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Application of Birch Telecom of the South, Inc. for Authority to Provide Resold

Re:
and Facilities-Based Local Exchange Telecommunications Services within the
State of Flonda

Dear Ms. Bayo: 1

On behalf’ of Birch Telecom of the South, Inc. (“Birch”), we hereby submit an
original and five (5) copies of its application and price list for authority to provide resold
and facilities-based local exchange telecommunications services within the State of Florida.

In accord with the Commission’s Rules, we have enclosed herewith a check in the
amount of $250.00, in payment of the Commission’s fee for processing Birch’s applicatiop._.

We have included an extra copy of this filing, marked “Stamp and Return,” as well
as a self-addressed, pre-paid overnight airbill and delivery envelope. Please stamp and

return the extra copy to confirm your receipt.
Please direct any inquiries regarding this filing to the undersigned.

Respectfully submitted,

Check received with fing and BIrRCH TELECOM OF THE SOUTH, INC.
forwarded to Fiscal for deposit.
Fiscal to forward a copy of cheok ;
19 RAR with proof of deposit, W
By '
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Valerie M. Furman
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ORIGINAL

APPLICATION FORM

1.  This is an application for v (check one):
( v ) Original authority (new company)

( ) Approval of transfer (to another certificated company)

Example, a certificated company purchases an existing
company and desires to retain the original certificate
authority.

{ ) Approval of assignment of existing certificate
(to a noncertificated company)

Example, a non-certificated company purchases an
existing Company and desires to retain the certificate of
authority rather than apply for a new certificate.

( ) Approval for transfer of control (to another certificated
company)

Example, a company purchases 51% of a certificated
company. The Commission must approve the new
controlling entity.

2. Name of Applicant:

Birch Telecom of the South, Inc. ("Birch”)

3. Name under which the applicant will do business (d/b/a)

Same as above.

4. If applicable, please provide proof of fictitious name (d/b/a) registration.

Fictitious name registration number: Not applicable.

5. National mailing address including street name, number, post office box,
city, state, zip code, and phone number.

2020 Baltimore Avenue
Kansas City, Missouri 64108
(816) 300-3000

(816) 300-3247 (fax)

DOCUMENT NUMBER-DATE
C
LRI oo 06334 JuN-88
1148513
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10.

Ongoing Commission Liai

Structure of organization: « Check appropriate box(s)

{ } Individual ( ) Corporation

(V) Foreign Corporation ( ) Foreign Partnership
{ ) General Partnership ( ) Limited Partnership
( ) JointVenture { ) Other, Please explain

If applicant is an individual, partnership, or joint venture, please give name,
title and address of each legal entity.

Not applicable.

State whether any of the officers, directors, or any of the ten largest
stockholders have previously been adjudged bankrupt, mentally
incompetent, or found guilty or any felony or of any crime, or whether such
actions may result from pending proceedings. If so, please explain.

None of Birch’s officers or directors, or any of its ten largest stockholders, have
previously been adjudged bankrupt, mentally incompetent, or found guilty or any
felony or of any crime, or whether such actions may result from pending
proceedings.

If incorporated, please provide proof from the Florida Secretary of State
that the applicant has authority to operate in Florida.

Please see Exhibit A.

Corporate charter number: FO0000002797

Please provide the name, title, address, telephone number, Internet
address, and facsimile number for the person serving as ongoing liaison
with the Commission, and if different, the liaison responsible for this
application.

Contact Persons

Application

Regarding This

Gregory C. Lawhon, Esq.
Senior Vice President

Birch Telecom of the South, Inc.
2020 Baltimore Avenue

Kansas City, Missouri 64108
Voice: (816) 300-3000

Fax: (816) 300-3247

FORM PSC//CMU 8(11/95)
Required by Chapter 364.337 F.S.
1148513

Valerie M. Furman, Esq.

Jacob Farber, Esq.

Dickstein Shapiro Morin & Oshinsky LIL.P
2101 L Street, N.W.

Washington, DC 20037-1526

Voice: (202) 833-5017

Fax: (202)887-0689



11.  Please list other states in which the applicant is currently providing or has
applied to provide local exchange or alternative local exchange service.

Birch is an integrated telecommunications provider that intends to offer facilities-
based and resold local exchange telecomm.unications services, as well as resold
interexchange (toll) telecommunications services, to business and residential customers
in the State of Florida. Birch will offer state-of-the-art voice and data services to its
customers, including local and long distance telephone service, calling card services,
toll-free numbers, Internet access (using DSL, T-1, ISDN and/or other high-speed
facilities), Web hosting, integrated voice and data transmission over broadband lines,
and customer premises equipment sales and services. Birch will provide the above-
referenced services to its customers through a combination of leased and owned
network facilities and resold services. Using an unbundled network element platform
("UNE-P”) strategy, Birch will lease substantially all of the unbundied network elements
necessary to provide service to customers from incumbent telephone companies, and
use Birch advanced back-office systems to combine these elements into integrated

Birch-branded voice services.

Birch's sister corporations — Birch Telecom of Missouri, Inc., Birch Telecom of
Kansas, Inc., and Birch Telecom of Texas Ltd., L.L.P. — currently offer these state-of-
the-art telecommunications services to customers located throughout the states of
Missouri, Kansas and Texas. Birch's sister corporations are currently deploying
collocations and transmission equipment throughout the Missouri, Kansas and Texas
markets to deliver digital subscriber line service, which will support dedicated high-
speed Internet access. Birch’s sister corporations expect to have over 130 collocations

operational by the end of this year in the Missouri, Kansas and Texas markets. Birch

FORM PSC//CMU 8(11/95)
Required by Chapter 364,337 F.S.
1148513 3




intends to replicate the service offerings and operations of its sister corporations in the

State of Florida.

Birch has been granted authority to provide interexchange (toll)
telecommunications services in the Commonwealth of Kentucky and currently has
applications for authority to provide intrastate interexchange (toll) telecommunications
services pending in the states of Georgia, South Carolina, Tennessee and Louisiana. In
addition, its sister corporation, Birch Telecom of the Great Lakes, Inc., has been granted
authority to provide such service in the states of Indiana and Michigan, and has an
application for authority to provide interexchange (toll) telecommunications services
pending in the state of lllinois and Wisconsin. Birch has been granted authority to
provide resold and facilities-based local exchange telecommunications in the
Commonwealth of Kentucky and currently has applications for authority to provide
resold and facilities-based local exchange telecommunications services pending in the
states of Georgia, South Carclina, Tennessee and Louisiana. In addition, Birch's sister
corporation, Birch Telecom of the Great Lakes, Inc. currently has applications for
authority to provide resold and/or facilities-based local exchange telecommunications
services pending in the states of lllinois, Indiana, Michigan and Wisconsin. The
services proposed in Birch’s and its sister corporation’s pending applications are the
same as those proposed herein. As stated above, Birch’s sister corporations have been
granted authority or are otherwise authorized to provide resold and facilities-based local
exchange telecommunications services in the states of Kansas, Missouri, Oklahoma

and Texas.

FORM PSC//CML 8(11/95)
Required by Chapter 364.337 F.5.

1148513 4




12. Has the applicant been denied certification in any other state? If so, please
list the state and reason for denial.

No.

13. Have penalties been imposed against the applicant in any other state? If
so, please list the state and reason for penalty.

No.

14. Please indicate how a customer can file a service complaint with your
company.

Birch will make service available to customers 24 hours per day, 7 days per week
throughout the year. Customer inquiries and complaints will be handled by
representatives at Birch's Customer Service Center, which is staffed 24 hours per day,
7 days per week. The toll-free number for Birch’s Customer Service Center is (800)
772-4724. This number will be printed on customer bills. Customer service matters and
complaints may also be directed to Birch’'s customer service contact person by writing

to:

Charles Fuller

Vice President of Customer Service
Birch Telecom of the South, Inc.
2020 Baltimore Avenue

Kansas City, Missouri 64108

Birch’s customer service representatives are prepared to respond to a broad
range of service matters, including inquiries regarding Birch’s service offerings and
associated rates monthly statements, problems and concerns regarding a customer's

service.

15. Please complete and file a price list in accordance with Commission Rule
25-24.825. (Rule attached).

Please see Exhibit B.

FORM PSC//CMU 8(11/95)
Required by Chapter 364.337 F.S.

1148513 5




16. Please provide all available documentation demonstrating that the
applicant has the following capabilities to provide alternative local
exchange service in Florida.

A. Financial capability

Birch is a newly-formed corporation, incorporated on February 8, 2000. As such,
Birch does not yet have any of its own financial statements. Birch intends to rely on the
financial resources of its parent corporation, Birch Telecom, Inc., for its Florida
operations. As evidence of its more than sufficient financial resources and qualifications
to provide the local exchange telecommunications services proposed herein within the
State of Florida, Birch has attached hereto as Exhibit C the 1999 SEC Form 10-K/A.
and the first quarter 2000 SEC Form 10-Qs of its parent, Birch Telecom, inc. Birch
Telecom, Inc. has guaranteed it will provide Birch with access to the funding necessary
to support Birch’s Florida operations (see Financial Guarantee of Birch Telecom, Inc.,

attached hereto as Exhibit D).

The financial statements and other financial information attached as Exhibits C
and D confirm that Birch has the financial resources necessary for its proposed Florida

operations.

Regarding the showing of financial capability, the following applies:

The application should contain the applicant’s financial statements
for the most recent 3 years, including:

1. the balance sheet
2. income statement

3. statement of retained earnings

Further, a written explanation, which can include supporting
documentation, regarding the following should be provided to show
financial capability.

FORM PSC//CMU 8(11/95)
Required by Chapter 364,337 F.S.
1148513 (&




1.  Please provide documentation that the applicant has sufficient
financial capability to provide the requested service in the
geographic area proposed to be served.

2. Please provide documentation that the applicant has sufficient
financial capability to maintain the requested service.

3. Please provide documentation that the applicant has sufficient
financial capability to meet its lease or ownership obligations.

If available, the financial statements should be audited
financial statements.

If the applicant does not have audited financial statements, it shall be so stated.
The unaudited financial statements should then be signed by the applicant’s chief
executive officer and chief financial officer. The signatures should attest that the
financi I n rrect.

B. Managerial capability.

Birch’s officers and directors have extensive experience providing
telecommunications services and operating telecommunications companies. As stated
above, Birch's sister corporations are currently authorized to provide local exchange
and long distance services within the states of Missouri, Kansas, Texas and Oklahoma,
and currently provide such services in the states of Missouri, Kansas and Texas. Birch
has been granted authority to provide resold and facilities-based interexchange and
local telecommunications services in the Commonwealth of Kentucky and currently has
applications for authority to provide resold and facilities-based interexchange and local
exchange telecommunications services pending in the states of Georgia, Louisiana,

South Carolina and Tennessee. The services proposed in Birch's pending applications

FORM PSC//CMU 8(11/95)
Required by Chapter 364.337 F.S.
1148513 7




are the same as those proposed herein. In addition, Birch’s sister corporation, Birch
Telecom of the Great Lakes, Inc. has been granted authority to provide interexchange
telecommunications services in the state of Indiana and Michigan, and currently has
applications pending for authority to provide resold and/or facilities-based local
exchange telecommunications services in the states of llinois, Indiana, Michigan and
Wisconsin. Birch has attached hereto as Exhibit E biographical descriptions of the
company officers who will have primary management responsibility for Birch’s business
operations, as evidence that Birch’s management team possesses more than sufficient
technical and managerial expertise to provide the local exchange telecommunications

services proposed herein to customers in the State of Florida.

C. Technical capability. Please see Exhibit E.

(If you will be providing Ilocal intra-exchange switched
telecommunications service, then state how you will provide access to 911
emergency service. If the nature of the emergency 911 service access and
funding mechanism is not equivalent to that provided by the local exchange
companies in the areas to be served, described in detail the difference.)

Birch Telecom of the South, Inc. intends to operate as a provider of resold and
facilities-based local exchange and interexchange telecommunications services within
the State of Florida. Birch will make arrangements with BellSouth for the provision of
911 emergency service to Birch’s customers. Birch’s emergency 911 services will be
equivalent to those provided by local exchange companies in the areas to be served by
Birch in the State of Florida.

FORM PSC//CMU 8(11/95)
Required by Chapter 364.337 F.S.

1148513 8




APPLICATION FORM
AFFIDAVIT

By my signature below, |, the undersigned officer, attest to the accuracy of the
information contained in this application and attached documents and that the applicant
has the technical expertise, managerial ability, and financial capability to provide
alternative local exchange service in the State of Florida. | have read the foregoing and
declare that to the best of my knowledge and belief, the information is true and correct.
| attest that | have the authority to sign on behalf of my company and agree to comply,
now an din the future, with all applicable Commission rules and orders.

Further, | am aware that pursuant to Chapter 837.06, Florida
Statutes, “Whoever knowingly makes a false statement in
writing with the intent to mislead a public servant in the
performance of his official duty shall be guilty of a
misdemeanor of the second degree, punishable as provided in
s. 775.082 and s. 775.083".

Official: / /0 T‘jm} 25, 2000
Gregory £. Lawhon (Signature) Date

Title: Senior Vice President (816) 300-3225
Telephone Number

Address; 2020 Baltimore Avenue
Kansas City, Missouri 64108




EXHIBIT A

Proof From the Florida Secretary of State
That Birch Has Authority To Operate in Florida




FLORIDA DEPARTMENT OF STATE

Katherine Harris
Secretary of State
May 18, 2000
TAMARA ODOM
CSC

TALLAHASSEE, FL

Qualification documents for BIRCH TELECOM OF THE SOUTH, INC. were filed on
May 18, 2000 and assigned document number FO0000002797. Please refer to this
number whenever corresponding with this office.

Your corporation is now qualified and authorized to transact business in Florida as of
the file date.

A corporation annual report/uniform business report will be due this office between
January 1 and May 1 of the year following the calendar year of the file date. A Federal
Employer Identification (FEI) number will be required before this report can be filed. If
you do not already have an FEl number, please apply NOW with the Internal Revenue
by calling 1-800-829-3676 and requesting form SS-4.

Please be aware if the corporate address changes, it is the responsibility of the
corporation to notify this office.

Should you have any questions regarding this matter, please telephone (850) 487-
6051, the Foreign Qualification/Tax Lien Section.

Buck Kohr

Corporate Specialist

Division of Corporations Letter Number: 400A00028357
Account number: 072100000032 Account charged: 70.00

Division of Corporations - P.O. BOX 6327 -Tallahassee, Florida 32314




APPLICATION BY FOREIGN CORPORATION FOR AUTHORIZATION TO TRANSACT
BUSINESS IN FLORIDA

IN COMPLIANCE WITH SECTION 607.1503, FLORIDA STATUTES, THE FOLLOWING IS SUBMITTED TQ
REGISTER A FOREIGN CORPORATION TO TRANSACT BUSINESS IN THE STATE OF FLORIDA. >

1. Birch Telecom of the Scuth, Inc. 00

(Name of corporation; must include the word "INCORPORATED", "COMPANY", "CORPORATION" or ) %} «
words or abbreviations of like import in language as will clearly indicate that it is a corporation instead of a oot
natural person or partnership if not so contained in the name at present.) P R

2 Delaware 3 43-1877678

(State or country under the law of which it is incorporated) (FEI number, if applicable)
February 8, 2000 5 Perpetual

b

(Date of incorporation) (Duration: Year corp. will cease to exist or "perpetual")

6. Upon approval
(Date first transacted business in Florida.) (SEE SECTIONS 607.1501, 607.1502 and 817.155, F.S.)

2020 Baltimore Avenue

Kansas City, MO 64108

{Current mailing address)

8. Provision of telecommunication services

{Purpose(s) of corporation authorized in home state or country to be carried out in state of Florida)

9. Name and street address of Florida registered agent: (P.O. Box or Mail Drop Box NOT acceptable)

N Corporation Service Company

1201 Hays Street
Office Address: =7 ¢

Tallahassee Florida 32301
(Zip code}

10. Registered agent's acceptance:

Having been named as registered agent and to accept service of process for the above stated corporation at the place designated in
this application, I hereby accept the appointment as registered agent and agree to act in this capacity. I further agree to comply
with the provisions of all statutes relative to the proper and complete performance of my duties, and I am familiar with and accept
the obligations of my position as registered agent.

Corporation Service Company

By: N_\gggggm Oke, Qoo Arerirr

egistered aéent's signattire) _)

1. Attached is a certificate of existence duly anthenticated, not more than 90 days prior to delivery of this application to the
Department of State, by the Secretary of State or other official having custody of corporate records in the jurisdiction under the law of
which it is incorporated.

12, Names and addresses of officers and/or directors: (Street address ONLY - P.O. Box NOT acceptable)




A. DIRECTORS (Street address only - P.O. Bex NOT acceptable)

(B Director: David E. Scott

Address: 2020 Balt imore Avenue

Kansas City, MO 64108

VieeGhmtaaan: Director: Bradley A. Moline

Address: 2020 Baltimore Avenue

Kansas City, MQ 64108

Director: _Gregory C. Lawhon

Address: 2020 Baltimore Avenue

Kansas City, MO 64108

Director:

Address:

B. OFFICERS (Street address only - P.O. Box NOT acceptable)

President: David E. Scott

Address: 2020 Baltimore Avenue

Kansas City, MO 64108

Vice President:

Address:

Secretary: _& Senior Vice President: Gregory C. Lawhon

Address: 2020 Baltimore Avenue

Kansas City, MO 64108

Treasurer: & Senior Vice President: Bradley A. Moline

Address: 2020 Baltimore Avenue

Kansas City, MO 64108

NOTE: If necessary, you may attach an addendum to the application listing additional officers and/or directors.

5 ‘@,fw (. Zgulis
(#ignapfire of Chairman, Vice Chairman, or any officer listed in number 12 of the application)

14. Gregory C. Lawhon, Senior Vice President

(Typed or printed name and capacity of person signing application)




EXHIBIT B

Birch’s Price List




Birch Telecom of the South, Inc. PSC Price List No. 1
Original Page 1

Local Exchange Telecommunications Services Price List
of
Birch Telecom of the South, Inc.
for the

State of Florida

Issued: June 8, 2000 Effective:

Issued by:
David E. Scott, President
2020 Baltimore Avenue
1155624v1 -FL Kansas City, Missouri 64108




Birch Telecom of the South, Inc. PSC Price List No. 1
Original Page 2

CHECK SHEET

Pages 1 through 58 inclusive of this Price List are effective as of the date shown on the bottom of
the respective pages. Original and revised pages, as named below, comprise all changes from the
original Price List and are currently in effect as of the date at the bottom of this page:

Page Number Issue
1 Original
2 Original
3 Original
4 Original
5 Original
6 Original
7 Original
8- Original
9 Original
10 Original
11 Original
12 Original
13 Original
14 Original
15 Original
16 Original
17 Original
18 Original
19 Original
20 Original
21 Original
22 Original
23 Original
24 Original
25 Original
26 ‘ Original
27 Original
28 Original
29 Original
30 Original
31 Original
32 Original
33 Original
Issued: June §, 2000 Effective:
Issued by:
David E. Scott, President
2020 Baltimore Avenue

1155624y1 -FL Kansas City, Missouri 64108




Birch Telecom of the South, Inc. PSC Price List No. 1

Original Page 3
CHECK SHEET (continued)

Page Number Issue

34 Original
35 Original
36 Original
37 Original
38 Original
39 Original
40 Original
41 Original
42 Original
43 Original
44 Original
45 Original
46 Original
47 Original
48 Original
49 Oniginal
50 Original
51 Original
52 Original
53 Original
54 Original
55 Original
56 Original
57 Original
58 Ortginal

Issued: June 8, 2000 Effective:
Issued by:
David E. Scott, President
2020 Baltimore Avenue

1155624v1 -FL Kansas City, Missouri 64108




Birch Telecom of the South, Inc. PSC Price List No. 1

Orginal Page 4
TABLE OF CONTENTS
Title Page .. ... . 1
Check Sheet .. . .. e 2
Table of Contents . .. ... ...t 4
Price List Format . ... ... ... ... e e 5
Explanation of Symbols . . .. ..o 6
Application of Price List . ... ... ... o 7
Section 1 - DefInitions . . .. ... .. i i 8
Section 2 - Rulesand Regulations . ......... .. ... .. . . . . . . . . i, 18
2.1. Undertakings of the Company ........ ... .. ... ... .. ... viriininn.. 18
2.2, Limitations of Service . ....... .. .. . i e 19
2.3, USE Ol SerVICE . .ottt e 19
T 24, Liability . ... 20
2.5. Interruption of SErviCe ....... ... ... i 23
2.6. Responsibilities of the Customer .................. ... .. ... ......... 23
2.7. Responsibilities of the Company ........... ... .. ... ... .......cc..... 34
2.8. Restorationof Service ... ... ... ... ... ... . i 40
2.9. Taxesand Surcharges . ........... ... 0. it 40
2.10. Start of BIlling ... ... e 40
2.11. Service and Connection and Facilities on Customer’s Premises ........... 41
2.12. Telephone Number Intercept ........... ... ... . i, 41
203 DISPULES . . . e 4]
2.14. Levelof Service Quality . ........... ... ittt 42
Section3 -Ratesand Charges . ... ...t et 43
3.1, General . ... e 43
32. BasicLocal Service ........... . i e 43
3.3. Basic Local Service Rates-Residence ............................... 43
3.4, Basic Local Service Rates-Business ................ ... ... ..coou... 44
3.5. Residence and Business Basic Local Rates by Exchange ................. 44
3.6 PBXTrunks .. ... i i 48
3.7. Basic Local Service Residence Package . ............................. 49
3.8. Basic Local Service Business Package ....... ... ... ... .............. 51
3.9. Connection and Service Charges . ........... ... .. ... iiiuiininn. 53
310, Timing of Usage .. ... ..ot e e 55
3.11. Telecommunications Relay Services ................ccoitiriinenann.. 55
312, Miscellaneous . ... 55
Issued: June 8, 2000 Effective:
Issued by:

David E. Scott, President
2020 Baltimore Avenue
1155628v1 -FL Kansas City, Missouri 64108




Birch Telecom of the South, Inc. PSC Price List No. 1
Original Page 5

PRICE LIST FORMAT

A. PAGE NUMBERING - Sheet numbers appear in the upper right corner of the sheet. Sheets
are numbered sequentially. However, new sheets are occasionally added to the Price List.
When a new sheet is added between sheets already in effect, a decimal is added. For
example, a2 new page added between pages 1 and 2 would be page 1.1.

B. PAGE REVISION NUMBERS - Revision numbers also appear in the upper right corner of
each sheet. These numbers are used to determine the most current sheet version on file with
the Commission. For example, the 4" revised Sheet 14 cancels the 3" Revised Sheet 14.
Because of various suspension periods, deferrals, etc., that the Commission follows in their
Price List approval process, the most current sheet number on file with the Commission is
not always the sheet in effect. Consult the Check Sheet currently in effect.

C. CHECK SHEETS - When a Price List filing is made with the Commission, an updated check
sheet accompanies the Price List filing. The check sheet lists the sheets contained in the
Price List, with a cross reference to the current revision number.

When new sheets are added, the check sheet is changed to reflect the revision. All revisions
made in a given filing are designated by an asterisk (*). There will be no other symbols used
on this sheet if these are the only changes made to it (.1.e., the format, etc., remains the same,
just revised revision levels are indicated on some sheets). The Price List user should refer
to the latest check sheet to find if a particular sheet is the most current on file with the

Commission.

Issued: June 8, 2000 Effective:

Issued by:
David E. Scott, President
2020 Baltimore Avenue
Li55624v1 -FL Kansas Clty, Missouri 64108




Birch Telecom of the South, Inc. PSC Price List No. 1
Original Page 6

EXPLANATION OF SYMBOLS

When changes are made in any Price List page, a revised page will be issued canceling the Price List
page affected. Changes will be identified on the revised page(s) through the use of the following
symbols:

(D) - A discontinuation or deletion.
(I - A change that results in an increase to a customer’s bill.
M) - Moved from or to another Price List location.
(N) - " New.
(R) - A change that results in a reduction to a customer’s bill.
(T) - A change in text or regulation, but no change in rate or charge.
Issued: June 8, 2000 Effective:

Issued by:
Dawvid E. Scott, President
2020 Baltimore Avenue
1155624v1 -FL Kansas City, Missouri 64108




Birch Telecom of the South, Inc. PSC Price List No. 1
Original Page 7

APPLICATION OF PRICE LIST

This Price List contains the regulations, terms, conditions, services offerings, rates and charges
applicable to Birch Telecom of the South, Inc.’s (“Company”) furnishing of local exchange and
intrastate intraLATA toll telephone service in the State of Florida to customers within all areas
served by Incumbent Local Exchange Carriers authorized to operate in the State of Florida. The
rates and rules contained herein are subject to change pursuant to the statutes, rules and regulations
of the State of Florida.

This Price List is on file with the Florida Public Service Commission at 2540 Shumard Qak
Boulevard, Gerald Gunter Building, Tallahassee, Florida 32399. In addition, this Price List is
available for review at the Company’s corporate headquarters located at 2020 Baltimore Avenue,
Kansas City, Missouri 64108.

Issued: June 8, 2000 Effective:

Issued by:
David E. Scott, President
2020 Baltimore Avenue
1155624v1 FL Kansas City, Missoun 64108




Birch Telecom of the South, Inc. PSC Price List No. 1
Original Page 8

SECTION 1 - DEFINITIONS AND ABBREVIATIONS

900 Call Restriction - Allows customers to restrict 900 prefix outgoing calls from being placed over
their exchange access lines.

Auto Redial - Enables the customer to automatically redial the last outgoing telephone number.
When the telephone number is busy, the Company's equipment will keep trying to call the number
being redialed for a maximum of 30 minutes.

Business - When used in relation to service, means service provided in offices, stores, factories and
all other places for business use.

Call Blocker - Enables the customer to block calls from preselected telephone numbers and/or the
last incoming call (without knowing the number). To block specified telephone numbers, the
customer builds a screening list. To block an unknown number after receiving a call, the customer
enters a code to add the number to their screening list. If facilities are unavailable to provide
incoming call screening via the customer's list, standard call completion will occur. Customers
whose telephone numbers are blocked are directed to a Company recorded announcement.

Call Forwarding - Automatically routes incoming calls to a designated answering point selected
by the subscriber, regardless of whether the user's station is idle or busy. The subscriber may change
the designated answering point using the telephone key pad.

Call Forwarding-Busy Line - Automatically routes incoming calls to a pre-designated answering
point when the called line is busy.

Call Forwarding-Busy Line/Don't Answer - Allows incoming calls that encounter a busy
condition or are not answered after a predetermined number of rings to be automatically forwarded
to a predesignated telephone number within the exchange or the Long Distance Telecommunications
Network. The Call Forwarding customer is responsible for the payment of charges (e. g., tolls
charges) for each call between the Call Forwarding equipped telephone line and the line to which
the call is being forwarded.

Call Forwarding-Don't Answer - Automatically routes incoming calls to a pre-designated
answering point when the called line is not answered after a preset number of rings.

