modifications thereto, (1)
detailed specification for the OS (Operation System) to NE
(Network Element) operations communications path. This will
include detailed specifications on how the network elements

may be accessed directly or indirectly by the OS and
identifying the protocols used for OS to NE operations and NE

to NE  operations. Conformance statements to all relevant
protocols at the physical, data link, transport, session,
presentation and application layer should be provided. Use of
the proprietary or non-standard protocol implementations must

be identified; (i1) a detailed description of the management
interfaces and functionality implemented at the application
layer described in terms of GDMO or TL-1; (ii1) a technical
contact available to support Buyer during OS development. This

point of contact should possess a detailed understanding of
the protocol interfaces and the network management
applications implemented on the NE. The primary  means of
contact will be through email to both Wally Strader (Director,

Systems  Engineering) and Robert Lowell (Director, Customer
Engineering) or their successors, if any. To assist Seller in

its response, each such contact should include a priority
listing ranking of either a Level One, Two or Three inquiry
(Level One to denote in need of a response within less than a
week.  Level Two or denote in need of response within one to
two weeks, and Level Three to denote in need of response
beyond two weeks), and (iv) notification to Buyer in the event

of any modifications to the above TMN interfaces or
communication protocols for new product releases and the
appropriate documentation and  support provided as describe
above.

In good faith effort and to the extent reasonably feasible,
Seller will test the current 20008 radio to Bellcore's Network

Equipment  Building System  (NEBS) requirements. Such tests
shall be conducted by either an  independent third party
testing facility or by the manufacturer as  witnessed by a
third party. The testing criteria shall be those elements off

NEBS only that are applicable to the 20008 radio



cquipment and that Seller has stated either meet or may meet the NEBS standard. Seller's intention is to assist Buyer,
where and when practical, in using these tests' resuits to obtain collocation approval.

Furthermore, in a good faith effort, Selter will design, build and make available during the term of this Master Agreement. a
new enhanced verston of the 20008 radio. This new version will be in significant compliance with the NEBS' standard.

NEC America, Inc. Pathnet, Inc.

By: s Patrick Stewart By: /s/David Schaeffer
P. Stewart D. Schaeffer

Title: AGM, RCSD Title: Chairman

Date: 11/19.98 Date: 11:20/98




Exhibit 10.10.2
THIRD AMENDMENT TO LEASE

THIS THIRD AMENDMENT TO LEASE (this "Third Amendment") is entered into as of the 1st day of September 1998 (the "Effective Date") by
and between 6715 Kenilworth Avenue General Partnership ("Landlord”) and Pathnet. Inc. ("Tenant").

RECITALS

A. Landlord and Tenant are partics to that certain Lease Agreement dated August 9, 1997, as amended by that certain Amendment to Lease dated
March 5, 1998 and that Second Amendment to Lease dated May [, 1998 (together, the"Lease").

B. Landlord and Tenant desire to add certain premises to the Lease and make certain other modifications to the Lease as more particularly set
forth herein.

NOW, THEREFORE, in consideration of the mutual promises of the parties and other good and valuable consideration, the receipt and sufficiency
of which are hereby acknowledged, the partics hereby agree as follows:

1. PREMISES. From and after the Effective Date, the area described in Exhibit A, attached hereto and
incorporated herein, located on the first floor of the building containing the Premises and consisting of approximately
1,500 square feet, is hereby incorporated into the Premises for all purposes.

2. RENT. In Paragraph 3 of the Lease, as amended by the Second Amendment to Lease, (i) the number
"$305,860.00" is hereby deleted and the number "335,860.00" is inserted in its place; and (ii) the number "25,488.33" s
hereby deleted, and the number "27,988.00" is inserted in its place.

3. SECURITY DEPOSIT. As of the date hereof, Tenant has increased the Security Deposit under the Lease
by delivering to Landlord, and Landlord hereby acknowledges receipt of, the sum of $2,500. The parties acknowledge
that the Security Deposit is currently $19,493.33.

4. IMPROVEMENTS. The parties acknowledge that certain
improvements will be constructed in the Premises pursuant to a

separate agreement.

5. CAPITALIZED TERMS. All capitalized terms not defined herein
shall have the meanings ascribed to such terms in the Lease.

6. RATIFICATION. Except as expressly modified herein, the Lease
remains in full force and effect in accordance with its terms.

[SIGNATURES BEGIN ON FOLLOWING PAGE]|



EXECUTED. under seal. as of the day and year first written above,
LANDLORD:
6715 KENILWORTH AVENUE GENERAL PARTNERSHIP
BY; /s/David Schaeffer

David Schaeffer
General Partner

TENANT:
PATHNET, INC.

BY: /yWilliamR. Smedberg V

William R. Smedberg V
Vice President, Finance and
Corporate Development




Exhibit 21 1
SUBSIDIARIES OF THE COMPANY

Pathnet Finance [, LLC, a Delaware limited liability company.

Pathnet/[daho Power License, LLC, a Delaware limited liability company.
Pathnet/ [daho Power Equipment, LLC, a Delaware limited liability company.
Pathnet BNSF Equipment, LLC, a Delaware limited liability company.

Pathnet Fiber Optics, LLC, a Delaware limited liability company.



<ARTICLE=S

~LEGEND>

The schedule contains summary financial information extracted from the Company’s

balance sheet as of September 30, 1998 and the Statements of Operations for the
year ended December 31, 1998 and is qualified in its entirety by reference to

such financial statements.

<LEGEND>

<CIK > 0001061148

<NAME> Pathnet, Inc.

<MULTIPLIER> 1.000

<PERIOD-TYPE> 12-MOS

<FISCAL-YEAR-END> DEC-31-1998
<PERIOD-START>  JAN-01-1998

<PERIOD-END> Dec-31-1998

<CASH> 57,322
<SECURITIES> 97.896
<RECEIVABLES> 3,207
<ALLOWANCES> 0
<INVENTORY> 0
<CURRENT-ASSETS> 162,479
<PP&E> 48,760
<DEPRECIATION> 789
<TOTAL-ASSETS> 365,414
<CURRENT-LIABILITIES> 20.280
<BONDS> 346,212
<PREFERRED-MANDATORY> 35970
<PREFERRED> 0
<COMMON> 29
<OTHER-SE> (37,077)
<TOTAL-LIABILITY-AND-EQUITY> 365,414
<SALES> 1,584
<TOTAL-REVENUES> 1,584
<CGS> 7,548
<TOTAL-COSTS> - 7,548
<OTHER-EXPENSES> 0
<LOSS-PROVISION> 0
<INTEREST-EXPENSE> 32,572
<INCOME-PRETAX> (36,297)
<INCOME-TAX> 0
<INCOME-CONTINUING> (36,297)
<DISCONTINUED> 0
<EXTRAORDINARY> 0
<CHANGES> 0
<NET-INCOME> (36.297)
<EPS-PRIMARY> (12.51)

<EPS-DILUTED> (1251




SECURITIES AND EXCHANGE COMMISSION
| Washington, D.C. 20549

FORM 10-Q

(mark one) ,

[X] QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934

For the quarterly period ended June 30, 1999
OR
[ ]  TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934 )

For the transition period from _to

Commission File No. 333-53467
Pathnet, Inc.

(Exact name of registrant as specified in its charter)
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(State or other jurisdiction of (.R.S. Employer
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PartL Flnancial Information

Item 1. Financial Statements

PATHNET, INC. AND SUBSIDIARIES

(Development Stage Enterprises)
CONSOLIDATED BALANCE SHEETS

Juane 30, December 31,
1999 1998
(unaudited)
ASSETS
Cash and cash equivalents $ 133,873,303 $ 57,321,887
Note receivable - 3,206,841
Interest receivable 1,526,548 3,848,753
Marketable securities available for sale, at market 37,139,322 97,895,773
Prepaid expenses and other current assets 1,036,619 205,505
Total current assets 173,576,192 162,478,759
Property and equipment, net 83,953,304 47,971,336
Deferred financing costs, net 9,980,583 10,508,251
Restricted cash 7,890,070 10,731,353
Marketable securities available for sale, at market 33,608,139 71,899,757
Pledged marketable securities held to maturity 41,775,320 61,824,673
Other assets 189,646 .
Total assets $ 350,973,255 $ 365,414,129

LIABILIT IES, MANDATORILY REDEEMABLE PREFERRED STOCK
AND STOCKHOLDERS' EQUITY (DEFICIT)

$ 10,708,263

Accounts payable $ 19,714,034
Accrued interest 8,932,294 8,932,294
Accrued expenses and other current liabilities 1,342,003 639,688

Total current liabilities 29,988,331 20,280,245
12 1/4% Senior Notes, net of unamortized bond discount of $3,583,125 and $3,787,875

‘respectively ‘ 346,416,875 346,212,125
Other non-current liabilities 184,388 ’ -

Total liabilities 376,589,595 366,492,370
Series A convertible preferred stock, $0.01 par value, 1,000,000 shares authorized, issued

and outstanding at June 30, 1999 and December 31, 1998, respectively (liquidation

preference $1,000,000) 1,000,000 1,000,000
Series B convertible preferred stock, $0.01 par value, 1,65 1,046 shares authorized, issued

and outstanding at June 30, 1999 and December 31, 1998, respectively (liquidation

preference $5,033,367) 5,008,367 5,008,367
Series C convertible preferred stock, $0.01 par value, 2,819,549 shares authorized, issued

and outstanding at June 30, 1999 and December 31, 1998, respect:vely (liquidation

preference $30,000,052) ' 29,961,272 29,961,272

Total mandatorily redeemable preferred stock 35,969,639 35,969,639
Common stock, $0.01 par value, 60,000,000 shares authorized at June 30, 1999 and

December 31, 1998, respectively; 2,906,860 and 2,902,358 shares issued and

outstanding at June 30, 1999 and December 31, 1998, respectively 29,068 29,024
Deferred compensation (709,912) (978,064)
Additional paid-in capital 6,161,450 6,156,406
Accumulated other comprehensive (loss) income (121,224) 208,211
Deficit accumulated during the development stage (66,945,361) (42,463,457)

Total stockholders' equity (deficit) (61,585,979) (37,047,380)

$ 350,973,255

$ 365,414,129

Total liabilities, mandatorily redeemable preferred stock and stockholders’ equity (deficit)

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




Revenue

Operating expenses:
Cost of revenue :
Selling, general and administrative
Depreciation expense
Total operating expenses
Net operating loss
Interest expense.
Interest income
Write-off of initial public offering costs
Other income (expense), net
Net loss
Basic and diluted loss per
common share

Waighted average number of
common shares outstanding

PATHNET, INC. AND SUBSIDIARIES

(Development Stage Enterprises)
CONSOLIDATED STATEMENTS OF OPERATIONS
(uzaudited) )
For the period
‘ August 25, 1995
For the three months ended For the six months ended (date of inception)
June 30, June 30, to June 30,
1999 1998 1999 1998 1999
s 864,815 S 475000 $_ 1,690,919 s 575,000 $ 3437958
2,669,255 3,019,928 5,320,455 3,764,507 12,868,075
3,507,704 2,473,078 6,303,064 4,027,357 21,928 413
1,033,300 111,522 1,570,939 111,522 2,359,770
7,210,259 5,604,528 13,194,458 7,903,386 37,156,258
(6,345,444) (5,129,528)  (11,503,539) (7,323,386) (33,718,300)
(10,060,626) (9,868,348)  (20,330,837) (9,868,348) (53,318,648)
3,378,137 4,488,172 7,192,745 4,002,189 21,307,981
- - - - (1,354,534)
71,631 - 159,727 - 157,140
$ (12,956,302) $_(10,509,704) § (24,481,904) s (13,194,545) $_(66,926,361)
S (4.46) ] (362 $ (8.43) s (4.55) S (23.07)
2,905,383 2,902,358 2,904,166 901,693 2901214

The accompanying notss are an intsgral part of thess consolidated financial statements,



PATHNET, INC. AND SUBSIDIARIES
(Development Stage Enterprises)
CONSOLIDATED STATEMENTS OF COMPREHENSIVE INCOME (LOSS)

(unaudited)

For the period

August 25, 1995
For the three months ended For the six months ended (date of inception)

June 30, June 30, to June 30,
1999 1998 1999 1998 1999
Net loss $ (12,956,302) $§ (10,509,704) $§ (24,522,639) $ (13,194,545) § (66,926,361)
Other comprehensive income (loss):
Net unrealized gain (loss) on marketable

securities available for sale (195,544) (51,855) (329,435) (51,855 (121,224)
Comprehensive loss $ (13,151,846) $ (10,561,559) $ (24,852,074) § (13,246,400) $ (67,047,585)

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




PATHNET, INC. AND SUBSIDIARIES

(Development Stage Enterprises)
CONSOLIDATED STATEMENTS OF CASH FLOWS
(Unaudited)
For the period
August 25, 1995
For the six months ended (date of inception)
June 30, : June 30,
1999 1998 1999
Cash flows from operating activities:
Net loss § (24481,504) § (13,194,545) § (66,926,361)
Adjustment to reconcile net loss to net cash used in operating activities . ‘
Depreciation expense 1,570,939 111,522 - 2,359,770
Amortization of deferred financing costs 568,403 278,444 1,411,193
Loss on disposal of asset - - 5,500
Write-off of deferred financing costs - 337,910 581,334
Interest expense resulting from amortization of discount on the
bonds payable 204,750 102,375 511,875
Amortization of premium on pledged sccunues 315,738 - 315,738
Stock based compensation 268,152 277,035 969,447
Interest expense for beneficial conversion feature of bridge loan - . 381,990
Accrued interest satisfied by conversion of bridge loan to .
Series B convertible preferred stock - - 33,367
Changes in assets and liabilities: :
Interest receivable 2,321,805 (4,371,634) (2,525,147)
Prepaid expenses and other assets (831,114) (302,884) (1,036,619)
Accounts payable (549,190) 140,477 (41,576)
Accrued interest , - 9,765,973 8,932,294
Accrued expenses and other liabilities 348,887 - 1,735,073 988,574
Net cash used in operating activities ' (20,263,534) - (5,120,254) (54,038,621)
Cash flows from investing activities: ‘
Expenditures for network in progress (27,294,121) (6,560,612) (62,653,245)
Expenditures for property and equipment '(355,655) (1,265,533) (3,561,548)
Sale of marketable securites 98,718,634 ‘ - 98,718,634
Purchase of markstable securities available for sale - (157,153,445) (169,587,319)
Purchase of marketable securities - pledged as collateral - (80,829,045) (83,097,655)
Maturity and sale of merketable securities - pledged as collateral 19,733,615 - 42,004,796
Restricted cash 2,841,283 467,931 (7,890,070)
Repayment of note receivable 3,206,841 9,000 9,000
Net cash provided by (used in) investing activities , . 96,850,597 (245,331,704) (186,057,407)
Cash flows from financing activities:
Issuance of voting and non-voting common stock - . - 1,000
Proceeds from sale of preferred stock - - 35,000,052
Proceeds from sale of Series B convertible preferred stock representing the
conversion of committed but undrawn portion of bridge loan to Series B
convertible preferred stock - 19,999,998 300,000
Proceeds from bond offering - 350,000,000 350,000,000
Proceeds from bridge loan - - 700,000
Exercise of employee common stock options 5,088 81 5,169
Payment of issuance costs for preferred stock offerings T (256,250) (63,780)
Payment of deferred financing costs (40,735) (11,301,859) (11,973,110
Net cash provided by (used in) financing activities (35,647) 358,441,970 373,969,331
Net increase in cash and cash equivalents 76,551,416 107,990,012 133,873,303
Cash and cash equivalents at the beginning of period 57,321,887 7,831,384 -

Cash and cash equivalents at the end of period : $ 133,873,303 $ 115821396 § 133873303

The accompartying notes are an ilntegral part of these consolidated financial statements.




1. THE COMPANY

Pathnet, Inc. (Company) is a privately-held carrier’s carrier, providing digital
telecommunications capacity to under-served and second- and third-tier U.S. markets. Pathnet offers
telecommunications service to inter-exchange carriers, local exchange carriers, internet service
providers, Regional Bell Operating Companies, cellular operators and resellers.

During the second quarter of 1999, Pathnet continued to construct and deploy digital networks
utilizing both wireless and fiber-optic technologies. Pursuant to its agreement with Worldwide Fiber
USA (WFI), the Company began to construct and market a multi-conduit fiber-optic network between
Chicago, Illinois and Denver, Colorado during the second quarter (See note 9 to these Financial

Statements).

As of June 30, 1999, the Company had approximately 3,900 rduté miles of completed network
and approximately 3,800 route miles of network under construction.

The Company's business is funded primarily through equity investments by the Company's
stockholders and $350.0 million aggregate principal amount of 12 %% Senior Notes due 2008 (Semor
Notes) which have been registered under the Securities Act of 1933, as amended.

A substantial portion of the Company's activities to date has involved developing strategic
relationships with railroads, pipelines, utilities and state and local governments (Incumbents) and -
building its network. Accordingly, a majority of its revenues to date reflect only certain consulting and
advisory services in connection with the design, development and construction of digital microwave
infrastructure. The remainder of its revenues to date (approximately 34.3 per cent) has been derived
from the sale of bandwidth along the Company’s digital network. The Company has experienced
significant operating and net losses and negative operating cash flow to date and expects to continue to
experience operating and net losses and negative operating cash flow until such time as it is able to
generate revenue sufficient to cover its operating expenses.

2. BASIS OF ACCOUNTING

While the Company recently commenced providing telecommunication services to customers
and recognizing the revenue from the sale of such telecommunication services, its principal activities
to date have been' securing contractual alliances with Incumbents and partners, designing and
constructing networkpaths, obtaining capital and planning its proposed service. Accordingly, the
Company’s consolidated financial statements are presented as a development stage enterprise, as
prescribed by Statement of Financial Accounting Standards No. 7, “Accounting and Reporting by
Development Stage Enterprises.” As a development stage enterprise, the Company has been relying on
the issuance of equity and debt securities, rather than recurring revenues, for its primary sources of cash

since inception.



In the opinion of management, the accompanying unaudited consolidated financial statements
of the Company and its subsidiaries contain all adjustments (consisting only of normal recurring
accruals) necessary to present fairly the Company's consolidated financial position as of June 30, 1999,
‘and the results of operations and cash flows for the periods indicated. Certain information and footnote
disclosures normally included in financial statements prepared in accordance with generally accepted
accounting principles have been condensed or omitted. These unaudited consolidated financial
statements should be read in conjunction with the financial statements and notes thereto included in the
Company's Annual Report on Form 10-K for the period ended December 31, 1998 filed with the
Securities and Exchange Commission. The results of operations for the three and six months ended June
30, 1999 are not necessarily indicative of the operating results to be expected for the full year.

3. REVENUE RECOGNITION

The Company earns revenue from the sale of telecommunications capacity and for project
management and consulting services. Revenue from the sale of telecommunications capacity is earned
when the service is provided. Revenue for project management and consulting services is recognized
based on the percentage of the services completed. The Company defers revenue when contractual
payments are received in advance of the performance of services.