Issued: June 8, 2000 Effective:

Issued by:
David E. Scott, President
2020 Baltimore Avenue
1155624v1 ¥, Kansas City, Missouri 64108




Birch Telecom of the South, Inc. PSC Price List No. 1
Original Page 9

SECTION 1 - DEFINITIONS AND ABBREVIATIONS (continued)

Call Return - Enables a Customer to automatically redial the telephone number of the fast incoming
call. If that telephone number is busy, the Company's equipment will keep trying to call the number
being redialed for a maximum of 30 minutes.

Call Transfer - Provides the capability to transfer or add a third party, using the same line.

Call Transfer Disconnect - Enables business customers to add on another line to an established call
creating a three-way call. The Call Transfer Disconnect subscriber may disconnect from the
three-way call and allow the other two parties to continue talking, thereby freeing their line for the
purpose of originating another call. The Call Transfer Disconnect feature cannot be used to expand
a calling scope and is, therefore, not available to customers subscribing to an optional flat-rate local,
toll or expanded calling plan. Call Transfer Disconnect cannot be used to avoid toll charges. Call
Transfer Disconnect customers are responsible for any toll or other charges associated with calls they
originate.

Call Waiting - Provides the user with a burst of tone to indicate that another call is waiting. The
second call can either be answered by flashing the switchhook or hanging up the phone and being
rung back by the caller.

Call Waiting ID - Allows for the display of the name and/or number of a new caller when user is
already talking on the telephone and receives another phone call on the customer's CPE and allows
the customer to decide to answer the new incoming call or not.

Call Waiting ID Options - Allows Call Waiting ID customer to identify the name and/or number
of an incoming caller when aiready talking on the telephone and receive another phone call on
customer's CPE. The customer may decide how to handle the second caller from a menu choice
known as Disposition Codes appearing on the customer's CPE as menu options.

Cancel Call Waiting - Allows a user to cancel the Call Waiting feature on a per call basis by dialing
a specific two digit code.

Caller ID - Number - Identifies the 10-digit number of the calling party before the call is answered.
Specialized answering equipment is required to display the calling party information. The calling
party may block the display of their number by dialing a code prior to placing the call.

Caller ID - Name - Identifies the name associated with the calling number before the phone 1s
answered. This feature requires Caller ID - Number.
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SECTION 1 - DEFINITIONS AND ABBREVIATIONS (continued)

Caller ID on Call Waiting - Provides calling number and calling name delivery following the Call
Waiting tone.

Caller ID Blocking - Blocks the delivery of the number and name to the called party on a per call
basis. Can either be "selective” or "complete.”

Calling Features - Optional telephone services allowing customers to efficiently manage the call
flow generated over their exchange access lines.

Collect Call - Denotes a billing arrangement by which the charge for a call may be reversed
provided the charge is accepted at the called service point. A collect call may be billed to a calling
card or third party number. In the case of a telephone which is identified as Customer-Owned Pay
Telephone Service, the charges must be billed to a calling card or third number, or the call may be
reoriginated from the called service point.

Company - Birch Telecom of the South, Inc. unless the context indicates otherwise.,
Commission - The Florida Public Services Commission, unless the context indicates otherwise.
Conference Telephone Service- The furnishing of simultaneous connection between three or more
exchange access arrangements. If Long Distance Message Telecommunications rates would apply
on a connection between any two of the exchange access arrangements so connected, conference
service will be furnished in accordance with this Tariff.

CPE - Customer Provided Equipment.

Customer - The Person which orders or uses the service and is responsible for the payment of rates
and charges and compliance with tariff regulations.

Customer Account - A customer's record relating to the service or equipment billed to a single
telephone number. Service may be all on one premises or extended to other premises as long as it
is part of the main telephone system and billed to the main tefephone number.

Customer Alerting Enablement - Allows residence and business lines to receive an audible alerting
tone (intermittent dial tone) transmitted from the central office.
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SECTION 1 - DEFINITIONS AND ABBREVIATIONS (continued)

Customer Premises - One Customer Premises is all space in the same building occupied by a
Customer and all space occupied by the same Customer in different buildings on the same property.

Customer Provided Equipment (CPE) - Equipment provided by the Customer.

Demarcation Point - That point of interconnection between the Company's facilities and the wiring
at the Customer Premises. The Demarcation Point shall consist of wire or a jack conforming to
Subpart F of Part 68 of the Federal Communications Commission's rules and regulations (a network
interface).

The network interface may be located at a point other than the normal demarcation point where the
network interface is already established by the presence of network equipment on the effective date
of this Tariff, For multi-unit structures (e.g., apartments, college campuses, shopping centers), the
structure owner shall make the final decision on whether the structure shall be treated as a multi-unit
structure with one Demarcation Point per unit or, as a single unit with one Demarcation Point for
the entire structure. The structure owner shall have the option of having the Demarcation Point
placed at a location other than that determined by the Company, provided the structure owner pays
any additional construction costs and such location is consistent with the minimum point of entry
standard.

With regard to premises for any structure that is built to be mobile (c.g., mobile homes, recreaticnal
vehicles), the Company may place the Demarcation Point on a post or pole at or near the pad where
such structure is intended to rest. Boat docks and similar premises may be treated by the Company
as a single unit premises, with the Demarcation Point being placed on the shore.

Direct Inward Dialing (DID) - Allows an incoming call to reach a station line without attendance
assistance.

Direct Outward Dialing (DOD) - A service attribute that routes outgoing calls directly to the
exchange network without attendant assistance.

Directory Assistance - Service whereby Customers may request assistance in determining telephone
numbers when the listed name is provided.

Directory Assistance Call Completion (DACC) - Service whereby customers may request
completion of local or intraLATA long distance calls to a requested number by either the Directory
Assistance operator (Semi-Automated) or the Directory Assistance audio response system that
provides the requested directory number (Fully Automated).
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Directory Listing - The publication in the Florida Bell Telephone Company a/k/a BellSouth
Telecommunications, Inc. (hereinafter "BellSouth Telecommunications, Inc.”) White Pages directory
of information relative to the customers' telephone numbers ("the Directory"), by which telephone
users are enabled to ascertain the telephone number of a desired telephone.

Additional Listings - A separate and alphabetically distinct listing for the names of anyone
else living at the end user's home or, for example, partners in a business.

Alternate Listings - A listing of an alternate telephone number to be called in case no
answer is received at the primary call number.

Dual Name Listings - A listing provided for two persons who reside at the same address or
for a person known by two first names.

Extra Lines - An extra line (consisting of five words or any fraction thereof) under the
Primary Listing for the proper placement of telephone calls and not for advertising purposes
or to show store hours.

Foreign Listings - Allows the Customer to have a Directory listing outside of his/her local
area.

Night Number Terminal Service - Allows callers to be routed to a specific line or trunk in
a hunt group. The Night Number is strapped in the central office to cither a telephone
number or a terminal working at the end user's location.

Nonulisted Service - A listing, at the customer’s request, is omitted from the Directory, but
appears on Directory Assistance records.

Nonpublished Exchange Service - A listing, at the customer's request, is omitted from the
Directory but appears on Directory Assistance with NP instead of the telephone number.

Primary Listing - One listing in the Directory, at no charge, when applying for telephone
service.

Regular Extra Listings - A listing for the same address and phone number as, and in
addition to, the Primary Listing in the Directory.

Residence Bold or Seript Listings - Special print styles (bold or script) available for listings
in the residence Directory.
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Residence Family Space Listings - Allows the Customer to have first names or nicknames
of family members placed within a customized space outlines with a bold box.

Residence Custom Extra Line Listing - A customized extra line(s} associated with the end
user's alphabetical residential listing which allows the end user to further describe himself
or herself. Subject to approval by the Company, one to eight lines of descriptive information
may be placed between the end user's name and address in their directory listings.

Residence Logo Listing - Allows an end user to choose a logo from a pre-selected menu of
approved logos, which will appear with the end user's listing in the Directory. The entire
listing will be enclosed within a box with the logo itself appearing in a space below the listed
name and above the listed address.

Secretarial Listings - A listing contracted for by a Customer in the secretarial services
business whereby that Customer’s patrons, with their permission, are listed alphabetically in
the Directory with the Customer's telephone number.

Disconnection - The temporary cessation of telecommunications service.

DN - Dependent Number. See “Multi-Directory Numbers.”

Dual Tone Multi-Frequency (DTMF) - The pulse type employed by tone dial station sets.

Exchange - A telephone system which provides for service within a specified area known as the
"Exchange Area."

Exchange Access Line - A central office line which provides access to the exchange telephone
network for local and long distance telephone service and includes the service, central office
equipment and all outside plant facilities furnished by the Company.

Exchange Service - The furnishing of service for telephone communication within local service
areas in accordance with the provisions of this Tariff.

Extended Area Service - A Local Exchange Service that is provided between two or more
contiguous exchange areas.

Flat Rate Service - Exchange Service furnished for a specified sum without regard to the amount
of use.
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SECTION 1 - DEFINITIONS AND ABBREVIATIONS (continued)

Hunting - Series - A hunting arrangement that provides for sequential hunt over members identified
within the hunt group. The hunt for an idle line begins at the telephone number dialed and proceeds
sequentially through the lines identified in the hunt group until an idle line is found or the last
assigned number within the hunt group is reached. Ifan idle line is found, the hunt stops and the idle
line is rung. If all lines are busy, the caller receives a busy signal.

Hunting - Circle - A hunting arrangement similar to sequential hunting except, if no idle line is
found by the time the last line in the group is reached, the hunt circles back to the first line in the
group and hunts up to but not including the line where the hunt started.

Hunting - Preferential - Some or all of the lines in a hunt group may have an associated preferential
hunt list. This hunt list permits a pre-hunt over a subset or preferential group of lines before hunting
through the multiline hunt group.

Individual (1-Party) Line Service - A grade of Exchange Service which provides for a maximum
of one main station on a line.

Intercept Referral Service-Basic - Used when a customer disconnects service or changes his
telephone number. Calls to the intercepted telephone number are referred to an operator or a
recorded message. The caller is provided with information such as a new telephone number and/or
name and/or address. This service is provided to residential customers for a minimum of 30 days,
while capacity on facilities exists.

Intercept Referral Service-Special - Same as Intercept Referral Service - Basic, plus it provides
addittonal information to the caller.

Intercom Calling - Enables single line customers to set up internal communications (intercom)
between multiple telephone extensions. The customer establishes intercom calls by dialing a code
and hanging up. the telephone handset. The code activates distinctive ringing to alert intercom users
of an intercom call. Three-Way Calling is necessary for the operation of Intercom Calling. This
feature is obsolete except for existing customers at existing locations.

Interexchange Channel - That portion of a channel which interconnects exchanges in which the
stations are located.
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SECTION 1 - DEFINITIONS AND ABBREVIATIONS (continued)

LATA - Local Access and Transport Area (LATA) denotes a geographic area established for the
administration of telecommunications service. It encompasses designated local operating Company
exchanges which are grouped to serve common social, economic and miscellaneous purposes.

Local Messages - A local message is a telephone conversation of any prescribed length between two
telephone stations. It is the measurement upon which the charges for telephone communications are
based when the calling station and the station to which communications is established are both
within the same local service area.

Local Service Area - That arca within which a Customer can make telephone calls at exchange
rates.

Multi-Directory Numbers - Allows customers to establish up to three telephone numbers on the
same access line. Each number is assigned a distinctive ring. The billing telephone number is the
"master" number and has a standard ring. The other number(s) are dependent numbers and are
assigned individual distinctive rings.

Muitiline Hunt Group - Rotary (hunting) service provided in Electronic Switching System (ESS)
offices where a standard seven-digit number is assigned only to the first line in a customer's number
group. Subsequent lines are designated by using two-, three- or four-digit numbers dependent on
the type of ESS office. The Company reserves the right to determine when Multiline Hunt Group
numbers are assigned.

Night Number Service - Allows calls to be routed to a specific line or trunk in a hunt group. The
Night Number is strapped in the Central Office to either a telephone number of a terminal working
at the end user's location. Night numbers associated with a terminal will not hunt.

| Operator Services

Non-Automated - Where the person originating the call dials zero or a special access
number (e. g., an 800/888 number), and the operator dials the number and collects billing
information for completion of the call.

Semi-Automated - Where the personal originating the call dials zero or a special access
number (e. g., an 800/888 number), (or 1+ calls from pay telephones), then dials the desired
telephone number, and the operator collects billing information for completion of the call.
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SECTION 1 - DEFINITIONS AND ABBREVIATIONS (continued)

Fully Automated - Fully automated service is where the person originating the call dials
zero or a special access number (e.g., an 800/888 number), then dials the desired telephone
number, and then dials the service selection codes as instructed by the automated billing
equipment, and the call is completed without the assistance of an operator.

Person - An individual, corporation, limited liability company, partnership, or any other entity.

Priority Call - Provides the customer with a distinctive ring or Call Waiting tone (if the customer
has subscribed to Call Waiting), when the customer is called from preselected telephone numbers.
The customer can construct or modify the telephone number screening list by dialing a unique code.
The Company's equipment will screen incoming calls against the screening list and provide a
distinctive ring for telephone numbers on the list.

Remote Call Forwarding - A service whereby calls placed to a telephone number are automatically
forwarded by central office equipment to another number designated by the end user. The Remote
Call Forwarding number may be cither a different exchange (remote) or another central office area
within the same exchange (local). Additional paths may be provided to handle multiple calis to the
Remote Call Forwarding number as long as there are at least an equal number of lines at the
terminating end. Any toll portions of calls are billed to the Customer.

Remote Access to Call Forwarding - Allows the user to activate and/or deactivate the Call
Forwarding feature from any remote location, using a Touch-tone phone.

Residence or Residential - When used in relation to service, means service provided in private
residence for personal non-business use.

Selective Call Forwarding - Enables the customer to forward incoming calls from preselected
telephone numbers to another telephone number. The customer can construct or modify a telephone
number screening list by dialing an activation code. The Company equipment will screen incoming
calls against the customer's list and forward only those telephone numbers on the list.

Sent-Paid - Denotes a billing arrangement whereby a call is charged to the service point originating
the call,

Series Completion - Telephone numbers assigned in a rotary (hunting) number group where each
number assigned is a standard seven-digit number. The Company reserves the right to determine
when series completion numbers are assigned.
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SECTION 1 - DEFINITIONS AND ABBREVIATIONS (continued)

Simultaneous Call Forwarding - Provides the customer that also subscribes to an appropriate call
forwarding service with the ability to forward multiple incoming calls simultaneously to another
telephone number designated by the customer. The line/trunks at the Simultaneous Call Forwarding
customer's terminating location must equal or exceed the aggregated number of potential originating
calls from all customer locations. The Simultaneous Call Forwarding customer is responsible for
the payment of charges (e. g., toll charges) for each call between the Simultaneous Call Forwarding
equipped telephone and the line to which the cail is being forwarded. This service cannot be used
to avoid toll.

Speed Calling - Allows a subscriber to establish a speed calling list, which associates telephone
numbers with a unique g-digit and/or 2-digit speed calling code. Initiai entry and changes to the
speed calling list are directly input from the associated subscriber line. This feature is available as
an eight code list or a thirty code list. Code lists may include local and/or toll telephone numbers.

Station - Telephone equipment from or to which calls are placed.

Three-Way Calling - Allows a station in the talking state to add a third party to the call. This
feature may be used on both incoming and outgoing calls.

Toll Restriction - Allows the customer to establish, on a per line basis, call restrictions by the
calling party.

Trunk - A commercial channel between two switching (i.e., Central Office, PBX) systems.
Termination - The permanent cessation of telecommunications service.

Two-Point Service, Person-to-Person - That service where the person originating the call specifies
to the Company operator a particular person, department or office to be reached.

Two-Point Service, Station-to-Station - That service where the person originating the call dials the
telephone number desired or gives to the Company operator the telephone number of the desired
service point, or gives only the name and address under which the number of the service point is
listed, and does not specify a particular person, department or office to be reached.
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SECTION 2 - RULES AND REGULATIONS

2.1 Undertaking of the Company

2.1.1

2.15

The Company undertakes to furnish telecommunications service pursuant to the
terms of this Tariff in connection with one-way and/or two-way information
transmission between points within a calling scope in portions of the State of Florida,
as specified herein.

The furnishing of service under this Tariff is subject to the availability on a
continuing basis of all the necessary facilities and is limited to the capacity of the
Company's facilities as well as facilities the Company may obtain from other carriers
to furnish service from time to time as required at the sole discretion of the
Company.

The Company reserves the right to limit or to allocate the use of existing facilities,
or of additional facilities, offered by the Company, when necessary because of lack
of facilities, or due to some other cause beyond the Company's control.

The Company may undertake service-affecting activities that may occur in normal
operation of the Company's business. Such activities may include, but are not
limited to, equipment or facilities additions, removals or rearrangements and routine
preventive maintenance. Generally, such activities are not specific to an individual
Customer but affect many Customers' services. No specific advance notification
period is applicable to all service activities. With some emergency or unplanned
service-affecting conditions, such as an outage resulting from wiring or equipment
damage, notification to the Customer may not be possible.

Customers may be required to enter into written service orders which shall contain
or reference a specific description of the service ordered, the rates to be charged, the
duration of the services, and the terms and conditions in this Tariff. Customers will
also be required to execute any other documents as may be reasonably requested by
the Company.

Applications for initial or additional service made verbally or in writing become a
contract upon the establishment of the service or facility.
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SECTION 2 - RULES AND REGULATIONS (continued)

2.2 Limitations of Service

2.2.1

2.2.2

223

224

The Company offers service to all Persons who desire to purchase service from the
Company consistent with all provisions of this Tariff. Persons interested in the
Company's services shall submit information to the Company which fully satisfies
the Company and identifies the services requested.

Service is offered subject to the availability of the necessary facilities and equipment,
necessary arrangements with other carriers and billing capabilities, and is subject to
the provisions of this Tariff. The Company reserves the right not to provide service
to or from a location where legally prohibited.

The Company reserves the right to discontinue furnishing service when necessitated
by conditions beyond its control, or when the Customer is using the service in
violation of any provision in this Tariff, the rules and regulations of the Commission,
or the law.

Title to all facilities provided by the Company under this Tariff remains with the
Company. Prior written permission from the Company is required before any
assignment or transfer. All regulations and conditions contained in this Tariff shall
apply to all such permitted assignees or transferees, as well as all conditions for
service.

2.3 Use of Service

2.3.1

232

Permitted Uses

Service may not be used for any unlawful purposes, or for any purpose for which any
payment or other compensation is received by the Customer, except when the
Customer 1s a duly authorized and regulated common carrier.

Minimum Service Period

The minimum period of service is one month (30 days), unless otherwise stated in
this Tariff.
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233

234

SECTION 2 - RULES AND REGULATIONS (continued)

Fixed Service Period

If Customer and the Company have agreed to a specified term of service under any
service order, then following expiration of the initial term of service, or any
extension thereof, service shall continue on a month-to-month basis at the then
current rates unless terminated by either party upon 30 days' written notice.

Termination

Any termination shall not relieve Customer of its obligation to pay any charges
incurred under this Tariff or in any service order prior to termination. The rights and
obligations which by their nature extend beyond the termination of the term of the
service order shall survive such termination.

2.4  Liability

2.4.1

242

The liability of the Company for any claim or loss, expense or damage, due to any
interruption, delay, error, omission, or defect in any service, facility, or transmission
provided under this Tariff or any service order shall not exceed the amount of the
credit allowance described in Section 2.6 herein. The extension of credit allowances
as described in Section 2.6 shall be the sole remedy of Customer and sole hability of
the Company for any interruption, delay, error, omission, or defect in any service,
facility, or transmission provided under this Tariff or any service order. In no event
will the Company be liable for any direct, indirect, consequential, incidental,
exemplary, punitive, or special damages, or for any lost business, goodwill, income
or profits, even if advised of the possibility of the same.

The Company shall not be liable for any claim or loss, expense, or damage for any
interruption, delay, error, omission, or other defect in service, facility, or
transmission provided under this Tariff or any service order, if caused by or resulting
from: any person or entity other than the Company; any malfunction of any service
or facility provided by any Person other than the Company; labor difficulties; fire,
flood, earthquake, or any other act of God; explosion; war; riot or civil disturbance;
any law, order, regulation, direction, action or request of any federal, state or local
government or any department, agency, commission, bureau, or other instrumentality
of federal, state or local government; or by any other cause beyond the Company's
control.
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2.43 The Company shall not be liable for and shall be fully indemnified and held I}annless
by Customer against any claim of loss, expense, or damage, including indirect,
special, or consequential damage for:

2.4.3.1 Defamation, libel, slander, invasion of privacy, infringement of copyright or

patent, unauthorized use of any trademark, trade name, or service mark,
unfair competition, interference with or misappropriation, or violation of any
contract, proprietary or creative right, or any other injury to any person,
property, or entity arising from the material, data, information, or content
revealed to, transmitted, processed, handled, or used by the Company under
this Tariff;

2.4.3.2 Connecting, combining, or adapting the Company's facilities with Customer's

apparatus or Systems;

2.4.3.3 Any loss, destruction or damage to property of the Company, the Customer,

or any third party, or the death or injury to persons, including, but not limited
to, employees or invitees of either party, to the extent caused by or resulting
from the negligent or intentional act or omission of the Customer, its
employees, agents, representatives, family members or invitees;

2.4.3.4 Any claim, loss, damage, expense or liability for infringement of any

copyright, patent, trade secret, or any proprictary or intellectual property right
of the Company or any third party, arising from any act or omission by the
Customer, including, without limitation, use of the Company's services and
facilities in a manner not contemplated by this Tariff or any agreement
between the Customer and the Company; or

2.4.3.5 Any personal injury or death of any person or for any loss of or damage to

Customer Premises or any other property, whether owned by Customer or
others, caused directly or indirectly by the installation, maintenance, location,
condition, operation, failure, presence, use, or removal of equipment or
wiring provided by the Company, if not caused by gross negligence of the
Company.
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SECTION 2 - RULES AND REGULATIONS (continued)

2.4.4 Emergency 911 Service (E911) is offered solely as an aid in handling assistance calls

in connection with fire, police and other emergencies. The Company is not
responsible for any losses, claims, demands, suits or any liability whatsoever,
whether suffered, made, instituted or asserted by the Customer or by any other party
or person for any personal injury to or death of any person or persons, and for any
loss, damage or destruction of any property, whether owned by the Customer or
others, caused or claimed to have been caused by: (1) mistakes, omissions,
interruptions, delays, errors or other defects in the provision of this service, or (2)
installation, operation, failure to operate, maintenance, removal, presence, condition,
location or use of any equipment and facilities furnishing this service.

The Company is not responsible for any infringement or invasion of the right of
privacy of any person or persons, caused directly or indirectly, by the installation,
operation, failure to operate, maintenance, removal, presence, condition, occasion or
use of Emergency 911 Service features and the equipment associated therewith, or
by any services furnished by the Company including, but not limited to, the
identification of the telephone number, address or name associated with the telephone
used by the party or parties accessing Emergency 911 Service, and which arise out
of the negligence or other wrongful act of the Company, the Customer, its users,
agencies or municipalities, or the employees or agencies of any one of them.

When a Customer with a nonpublished telephone number places a call to the
Emergency 911 Service, the Company will release the name and address of the
calling party, where such information can be determined, to the appropriate local
governmental authonty. By subscribing to service under this Tariff, Customer
acknowledges and agrees with the release of information as described above.

The Company will supply subscriber information to update the Emergency 911
Service database at the time the Company submits subscriber orders for basic local
exchange telecommunications service to BellSouth Telecommunications, Inc..

At the time the Company provides basic local service to a customer by means of the
Company's own cable pair, or over any other exclusively owned facility, the
Company will be obligated to make the necessary equipment or facility additions in
the 911 service provider's equipment in order to properly update the database for 911.
At that time, the Company will be obligated to provide facilities to route calls from
the end users to the proper PSAP.
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2.5

2.6

SECTION 2 - RULES AND REGULATIONS (continued)

The Company recognizes the authority of the E911 customer to establish service
specifications and grant final approval or denial of service configurations offered by
the Company.

The Company will collect 911 surcharges and remit all surcharge revenue to the
appropriate governmental.

2.4.5 No agent or employee of any other carrier shall be deemed to be an agent or
employee of the Company.

2.4.6 THE COMPANY MAKES NO WARRANTY REGARDING THE PROVISION OF
SERVICE PURSUANT TO THIS TARIFF, INCLUDING BUT NOT LIMITED TO
THE IMPLIED WARRANTIES OF MERCHANTABILITY AND FITNESS FOR
A PARTICULAR PURPOSE.

Interruption of Service

Customer will be entitled to a credit allowance for an interruption of service which is not
caused by or does not result from the negligence or act of Customer or to the failure of
channels, equipment, power supplies, and/or communications systems provided by Customer
or Persons other than the Company. A credit allowance is subject to the provisions of this
section and the other sections of this Tariff, including, but not limited to, the general liability
provisions set forth in Section 2.4 herein and the terms of Section 2.6 herein. Customer is
obligated to notify the Company immediately of any interruption in service for which the
Customer desires a credit allowance. Before giving such notice, Customer shall ascertain
that the interruption is not being caused by any action or omission of Customer within his
or her control, or is not in wiring on Customer's side of the Demarcation Point or equipment,
power supplies, or communications systems, if any, furnished by Customer or Persons other
than the Company.

Responsibilities of the Customer

2.6.1 All Customers assume general responsibilities in connection with the provisions and
use of the Company's service. When facilities, equipment, and/or communications
systems provided by others are connected to the Company's facilities, Customer
assumes additional responsibilities. Customers are responsible for:
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SECTION 2 - RULES AND REGULATIONS (continued)
2.6.1.1 Placing orders for service; paying all appropriate charges for service rendered
by the Company; complying with the Company's regulations governing the
service; and assuring that its users comply with regulations.

2.6.1.2 Providing:

a. the name(s) and address(es) of the person(s) responsible for the
payment of service charges; and

b. the name(s), telephone number(s), and address(es) of the Customer
contact person(s).

2.6.1.3 Paying the Company for the replacement or repair of the Company's
equipment when the damage results from:

a. the negligence or willful act of Customer or user;
b. improper use of service; or
c. any use of equipment or service provided by others.

2.6.1.4 Providing at no charge, as specified from time to time by the Company, any
needed personnel, equipment, space and power to operate the Company's
facilities and equipment installed on the Customer Premises, and the level of
heating and air conditioning necessary to maintain a proper operating
environment on such premises.

2.6.1.5 Obtaining, maintaining, and otherwise having full responsibility for all
rights-of-way and conduit necessary for installation of and associated
equipment used to provide services to the Customer from the cable building
entrance or property line to the location of the equipment space described
above. Any costs associated with the obtaining and maintaining the
rights-of-way described herein, including the costs of altering the structure
to permit installation of the Company provided facilities, shall be borne
entirely by, or may be charged by, the Company to the Customer.
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2.0.2

SECTION 2 - RULES AND REGULATIONS (continued)

2.6.1.6 Providing the Company's authorized employees, contractors, or agents access

to the Customer's premises at all reasonable hours for any purpose reasonably
pertinent to furnishing of telephone service.