Revenue from the sale of telecommunications capacity includes revenue earned under
indefeasible right of use agreements. The Company recognizes revenue under such agreements on a
straight-line basis over their term. ‘ '

4.  LOSSPER SHARE

Basic earnings (loss) per share is computed by dividing net income (loss) by the weighted
average number of shares of Common Stock outstanding during the applicable period. Diluted earnings
(loss) per share is computed by dividing net income (loss) by the weighted average common and
potentially dilutive common equivalent shares outstanding during the applicable period. For each of the
periods presented, basic and diluted loss per share are the same. The exercise of 3,264,961 employee
Common Stock options, the exercise of warrants to purchase 1,116,500 shares of Common Stock, and
the conversion of 5,470,595 shares of Series A, B and C convertible preferred stock into 15,864,715
shares of Common Stock as of June 30, 1999, which could potentially dilute basic earnings per share
in the future, were not included in the computation of diluted loss per share for the periods presented
because to do so would have been antidilutive in each case.

5. MARKETABLE SECURITIES

Certain of the Company's marketable securities are considered “available for sale,” and, as such,
are stated at market value. The net unrealized gains and losses on marketable securities are reported as .
part of accumulated other comprehensive income. Realized gains or losses from the sale of marketable
securities are based on the specific identification method.



The following is a summary of the investments in marketable securities at June 30, 1999:

Gross Unrealized

Cost Gains Losses Market Value
Available for sale securities: ‘
U.S. Treasury securities and debt securities ‘
of U.S. Government agencies $ 36,176,664 § 1,083 % 51492 $ 36,126,255
Certificates of deposit and money market
funds 2,882,939 - 19,641 2,863,298
Corporate debt securities 31,809,082 183 __ 51,357 31,757,908

$.70.368.685 1,266 $122490 §_ 70747461

Gross realized gains on sales of available for sale securities were approximétely $72,000 during
the three and six months ended June 30, 1999.



The amortized cost and estimated fair value of available for sale securities by contractual
maturity at June 30, 1999 is as follows:

Cost Market Value
Due in one year or less $ 37,191,270 $ 37,139,322
Due after one year through two years 33.677.415 33.608.139

$ 70868685 % 70747461

Expected maturities may differ from contractual maturities because the issuers of the securities
may have the right to prepay obligations without prepayment penalties.

In addition to marketable securities, the Company has investments in pledged marketable
securities that are pledged as collateral for repayment of interest on the Company’s Senior Notes through
April 2000 and are classified as non-current assets on the consolidated balance sheet. As of June 30,
1999, pledged marketable securities consisted of U.S. Treasury securities classified as held to maturity
with an amortized cost of approximately $41.0 million and interest receivable on the pledged marketable
securities of approximately $0.8 million. All of the investments contractually mature by March 31,

2000.

6. PROPERTY AND EQUIPMENT

Property and equipment, stated at cost, is comprised of the following at June 30, 1999 and
December 31, 1998:

June 30, December 31,

, — 1999 —1998
Network in progress $ 43,927,570 $ 38,669,088
Communications network 38,788,289 - 6,890,686
Office and computer equipment 2,647,243 2,267,647
Furniture and fixtures : 768,528 766,013
Leasehold improvements : 181,444 166,733
86,313,074 48,760,167

Less: accumulated depreciation (2,359.770) (788.831)

$ 83,953,304 $ 47,971,336

Property and equipment, net

Network in progress includes (i) all direct material and labor costs incurred on the construction
of the network together with related allocable interest costs, necessary to construct components of a high
capacity digital network which is owned and maintained by the Company, and (ii) network related
inventory of parts and equipment. The Network in progress balance on June 30, 1999 includes

10



approximately $3.1 million for costs incurred under the Company’s agreement with WFI to construct
a digital fiber optic network and $2.4 million for a right of use under an agreement with Northern Border
Pipeline for microwave access. When a portion of the network has been completed and made available
for use by the Company, the accumulated costs are transferred from network in process to

communications network.

7. RESTRICTED CASH

Restricted cash comprises amounts held in escrow to secure the Company’s obligations under
certain of its Fixed Point Microwave Services Agreements, The funds in each escrow account are
available only to fund the project to which the escrow is related until such project has been completed,
at which time surplus funds will be returned to the Company. Generally, funds are released from escrow
to pay project costs when such costs incurred and agreed upon under the contract. During the three
months ended June 30, 1999, approximately $3.1 million was released from escrow.

8. COMMITMENTS AND CONTINGENCIES

As of June 30, 1999, the Company had capital commitments of up to approxﬁnately
$87.5 million relating to purchases of telecommunication and transmission equipment and its agreement
with WFL (See note 9 to these Financial Statements).

9. FIBER AGREEMENT

On March 31, 1999, the Company signed two agreements with WFI to construct and market a
multi-conduit fiber-optic network between Chicago, Illinois and Denver, Colorado. The total shared
projected cost for this project is in excess of $100 million. The 1,100-mile network between Chicago
and Denver will pass through Des Moines, Iowa; Omaha, Nebraska; and Lincoln, Nebraska. WFI will
lead-manage the project with construction to be completed in two segments. The first segment, Chicago
to Omaha, is expected to be complete in late 1999 with the second segment, Omaha to Denver,

scheduled to come on line in 2000.

'10. SUBSEQUENT EVENT

On August 6, 1999, the Company announced a co-development agreement with Tri-State
Generation and Transmission Association, Inc. (Tri-State), to construct a 400-mile fiber network
connecting Grand Junction, Colorado to Albuquerque, New Mexico. The total projected combined cost
for this route is approximately $40 million. Tri-State and some of its member cooperatives will
contribute up to 50% of the network build costs. :
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Item 2. Management's Discussion and Analysis of Financial Condition and Results of Operations

Certain statements contained in this item constitute forward-looking statements. See. “'Forward-
Looking Statements" below.

Overview

During the first quarter of 1999, Pathnet expanded its business strategy to include construction
and deployment of digital networks utilizing both wireless and fiber-optic technologies. The decision
to incorporate fiber-optic technologies into existing plans for a nationwide network was made to satisfy
demand from potential customers for high-bandwidth facilities.

Due to Pathnet's focus to date on developing its network, the majority of its revenues to date
reflect certain consulting and project management services in connection with the design, development
and construction of digital microwave infrastructure. The remaining portion of its revenues has resulted
from the sale of bandwidth services along its network. The Company has experienced significant
operating and net losses and negative operating cash flow to date and expects to continue to experience
operating and net losses and negative operating cash flow until such time as it is able to generate revenue

sufficient to cover its operating expenses..

Worldwide Fiber Agreement

The Company continued to focus on developing its network in the second quarter of 1999. The
Company entered into agreements with Worldwide Fiber USA (formerly known as Pacific Fiber Link,
LLC) (“WFI”) in March 1999 to construct and market a multi-conduit fiber-optic network between
Chicago, Illinois and Denver, Colorado. The 1,100-mile network will pass through Des Moines, Iowa,

Omaha, Nebraska; and Lincoln, Nebraska.

Results of Operations

During the three months ended June 30, 1999, the Company continued to focus on (i) developing
relationships with railroads, pipelines, utilities and state and local governments (collectively,
“Incumbents”) and partners, (ii) the buildout of its network and (iii) the development of its infrastructure

including the hiring of key management personnel.

Revenue

For the three months ended June 30, 1999 and 1998, the Company generated revenues of
approximately $865,000 and $475,000, respectively. For the three months ended June 30, 1999, the
Company generated revenue from the sale of telecommunications services of approximately $574,000,
together with revenue from consultmg and advisory services in connection with the design, development
and construction of digital microwave infrastructure of approximately $291,000. For the three months
ended June 30, 1998, the Company's revenue consisted primarily of revenue from consulting and
advisory services. For the six months ended June 30, 1999 and 1998, the Company generated revenue
of approximately $1,691,000 and $575,000, respectively. This increase is attributable to revenues from
telecommunications services, which were $1,150,000 in 1999 with no corresponding revenue in 1998.
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The Company expects that the majority of future revenue will be generated from the sale of
telecommunications services.

Operating Expenses

For the three months ended June 30, 1999 and 1998, the Company incurred operating expenses
of approximately $7.2 million and $5.6 million, respectively. For the six months ended June 30, 1999
and 1998, the Company incurred operating expenses of approximately $13.2 million and $7.9 million,
respectively. The increase in both periods is primarily a result of the continued activity in the buildout
of the Company’s network and additional staff costs incurred as part the development of the Company’s
infrastructure. The Company expects selling, general and administrative expenses to continue to increase
in the remainder of 1999 as additional staff is added. Cost of revenue reflects direct costs associated
with performance of construction, management services and costs incurred in connection with the
provision of telecommunications services.

Interest Expense .

Interest expense for the three months ended June 30, 1999 and 1998 was approximately
$10.1 million and $9.9 million, respectively. Interest expense for the six months ended June 30, 1999
and 1998 was approximately $20.3 million and $9.9 million, respectively. Interest expense primarily
represents interest on the Company’s 12 %% Senior Notes due 2008 issued in April 1998 (the “Senior
Notes”) together with the amortization expense related to bond issuance costs in respect of the Senior

Notes.

Interest Income

Interest income for the three months ended June 30, 1999 and 1998 was approximately
$3.4 million and $4.5 million, respectively. The decrease in interest income reflects a decrease in cash
and cash equivalents and marketable securities as those funds were used in building the Company’s
network and funding operations. Interest income for the six months ended June 30, 1999 and 1998 was
approximately $7.2 million and $4.0 million, respectively. The increase in interest income is a result
of the funds from the Senior Notes generating income over a six month period versus a three month

period in 1998.

Liquidity and Capital Resources

The Company expects to continue to generate cash primarily from external financing and, as its
network matures, from operating activities. The Company’s primary uses of cash will be to fund capital
expenditures, working capital and operating losses. . Deployment of the Company’s digital network and
expansion of the Company'’s operations and services will require significant capital expenditures. Capital
expenditures will be used primarily for continued development and construction of its network,
implementation of the Company's sales and marketing sﬁategy and constructing and improvement of
the Company's Network Operations Center. During the first six months of 1999, cash used in operations
was $19.5 million; cash provided by investing activities was $96.1 million, including the sale of
marketable securities of $98.7 million, partially offset by $28.1 million of capital expenditures.
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As of June 30, 1999, the Company had capital commitments of approximately $87.5 million
relating to telecommunications and transmission equipment and its agreement with WFL. It is anticipated
that these will be met with current resources of the Company and with the sale of dark and lit fiber

capacity.

As of June 30, 1999, the Company had approximately $204.6 million of cash, cash equivalents
and marketable securities classified as available for sale to fund future operations. The Company
expects these resources will be sufficient to fund the implementation of the Company's business plan
through June 30, 2000.

After such time, the Company expects to be required to procure additional financing which may
include commercial bank borrowings, additional vendor financing or the sale or issuance of equity or
debt securities. There can be no assurance the Company will be successful in raising sufficient capital
or in obtaining such financing on terms acceptable to the Company.

Pursuant to a Commitment Letter between Lucent Technologies, Inc. (“Lucent”) and the
Company that was executed in connection with the supply agreement between Lucent and the Company
(the “Commitment Letter”), Lucent may provide financing of up to approximately $400 million for fiber
purchases for the construction of the Company’s network and may provide or arrange financing for
future phases of such network. Under the terms of the Commitment Letter, the total amount of financing
provided by Lucent will not exceed $1.8 billion of the $2.1 billion potential value of the supply
agreement. Certain material terms of the Company's agreements with Lucent, including the terms of the
Commitment Letter, are currently under review by Lucent and the Company. There can be no assurance
that the transactions, including the financing contemplated by Commitment Letter, will be consummated
at all or consummated on the terms described above. In addition, the Company may require additional
capital in the future to fund operating deficits and net losses and for potential strategic alliances, joint

ventures and acquisitions.

Because the Company's cost of designing and building its network and operating its business,
as well as its revenues, will depend on a variety of factors (including, among other things, the ability of
the Company to meet its roll-out schedules, its ability to negotiate favorable prices for purchases of
network equipment, the number of customers and the services and products they purchase, regulatory
changes and changes in technology), actual costs and revenues will vary from expected amounts,
possibly to a material degree, and such variations are likely to affect the Company's future capital
requirements. Accordingly, there can be no assurance that the Company’s actual capital requirements
will not exceed the anticipated amounts described above.

Year 2000

The Year 2000 issue exists because many computer systems and software applications use two
digits rather than four digits to designate an applicable year. As a result, the systems and applications
may not properly recognize the Year 2000, or process data that includes that date, potentially causmg
data miscalculations or inaccuracies or operational malfunctions or failures.

In the fourth quarter of 1998, the Company began a corporate-wide program to ready its
technology systems and non-technology systems and software applications for the Year 2000. The
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Company's objective is to target Year 2000 compliance for all of its systems, including network and
customer interfacing systems, and has grouped these systems into one of six compliance areas: Network
Architecture, Internal Infrastructure, Software Applications, Financial Relationships, Supply-Chain
Relationships and Customer Relationships. Because the Company has operated for only a few years,
few legacy systems or applications exist. However, the Company has identified all systems and
applications that may need to be modified or reprogrammed in order to achieve Year 2000 compliance
and is working towards implementing any necessary changes and expects to complete this process by
the end of the third quarter of 1999.

Inventory, assessment and remediation of mission critical software applications is substantially
complete. Inventory and assessment of mission critical hardware systems, including network computing
and network systems engineering, is also substantially complete. Testing and deployment of upgrades
necessary to complete remediation of mission critical systems is expected to be completed by September
30, 1999. The Company is currently formulating contingency plans in the event that certain of its
suppliers or service providers may not be Year 2000 compliant. These plans will continue to be

developed and tested throughout 1999.

As part of its Year 2000 plan, the Company has requested confirmation from its communications
equipment vendors and other key suppliers, financial institutions and customers that their systems will
be Year 2000 compliant. Responses received to-date indicate a high level of Year 2000 compliance at
these companies, however, there can be no assurance that the systems of companies with which the
Company does business will be Year 2000 compliant. The Company expects to continue to receive
additional responses in the next quarter. If the vendors important to the Company fail to provide needed
products and services, the Company's network buildout and operations could be affected and thereby
have a material adverse effect on the Company's results of operations, liquidity and financial condition.
Moreover, to the extent that significant customers are not Year 2000 compliant and that affects their
network needs, the Company's sales could be lower than otherwise anticipated.

The Company’s expenditures to implement its Year 2000 plan have not been material to date and
it does not believe its future expenditures on this matter will be material. Because its existing systems
are relatively new, it does not expect that it will have to replace any of its systems. To the extent it
would have to replace a significant portion of its technology systems, its expenditures could have
material adverse effect on the Company. The Company has hired outside consultants to assist it with
its Year 2000 compliance, but the Company has relied primarily on its existing employees to develop
and implement its Year 2000 compliance strategy. As a result, its expenditures to ensure Year 2000
compliance have not been material to date. The Company expects to continue to use existing employees
for the significant part of its Year 2000 compliance efforts.

- Forward-Looking Statements

Certain statements in this Report, in future filings by the Company with the Securities and
Exchange Commission, in the Company’s press releases and in oral statements made by or with the
approval of an authorized executive officer of the Company constitute forward-looking statements,
including statements which can be identified by the use of forward-looking terminology such as
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"believes," "anticipates," "expects," "may," "will," or "should" or the negative of such terminology or
other variations on such terminology or comparable terminology, or by discussions of strategies that
involve risks and uncertainties, All statements other than statements of historical fact in this Report,
including, without limitation, such statements under the caption "Management's Discussion and Analysis
of Financial Condition and Results of Operations," regarding the Company or any of the transactions
described in this Report or the timing, financing, strategies and effects of such transaction, are forward-
looking statements. Although the Company believes that the expectations reflected in such forward-
looking statements are reasonable, it can give no assurance that such expectations will prove to be
correct. Important factors that could cause actual results to differ materially from expectations include,
without limitation, those described in conjunction with the forward-looking statements in this Report,
as well as the amount of capital needed to deploy the Company's network; the Company's substantial
leverage and its need to service its indebtedness; the restrictions imposed by the Company's current and
possible future financing arrangements; the ability of the Company to successfully manage the cost-
effective and timely completion of its network and its ability to attract and retain customers for its
products and services; the ability of the Company to implement its newly expanded business plan; the
ability of the Company to retain and attract relationships with the incumbent owners of the
telecommunications assets with which the Company expects to build its network; the ability of the
Company to obtain and maintain rights-of-way for the deployment of its network; the Company's ability
to retain and attract key management and other personnel as well as the Company's ablhty to manage
the rapid expansion of its business and operations; the Company’s ability to compete in the highly
competitive telecommunications industry in terms of price, service, reliability and technology; the
Company's dependence on the reliability of its network equipment, its reliance on key suppliers of
network equipment and the risk that its technology will become obsolete or otherwise not economically
viable; and the Company's ability to conduct its business in a regulated environment. The Company does
not intend to update these forward-looking statements. These and other risks and uncertainties affecting
the Company are discussed in greater detail in the Company’s 1998 Annual Report on Form 10-K.

Risk Factors |
Limited History of Operations, Operatmg Losses and Negative Cash Flow

The Company was formed in August 1995 to begm development of its digital network. As of
June 30, 1999, the Company had approximately 3,900 route miles of completed network and
approximately 3,800 route miles of network under construction. In addition, as of June 30, 1999, the
Company was only providing commercial telecommunications service to six customers with several
additional customers awaiting installation. There can be no assurance that the Company will enter into
any additional contracts with Incumbents or other owners of telecommunications assets to obtain rights-
of-way or rights to sites, towers and other assets for the construction of additional network or with
customers for the purchase and sale of bandwidth services, dark or dim fiber or other related services.
As a result of development and operating expenses, the Company has incurred significant operating and
net losses to date. The Company’s operations have resulted in cumulative net losses of $66.9 million
and cumulative net losses before interest income (expense) and income tax benefit of $33 7 million from

inception in 1995 through June 30, 1999
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The Company expects to incur significant operating losses, to generate negative cash flows from
operating activities and to invest substantial funds to construct its digital network during the next several
years. There can be no assurance that the Company will achieve or sustain profitability or generate
sufficient positive cash flow to meet its debt service obligations, capital expenditure requirements or

working capital requirements.
Substantial Leverage, Ability to Service Debt; Restrictive Covenants

The Company is highly leveraged. As of June 30, 1999, the Company had approximately $377
million of indebtedness outstanding. The Company will likely incur substantial additional indebtedness
(including secured indebtedness) for the' development of its network and other capital and operating
requirements. The level of the Company’s indebtedness could adversely affect the Company in a
number of ways. For example, (i) the ability of the Company to obtain necessary financing in the future
for working capital, capital expenditures, debt service requirements or other purposes may be limited;
~ (ii) the Company’s level of indebtedness could limit its flexibility in planning for, or reacting to, changes

in its business; (iii) the Company will be more highly leveraged than some of its competitors, which may
place it at a competitive disadvantage; (iv) the Company’s degree of indebtedness may make it more
vulnerable to a downturn in its business or the economy generally; (v) the terms of the existing and
future indebtedness restrict, or may restrict, the payment of dividends by the Company; and (vi) a
substantial portion of the Company’s cash flow from operations must be dedicated to the payment of
principal and interest on its indebtedness and will not be available for other purposes.

The indenture (the “Indenture™) relating to the Senior Notes and certain of the Company’s
agreements with Incumbents contain, or will contain, restrictions on the Company and its subsidiaries
that will affect, and in certain cases significantly limit or prohibit, among other things, the ability of the
Company and its subsidiaries to create liens, make investments, pay dividends and make certain other
restricted payments, issue stock of subsidiaries, consolidate, merge, sell assets and incur additional
indebtedness. There can be no assurance that such covenants and restrictions will not adversely affect
the Company’s ability to finance its future operations or capital needs or to engage in other business

activities that may be in the interest of the Company.

In addition, any future indebtedness incurred by the Company or its subsidiaries is likely to
impose similar restrictions. Failure by the Company or its subsidiaries to comply with these restrictions
could lead to a default under the terms of the Senior Notes or the Company’s other indebtedness
notwithstanding the ability of the Company to meet its debt service obligations. In the event of such a
default, the holders of such indebtedness could elect to declare all such indebtedness due and payable,
together with accrued and unpaid interest. In such event, a significant portion of the Company’s
indebtedness may become immediately due and payable, and there can be no assurance that the Company
would be able to make such payments or borrow sufficient funds from alternative sources to make any
such payments. Even if additional financing could be obtained, there can be no assurance that it would

be on terms that would be acceptable to the Company.

The successful implementation of the Company’s strategy, including expanding its digital
network and obtaining and retaining a sufficient number of customers, and significant and sustained
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growth in the Company’s cash flow will be necessary for the Company to meet its debt service
requirements. The Company does not currently, and there can be no assurance that the Company will
be able to, generate sufficient cash flows to meet its debt service obligations. If the Company is unable
to generate sufficient cash flows or otherwise obtain funds necessary to make required payments, or if
the Company otherwise fails to comply with the various covenants under the terms of its existing or
future indebtedness, it could trigger a default under the terms thereof, which would permit the holders
of such indebtedness to accelerate the maturity of such indebtedness and could cause defaults under other
indebtedness of the Company. The ability of the Company to meet its obligations will be dependent
upon the future performance of the Company, which will be subject to prevailing economic conditions
and to financial, business, regulatory and other factors.

Significant Capital Requirements; Uncertainty of Additional Financing

Deployment of the Company’s network and expansion of the Company’s operations and services
will require significant capital expenditures, primarily for continued development and construction of
its network and implementation of the Company’s sales and marketing strategy. The Company will need
to seek additional financing to fund capital expenditures and working capital to expand its network
further. The Company may also require additional capital for activities complementary to its currently
planned businesses. )

The actual amount of the Company’s future capital requirements will depend upon many: factors,
including the costs of network deployment in each of its markets, the speed of the development of the
Company’s network, the extent of competition and pricing of telecommunications services in its
markets, other strategic opportunities pursued by the Company and the acceptance of the Company’s
services. Accordingly, there can be no assurance that the actual amount of the Company’s financing
needs will not exceed, perhaps significantly, the current estimates. ‘

There can be no assurance that the Company will be successful in raising additional capital or
on terms that it will consider acceptable, that the terms of such indebtedness or other capital will not
impair the Company’s ability to develop its business or that all available capital will be sufficient to
service its indebtedness. Sources of additional capital may include equipment financing facilities and
public and private equity and debt financing. Failure to raise sufficient funds may require the Company
to modify, delay or abandon some of its planned future expansion or expenditures, which could have a
material adverse effect on the Company’s business, financial condition and results of operations.

Risks of Completing the Company's Network, Market Acceptance

The Company’s ability to achieve its strategic objectives will depend in large part upon the
successful, timely and cost-effective completion of its network, as well as on selling a substantial amount
of its products, including bandwidth services. The successful completion of the Company’s network
may be affected by a variety of factors, uncertainties and contingencies, many of which are beyond the
Company’s control. The Company has gained experience in budgeting and scheduling as it has
completed segments of its network, and although the Company believes that its cost estimates and
buildout schedules relating to the currently planned portions of its network are reasonable, only
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approximately 3,900 route miles under contract have been completed as of June 30, 1999. There can
be no assurance that the Company’s network will be completed as planned at the cost and within the time
frame currently estimated, if at all. In addition, although the Company recently began providing
commercial telecommunications service to six customers with several additional customers awaiting
installation, there can be no assurances that the Company will attract additional purchasers of its
products, including bandwidth services.

The successful and timely construction of the Company’s network will depend upon, among
other things, the Company’s ability to (i) obtain substantial amounts of additional capital and financing
at reasonable cost and on satisfactory terms and conditions, (ii) manage effectively and efficiently the
- construction of its network, (iii) enter into agreements with Incumbents and other owners of
telecommunications assets that will enable the Company to leverage the assets of Incumbents and of
other owners of telecommunications assets, (iv) access markets and enter into customer contracts to sell
bandwidth services and other products on its network, (v) integrate successfully such networks and
associated rights acquired in connection with the development of the Company’s network, including
cost-effective interconnections, (vi) obtain necessary Federal Communication Commission (“FCC”)
licenses, state Public Service Commission (each a "PSC") certifications and other approvals and (vii)
obtain adequate rights-of-way and other property rights necessary to install and operate the fiber portions
of the Company's network. Successful construction of the Company's network also will depend upon
the timely performance by third party contractors of their obligations. There can be no assurance that
the Company will achieve any or all of these objectives. Any failure by the Company to accomplish
these objectives may have a material adverse affect on the Company’s business, financial condition and

results of operations.

The development of the Company’s network and the expansion of the Company’s business may

~ involve acquisitions of other telecommunications businesses and assets or implementation of other
technologies either in lieu of or as a supplement to the technologies contemplated by the Company's
current business plan. In addition, the Company may enter into relationships with inter-exchange
carriers, incumbent Jocal exchange carriers (“ILECs”), competitive local exchange carriers (“CLECs”),
internet service providers, Regional Bell Operating Companies (“RBOCs™), cellular operators and
resellers (“Telecom Service Providers”) or other entities to manage existing assets or to deploy
alternative telecommunications technologies. Furthermore, the Company may seek to serve markets
which are not under-served or second- or third-tier and which may present differing market risks
(including as to pricing and competition). If pursued, these opportunities could require additional
financing, impose additional risks (such as increased or different competition, additional regulatory
burdens and network economics different from those described elsewhere herein) and could divert the
resources and management time of the Company. There can be no assurance that any such opportunity,
if pursued, could be successfully integrated into the Company’s operations or that any such opportunity
would perform as expected. Furthermore, as the Company builds out its network, there can be no
assurance that the Company will enter into agreements with the best-suited Incumbents or such other
owners of telecommunications assets, as the case may be. Moreover, there can be no assurance that the
resultmg network will match or be responsive to the demand for telecommunications capacity or will
maximize the possible revenue to be earned by the Company. There can be no assurance the Company
will be able to develop and expand its business and enter new markets as currently planned. Failure of
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the Company to implement its expansion and growth strategy successfully could have a material adverse
effect on the Company’s business, financial condition and results of operations.

Risks Related to Expansion in Strategy.

On February 3, 1999, the Company announced it had expanded its business strategy to include
construction and deployment of digital networks using both wireless and fiber optic technologies. The
Company has limited experience in designing and budgeting, deploying, operating and maintaining a
fiber network. In addition, the Company could encounter customers with preferences in employing one
technology over another. There can be no assurance the Company will effectively design and budget,
deploy, operate or maintain such facilities or that it will be able to address such potential customer
preferences. Further, there can be no assurance that the fiber network deployed by the Company will
provide the expected functionality.

To the extent that the Company enters into co-development or other partnering arrangements
where the Company’s partner has primary responsibility for key network development matters such as
perfecting rights-of-way or project management, there can be no assurance that such partners will
perform such tasks adequately or that any failures in such performance will not adversely eﬁ'ect the
Company’s financial condition, business or results of operations.

Dependence on Relationship with Incumbents; Rights of Incumbents to Certain Assets

There can be no assurance that existing long-term relatxonshlps with the Company's Incumbents
will be maintained or that additional long-term relationships will result on terms acceptable to the
Company, or at all. If the Company is not successful in negotiating such agreements, its ability to deploy
its network would be adversely affected. ,

The Company does not typically expect to own the underlying sites and facilities upon which the

- wireless portion of its network is deployed. Instead, the Company has entered into and expects to enter
into long-term relationships with Incumbents whereby each such Incumbent agrees to grant to the
Company a leasehold interest in or a similar right to use such Incumbent’s facilities and infrastructure
as is required for the Company to deploy its network. In some cases, system assets may be held by
subsidiaries in which both the Company and the Incumbent own an interest. As a result, the Company
will depend on the facilities and infrastructure of its Incumbents for the operation of its business. Long-
term relationships with Incumbents may expire or terminate if the Company does not satisfy certain
performance targets with respect to sales of telecommunications capacity or fails to commission an
initial communications system within specified time periods. In such cases, certain equipment relating
to the initial communications system will be transferred to the Incumbent. Any such expiration of a
relationship with an Incumbent, and the resulting loss of use of the corresponding system and
opportunity to utilize such segment of its network, could result in the Company not being able to recoup
its initial capital expenditure with respect to such segment and could have a material adverse effect on
the business and financial condition of the Company. In addition, such a loss under certain
circumstances could result in an event of default under the Company’s debt financings. There can be
no assurance that the Company will continue to have access to such Incumbent’s sites and facilities after
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the expiration of such agreements or in the event that an Incumbent elects to terminate its agreement
with the Company. If such an agreement were terminated or expire and the Company were forced to
remove or abandon a significant portion of its network, such termination or expiration, as the case may
be, could have a material adverse effect on the business, financial condition and results of operations of

the Company.

The Company expects to rely significantly on its Incumbents for the maintenance and
provisioning of circuits on the wireless portion of its network. The Company has entered into
maintenance agreements with six Incumbents and expects to enter into agreements with additional
Incumbents pursuant to which, among other things, the Company will pay the Incumbent a monthly
maintenance fee and a provisioning services fee in exchange for such Incumbent providing maintenance
and provisioning services for that portion of the Company’s network that primarily resides along such
- Incumbent’s system. Failure by the Company to enter successfully into similar agreements with other
Incumbents or the cancellation or non-renewal of any of such existing agreements could have a material
adverse effect on the Company’s business. To the extent the Company is unable to establish similar
arrangements in new markets with additional Incumbents or establish replacement arrangements on
systems where a maintenance agreement with a particular Incumbent is canceled or not renewed, the
Company may be required to maintain its network and provision circuits on its network through
establishment of its own maintenance and provisioning workforce or by outsourcing maintenance and
provisioning to a third party. The Company’s operating costs under these conditions may increase.

Need to Obtain and Maintain Rights-of-Way.

The Company expects to obtain easements, rights-of-way, franchises and licenses from various
private parties, ILECs , utilities, railroads, long distance companies, state highway authorities, local
governments and transit authorities in order to construct and maintain its fiber optic network. If the
Company were to acquire rights-of-way directly from a governmental authority, it would be directly
affected by state and local law. To the extent that the Company obtains rights-of-way from others, it
would be indirectly affected by state and local law. There is a possibility that disputes may arise with
the licensing authority or a competitor, the result of which may favor a competitor of the Company.
Such disputes could impose legal and administrative costs on the Company, including out-of-pocket
expenses and lost market opportunity because of delays. Further, the Company may be subject to
franchise fees imposed by state and local governments. In addition, the Company may require pole
attachment agreements with utilities and ILECs to operate existing and future networks, and there can
be no assurance that such agreements will be obtained on reasonable terms and in a timely manner.

There can be no assurance that the Company will be able to obtain and maintain the additional
rights and permits needed to build its fiber optic network and otherwise implement its business plan on
acceptable terms. The failure to enter into and maintain required arrangements for the Company’s
network could have a material adverse effect on the Company’s business, financial condition and results
of operations. There can be no assurance that, once obtained, the Company will continue to have access
to existing rights-of-way and franchises after the expiration of such agreements. If a franchise, license
or lease agreement were terminated and the Company were forced to remove or abandon a significant
portion of its network, such termination could have a material adverse effect on the Company.
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Management of Growth and Risks Associated with Possible Acquisitions, Strategic Alliances and
Joint Ventures. '

The Company’s expanded business plan may, if successfully implemented, result in rapid
expansion of its operations. Rapid expansion of the Company’s operations may place a significant strain
on the Company’s management, financial and other resources. The Company’s ability to manage future
growth, should it occur, will depend upon its ability to monitor operations, control costs, maintain
regulatory compliance, maintain effective quality controls and expand significantly the Company’s
internal management, technical, information and accounting systems and to attract and retain additional
qualified personnel. Furthermore, as the Company’s business develops and expands, the Company will
need additional facilities for its growing workforce. There can be no assurance that the Company will
successfully implement and maintain such operational and financial systems or successfully obtain,
integrate and utilize the employees and management, operational and financial resources necessary to
manage a developing and expanding business in an evolving and increasingly competitive industry
which is subject to regulatory change. Any failure to expand these areas and to implement and improve
such systems, procedures and controls in an efficient manner at a pace consistent with the growth of the
Company’s business could have a material adverse effect on the business, financial condition and results

of operations of the Company.

The Company believes that a part of its future growth may come from the formation of strategic
alliances with other telecommunications companies designed to assist and accelerate the building of the
Company’s digital network to provide services to customers of the Company which are complementary
to those provided by the Company. The Company intends to pursue joint ventures with, or acquisitions
of, companies that have an existing network infrastructure or customer base in order to increase the
Company’s penetration of its markets or accelerate entry into new markets. Limitations under the
Indenture may significantly limit the Company’s ability to make acquisitions and to incur indebtedness
in connection with acquisitions. Such transactions commonly involve certain risks, including, among
others: the difficulty of assimilating the acquired operations and personnel; the potential disruption of
the Company’s ongoing business and diversion of resources and management time; the possible inability
of management to maintain uniform standards, controls, procedures and policies; the risks of entering
markets in which the Company has little or no direct prior experience; and the potential impairment of
relationships with employees or customers as a result of changes in management. There can be no
assurance that any acquisition or joint venture will be made, that the Company will be able to obtain
additional financing needed to finance such acquisitions and joint ventures and, if any acquisitions are
so made, that the acquired business will be successfully integrated into the Company’s operations or that
the acquired business will perform as expected. The Company has no definitive agreement with respect
to any acquisition, although it has had discussions with other compames and will continue to assess

opportunities on an ongoing basis. -

Dependence on Key Personnel; Need for Additional Personnel

The success of the Company will depend to a significant extent upon the abilities and continued
efforts of its senior management, particularly members of its senior management team, including Richard
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A. Jalkut, President and Chief Executive Officer, Kevin J. Bennis, Executive Vice President serving as
President of the Company’s Communications Services Division, William R. Smedberg V, Executive
Vice President, Corporate Development, Robert A. Rouse, Executive Vice President, serving as
President of the Company’s Network Services Division, James Craig, Executive Vice President and
Chief Financial Officer and Michael L. Brooks, Vice President of Network Development. Other than
its Employment Agreemeénts with Richard A. Jalkut and Robert A. Rouse, the Company does not have
any employment agreements with, nor does the Company maintain "key man" insurance on, these
employees. The loss of the services of any such individuals could have a material adverse effect on the
Company’s business, financial condition and results of operations. The success of the Company will
also depend, in part, upon the Company’s ability to identify, hire and retain additional key management
personnel, including the senior management, who are also being sought by other businesses.
Competition for qualified personnel in the telecommunications industry is intense. The inability to
identify, hire and retain such personnel could have a material adverse effect on the Company’s business,

financial condition and results of operations.
Competition; Pricing Pressures

The telecommunications industry is highly competitive. In particular, price competition in the
carrier’s carrier market has generally been intense and is expected to increase. The Company competes
and expects to compete with numerous competitors who have substantially greater.financial and
technical resources, long-standing relauonshlps with their customers and potential to subsidize
competitive services from less competitive service revenues and from federal universal service subsidies.

Recent and anticipated industry consolidation will strengthen the position of some competitors. In
addition, some potential competitors, such as RBOCs or foreign carriers may no longer face regulatory
or legal obstacles that have kept them out of the market. These competitors may be operators of existing
or newly deployed wireline or wireless telecommunications networks. The Company will also face
intense competition due to an increased supply of telecommunications capacity, the effects of
deregulation and the development of new technologies, including technologies that will increase the
capacity of existing networks. In addition, Federal legislation or regulations could be approved that
would expand competition and increase pricing pressures, which could have a material adverse effect
on the Company’s business, financial condmon and results of operauons

Reliance on Equipment Supplzers Jor the Wireless Portion of the Company 's Network

The Company currently purchases most of its telecommunications equipment pursuant to an
- agreement with NEC Corporation (“NEC”) from whom the Company has agreed to purchase $200
‘million of equipment by December 31, 2002 and has entered into an equipment purchase agreement with
Andrew Corpora’uon (“Andrew”). Any reduction or interruption in supply from either supplier or any
increase in prices for such equipment could have a disruptive effect on the Company. Currently NEC
and Northern Telecom Ltd. are the only manufacturers of SONET radios that are compatible with the
Company’s proposed system design and reliability standards relating to the wireless portion of its
network, although Harris Corporation and Alcatel Alsthom Compagnie Generale d’Electricite SA are
in the process of developing and testing similar and compatible products. Further, the Company does
not manufacture, nor does it have the capability to manufacture, any of the telecommunications
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equipment used on its network. As a result, the failure of the Company to procure sufficient equipment
at reasonable prices and in a timely manner could adversely affect the Company’s successful deployment

of its network and results of operations..
Reliance on Lucent,; Lucent Agreements.

The Company and Lucent have entered into a supply agreement under which Lucent will provide
and will deploy personnel to assist in, among other things, the design and marketing of the Company’s
network. Any failure or inability by Lucent to perform these functions could cause delays or additional
costs in providing services to customers and building out the Company’s network in specific markets.

Any such failure could materially and adversely affect the Company s financial condition, business and

results of operations.

‘The Company and Lucent have entered into the Commitment Letter which is contingent upon
various conditions, including the execution of a definitive financing agreement, compliance with
financial covenants, completion of due diligence and the absence of any material adverse change in the
Company. There can be no assurance that a definitive agreement will be executed with respect to the
financing contemplated by the Commitment Letter or that the financing contemplated by the
Commitment Letter will be consummated. Any failure to consummate the financing contemplated by
the Commitment Letter could materially and adversely effect the Company’s financial condition,

business . and results of operations.
Technical Limitations of the Wireless Network

The Company will not be able to offer route diversity until such time as it has completed a
substantial portion of its mature network. In addition, the wireless portion of the Company’s network
requires a direct line of sight between two antennae (each such interval comprising a "path") which is
subject to distance limitations, freespace fade, multipath fade and rain attenuation. In order to meet
industry standards for reliability, the maximum length of a single path similar to those being designed
by the Company is generally limited to 40 miles and, as a result, intermediate sites in the form of back-
to-back terminals or repeaters are required to permit digital wireless transmission beyond this limit based
on the climate and topographic conditions of each path. In the absence of a direct line of sight, additional
sites may be required to circumvent obstacles, such as tall buildings in urban areas or mountains in rural
areas. Topographic conditions of a path and climate can cause reflections of signals from the ground,
which can affect the transmission quahty of digital wireless services. In addition, in areas of heavy
rainfall, the intensity of rainfall and the size of the raindrops can affect the transmission quality of digital
wireless services. Paths in these areas are engineered for shorter distances to maintain transmission
quality and use space diversity, frequency diversity, adaptive power control and forward error correction
to minimize transmission errors. The use of additional sités and shorter paths to overcome obstructions,
multipath fade or rain attenuation will increase the Company’s capital costs. While these increased costs
may not be significant in all cases, such costs may render digital wireless services uneconomical in -

certain circumstances.