2.6.1.7 Complying with all laws and regulations applicable to, and obtaining all

consents, approvals, licenses and permits as may be required with respect to
the location of the Company's facilities and equipment in any Customer
Premises or the rights-of-way for which the Customer is responsible under
this section; and granting or obtaining permission for the Company's
employees, contractors, or agents to enter the premises of the Customer at
any time for the purpose of installing, inspecting, maintaining, repairing, or,
upon termination service as stated herein, removing the facilities or
equipment of the Company, and not creating or allowing to be placed any
liens or other encumbrances on the Company's equipment or facilities;

2.6.1.8 A Customer who subscribes to the Company's Exchange Service and resells

these services to others shall be responsible for complying with all laws and
regulations of the State of Florida, which relate in any way to 1its provision of
local telephone service, including, but not limited to, laws and regulations
regarding consumer protection, billing and collection practices, tariffing
obligations, and payment of applicable taxes. The Company has no
obligation to provide notice to, or otherwise communicate with, Customers
regarding local telephone service provided by another carrier.

2.6.1.9 Providing a safe place to work and complying with all laws and regulations

regarding the working conditions on the premises at which the Company's
employees, contractors, or agents shall be installing or maintaining the
Company's facilities and equipment.

Availability of Service for Maintenance, Testing, and Adjustment

Upon reasonable notice, the facilities provided by the Company shall be made
available to the Company for such tests and adjustments as may be necessary to
maintain them in satisfactory condition. No interruption allowance will be granted
for the time during which such tests and adjustments are made.

2.6.3 Credit Allowances
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SECTION 2 - RULES AND REGULATIONS (continued)

2.6.3.1 Credit for failure of service or equipment will be allowed only when failure
is caused by or occurs in facilities or equipment owned, provided and billed
for, by the Company.

2.6.3.2 Credit allowances for failure of service or equipment starts when Customer
notifies the Company of the failure or when the Company becomes aware of
the failure and ceases when the operation has been restored and an attempt
has been made to notify Customer.

2.6.3.3 Customer shall notify the Company of failures of service or equipment and
make reasonable attempts to ascertain that the failure is not caused by
Customer Provided Equipment, any act or omission of the Customer, or in
wiring or equipment located on the Customer's side of the Demarcation Point.

2.6.3.4 Only those portions of the service or equipment disabled will be credited. No
credit allowances will be made for:

a. interruptions of service resulting from the Company performing
routiné maintenance;

b. interruptions of service for implementation of a Customer order for
a change in the service;

C. interruptions caused by the negligence or willful act of omission of
Customer or its authorized user; or

d. interruptions of service because of the failure of service or equipment
provided by Customer, authorized user, or other carriers.

2.6.3.5 Credit Allowance - Directory
For errors or omissions in listings in alphabetical telephone directories and

information records furnished without additional charge, the Company shall
have no liability.
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SECTION 2 - RULES AND REGULATIONS (continued)

Subject to the provision of Section 2.4 of this Tariff, the Company shall
allow, for errors or omissions in alphabetical telephone directories (excluding
the use of bold face type), or in information records, an amount within the
following limits:

a. For listings in alphabetical telephone directories furmshed at
additional charge, as set forth herein, an amount not in excess of the
charge for that listing during the effective life of the directory in
which the error or omission occurred.

b. For listings in the information records furnished at additional charge,
as set forth herein, an amount not in excess of the charge for the
listing during the period of omission or error.

2.6.4 Cancellation by Customer

2.6.4.1 Customer may cancel service any time after meeting the minimum service

period. Termination charges will apply if Customer cancels prior to the
expiration of a one-year or other fixed term service contract, Such
termination charge will be equal to one month's usage as projected in the
Company's proposal for service, or the actual average monthly usage to date,
whichever is higher, plus the monthly account charge for the remainder of the
contract period.

2.6.4.2 If Customer orders service requiring special facilities dedicated to the

Customer's use and then cancels the order before the service begins, or before
completion of the minimum service period, or before completion of some
other period mutually agreed upon by Customer and the Company, a charge
will be made to Customer for the nonrecoverable portions of expenditures or
liabilities incurred expressly on behalf of Customer by the Company and not
fully reimbursed by installation and monthly charges. If based on the order,
any construction has either begun or been completed, but no service
provided, the nonrecoverable cost of such construction shall be borne by
Customer.
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SECTION 2 - RULES AND REGULATIONS (continued)

2.6.5 Payment and Charges for Service

2.6.5.1 Charges for service are applied on recurring and nonrecurring bases. Service
is billed on a monthly basis on or about the same day each month. Service
continues to be provided until canceled by Customer or by the Company in
accordance with provisions of this Tanff.

2.6.5.2 Payment will be due pursuant to applicable Commission rules. The
Company includes its name and its toll-free telephone number on all
invotices.

2.6.5.3 The Customer is responsible for payment of all charges for service furnished
to the Customer, including, but not limited to all calls originated at the
Customer's number(s); received at the Customer's number(s), €.g., collect,
800; billed to the Customer's number(s) via third-party billing; incurred at the
specific request of the Customer; or placed using a calling card issued to the
Customer. Charges based on actual usage during a month will be billed
monthly in arrears. All fixed monthly and nonrecurring charges for services
ordered will be billed monthly in advance.

2.6.5.4 Service may be denied pursuant to the Commission's rules regarding
disconnection of service for nonpayment. Restoration of service will be

subject to all applicable installation charges.

2.6.5.5 Customer is liable for all costs associated with collecting past due charges,
including all attorney's fees.

2.6.5.6 Billing information provided to each customer on a monthly basis shall
include but not be Iimited to:

a. The number of access lines for which charges are stated.
b. Each applicable telephone number and/or account number.

C. The beginning or ending dates of the billing period.

d. The date the bill becomes delinquent if not paid on time.
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SECTION 2 - RULES AND REGULATIONS (continued)

m.

The unpaid balance (if any).

The amount for basic service and an itemization of the amount due
for toll service, if applicable, including the date and duration of each
toll call.

An itemization of the amount due for taxes, franchise fees, 911
surcharges, universal service fund charge, local number portability
charge, end user common line charges, primary interexchange carrier
charges and other surcharges as may be necessary and appropriate,
including any of the foregoing charges passed through to the
Company by BeliSouth Telecommunications, Inc..

The total amount due.

If applicable, the amount of a deposit and interest accrued on a
deposit which has been credited to the charges stated.

A telephone number where inquiries may be made.
If a deposit is held by the company.

Optional services may be billed as a total of all optional services for
which a flat monthly charge is made.

Credit for service outages will also be reflected.

2.6.5.7 During the first billing period in which a residential customer receives
service, the Company provides each customer an insert or other written notice
which contains an itemized account of the charges for the equipment and
service for which the customer has contracted.
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SECTION 2 - RULES AND REGULATIONS (continued)

2.6.5.8 If notice of a dispute as to charges is not received in writing, in person or via

telephone message by the Company within 30 days after billing is received
by the Customer, the invoice shall be considered correct and binding on the
Customer, unless extraordinary circumstances are demonstrated. Any
disputed charges that cannot be resolved between Customer and the Company
may be forwarded to the Commission's Consumer Services Division.

2.6.6 Advance Payments and Deposits

2.6.6.1 Advance Payments

The Company may require a Customer or applicant for service to make an
advance payment (1) if the applicant is unable to establish that he had a
previous account with a telephone utility for a period of at least 12 months
for which all undisputed charges were satisfactorily paid, or (2) if the
applicant has had no previous telephone service or has had previous
telephone service of less than 12 months, the applicant's credit record will be
accessed and evaluated by means of a mechanized retrieval system between
the Company and nationally recognized credit bureaus. No security payment
will be required of those applicants who meet the Company's criteria, as
evaluated by the scoring model. The criteria used in assessing a score is as
follows: collection judgments, written-off accounts, outstanding collection
accounts, various degrees of delinquency history from 30-180 days and not
paid in full or current at the time of scoring, bankruptcies, liens, other public
records. The advance payment will not exceed an amount equal to all
nonrecurring charges and two month's estimated recurring charges, as a
condition of continued or new service. In addition, where special
construction is involved, the advance payment may also include an amount
equal to the estimated nonrecurring charges for the special construction and
two month's estimated recurring charges. The advance payment will be
credited to the Customer's initial bill and, to the extent that a credit balance
remains after the amount of the initial bill has been satisfied, then the credit
balance will be applied to subsequent bills in the same manner until there is
no balance remaining on the advance payment.

2.6.6.2 Deposits
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SECTION 2 - RULES AND REGULATIONS (continued)

The Company reserves the right to examine the credit record of all service
applicants as stated above and require a security deposit, not to exceed two
month’s estimated recurring charges, when determined to be necessary to
assure future payment. The security deposit will be computed by the
Company in accordance with Commission rules and regulations.

Cash Deposits will accrue interest at a rate that shall be equal to the current
interest rate established by the Commission for consumer deposits. [f the
deposit is made within 30 days of receipt of deposit, no interest payment will
be paid. If the Company retains the deposit more than 30 days, payment of
interest shall be made retroactive to the date of deposit.

Payment of the interest to the customer shall be annually if requested by the
customer, or at the time the deposit is returned or credited to the customer's
account. The deposit shall cease to draw interest on the date it 1s returned or
credited to the customer's account. The deposit shall cease to draw interest
after the discontinuance of service.

If Customer pays all undisputed charges for 12 consecutive billing cycles, the
deposit shall be promptly refunded along with accrued interest, or credited to
future charges on subsequent bills.

a. Residential Customers Requirements
No deposit will be required:

(1) If it can be verified that the residential applicant has been a
customer of any telephone company in Florida for the same
kind of service within the last two (2) years, and is not
delinquent in payment of any telephone service account and
during the last 12 consecutive months of service did not have
more than two occasions in which a bill for telephone service
was paid after becoming delinquent, did not present a
dishonored check, and never had service disconnected for
nonpayment, or
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SECTION 2 - RULES AND REGULATIONS (continued)

(2) If the residential applicant furnishes in writing a satisfactory
guarantee to secure payment of bills for the service required.
Guaranty contracts shall be on a form provided by the
Company which shall include the Company's right to transfer
charges from a defaulted bill of the guaranteed account to the
account or accounts of the guarantor, Guarantors must be
present Company customers and must be acceptable as
guarantors to the Company.

Business Customers Requirements

If the credit of an applicant for Business Service has not been
established satisfactorily to the Company, the applicant may be
required to make a deposit.

Existing Customers Requirements

A present customer may be required to post a new or additional
deposit as a condition of continued service if undisputed charges have
become delinquent in two out of the last 12 billing periods or if the
customer has had service disconnected during the last {2 months, has
presented a dishonored check or has had significant changes in toll or
recurring charges.

Amount of Deposit or Guaranty Contract
The amount of the deposit shall not exceed the estimated charges for

two months tariffed services plus 30 percent of the monthly estimated
charge for the Customer.
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SECTION 2 - RULES AND REGULATIONS (continued)

Refund of Deposits or Return of Guaranty Contracts

If service is not connected, or after disconnection of service, the
Company shall promptly and automatically refund the customer's
deposit plus accrued interest on the balance, if any, in excess of the
unpaid bills for service furnished. A transfer of service from one
premises to another within the service area of the Company shall not
be deemed a disconnection for application of deposits, and no
additional deposit may be required unless otherwise permitted.

When the customer has paid bills for 12 consecutive months without
having service disconnected for nonpayment and without having
more than two occasions in which a bill was delinquent, and has not
presented a dishonored check, and when the customer is not
delinquent in the payment of the current bills, the Company shall
promptly and automatically refund the deposit plus accrued interest
in the form of a credit to the customer's bill, or void the guarantee. If
the customer does not meet these refund criteria, the deposit and
interest may be retained.

The deposit and interest may be retained pending the resolution of a
dispute with respect to charges secured by the deposit.

2.6.7 Bad Check Charge

The Company will bill Customer a one-time charge of $25.00 if Customer's check
for payment of service is returned for insufficient or uncollected funds, closed
accounts, or any other insufficiency or discrepancy necessitating return of the check
at the discretion of the drawee bank or other financial institution.
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SECTION 2 - RULES AND REGULATIONS (continued)

2.6.8 Late Payment Charge

The Company may apply a late payment charge if any portion of the Customer's
payment is received by the Company after the payment due date, or if any portion of
the payment is received by the Company in funds which are not immediately
available upon presentment. The late payment charge shall be applied to the portion
of the payment not received by the date due, multiplied by a factor. The late factor
shall be 1.5% per month.

Collection procedures are unaffected by the application of the late payment charge.
The late payment charge does not apply to final amounts.

2.7  Responsibilities of the Company
2.7.1 Provision of Equipment and Facilities

2.7.1.1 The Company shall use reasonable efforts to make services available to a
Customer on or before a particular date, subject to the provisions of and
compliance by the Customer with the regulations contained in this Tariff and
applicable rules of the Commission.

2.7.1.2 The Company shali use reasonable efforts to maintain facilities and
equipment that it furnishes to the Customer. The Customer may not, nor may
the Customer permit others to, rearrange, disconnect, remove, attempt to
repair or otherwise interfere with any of the facilities or equipment installed
by the Company, except upon the written consent of the Company.

2.7.1.3 The Company may substitute, change, or rearrange any equipment or facility
at any time and from time to time, but shall not thereby materially reduce the
technical parameters of the service provided to the Customer.

2.7.1.4 Subject to the arrangement of the Company and to all of the regulations
contained in this Tariff, special construction of facilities may be undertaken
on a reasonable efforts basis at the request of the customer. Special
construction is that construction undertaken and characterized by one or more
of the following:
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SECTION 2 - RULES AND REGULATIONS (continued)

£.

Facilities requested are not presently available, and there is no other
requirement for the facilities so constructed.

Facilities requested are of a type other than that which the Company
would normally utilize in the furnishing of its services.

Facilities requested are over a route other than that which the
Company would normally utilize in the furnishing of its services.

Facilities requested are in a quantity greater than that which the
Company would normally construct.

Facilities are requested on an expedited basis.

Facilities are requested on a temporary basis until permanent facilities
are available,

Facilities are requested in advance of normal construction.

2.7.2 Calculation of Credit Allowance

273

Pursuant to limitations set forth in Section 2.6.3, when service is interrupted the
credit allowance will be computed on the following basis:

2.7.2.1. No credit shall be allowed for an interruption of less than twenty four hours.

2.7.2.2 Customer will be credited at the proportionate monthly charge involved for
each twenty-four hours or fraction thereof of interruption.

Cancellation of Credit

Where the Company cancels a service and the final service period is less than the
monthly billing period, a credit will be issued for any amounts billed in advance,
prorated at 1/30th of the monthly recurring charge for each day after the service was
discontinued. This credit will be issued to Customer or applied against the balance
remaining on Customer's account.
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SECTION 2 - RULES AND REGULATIONS (continued)

2.7.4 Disconnection of Service by the Company

2.7.4.1 The Company may discontinue service or cancel an application for service,

without incurring any liability for any of the following reasons:

a. Nonpayment of a bill for regulated telecommunications services
within the period,;

b. Failure to make a security deposit;

c. Violation of or noncompliance with any provision of law, or of the
tariffs or terms and conditions of service of the telecommunications
service provider filed with and approved by the Commission:

d. Refusal to permit the telecommunications service provider reasonable
access to its telecommunications facilities for recovery, maintenance,
and inspection thereof.

e. Interconnection of a device, line, or channel to telecommunications
service provider facilities or equipment contrary to the
telecommunications service provider's terms and conditions of service
on file with and approved by the Commission.

f. Use of telephone service in such manner as to interfere with
reasonable service to other end-users.

2.7.4.2 Residential service may be discontinued during normal business hours on or

after the date specified in the notice of discontinuance. Service shall not be
discontinued on a day when the offices of the Company are not available to
facilitate reconnection of service or on a day immediately preceding such a
day.

2.7.4.3 Residential service shall not be discontinued unless written notice by

first-class mail is sent or delivered to the Customer at least five days prior to
the date of the proposed discontinuance.
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SECTION 2 - RULES AND REGULATIONS (continued)

2.7.4.4 Customers shall have a minimum of 12 days from the rendition of a bill to

pay the charges stated.

2.7.4.5 At least 24 hours preceding a discontinuance, the Company shall make

reasonable efforts to contact the Customer to advise it of the proposed
discontinuance and what steps must be taken to avoid it.

2.7.4.6 Access to 911 will be maintained during temporary disconnections for non-

payment of a residential Customer’s local service.

2.7.4.7 Insufficient reasons for denial or disconnection of service:

Nonpayment for telephone service by a previous occupant at the
premises for which service is sought, or by reason of nonpayment of
any amount back-billed due to misapplication of rates provided the
applicant enters into a deferred payment plan. The Company shall
not disconnect or suspend service without mailing or delivering a bill
to the customer for the amount due.

Residential service will not be disconnected for failure to pay a bill
for a business service.

Business service will not be disconnected for failure to pay a bill for
a residential service.

Service will not be withheld from a customer whose name was
fraudulently used to obtain service at another location without the end
user's permission or knowledge.

The Company shall not deny service to a customer for nonpayment
of an amount past due for more than three (3) years, if the company
cannot substantiate the charges with a copy of the customer's bill.
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SECTION 2 - RULES AND REGULATIONS (continued)

f.

Service shall not be discontinued to a current customer in good
standing who accepts an additional household member owing a
previous bill to the Company, unless that additional household
member is listed on the lease arrangements or another utility service
as a responsible party, or unless the household member shared service
with the customer at a different or same location.

The Company shall not provide billing and collection for any
provider of intrastate telecommunications services who does not have
proper authority to operate in the State of Florida.

Local exchange service shall not be denied or terminated for
nonpayment of non-regulated services or disputed charges.

2.7.4.8 The Company's Notice of Disconnection shall contain the following

information:

The words "NOTICE OF DISCONNECTION" or words with the
same meaning, in print type larger than the print type of the notice
text.

The name, address and telephone number of the Customer.

A statement of the reason for the proposed disconnection and the cost
(to the Customer) for reconnection.

The date on or after which service will be disconnected unless
appropriate action is taken.

The telephone number in bold print of the Company where the
customer may make an inquiry.

A statement that the customer must contact the Company regarding
the disconnection, prior to contacting the Commission's Consumer
Affairs Division.
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SECTION 2 - RULES AND REGULATIONS (continued)

The address and telephone number of the Commission's Consumer
Affairs Division, in print size which is smaller than the print size used
for the Company's telephone number

The services that are being disconnected, whether local and/or toll,
and if the service to be disconnected is local service, a statement that
the customer must also contact their IXC if such customer wishes to
terminate such service in order to avoid incurring additional charges
for such service.

2.7.49 The following additional information shall be in the notice unless said

information can be obtained in the telephone directory and the notice refers
the customer to the location in the directory where the information can be
obtained:

2.7.5 Equal Access

A statement of how a customer may avoid the disconnection of
service, including a statement that the customer must notify the
Company on the day of payment as to the place and method of such
payment when the bill is paid at a place other than the office of the
Company.

A statement that informs the customer where payments may be made
or how to obtain a listing of authorized payment agencies.

The Company will allow Customers the choice of intraLATA and interLATA
interexchange carriers.
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2.8

2.9

2.10

SECTION 2 - RULES AND RECULATIONS (continued)

Restoration of Service

If service is disconnected for nonpayment, service will be reestablished only upon receipt of
payment of all charges due, which include charges for service and facilities during the period
of disconnection and which may include a service restoration fee. 1f the Customer has a
history of payments returned for insufficient funds, the Company may require payment by
cash, money order, personal check or certified check. If payment is made by personal check,
restoration will be effected upon clearance of the check. When a Customer's service has been
disconnected in accordance with this Tariff and the service has been terminated through the
completion of the Company's service order, service will be reestablished only upon a basis
of an application for new service.

During the period of disconnection, Customer's telephone number will not be reassigned.
Once service has been terminated, the telephone number may be reassigned to another
Customer.

Taxes and Surcharges

2.9.1 Customer will be billed and is responsible for payment of applicable E911,
Telecommunications Relay Service (TRS), universal service fund charges, local
number portability charge, end user common line charges, primary interexchange
carrier charges, and all federal, state and local taxes, fees, assessments and surcharges
assessed in conjunction with service used. In addition to any of the foregoing
charges paid directly by the Company, the Company will also pass through to the
Customer an amount equal to the government fees, taxes, and surcharges that the
Company pays through BellSouth Telecommunications, Inc..

2.9.2 All taxes, surcharges and assessments (i.e., sales tax, municipal utilities tax, franchise
fee, E911, TRS) will be listed as separate linc items and are not included in the
quoted rates.

Start of Billing

For billing purposes, the start of service is the day of acceptance by the Customer of the
Company's service or equipmernt.
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2.11

2.12

2.13

SECTION 2 - RULES AND REGULATIONS (continued)
Service Connection and Facilities on Customer's Premises

The Company shall furnish and maintain all facilities including protective apparatus, to
provide telecommunications service except as may be otherwise specified in this Tariff. All
facilities shall conform to the established construction standards of the Company.

Except as otherwise specified in this Tariff, all equipment furnished by the Company in
connection with a Customer's service shall be carefully used and only duly authorized
employees of the Company or its contractors or agents shall be allowed to connect,
disconnect, change or alter in any manner any or all such facilities.

Customer will be held responsible for loss of or damage to any facilities furnished by the
Company unless such loss or damage is due to causes beyond the Customer's control.

At the termination of service the Company may remove any and all of its property located
at the Customer Premises, as provided for in this Tariff.

No equipment apparatus, circuit or device not furnished by the Company shall be attached
to or connected with the facilities furnished by the Company, whether physically, by
induction or otherwise, except as provided in this Tariff. In case any such unauthorized
attachment or connection is made, the Company shall have the right to remove or disconnect
the same; or suspend the service during the continuance of said attachment or connection;
or to terminate the service.

Telephone Number Intercept

Whenever a Customer's telephone number is changed after a directory is published, the
Company will intercept all calls to the former number for 30 days and give the calling party
the new number, provided existing central office equipment wil! permit and the Customer
so desires.

Disputes

In the event of a dispute between a customer and the Company regarding any bill for
telephone service, the Company shall make an investigation as required by the particular
case, and report the results to the customer. In the event the dispute is not resolved, the
Company shall inform the customer of the complaint procedures of the Commission.
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SECTION 2 - RULES AND REGULATIONS (continued)

Notwithstanding any other section of the Company's tariffs, the customer's service shall not
be subject to discontinuance for nonpayment of that portion of a bill under dispute pending
the completion of the determination of the dispute, but in no event to exceed 60 days. The
customer is obligated to pay any billings not disputed.

2.14 Level of Service Quality

The Company holds itself out to provide the same level of service quality as that of the
Incumbent Local Exchange Carriers authorized to operate in the State of Flonda.
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SECTION 3 - SERVICES, RATES AND CHARGES

31 General

3.1.1 The Company will offer “basic local service” at a flat rate for unlimited local calling,
which shall include access to 911, operator services, and telecommunications relay
services.

3.1.2 Exchange access lines are subject to the nonrecurring charges as specified below.

3.1.3 Rates for basic local exchange service are applied on the basis of statewide groupings
according to the total number of exchange access lines, PBX trunks and network
access registers in the local calling area excluding the Extended Calling Service
exchanges.

3.2 Basic Local Service

3.2.1 The rates specified below for “Basic Local Service” entitle Customers to access allt
exchange access lines bearing the central office designations of the Customer’s
exchange and all exchange access lines bearing the central office designations of
additional exchanges in the extended area service category on a flat rate basis.

3.2.2 Monthly exchange rates shown below are applicable in each exchange for classes of
basic local exchange service offered.

3.2.3 The rates specified herein entitle Customers to an unlimited number of messages to
all exchange access lines bearing the designation of central offices within the serving
exchange and extended area service additional exchanges or portions of exchanges.

33 Basic Local Service Rates - Residence
Group
1 2 3 4 5 6 UsSoC
3.3.1. Individual service - $7.30 $7.70 $8.10 $8.40 $8.80 $9.15 1 FR++
Rate Groups 1-6
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SECTION 3 - SERVICES, RATES AND CHARGES (continued)

Group
7 8 9 10 11 12 UsoC
3.3.2 Individual service - $9.50 $9.80 $10.05 $10.30 $10.45 $10.65 1FR++
Rate Groups 7-12
34 Basic Local Service Rates - Business
Group
1 2 3 4 5 6 USOC

34.1

3.4.2

343

3.44

Individual line service - $19.80 $20.80 $21.90 $22.90 $23.85 $24.90 1FB
Rate Groups 1-6

Muiti-line Exchange $1.60 $1.68 $1.77 $1.85 $1.93 $2.02 NA
Access Line Additive,
per line' - Rate Groups 1-6

Group
7 8 9 10 11 12 USOC
Individual line service - $25.75 $26.60 $27.40 $28.00  $28.60 $29.10 1FB
Rate Groups 7-12

Multi-line Exchange  $2.09 $2.15 $2.22 $2.27 $2.32 $236 N/A
Access Line Additive,
per line' - Rate Groups 7-12

3.5 Residence and Business Basic Local Rates by Exchange

Exchange

Archer
Baldwin
Belle Glade

Residence Business
Per Line Per Line®
$8.80 $23.85
$10.05 $27.40
$8.10 $21.90

Note 1: The Multiline Exchange Acccss Line Additive does not apply to Customers with one exchange access line.
Note 2: The Multiline Exchange Access Line Additive applies per line to Flat Rate service Customers with more than one exchange access line.
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SECTION 3 - SERVICES, RATES AND CHARGES (continued)

Residence Business

Exchange Per Line Per Line?
Big Pine Key $10.50 $28.63
Boca Raton $10.30 $28.00
Boynton Beach $10.30 $28.00
Bronson $11.00 $29.81
Brooksville $8.80 $23.85
Bunnell $8.10 $21.90
Cantonment $9.15 $24.90
Cedar Keys $7.30 $19.80
Century $9.15 $24.90
Chiefland $8.10 $21.90
Chipley $8.10 $21.90
Cocoa

Cocoa Main $9.50 $25.75

(West of Indian River)

Cocoa Merritt Island $9.50 $25.75

(East of Indian River)
Cocoa Beach $9.50 $25.75
Coral Springs $10.65 $29.10
Cross City $7.70 $20.80
Daytona Beach $9.15 $24.50
DeBary $8.80 $23.85
Deerfield Beach $10.65 $29.10
Deland $8.80 $23.85
Deleon Springs $8.40 $22.90
Delray Beach $9.80 $26.60
Dunnellon - $9.15 $24.90
East Orange $10.45 $28.60
Eau Gallic Area $9.50 $25.75

(West of Indian River)
Eau Gailie Beach Area $9.50 $25.75

(East of Indian River)

Nate |: The Multiline Exchange Access Line Additive does not apply to Customers with one exchange access line.
Note 2: The Multiline Exchange Access Line Additive applies per line to Flat Rate service Customers with more than one exchange access line.
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SECTION 3 - SERVICES, RATES AND CHARGES (continued)

Residence Business
Exchange Per Line Per Line?
Fernandina Beach $8.10 ' $21.90
Flagler Beach $8.10 $21.90
Ft. Landerdale $10.65 $29.10
Ft. Pierce $8.80 $23.85
Gainesville $9.15 $24.90
Geneva $9.50 $25.75
Graceville $8.10 $21.90
Green Cove Springs $10.45 $28.60
Gulf Breeze $9.15 $24.90
Havana $9.15 $24.90
Hawthorne $8.80 $23.85
Hobe Sound $9.15 $24.90
Holley Navarre $9.15 $24.90
Hollywood $10.65 $29.10
Homestead $10.65 $29.10
Islamorada $8.40 $22.90
Jacksonville $10.30 $28.00
Jacksonville Beach $10.05 $27.40
Jay $11.44 $31.13
Jensen Beach $8.80 $23.85
Julington $10.05 $27.40
Jupiter $10.05 $27.40
Key Largo $8.40 $22.90
Keystone Heights $8.10 $21.90
Key West $8.40 $22.90
Lake City ) $8.40 $22.90
Lynn Haven $8.80 $23.85
Marathon $8.10 $21.90
Maxville $10.05 ‘ $27.40
Melbourne $9.50 $25.75
Miami $10.65 $29.10

Note 1: The Multiline Exchange Access Line Additive does not apply to Customers with one exchange access line.
Note 2: The Multiline Exchange Access Line Additive applies per line to Flat Rate service Customers with more than one exchange access line.
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SECTION 3 - SERVICES, RATES AND CHARGES (continued)

Residence Business
Exchange _Per Line Per Line’
Micanopy $8.80 $23.85
Middleburg $10.05 $27.40
Milton $9.15 $24.90
Munson $0.15 $24.90
Newberry $8.80 $23.85
New Smyrna Beach $8.40 $22.90
North Dade $10.65 $29.10
North Key Largo $8.10 $21.90
QOak Hill $8.40 $22.90
Old Town $7.70 $20.80
QOrange Park $10.45 $28.60
Orlando $10.45 $28.60
Oviedo $10.45 $28.60
Pace $9.15 $24.90
Pahokee $8.10 $21.90
Palatka $8.40 $22.90
Palm Coast $8.10 $21.90
Panama City $8.80 $23.85
Panama City Beach $8.80 $23.85
Pensacola $9.15 $24.90
Perrine $10.65 $29.10
Pierson $8.40 $22.90
Pomona Park $8.40 $22.90
Pompano Beach $10.65 $29.10
Ponte Vedra Beach $10.05 $27.40
Port St. Lucie - $9.15 $24.90
St. Augustine $8.40 $22.90
St. Johns $8.40 $22.90
Sanford $9.80 $26.60
Sebastian $9.15 $24.90
Stuart $9.15 $24.90

Note 1: The Multiline Exchange Access Line Additive does not apply to Customers with one exchange access line.
Note 2: The Multitine Exchange Access Line Additive appties per line to Flat Rate service Customers with more than one exchange access line.
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SECTION 3 - SERVICES, RATES AND CHARGES (continued)

Residence Business
Exchange Per Line Per Line*
Sugarloaf Key $8.40 $22.90
Sunny Hills $8.10 $21.90
Titusville $8.80 $23.85
Trenton $11.00 $28.63
Vernon $8.10 $21.90
Vero Beach $8.80 $23.85
Weekiwachee Springs $8.80 $23.85
Welaka $8.40 $22.90
West Palm Beach $10.05 $27.40
Yankeetown $8.40 $22.90
Y oungstown-Fountain $8.80 $23.85
Yulee $9.80 $26.60

Note 1: The Multiline Exchange Access Line Additive does nat apply to Customers with one exchange access line.
Note 2: The Multiline Exchange Access Line Additive applies per line to Flat Rate service Customers with more than one exchange access line.