Due to line of sight limitations, the Company currently installs its antennae on towers, the
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rooftops of buildings or other tall structures. Line of sight and distance limitations generally do not
present problems because Incumbents have already selected, developed and constructed unobstructed
transmission sites. In certain instances, however, the additional frequencies required for the excess
capacity to be installed by the Company may not be available from Incumbents’ existing sites. In these
instances, the Company generally expects to use other developed sites already owned or leased by such
Incumbent. In some instances, however, the Company has encountered, and may in the future encounter,
line of sight, frequency blockage and distance limitations that cannot be solved economically. While the
effect on the financial condition and results of operations of the Company resulting from such cases has
been minimal to date, there can be no assurance that such limitations will not be encountered more
frequently as the Company expands its network. Such limitations may have a material adverse effect on
the Company’s future development costs and results of operations. In addition, the current lack of
compression applications for wireless technology limits the Company’s ability to increase capacity on
the wireless portion of its network without significant capital expenditures for additional equipment.

Risks Relating to Interconnection and Collocation

In order to obtain the necessary access to install its radios, antennae and other equipment and to
collocate such equipment required for interconnection of the Company’s network to the public switched
telephone network or to POPs of the Company’s customers, the Company must acquire the necessary
rights and enter into the arrangements to secure such interconnections and collocations and deploy and
operate such interconnection equipment. There can be no assurance that the Company will succeed in
obtaining the rights necessary to secure such interconnections and collocations and to deploy its
interconnection equipment in its market areas on acceptable terms, if at all, or that delays in or terms for

_obtaining such rights will not have a material adverse effect on the Company’s development or results
of operations. These interconnection arrangements are governed by federal and state law, and the
Company has no assurance that the regulations requiring ILECS to provide interconnections and
collocations will remain in place or will be favorable to the Company.

Dependence on Information and Processing Systems

Sophisticated information and processing systems are vital to the Company’s growth and its
ability to monitor network performance, provision customer orders for telecommunications capacity, bill
customers accurately, provide high-quality customer service and achieve operating efficiencies.. As the
Company grows, any inability to operate its billing and information and processing systems, or to
upgrade internal systems and procedures as necessary, could have a material adverse impact on the
Company’s ability to reach its objectives, or on its business, financial condition and results of operations.

Risk of Rapid Technological Changes

The telecommunications industry is subject to rapid and significant changes in technology.
Although the Company has expanded its business plan to include fiber optic technologies, which may
diversify the Company’s exposure to the risk of such technological changes, their effect on the business
of the Company cannot be predicted. There can be no assurance that (i) the Company’s network will
not be economically or technically outmoded by technology or services now existing or developed and
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implemented in the future, (ii) the Company will have sufficient resources to develop or acquire new
technologies or to introduce new services capable of competing with future technologies or service
offerings or (iii) the cost of the equipment used on its network will decline as rapidly as that of
competitive alternatives. The occurrence of any of the foregoing events may have a material adverse
effect on the the Company’s business, financial condition and results of operations.

Uncertain Federal and State Tax and Other Surcharges on the Company's Services

Telecomniunications providers pay a variety of surcharges and fees on their gross revenues from
interstate services and intrastate services. Interstate surcharges include Federal Universal Service Fees,
Common Carrier Regulatory Fees and TRS Fund fees. In addition, state regulators impose similar
su.rcha:ges and fees on intrastate services. The division of the Company’s services between interstate
services and intrastate services is a matter of interpretation and may in the future be contested by the
FCC or relevant PSCs. A change in the characterization of the Junsd1ct10n of the Company’s services
could cause its payment obligations pursuant to the relevant surcharges to increase. In addition, pursuant
to the periodic revisions by state and federal regulators of the applicable surcharges, the Company may
be subject to increases in the surcharges and fees currently paid.

Regulation

General regulations, regulatory actions and court decisions have had, and in the future may have,
both positive and negative effects on the Company and its ability to compete. Although, the recent trend
in both federal and state regulation of telecommumcauons service providers has been in the direction
of lessened regulation, there can be no assurance that future regulatory, judicial and legislative changes
‘will not have a material adverse effect on the Company's business, financial condition or results of

operations.

The Company is currently subject to federal and state government regulation of its
telecommunications services. The FCC and relevant PSCs have the authority to regulate interstate and
intrastate rates, respectively, ownership of transmission facilities, and the terms and conditions under
which the Company's services are provided. In general, neither the FCC nor the relevant state PSCs
exercise direct oversight over cost justification for the Company’s services or the Company's profit
levels, but either or both may do so in the fiuture. However, at the Federal level, the Company is required
to file interstate tariffs listing the currently effective rates, terms and conditions for those services.
Although the FCC eliminated the tariffing requirements for interstate non-dominant carriers, such
carriers must continue to file interstate tariffs while the FCC’s decision is reviewed upon appeal. In order
to provide intrastate long distance and local exchanges services the Company generally is also required
to obtain certification from the relevant state PSC prior to the initiation of intrastate service and, in
certain cases, required to file tariffs with the such states listing the currently effective rates, terms and
conditions for those services. Any failure to maintain proper state and Federal tariffing or certification
or any difficulties or delays in obtaining required authorization could have a material adverse effect on
the Company's business, financial condition and results of operations.

The FCC and certain state agencies also impose prior approval requirements on transfers of
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control, including pro forma transfers of control and corporate reorganizations, and assignments of
regulatory authorizations. - Such requirements may delay, prevent or deter a change in control of the
Company. In addition, in those instances where the Company provides service on an intrastate basis, the

Company may be required to obtain authorizations from or notify such states with respect to certain

transfers or issuances of capital stock, bonds or other indebtedness of the Company.

' The FCC and state PSCs generally retain the right to sanction a carrier, impose forfeitures,
mandate refunds or impose other penalties in the event of non-compliance by a carrier. There can be no
assurance that firtture regulatory, judicial or legislative activities will not have a material adverse effect
on the business, financial condition or results of operations of the Company or that regulators or third
parties will not raise material issues with regard to the Company's compliance or non-compliance with

applicable laws and regulations.

Risks Relating to Regulation of Fiber Network. Pursuant to the interconnection provisions of
the Telecommunications Act of 1996 (the “1996 Telecom Act”), the FCC identified a minimum list of
unbundled network elements ("UNEs") that ILECs must make available to other telecommunications
carriers. The FCC declined to include incumbent ILECs' dark fiber in this list, finding that it did not
have adequate information to determine whether dark fiber qualifies as a network element. The FCC
indicated that is would continue to review or revise its rules regarding UNEs as necessary. _State
commissions, however, have the authority to impose additional unbundling requirements so long as the
requuements are consistent with the 1996 Telecom Act and the FCC's requirements, which could include
requiring incumbent ILECs to unbundle their dark fiber. : _

In the recent Supreme Court decision regarding the FCC's interconnection and unbundling rules,
the Supreme Court vacated the FCC's rule establishing the list of UNEs. The Supreme Court found that
the FCC had not interpreted the terms of the 1996 Telecom Act regarding an incumbent ILEC's duty to
provide network elements in a reasonable fashion. The Supreme Court found that the FCC had given
telecommunications carriers complete access to UNEs without appropriate analysis and justification.

The statute limits telecommunications carriers' access to network elements to those that are "necessary”
or to those where failure to have access would "impair the ability of the telecommunications carrier" to
provide services it seeks to offer. The FCC is now reviewing its requirements regarding UNEs in light
of the "necessary and impair" standard in the 1996 Telecom Act. The FCC has indicated that it will
attempt to complete this proceeding by the end of this year, but the Company can give no assurance as

to what the FCC will decide or when.

A decision by the FCC or states to require unbundlmg of incumbent ILECs' dark fiber could
increase the supply of dark fiber and decrease demand for the Company's dark fiber, and thereby have
an adverse effect on the Company’ business, financial condition and results of operations.

Risks Relating to Regulation of Access Services and Interconnection. The 1996 Telecom Act
introduced widespread changes in the regulation of the telecommunications industry, including the
digital access services segment in which the Company operates. Among other things, the 1996 Telecom
Act removed barriers to entry in the local exchange telephone market by preempting state and local laws
that restrict competition and by providing competitors interconnection, -access to UNEs and rgtail'
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services at wholesale rates. The FCC's primary rules interpreting the 1996 Act concerning pricing, UNE
combination, nondiscrimination and other regulatons were upheld by the Supreme Court, but the FCC's

definition of UNESs is subject to further review, as set forth above. The Company is in the process of -
entering into competitive interconnection agreements using the federal guidelines estabhshed in the

FCC's mterconnecuon order.

In August 1998, the FCC proposed new rules that would allow ILECs to provide their own DSL
services free from ILEC regulation through a separate affiliate. If adopted, these new rules would make
it easier for RBOC:s to offer digital services to consumers, though the Company cannot predict when the
FCC will act or what rules it will adopt. The FCC has also recently adopted additional rules requiring
ILECs to provide collocation and loops to CLECs such as the Company on more favorable terms to the
CLECs than previously prescribed by the FCC. These new rules are subject to revision on appeal or
reconsideration, and the Company has no assurance that the mles will be upheld or that they will be

implemented in a timely manner.

Risks Relating to Regulation of Wireless Network. The Company’s arrangements with
Incumbents contemplate that the wireless portion of the Company’s digital network will provide largely
"common carrier fixed point-to-point microwave" telecommunications services under Part 101 ("Part
101") of the rules of the FCC, which services are subject to regulation by federal, state and local
governmental agencies. Changes in existing federal, state or local laws and regulations, including those
relating to the provision of Part 101 telecommunications services, any failure or significant delay in
obtaining (or complying with the terms of) necessary licenses, permits or renewals, or any expansion of
the Company’s business that subjects the Company to additional regulatory requirements could have a
material adverse effect on the Company’s business, financial condition, and results of operations.

FCC License Requirements. Prior to applying to the FCC for authorization to use portions of
the 6 GHz band for microwave services, the Company must coordinate its use of the frequency with any
existing licensees, permittees, and applicants in the same area whose facilities could be subject to
interference as a result of the Company’s proposed use of the spectrum. There can be no assurance in
any particular case that the Company will not encounter other entities and proposed uses of the desired
spectrum that would interfere with the Company’s planned use, and that the Company will be able to
coordinate successfully such usage with such entities. In addition, as part of the requirements of
obtaining a Part 101 license, the FCC requires the Company to demonstrate the site owner’s compliance
with the reporting, notification and technical requirements of the Federal Aviation Administration
("FAA") with respect to the construction, installation, location, lighting and painting of transmitter
towers and antennae, such as those to be used by the Company in the operation of its network.
Furthermore, in order to obtain the Part 101 licenses necessary for the operation of its network, the
Company, and in some cases Incumbents, must file applications with the FCC for such licenses and
demonstrate compliance with routine technical and legal qualification to be an FCC licensee. The
Company must also obtain FCC authorization before transferring control of any of its licenses or making
certain modifications to a licensed facility, There can be no assurance that the Company or any
Incumbent who desires to be the licensee with respect to its portion of the Company's network will
obtain all of the licenses or approvals necessary for the operation of the Company’s business, the transfer
of any license, or the modification of any facility, or that the FCC will not impose burdensome
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conditions or limitations on any such license or approval.

Foreign Ownership. As the licensee of facilities designated for common carriage, the Company
is subject to Section 310(b)(4) of the Communications Act of 1934, as amended (the "Communications
Act"), which by its terms restricts the holding company of an FCC common carrier licensee (the
Company is such a holding company, because it expects to hold all FCC licenses indirectly, through
subsidiaries) to a maximum of 25% foreign ownership and/or voting control. The FCC has determined
that it will authorize a higher level of foreign ownership (up to 100%) on a streamlined basis where the
indirect foreign investment in the common carrier licensee is by citizens of, or companies organized
under the laws of World Trade Organization ("WTO") member countries. Where the foreign ownership
is by citizens or corporations of non-WTO nations, FCC authorization to exceed the 25% limitation must
‘be obtained on a non-streamlined basis and the licensee must meet a more demanding public interest
showing. The Company is presently within the 25% foreign ownership limitation. In connection with
any future financings, the Company will have to monitor foreign investment to ensure that its foreign
ownership does not exceed the 25% limitation. If it appeared that foreign ownership of the Company
was coming close to exceeding this benchmark, the Company would have to obtain FCC authorization
prior to exceeding the 25% limitation. In addition, if any Incumbent elects to be the licensee on the
portion of the Company's network relating to its system, such Incumbent would also be subject to such
foreign ownership restrictions. If such analysis showed that such Incumbent had more than 25% foreign
ownership, the Incumbent would have to seek authorization from the FCC to exceed the 25% limitation

or it would have to reduce its foreign ownership.

In the event that an Incumbent were to choose to hold the relevant Part 101 license itself, and not
through a holding company, that Incumbent would be subject to Section 310(b)(3) of the
Communications Act, which limits direct foreign ownership of FCC licenses to 20%. The FCC does not
have discretion to waive this limitation. If an Incumbent exceeded the 20% limitation it would be
required to reduce its foreign ownership in order to obtain or retain its Part 101 license.

Investment Company Act Considerations. The Company has substantial cash, cash equivalents
and short-term investments. The Company has invested and intends to invest the proceeds of its
financing activities so as to preserve capital by investing primarily in short-term instruments consistent
with prudent cash management and not primarily for the purpose of achieving investment returns.
Investment in securities primarily for the purpose of achieving investment returns could result in the
Company being treated as an "investment company" under the Investment Company Act of 1940 (the
"1940 Act"). The 1940 Act requires the registration of, and imposes various substantive restrictions on,
investment companies that are, or hold themselves out as being, engaged primarily, or propose to engage
primarily in, the business of investing, reinvesting or trading in securities, or that fail certain statistical
tests regarding the composition of assets and sources of income and are not primarily engaged in
businesses other than investing, reinvesting, owning, holding or trading securities.

The Compé.ny believes that it is primarily engaged in a business other than investing, reinvesting,
owning, holding or trading securities and, therefore, is not an investment company within the meaning
of the 1940 Act. If the Company were required to register as an investment company under the 1940
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Act, it would become subject to substantial regulation with respect to its capital structure, management,
operations, transactions with affiliated persons (as defined in the 1940 Act) and other matters.
Application of the provisions of the 1940 Act to the Company would have a material adverse effect on
the Company’s business, financial condition and results of operations.

Item 3. Quantitative a;ld Qualitative Disclosures About Market Risk

The Company is exposed to the impact of interest rate changes and changes in the market value
of its investments. As of June 30, 1999, the Company’s investments include certificates of deposit,
money market funds, U.S. Government obligations (primarily fixed income securities) and high-quality

"debt securities. The Company employs established policies and procedures to manage its exposure to
changes in the market risk of its marketable securities, which are classified as available for sale as of
June 30, 1999. The Company’s Senior Notes have fixed interest rates and the fair value of these
instruments is affected by changes in market interest rates. The Company has not used derivative
financial instruments in its investment portfolio.

Investments in fixed rate interest earning instruments carry a degree of interest rate risk. The fair
market value of these securities may be adversely impact due to a rise in interest rates. Investments in
certificates of deposit and money market funds may adversely impact future earnings due to a decrease
in interest rates. Due in part to these factors, the Company’s future investment income may all short of
expectations due to changes in interest rates or the Company may suffer losses in principal if forced to
sell securities that have declined in market value due to changes in interest rates. As of June 30, 1999,
a 10% increase or decline in interest rates would not have a material impact on the Company’s future
earnings, fair values, or cash flows related to investments in certificates of deposit or interest earning
marketable securities. In addition, as of June 30, 1999, a 10% decrease in market values would not have
a material 1mpact on the Company’s future earnings, faJr values, financial position or cash flows related

to investments in marketable securities.
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Part I1. Other Information

Item 1. Legal Proceedings
None

Item 2. Changes in Securities and Use of Proceeds

None

Item 3. Defaults Upon Senior Securities

None

Item 4. Submission of Matters to a Vote of Security Holders

On April 13, 1999, the Company solicited written consents from the holders of the
Company’s common stock, par value $.01 per share (the "Common Stock"), Series A
Convertible Preferred Stock, Series B Convertible Preferred Stock and Series C Convertible
Preferred Stock (collectively the "Stockholders") to approve the co-development transaction with
WFI. Effective April 13, 1999, the Company received written consents approving such
proposals from Stockholders representmg 12,541,329 votes with Stockholders representing

6,230,246 votes abstaining,

On May 13, 1999, the Company solicited written consents from the holders of its Series
A Convertible Preferred Stock, Series B Convertible Preferred Stock and Series C Convertible
Preferred Stock (collectively, the "Preferred Stockholders") to (i) approve the removal and
appointment of certain executive officers of the Company, (ii) approve a transaction with Nortel
Telecom, Inc., (iii) approve a transaction with Public Service of New Mexico, (iv) approve an
amendment to the Company's 401K Plan, (v) approve and appoint authorized signatories to the
Company's bank accounts, (vi) approve certain grants of stock option awards, (vii) approve
certain new hires by the Company and (viii) approve the payment of certain outside counsel fees.
Effective May 13, 1999, the Company received written consents approving such proposals from
Preferred Stockholders representing 14,622,147 votes with Preferred Stockholders representing

1,242,568 votes abstaining.

Item 5. Other Information

None

Item 6. Exhibits and Reports on Form 8-K
(a) Exhibits
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(b)

Exhibit Index

Reports on Form 8-K

None
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

PATHNET, INC,,
a Delaware corporation

(Registrant)

Date: August 9, 1999 By: /s/_Richard A. Jalkut
Richard A. Jalkut .
President and Chief Executive Officer

Date: August 9, 1999 By:/s/ James M. Craig
James M. Craig
Executive Vice-President, Chief
Financial Officer (Principal Accounting
& Financial Officer)
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EXHIBIT INDEX
Pursuant to Item 601 of Regulation S-K

Exhibit No. Description of Exhibit
Letter Agreement between Pathnet, Inc. and Robert A. Rouse dated

10.1
April 7, 1999, relating to Mr. Rouse’s employment with the
Company.

27.1 Financial Data Schedule for the six months ended June 30, 1999.

99.1 Press release dated August 6, 1999 announcing the Company’s results

for the second quarter of 1999,
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Exhibit 10.1

April 7, 1999

VIA FACSIMILE & FEDERAL EXPRESS

Mr. Robert Rouse
1307 Alhambra Drive
Apollo Beach, Florida 33572

Dear Bob:

It is with great pleasure that I offer you the position of Executive Vice President and President,
Network Services of Pathnet. You will report directly to me and be based in our Washington, DC
headquarters office beginning on a date mutually agreeable to both of us.

Your salary will be at the annual rate of $275,000 to be paid in equal installments twice each month.

As part of the executive team, you will be eligible to participate in the executive bonus plan, which is under
development and will be completed this year. It is expected that the bonus will be in the 20-40% range. You
will also be granted an option to purchase 350,000 shares of common stock at $.01 par value at an exercise
price of $5.20 per share. The option vests over a period of four years in equal installments. The vesting

schedule commences with your date of hire.

In the event of the announcement of a change in control if you are terminated without cause all of
your unvested options will accelerate and become exercisable as of the termination date.

In the event of a change in control all of your unvested opﬁons will accelerate and become
exercisable as of the change in control date/closing date.

In the event that you are terminated without cause resulting in your being asked to leave Pathnet with
a satisfactory or better current appraisal, your options for that option year will be deemed proportionately
earned and accelerated through the last month you are on the payroll. In addition, you will be entitled to
one year’s severance pay equal to your annual salary at that time payable in accordance with Pathnet’s

regular payroll procedures.

In the event that you are terminated with cause (cause is defined as set forth in Amendment No. 1
of the 1997 Stock Incentive Plan which you have received under separate cover), then no additional
compensation or vesting shall occur after the termination date.

You will be eligible for three (3) weeks of vacation annually and Company-paid parking. In
addition, Pathnet will pay for all reasonable closing costs on your Florida home and the relocation of your.
personal belongings to Virginia. Additionally, Pathnet will reimburse you for up to 60 days of reasonable
expenses in connection with your commutation and living arrangements while you are relocating to Virginia.

All expenses must be approved before they are mcurred.

35



Robert Rouse
April 7, 1999
Page Two

Pathnet offers a health and dental insurance package through Phoenix Group Services. It is a PPO
(Preferred Provider Organization) plan. Employees can elect individual coverage for $.50 per pay period.
The Company will provide employee life/accidental death and dismemberment, long term and short term
disability insurance at no cost to you. Supplemental life insurance coverage is also available for purchase.

You will be eligible to participate in our 401(k) Plan and Flexible Spending Account Plan as well. Enclosed
you will find a summary of Pathnet’s benefit plan, a summary plan description and PPO directories for our
health and dental plan. If you are interested in dependent insurance premium rates or have questions about
the benefit plan, please contact Tara Merkel at (202) 295-3126. Please note that the benefit plan is subject

to change.

Our Board of Directors requires that you sign a Non-Disclosure, Assignment of Inventions and
Non-Competition Agreement as a condition of your employment with Pathnet. A copy of the agreement
" is enclosed, with an extra copy for your records. Please bring one signed copy with you on your first day
of employment. On or about your first day of employment you will also be required to provide proof of
employment eligibility in the United States. Please call Tara Merkel if you have any questions about

eligibility documents.

This letter is an employmeﬁt agreement between both parties. Other benefits to which all Pathnet
employees are entitled are outlined elsewhere and are in addition to the provisions of this agreement.

Please call me if you have any questions.

We look forward to having you join us in building our Company.
Very truly yours,

Richard A. Jalkut.
President and CEO

Acknowledged and Agreed:
/s/ Robert Rouse
Robert Rouse

Enclosures

Cc: Tara Merkel, Director of Human Resources
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Exhibit 27.1
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<TYPE>EX-27.1
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<ARTICLE> 5
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The schedule contains summary financial information extracted from the Company's balance sheet as of June 31,1999 and the

Statements of Operations for the six months ended June30, 1999 and is qualified in its entirety by reference to such financial

statements,
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<NAME> Pathnet, Inc.
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</TABLE>

</TEXT></DOCUMENT
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"FOR IMMEDIATE RELEASE
Contact: Becky Haight
Investor Relations
Pathnet
877 227-5600
investor@pathnet.net

- Kye Presley-Dowd
Media Relations
Pathnet
202 295-3286
kpresleydowd@pathnet.net

PATHNET REPORTS SECOND QUARTER RESULTS

WASHINGTON, DC, AUGUST 6, 1999— Pathnet, Inc., a privately-held carrier’s
carrier of digital telecommunications capacity to under-served and second- and third-tier
markets, today announced revenues of $865,000 for the quarter ended June 30, 1999, an
82% increase over 1998 second quarter revenues of $475,000. The majority of the
company’s revenues for the quarter were derived from telecommunication services, with
the remainder coming from construction management services for strategic partners.
Earnings before interest, taxes, depreciation and amortization (EBITDA) for the quarter
were a loss of $5.3 million, essentially flat with a loss of $5.0 million in the year-ago

quarter.

“We’re very pleased with our recent progress in executing our business plan of bringing
needed bandwidth to under-served markets,” said president and chief executive officer
Richard A. Jalkut. “In terms of developing supply, our recently announced Grand
Junction to Albuquerque route provides an excellent example of our strategy of
capitalizing on opportunities in smaller markets that have been overlooked. We're also
moving forward rapidly on our fiber build from Denver to Chicago and, on the demand
side of the equation, we’re clearly encouraged by a recently signed memorandum of
understanding for $5 million in dark fiber on that route,” he added.

The increase in grbss plant and equipment for the second quarter of $15.9 million,
bringing total plant and equipment acquired to $86.3 million. Depreciation and
amortization expenses for the quarter were $1.0 million, compared to $0.1 million for the

second quarter 1998.

“We’ve made excellent progress in recent months,” said Robert A. Rouse, Pathnet
president of network services. “We now have network available in 18 states with 1,900
additional route miles completed in this quarter alone. We’re on schedule with all of our



network construction and with over 30 interconnection projects into under-served areas.”

Second Quarter Highlights and Recent Developments

e Announced 400-mile fiber route from Grand Junction to Albuquerque
e Construction initiated on 1,100 mile Denver to Chicago ﬁBer route
e $5 million memorandum of understanding signed for delivery of dark fiber to a major
inter-exchange carrier '
e Increased total route miles of network completed to 3,900
e On target for over 30 city interconnections by end of year 1999
‘@ Robert A. Rouse, president of network services, and James M. Craig, chief financial

officer, joined senior management team

Pathnet is a carriers' carrier providing high capacity, fiber and wireless bandwidth to
under-served and second- and third-tier U.S. markets. It provides service to inter-
exchange carriers, local exchange carriers, Internet service providers, Regional Bell
Operating Companies, cellular operators and resellers. As of June 30, 1999, Pathnet had
13,900 route miles of completed network, 3,800 route miles of network under construction
and 7,700 route miles of network under commitment. The company’s headquarters are
located in Washington, D.C., at 1015 31st Street, NW, Washington, D.C., 20007. For
additional information about Pathnet, visit the company Web site at www.pathnet.net.

The statements made by Pathnet in this press release may be forward looking in nature. No assurance can be given
that future results will be achieved; actual results may differ materially from those projected in forward looking
Statements. Pathnet believes that its primary risk factors include, but are not limited to; signing additional agreements
with private network operators and others; offering services to telecom service providers; entering into partnering
arrangements; and building a digital network. Additional information concerning these and other potential important
Jactors can be found within Pathnet 's public filings with the U.S. Securities and Exchange Commission. Statements in

this release should be evaluated in light of these important factors.



PATHNET, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS (unaudited)
(In thousands except per share data)

Revenue
Expenses:
Cost of revenue
Selling, general and administrative
Depreciation
Total expenses
Net operating loss
Interest expense
Interest income
Initial public offering costs
Other income, net
Net loss
Basic and diluted loss per
Common share
Weighted average number of
Common shares outstanding

Other Data:
EBITDA (1)

For the period
August 25, 1995
For the three months ended (date of inception)
June 30, to June 30,
1999 1998 1999
$ 865 § 475 $ 3.438
2,669 3,020 12,868
3,508 2,473 21,928
1,033 112 2,360
7,210 5.605 37,156
(6,345) (5,130) (33,718)
(10,061) (9,868) (53,318)
3,378 4,488 21,308
- - (1,355)
_12 - 157
$ (1290 & (10.510) § {66,926)
§ (446 § (2.62) § 23.07)
—_—.200 2.202 2201

SN K D) QR T K1) V- i SO W< 11

(1) EBITDA comprises earnings before interest, taxes, depreciation and amortization



, PATHNET, INC.
CONSOLIDATED BALANCE SHEETS
. (In thousands, except route miles)

June 30, December 31,
1999 1998
(Unaudited)
ASSETS
Cash and cash equivalents $ 133,873 $ 57,322
Interest receivable : 1,527 3,849
Marketable securities available for sale, at market 37,139 97,896
Other current assets 1,037 3412
Total current assets 173,576 162,479
Property and equipment, net 83,953 47,971
Deferred financing costs, net 9,981 10,508
Restricted cash ' 7,890 10,731
Marketable securities available for sale, at market 33,608 71,900
Pledged marketable securities held to maturity 41,775 61,825
Other Assets ‘ 190 -
Total assets o § 350973  §._365414
LIABILITIES, MANDATORILY REDEEMABLE
PREFERRED STOCK AND STOCKHOLDERS' EQUITY (DEFICIT)
Accounts payable ' $ 19,714 $ 10,708
Accrued interest : 8,932 8,932
Other current liabilities : ' 1,342 640
Total current liabilities 29,988 20,280
Bonds payable, net of unamortized bond discount of $3,685 346,417 346,212
Other non-current liabilities 184
Total mandatorily redeemable preferred stock 35,970 35,970
Total stockholders' equity (deficit) _ ' (61.586) (37.048)
Total liabilities, mandatorily redeemable preferred stock and ‘
stockholders' equity (deficit) s 350973 s 365414
Selected statistical data:
Route miles under construction - ' 3,800

Route miles complete 3,900
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Coopers & Lybrand L.L.P.

Coopers
& Ly rand a professional services firm

Report of Independent Accountants

To the Board of Directors and Stockholders
Pathnet, Inc.

We have audited the accompanying balance sheets of Pathnet, Inc. (A
Development Stage Enterprise) as of December 31, 1997 and 1996, and the related statements of
operations, changes in stockholders' equity and cash flows for the years ended December 31, 1997
and 1996, and for the period August 25, 1995 (date of inception) to December 31, 1997. These
financial statements are the responsibility of the Company's management. Our responsibility is to
express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing -
standards. Those standards require that we plan and perform the audits to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of Pathnet, Inc. as of December 31, 1997 and 1996, and
the results of its operations and its cash flows for the years ended December 31, 1997 and 1996,
and the period August 25, 1995 (date of inception) to December 31, 1997, in conformity with
generally accepted accounting principles.

(s b 5517

McLean, Virginia
February 20, 1998



Pathnet, inc.
(A Development Stage Enterprise)
Balance Sheets

ASSETS
December 31,  December 31,
1997 1986
Current assets: -
Cash and cash equivalents $ 7831384 $ 2,318,037
Prepaid expenses and other current assets 48,571 1,685
Total current assets 7,879,955 2,319,732
Property and equipment, net 7,207,094 46,180
Deferred financing costs 250,428 -
Restricted cash 760,211 -
Total assets $ 16,097,688 $ 2365912

LIABILITIES AND STOCKHOLDERS' EQUITY

Current liabilities:

Accounts payable v $ 5,592,918 § 114,799

Accrued expenses - 30,217

Deferred revenue 300,000 -
Total current liabilities 5892,918 145,016

Commitments and contingencies

Stockholders' equity:

Series A convertible preferred stock, $0.01 par value 1,000,000

shares authorized, issued and outstanding at December 31, 1997 v

and 1996, respectively (liquidation preference $1,000,000) 1,000,000 1,000,000
Series B convertible preferred stock, $0.01 par value, 1,651,046

shares authorized; 1,651,046 and 1,041,290 shares issued and

outstanding at December 31, 1997 and 1996, respectively

(liquidation preference $5,033,367) 5,008,367 3,008,367
Series C convertible preferred stock, $0.01 par value, 2,819,548

shares authorized; 939,850 shares issued and outstanding at

December 31, 1997 (liquidation preference $10,000,054) 9,961,274 -
Voting common stock, $0.01 par value, 7,500,000 shares

authorized; 1,000,000 shares issued and outstanding at

December 31, 1997 and 1996, respectively 10,000 10,000
Common stock subscription receivable (9,000) (9,000)
Additional paid-in capital 381,990 381,980
Deficit accurnulated during the development stage (6,147,861) (2,170,461)

Total stockholders' equity 10,204,770 2,220,896
Total fiabilities and stockholders' equity $ 16097688 § 2365912

The accompanying notes are an integral part of these financial statements.
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Pathnet, Inc.
(A Development Stage Enterprise)
Statements of Operations

For the period
August 25, 1995
For the year For the year (date of
ended ended inception) to
December31,  December 31, December 31,
1997 1996 1997
Revenue $ 162,500 $ 1,000 $ 163,500
Expenses:
General and administrative 3,537,926 913,646 4,741,890
Research and development - 226,021 245,059
Legal and consulting 755,817 202,651 1,078,551
Total expenses 4,293,743 1,342,318 6,065,500
Net operating loss (4,131,243) (1,341,318) (5,902,000)
Interest expense - (415,357) (415,357)
Loss on disposal of asset (5,500) - (5,500)
Interest and other income 159,343 13,040 174,996
Net loss $ (3,977.400) $ (1,743,635 $ (6,147,861)

The accompanying notes are an integral part of these financial statements.
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Pathnet, Inc.
(A Development Stage Enterprise)
Statements of Charnges in Stockholders' Equity
for the period August 25, 1995 (date of inception) to December 31, 1995 and
for the years ended December 31, 1996 and 1997

Deficit
Common Accumulated
Seties A Serles B Serles C Slock Additional  During the
Prefesred Stock Prefenred Stock Prefened Slock Common Stock Subscriplion  paldin  Development
Shares  Amountl  Shares  Amount  Shares  Amount Shares  Amount Recelvable  capilal Slage Tolal

Balance, August 25, 1995 - 8 - - - § - - - $ - 8 - 8 - $ -
Issuance of Voling common stock - - - - - - 500,000 5,000 (4.500) - - §00
Issuance of Non-voting common stack - - - - . 500,000 5,000 (4.500) - - 500
Sale of Serlas A convertible prefeed stock 500,000 500,000 - - - - - - - - 600,000
Net loss - - - - - - - - - (426,826) (426.826)
Balance, December 31, 1905 §00,000 500,000 - - - 1,000,000 10,000 (9,000) - (426,620) 14,174
Sale of Series A convertible prefemred stock 500,000 500,000 - - - - - . - - - 500,000
Canceliation of Non-voling common stock - - - - - - (500,000) (5,000) - . - (5.000)
Issuance of Voling common stock - - - - - - 500,000 5,000 - - - 5,000
Sale of Seiles B convertible preferred slock, net of Issuance costs - . 609,756 1,975,000 - - . - - - 1,076,000
Conversion of bridge loan plus accrued inlerest to Serles B

convertible preferred stock - - 306,242 733367 - - - - - 2,107 - 1,004,474
Sale of Serles B convertible prefemred stock representing

the commilted but undrawn portion of tridge loan to Serles B :

convertible preferred slock - - 125202 300000 - - - - - 110,883 - 410,803
Netloss ; . - - - . - - - - {1.743,635) _ (1,743,635)
Balance, December 31, 1006 1,000,000 1,000,000 1,041,200 3,008,367 - . 1,000,000 10,000 .(9.000) 381,990  (2,170,461) 2,220,008
Sale of Serles B convertible preferred stock - - 600,756 2000000 - - - . - - - 2,000,000
Sale of Serles C convestible prefesed stock, nel of issuance cosls - - - - 033850 0961274 - - - - - ~4 o) (g:l;;z;;)
B, Dscorber 1, 07 10000 $1000000 1851046 FEPORGT SIS0 SRIZIA LOO0O0D § 10000 §__[GOUD) §3I9N §(0.UT86Y §10204770

The accompanying notes are an Infegral part of these financial statements.
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Pathnet, Inc.

(A Development Stage Enterprise)

Statements of Cash Flows

Cash flows from operating activities:
Net loss
Adjustment to reconcile net loss fo net cash used in operating activities:
Depreciation expense
Loss on disposal of asset
interest expense recognized on the discounted conversion of bridge loan to Series B
preferred stock and the discounted conversion of the committed but undrawn portion
of bridge loan
Accrued interest satisfied by conversion of bridge loan to Series B preferred stock
Cash flow from operating activities resulting from changes in assets and fiabilities:
Prepaid expenses and other current assets
Deferred revenue
Accounts payable
Accrued expenses
Net cash used in operating activities

Cash flows from investing activities:
Expenditures for property and equipment
Expenditures for network construction in progress
Restricted cash
Net cash used in investing activities

Cash flows from financing activities:
Issuance of voting and non-voting common stock
Proceeds from sale of Sesies A preferred stock
Proceeds from sale of Series B preferred stock

Proceeds from sale of Series B preferred stock representing the conversion of committed

but undrawn portion of bridge ioan to Series B prefered stock
Proceeds from sale of Series C preferred stock
Issuance costs
Financing costs
Proceeds from bridge loan
Net cash provided by financing activities

Net increase in cash and cash equivalents
Cash and cash equivalents at the beginning of period
Cash and cash equivalents at the end of period

Supplemental disclosure:
Noncash transactions:
Conversion of bridge loan plus accrued interest to Series B preferred stock
Conversion of non-voting common stock to voting commen stock
Issuance of voting and non-voting common stock
Acquisition of network equipment

For the period
August 25,
For the year For the year 1995 (date of
ended ended inception) to
December 31,  December 31,  December 31,
19897 1996 1997
$ (3977400) $ (1,743,635 $ (6,147,861)
46,642 9,024 56,018
5,500 - 5,500
- 381,990 381,990
- 33,367 33,367
(46,876) (1,695 48,571) -
300,000 - 300,000
386,106 110,094 500,905
(30,217 17,572 .
(3,316,245) (1,193283) _ (4.918,652)
(381,261) (46,653) (436,817)
(1,739,782) - (1,739,782)
{760,211) - (760,211)
(2.881,254) (46,653) (2.936.810)
- - 1,000
. 500,000 1,000,000
2,000,000 2,000,000 4,000,000
- 300,000 300,000
10,000,054 - 10,000,054
(38,780) (25,000) (63,780)
(250,428) - (250,428)
- 700,000 700,000
11,710,846 3,475,000 15,686,846
5,513,347 2,235,064 7,831,384
2,318,037 82,973 -
$ 7831384 $ 2318037 § 7831384
$ - $ 733387 $ 733367
§ - § - ; ] 0§0
,092,01 $ - § 5002013

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

5



Pathnet, Inc.
(A Development Stage Enterprise)

Notes to Financial Statements

Business and Financing

Pathnet, Inc. (the Company) was incorporated in the State of Delaware on August 25,
1995. On August 28, 1995. Path Tel, Inc. (Path Tel) was merged with and into the
Company, with the Company being the surviving corporation. The sole owner of Path Tel
was the founder (Founder) of the Company. The business of the Company is to aggregate
and build a high capacity, digital microwave network through strategic alliances with
enterprises operating private microwave networks (incumbents) not currently connected
to the public switched telephone network.

The Company acts as a turnkey provider for incumbents by providing transition services .
which include the procurement of equipment, system design, and network construction
management. In return for these services, the Company will receive the exclusive
contractual right to market excess capacity created and aggregated on the network. The
revenue generated from this activity may be shared with the incumbents.