3.6 PBX Trunks

PBX trunks are offered for residence and business service as follows:
3.6.1 Residence - Two Way - Rate Groups 1-6

Group

1 2 3 4 5 6 UsocC
$13.51 $14.20 $14.88 $15.38 $16.07 $16.66 TFR

3.6.2 Residence - Two Way - Rate Groups 7-12

Group

7 8 9 10 11 12 UsocC
$17.25 $17.77 $18.19 $18.62 $18.86 $19.21 TFR
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SECTION 3 - SERVICES, RATES AND CHARGES (continued)
3.6.3 Business-Rate Groups 1-6
Group
1 2 3 4 5 6 UsocC
3.6.3.1 Combination $33.66 $35.36 $37.23 $38.93 $40.55 $42.33 TFC
3.6.3.2 Out dial $33.66 $35.36 $37.23 $38.93 $40.55 $42.33 TFU
3.6.3.3 Inward only $33.66 $35.36 $37.23 $38.93 $40.55 $42.33 TFN

3.6.3.4DID $33.66 $35.36 $37.23 $38.93 $40.55 $42.33 DDI1X
(Direct In-Dial}

3.6.3.5 DID Combination $67.32 $70.72 $74.46 $77.86 $81.10 $84.66 TDDCX

3.6.4 Business-Rate Groups 7-12
Group

7 8 9 10 11 12 USOC
3.6.4.1 Combination  $43.78 $45.22 $46.58 $47.60 $48.62 $49.47 TFC
3.6.4.2 Out dial $43.78 $45.22 $46.58 $47.60 $48.62 $49.47 TFU
3.6.4.3 Inward only $43.78 $45.22 $46.58 $47.60 $48.62 $49.47 TFN

3.6.4.4DID $43.78 $45.22 $46.58 $47.60 $48.62 $49.47 TDD1X
(Direct In-Dial)

3.6.4.5 DID Combination $87.56 $90.44 $93.16 $95.20 $97.24 $98.94 TDDCX

3.7  Basic Local Service Residence Package

3.7.1 TheBasic Local Service Residence Platinum Package provides the following features
in conjunction with “basic local service™: The access line includes Touch-Tone
capability.

3.7.2 The rate specified for this package entitles a residence Customer to access all
exchange access lines in the Customer’s local calling area.

Issued: June 8, 2000 Effective:

Issued by:
David E. Scott, President
2020 Baltimore Avenue
1155624v] -FL Kansas City, Missouri 64108




Birch Telecom of the South, Inc. PSC Price List No. 1

Onginal Page 50

3.73

3.7.4

3.7.5

3.7.6

SECTION 3 - SERVICES, RATES AND CHARGES (continued)

The rate specified herein also entitles a residence subscriber to unlimited use of the
following services and features:

3.7.3.1 Custom Calling Services (all services except Three-Way Calling with
Transfer which is only available with the Two- and Three-Line Plans).

3.7.3.2 TouchStar Services excluding Calling Number Delivery Blocking-Permanent
3.7.3.3 Customized Code Restriction

3.7.3.4 RingMaster Service

3.7.3.5 Message Waiting Indication

3.7.3.6 Obsolete Custom Calling Services

Customers may select an unlimited number of compatible services or features from
the sections listed above.

Residence customers may subscribe to the Two-Line Plan or the Three-Line Plan for
the Basic Local Service Residence Platinum Package. Both plans offer hunting, call
hold, and call pick-up (the ability to answer an incoming call from another line) at
no additional charge in addition to the features listed in the preceding subsection. All
services and features specified as available with the Basic Local Service Residence
Platinum Package are available with each line of a multiline package. All lines in
each multiline package must be on the same account and at the same premises. The
discounted monthly rates specified below apply in the following exchanges only:

Boca Raton, Boynton Beach, Coral Springs, Deerfield Beach, Delray Beach, Fort
Lauderdale, Hollywood, Homestead, Jacksonville, Jacksonville Beach, Miami, North
Dade, Orange Park, Perrine, Pompano Beach and West Palm Beach

Regular monthly rates apply in all other exchanges.

Service charges specified in this Price List do not apply to the conversion of an
existing service to or from the Basic Local Service Residence Platinum Package.
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SECTION 3 - SERVICES, RATES AND CHARGES (continued)

3.7.7 Existing customers of the Basic Local Service Residence Package can not take
advantage of special promotions for the Basic Local Service Residence Package or
any of the services and features specified in subsection 3 above unless specifically
allowed by the terms of the special promotion.

3.7.8 Rates and Charges for the Basic Local Service Residence Package

3.7.8.1 The following monthly rates apply for the Basic Local Service Residence
Package. A portion of each line rate equal to the rate for basic local service -
residential individual line specified above is classified as Basic Service. The
remainder of each line rate is classified as Non-Basic Residential Optional
Service.

3.7.8.2 Individual line service - Residence

Suspend Rate Monthly Rate USOC
a. Perline $5.50 $29.70 N/A

Discounted Regular
b. Per Two-Line Plan package $11.00 $47.90 $57.90 CCML2

(3) Per Three-Line Plan package 16.50 $66.10 $86.10 CCML3
3.8  Basic Local Service Business Package

3.8.1 The Basic Local Service Business Package is offered where facilities and equipment
are available.

3.8.2 The Basic Local Service Business Platinum Package is offered to business Customers
and consist of four components: a line, calling features, listings and rotary service.

3.8.2.1 The line component of these packages is basic local service - business.

3.8.2.2 The calling features associated with this plan are listed below. For each line,
the Basic Local Service Business Platinum Package also provides the
Customer with an unlimited number of compatible calling features from the
following list.
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SECTION 3 - SERVICES, RATES AND CHARGES (continued)

Calling Features
Call Forward

Busy Line

Call Forward Don't Answer

Call Forward Don't Answer Ring Control

Call Forward Variable

Flexible Call Forwarding

Call Waiting

Speed Calling 8

Speed Calling 30

Three Way Calling

Message Waiting Indicator - Audible

Message Waiting Indicator - Visual

Call Return

Call Block

Call Tracing

Repeat Dialing

Call Selector

Preferred Call Forwarding

RingMaster I

RingMaster 11

Remote Access Call Forwarding

Three Way Calling with Transfer

Caller ID Number Delivery

Enhanced Caller ID with Call Management, with Anonymous Call Rejection
{ACR)

Enhanced Caller ID with Call Management, with ACR and Call Forwarding

Don't Answer

Enhanced Caller ID with ACR

Caller ID Name and Number Delivery with ACR

Caller ID Name and Number Delivery - Multiline Hunt Group

Surrogate Client Number

Flexible Call Forwarding with Audio Calling Name

3.8.2.3 A foreign listing and an additional listing are each available to Customers of
the Basic Local Service Business Package.
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SECTION 3 - SERVICES, RATES AND CHARGES (continued)

3.8.2.4 Rotary service is also available for Customers of the Basic Local Service
Business Platinum Package for Business 3-line package.

3.8.3 Rates And Charges for the Basic Local Service Business Platinum Package

Monthly

Rate UsocC
Each 1 -line package $52.00 COMP1
Each 2-line package $94.00 . COMP2
Each 3-line package $142.00 COMPH

The service order charges specified in this Price List are applicable for the installations of new lines
at the Customer’s premises. These charges are not applicable for existing customers who wish to
move from an existing line to the Basic Local Service Business Package.

3.9 Connection and Service Charges

3.9.1 A service charge is a nonrecurring charge or charges applying to the ordering,
installing, moving, changing, rearranging or furnishing of telecommunication
services or facilities. Service Charges are categorized as follows:

3.9.1.1 Line Connection Charge - Line Connection Charge (First Line and/or
Additional Line) applies for establishing an exchange access line or trunk.
The charge includes service ordering, central office work, exchange access
line work and a standard voice miniature six position network interface.

3.9.1.2 Line Change Charge - Line Change Charge (First Line and/or Additional
Line) applies per line to miscellaneous customer requested changes on
existing service for, but not limited to, number change and suspend/restore.

3.9.1.3 Secondary Service Charge - Secondary Service Charge applies per customer
request for the receiving, recording, and processing of customer requests to

change services or add new or additional services.
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SECTION 3 - SERVICES, RATES AND CHARGES (continued)
3.9.1.4 Premises Work Charge - Premises Work Charge is a nonrecurring charge
based on the labor time and miscellaneous materials required to rearrange the
drop wire, protector and/or network interface. Schedule of Charges for
Connecting or Changing Service

3.9.2 Schedule of Charges for Connecting or Changing Service

3.9.2.1 Line Connection Charge (applies per exchange access line or trunk)

Residence Business USOC
] a.  First Line $40.00 $56.00 N/A
b. Additional Line (each) $12.00 $12.00 N/A
3.9.2.2 Line Change Charge (applies per exchange access line or trunk)
Residence Business usSocC
a. First Line $23.00 $38.00 N/A
b. Additional Line (each) $11.00 $11.00 N/A
3.9.2.3 Secondary Service Charge
Residence Business USOC
a. Each $10.00 $19.00 N/A
3.9.2.4 Premises Work Charge
a. First 15-mnute increment or fraction thereof
Residence Business USoC
(1) Perincrement $25.00 $28.00 N/A
b. Each additional 15-minute increment or fraction thereof

Residence Business UsSoC

(1) Per increment $9.00 $9.00 N/A
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SECTION 3 - SERVICES, RATES AND CHARGES (continued)
3.10 Timing of Usage

Chargeable time begins when connection is established between the calling station and the
called station, and ends when either party "hangs up." The Company uses hardware and/or
software for answer detection.

3.1 Telecommunications Relay Services

For calls received from the telecommunications service, the Company will, when billing
such calls, discount such calls by fifty percent (50%) off of the otherwise applicable rate
for a voice, non-relay call, except where either the calling or called party indicates that
either party is both hearing and visually impaired, in which case the Company shall
discount the call by sixty percent (60%) off of the otherwise applicable rate for a voice,
non-relay call.

3.12 Miscellaneous

3.12.1 Operator Service Charges
Rates
Description Min. Max,
Station-to-Station Service
Calling Card
Non-Automated $1.50 $2.00
Semi-Automated $1.50 $2.00
Fully Automated $0.30 $1.00
Collect .
Non-Automated $1.50 $2.00
Semi-Automated $1.50 $2.00
Fully Automated $1.50 $2.00
Billed to a Third Number
Non-Automated $1.50 $2.00
Semi-Automated $1.50 $2.00
Fully Automated $1.50 $2.00
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SECTION 3 - SERVICES, RATES AND CHARGES (continued)

Sent-Paid
Non-Automated £1.50 $2.00
Semi-Automated $1.50 $2.00
Person-to-Person Service
Non-Automated $2.00 $4.00
Semi-Automated $2.00 $4.00
Other Services
Line Status Verification $1.00 $3.00
Busy Interrupt $1.00 $3.00
3.12.2 Directory Assistance Service
3.12.2.1 Rates
a. Where the customer places a sent-paid direct dialed call to

Directory Assistance, the charge for each call (maximum of
two numbers requested) is $0.60.

b. Where the customer places a call to the Directory Assistance
attendant via an operator or has Directory Assistance Service
Charges are billed to a third number; or a special billing
number, the charge for each call (maximum of two requests
per call) is $.60.

3.123 Directory Assistance Call Completion
3.12.3.1 Rates
Rate
Directory Assistance Call Completion Min Max
Fully-Automated DACC
Sent-Paid Non-Coin $0.20 $0.30
Collect $1.50 $2.00
Bill to Third Number $1.50 $2.00
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SECTION 3 - SERVICES, RATES AND CHARGES (continued)

Rate

Directory Assistance Call Completion : in. Max.
Semi-Automated DACC

Sent-Paid $1.50 $2.00

Collect $1.50 $2.00

Bill to Third Number $1.50 $2.00
Person-to-Person $1.50 $2.00
3.124 National Listing Service

National Listing Service (NLS) is a service whereby customers may request
listing information for areas outside their LATA or home NPA. Requests for
listings that are intraLATA or within the customers home NPA are billed
under the current Directory Assistance plan.

Callers access NLS by dialing 1+411 or 0+411. Only calls made for listings
outside the customers' local directory assistance scope as defined above will
be eligible for NLS.

The regulations and rates set forth below apply to all calls from customers
who request assistance in determining telephone number information of
national subscribers as defined in xxx. above.

The customer will be charged for each listing request made during the call.
The NLS rate applies per listing request whether or not a number is provided
including requests for numbers which are non-published, non-listed or not
found. There are no allowances associated with NLS.

There are no exemptions from billing for requests for NLS.
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SECTION 3 - SERVICES, RATES AND CHARGES (continued)

3.124.1 Rates
Charge Per Listing Request | Min. Max.
Sent Paid Request $0.75 $1.00
Alternately Billed Requests $1.00 $1.30
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

/x/ ANNUAL REPORT PURSUANT TC SECTION 13 CR 1S(d} OF THE
SECURITIES EXCHANGE ACT CF 1934

FOR THE FISCAL YEAR ENDED DECEMBER 31, 1999
!/ TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d}) OF THE
SECURITIES EXCHANGE ACT OF 1934
FOR THE TRANSITION PERIOD FROM TC
COMMISSION FILE NUMBER:
333-62797

BIRCH TELECOM, INC.
(EXACT NAME OF REGISTRANT AS SPECIFIED IN ITS CHARTER)

DELAWARE 43-1766929
(STATE OR OTHER JURISDICTION (I.R.S. EMPLOYER
OF INCORPORATION OR ORGANIZATION) IDENTIFICATION NO.)
2020 BALTIMORE AVENUE 64108
KANSAS CITY, MISSOURI (ZIP CODE)

{ADDRESS OF PRINCIPAL EXECUTIVE OFFICES)

Registrant's telephcne number, including area code:

(81l€} 300-3000

Securities registered pursuant to Securities registered pursuant to
Section 12(b) of the Act: Sectionl2{g} of the Act:

14% senior notes due 2008 None

{Title of Class) {Title of Class)

Indicate by check mark whether the Registrant {i) has filed all reports
required to be filed by Section 13 or 15{d) of the Securities Exchange Act of
1934 during the preceding 12 months (or for such shorter period that the
Registrant was required to file such reports), and (ii) has been subject to such
filing requirements fcor the past 90 days Yes /X/ No / /
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Indicate by check mark if disclosure of delinquent filers pursuant to Item
405 of Regulation 5-K is not contained herein, and will not be contained, to the
best of Registrant's knowledge, in definitive proxy or information statements
incorpeorated by reference in Part III of this Form 10-K or any amendment to this
Form 10-K. /X/

Indicate the number of shares outstanding of each of the registrant's
classes of common stock, as of the latest practicable date. There were 4,781,101
shares of common stock, §.001 par value, outstanding as of March 23, 2000.

PART I

THIS FORM 10-K CONTAINS CERTAIN FORWARD-LOCKING STATEMENTS THAT INVOLVE RISKS
AND UNCERTAINTIES. OUR ACTUAL RESULTS COULD DIFFER MATERIALLY FROM THOSE
ANTICIPATED IN THESE FORWARD-LOCKING STATEMENTS AS A RESULT OF CERTAIN FACTORS,
INCLUDING THOSE SET FORTH UNDER THE CAPTION "BUSINESS--RISK FACTORS" AND
ELSEWHERE IN THIS FORM 10-K. UNLESS THE CONTEXT SUGGESTS OTHERWISE, REFERENCES
IN THIS FORM 10-K TO "WE," THE “COMPANY" OR "BIRCH" MEAN BIRCH TELECOM, INC. AND
ITS WHOLLY-OWNED SUBSIDIARIES.

ITEM 1. BUSINESS
COVERVIEW

We are a rapidly growing integrated communications provider. We seek to
become the leading provider of telecommunications services for small and
mid-sized businesses in each of the cities we serve. We offer state-of-the-art
telecommunications services to our customers, who today are located throughout
Missouri, Kansas and Texas. These voice and data service offerings include local
and long distance telephone service, Internet access, web hosting, integrated
voice and data transmission over broadband lines and customer premises equipment
salea and services. We offer these services to our customers through a

combination of leased and owned network fac ‘es. We are currently deploying
cvollocations and transmission equipment thrc ut our markets to deliver
digital subsecriber line service, which will _#ort dedicated high-speed

Internet access and eventually veoice service.. We expect to have over 130
collocations operational by the end of this year. Our revenue for the year ended
December 31, 1999 was $60.5 million, a 132% increase over 1998.

BUSINESS STRATEGY

We believe that our business is poised for rapid expansion and that our
experienced management team is well prepared to execute ocur focused business
strategy. The key elements of our strategy include:

FOCUSING ON SMALL AND MID-SIZED BUSINESS CUSTOMERS

We focus on meeting the needs of small and mid-sized businesses in each of
the cities we serve. Qur tailored service offerings, direct sales model, and
proactive customer service approach allow us to differentiate ourselves and
achieve significant penetration into this very large, estabiished customer
base. We believe small and mid-sized businesses have not received a
satisfying level of attention from the incumbent telephone companies, are
unaware of their telecommunications network options and value our
consultative, direct sales approach.

PROVIDING COMPLETE SERVICE PACKAGES THAT ARE TAILORED TO OUR CUSTOMERS

Our service offerings are specifically designed for the needs of our target
customers. We provide simplified, feature-rich packages of services,
superior value and a single source for all of our customers' networking
requirements, all conveniently billed on a single invoice. Our service
offerings include features offered in packages that we believe are not
generally available from other providers. Our packages are priced to offer
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savings of 10% to 40% from comparable services provided by the incumbent
telephone company. Cur direct sales representatives consult with ocur
customers in person and assist them in selecting service packages
appropriate for their needs.

CREATING A STRONG BRAND PRESENCE

We have quickly achieved a high level of brand awareness in our markets
through an aggressive multi-media advertising campaign targeted at the
incumbent telephone company. Our marketing efforts include billbeocard, radio
and print advertising, as well as sponsorship of major local events,
affiliations with local organizations and direct mailings. We believe we
have been able to achieve a higher level of brand awareness in our markets
than any other new market entrants. We plan to use our proven marketing and
sdvertising strategy to help us achieve rapid and deep penetration in each
new market we enter.

DEPLOYING A DIRECT SALES FORCE IN EACH OF OUR MARKETS

We deploy a large locally-based sales force focused on achieving a
gignificant market share in each of our markets. We believe that our
extensively marketed brand name, visible local presence, readily available
services and emphasis on personal custcmer service have enabled our
170-perscn salea force to achieve high levels of productivity and gquickly
penetrate new markets.

INVESTING IN INDUSTRY-LEADING, SCALABLE BACK OFFICE SYSTEMS

We believe our state-of-the-art billing and operating systems are capable of
supporting a significant nutmber of linea. These systems, which include
Saville Convergent Billing Platform-TM-, MetaSolv Telecom Business
Solution-TM- and Harris Network Management-TM-, have already withstood the
test of high volumes and rapid growth within our ope-ation. Over the past
year, we have expanded ocur provisioning capacity fi ",000 lines per month
to nearly 15,000 lines per month and believe that o cisting
infrastructure can support continued capacity incrr L.

MAINTAINING MAXIMUM NETWORK FLEXIBILITY

- INTEGRATING DATA AND VOICE NETWORK SERVICES. By integrating both data and
voice services, we believe we will be able to deliver a broadband digital
subscriber line connection to a significant percentage of our customers.
We believe this integration will yield bandwidth flexibility teo our
customers and the strategic advantage of an improved product with reduced
monthly costs.

- CAPITALIZING ON OUR UNBUNDLED NETWORK ELEMENT PLATFORM. We provide service
to a majority of our customers by leasing substantially all of the
unbundled network elements from the incumbent telephone company and using
our advanced back cffice systems tc combine these elements into integrated
Birch-branded voice services. This platform has allowed us to offer voice
services to customers lccated virtually anywhere in our markets and
achieve high gross margins and superior returns on incremental capital
invested. The unbundled network element platform, cr UNE-P, allows us to
minimize current capital expenditures and maintain design flexibility for
the next generation of telecommunications technology.

- POSITIONING FOR MASS DEPLOYMENT OF BROADBAND. Our network cbjective is to
mass-deploy broadband facilities (primarily digital subscriber lines) that
support both voice and data over a single line. We are implementing
collocations at central cffices of the incumbent telephone company
throughout cur markets and intend to deploy packet switches that can
handle voice and data over a single line as soon as they become available.

EXPANDING OUR GEQGRAPHIC REACH
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We currently serve 17 markets that

have populations ranging in size from

95,000 to 4.5 million, and we intend to offer our services in 20 additional

markets before the end of 2001. We

expand our operations in Texas and

expect to
3

into Oklahoma in the second quarter of

this year and to commence service in the regions served by Ameritech and
BellSouth in 2001. We have develcped systems, network capabilities and an
experienced sales force and customer service team that position us to
rapidly penetrate these new marketa and regions.

GROWING THROUGH ACQUISITIONS

We have completed six acquisitions

since our inception in December 1996 for

total consideration of $27.7 million. From time to time, we consider making

additional acquisitions to further

complement our service capabilities or

expand our geographic scope. We believe we have been highly successful in

integrating our acquisitions. With

cur diverse sources of capital and highly

scphisticated stockholders and board members, we believe we are well

positioned to continue to evaluate

a variety of these opportunities and make

selected acquisitions where appropriate.

TELECOMMUNICATIONS SERVICES

OFFERED SERVICES

We design our voice and data services to appeal to small and mid-sized
businesses that value simple integrated communications service packages from a
single provider. We believe that the key to attracting and retaining our target
customers is to offer a comprehensive set of services. These services include
voice offerings of local lines, features and long distance at flat per-minute
rates, and data offerings including dedicated digital subscriber line and
dial-up Internet access, web hosting and other data services.

We divide our service offerings generally into three broad cat. .e5:
voice, Internet and web hosting. The chart below sets forth the di ant
service packages and options provided within each of these categor. .s.

SERVICE PACKAGES

BIRCH BASIC
A standard line
BIRCH BELLS
Birch Basic with any three non-
premium customer-selected features
BIRCH BELLS AND WHISTLES
Birch Basic with any seven
customer-selected features
VOICE MAIL
Call answering, messaging and
message waliting indicator
Optional features include fax
mail, pager nectification and
extensicn mailboxes
LINEBACKER
Inside wire protection plan
MIGHTY MOUTH
A two-way dedicated connecticn to

4
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us, a trunk level one digital
transmission link, direct inward
dialing and number jdentification
for inbound calls

Unlimited Internet access, two
email boxes per account, remocte
access to email via the Web and
five megabytes of storage space
plus any customer-selected
features

DIAL COMPLETE
Dial plus extended period of
inactivity before disconnect

ISDN COMPLETE
A dedicated integrated services
digital network, an on-premige
integrated service digital network
router, up to 25 email boxes,
dedicated Internet protocol
addresses for public applications,
network address translation,
custom domain services, plus any
customer-selected features

PSL COMPLETE
A pymmetric digital subscriber
line service, an on-premise
router, up to 100 email boxes,
Internet protocol addresses for
public applicationa, network
address translation, custom domain
services, plus any customer-
selected features

T1 COMPLETE
A two-way dedicated connectiocn to
us, an on-premise router, up toc
100 email boxes, Internet protocol
addresses for public applications,
network address translation,
custom domain services, plus any
cugtomer-selected features

THE INTEGRATOR
A two-way dedicated connection to
us, an on-premise integrated
router for voice and data,
customer selection of voice and
data channels to a maximum of 48,
selected voice features, up to 50
emalil boxes, Internet protocol
addresses for public applications,
network address translation,
custom domain services, plus any
customer-selected features

WEB HOSTING
SPACE GENIE
Space Genie webk-building teool, 10

megabytes of storage, 1,000
megabytes of monthly traffac,
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online account status report, site
submission to major search
engines, custom domain services,
10 email addresses,
autoresponders, autoforwarders and
web-based management of email
tools plus any customer-selected
features

SPACE CADET
Space Genie plus 20 additional
megabytes of storage, 1,000
additional megabytea of monthly
traffic, common gateway interface
binary access, and script library,
web-based management of common
gateway interface script
auto-install and statistics plus
any customer-selected features
Additional optional features
include encryption services
support for real audio/video and
support for Microsoft FrontPage
extenasions

SPACE HOG
Space Cadet plus an additional 45
megabytes of storage, 3,000
megabytes of monthly traffic, 10
email addresses, autoresponders
and autoforwarders and support for
real audio/video

DELIVERY OF SERVICES
UNE-P

We lease all of the unbundled network elements necessary to provide service
from the incumbent local exchange carriers. We believe that our UNE-P strategy
allows us to enter into new markets more quickly than if we had initially
deployed our own network facilities. This strategy also reduces initial capital
requirements in each market, allowing us to focus our capital resocurces
initially on tii: critical areas of sales, marketing and operations support
systems. In addition, we believe UNE-P will allow us to avoid further deploying
circuit switches and maintain design flexibility for the next generation of
telecommunications technology.