The Company has in place contracts requiring them to provide transitioning services which
are in process. In addition, the Company is currently in the process of negotiating with
several national long distance carriers who will likely be purchasers of the excess capacity
created. Management believes the first network upgrade will be completed by March 31,
1998 and it is likely the Company will receive a contract to purchase the excess capacity
created on this network. However, the outcome is uncertain and depends on a variety of
factors, some of which are beyond the Company's control. The Company is dependent
upon the network upgrades to achieve its objective. Management's plans to fund
operations and the transitioning services will potentially include public and private sources
and strategic corporate alliances.

The Company has incurred an accumulated deficit of $6,147,861 for the period August
25, 1995 (date of inception) to December 31, 1997. Management believes that as of
December 31, 1997, the Company has adequate funding due to the preferred stock
offerings consummated during 1997 (Note 3) to fund operations through the first quarter
of 1999. The Company will need to achieve positive operational cash flow or complete
additional equity or debt financings to fund operations beyond the first quarter of 1999.

Continued
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Pathnet, Inc.

(A Development Stage Enterprise)
Notes to Financial Statements

Summary of Significant Accounting Policies

Basis of Accounting

The Company's activities to date principally have been securing contractual alliances with
incumbents, designing and constructing network segments, marketing the
telecommunications capacity, obtaining capital and planning its proposed service.
Accordingly, the Company's financial statements are presented as a development stage
enterprise, as prescribed by Statement of Financial Accounting Standards No. 7,
"Accounting and Reporting by Development Stage Enterprises." As a development stage
enterprise, the Company has been relying on the issuance of preferred stock rather than
recurring revenues, for its primary sources of cash since inception.

Use of Estimates

The preparation of the financial statements in conformity with generally accepted
accounting principles requires management to make estimates and assumptions that affect
the reported amounts of assets and liabilities at the date of the financial statements and the
reported amounts of revenues and expenses during the reported period. The estimates
involve judgments with respect to, among other things, various future factors which are
difficult to predict and are beyond the control of the Company. Therefore, actual amounts
could differ from these estimates.

Cash Equivalents

The Company considers all highly liquid instruments with an original maturity of three
months or Jess to be cash equivalents.

Concentration of Credit Risk

Financial instruments which potentially subject the Company to concentrations of credit
risk consist of cash and cash equivalents and restricted cash. The Company has invested
its excess cash in a money market fund with a commercial bank. The money market fund
is collateralized by the underlying assets of the fund. The Company’s restricted cash is
maintained in an escrow account (see Note 4) at a major bank. The Company has not
experienced any losses on its cash and cash equivalents and restricted cash.

Continued
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Pathnet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements

Property and Equipment

Property and equipment, consisting of office and computer equipment, furniture and
fixtures, leasehold improvements and network construction costs, is stated at cost.
Depreciation of the office and computer equipment and furniture and fixtures is computed
using the straight-line method, generally over three to five years, based upon estimated
useful lives, commencing when the assets are available for service. Leasehold
improvements are amortized over the lesser of the useful lives of the assets or the lease
term. Expenditures for maintenance and repairs are expensed as incurred. Network
construction costs incurred during development are capitalized. Depreciation of the
network construction costs begins when the network equipment is ready for its intended
use and will be amortized over its estimated useful life. When assets are retired or .
disposed, the cost and the related accumulated depreciation are removed from the
accounts, and any resulting gain or loss is recognized in operations for the period.

impairment of Long-Lived Assets

The Company periodically evaluates the recoverability of its long-lived assets. This
evaluation consists of a comparison of the carrying value of the assets with the asset's
expected future undiscounted cash flows without interest costs. Estimates of expected
future cash flows are to represent management's best estimate based on reasonable and
supportable assumptions and projections. If the expected future cash flow, undiscounted
and without interest charges, exceeds the carrying value of the asset, no impairment is
recognized. If the carrying value of the asset exceeds the expected future cash flows,
undiscounted and without interest charges, an impairment exists. No impairment was
recognized during the years ended December 31, 1997 and 1996.

Deferred Income Taxes

The Company accounts for income taxes by the liability method. Under this method
deferred income taxes are recognized for tax consequences in future years of differences
between the tax bases of assets and liabilities and their financial reporting amounts at each
year-end, based on enacted laws and statutory tax rates applicable to the periods in which
the differences are expected to affect taxable income. Valuation allowances are
established, when necessary, to reduce net deferred tax assets to the amount expected to
be realized. The provision for income taxes consists of the Company's current provision
for federal and state income taxes and the change in the Company's net deferred tax assets
. and liabilities during the period.

Continued
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Pathnet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements

Stock-Based Compensation

In October 1996, the Financial Accounting Standards Board issued the Statement of
Financial Accounting Standards No. 123, (SFAS 123), Accounting for Stock-Based
Compensation, which is effective for fiscal years beginning after December 31, 1995.
SFAS 123 allows companies to either account for stock-based compensation under the
new provisions of SFAS 123 or under the provisions of Accounting Principles Board
Opinion No. 25, (APB 25), Accounting for Stock Issued to Employees, but requires pro
forma disclosure in the footnotes to the financial statements as if the measurement
provisions of SFAS 123 had been adopted. The Company has continued to account for its
stock based compensation in accordance with the provisions of APB 25.

Revenue

The Company earns revenue for project management and consulting services. The
Company defers and recognizes revenue ratably over the related project period.

Deferred Financing Costs

The Company has incurred costs related to obtaining debt financing arrangements. When
the financing is obtained, the costs will be amortized over the term of the financing
arrangement. If the financing is not obtained, the costs will be expensed.

Reclassification

Certain amounts in the prior year financial statements have been reclassified to conform to
the presentation used in 1997.

Continued
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Pathnet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements

Property and Equipment

Property and equipment, stated at cost, is comprised of the following at December 31,
1997 and 1996:

December 31,  December 31,

1997 1996

Network construction in progress $6,831,795 $ -
Office and computer equipment 248,880 31,006
Fumiture and fixtures 120,093 24,550

Leasehold improvements 62,344 -
7,263,112 55,556
Less accumulated depreciation (56,018) (9,376)
Property and equipment, net $7207094 $ 46,180

Network construction costs include all direct material and labor costs necessary to
construct components of a high capacity digital microwave network which is owned and
maintained by the Company. Network construction in progress includes approximately
$5,100,000 of telecommunications equipment obtained from NEC Industries, Inc. (NEC).
As the Company has not yet paid for this equipment, a corresponding amount is included
in accounts payable at December 31, 1997.

Restricted Cash

On June 3, 1997, the Company signed the Agreement to Create and Manage a High
Capacity Telecommunications System (the Agreement) with Texaco Pipeline, Inc.
(Texaco). To assure performance of the installation services to be provided by the
Company under the Agreement, Texaco and the Company entered into an Escrow
Agreement which required the Company to make an initial cash deposit of $750,000 with
a financial institution plus accrued interest. Upon providing documentation to Texaco
showing expenses related to the installation, the Company obtains approval from Texaco
to draw down a corresponding amount from the escrow balance to fund the network
construction in progress. This balance is wholly restricted and may not be used for any

other purpose.

Continued
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Pathnet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements

Capital Stock Transactions

Common Stock

The initial capitalization of the Company on August 28, 1995 occurred through the
issuance of 500,000 shares of Voting common stock and 500,000 shares of Non-voting
common stock. The shares of both the Voting and Non-voting common stock are owned
by the Founder of the Company. In February 1996, the Founder returned 500,000 shares
of Non-voting common stock in exchange for 500,000 shares of voting common stock.

Convertible Preferred Stock

As part of its initial capitalization, on August 25, 1995, the Company initiated a private
offering of 1,000,000 shares of Series A convertible preferred stock for $1,000,000.
Pursuant to the terms of the Investment and Stockholders' Agreement, the offering was
closed in two phases of $500,000. As of the signing of the Investment and Stockholders'
Agreement, the Company received $500,000, representing the first closing on this

offering.

In February 1996, the Company issued 500,000 shares of Series A convertible preferred
stock to the original investors in exchange for $500,000, representing the second closing
of the Investment and Stockholders' Agreement. In August 1996, the Company drew
$700,000 on a bridge loan with the original investors.

On December 23, 1996, the Company consummated a private offering of 609,756 shares
of Series B convertible preferred stock for $2,000,000 less issuance costs of $25,000. In
addition, the $700,000 bridge loan plus $33,367 of accrued interest was converted into
306,242 shares of Series B convertible preferred stock and the Company recognized
$271,107 of interest expense to account for the conversion of the bridge loan into
preferred stock at a discounted rate. In addition, $300,000 representing the committed but
undrawn portion of the bridge loan, was paid to the Company for the sale of 125,292
shares of Series B convertible preferred stock at a discounted rate. The Company
recognized $110,883 of interest expense to account for the discounted conversion
and issuance of the committed but undrawn bridge loan at a discounted conversion rate.
On June 18, 1997, the Company received an additional $2,000,000 in a second closing in
exchange for 609,756 shares of Series B convertible preferred stock. There were no
issuance costs associated with the second closing.

Continued
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Pathnet, inc.
(A Development Stage Enterprise)
Notes to Financial Statements

On October 31, 1997, the Company consummated a private offering of 939,850 shares of
Series C convertible preferred stock for $10,000,054 Jess issuance costs of $38,780. The
Company will receive an additional $19,999,998 in a second closing in exchange for
1,879,699 shares of Series C convertible preferred stock upon the occurrence of the
following: (1)(a) the Company has executed definitive agreements, having terms and
conditions which are approved by a majority of the directors designated by the holders of
the preferred stock, with NEC or the Prudential Insurance Company of America
(Prudential) and New York Life Insurance Company (New York Life), relating to credit
facilities between the Company, and NEC or Prudential and New York Life, respectively
or (b) the Company closes a private offering of high yield debt, having terms and
conditions which are approved by a majority of the directors designated by the holders of -
the preferred stock, (2) the Company has executed Fixed Point Microwave Services
Agreements or Agreements to Create and Manage a Telecommunications Network with at
least four incumbents, (3) if neither the Company nor the Founder are then in breach of
any material terms of the Series A, Series B or Series C Investor and Stockholder
Agreements and (4) all conditions of purchase set forth in the Series C convertible
preferred stock Investors and Stockholders' Agreement have been fulfilled. As of
December 31, 1997, the Company had executed Fixed Point Microwave Services
Agreements or Agreements to Create and Manage a Telecommunications Network with
four incumbents in satisfaction of item (2) above. None of the other events have occurred.

Each share of Series A, Series B and Series C convertible preferred stock entitles each
holder to a number of votes per share equal to the number of shares of Common Stock
into which each share of Series A, Series B and Series C convertible preferred stock is
convertible.

The holders of the convertible preferred stock are entitled to receive dividends in
preference to and at the same rate as dividends are paid with respect to the common stock.
In the event of any liquidation, dissolution or winding up of the Company, whether
voluntary or involuntary, holders of each share of Series A, Series B and Series C
convertible preferred stock outstanding are entitled to be paid before any payment shall be
made to the holders of any class of common stock or any stock ranking on liquidation
junior to the convertible preferred stock, an amount, in cash, equal to the original purchase
price paid by such holder plus any declared but unpaid dividends.

Continued
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Pathnet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements

The liquidation preferences of the outstanding shares of Series A, Series B and Series C
convertible preferred stock are $1,000,000, $5,033,367, and $10,000,054, respectively, as
of December 31, 1997. In the event, the assets of the Company are insufficient to pay
liquidation preference amounts, then all of the assets available for distribution shall be
distributed pro rata so that each holder receives that portion of the assets available for
distribution as the number of shares of convertible preferred stock held by such holder
bears to the total number of shares of convertible preferred stock then outstanding.

Shares of the Series A, Series B, and Series C convertible preferred stock may be
converted at any time, at the option of the holder, into Voting common stock. The
number of shares of Voting common stock entitled upon conversion is the quotient
obtained by dividing the carrying value of the Series A, Series B and Series C convertible
preferred stock by the Applicable Conversion Rate, defined as the Applicable Conversion
Value of $1.00, $3.28 or $10.64 adjusted for additional common stock issued, by the
number of shares of Series A, Series B and Series C convertible preferred stock,
respectively, being converted.

Each share of convertible preferred stock shall automatically be converted into the number
of shares of Voting common stock which such shares are convertible upon application of
the Applicable Conversion Rate immediately upon the closing of an underwritten public
offering covering the offer and sale of capital stock in which (i) the Company is valued on
a pre-money basis at greater than 350,000,000, (ii) the gross proceeds received by the
Company exceed $20,000,000, and (iii) the Company uses a nationally recognized
underwriter approved by holders of a majority interest of the convertible preferred stock.

If the Company issues any additional shares of common stock of any class at a price less
than the Applicable Conversion Value, in effect for the Series A, Series B or Series C
convertible preferred stock immediately prior to such issuance or sale, then the Applicable
Conversion Value shall be adjusted accordingly.

In the event a qualified public offering has not occurred prior to December 23, 2000, the
holder of shares of Series A or Series B preferred stock can require held by such holder
the Company to redeem the shares of Series A and Series B convertible preferred stock.
After receipt from any one holder of an election to have any shares redeemed, the
Company is required to send a notice to the Series A and Series B preferred stockholders
on December 24, 2000 of the redemption price. If after sending the redemption notice to
Series A and Series B preferred stockholders, the Company receives requests for

Continued
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Pathnet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements

redemption on or prior to January 11, 2001, from the holders of at least 67% of the Series
A and Series B convertible preferred stock taken together, the Company must redeem all
shares of Series A and Series B convertible preferred stock. Payment of the redemption
price is due on January 23, 2001, for a cash price equal to the original purchase price paid
by such holders for each share of Series A and Series B convertible preferred stock as
adjusted for any stock split, combined consolidation or stock distribution or stock
dividends with respect to such shares.

In the event that a qualified public offering has not occurred prior to November 3, 2001,
the holder of shares of Series C preferred stock can require the Company to redeem the
shares of Series C convertible preferred stock then held by such holder. After receipt from
any one holder of an election to have any shares redeemed, the Company is required to
send a notice to the Series C preferred stockholders on November 4, 2001 of the
redemption price. If after sending the redemption notice to Series C preferred
stockholders, the Company receives requests for redemption on or prior to November 21,
2001, from the holders of at least 67% of the Series C convertible preferred stock, the
Company must redeem all shares of Series C convertible preferred stock. Payment of the
redemption price is due on December 3, 2001 for a cash price equal to the original
purchase price paid by such holders for each share of Series C convertible preferred stock
as adjusted for any stock split, combined consolidation or stock distribution or stock
dividends with respect to such shares.

Stock Options

On August 28, 1995, the Company adopted the 1995 Stock Option Plan (1995 Plan),
under which incentive stock options and non-qualified stock options may be granted to
the Company's employees and certain other persons and entities in accordance with law.
The Compensation Committee, which administers the 1995 Plan, determines the number
of options granted, the vesting period and the exercise price. The 1995 Plan will terminate
August 28, 2005 unless terminated earlier by the Board of Directors.

As of December 31, 1997, 420,189 shares of common stock are reserved for issuance of
awards under the 1995 Plan. Options granted to date under the 1995 Plan generally vest
over a three period and expire either 30 days after termination of employment or 10 years
after date of grant. As of December 31, 1997, a total of 26,829 non-qualified stock
options and 146,342 incentive stock options were issued at an exercise price of $0.10 per

Continued
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(A Development Stage Enterprise)
Notes to Financial Statements

share, an amount estimated to equal or exceed the per share fair value of the common
stock at the time of any such grant.

On August 1, 1997, the Company adopted the 1997 Stock Incentive Plan (1997 Plan),
under which incentive stock options, non-qualified stock options, stock appreciation
rights, restricted stock, performance awards and certain other types of awards may be
granted to the Company's employees and certain other persons and entities in accordance
with law. To date, only non-qualified stock options have been granted. The
Compensation Committee, which administers the 1997 Plan, determines the number of
options granted, the vesting period and the exercise price. The 1997 Plan will terminate
July 31, 2007 unless terminated earlier by the Board of Directors. ’

As of December 31, 1997, 727,682 shares of common stock are reserved for issuance of
awards under the 1977 Plan. Options granted under the 1997 Plan generally vest over a
three to seven period and expire either (1) ten years after the date of grant, (2) two years
after the date of the participant's termination without cause, disability or death, (3) three
months after the date of the participant's resignation, (4) the date of the participant's
termination with cause or (5) the date of any material breach of any confidentiality or
non-competition covenant or agreement entered into between the participant and the
Company. As of December 31, 1997, a total of 444,540 non-qualified options were
issued, 296,122 at $3.28 and 148,418 at $10.64. Management estimates that the exercise
price of the options issued in 1997 is greater than the estimated per share value of the
common stock. The options issued at $10.64 vest on October 31, 2004 provided,
however (i) if the Company has met 80% of its revenue and Earnings Before Interest,
Taxes, Depreciation and Amortization (EBITDA) budget for the calendar year ending
December 31, 1998, which budget is approved by the Board of Directors of the Company,
50% of the shares covered by the options shall vest and become exercisable on January 1,
1999, (ii) if the Company has met 80% of its revenue and EBITDA budget for the
calendar year ending December 31, 1999, which budget is approved by the Board of
Directors of the Company, the remaining 50% of the shares covered by the options shall
vest and become exercisable on January 1, 2000, and (iii) in the event that the first 50% of
the shares covered by the options did not vest on January 1, 1999 as set forth in (i) above
and the Company not only meets 80% of its revenue and EBITDA budget for the year
ending December 31, 1999 but exceeds 80% of its revenue and EBITDA budget for the
year ending December 31, 1999, which budget is approved by the Board of Directors of
the Company, in an amount at least equal to the deficiency that occurred in the year

Continued
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ending December 31, 1998, 100% of the shares covered by the options shall vest and
become exercisable on January 1, 2000.

Stock option activity for the period from the August 25, 1995 (date of inception) to
December 31, 1997 was as follows:

1995 Plan 1997 Plan
Non- Non- Weighted
Incentive qualified qualified Average
Stock Stock Stock Exercise

Options Options  Price Options Price Price

Options outstanding, August 25, 1995

Granted 141464 24330 $0.10 . - $0.10
Canceled - - - -

Options cutstanding, Decamber 31, 1895 141464 24390 $0.10 - - $0.10
Granted 4878 2439 $0.10 - - $0.10
Canceled - - - -

Options outstanding, December 31, 1996 145,342 26,829 $0.10 - . $0.10
Granted - - - 444 540 $0.10 $0.10
Exercised . . -
Canceied

Options outstanding, December 31, 1997 146342 26829 $0.10 444 540 $0.10 $0.10

At December 31, 1997, 141,463 options were exercisable. The weighted-average fair
value of options granted during the years ended December 31, 1997 and 1996, was $0.00
and $0.03, respectively, based on an option pricing model.

Continued
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The Company accounts for the fair value of its grants in accordance with APB 25. No
compensation cost has been recognized for the stock options as all options have been
granted at the estimated per share fair value of the stock to employees or directors of the
Company. Had compensation cost for the Company's stock option plan been determined
based on the fair value at the grant date for awards under the plan consistent with the
method of SFAS 123, the Company's net loss would have been increased to the pro forma
amounts indicated below:

1997 1996
Net loss as reported $3,381,680 $1,743,635
Pro forma net loss $3,382,444 $1,747,570

The fair value of each option is estimated on the date of grant using a type of
Black-Scholes option pricing model with the following weighted-average assumptions
used for grants during the year ended December 31, 1995, and the eleven months ended
December 31, 1997, respectively: dividend yield of 0% and 0%, expected volatility of
0% and 0%, risk-free interest rate of 6.35% and 6.55% and expected terms of 5.8 and

5.0 years.

As of December 31, 1997, the weighted average remaining contractual life of the options
is 9.2] years.

As of December 31, 1997 and 1996, the pro forma tax effects would include an increase
to the deferred tax asset and the valuation allowance of $298 and $1,535, respectively;
therefore, there is no pro forma tax effect related to SFAS 123.

Commitments and Contingencies

The Company maintains office space in Washington, D.C., Texas, Kansas and California.
The most significant lease relates to the Company's headquarters facility in Washington,
D.C. The partnership leasing the space in Washington, D.C. is controlled by the Founder
of the Company. The lease expires on August 31, 1998, and is renewable by the Company
for two additional years. Rent paid to this related party during the year ended December
31, 1997, was approximately $60,980. The Company has $0 included in accounts payable
to the related party as of December 31, 1997.

Continued
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The Company's future minimum rental payments under noncancellable operating leases are
as follows: $215,222 in 1998, $79,491 in 1999, 358,155 in 2000, and $1,354 in 2001.
Rent expense for the years ended December 31, 1997 and 1996, was $114,673 and

$4,399, respectively.

9, Income Taxes

The tax effect of temporary differences that give rise to significant portions of the deferred
tax asset at December 31, 1997 and 1996, is as follows:

December 31, December 31,

1997 1996

Deferred revenue $ 117,000 $ -
Capitalized start-up costs ' 1,271,227 661,000

Capitalized research and development costs 79,333 -
Net operating loss carryforward 754,458 14,000
2,222,018 675,000
Less valuation allowance (2,222,018) (675,000)

Net deferred tax asset’ $ - $ -
;-

Capitalized costs represent expenses incurred in the organization and start-up of the
Company. For federal income tax purposes, these costs will be amortized over sixty
months once business operations commence.

18




Table Of Contents

Report of Independent Accountants
Financial Statements:
Balance Sheets
Statements of Operations
Statements of Changes in Stockholders' Equity
Statements of Cash Flows

Notes to Financial Statements



Coopers & Lybrand L.L.P.
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REPORT OF INDEPENDENT ACCOUNTANTS

To the Board of Directors and Stockholders
PathNet, Inc.

We have audited the accompanying balance sheets of PathNet, Inc. (A
Development Stage Enterprise) as of December 31, 1995 and 1996, and the related statements of
operations, changes in stockholders' equity and cash flows for the period August 25, 1995 (date
of inception) to December 31, 1995, the year ended December 31, 1996 and for the period
August 25, 1995 (date of inception) to December 31, 1996. These financial statements are the
responsibility of the Company's management. Our responsibility is to express an opinion on these
financial statements based on our audits.

We conducted our audits in accordance with generally accepted auditing
standards. Those standards require that we plan and perform the audits to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and
significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all
material respects, the financial position of PathNet, Inc. as of December 31, 1995 and 1996, and
the results of its operations and its cash flows for the period August 25, 1995 (date of inception)
to December 31, 1995, and the year ended December 31, 1996 and the period August 25, 1995
(date of inception) to December 31, 1996, in conformity with generally accepted accounting
principles.

ﬂwu#o?éwtd—/ofﬂ

McLean, Virginia
May 19, 1997



PathNet, Inc.
(A Development Stage Enterprise)
Balance Sheets
December 31, 1995 and 1996

ASSETS
1995 1996
Current assets:
Cash and cash equivalents $ 82,973 $ 2,318,037
Other assets - 1,695
Total current assets 82,973 2,319,732
Equipment:
Office and computer equipment 8,903 55,556
Less accumulated depreciation ( 352) (9,376)
Equipment, net 8,551 46,180
Total assets $ 91,524 § 2,365,912
- -
LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:
Accounts payable $ 4705 $ 114,799
Accrued expenses : 12,645 30,217
Total liabilities 17,350 145,016
Commitments and contingencies

Stockholders' equity:

Series A convertible preferred stock, $0.01 par value

1,000,000 authorized; 500,000 and 1,000,000 issued and

outstanding at December 31, 1995 and 1996, respectively

(liquidation preference §1,000,000) 5,000 10,000
Series B convertible preferred stock, $0.01 par value, ‘

1,651,046 authorized; 0 and 1,041,290 issued and

outstanding at December 31, 1995 and 1996, respectively

(liquidation preference $3,033,367) - 10,413
Voting common stock, $0.001 par value, 4,500,000 shares

authorized; 500,000 and 1,000,000 shares issued and

outstanding at December 31, 1995 and 1996, respectively 500 1,000
Non-voting common stock, $0.001 par value, 500,000 shares

authorized; 500,000 and O issued and outstanding at

December 31, 1995 and 1996, respectively 500 -
Additional paid-in capital 495,000 4,369,944
Deficit accumulated during the development stage (426,826) (2,170,461)

Total stockholders' equity 74174 2,220,896
Total liabilities and stockholders' equity $ 91,524 $ 2365912

The accompanying notes are an integral part of these financial statements.
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PathNet, Inc.
(A Development Stage Enterprise)

Statements Of Operations
For the For the
period period
August 25, August 25,

1995 (date of For the 1995 (date of
inception)to  year ended inception) to
December December 31, December 31,

31, 1995 1996 1996
Revenue $ - S 1,000 § 1,000
Expenses:
General and administrative 290,318 913,646 1,203,964
Research and development 19,038 226,021 245,059
Legal and consulting 120,083 202,651 322,734
Total expenses 429,439 1,342,318 1,771,757
Net operating loss (429,439) (1,341,318) (1,770,757)
Interest expense - (415,357) (415,357)
Other income 2,613 13,040 15,653
Net loss $ (426826)8 (1,743,635 8  (2,170,461)

The accompanying notes are an integral part of these financial statements.
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Balance, August 25, 1993
Issuance of Voling common stock

Issuance of Non-voting common stock
Sale of Series A convertible preferred stock

Net loss
Balance, December 31, 1995

Sale of Series A convertible preferred stock
Cancellation of Non-voling common stock

Issuance of Voling comnion stock

Salo of Serics B convertible preferred

PathNet, Inc.
(A Development Stage Enterprise)

Statements Of Changes In Stockholders' Bquity
for the period August 25, 1995 (date of inception) to December 31, 1995 and

for the year ended December 31, 1996

Sale of Scrics B convertible preferred stock, net of issuance costs - -
Converslon of bridge loan plus accrued inferest to Scrics B

convertible preferred stock

Sale of Serics B convertibie preferred stock representing
the commiticd but undrawn portion of bridge loan to Series B

convertible preferred stock
Net loss
Balance, December 31, 1996

Deficit
accumulated
Series A Series B Additional during the
Preferred Stock Preferred Stock Common Stock Paid-in development
Shares Amount Shares Amount Shares Amount Capital slage Tolal
- $ - - $ - - s - s - s - $ -
- - - - 500,000 500 - - 500
- - - - 500,000 500 - - 500
500,000 5,000 - - - - 495,000 - 500,000
- . - - - - - (426,826) (426,826)
500,000 5,000 - - 1,000,000 1,000 495,000 (426,826) 74,174
500,000 5,000 - - - - 495,000 - 500,000
- - - - (500,000) (500) - - (500)
- - - - 500,000 500 - - 500
609,756 6,098 - - 1,968,902 - 1,975,000
- - 306,242 3,062 - - 1,001,412 - 1,004,474
- - 125,292 1,253 - - 409,630 - 410,883
- - - - - - - (1,743,635) (1,743,635)
l!ooo!ooo $ 19,000 1,041,290  $10,413 1,000000 $ 1000 $4,369,944 $(2,170,461 M

The accompanying notes are an integral part of these financial statements.
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PathNet, Inc.

(A Development Stage Enterprise)
Statements Of Cash Flows
For the For the
period period
August 25, August 25,
1995 (date of Far the 1995 (date of

inception) to year ended inception) to
- December 31,  December 31, December 31,
1995 1996 1996

Cash flows fram operating activities:
Net loss $ (426826) $ (1,743,635 $ 2,170,461)
Adjustment to reconcile net loss to net cash
used in operating activities:
Depreciation expense . 352 9,024 9,367
Interest expense recognized on the discounted :
conversion of bridge loan to Series B preferred
stock and the discounted conversion of the
committed but undrawn portion of bridge loan
Accrued interest satisfied by conversion of bridge
loan to Series B preferred stock - 33,367 33,367
Increase (decrease) in cash flow fram operating activities
resulting from changes in assets and liabilities:

381,990 381,990

Other current assets - (1,695) (1,695)
Accounts payable ) 4,705 110,094 114,799
Accrued expenses — 12645 17572 30217
Net cash used in operating activities —(409,129) ___(1,193283) __ (1,602:407)
Cash flows from investing activities:
Expenditures for property and equipment (8,903) (46,653) (55,556)
Net cash used in investing activities (8,903) {46,653) (55,556)
Cash flows from financing activities:
Issuance of voting and ncn-voting commeon stock 1,000 - 1,000
Proceeds from sale of Series A preferred stock 500,000 500,000 1,000,000
Proceeds from sale of Series B preferred stock - 2,000,000 2,000,000
Proceeds from sale of Series B preferred stock representing
the conversion of committed but tndrawn portion
of bridge loan to Series B preferred stock - 300,000 300,000
Issuance costs - (25,000) (25,000)
Proceeds from bridge loan - 700,000 700,000
Net cash provided by financing activities 501,000 3,475,000 3,976,000
Net increase in cash and cash equivalents 82,573 2,235,064 2,318,037
Cash and cash equivalents at the beginning of period - 82,973 -
Cash and cash equivaleats at the end of period $_ 295 52318057 5 2318037
Supplemental disclosure:
Noncash transactions:
Conversion of bridge loan plus accrued interest to
Series B preferred stock S - S 733367 $ 733,367
e e e ——
Conversion of non-voting common stock to voting
common stock S - s 500 $ 500
L 4 R — —  ———————

The accompanying notes are an integral part of these financial statements.
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PathNet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements

Business and Financing:

PathNet, Inc. (the Company) was incorporated in the State of Delaware on August 25,
1995. On August 28, 1995. Path Tel, Inc. (Path Tel) was merged with and into the
Company, with the Company being the surviving corporation. The sole owner of Path Tel
was the founder (Founder) of the Company. The business of the Company will be to
aggregate and build a high capacity, digital microwave network taking advantage of the
Federal Communications Commission's (FCC) mandate requiring hundreds of private
microwave users (incumbents) to reconfigure and update their networks because of
Personal Communication Services (PCS) microwave relocation and the desire to move to
digital systems.

The Company will act as a turnkey provider for incumbents by providing transition
services which include the procurement of equipment, system design, and network
construction management. In return for these services, the Company will receive the
exclusive contractual right to market to existing long-distance carriers excess capacity
created and aggregated on the network. The revenue generated from this activity will be
shared with the incumbents.

The Company has in place contracts requiring them to provide transitioning services which
are in process. In addition, the Company is currently in the process of negotiating with
several national long distance carriers who will be likely purchasers of the excess capacity
created. Management believes the first network upgrade will be completed by March 31,
1998 and it is likely the Company will receive a contract to purchase the excess capacity
created on this network. However, the outcome is uncertain and depends on a variety of
factors, some of which are beyond the Company's control. The Company is dependent
upon the network upgrades to achieve its objective. Management's plans to fund
operations and the transitioning services will potentially include public and private sources
and strategic corporate alliances.

The Company has incurred an accumulated deficit of $2,170,461 for the period August
25, 1995 (date of inception) to December 31, 1996. Management believes that as of
December 31, 1996, the Company has adequate funding due to the preferred stock
offerings consummated during 1996 (Note 3) to fund operations through the first quarter
of 1998. The Company will need to achieve positive operational cash flow or complete
additional equity or debt financings to fund operations beyond the first quarter of 1998.

Continued



PathNet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements

Summary of Significant Accounting Policies:

Basis of Accounting:

The Company's activities to date principally have been initiating research and
development, marketing, securing capital and planning its proposed service and network
development. Accordingly, the Company's financial statements are presented as a
development stage enterprise, as prescribed by Statement of Financial Accounting
Standards No. 7, "Accounting and Reporting by Development Stage Enterprises." As a
development stage enterprise, the Company has been relying on the issuance of preferred
stock rather than recurring revenues, for its primary sources of cash since inception.

Use of Estimates:

The preparation of financial statements in conformity with generally accepted accounting
principles requires management to make estimates and assumptions that affect the
reported amounts of assets and liabilities at the date of the financial statements and the
reported amounts of revenues and expenses during the reported period. The estimates
involve judgments with respect to, among other things, various future factors which are
difficult to predict and are beyond the control of the Company. Therefore, actual amounts
could differ from these estimates.

Cash Equivalents:

The Company considers all highly liquid instruments with an original maturity of three
months or less to be cash equivalents.

ncentration of Credit Risk:

Financial instruments which potentially subject the Company to concentrations of credit
risk consist of cash and cash equivalents. The Company has invested its excess cash in a
money market fund with a commercial bank. These investments are collateralized by the
underlying assets of the fund. The Company has not experienced any losses on its cash
and cash equivalents.

Continued



PathNet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements, Continued

Summary of Significant Accounting Policies, continued:
Reclassification

Certain prior year amounts in the financial statements have been reclassified to conform to
the presentation used in 1996.

Equipment:
Equipment is recorded at cost and depreciated on the straight-line method over four years
based upon estimated useful lives. When assets are retired or disposed, the cost and the

related accumulated depreciation are removed from the accounts, and any resulting gam or
loss is recognized in operations for the period.

Deferred Income Taxes:

The Company accounts for income taxes by the liability method. Under this method
deferred income taxes are recognized for tax consequences in future years of differences
between the tax bases of assets and liabilities and their financial reporting amounts at each
year-end, based on enacted laws and statutory tax rates applicable to the periods in which
the differences are expected to affect taxable income. Valuation allowances are
established, when necessary, to reduce net deferred tax assets to the amount expected to
be realized. The provision for income taxes consists of the Company's current provision
for federal and state income taxes and the change in the Company's net deferred tax assets
and liabilities during the year.

Stock-Based Compensation

In October 1996, the Financial Accounting Standards Board issued the Statement of
Financial Accounting Standards No. 123, (SFAS 123), Accounting for Stock-Based
Compensation, which is effective for fiscal years beginning after December 31, 1995.
SFAS 123 allows companies to either account for stock-based compensation under the
new provisions of SFAS 123 or under the provisions of Accounting Principles Board
Opinion No. 25, (APB 25), Accounting for Stock Issued to Employees, but requires pro
forma disclosure in the footnotes to the financial statements as if the measurement
provisions of SFAS 123 had been adopted. The Company has continued to account for its
stock based compensation in accordance with the provisions of APB 25.

Continued



PathNet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements, Continued

Capital Stock Transactions:

Common Stock:

The initial capitalization of the Company on August 28, 1995 occurred through the
issuance of 500,000 shares of Voting common stock and 500,000 shares of Non-voting
common stock. The shares of both the Voting and Non-voting common stock are owned
by the Founder of the Company. In February 1996, the Founder returned 500,000 shares
of Non-voting common stock in exchange for 500,000 shares of voting common stock.

Convertible Preferred Stock:

As part of its initial capitalization, on August 28, 1995 the Company initiated a private -
offering of 1,000,000 shares of Series A convertible preferred stock for $1,000,000.

Pursuant to the terms of the Investment and Stockholders' Agreement (Agreement), the

private offering was closed in two phases. As of the signing of the Agreement, the
Company received $500,000, representing the first closing on this offering. In addition to

the second closing for $500,000, the Agreement provided for a convertible bridge loan in

the amount of $1,000,000 to be available at the time of the second closing or any time
during the one year period following the second closing. The bridge loan accrues interest
at a rate of 12% per annum and is due and payable in full on the earlier to occur of the
anniversary date of the bridge loan issuance or the closing date of the Company's next
equity financing. In the event the Company consummates a round of equity financing
subsequent to the date of issuance of the bridge loan which results in aggregate proceeds
to the Company of $500,000, all principal and interest accrued on the loan shall, at the
option of the holders of the bridge loan, be convertible into equity at seventy-three percent
of the price of the security issued in the equity financing. In the event the bridge loan is
repaid in full and a new round of equity financing is consummated within 180 days of such
repayment, the holders of the bridge loan may purchase an amount of equity equal to the
outstanding principal balance plus accrued interest immediately prior to such repayment at
the price equal to seventy-three percent of the price of the security issued in such new
round of equity financing.

In February 1996, the Company issued 500,000 additional shares to the original investors
in exchange for $500,000, representing the second closing of the Agreement. In August
1996, the Company drew $700,000 on the bridge loan.

Continued
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PathNet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements, Continued

Capital Stock Transactions, continued:

In December 1996, the Company consummated a second private offering of 609,756
shares of Series B convertible preferred stock for $2,000,000 less issuance costs of
$25,000. In addition, the $700,000 bridge loan plus $33,367 of accrued interest was
converted into 306,242 shares of Series B convertible preferred stock and the Company
recognized $271,107 of interest expense to account for the conversion of the bridge loan
into preferred stock at a discounted rate. In addition, $300,000 representing the
committed but undrawn portion of the bridge loan, was paid to the Company for the sale
of 125,292 shares of Series B convertible preferred stock at a discounted rate. The
Company recognized $110,883 of interest expense to account for the discounted
conversion and issuance of the committed but undrawn bridge loan at a discounted
conversion rate. )

The Company will receive an additional $2,000,000 in a second closing in exchange for
609,756 shares of Series B convertible preferred stock upon the occurrence of the
following: (1) the Company hires a CEO that is acceptable to the Board of Directors or
(2) the Company obtains a definitive work order to build a material network approved by
the Board of Directors and (3) neither the Company nor the founder is in breach of the
terms of the agreement. As of December 31, 1996, these events have not occurred.

"Each share of Series A and Series B convertible preferred stock entitles each holder to
such number of votes per share equal to the number of shares of Common Stock into
which each share of Series A and Series B convertible preferred stock is convertible.

The holders of the convertible preferred stock are entitled to receive dividends at the same
rate as dividends are paid with respect to the common stock. In the event of any
liquidation, dissolution or winding up of the Company, whether voluntary or involuntary,
holders of each share of Series A and Series B convertible preferred stock outstanding are
entitled to be paid before any payment shall be made to the holders of any class of
common stock or any stock ranking on liquidation junior to the convertible preferred
stock, an amount, in cash, equal to the original purchase price paid by such holder plus
any declared but unpaid dividends. The liquidation preference of the Series A convertible
preferred stock is $1,000,000, which represents the proceeds from sale of Series A
convertible preferred stock. The liquidation preference of the Series B convertible
preferred stock is $3,033,367, which represents the proceeds from sale of Series B

Continued
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PathNet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements, Continued

Capital Stock Transactions, continued:

preferred stock, the proceeds from sale of Series B preferred stock representing the
committed but undrawn portion of bridge loan to Series B preferred stock and the
conversion of bridge loan plus accrued interest to Series B preferred stock. In the event,
the assets of the Company are insufficient to permit payment to such stockholders of the
full preferential amounts, then all of the assets available for distribution shall be distributed
pro rata so that each holder receives that portion of the assets available for distribution as
the number of shares of convertible preferred stock held by such holder bears to the total
number of shares of convertible preferred stock then outstanding.