BROADBAND

We intend to ingtall digital subscriber line egquipment at our collocation
sites, at our switch sites and at our customers' locations. We believe this
equipment will allow us to deliver multiple voice calls and data traffic over a
single, standard telephone line and is expected to provide us with substantial
cost savings. Using DSL technology, we believe we will increase the amount of
information we carry on a standard telephone line, which we refer to as
bandwidth, to up te 1.5 million bits per second. The bandwidth is the equivalent
of 24 regular veoice telephone lines. Our digital subscriber line egquipment will
be programmed to allocate the available bandwidth.

We believe this technology will reduce ocur costs since we will lease a
reduced number of standard telephone lines per customer from the incumbent
carrier. For example, if a customer today has eight wvoice lines, we must corder
from and provision through the incumbent carrier eight individual standard
telephone lines. If the same customer were to buy our service which uses digital
subscriber line technology, we would only corder and provision one standard
telephene line from the incumbent carrier. Also, we expect that future products
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and services designed to take advantage of the increased bandwidth provided by
digital subscriber line technology will allow us to generate incremental revenue
with attractive margins.

CUSTOMER PREMISES EQUIPMENT

We offer our customers egquipment they need to run their internal phone
systeme, including data routers and wiring, telephone equipment and integrated
access devices. We alsc sell and service standard key systems, private branch
exchanges and voice-mail systems, and provide inside-wire services for
commercial accounts, including wiring for data networking, in Kansas and
Missouri. We are an authorized equipment distributor for Northern
Telecom, Inc., Toshiba America Information Systems, Inc., NEC America, Inc.,
Executone Information Systems, Inc. and Tadiran Electronic Induatries, Inc.

SALES AND MARKETING
SALES

As of March 23, 2000, we had a direct sales force of 170 representatives
cperating from 23 cffices throughout Missouri, Kansas and Texas. Of these
representatives, 28 were primarily selling customer premises equipment and the
remaining 142 were selling local, long-distance, data and Internet services. The
sales representatives are supported by sales managers. Over the next 12 months,
we plan to increase our salesg Btaff in existing markets and open additiocnal
sales offices in Texas and Oklahoma and in Ameritech's and BellScuth's reqgions.
We supplement our sales efforts through brand awareness efforts including local
and regional advertising, public relatione and lccal sponsorships.

We seek to convert amall to mid-sized business customers from the incumbent
provider of telecommunicaticns services in their market and to establish a
solid, long-term relationship with them.

6

Cur sales representatives meet with prospective customers to gain a thorough
understanding of their business and telecommunications reguirements. Sales
representatives then suggest alternatives for operat‘on enhancements and cost
savings based on our service packages.

We compensate our sales representatives with a competitive base salary,
stock opticns and commissions based on sales results. We use a revenue-based
commission structure that enables us to attract productive sales people
experienced in disciplined, activity-based sales. This commission structure is
based on incremental revenue and is not subject to a cap.

We do not actively market to residential customers. Nonetheless, we have
found that our sales and promoticnal efforts attract residential customers, many
of whom are owners cor employees of businesses using our telecommunication
services. Residential customers call cur customer service center to receive
forms to apply for service. We do not pay sales commissions for residential
sales.

ADVERTISING AND PROMOTION

We conduct extensive marketing campaigns in our local markets. We make use
of advertising and public relations to attract small to mid-sized business
customers and contrast our service attributes with Southwestern Bell's. Our
marketing campaign includes billbcard, radic and print advertising, as well as
sponscorship of major local events, affiliations with local organizations and
direct mailings focusing on public relations. We also believe that our
willingness to serve residential customers--unlike many other competitive local
exchange carriers--creates greater interest in our development among the news
media and general public. In the past, our market launches have attracted
extensive local media coverage.

In keeping with ocur philosophy of being accessible to our customers, we
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establish local sales and customer service offices in most of the cities and
towns that we serve. In many of these cities and towns, we are the only provider
of lecal telephone service that maintains an office. Our offices are open to
walk-in traffic and often are located in high-profile areas.

Because we are able to deliver a comprehensive set of products to our target
customers, we believe we have strong customer loyalty. Our customer churn rates
have generally been less than 1.5% per month.

PRICING

We do net intend to position ourselves as the cheapest provider of services,
especially long distance services. We target customers who value the convenience
of our service offerings and personalized customer service. Customers who have
the highest price sensitivity are likely to move frequently among providers,
driving up churn rates. However, we do set our pricing so that our local
business customers can ge: erally save from 10% to 40% on the incumbent
provider's rates. Internet, long distance and customer premises equipment are
generally priced at rates competitive with that of other service providers.

7
QUR MARKETS

The following chart sets forth the markets in which we provide service or
expect to provide service by May 2000.

BIRCH LINES IN SERVICE
AS OF FEBRUARY 29,
MARXET . ESTIMATED POPULATION® INITIAL SERVICR DATE 2000

St. Josaph, MisBouUTl........ ... .00iiinaan 97,111 March 1998 2.402

Topeka, Xangas........ . 164,932 May 1998 9.720
Wichita, Xan 530,508 May 1998 9.098
Kansas City, - R 1,709,273 Kay 1958 25,176
St. Louls, Missouri...................... 2,557, 8866 May 1998 17,128
Beaumont, TexX3®...........¢00.0nvuenioanns 374,981 May 199% 3,824
Fort Worth, TeXa®............cccoeviinnn. 1,404,904 May 199% 8,202
Longview/Marshall, Texas................. 208,250 May 19%% 742
Tyler, TeXam. .. .. .. ittt it 166,721 May 1999 3,017
Waco, TeXBB. ... ... it iimairae ey 202,983 May 1999 3,585
Houston, Texas......................... ., 4,320,041 June 1999 7,985
AUBEEN, TEXEB. ... .ovuiimr i ine iy 1,071,023 July 1939 4,520
Corpus Chrisci, Texas... 187,100 July 1999 2.688
Lubbock, Texas 210,672 August 1999 1,708
Dallas, Texas.... .. 3,178,109 February 2000 1,834
San Antonic, TexAl....... ... ..o ciarenaan 1,511,388 February 2000 41
Amarillo, TeXas........... ..., . 100 208, 165 March 2000 12%
Midland/Odessa, TeX®®. . ...- 00 ivrav.. .. 243,389 April 2000 258
Wichita Falls, Texam........ ............. 137,101 April 2000 19
Abilene, TeX&E...........c0000iiniain.n.. 121,456 May 2000 54
El Pamo, TeXBB- - . ... v it 701,576 May 2090 kD
Other. ... ... . . .. e N/A N/A 32,3174
T Population data derived from the United States Bureau of the Census, State

and Metropolitan Areas datebook 1997 to 1988.
BACK OFFICE SYSTEMS

Back office systems refer to the hardware and software systems that support
the primary functions of our operations, including:

- order entry and provisioning;
- billing;

- data center;
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- trouble management; and

- sales support.

Cur goal is to have a back office that allowa us toc convert our customers'
service from their current local providers to our networks easily and quickly.
Over time, we strive to have "flow through" provisioning capabilities, allowing
services to be implemented through a single systems interface that updates all
ordering, inventory, billing and monitoring systems.

8

We have implemented the primary elements of our back office, including order
entry, provisioning, billing and network management, We believe we have selected
the best application for each function. The following table describes our key
back office systema that provide crucial operational functionality, their
purpose and timeline for implementation.

SYSTEM PURPOSE IN-SERVICE DATE
Southwestern Bell electronic direct ordering Q1 19%8
Verigate and provisioning for

local telephone gervice

Saville CBP{TM) billing Ql 1999
MetaScolv TBS (TM) order management Q2 1993
inventory
provisioning

trouble management
customer service

Harris HNM{TM) network management €4 19358

DSET({TM) electronic bonding gateway to incumbent Q2 2000 (est.)
telephone company

HNC ATACS(TM) fraud management Q2 2000 (est.)

TBD enhanced call record mediation Q3 2000 (est.)

TBb application integration middleware Q4 2000 (est.)}

TBD customer care Q4 2000 (est.)

sales force automation

ORDER ENTRY AND PROVISIONING

Order entry invelves the initial loading of custowmer data into cur
information systems. Currently, our sales executives take orders and our
customer care and provisioning representatives load the initial customer
information into our Saville billing system and our MetaScolv provisioning
system. We intend to increase the efficiency and data accuracy of these
provisioning activities by implementing a sales force auteomation system to be
combined with Saville CBP and MetaSclv TBS through application integration
middleware. This system will facilitate entry of sales corders from the sales
offices and transmit relevant account and order information te Saville CBP and
MetaSolv TBS. Implementing this system will eliminate several manual steps in
the provisioning process.

We use the MetaSolv TBS-TM- system to manage and track the timely completion
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of each step in the provisioning process. When MetaSolv is coupled with
capabilities of the DSET electronic bonding system, we believe we will be able
to submit orders to external business partners, including Southwestern Bell,
electronically, thereby minimizing implementation time, coordination
complexities and installation costa. Currently, we provision orders
electronically through Southwesteérn Bell's electronic provisioning system, or
Verigate.

In addition to the cost benefits associated with the electronic installation
of access lines and inventory management system, the MetaSolv system improves
our internal processes in various other ways, including:

- directing electronic customer orders to the appropriate employee,
prompting them to complete required provisioning tasks, including network
component assignments and management of ocutside vendor activities; and

g

- tracking order progress and alerting operations personnel of steps
required to fulfill orders within standard work intervals.

The MetaSolv TBS system enables a customer care coordinator to keep an
installation on schedule and notify the customer of any potential delays. Once
an order has been completed, we update our billing system to initiate billing of
installed services.

BILLING

The Saville billing system provides our customers with a consoclidated
invoice for all of our services. Customer calls generate billing records that
are transmitted from the call records to the Saville billing system. These
records are then processed by the billing scftware, which calculates usage
costs, integrates fixed monthly charges, calculates taxation and provides the
data necessary to create a simple customer invoice. We provide invoice
information to a third party printer, which prepares and distributes bills to
cur customers. Our customers pay us directly.

This Saville system allows us to add advanced features such as special
discounts based on call volume, or number of services used, complex local
taxation and discrete billing options by type of service ordered. We believe
thege features are exceptionally important given cur sophisticated client base.

TROUBLE MANAGEMENT

We use MetaSolv TBS-TM-, a customer care and trouble management system, to
provide high guality customer service. Our trouble management system is
integrated into the cperational support system. It enables our customer care
perscnnel to track customer preoblems proactively, assign repair work to the
appropriate technical teams and provide employees and management access to
comprehensive reports on the status of service activity.

NETWORK MANAGEMENT

We use the Harris Network Management system to continucusly monitor and
operate our switch networks. The informaticn provided by the Harris system
allows our network operations staff to quickly repair problems in the networks,
thereby eliminating or minimizing impacts to our customers.

SOUTHWESTERN BELL VERIGATE

Verigate is the Southwestern Bell end-user interface system that allows ocur
customey service, trouble management and service provisioning representatives to
access the Southwestern Bell operating systems. Verigate allows us to send local
service requests to receive order commitments back frem, reserve new telephone
numbers with, view an order's status at, and test or report customer problems t£o
Southwestern Bell.
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DATA CENTER

During the second quarter 2000, we plan to occupy an 8,000 square foot data
center in Kansas City, Missouri. We believe this center has sufficient space to
support significant increases in cur access lines, customers and employees.

NETWORK FACILITIES
LEASED PACILITIES

During 1999, we began to lease substantially all of the network elements
from Southwestern Bell and combine these elements into integrated Birch-branded
voice services without deploying a switch. By

10

usirg UNE-P, we are able to offer our services to a broader geographical area
than we can by using our own. switches. Many of our competitors are limited to
serving customers that are located near their facilities. UNE-P allows us to
serve many customers in disparate gecgraphic areas.

Where we have installed switches, we lease transmission facilities from
Southwestern Bell to connect our switches to our collocated equipment in
Southwestern Bell's central cffices and tc unbundled loops. Given the current
capacity of existing local networks, we do not anticipate having to build local
transmission facilities in the future. Similarly, we believe that the capacity
of existing long-distance networks renders direct ownership of long distance
transmission facilities unnecessary.

Leasing, rather than building, facilities supports our atrategy of rapid
local market development because our sales activity is not constrained by
network expenditures. Moreover, by leasing transmission facilities, we can offer
our services throughout a metropolitan area and we are not constrained by the
limited number of locations in which we could build transmission facilities.

OWNED FACILITIES

We deploy data transmission packet switches in most of our markets. We use
these packet switches to tranemit data over our leased transmission lines and
plan to use these packet switches to transmit our leng distance voice traffic
once our conversion plan is implemented.

We currently operate local/long distance circuit switches in Kansas City and
St. Louis, Misscouri and Wichita, Kansas. We do not intend te deploy more circuit
switches because we believe voice-capable packet switches will be more
economical to operate in the future. Additionally, we collocate our electronic
equipment at Southwestern Bell's central offices to support future digital
subscriber line services and existing circuit switches. Collocation allows us to
connect to transmission lines we lease from Southwestern Bell.

At the customer's premises, we connect unbundled loops directly to
customer-owned equipment. We may also deploy electronic equipment (intelligent
channel banks or access servers) that concentrate data and veoice traffic. This
enables us to cobtain higher capacity from the transmission line of the incumbent
local exchange carrier.

OPERATIONS
EMPORIA AND KANSAS CITY SERVICE CENTERS

Our service centers in Emporia, Kansas and Kansas City, Missouri are
critical to our ability to cffer excellent service and to support growth. These
service centers process orders, interface with Southwestern Bell's operational
support systems and provide customer service, trouble resolution, billing and
collection services for our customers. These service centers provide rapid,
human assistance rather than the automated, cumbersome customer interface
currently used by many telecommunications providers.
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FIELD TECHNICAL QPERATIONS

Our field technicians service our facilities and customer-owned facilities.
These technicians install, repair and maintain digital switches, transmission
equipment, private branch exchanges, key systems, data equipment and inside
wiring, including wiring for data networking. We believe field technicians are
often the most respected source of telecommunications advice for small and
mid-sized business customers. We believe that having a skilled, in-demand group
of technicians suppeorts our customer base, provides expertise for data
deployment and strengthens customer loyalty.
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COMPETITION

The telecommunications industry is highly competitive. We believe we compete
principally on the basis of customer service, accurate billing, variety of
services and, to a lesser extent, pricing levels and less complex pricing
structures. Qur ability to compete effectively depends upon our continued
ability to maintain high quality, market-driven services at pricesa generally
equal to or below those charged by competitors. To maintain our competitive
posture, we believe that we must be able to provide high quality integrated
communications services and be positioned to reduce our prices in response to
potential competition. Any of these reductions could adversely affect us. Many
of our current and potential competitors have financial, technical, marketing,
personnel and other resources, including brand name recognition, substantially
greater than ours;, as well as other competitive advantages over us.

INCUMBENT TELEPHONE CCMPANIES

In our existing markets, we compete principally with Southwestern Bell. As a
recent entrant in the telecommunications services industry, we may not achieve a
significant market share for any of our pervices in our markets. In particular,
Southwestern Bell and other local telephone companies have long-standing

re ‘onships with their customers, have financial, technical and marketing
re: 'es substantially greater than curs, have the potential to subsidize
cc  .itive services with revenue from a variety of businesses and currently

be...fit from existing regulations that favor these incumbent local exchange
carriers over ua in some respects. While recent regulatory initiatives, which
allow competitive local exchange carriers such as us to interconnect with
incumbent local exchange carrier facilities, provide increased business
opportunities for us, these interconnection opportunities have been, and likely
will continue to be, accompanied by increased pricing flexibility for and
relaxation of regulatory oversight of the incumbent local exchange carriers.
Future regulatory decisions could grant incumbent local exchange carriers
increased pricing flexibility or other regulatory relief. These initiatives
could also have a material adverse effect on us.

COMPETITIVE LQCAL EXCHANGE CARRIERS/INTEREXCHANGE CARRIERS/OTHER MARKET
ENTRANTS

We also face competition from other current and potential market entrants.
These market entrants include long distance carriers that compete with our long
distance services and seek to enter, reenter or expand into the local exchange
market. AT&T, GTE, MCI WorldCom and Sprint are ameng these carriers. Competitive
local exchange carriers, resellers of local exchange gervices, competitive
access providers, cable television companies, electric utilitje:, microwave
carriers, wireless telephone system operators and private networks built by
large end users also compete with us. In addition, consclidation and strategic
alliances within the telecommunications industry, or the development of new
technologies could put us at a competitive disadvantage. Not only does the
Telecommunicaticns Act impose regulatory requirements on all iccal
telecomunicaticns service providers, but it also grants the FCC expanded
authority toc reduce the level of regulation applicable to any telecommunications
service provider, including any incumbent telecommunications service providers.
The manner in which these provisions of the Telecommunications Act are
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implemented and enforced could have a material adverse effect on our ability to
compete successfully against incumbent local exchange carriers and other
telecommunications service providers.

The changes in the Telecommunications Act radically altered the market
opportunity for new telecommunications service providers. Because the
Telecommunications Act requires local exchange carriers to unbundle their
networks, new telecommunications service providers are able to rapidly enter the
market by installing switches and leasing trunk and loop capacity. Newer
providers, like us and scme competitors that we may encounter in some of our
markets, will not have to replicate existing facilities until traffic volume
justifies building them, and can be more oppertunistic in designing and
implementing networks.
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In addition to the new telecommunications service providers, interexchange
carriers and other competitors listed above, we may face competition from other
market entrants such as electric utilities, cable television companies and
wireleas companies. Electric utilities have existing assets and low cost access
to capital which could allow them to enter a market rapidly and accelerate
network development. Cable television companies are entering the
telecommunications market by upgrading their networks with fiber optics and
installing facilities to provide fully interactive transmission of broadband
voice, videc and data communications. Finally, wireless companies intend to
develop wireless technology for deployment in the United States as a broadband
substitute for traditional wireline local telephones. Some Internet companies
are also developing applications to deliver switched voice communications over
the Internet.

LONG DISTANCE SERVICES
The long distance telecommunications industry has numerous entities

competing for the same customerg and a high churn rate, as customers frequently
change long distance providers in response to offerings of lower rates or

promotional i “tives. Prices in the long distance market have declined
significantly . ecent years and are expected to continue to decline, Our
primary compe* -8 are the major interexchange carriers and resellers of long

distance serv.. :s. We believe that pricing levels are a principal competitive
factor in providing long distance service; however, we seek to avoid direct
price competition by packaging long distance service, local service, customer
premises equipment and Internet accegs service together with a simple pricing
plan.

CUSTOMER PREMISES EQUIPMENT

We compete with numercus equipment vendors and installers and
telecommunicatiocns management companies for the sale of customer premises
equipment and related services. We generally offer our products at prices
consistent with other providers and differentiate our service through our
product packages.

DATA/INTERNET SERVICES

The Internet services market is highly competitive, and we expect that
competition will continue to intensify. Internet service, meaning both Internet
access and on-line content services, is provided by Internet service providers,
satellite-based companies, long distance carriers and cable television
companies. Many of these companies provide direct access to the Internet and a
variety of supporting services to businesses and individuals. In addition, many
of these companies, such as America Online, Inc., MSN, Prodigy Services Company
and WebTV Networks, offer on-line content services consisting of access to
closed, proprietary information networks. Long distance companies, among others,
are aggressively entering the Internet access markets. Leong distance carriers
have substantial transmission capabilities, traditicnally carry data to large
numbers of customers and have an established billing system infrastructure that
permits them to add new services. Satellite companies are cffering broadband
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access to the Internet from desktop PCs. Cable companies are starting to provide
Internet services using cable modems toc customers in major markets. Many of
these competitors have substantially greater financial, technological,
marketing, personnel, name-brand recognition and other resources than those
available to us.

EMPLOYEES

At December 31, 1999, we employed 935 persons. Additionally, we occasionally
hire temporary employees. We are not party to any collective bargaining
arrangements and believe that our relationship with our employees is good.
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REGULATION
REGULATCRY OVERVIEW

We are subject to regulation by federal, state and local government
agencies. Historically, the FCC had jurisdiction over interstate long distance
gervices and international services, while state regulatory commissions had
jurisdiction over local and intrastate long distance services,

In 1996, Congreas passed the Telecommunications Act of 1996, cpening the
local market to competition and allowing the Bell operating companies to compete
for the first time in the long distance market within their local service
regions once specified conditions were met. The Telecommunications Act
fundamentally changed the way telecommunications is regulated in this country.
The FCC was given a major role in writing and enforcing the rules under which
new competitors could compete in the local marketplace. Those rules, coupled
with additional rules and decisions promulgated by the various state regulatory
commissions, form the core of the regulatory framework under which we operate in
providing local exchange service.

With a few limited excenticne, the FCC continues to retain exclusive

jurisdiction over our prc ‘an of interstate and international long distance
gervice, and the state rec ory commissions regulate our provision of
intrastate local and long .cance service. Additionally, municipalities and

other local government age..Ccies may regqulate limited aspects of our business,
such as use of government-owned rights-of-way, and may require permits such as
zoning approvals and building permits.

In the aftermath of the Telecommunications Act, the regulation of the
telecommunicatiuns industry has been in a state of fiux. The FCC and state
regulatory commissions have adopted many new rules to implement this legislation
and encourage competition, but that implementation is ongoing. The following
summary of regulatory developments does not purport to describe all current and
proposed federal, state and local regulations and legislation affecting the
telecommunications industry. Many of these are currently the subject of judicial
proceedings, legislative hearings and administrative proposals, any of which
could change, in varying degrees, the manner in which this industry operates. We
cannot predict at this time the outcome of these proceedings or their impact
upon the telecommunications industry or on us.

THE TELECOMMUNICATIONS ACT
THE TELECOMMUNICATICONS ACT'S LOCAL COMPETITION FRAMEWORK

Cne of the key goals of the Telecommunications Act is to encourage
competition in local telephone service. To do this, the Telecommunications Act
provides three means by which telecommunications service providers can enter the
local phone service marketplace. The three modes of entry are as follows:

- RESALE. Incumbent telephone companies are required Lo permit new
telecommunications service providers to purchase their services for resale
te the public at a wholesale rate that is less than the rate charged by
the incumbent telephone companies to their retail custcmers.
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- ACCESS TO NETWORK ELEMENTS. Incumbent telephone companies are required to
lease to new telecommunications service providers the varicus elements in
their network that are used to provide local telephone service. The leased
parts of the incumbent telephone companies' networka are known as
unbundled network elements. The incumbent telephone companies must make
unbundled network elements available at rates that are based on their
forward-looking economic costs.

- CONSTRUCTION OF NEW FACILITIES. New telecommunications service providers
may also enter the local phone service market by building entirely new
facilities. The incumbent telephone companies are reguired to allow new
telecommunications service providers to interconnect their
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facilities with the incumbent telephone company's, so each carrier's
cuscomers can reach the other's.

To facilitate new telecommunications service providers' entry into local
telephone markets using one or more or some combination of these three methods,
the Telecommunications Act imposes on incumbent telephone companies the
obligation to open their networks and markets to competition. When requested by
competitors, incumbent telephone companies are required to negotiate, in good
faith, agreements that lay out terms governing the interconnection of their
network, access to unbundled network elements and resale. Incumbent telephone
companies must also allow competing carriers to "collocate," or place their own
equipment in incumbents' central offices.

In addition, all local exchange carriers, including both incumbent and new
telecommunications service providers, are subject to the following requirements:

- INTERCONNECTION. All local telecommunications service providers must
permit their competitors to interconnect with their facilities either
directly or indirectly. Incumbent telephone companies are additionally
obligated to permit interceonne "n at any technically feasible peoint
within their networks, on nond: minatory terms, at prices based on cost
(which may include a reascnabls Hgich;

- NUMEER PORTABILITY. All local telecommunications service providers must
implement number portability technology that allows a customer to retain
its existing phone number if it switches from one local exchange carrier
to a competitor. This technology primarily benefits new telecommunications
service providers, which can gather market share mcre eagily if customers
can switch to these carriers without changing telephone numbers;

- RECIPROCAL COMPENSATION. All local telecommunicaticons service providers
must complete local calls originated by other telecommunicaticns service
providers under reciprocal compensation arrangements. That is, the local
provider terminating a local call is entitled to payment from the local
provider originating a call. Charges assessed by the incumbent telephone
company for terminating calls originated on a new telecommunications
service provider's network must be based on a reasocnable approximation of
additional cost. The FCC recently determined that Internet service
provider-bound traffic is interstate in nature, not local, and is
therefore outside the scope of the Telecommunications Act's reciprocal
compensation provisions. The FCC has initiated a proceeding to determine
appropriate carrier-to-carrier compensation for Internet service
provider-bound traffic. At the same time, the FCC has declined to overturn
a multitude of state decisions requiring incumbent telephone companies to
pay new telecommunications service providers compensation for delivering
Internet traffic to Internet service providers that had selected a new
telecommunications service provider as their local service provider. The
FCC's decision is on appeal. and incumbent telephone companies are also
expected to ask states or federal courts teo reverse the existing state
determinatiocns;

Copyright 2000 EDCAR Online, Inc, iver 1.01/2.003) Page i 5




BIRCH TELECOM INC /MO - 10-K405 - Annual Report Date Filed: 3/30/2000

- DIALING PARITY. Requires all lcocal telecommunications service providers
to provide nondiscriminatory access to telephone numbers, operator
services, directory assistance and directory listing with no unreasonable
dialing delays. Local dialing parity ensures that customers on one local
exchange carrier do not have to dial extra digits to reach customers on a
different local or toll carrier's network; and

- ACCESS TO RIGHTS-OF-WAY. Requires all lccal telecommunications service
providers to permit competing providers access to poles, ducts, conduits
and rights-of-way at reasonable and nondiscriminatory rates, terme and
conditions. The FCC has opened a proceeding seeking to define in greater
detail the scope of the incumbent telephone company's obligation to
provide access to rights-of-way that it owna or controls, including those
within its own central cffices and other buildings, and buildings owned by
private third parties.

1s

Executing an interconnection agreement does not guarantee a new
telecommunications service provider unfettered access to the incumbent telephcne
company's market. Interconnection agreements between incumbent telephone
companies and new telecommunications service providers may have short cerms,
requiring the new telecommunications service provider to renegotiate the
agreements on a regular basis. Incumbent telephone companies may not provide
timely provisioning or adequate service gquality, thereby impairing a new
telecommunications service provider's reputation with customers who can easily
switch back to the incumbent telephone company. In addition, the prices set in
the agreements or through state regulatory commission arbitration proceedings
may be subject to changes mandated by state regulatory commissions as they
develop permanent rules governing interconnection and may not in all instances
be set at levels that allow new telecommunications service providers to compete
effectively.

THE FCC'S RﬁLES IMPLEMENTING THE. TELECOMMUNICATIONS ACT'S LOCAL COMPETITION
PROVISIONS

In August 1996, the FCC issued an order impl . ting the local competition
provisions of the Telecommunications Act. The Ff, tablished rules about how
interconnection and collocation were to be provi.:d, put forth a method that
state commissions should use to establish prices for interconnection and
unbundled network elements, and specified which parts of an incumbent's network
must be made available as unbundled network elements to competing carriers. The
FCC also held that incumbent telephone companies must provide new
telecommunications service providers with "combinations™ of unbundled network
elements, making it possible for new telecommunications service providers, in
many instances, to provide service to customerse by leasing all of the component
unbundled network elementa from the incumbent telephone company. This method of
providing service is known as the unbundled network element platform, or UNE-P.
Specifically, among other rules, the FCC established a list of seven network
elements, comprising most of the significant facilities, features,
functionalities or capabilities of the network, that the incumbent telephone
companies must unbundle. In addition, the FCC mandated a particular
forward-leocking pricing methodology for these network elements that produces
relatively low element prices that are favorable to competitors.

After the FCC released its rules, numerous parties challenged the rules
before the United States Court of Appeals for the Eighth Circuit. The Eighth
Circuit overturned many of the FCCs rules on the grounds that the agency had
exceeded its authority and misinterpreted the law.

On January 25, 1999, the United States Supreme Court largely reversed the
Eighth Circuit's decision, helding that the FCC has general jurisdiction to
implement the local competiticn provisions of the Telecommunications Act and
reestablishing the validity of many of the FC{'s interconnection rules. In so
doing, the Supreme Court stated that the FCC has authority to set pricing
guidelines for unbundied network elements, to prevent incumbent telephone
companies from separating existing combinations of network elements, and to
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establish "pick and choose” rules regarding interconnection agreements. "Pick
and choose” rules would permit a carrier seeking interconnection to pick and
choose among the terms of service from other interconnection agreements hetween
the incumbent and various new telecommunications service providers.

Although it upheld the FCC's jurisdiction to establish unbundled network
element pricing guidelines, the Supreme Court did not evaluate the specific
"forward-locking" pricing methodolegy adopted by the FCC, and the case has been
remanded to the Eighth Circuit for further consideration of that specific
pricing methodoleogy. Some incumbent telephone companies have argued that this
pricing methodeology does not allow adequate compensation for the provision of
unbundled network elements. The Eighth Circuit heard oral arguments on this
pricing issue on September 16, 1999, but has not yet issued a ruling. We cannot
predict the outcome of this proceeding. If the Eighth Circuit fails to uphold
the FCC's forward-looking pricing methodology, it may materially adversely
affect our business.
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Additicnally, the Supreme Court vacated the FCC rules defining what network
elements must be unbundled and made available to the new telecommunicaticns
service providers by the incumbents. The Supreme Court held that the FCC must
provide a stronger rationale to support the degree of unbundling ordered.

On November S, 1999, in response to the Supreme Court's ruling, the FCC
released new rules specifying which portions of the incumbent telephone
companies' networks must be made available as unbundled network elements. The
FCC reaffirmed that incumbent telephone companies must provide unbundled access
to the following six network elements:

- loops, including loops used to provide high-capacity and advanced
telecommunications services such as digital subscriber lines;

- network interface devices;

- local circuit switching;

- dedicated and shared transport;

- signaling and call-related databases; and
- operations support systems.

The FCC removed from the list of unbundled networx elements operator service
and directory assistance. The FCC concluded that the market has developed
sufficiently that new telecommunications service providers can and do
self-provide these services, or acquire them from alternative sources. The FCC
alsoc noted that incumbent telephone companies remain obligated under the
non-discrimination requirements of the Communications Act of 1934 to comply with
the reasonable request of a new telecommunications service provider that
purchases these services from the incumbent telephone companies to rebrand or
unbrand those services, and to provide directory assistance listings and updates
in daily electronic batch files. In addition, the competitive checklist
contained in section 271 of the Communications Act of 1934 requires Bell
operating -companies to provide nondiscriminatory access to these services.

The FCC alsc modified the local switching unbundled network slement,
concluding that incumbents need not provide access to unbundled local circuit
switching for customers with four or more lines that are located in the densest
parts of the top 30 metropolitan statistical areas so long as the incumbent
makes available an alternative arrangement for reaching customers, known as the
enhanced extended link. The enhanced extended link allows new telecommunications
service providers to gain access to customers without collocating in every
central office, because it combines the local loop with a multiplexer and
transport to the new telecommunications service provider's local existing
collocated facilities or switch. Notwithstanding the FCC's ruling, unrestricted
access to unbundled switching i1s available in Texas, where state rulings require
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incumbent telephone companies to make switching available as an unbundled
network element.

In addition to these changes, the FCC also:

- Limited the scope of the shared transport unbundled network element,
holding that the incumbent must only coffer shared transport as a unbundled
network element where unbundled local circuit switching is provided.

- Held that incumbents are not reguired to offer packet switching as a
unbundled network element in most cases.

- Held that both the loop and transport unbundled network elements include
access to "dark fiber." Dark fiber is distinguished from "lit fiber"
tranamission capacity in that dark fiber is scld independently from the
electronics necessary to "light® the fiber and transmit information. The
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availability of dark fiber from incumbents as a unbundled network element
could create an additional source of dark fiber in the market.

- Ordered "sub-loop unbundling,® which will allow new telecommunications
service providers to connect at any feasible point along the local loop,
and not just at the central office. In some incumbent networks, subloop
unbundling will make it easier for new telecommunications service
providers to use portions of the unbundled network element loop to offer
advanced services, such as digital subscriber lines. In a separate order,
the FCC also ordered the unbundling of the "high-frequency" portion of the
loop, which also makes it easier and less expensive for new
telecommunications service providers to use unbundled network elements to
offer advanced services, such as digital subscriber lines.

The FCC's decision regarding unbundled network elements is currently the
subject of petitions for reconsideration filed at the FCC by various parties,
including us. Some incumbent telephone companies have asked the FCC to =and
the limitation on switching by, among other things, extending its geog:r . ¢
scope. We and other new telecommunications service providers have asker - . FCC
to either do away with the limitation or make it applicable to¢ only la. ‘ar
customers. We cannot predict the outcome of this proceeding. If the FCC further
restricts the availability cof unbundled switching, it could adversely affect our
ability to serve customers efficiently.

Another copen question is whether incumbent telephone companies are required
to combine network elements not currently combined in their networks for
requesting new telecommunications service providers. The FCC's rules reguiring
the incumbent telephone companies to do so were vacated by the Eighth Circuit,
but the FCC and the new telecommunications service provider industry have asked
that court tc reinstate the rules in the wake of the Supreme Court's decisicn.
If the rules are reinstated, it will significantly expand the ability of new
telecommunications service providers to provide service to customers using
network elements purchased from the incumbent telephone companies. Also
unsettled is the scope of the FCC's rule requiring incumbent telephone companies
to provide requesting new telecommunications service providers with combinations
of network elements that are "currently combined" in the incumbent telephone
company's network. The new telecommunications service provider industry has
taken a broad view of this requirement, interpreting it to mean that new
telecommunications service providers are entitled to purchase netwcrk element
combinations so long as they are combined anywhere in the incumbent telephone
company's network. The incumbent telephone companies, by contrast, have taken a
much narrower view, arguing that the rule requires the incumbent telephone
companies only to provide combinations of network elements that are currently in
service to a particular customer. The ultimate resolution of this question could
expand or restrict our ability to provide service to our customers using network
elements purchased from the incumbent telephone company.

The Eighth Circuit is expected teo rule on the pricing issue in the next
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several months and may also rule on the incumbent telephone companies'
obligation to provide new network element combinations in the same decision. It
is not clear when the FCC or the courta will act to define the scope of
"currently combined.® The possible impact of the resclution of these open issues
on exisgting interconnection agreements between incumbent telephone companies and
new telecommunications service providers or on agreements that may be negotiated
in the future cannot be determined at this time.

In addition te its rulinga regarding interconnection and unbundled network
elements, the PCC has issued a series of orders on the ability of new
telecommunications service providere to provide digital subscriber lines and
other high-bandwidth services to their customers for, among other things,
Internet access. Those orders have made clear that new telecommunications
service providers are entitled to collocate the equipment necessary to provide
those services in incumbent telephone companies' central offices; that incumbent
telephone companies must, where technically feasible, provide new
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telecommunications service providers with high-quality loops capable of
supporting digital subscriber lines and that the incumbent telephone companies
must provide new telecommunications service providers with information
concerning the make-up of their networks tc allow the new telecommunications
service provider to determine if a particular customer can be served with
digital subscriber line service. However, many of the details of the orders'
implementation are unsettled and we cannot assure you that the rules are
sufficient to ensure that the incumbent telephone companies meet their
obligations.

THE STATES' ROLE IN IMPLEMENTING THE LOCAL COMPETITION FROVISIONS

Although the FCC establishes nationwide guidelines governing entry by new
telecommunications service providers under the Telecommunications Act, state
regulatory commissions also have major roles in implementing the local
competition provisions of the act. Among other things, state regulatory
commissions must approve or reject interconnection agreements, and they have
chief responsibility for arbitrating and mediating these agreements if the
negotiating carriers cannct reach an understanding on the agreement's terms.
State regulatory commissions are also charged with developing and implementing
cost-based prices for interconnection and unbundled network elements, in
accordance with the Telecommunications Act and the forward-leooking pricing
guidelines set by the FCC. State regulatory commissions are also permitted to
establish additional unbundled network elements consistent with federal law and
pelicy.

BELL OPERATING COMPANIES ENTRY INTO LONG DISTANCE

The Telecommunicaticns Act also seeks to encourage local competition by
requiring the regicnal Bell operating companies to demonstrate on a
state-by-state basis that they have adegquately opened their network and market
to competitors before they can provide long distance service to end users in
their own local service areas. Specifically, the Telecommunications Act lays out
a l4-point checklist which generally requires a regicnal Bell operating company
to prove tc the FCC that it has complied with the interconnection and network
access obligations discussed above and that it faces effective competition in
the state where it seeks to provide long distance service. While the FCC has
ultimate responsibility for deciding whether the checklist conditions have been
met, the FCC is required to first consult with the appreopriate state regulatory
commission.

Scuthwestern Bell is in the process of applying for authority to provide
long distance service in Texas. The FCC is expected to rule on Southwestern
Bell's application in April 2000. Southwestern Bell has also begun the process
of applying for long distance authority in Kansas by making a preliminary filing
with the Kansas state regulatory commission. If Scuthwestern Bell receives
approval from the FCC as described above, Scouthwestern Bell will be able to
provide in-region long distance services, which will enable it to provide
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customers with a full range of local and long distance telecommunications
services. The ability of Southwestern Bell to provide long distance services is
expected to be an additional source of competition for us.

OTHER FEDERAL REGULATION

The FCC regulates our interstate and international service offerings. Those
services include our provision of interstate and international long distance
service and our provision of interstate access service. The FCC has established
different levels of regulation for dominant carriers and non-dominant carriers.
Incumbent telephone companies, such as the Bell operating companies and GTE, are
currently considered dominant carriers, and are subject to extensive rate and
operational regulation, while new telecommunications service providers such as
we are considered non-dominant carriers, and are subject to substantially less
regulation.
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INTERSTATE AND INTERNATIONAL LONG DISTANCE SERVICES

Interstate and international long distance services of non-dominant carriers
are subject to relatively little regulation by the FCC. Our provision of
international long distance services requires prior authorization by the FCC
under Section 214 of the Telecommunications Act, which we have obtained. We are
also required to file tariffs with the FCC for internmational long distance
service on an ongeing basis.

Under the FCC's streamlined regulation of non-dominant carriers, we may
install and operate facilities for the transmission of domestic interstate
communications without prior FCC authorization.

In addition, in Octcber 1996, the FCC adopted an order in which it
eliminated the requirements that non-dominant interstate interexchange carriers
maintain tariffs on file with the FCC for domestic interstate pervices. The
order does not apply to the switched and special access services of the Bell
operating companies or other local exchange carriers. The FCC order was issued
under authority granted to the FCC in the 1996 Act to "forbear" from regulating
any telecommunications services provider under some circumstances. After a
nine-month transition period, relationships between interstate carriers and
their custemers would be set by contract. At that point, long distance companies
would be prohibited from filing tariffs with the FCC for interstate, domestic,
interexchange services. Several parties filed notices for reconsideration of the
FCC order and other parties appealed the decision. On February 13, 1997, the
United States Court of Appeals for the District of Columbia Circuit stayed the
implementation of the FCC order pending its review of the order on its merits.
Currently, that stay remains in effect and interstate long distance telephone
companies are therefore still required to file tariffs.

The D.C. Circuit heard oral argument on the merits of the FCC's detariffing
order on March 14, 2000, but has not yet issued an order. If the stay is lifted
and the FCC order becomes effective, telecommunications carriers will no longer
be able to rely on the filing of tariffs with the FCC as a means of providing
notice to customers of prices, terms and conditions on which they offer their
interstate services. The FCC has required that non-dominant interexchange
carriers post their rates, terms and conditions for all their interstate,
domestic services on their Internet web sites if they have one; this rule is
effective once the FCC's mandatory detariffing order takes effect. This may
result in significant administrative expenses for us. The obligation to provide
non-discriminatory, just and reascnable prices remains unchanged under the
Communications Act of 1934. Tariffs also allow a carrier to limit its liability
to its customers, including in connection with service interruptions. If tariffs
are eliminated, we may become liable for costs that we would have been able to
limit through cariff filings, and we cannot assure you that the potential
liabilities will not have a material adverse effect on our results of operations
and financial condition.

ACCESS SERVICES
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Unlike dominant carriers, which are subject to extensive rate regulation, we
and other non-dominant carriers are subject to relatively little regulation of
our interstate access services. The FCC has eliminated the requirement that
non-dominant carriers must file tariffs for their access services. While no
longer mandatory, carriers may continue to file access tariffs. We have chosen
to continue to do so.

In August 1999, the FCC granted incumbent telephone companies subject to
price cap rate regulation, including the regional Bell operating companies,
substantial pricing flexibility with regard toc some interstate access services.
Among other things, the FCC's new rules permit incumbent telephone companies,
upon a showing that the services in question are subject to sufficient levels of
competition, to offer volume and term diacounts and contract tariffs for
particular access services. The new rules also allow incumbent telephone
companies, upon meeting a higher competitive standard, to file tariffs for their
access services free from many rate structure requirements. To the extent these
regulatory
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initiatives enable or require incumbent telephone companies to offer selectively
reduced rates for some access services, the rates we may charge for these access
services will likely be constrained. In addition, the FCC has recently initiated
a proceeding to examine whether to regulate the rates that new
telecommunications service providers charge for their access services. While the
FCC has received considerable cpposition from the new telecommunications service
provider industry and others to doing sc, we cannot assure you that the FCC will
not adopt some form of regulation for new telecommunications service provider
access charges. The timing of the FCC's decision is uncertain.

In addition to the pricing flexibility described above, the FCC is currently
considering a joint proposal from ATLT, Bell Atlantic, BellSouth, GTE, SBC
Communications and Sprint to lower significantly and deleverage interstate
access charges for participating price cap local exchange carriers. The FCC
could issue an order on this proposal in the first half of 2000. If adopted,
these pricing reforms could increase competition among carriers offering local
exchange and exchange access service in our operating area.

ADDITIONAL FEDERAL ISSUES

ACCESS TO POLES, DUCTS, CONDUITS AND RIGHTS-QF-WAY. An area of the law that
remaine in flux concerns the extent of a carrier's obligations to provide access
te poles, ducts, conduits and rights-of-way. We are cobligated under Section 224
of the Communications Act to permit other carriers reascnable access te our
peles, ducts, conduits and rights-of-way and the FCC has adopted comprehensive
rules governing how access is to be provided. The FCC is also currently
considering additional rules, including whether access to rooftops and space
inside buildings, including buildings owned by utilities, should be mandated
under the Telecommunications Act.

EEO REPCRT. The FCC requires us to file an annual employment report to
comply with the FCC's equal employment opportunity policies.

TRUTH IN BILLING. The FCC has adopted new rules designed to make it easier
for customers to understand the bills of telecommunications carriers. These new
rules establish requirements regarding the formatting of bills and the
info-mation that must be included on bills. These rules have been appealed in
federal court.

ANTI-SLAMMING RULES. The FCC implemented the so-called "anti-slamming®
rules, which protect consumers whose pre-subscribed carriers have been switched
without their consent. Under the rules, a carrier found to have slammed a
customer is subject to substantial fines and must remove from the consumer's
bill ail charges incurred within 30 days of the slamming. While we do not engage
in these practices, a slamming fine, if levied, could have a material impact on
cur business in the future.
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CUSTOMER PROPRIETARY NETWORK INFORMATION. In February 1998, the FCC adopted
rules implementing Section 222 of the Communicationa Act of 1934, which governs
the use of customer proprietary network information by telecommunications
carriers. Customer proprietary network information generally includes any
information regarding a subscriber's use of a telecommunications service, where
it is obtained by a carrier solely by virtue of the carrier-customer
relationship. The FCC has clarified that customer proprietary network
information does not include a subscriber's name, telephone number, and address,
as this information is generally not derived from the carrier's provision of a
telecommunications service to a customer. Under the FCC's rules, a carrier may
cnly use a customer's proprietary network information to market services that
are "necessary to, or used in," the provision of a service that the carrier
already provides to the customer, unless it receives the customer's prior oral
or written consent to use that information tc market other services. In
December 19%%, the United States Court of Appeals for the Tenth Circuit vacated
the FCC's original and modified customer proprietary network information rules
on the grounds that they viclate the First Amendment. However, Section 222 of
the Communications Act remains the law and that section, in addition to the
FCC's
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now-vacated rules, provides some guidance on the use of customer proprietary
network information rules. Uncertainty regarding restrictions on the use of
customer proprietary network information rules may impede our ability to market
integrated packages of services effectively and to expand existing customers'
use of our services.

UNIVERSAL SERVICE. On May 8, 1997, the PCC released an corder establishing a
significantly expanded federal universal service subsidy regime under the
Telecommunications Act. The universal service program provides support to
carriers serving low-income customers and customers who live in areas where the
cost of providing telecommunications services is high. In addition, the FCC
established new subsidies for telecommunications and some information services
provided to qualifying schools and libraries and for services provided to rural
health care providers. Providers of interstate telecommunications services, as
well as other entities, such as private carriers offering excess capacity to end
user customers, must pay for these programs. Qur contribution to the federal
support funds would be calculated based on a percentage of our gross end-user
interstate and international telecommunications revenues. The assessment rate
for the second quarter of 2000 is 5.7101% of interstate and international
end-user telecommunications revenues. The contribution factor issued by the FCC
varies quarterly. The amounts contributed may be billed to customers. Currently,
the FCC is calculating assessments based on the prior year's revenues. Assuming
that the FCC continues to calculate contributions based on the prior year's
revenues, we believe that we will not be liable to contribute any material
amount to these programs during 2000 because we had limited interstate and
international end user revenues in 1999. The threshold before we are reguired to
contribute is a §10,000 contribution, which translates into roughly $175,000 in
interstate end user telecommunications revenues. With respect to subsequent
years, however, we are currently unable to quantify the amount of any
contributions that we will be required to make or the effect that these regquired
contributions will have on our financial condition.

The FCC has recently adopted the cost model which it wiil use to determine
the support needed in high-cost areas and the inputs for the model. The new
high-cost support mechanism, which went into effect on January 1, 2000 for
non-rural carriers, substantially increases the amount of high-cost support
provided to non-rural carriers. The United States Court of Appeals for the Fifth
Circuit recently issued an order upholding in part, and reversing in part, the
May 8th FCC order implementing these funds. Numerous FCC orders revising these
funds are subject to petitions for reconsideration and further petitions for
appeal. The outcome of these proceedings or their effect cannot be predicted.

In addition to the universal service mechanisms described above, the FCC is
currently considering a jeint proposal from Bell Atlantic, BellSouth, GTE, SBC
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Communications, AT&T, and Sprint to create a $650 million fund to provide
universal service support for interstate access charges. If adopted, this
proposal could significantly increase the contribution obligations of other
telecommunications carriers.

COMMUNICATIONS ASSISTANCE FOR LAW ENFORCEMENT ACT. Under this act,
telecommunications carriers are reguired to: (1) provide law enforcement
officials with call content and call identifying information under a valid
electronic surveillance warrant, and (2) reserve a sufficient number of circuits
for use by law enforcement officials in executing court authorized electronic
surveillance. If we provide facilities-based services, we may incur costs in
meeting both of these requirements. In particular, regarding the reguirements
related to call content and identification, except in very limited circumstances
the government is required tc compensate carriers only for the costs of making
equipment installed or deployed before January 1, 1995 compliant with this act.
While the telecommunications industry is attempting to negotiate legislative and
administrative changes to this reimbursement cut-off date, as it stands today,
we will be financially responsible for ensuring that our post-1995 equipment is
in compliance. Regarding the circuit capacity requirements, the government will
finance any necessary increases in capacity for equipment that we have
specifically identified as installed or deployed prior to September 8, 1998, and
we are responsible for paying only for any necessary increases in capacity for
equipment installed or deployed after that date.
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STATE AND LOCAL REGULATION

In general, state regulatory commigsions have regulatory jurisdiction over
us when our facilities and services are used to provide local and other
intrastate services. Under the Telecommunications Act, state commissions
continue to set the requirements for providers of local and intrastate services,
including quality of services criteria. State regulatory commissions alsoc can
regulate the rates charged by new telecommunications service providers for
intrastate and local services and can set prices for interconnection by new
telecommunications service providers with the incumbent telephone company
networks, in accordance with guidelines set by the FCC. In addition, state
regulatory commissions in many instances have authorit, under state law to adopt
additional regulations governing local competition, rfo long as the state's
actions are not inconsistent with federal law or regulation.

Most state regulatory commissions require companies that wish to provide
intrastate common carrier services to register or be certified to provide these
services. These certifications generally require a showing that the carrier has
adequate financial, managerial and technical resources to offer the proposed
services in a manner censistent with the public interest. In most states, we are
also required to file tariffs setting forth the terms, conditions and prices for
services that are classified as intrastate, and to update or amend cur tariffs
as rates change or new products are added. We may alsc be subject to variocus
reporting and record-keeping requirements.

We are currently certified by the Missouri Public Service Commission, the
Kansas Corporation Commission, the Texas Public Utilities Commission and the
Oklahoma Corporation Commission to provide both local and intrastate long
distance service in those states. We have tariffs on file in each of these
states.

If we choose tc install our own transmission facilities, we may be required,
in some cities, to cobtain street opening and construction permits, permission to
use rights-of-way, zoning variances and other approvals from municipal
authorities. We alsc may be required to obtain a franchise to place facilities
in public rights of way. In some areas, we may be required to pay license or
franchise fees for these approvals. We cannot assure you that fees will remain
at current levels, or that our competitors will face the same expenses, although
the Telecommunications Act requires that any fees charged by municipalities be
reasonable and non-discriminatory as among telecommunications carriers.
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RISK FACTORS

RISKS RELATED TO OUR BUSINESS:

WE HAVE A HISTORY OF OPERATING LOSSES, AND WE MAY NOT BE PROFITABLE IN THE
FUTURE .

We have incurred significant losses since we began operations as a
competitive telecommunications provider and expect to continue te incur losses
in the future as we build our network. For the year ended December 31, 1999, we
had operating losses of $49.7 million and a net loss of $61.8 million. As of
December 31, 1999, we had an accumulated deficit of $79.8 million. We expect to
experience lesses during ocur network and service deployment, which will continue
for the foreseeable future. Prolonged effects of generating losses without
additicnal funding may rertrict our ability to pursue cur businees strategy.

If we cannot achieve profitability from operating activities, we may not be
able to meet:

- our capital expenditure requirements;
- our debt service obligaticns; or
- our working capital needs.

QUR HIGHLY LEVERAGED CAPITAL STRUCTURE LIMITS OUR ABILITY TO OBTAIN ADDITICNAL
FINANCING AND COULD ADVERSELY AFFECT OUR BUSINESS IN SEVERAL OTHER WAYS.

The level of our outstanding debt greatly exceeds the level of our revenue
and stockholders' equity. As of December 31, 19%9, we had $125.8 million of
long-term indebtedness cutstanding, including $10.0 million outstanding under
cur senior credit facility and $114.7 million of senior notes outstanding. This
indebtedness represented 103.5% of our total capitalization at that date. We
may, and are also permitted under the terms of ocur debt instruments to, incur
gsubstantial indebtedness in the future.

Qur large amount of indebtedness could significantly impact our business for
the following reasons:

- it limits our ability to obtain additicnal financing to complete our
rell-out plan, to develop new services or to otherwise respond to
unanticipated competitive pressures;

- it means that we will need to dedicate a substantial portion of our
operating cash flow to fund interest expense on ocur senior credit facility
and our senior notes, thereby reducing funds available for working
capital, capital expenditures or other purposes;

- it makes us vulnerable to interest rate fluctuations because our senior
credit facility loans bear interest at variable rates;

- it limits our ability to compete with companies who are not as highly
leveraged, especially those who may be able to price their service
offérings ar levels below those we can or are willing to match; and

- it limits ocur ability to expand inte new markets and to react to changing
market cornditions, changes in our industry and economic downturns.

OUR EXISTING DEBT INCLUDES RESTRICTIVE AND FINANCIAL COVENANTS THAT LIMIT OUR
OPERATING FLEXIBILITY.

Cur senior credit facility and the indenture relating to our senior notes
contain covenants that, among other things, restrict our ability to take
specific actions, even if we believe them toc be in our best interest. These
include restrictions on our ability to:
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- incur additional debt;
24
- pay dividends or distributions on, or redeem or repurchase, capital stock;
- create liens or negative pledges with respect to our assets;
- make investments, loans or advances;

- issue, sell or allow distributions on capital stock of specified
subsidiaries;

- enter into sale and leaseback transactions;

- prepay or defease specified indebtedness;

- enter into tranaactioﬁs with affiliates;

- enter into specified hedging arrangements;

- merge, consclidate or sell our assets; or

- engage in any business other than telecommunications.

The senior notes also require us to offer to purchase these notes from the
holders at 101% if we undergo a change of control. In addition, the senior
credit facility imposes financial covenants that require us to comply with
specified financial ratios and tests, including minimum revenues, minimum
EBITDA/maximum EBITDA losses, minimum access lines, senior secured debt to total
capitalization, maximum capital expenditures, maximum leverage ratics, minimum
interest coverage ratios and pro forma debt service coverage ratios. We cannot
assure you that we will be able to meet these requirements or satiafy thesge
covenants in the future. If we fail to do so, our debts could become immediately
payable at a time when we are unable to pay them. This could adversely affect
our ability to carry out our business plan and would have a negative effect on
our financial condition.