Capital Stock Transactions, continued:

Shares of the Series A and Series B convertible preferred stock may be converted at any
time, at the option of the holder, into Voting common stock. The number of shares of
Voting common stock entitied upon conversion is the quotient obtained by dividing the
carrying value of the Series A and Series B convertible preferred stock by the Applicable
Conversion Rate, defined as the Applicable Conversion Value of $1.00 or $3.28 adjusted
for additional common stock issued, by the number of shares of Series A or Series B
convertible preferred stock, respectively, being converted.

Each share of convertible preferred stock shall automatically be converted into the number
of shares of Voting common stock which such shares are convertible upon application of
the Applicable Conversion Rate immediately upon the written election by holders of the
majority in interest of the convertible preferred stock or the closing of an underwritten
public offering covering the offer and sale of capital stock in which (i) the Company is
valued on a pre-money basis at greater than $50,000,000, (ii) the gross proceeds received
by the Company exceed $20,000,000, and (iii) the Company uses a nationally recognized
underwriter approved by holders of a majority interest of the convertible preferred stock.

If the Company issues any additional shares of common stock of any class at a price less
than the Applicable Conversion Value, in effect for the Series A or Series B convertible

preferred stock immediately prior to such issuance or sale, then the Applicable Conversion
Value shall be reduced to the lower price.

Continued
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PathNet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements, Continued

Capital Stock Transactions, continued:

In the event that a qualified public offering has not occurred prior to December 23, 2000,
the Company will redeem all shares of convertible preferred stock then outstanding.
Payment of the redemption price is due on January 23, 2001 for a cash price equal to the
original purchase price paid by such holders for each share of convertible preferred stock.

Stoc i

On August 28, 1995, the Company adopted the 1995 Stock Option Plan ("1995 Plan"),
under which incentive stock options and non-qualified stock options may be granted to
the Company's employees and members of the Broad of Directors. Both incentive stock
options and options that are not qualified under Section 422 of the Internal Revenue Code
of 1986, as amended ("non-qualified options") are available under the 1995 Plan. The
Compensation Committee, which administers the 1995 Plan, determines the number of
options granted to employees and other persons, the vesting period and the exercise price
provided that it is not below market value. The 1995 Plan will terminate August 28, 2005
unless terminated earlier by the Board of Directors.

The 1995 Plan allows for the issuance of 439,024 shares of common stock. Options
granted under the 1995 Plan generally vest over a three to four year period and expire
either 30 days after termination of employment or 10 years after date of grant. As of
December 31, 1996, a total of 51,219 non-qualified options and 146,342 incentive stock
options were issued at $0.10 per share, the estimated per share fair value of the stock, by
the Compensation Committee.

Continued
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PathNet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements, Continued

Stock Options, continued:

Stock option activity for the period from the 1995 Plan's inception to December 31, 1996
was as follows:

Weighted
Average
Shares Price  Exercise Price

Options outstanding, August 25, 1995

Granted 165,845 $0.10 $0.10
Exercised - - -
Cancelled - - -
Options outstanding, December 31, 1995 165,854 $0.10 $0.10
Granted 31,707 $0.10 $0.10
Exercised - - -
Cancelled - - -
Options outstanding, December 31, 1996 197,561 $0.10 $0.10

At December 31, 1996, 112,195 options were exercisable. The weighted-average fair
value of options granted during 1995 and 1996 was $0.02 and $0.03, respectively, based
on an option pricing model.

The Company accounts for the fair value of its grants in accordance with APB 25.
No compensation cost has been recognized for the stock options as all options have been
granted at the estimated per share fair value of the stock to employees or directors of the
Company. Had compensation cost for the Company's stock option plan been determined
based on the fair value at the grant date for awards under the plan consistent with the
method of SFAS 123, the Company's net loss would have been increased to the proforma
amounts indicated below:

1995 1996
Net loss as reported $426,826  $1,743,635
Pro formanetloss - $427,793  $1,747,570

Continued
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PathNet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements, Continued

Stock Options, continued:

The fair value of each option is estimated on the date of grant using a type of
Black-Scholes option pricing model with the following weighted-average assumptions
used for grants during the period ended December 31, 1995 and December 31, 1996,
respectively: dividend yield of 0%, expected volatility of 0%, risk-free interest rate of
6.01% and 6.35% and expected terms of 4.6 and 5.8 years.

As of December 31, 1996, the weighted average remaining contractual life of the options
is 8.64 years.

As of December 31, 1995 and 1996, the pro forma tax effects would include an increase
to the deferred tax asset and the valuation allowance of $377 and $1,535, respectively;
therefore, there is no proforma tax effect related to SFAS 123.

itments and Contingencies:

On September 1, 1995, the Company entered into a month to month lease for its
corporate offices in a building owned by the Founder. The monthly rent charged for this
space is $10.00 per month. During 1996, the Company entered into two operating leases
for office space in Kansas and Texas. The Kansas office lease expires in May 2000 and
the Texas office lease expires in September 1997. The Company's future minimum rental
payments under operating leases are as follows: $22,687 in 1997, $9,432 in 1998, $9,648
in 1999, and $3,240 in 2000 Rent expense for the penod ended December 31, 1995 and
1996 was $40 and $4,399, respectively.

Continued
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PathNet, Inc.
(A Development Stage Enterprise)
Notes to Financial Statements, Continued

Income Taxes:

The tax effect of temporary differences that give rise to significant portions of the deferred
tax asset at December 31, 1995 and 1996, is as follows:

1995 1996
Capitalized costs $ 141,000 $ 661,000
Net operating loss carryforward 1,000 14,000
142,000 675,000
Less valuation allowance (142.000) (675,000)

Capitalized costs represent expenses incurred in the organization and start-up of the
Company. For federal income tax purposes, these costs will be amortized over sixty
months once business operations commence.

15



EXHIBIT B

DESCRIPTION OF PATHNET'S
MANAGERIAL AND TECHNICAL RESOURCES

Pathnet is a carrier's carrier providing high quality, low-cost, digital
telecommunications capacity to under-served and second- and third-tier U.S. markets.
Using an integrated strategy, Pathnet is building its digital network employing both
wireless and fiber-optic technologies. Pathnet's digital network provides:

e Low Cost: Pathnet gives carriers a low-cost access option.

e High Quality: The network is designed and engineered to deliver greater than
99.999% network reliability on any individual path with an average bit error rate
of no greater than 10",

e National Network: Pathnet currently has 2,100 route miles of completed network,
4,600 route miles of network under construction and 7,800 route miles of network
under commitment.

e Unique Rights-of-Way: Strong affiliations with owners of telecommunications
assets provide Pathnet's unique route paths.

e Access to New Markets: Provides under-served and second- and third-tier markets
with a robust digital infrastructure enhancing capacity for telecommunications
services.

Founded in 1995, Pathnet's wireless network evolved out of a FCC regulatory action
that required hundreds of private microwave network operators to reconfigure their
networks by relocating to a different part of the spectrum. Pathnet partnered with owners
of telecommunications assets, including utility, pipeline and railroad companies, to
upgrade and aggregate existing infrastructure to a state-of-the-art SONET network.

Due to demand and opportunity, Pathnet recently expanded the scope of its initial
business strategy to include fiber. The company continues to rely on its traditional
partnering approach for rights-of-way throughout the U.S. By broadening these
partnering arrangements to include fiber, Pathnet is able to offer customized builds to
service providers. Pathnet's fiber product line delivers bandwidth services, as well as dark
or dim fiber to customers requiring dedicated network services in under-served and
second- and third-tier markets. Pathnet offers telecommunications service to inter-
exchange carriers, local exchange carriers, Internet service providers, Regional Bell
Operating Companies, cellular operators and resellers.

Applicant's Management Team:

Richard A. Jalkut, President and Chief Executive Officer: Richard Jalkut has
over 30 years experience in the telecommunications industry, most recently as President
and Group Executive of NYNEX Telecommunications, where he oversaw a team of more
than 60,000 employees and more than $12 billion in revenue. Mr. Jalkut began his career
in 1966 at New England Telephone and served in a variety of positions, including
Executive Vice President and Chief Operating Officer. In 1990, Mr. Jalkut was named
Executive Vice President and Chief Operating Officer of New York Telephone Co., Inc.,



the predecessor to NYNEX Telecommunications Group. He was appointed President and
Chief Executive Officer in 1991. In 1995, Mr. Jalkut assumed responsibility for the entire
NYNEX Telecommunications Group where he served as President and Group Executive.
He retired from NYNEX in August 1997.

James M. Craig, Executive Vice President, Chief Financial Officer and
Treasurer: James Craig brings 22 years of accounting and finance experience to Pathnet
with 15 years specifically in the telecommunications industry. Formerly the Senior
Director of Treasury Management for Omnipoint Communications, Mr. Craig was
responsible for corporate planning and forecasting. He also served as a point of contact
for investment banks, sell-side analysts and rating agencies. Prior to that, Mr. Craig
assisted in the launch of two start-up telecommunications companies, UniSite and
National Telecom PCS, Inc. As part of his role with UniSite, he established regional and
national alliances between UniSite and telecommunications tower owners. Mr. Craig also
spent a total of 11 years with MCI, holding positions such as Director of Wireless
Communications, Director of Corporate Development, Director of Telecommunications
Group Planning and Director of Corporate Treasury Group.

Kevin J. Bennis, Executive Vice President, President of Communications
Services: Kevin Bennis brings over 23 years of sales, marketing, customer/technical
services and regulatory experience to Pathnet. Most recently, he served as President of
Frontier Communications, where he was responsible for long distance sales, marketing
and customer service activities of 3,500 employees for the long distance/integrated
communications division. Prior to Frontier, he spent 21 years with MCI, serving as
President of the Integrated Client Services Division (ICSD), and as the first
President/Chief Operating Officer of Avantel, a joint telecommunications venture in
Mexico. During his tenure as head of business marketing, MCI introduced the first
bundled inbound/outbound long distance service.

Robert A. Rouse, Executive Vice President, President of Network Services:
Robert Rouse joins Pathnet with over 30 years experience in the telecommunications
industry. Prior to Pathnet, Mr. Rouse was Executive Vice President of Intermedia
responsible for network services, engineering and systems. Prior to that, he spent over 10
years with MCI - the last three as Senior Vice President of Network Services for
MCI/Concert. In this position, he was responsible for integrating the network and product
functionality between MCI and British Telecom as well as building global networks.
Before joining MCI in 1986, Mr. Rouse spent a total of 17 years with Frontier where he
was involved in a series of their unregulated start-up business ventures, including a key
role in developing Frontier's long distance company.

William R. Smedberg V, Executive Vice President of Corporate
Development: William Smedberg joined Pathnet as a consultant in 1996 and was named
Vice President, Finance and Corporate Development in January 1997. Before Pathnet,
Mr. Smedberg served in various financial planning positions at the James River
Corporation of Virginia, Inc., for nine years. In particular, he served as Director, Strategic
Planning and Corporate Development for Jamont, a European consumer products joint



venture among Nokia Oy, Montedison S.p.A. and James River, where he was responsible
for Jamont's corporate finance, strategic planning and corporate development. Earlier,
Mr. Smedberg worked in the defense industry as a consultant and engineer for TRW, Inc.

Michael A. Lubin, Vice President, General Counsel and Secretary: Michael
Lubin has served as Vice President, General Counsel and Secretary of Pathnet since its
inception. Before joining Pathnet, Mr. Lubin was an attorney-at-law at Michael A. Lubin,
P.C., a law firm he founded in 1985. Mr. Lubin has experience in telecommunications
matters, copyright and intellectual property matters, corporate and commercial law,
construction claims adjudication and trial work. Earlier, he served as a Federal Prosecutor
with the Fraud Section, Criminal Division, United States Department of Justice.

Robert C. Ferry, Chief Information Officer: Robert Ferry brings to Pathnet
over 16 years of telecommunications, technology and corporate development experience.
Formerly the Chief Technology Officer for Sector Communications, he set the technical
direction for two European-based subsidiaries (telecommunications services and systems
management software), managed the local area network and data communications
systems, and oversaw the North American marketing and sales efforts. Prior to Sector,
Mr. Ferry founded and was President of the technology consulting firm, Insight
Information, and served as Director of Information Systems for Temps & Co.

William E. Cotta, Vice President of Operations: William Cotta has over 25
years experience in the telecommunications industry in the areas of network operations,
customer service support, billing system operations, network construction and
engineering. Prior to joining Pathnet, Mr. Cotta was Vice President and General Manager
at Nynex where he managed a 2,500 person business unit with responsibilities for
business and residential service operations, construction, engineering as well as business
unit profitability.

Joseph A. Mastrogiorgio, Vice President of Marketing: Joseph Mastrogiorgio
is a 19-year telecommunications industry veteran who comes to Pathnet after 10 years at
MCI in sales and marketing. At MCI, he served as Managing Director of Enterprise
Solutions for MCI Systemhouse and directed business development activities for new
product solutions, leveraging MCI and Systemhouse core capabilities. Prior to working
with Systemhouse, he was Director of Channel Management for MCI's Integrated
Services Division and responsible for managed data network sales.

Michael R. Van Zetta, Vice President of Sales: Michael Van Zetta joined
Pathnet with over 19 years of sales and marketing experience in communications and the
media technologies industry. Before joining Pathnet, Mr. Van Zetta was Regional Vice
President of Carrier Sales at Frontier Corporation, Vice President of Sales for Winstar
and Comsat, and Director of Sales and National Accounts Marketing at MCI. Mr. Van
Zetta's media, long distance, wireless and data experience helps Pathnet fill the market
demand for SONET-based wireless solutions.



Tara L. Merkel, Director of Human Resources: Tara Merkel has 10 years
experience in human resources and operations in the communications industry. Before
joining Pathnet, Ms. Merkel was Director of Human Resources at CNN-Washington, DC
and Operations Manager for Potomac Televisions Services, Inc. at CNN. A Certified
Professional in Human Resources (PHR), she has a broad range of experience in line
management, employee/labor relations, training development, benefits and payroll
administration.

Applicant's Technical Resources:

Pathnet is engineering its network for maximum system reliability by using only
the best system components and incorporating the latest technological standards.
Applicant's network is designed and engineered to achieve greater than 99.999% network
reliability on any individual path with an average bit error rate of no greater than 10"
and conforms to the most stringent industry standards. All of Applicant's vendor partners
have passed Pathnet's stringent quality threshold requirements. Applicant's two primary
vendors are Lucent Technologies and NEC.

Lucent Technologies TrueWave® RS Fiber
Application Based Fiber Design for Long Distance, High Bit Rate Systems

Lucent Technologies TrueWave® RS (reduced slope) single optical fiber with
reduced dispersion slope is the industry's first nonzero-dispersion fiber (NZDF) designed
specifically for long distance, high bit rate systems supporting the maximum number of
channels operating in both the third and fourth wavelength windows. Today's optically
amplified dense wavelength division multiplexing (DWDM) systems operate in the 1530
to 1620 nm window while emerging systems are also likely to utilize the 1565 to 1620
nm window.

The low dispersion slope of TrueWave RS fiber allows both today's and emerging
systems to take maximum advantage of the intrinsic capacity of fiber by supporting the
largest number of channels in each wavelength band over very long distances.

With TrueWave RS Fiber, Lucent Technologies continues its technology innovation
Wave that began with the patented and award winning TrueWave fiber. Specifically,
TrueWave RS fiber is unique from other nonzero-dispersion fibers by having:

e Lowest dispersion slope across the third and fourth windows

e Half the dispersion variation of large area NZDF's

e Best performance for long distance systems with large numbers of channels

These characteristics translate into greater information capacity for the network.
When installing for today's network, you need fiber that can optimally operate with
transmission systems available today and those being demonstrated in research
laboratories. Lucent Technologies has demonstrated 1000 Gb/s transmission on
TrueWave fiber using wavelengths up to 1620 nm.



TrueWave® is a registered trademark of Lucent Technologies Inc.
NEC 2000 Series SONET Digital Microwave Radios

NEC's 2000 Series SONET digital microwave radios have a unique
implementation of a protection scheme which provides the most capacity available in the
smallest amount of space. Commonly referred to as 1xN, this protection scheme utilizes
one RF channel to back-up multiple operational channels. NEC's implementation of this
protection scheme provides one protection channel for seven operational channels in just
two bays of equipment. One radio bay only occupies a 23" x 12" footprint. Each
operational channel carries an OC-3 signal, or the equivalent of 2,016 simultaneous voice
channels. In a 1x7 configuration, this translates to 14,112 simultaneous voice channels.

Another feature that attracted Pathnet to the NEC 2000 Series is its unique cross
polarization interference canceller (XPIC) feature. Through proprietary engineering
advancements, NEC's digital microwave radio provides greater cross polarization
discrimination, allowing for the transmission of two OC-3 signals on the same frequency
pair by using opposite polarities. Now, instead of being limited to seven RF channels
carrying one OC-3 per channel in the 6GHz band, NEC's radios provide up to 14 OC-3s,
doubling capacity in an already small space.

e SONET/SDH platform
Greater than 99.999% path reliability, Bellcore Industry Standard
More cost effective than fiber in certain target markets
1xN protection creating maximum availability and survivability
Modular system, allowing for easy upgrades and maintenance while providing
multiple OC-3 RF channels in one standard bay
e Each node, which is typically 25 miles apart, is capable of drop/insert

multiplexing
e Both frequency and space diversity is incorporated into the network
e The network platform is designed for maximum flexibility for voice, data and

video services

Network Operations Center

Once a network is operational, Pathnet's 24-hour, 7-day-a week Network
Operations Center (NOC) begins monitoring each route. The installed
surveillance and alarm system ensures the equipment operates with maximum

reliability.
e Single point of contact with technical service consultant
e Tier 2 technical support utilizing co-located equipment lab
e Tier 3 technical help desk

e Both fault and performance analysis positions staffed in the NOC



Proactive customer notification and network events
TMN Compliant Element Management System
Redundant Data Telemetry Network

e Monitored from NOC

e Frame relay/Cisco routers
NOC supported by dedicated onsite backup generator

Disaster Recovery NOC established
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Bepartment nf State

| certify from the records of this office that PATHNET, INC. doing business in
Florida as PATHNET COMMUNICATIONS, INC., is a corporation organized
under the laws of Delaware, authorized to transact business in the State of
Florida, qualified on August 11, 1998,

The document number of this corporation is F98000004582.

I further certify that said corporation has paid all fees and penalties due this office
through December 31, 1998, and its status is active.

| further certify that said corporation has not filed a Certificate of Withdrawal.

Given under my hand ;nd the

igrida
at Tallahassee, the Capitol, this the
Fourteenth day of August, 1998

- Sunden B Morthp
Secretary of State
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