WE EXPECT TO GROW AND CANNOT GUARANTEE THAT WE WILL BE ABLE TO EFFECTIVELY
MANAGE OUR FUTURE GROWTH.

If we successfully implement our business plan, our operations will expand
rapidly, and we will be providing packaged telecommunications services on a
widespread basis. This could place a significant strain on our management,
operational, financial and other resocurces and increase demands on our systems
and controls. Failure to manage our future growth effectively could adversely
affect the expansion of our customer base and service offerings. We cannot
assure you that we will successfully implement and maintain efficient
operaticnal and financial systems, procedures and controls or successfully
obtain, integrate and manage the employees and management, operaticnal,
financial and other resources necessary to manage a developing and expanding
business in our evolving, highly regiated and increasingly competitive
industry.

TC EXPAND AND DEVELOP OUR BUSINESS WE WILL NEED A SIGNIFICANT AMOUNT OF CASH,
WHICH WE MAY BE UNABLE TO OBTAIN.

The expansion and development of our business and the deployment of our
networks, services and systems will require significant capital expenditures,
working capital and debt service and generate negative operating cash flows.

The actual amount and timing of our future capital requirements may differ
materially from our estimates as a result of, among other things, the demand for
our services and regulatory, technological and competitive developments,
including additional market developments and new copportunities, in ocur industry.
Qur revenue and cost$ may also be dependent upon factors that are not within cur
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control, including regulatory and legislative developments, the response of our
competitors to their loss of customers to us and to changes in technology, the
nature and penetration of services that we may offer and the number of
subscribers and the services for which they subscribe. Due to the uncertainty of
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these factors, actual revenues and costs may vary from expected amounts,
possibly to a material degree, and these variations are likely tc affect our
future capital requirements.

We alsc expect that we will require additional financing or may require
financing sooner than anticipated to complete our roll-out plan or if our
development plans change or prove to be inaccurate. We may also require
additional financing in order to develop new services or to otherwise respend to
changing business conditions or unanticipated competitive pressures. Sources of
additional financing may include commercial bank borrowings, vendor financing,
or the private or public sale of equity or debt securities. If we decide to
raise additicnal funds through the incurrence of debt, our intereat cbligations
will increase, and we may become subject to additional or more restrictive
financial covenants, which could impair our ability to develop our business. We
cannot assure you that we will be successful in raising sufficient additional
capital on favorable terms or at all. Failure to raise sufficient funds may
require us to modify, delay or abandon some of ocur future expansiocn or
expenditure plans.

RESISTANCE BY POTENTIAL CUSTOMERS TO ACCEPT US AS A NEW PROVIDER OF
TELECOMMUNICATIONS SERVICES MAY REDUCE OQOUR ABILITY TC INCREASE OUR REVENUE.

The success of our service offerings will depend upon, among other things,
the willingness of additional cusatomers to accept us as a new provider of
integrated communicatione services. We cannot assure you that we will be
successful in overcoming the resistance of potential customers to change their
service provider, particularly those that purchase services from the traditional
telephone companies, or that customers will buy our services. Any lack of
custom ~ceptance would reduce ocur ability to increase cur revenue.

IF WE " JNABLE TO DEVELOF OR INTEGRATE OUR SYSTEMS OR PROPERLY MAINTAIN AND
UPGRADL THEM, WE MAY NOT BE ABLE TO BILL QUR CUSTOMERS EFFECTIVELY OR PROVIDE
ADEQUATE CUSTOMER SERVICE.

Sophisticated back office information and processing systems are vital to
our growth and our ability to monitor costs, bill customers, provision customer
orders, achieve operating efficiencies and maintain our operating margins. Our
plans for the development and implementation of these systems rely, for the most
part, on choosing products and services offered by third party vendors and
integrating these products and services in-house tc produce efficient
cperatiocnal solutions. We cannot assure you that we will successfully implement
these systems on a timely basis or that we will implement them at all. We alsco
cannot assure you that, once implemented, these systems will perform as we
expect. Risks to our business associated with ocur systems include:

- failure by these vendors to deliver their products and services in a
timely and effective manner and at acceptable costs;

- failure by us to identify all of cur information and processing needs
adequately;

- failure of our related processing cor information systems; or
- failure by us to effectively integrate new products or services.

Furthermore, as our suppliers revise and upgrade their hardware, software
and equipment techneleogy, we could encounter difficulties in integrating this
new technology intc ocur business or the new systems may not be appropriate for
our business. In addition, our right to use these systaems depends upon license
agreements with third party vendeors. Vendors may cancel or elect not to renew
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some of these agreements, which may adversely affect us.
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WE MAY NEED TO RELY ON THE ESTABLISHED LOCAL TELEPHONE COMPANIES TQ IMPLEMENT
QUR SERVICES SUCCESSFULLY. THEIR FAILURE TO COCPERATE WITH US COULD ADVERSELY
AFFECT THE SERVICES WE OFFER.

We are a recent entrant into the local telecommunications services industry.
The local exchange services market in most states was only recently opened to
competition. There are numercus operating complexities associated with providing
these services. We will be regquired to develop new products, services and
systems and will need to develop new marketing initiatives to sell these
services. We cannot assure you that we will be able to develop these products
and services.

We plan to deploy high capacity voice and data switches in most of the
markets we serve. We initially intend to rely on the networks of established
telephone companies or those of new market entrants for some aspects of
transmission. Federal law requires most of the traditional local telephcne
companies to lease or "unbundle” elements of their networks and permit us to
purchase the elements we need, thereby decreasing cur operating expenses. We
cannot assure you that this unbundling will continue to occur in a timely manner
or that the prices for these elements will be favorable to us. Cur current
strategy depends in large part on our ability to provide service to our
customers by leasing all of the network elements necessary to provide local
telephone service from the incumbent telephone company rather than through the
use of our own equipment and facilities. UNE-P allows us to minimize capital
expenditures and permits us tc enter new markets quickly, while allowing us to
maintain significant gross margins. If the incumbent local telephone companies
do not cocperate in making UNE-P available, our ability to provide service to
customers could be materially adversely affected.

In addition, our ability to implement successfully our services will require
the negotiation of interconnection and collocation agreements with established
telephone companie nd other new market entranta, which can take considerable
time, effort and e. e and is subject to federal, state and local regulation.
Interconnection ag . '2nts are agreements between local telecommunications
services providers -hat set forth the texrms and conditions governing how those
providers will interconnect their networks and/or purcnase or lease network
facilities and services.

Our interconnection agreements with Southwestern Bell provide that our
connection and maintenance orders will receive the same attention as
Southwestern Bell's end-user customers and that Southwestern Bell will provide
capacity at key telecommunications intersections to keep call blockage within
industry standards. Accordingly, we depend and will continue to depend on
Southwestern Bell and, as we expand our network, we will depend on other
traditional telephone companies to assure uninterrupted service and competitive
services. Blocked calls result in customer dissatisfaction and risk the loss of
business. Interconnection agreements, such as our agreements with Southwestern
Bell, typically have shert terms, reguiring us to renegotiate frequently. Some
of our agreements with Southwestern Bell have cne year or less remaining before
we will have to renegotiate them. We cannot assure you that we will be able to
renegotiate these interconnection agreements in our existing markets, or
negotiate new interconnection agreements in new markets, on favorable terms. In
addition, the prices set forth in cur interconnection agreements may be subject
to significant rate increases at the discretion of the regulatory authority in
each state in which we operate. Our profitability partially depends on these
state-regulated rate structures. We cannot assure you that the rates charged to
us under the. interconnection agreements will allow us to offer low enough usage
rates to attract a sufficient number of customers and to operate ocur business
profitably or at favorable gross margins.

Many new carriers have experienced difficulties in working with the
established telephone companies with respect to ordering, interconnecting,
leasing premises and implementing the systems used by these new carriers to

Copyright 2000 ££2GAR Online, Inc tver 1.01/2.003) Page 27




BIRCH TELECOM INC /MO - 10-K405 — Annual Report Date Filed: 3/36/2000

order and receive unbundled network elements and wholesale services. We cannot
assure you that established telephone companies will be accommodating to us. If
we are unable to obtain the cooperation of an established telephone company in a
region, our ability to offer local services in this region on a timely and
cost-effective basis would be adversely affected. In addition,
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both proposed and recently completed mergers involving regicnal Bell operating
companies and other competitors could facilitate a combined entity's ability to
provide many of the services we offer, thereby making it more difficult to
compete against them.

DIGITAL SUBSCRIBER LINE TECHNOLOGY MAY NOT OPERATE AS EXPECTED ON INCUMBENT
LOCAL CARRIER NETWORKS AND MAY INTERFERE WITH OR BE AFFECTED BY OTHER TRANSPORT
TECHNOLOGIES .

Our ability to provide digital subscriber line services to potential
customers depends on the quality, physical condition, availability and
maintenance of telephone lines within the control of the incumbent carriers. If
the telephone lines are not adeguate, we may not be able to provide digital
subscriber line services te many of our target customers, and this will diminish
our expected revenue. We believe the current conditicn of telephone lines in
many cases may be inadequate to permit us to fully implement these services. We
also believe that the incumbent carriers may not maintain or improve the
telephone lines in a condition that will allow ua to implement our digital
subscriber line services effectively. Further, the incumbent carriers may claim
their lines are not of sufficient quality to allow us to fully implement or
operate our digital subscriber line services. In addition, some customers use
technologies other than copper lines to provide telephone services, and as a
result, digital subscriber line services might not be available to these
customers.

All transport technelogies using copper telephone lines have the potential
to interfere with, or te be interfered with by, other traffic on adjacent copper

telephone lines. This interfe = could degrade the performance of our services
or make us unable to provide ¢ ce on selected lines. In addition, incumbent
carriers may claim that the p .~ial for interference by digital subscriber

line technolegy permits them t. restrict or delay our deployment of thisg
technology. The telecommunications industry and regulatory agencies are still
developing procedures to resolve interference issues between telecommunications
providers, and these procedures may not be effective. We may be unable to
successfully negotiate interference resclution procedures with incumbent
carriers. Interference, or claims of interference, if widespread, would
adversely affect our speed of deployment, reputation, brand image, service
quality and customer retention and satisfaction.

IF WE ARE UNABLE TO ATTRACT AND RETAIN KEY MANAGEMENT AND PERSONNEL, WE MAY NOT
BE ABLE TO IMPLEMENT OUR BUSINESS PLAN.

We believe that ocur future success will be due, in part, to our experienced
management team, including Messrs. Scott, Goldman, Hellingsworth, Lawhon,
Mcline, Shackelford and Vranicar, each of whom is party to an employment
agreement. Losing the services of one or more members of our management team
could adversely affect our business and our expansion efforts and possibly
prevent us from:

- further deploying and improving our cperational, financial and information
systems and controls;

- hiring and retaining qualified sales, marketing, administrative, operating
and technical personnel; and

- training and managing new personnel.

In addition, competition for qualified employees has intensified in recent
years and may become even more intense in the future. Our ability to implement
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our buginess plan depends on our abhility to hire and retain a large number of

new employees each year. Inability to hire sufficient qualified personnel could

impair our ability to increase revenue, and customers could experience delays in

installation of service or experience lower levels of customer care.
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WE MAY NOT HAVE THE ABILITY TC DEVELOP STRATEGIC ALLIANCES OR TO MAKE OR
SUCCESSFULLY INTEGRATE ACQUISITIONS NEEDED TOQ COMPLEMENT OUR EXISTING BUSINESS.

As part of our growth strategy, we seek to develop strategic alliances and
to make investments or acquire asaets or other businesses. We regularly engage
in discussions relating to potential acquisiticna. We are unable to predict
whether or when any prospective acquisitions or strategic alliances will occcur
or the likelihood of a material transaction being completed on favorable terms
and conditions. Our ability to finance acquiasitions and strategic alliances may
be constrained by our degree of leverage at the time of the acquisition. In
addition, our senior credit facility and senior notes may significantly limit
our apility to make acquisitions or enter into strategic alliances and to incur
indebtedness in connection with acquisitions and strategic alliances.

In addition, if we were to proceed with one or more significant strategic
alliances, acquisitions or investments in which the consideration consists of
cash, we could use a substantial portion of our available cash, to consummate
the strategic alliances, acquisitions or investments. The financial impact of
acquisiticns, investments and strategic alliances could cause substantial
fluctuations in our gquarterly and yearly cperating results.

The integration of any future acquisitions or strategic alliances would be

accompanied by the risks commonly encountered in these transactions. These risks

include, among others:
- the difficulty of agsimilating the acquired operations and personnel;

- the potential disruption of our ongoing business and diversion of
resources and management time;

- the inability of management to maxi - our financial and strategic
position by the successful incorporacion of licensed or acquired
technology and rights into our service offerings;

- the pecssible inability of management to maintain uniform standards,
controls, procedures and policies;

- the risks of entering markets in which we have little or no direct prior
experience; and

- the potential impairment of relationships with employees or customers as a

result of changes in management or otherwise arising out of these
transactions.

We cannot assure you that we will be able to inteqrate acquired businesses or
assets successfully.

A SYSTEM FAILURE COQULD CAUSE DELAYS CR INTERRUPTIONS OF SERVICE, WHICH COULD
CAUSE US TO LOSE CUSTCMERS.

Cur success will regquire that our networks provide competitive reliability,
capacity and security. Some of the risks to ocur networks and infrastructure
include:

- physical damage to access lines;

- power surges or outages;

- capacity limitations;
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- software defects;
- lack of redundancy; and
- disruptions beyond our control.

These disruptions may cause interruptions in service or reduced capacity for
customers, any of which could cause us to lose customers.
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ALL YEARR 2000 PROBLEMS MAY NOT HAVE BEEN ADDRESSED BY OUR SUPPLIERS, AND ANY
SERVICE INTERRUPTION WE EXPERIENCE AS A RESULT OF THESE PROBLEMS MAY CAUSE US TO
LOSE CUSTOMERS.

The Year 2000 issue generally describes the variocus problems that may result
from the improper processing of dates and date-sensitive transactions by
computers and other equipment as a result of computer hardware and software
using two digita, rather than four digits, to identify the year in a date. Any
computer programs or systems of our suppliers that have date-sensitive spoftware
may recognize a date using "00" as the year 1900 rather than the year 2000,
While we have experienced no Year 2000 issues to date, and we are not aware of
any material issues for ocur suppliers, we are continuing tec evaluate and
determine whether our significant suppliers are in compliance or have
appropriate plans to remedy Year 2000 issues when their systems interact with
our systems. We do not expect that this will have a material impact on our
operations. However, we cannot assure you that the systems of other companies on
which we rely are. Year 2000 compliant, that another company's failure to
succesafully convert, or that another company's conversion to a aystem
incompatible with ocur systems, would not have an impact on our operations. The
failure of our principal suppliers to be Year 2000 compliant could result in
delays in gervice deliveries from those suppliers and materially impact our
ability to do business.

OUR OFFICERS AND DIRECTORS EXERT SUBSTANTIAL INFLUENCE GVER US.

Our executive officers, directors and entities a. ated with them together
beneficially own a substantial percentage of our outr iing common stock. As a
result, these stockholders are able to exercise subs utial influence over all
matters requiring approval by our stockholders, including the election of
directors and approval of significant corporate transactions. This concentration
of ownership may also have the effect of delaying or preventing a change in our
control.

RISKS RELATED TO QUR INDUSTRY:
WE MAY NOT BE ABLE TO COMPETE EFFECTIVELY AGAINST QOTHER COMPANIES.

The telecommunications industry is highly competitive and is affected by the
introduction of new services by, and the market activities of, major industry
participants. Several of our competitors are substantially larger and have
greater financial, technical and marketing resources than we do. We have not
achieved, and do not expect to achieve, a significant market share for any of
the broadband telecommunications services we offer in our target markets. In
particular, larger competitors have advantages over us that could cause us to
lose customers and impede our ability to attract new customers, including:

- leng-standing relatiocnships and brand recognition with customers;

- financial, technical, marketing, personnel and other resources
substantially greater than ours;

- more funds to deploy telecommunications services;
- potential to lower prices of competitive telecommunications services: ang

- fully-deployed networks.
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We face competition from other current and potential market entrants,
including:

- domestic and international long distance providers seeking to enter,
re-enter or expand entry into the local telecommunications marketplace;
and

- other domestic and international telecommunications providers, resellers,
cable television companies, electric utilities and Internet companies.
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A continuing trend toward combinations and strategic alliances in the
telecommunications industry could give rise to significant new competitors. This
could cause us to lose cuatcomers and impede our ability to attract new
customers.

FCC AND STATE REGULATIONS MAY LIMIT THE SERVICES WE CAN OFFER OR IMPACT OUR
ABILITY TO CONDUCT OUR BUSINESS.

Our networks and the provision of telecommunications services are
extensively requlated at the federal, state and local levels. Existing and
future governmental regulations may greatly influence how we operate cur
business, ocur business strategy and ultimately, our viability. The costs of
complying with federal, state and local regulations and the delays in receiving
required regulatory approvals or the enactment of new adverse regulation or
requlatory regquirements may be greater than we anticipate and divert our
regources from implementing cur business plan. We cannot predict the future
regulatory framework for our business.

Our provision of telecommunications gservices may be subject to the
requirement that we obtain proper authorizations from the FCC or state
commissicns. We cannot assure you that the FCC or state commissions will grant
the required authority or refrain from taking action against us if we are found

to have provided services without obtaining the necessary autho" rions. If we
do not fully comply with the rules of the FCC or state regulator xncies,
third parties or regulators could challenge our autho- ity to do ness. These

challenges could cause us to incur substantial legal and adminis. ative
expenses.

Federal law governing the telecommunications industry remains in a state of
flux. The Telecommunications Act remains subject to judicial review and
additional FCC rulemaking, and thus it is difficult to predict what effect the
legislation or these FCC rules will have on us and our cperations. There are
currently many regulatory actions underway and being contemplated by federal and
state authorities regarding interconnection pricing, universal service support,
access charge reform, and other issues that could result in significant changes
to the business conditions in the telecommunications industry.

Our current business strategy depends in large part on our ability to.
provide service to our customers through UNE-P. Qur ability to provide service
to customers through UNE-P depends in turn on FCC and state commission rulings
requiring incumbent local telephone companies to lease us the necessary network
elements. .If those rules are changed by the FCC or state commissions, or are
struck down by the courts, our ability to provide service te our customers
through UNE-P cculd be materially adversely affected. For example, the FCC could
remove one or more of the necessary elements from the list of elements that the
incumbent telephone companies are required to prcvide to us. The FCC could also
expand the scope of an existing exception in its rules that permits incumbent
telephone companies to opt not to make UNE-P available in the highest density
geographic areas within the largest 50 metropolitan statistical areas if they
meet certain conditions. If the FCC acts to expand the scope of the geographic
exception to include our target markets, our business could be materially
adversely affected. Some states in our current operating region, including Texas
and Missouri, have gone beyond the FCC's minimum requirements and independently
ordered Scuthwestern Bell to make UNE-P available throughout those states under
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terms more favorable to new telecommunications service providers than those
required hy the FCC. We cannot assure you that those favorable state rulings
will remain in place. If UNE-P does not continue to be available on the
favorable terms ordered by the states, our business could be materially
adversely affected.

The United Statea Court of Appeals for the Eighth Circuit ia currently
considering challenges to the pricing methodology established by the FCC for
setting the rates paid by telecommunications service providers to incumbent
telephone companies for access to network elements. If the court strikes down
some or all of the FCCs's pricing methodology and that methodology is ultimately
replaced with
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a methodology that imposes higher rates for network elements, we could be
materially adversely affected.

Federal universal service support mechanisms could increase the costs of
providing service to our customers. We derive revenue from the provision of
interstate and international telecommunications services to end users that may
be subject to the requirement that we contribute to the FCC's Universal Service
Fund based on a percentage of this revenue. The assessment for the first quarter
of 2000 is 5.8995%, and the assessment for the second guarter of 2000 is 5.7101%
of interstate and international end user telecommunications revenue. The
contribution factor varies gquarterly at a rate set by the FCC. To the extent the
contribution factor increases, our costs of providing service will increase.

Cur Internet operations are not currently regulated directly by the FCC or
any other governmental agency, other than regulaticns applicable to businesses
generally. However, the FCC has recently indicated that the regulatory status of
some services offered over the Internet may have to be re-examined. New laws or
regulations relating to Internet services, or existing laws found to apply to
them, may adversely affect our Internet operations.

WE MAY BE UNABLE TO ADAPT TO TECHNOLOGICAL CHANGE.

The telecommunications industry is subject to rapid and significant char,
in technelogy, including continuing developments in digital subscriber line
technology. This technology does not presently have widely accepted standards,
and alternative technelogies for providing high speed data transport and
networking may develop. The absence of widely accepted standards may delay or
increase the cost of our market entry due to changes in equipment specifications
and customer needs and expectations. We may also rely on a third party for
access to new technologies. In addition, if we acquire new technoleogies, we may
not be able to implement them as effectively as other c¢ompanies with more
experience with those technolcgies and in their markets.

WE MAY FAIL TQO ACHIEVE ACCEPTABLE PROFITS CN OUR LONG DISTANCE BUSINESS DUE TO
DECLINING PRICES, LOW CUSTOMER RETENTION RATES AND OUR CONTRACTUAL OBLIGATIONS.

Prices in the long distance business have declined substantially in recent
years and are expected to continue to decline. In addition, the long distance
industry has a low customer retention rate, as customers frequently change long
distance providers in response to the ocffering of lower rates or promotional
incentives by competitors. We will rely on other carriers to provide us with a
major portion of cur long distance transmission network. Agreements with these
carriers typically provide for the resale of long distance services on a
per-minute basis and may contain minimum volume commitments. The negotiation of
these agreements inveolves estimates of future supply and demand for transmission
capacity, as well as estimates of the calling patterns and traffic levels of our
future customers. In the event that we fail to meet these minimum volume
commitments, we may have to pay underutilization charges, and, in the event we
underestimate our need for transmission capacity, we may have to obtain capacity
through more expensive means.

AS A NEW DATA TRANSMISSION ENTRANT IN A MARKET, WE MAY INITIALLY GENERATE LOW OR
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NEGATIVE GROSS MARGINS.

As a new entrant in the data transmission business, we expect to generate
low or negative gross margins and substantial start-up expenses as we begin to
offer data transmission services. The success of our data transmission business
will depend upon, among other things, the effectiveness of our sales personnel
in the promotion and sale of our data transmission services, the acceptance of
these services by potential customers, and our ability te¢ hire and train
qualified personnel and further enhance our services in response to future
technological changes. We cannot asaure you that we will be successful in these
endeavors.
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THIS FORM }10-K CONTAINS FORWARD-LOOKING STATEMENTS THAT MAY NOT BE ACCURATE
INDICATORS OF OUR FUTURE PERFORMANCE.

This Form 10-K contains forward-looking statements within the meaning of the
federal securities laws. Discussions containing forward-looking statements may
be found in the material set forth in this section and under "Business" and
“Management's Discussion and Analysis of Financial Condition and Results of
Operations," as well as in the Form 10-K generally. The words "believe,'
“estimate," "expect," "intend," "anticipate," *plan," and similar expressions
and variations of these expressions identify some of these forward-looking
statements that speak only as of the dates on which they were made. We caution
you that these forward-looking statements are not guarantees of future
performance and involve risks and uncertainties. Actual events or results may
differ materially from those discussed in the forward-loocking statements as a
result of various factors, including, without limitation, the risk factors set
forth above and the mattere set forth in this Form 10-K generally. All
subsequent written and oral forward-looking statements attributable teo us or
persons acting on our behalf are expressly qualified in their entirety by the
cautionary statements included in this document. We undertake no obligation to
publicly update or revise any forward-looking statements, whether as a result of
new information, future events or otherwise.

ITEM 2. PROPERTIES

We lease 43,783 square feet in office space in Kansas City, Missouri for our
corpcrate headquarters. This lease expires December 2006. Recently, we leased an
additional 64,546 square feet of office space in Kansas City to expand our
corporate headquarters. This lease expires February 2008. In Emporia, Kansas, we
own two buildings totaling 58,500 square feet for our customer care center and
provisioning divisions. In addition, we lease an aggregate of 21,175 sguare feet
to house our four circuit switches in Kansas City and St. Louis, Missouri and
Wichita, Kansas. These leases expire March 2003, November 2008, August 2005 and
June 2008. We also lease space in 27 buildings, totaling approximately 110,823
square feet, in Missouri, Kansas, Texas and Oklahoma for our sales offices and
customer premises eguipment sites. These leases are generally leased on a
month-to-month or annual basgis.
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ITEM 3. LEGAL PROCEEDINGS

From €ime to time, we may be involved in claims or litigation that arise in
the normal course of business. We are not a party to any legal proceedings
which, if decided adversely, would have a material adverse effect on cur
business or financial condition or results of operations.
ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

None.

PART II

ITEM 5. MARKET FOR REGISTRANT'S COMMON EQUITY AND RELATED STOCKHOLDER MATTERS
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MARKET INFORMATION

There is no established public trading market for our common stock. However,
on March 23, 2000, we filed a registration statement on Form 5-1 with the
Securities and Exchange Commission, contemplating our initial public offering in
the second quarter of 2000.

HOLDERS
As of March 23, 2000, there were 81 holders of record of our common stock.
DIVIDENDS

We have never paid or declared any cash dividends on our common stock and do
not anticipate paying cash dividends in the foreseeable future. We currently
intend to retain all future earnings, if any, for use in the -peration of our
business and to fund future growth. The terms of our senior credit facility and
senior notes indenture restrict our ability to declare and pay dividends on our
common stock.

RECENT SALES OF UNREGISTERED SECURITIES

During 1999 we issued the following securities which were not registered
under the Securities Act of 1933, as amended.

In February 19%9, we acquired American Local, a competitive local exchange
carrier based in the Dallas, Texas metropolitan area. The acquisition included
substantially all assets of American Local. The total purchase price was
approximately $1.6 million in cash and $211,000 in stock representing 70,334
shares. This issuance was exempt from registration pursuant to Section 4(2) of
the Securities Act.

During July 1999 we completed a private placement to approximately 55 of our
existing investors in our series B preferred stock of 2,222,222 shares of
series D preferred stock at a purchase price of $4.50 per share for aggregate
net proceeds of approximately $10 million. This issuance was exempt from
registration pursuant to Section 4{2) of the Securities Act.

During August 1999, BTI Ventures, L.L.C., an affiliate of KKR, purchased
13,333,334 shares of our series F preferred stock at a purchase price of $4.50
per share for aggregate net proceeds of $60.0 million. On March 23, 2000, KKR
exercigsed its options to purchase an additional 5,263,158 shares of series F
preferred stock at $4.75 per share and 5,000,000 shares of series F preferred
stock at $5.00 per share. In connection with the private placement of the
series F preferred stock to BTI Ventures, L.L.C., which closed on August §,
1999, and the related.exercise of the KKR options, Lehman Brothers
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Inc. earned compensation which included 646,300 shares of our series D preferred
stock. These issuances were exempt from registration pursuant to Section 4(2) of
the Securities Act.

During August 1999, in connection with the series F preferred stock
offering, we repurchased 2,222,222 shares of our series C preferred stock for
$10 million from a board member.

During August 1999, in connection with the series F preferred stock
offering, we converted each outstanding share of series B preferred stock into
one share of amended and restated series B preferred stock. The holders of
series B preferred stock, approximately 70 accredited investors, surrendered
their existing redemption and participating liquidation preference in exchange
for 0.2222 shares of our series E preferred stock. These issuances were exempt
from registration pursuant to Section 4(2) of the Securities Act. We redeemed
the series E preferred stock for a total of $8.6 million.
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In March 1999, Mr. Jalkut, a member of our board of directors, agreed to
purchase 26,667 shares of our common stock for $200,000, and Mr. Ejabat, a
member of our board of directors, agreed to purchase 66,667 shares of our common
stock for $500,000.

ITEM 6. SELECTED FINANCIAL DATA

The following table sets forth our selected consolidated financial and
operating data for the periods indicated. Our statement of operations data and
other financial data for the years ended December 31, 1997, 1%%8 and 15%% and
our balance sheet data as of December 31, 1958 and 1999, as well as the
statement of operations data, other financial data and balance sheet data for
the predecessor company as of and for the year ended December 31, 1937, have
been derived from, and is qualified by reference to, consolidated financial
atatements included elsewhere in this Form 10-K.

EBITDA consists of earnings before interest, income taxes, depreciation and
amortization. EBITDA is provided because it is a measure of financial
performance commonly used in the telecommunications industry. EBITDA is used by
management and some investors as an indicator of a company's historical ability
to service debt. Management believes that an increase in EBITDA is an indicator
of improved ability to service existing debt, to sustain potential future
increages in debt and to satisfy capital requirements. We have presented EEITDA
to enhance your understanding of our operating results. You should not construe
it as an alternative to operating income, as an indicator of our operating
performance nor as an alternative teo cash flows from operating activities as a
measure of liquidity determined in accordance with GAAP. We may calculate EBITDA
differencly from other companies. For further information, see our consolidated
financial statements and the related notes elsewhere in this prospectus.

The predecessor company is Valu-Line, which merged with us in
February 1938. Prior to February 1998, Birch had no revenues and wasg a
develcpment stage company.

We acquired Boulevard, Telesource and TFSnet in 1998 and American Local and
Capital in 1999. The statement of operations data, other financial data and
operating data in the table include the operations cof these companies beginning
on the dates they were acquired. These acquisitions affect the comparability of
the financial data for the periods presented.

For purposes of calculating the ratio of earnings to fixed charges, earnings
are defined as loss before income taxes plus fixed charges. Fixed charges
congsist of interest expense and a reascnable approximation of the interest
factor included in rental payments on operating leases. Earnings were
insufficient to cover fixed charges for the years ended December 31, 1997, 1998
and 1999. See Exhibit 12.1 for the computation of the ratio of earnings to fixed
charges.

is
YEAR ENDED DECEMBER 31,
THE PREDECESSOR BIRCH
995 1996 1997 1397 1998 1398
(IN THOUSANDS, EXCEPT PEF SHARE AND OPERATING DATA;
STATEMENT OF QPERATIONS DATR

Revenue . .. as e e S ... 812,226 $13.217 $16,301 B § 26,087 $ 50,%18
Cost of services . . . a aoauo 50000 uonaoonn oo . 0.284 B.749 1l.842 8,885 46,158
Gress nargin. . co0=asscs ooasuo . 5 3,942 4,468 4,358 o T.ae 4 LBC
Sell.ng, general and administrative. . . - . 3,823 3,561 4,"€7 LT 15.76% 91,304%
Deprecistion and amortizaciom. . ..., - - 8% 3z 4 a 2,138 13,829
Income .!osa) from operaticns. .. ssac gesoo o 233 596 551 S8 i10,876. 149,833,
interest 1nNCOMe \eXpensei, net . . o o SR Akl I IR} 'S, 332 iZoltl
incocme clcwes. before Lncome taxes . TS 434 454 TLTER 16,223 El.BC4

Frovislon 1or income taxes o Bl HhLY .86
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Net income (lOBBY .. ... ...... .. ... . .. .. i iininnnnnncn.. % 91 H 289 H 268 11,789} 116, 208) (61,8041
SSr— anmnnes mammamn

Preferred stock dividends. ... ......... ... ... 0L, .- {1,696} {3,550)
Mcriization of preferred stock assuance costs.. ... . - 29 1292}
Lose appifcable to common stock. .. .. .. ... ... ... ... 311.769}) $117,933)  $i65,646)

..... '™ srmmwmas EramEmas
Weighted average shares cutstanding--basic and dailuted.... 1,235 3,809 4,958
ioss per common share--basic and daluted.... .............. $ (1.45) $ (4.T71) § (131.2%)

OTHER FINANCIAL DATA:

Cash flows from operating Activities 5 (287 § 834 § 488 §15.551} $110,643) §(53,22%)

Cash flows from invesLing Activities 219) (513} 1243) (%11} (£7,090 (31,798
Cash flows from finanting activiti 259 {357} (145%) 1,889 117.271 50,329
EBITDA. . ... ..ot 422 907 892 1, 7761 (8,564) )8, 885)
Capital expenditures... . .... 230 513 241 128 21,550 41,1360
Ratio of earnuings to fixed charges.... s 3.5x S5.2x 4.9 .- - .-
Deficiency of earnings to fixed charges.. ... .............. .- -- -- 1,749 16,208 61,804
OPERATING DATA:
Local Customers at end of Period.. . .. ...ovvnrnnnnnnnn. .- 14,735 38,487
Access Lines 1n service at end of period.... ... .......... -- 39,323 112,518
Average lines per bubineh® CUBLOMEr. .. ..........o0ohr. 0. - 4.7 1.48
Average lines per residential CuStOMEE.................... .- 1.28 1.22
€ircuit switches in service at end of period.. . ........... 1 1 ]
Data switches in service at end of period. . .. ... .. ...... -- 1 19
Employees at end of period....... ........ HonaanasnmRanona G 14 145 915

(IN THOUSANDS)

BALANCE SHEET DATA:

Cash and cash equivalents 5 96 § 158 3 258 H 210 $ 19,745 § 5,051
Pledged securities....... =0 .- .- - 37,785 21,420
Property and aquipment . 2,265 2.9 2,964 b¥] | 26,900 70,192
Total assets. .. .................... . 871 1,868 4,802 54 114,149 146,971
Long-term debt and capital lease obligacions. 1.431 192 &1 .- 115,791 125, 78%
Redesmable preferrad #took.. ... ..., c......, sooeoooaan .- -- oo oo 14,063 63,550
Total stockhclders' equaty f(deficit) .. ........ ... . ... .. 1,100 1,397 1,665 29 17,099 {67,757}
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ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATICNS

YOU SHOULD READ THE FOLLOWING DISCUSSION OF QUR FINANCIAL CONDITICN AND
RESULTS OF CPERATIONS TOGETHER WITH THE FINANCIAL STATEMENTS AND RELATED NOTES
THAT ARE INCLUDED LATER IN THIS FORM 10-K. THIS DISCUSSION CONTAINS
FORWARD-LOOKING STATEMENTS THAT INVOLVE RISKS AND UNCERTAINTIES. OUR ACTUAL
RESULTS MAY DIFFER MATERIALLY FROM THOSE ANTICIPATED IN THESE FORWARD-LOOKING
STATEMENTS AS A RESULT OF VARIOUS FACTORS, INCLUDING THOSE SET FORTH UNDER “"RISK
FACTORS" OR IN OTHER PARTS OF THIS FORM 10-K.

OVERVIEW

We were organized on December 23, 1996 to become a leading provider of
telecommunications services for small and mid-sized businesses in our target
markets. From that date until the February 1998 acquisition of Valu-Line, our
predecessor, we were a development stage company with no revenue and principal
activities consisting of procuring governmental authorizations, raising capital,
hiring management and other key personnel, designing and developing our
telephone networks, acquiring equipment and facilities, negotiating resale and
interconnection agreements and pursuing acquisition opportunities. We had no
assets, liabilities or financial activity prior to January 1, 1997.

The following is a summary of our major transactions and events.

DATE EVENT
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February 1998

February/March 1998
preferred

portion of

debt and

March 1998
May 1998

metropolitan

May 1998

City,

May 1998
Wichita and

June 1998
senior

September 1998
in the

February 199%
based in
March 1999

Louis,

May 19%9-August 1999
July 1999/August 1999

additional

December 1999/February 2000
corporate

and

§125.0

Merged with Valu-Line Companies, Inc., a provider of
switched long distance, resold services and customer
premises equipment sBales and service in Kansas.
Raised $13.0 million from the issuance of series B
stock and convertible notes used to pay the cash

the consideration in the Valu-Line merger, to repay

for general corporate purposes.

Launched St. Joseph, Missouri market.

. Acquired Boulevard Phone Company, a provider of shared

tenant service in the Kansas City, Missouri
area.

Acquired Telesource Communications, Inc., a customer
equipment sales and service provider in the Kansas

Missouri metropolitan area.

Launched St. Louis and Kansas City, Missouri and
Topeka, Kansas markets.

Completed a $115.0 million private offering of 14%

netes due June 2008 and 11%,000 warrants to purchase
1,409,734 shares of common stock.

Acquired TFSnet, Inc., a provider of Internet service
Kansas City, Missouri metropolitan area.

Acquired American Local, a communications provider
the Dallas, Texas metropolitan area.

Acquired Capital Communications Corporation, a customer
equipment sales and service provider based in the St.

Missouri metropelitan area.
Launched 11 Texas markets.

Sold $60.0 million of series F preferred stoék to an
affiliate of KKR, granted options to purchase an

$50.0 million of series F preferred stock, sold $10.0
million of series D preferred stock and redeemed $10.0
million of series C preferred stock and $8.6 million of
series E preferred stock.

Cbtained a $75.0 million debt facility for general

purposes of our subsidiaries and to finance
telecommunications equipment, inventory, network assets

back office systems. The facility was increased to

million during syndication in February 2000.
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March 2000 KKR exercised its options to purchase an additional
$50.0 million series F preferred stock.

March 2000 Filed a registration statement on Form S-1 with the SEC
for

an underwritten initial public offering of common
stack.

a7
FACTORS AFFECTING OPERATIONS

REVENUE. We generate most of our revenue from the sale of our voice and
data preducts, including local and long distance telephone service, Internet
access and customer premises equipment to small and mid-sized business customers
in various markets in Missouri, Kansas and Texas. Revenue from local services
consists of charges for basic local service and custom calling features. We
offer local telephone service at a discount to the competing incumbent provider
of telecommunications services and offer long distance service at flat
per-minute rates. We offer customer premises equipment and related services at
negotiated rates generally consistent with other competitors. We also offer data
services in select markets primarily at flat monthly rates. We expect that over
the near term these services will continue to be the principal components of our
revenue.

Our revenue consists of monthly recurring charges and usage charges. Monthly
recurring charges include the fees paid by our customers for lines in service,
additional features on theose lines and collocation space. Usage charges consist
of fees paid for each call made generally measured by the minute but alsc
measured by the call. Additiocnally, revenue from customer premises equipment
sales is recognized upon project completion.

OPERATING EXPENSES. OQur primary operating expenses are cost of services and
selling, general and administrative expenses.

COST OF SERVICES. Our cost of services includes the cost of leasing
unbundled network elements from the incumbent telephone company for combination
into Birch-branded voice services and purchasing the complete "bundle” of
traditional incumbent telephone company services for resale to our local service
subscribers. We lease local telephone network components to provide service for
our customers under an interconnection agreement with the incumbent telephone
company in our target markets. In markets where we have a local circuit switch,
we can avoid leasing the switch and related features from the incumbent
telephone company, which improves our gross margins.

Incumbent telephone companies typically charge both a start-up fee as well
as a monthly recurring fee for use of their central offices for collocation of
transmission equipment. Physically collocating our transmission equipment in or
near existing incumbent telephone company switching offices allows us to combine
leased digital subscriber lines with our data transmission switches to provide
high speed data services and, eventually, voice and data services over a single
digital subscriber line. We also invest in transmission and distribution
electronics equipment associated with our switches. All of these costs are
reflected in our cost of services.

Our primary long distance expenses are expenses associated with network
access and our leased long distance network. We purchase long distance capacity
from third party providers for all calls terminating outside of our network.

OQur primary expense associated with providing data services to our customers
is the cost of leasing transmission facilities. Our primary expense associated
with customer premises equipment is the cost of purchasing equipment from
manufacturers and labor for service and equipment installation.

SELLING, GENERAL AND ADMINISTRATIVE EXPENSES. Our selling, general and
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administrative expenses include selling and marketing costs and customer
service, billing, corporate administration, personnel and network maintenance
expenses.

We employ a direct sales force in each of our target markets. To attract and
retain a highly gqualified sales force, we offer our sales personnel a
compensation package that emphasizes commissions. We expect to incur significant
selling and marketing costs as we expand our operations.

We have implemented and continue to refine tailored systems for operations
support systems and other back office systems that provisicn and track customer
orders from peint of sale to the installation

ig

and testing of service, Along with the development costs of these systems, we
also incur ongoing expenses for customer service and billing systems. As our
strategy stresses the importance of personalized customer service, we expect
that our customer service department will become a larger part of our ongoing
administrative expenses. We also expect billing costs to increase as the number
of our customers and the call volume increase. We incur other costs and
expenses, including the coats associated with maintenance of our network,
administrative overhead, office leases and bad debt. We expect that these costs
will grow significantly as we expand our operations and that administrative
overhead will be a large portion of these expenses during the expansion phase of
our business. However, we expect these expenses to become a smaller percentage
of our revenue as we build our customer base.

We have experienced operating losses since inception as a result of efforts
to build our customer base, develop and construct network infrastructure, build
internal staffing, develop systems and expand into new markets. We expect to
continue to focus on increasing our customer base and geographic coverage.
Accordingly, we expect that cost of services, selling, general and
adminigtrative expenses, and capital expenditures will continue tc increase
significantly, all of which may have a negative impact on operating results. The

ojected increases in capital expenditures will ccontinue to generate negative
flows for at least the next several years as we develop and construct our
e and data networks. We may also be forced to cha.ge our pricing policies to
:spond to a changing competitive environment, and w cannot assure you that we
will be able to maintain our gross and operating margins. We cannot assure you
that growth in our revenue or customer base will continue or that we will be
able to achieve or sustain profitability or positive cash flows.

RESULTS OF OPERATIONS
BIRCH TELECOM, INC.
YEAR ENDED DECEMBER 31, 1999 COMPARED TO YEAR ENDED DECEMBER 31, 1998

REVENUE. Revenue increased 132.1% to $60.5 million fer 1999 compared to
526.1 million for 1998. The increase in revenue was principally a result of new
customer sales in new and existing markets and the acquisitions of Capital in
March 1999 and American Local in February 1999. As a percentage of total
revenue, communications services were 87.5% for 1999 and B3.5% for 1998, and
equipment sales were 12.5% for 1999 and 16.5% for 1998.

COST OF SERVICES. Cost of services increased 145.5% to $46.4 million for
1999 compared to $18.9 million for 1998. The increase in cost of services was
primarily the result of associated revenue increases. Gross margins increased
96.9% to $14.2 million (23.4% of revenue) for 19%% compared to $7.2 million
(27.6% of revenue) for 19%8. The decline in gross margin as a percentage of
revenue was principally the result of a greater percentage of revenue being
derived from resold local service during 19%% compared to 1%98. Additionally,
long distance margins declined as a result of competitive pricing pressures.

SELLING, GENERAL AND ADMINISTRATIVE EXPENSES. Selling, general and
administrative expenses increased 236.4% to $53.0 million for 1999 compared to
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$15.8 million for 1998. The increase in expense was primarily a result of
supporting and attracting customers in new and existing markets, market launches
in Texas and the acquisitions of Capital and American Local each of which
affected wages, rent and advertising expense. Additicnally, we had 935 employees
at December 31, 1999 compared to 345 employees at December 31, 1998. EBITDA, a
commonly used measure by securities analysts of earnings before deducting
interest, taxes, depreciation and amortizatjon, decreased 353.6% to a loss of
$38.9 million for 1999 compared to a loss of $8.6 million for 1998.

DEPRECIATION AND AMORTIZATION. Depreciation and amortization increased
369.2% to $10.8 million for 1599 compared to $2.3 millicn for 1998. The increase
in depreciation and amortization was
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primarily attributable to the depreciation of network assets added in our
markets and the amortizaticn of intangible assets related to acquieitions.

INTEREST. Interest expense increased 82.2% to $15.0 million for 1999
compared to $8.3 million for 1998. The increase in interest expense was
primarily a result of a full year of interest charges on our senior notes sold
in June 1998. Interest income remained virtually unchanged at $2.9 million in
1999 and 1998. Interest income is primarily derived from pledyed securities
purchased in connection with our senior notes.

NET LOSS. Net loss increased 281.3% to $61.8 million for 1599 compared to
$16.2 million for 1%9%8.

YEAR ENDED DECEMBER 31, 1998 COMPARED TO YEAR ENDED DECEMBER 31, 1997

REVENUE. Revenue was $26.1 million for 1998, resulting from the
acquisitions of Valu-Line, Boulevard, Telesource and TFSnet and new customer
sales from new markets. There was no revenue for 1997 because we were in the
developmental stage. In addition- to revenue generated as a result of
acquisitions in 1998, revenue was generated from the sale of local telephone
services t¢ ' customers.

COST QF %IRVICES. Cost of services and gross margin totaled $18.9 million
and $7.2 miiiion, respectively, for 1998 as a result of the associated revenue
increases.

SELLING, GENERAL AND ADMINISTRATIVE EXPENSES. Selling, general and
administrative expenses increased $14.0 million to $15.8 million for 1998
compared to $1.8 million for 1997. The increase in expense was primarily a
result of the Valu-Line, Boulevard, Telesource and TFSnet acquisitions and
cpening five new markets in 1998, Additionally, we expanded our engineering and
operations staff in preparation for switch deployment. EBITDA decreased 3B2.4%
to a loss of $8.6 million for 1998 compared to a loss of $1.8 million for 1997.

DEPRECIATION AND AMORTIZATION. Depreciation and amortization increased to
$2.3 million for 15%8 compared to $27,.000 for 1957, most of which was
attributable to the fixed and intangible assets acquired in the valu-Line,
Boulevard, Telesource and TFSnet acquisitions.

INTEREST. Interest expense was $8.2 million for 1998 primarily from
interest charges on the senior notes. There was na interest expense in 1997.
Interest income was $2.9 million in 1598 compared to $14,000 for 1997 primarily
as a result of invested funds received from the senior notes.

NET LOSS. Net loss was $16.2 million for 1998 compared to $1.8 million for
1997.

VALU-LINE COMPANIES, INC. (PREDECESSOR COMPANY)
YEAR ENDED DECEMBER 21, 19%7 COMPARED TO YEAR ENDED DECEMBER 31, 1398

REVENUE. Revenue increased 27.1% to $16.8 million for 1997 compared to

Copyright 2000 EDGAR Online, [nc (ver 1 01/2.0034 Page 40




BIRCH TELECOM INC /MO — 10-K405 - Annual Report Date Filed: 3/30/2000

$13.2 million for 1996. The increase was primarily a result of entering the
local service market in March 1997 and long distance volumes increasing faster
than the decline in long distance pricing. Customer premises equipment sales
were 18% of revenue, or 53.0 million, for 1997 compared te 159.1% of revenue, or
$2.5 million, for 1996.

COST OF SERVICES. Cost of services increased 35.4% to $11.8 million for
1997 compared to $B.7 million for 1996. The increase was primarily a result of
associated revenue increases. Groes margin increased 11.0% to $5.0 million, or
29.5% of revenue, for 1997 compared to $4.%5 million, or 33.8% of revenue, for
1996. The decrease in gross margin as a percentage of revenue was primarily a
result of low margins on resold local service, which started in March 19%7.
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SELLING, GENERAL AND ADMINISTRATIVE EXPENSES. Selling, general and
administrative expenses increased 14.2% to $4.1 million for 1997 compared to
$3.6 million for 1996. The increase in expense was primarily a result of sales
commissions related to increased business volumes and increas=d customer service
expenditures associated with the commencement of local service. EBITDA decreased
1.7% to $892,000 for 1997 compared teo $507,000 for 1996€. The decrease in EBITDA
was primarily a result of the start-up costs associated with offering local
service.

DEPRECIATION AND AMORTIZATION. Depreciation and amortization increased 9.6%
to $341,000 for 1997 compared to $311,000 for 1996.

INTEREST EXPENSE. Interest expense was 597,000 for 1997 compared to
$102,000 for 1996.

INCCME TRXES. Income taxes decreased 9.3% to $186,000 for 1997 compared to
$205,000 for 1996,

NET INCOME. Net income was $268,000 for 1997 compared to $289,000 for 1996.
LIQUIDITY AND CAPITAL P™ "OURCES

Qur total assets ir- sed to $§147.0 million at December 31, 1°99 from
$134.1 million at Dece .r 31, 1998. This increase was primarily rhe result of
capital outlays for expansion of ocur local and data networks and development of
operations support systems and automated back office systems, partially offset
by the use of cash to fund operations. At December 31, 19%%9, our current assets
of $38.8 million exceeded current liabilities of $25.4 million, resulting in
working capital of $13.4 million, representing a decrease of $36.3 million
compared to working capital of $49.7 million at December 31, 1998. At
December 31, 1998, our current assets of $61.1 million exceeded current
liabilities of $11.4 million. The decrease in working capital was primarily
attributable to the use of cash to fund operations and capital outlays for
expansion of our network, support systems and back office systems. Pledged
securities to satisfy interest payments on our senior notes amounted to
$23.4 million at December 31, 1999 and %37.8 million at December 31, 1998.

OPERATING ACTIVITIES. Net cash used in operating activities was
$53.2 million for the year ended December 31, 195% compared to $10.6 million for
the year ended December 31, 1998. Net cash used in operating activities was
primarily used teo fund our net losses of $61.8 million in 1999 and
$16.2 million in 1998.

INVESTING ACTIVITIES. Net cash used in investirg activities was
$31.8 million for the year ended December 31, 1999 compared to $67.1 million for
the year ended December 31, 1998. In 1999, net cash used in investing activities
was primarily used for the purchase of property and equipment related to the
expansion of our necworks, support systems and back office systems of
§41.4 million and acquisitions of $4.8 million, partially offset by net proceeds
from the sale of pledged securities of $16.1 million for the semi-annual
interest payments on the senior notes. Iu 1998, net cash used in investing
activities was primarily used for the purchase of pledged securities related to
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our senior notes of $44.2 million, acquisitions of $7.8 million and purchases of
property and equipment related to the expansion of the network, support systems

and back office systems of $21.6 million, partially offset by net proceeds from

the saleé of pledged securities of $7.7 millien.

FINANCING ACTIVITIES. Net cash provided by financing activities was
$50.3 million for the year ended December 31, 1999 compared to $117.3 million
for the year ended December 31, 1998. In 1999, net cash provided by financing
activities was primarily a result of $70.0 million in proceeds from the sale of
series D and series F preferred stock and borrowings of $10.0 million under our
senior credit facility, partially offset by the redemption of series C and
series E preferred stock of $18.6 million and the payment of financing costs
related to the series D and series F preferred stock and on our senior credit
facility of $8.8 million.

41

In 1998, net cash provided by financing activities was praimarily a result of
proceeds of $114.7 million from the private offering of our ssnior notes. These
senior noteg bear interest at a fixed rate of 14% per annum and are due in
June 2008. Subject to limitationa, we may redeem a portion of these senior notes
prior to their maturity date if we pay a designated premium. The indenture with
respect to the senior notes contains a number of restrictive financial and
operational covenants with which we must comply.

In February 2000, we increased the capacity of our $75.0 million senior
credit facility to $125.0 million. This credit facility provides for a
$25.0 million reducing revolver and $100.0 million in multi-draw term lcans. The
revolver is available for general corporate purposes of our subsidiaries and the
term loans are to be used to finance telecommunications equipment, inventory,
network assets and back office systems. The senior credit facility is secured by
a perfected first priority security interest in substantially all of our assets
and capital stock of ocur subsidiaries and contains a number of financial and
operational covenants with which we must comply. Among other things, the
covenants require us to maintain specified levels of revenue, EBITDA, ratio
levels and access lines and restrs our ability to incur additional
indebtedness, pay dividends, ente) o related party transactions or sell our
assets.

In March 2000, KKR exercised its options to purchase an additional
$50.0 million of our series F preferred stock.

The development and expansion of our business will continue to require
significant capital to fund capital expenditures, working capital and debt
service and will generate negative operating cash flows.

Our principal capital expenditure requirements will include:

- the purchase, installation, and expansion of switches and transmission
equipment for ocur local and data networks; and

- the further development of operations support systems and automated back
office systems.

We do not_believe that the growth of our long distance and customer premises
equipment business will require significant capital expenditures.

Our business plan calls for us to offer our services in an additional 20
markets before the end of 2001. We expect tc expand our operations in Texas and
into Oklahoma in the second quarter of this year and to commence service in the
regions served by Ameritech and BellSouth in 2001. We currently estimate that
the cash required to fund these capital expenditures will be approximately
$225.0 million over the next two years. We will need additional cash to fund ocur
working capital needs, debt service requirements and operating losses. Until we
begin to generate positive cash flow from operations, these liquidity
requirements will need to be financed with additional debt and equity capiral.
In addition, depending on prevailing capital market conditions, we may chocse to
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repurchase all or a portion of cur senicr notes. We believe that our current
regources, including availability under our senior credit facility, together
with the net proceeds from our proposed initial public offering, planned for the
second quarter of 2000, will be sufficient to satisfy our liquidity needs for at
least the next 12 wmonths.

Thereafter, we will need substantial additional capital to finance our
business plan. If our plans or assumptions change, if our assumptions prove to
be inaccurate, or if we experience unexpected costs or competitive pricing
pressures, we will be required to seek additional capital sooner than we
currently expect. In particular, if we elect to pursue acquisition opportunities
or open additional markets, our cash needs may increase substantially. We cannot
assure you that .our current projection of cash flow and losses from operations,
which will depend upon numerous future factors and conditions, many of which are
outside of our contrel, will be accurate. Actual results will almost certainly
vary materially from our current projections. The cost of expanding our network
services and sales efforts, funding

42

other strategic initiatives and operating our business will depend on a variety
of factors, including, among other things:

- the number of subscribers and the services for which they subscribe;
- the nature and penetration of services that we may offer;

- regulatory and legislative developments; and

the response of our competitors to their loss of customers to us and to
changes in technology.

We intend to seek additicnal debt and equity financing to fund our future
liquidity needs. We cannot assure you that we will be able to raise additional
capital on satisfactory terms or at all. If we decide to raise additicnal funds

through the incurrence of debt, our interest ‘igations will increase and we
may beccome subject to additional or more rest.: ve financial covenants. In
addition, the terms of our senior credit facji''  and our senior notes each

restrict our ability to obtain additiocnal deb. financing. If we decide to raise
additional funds through the issuance of equity, the ownership interests
represented by the common stock will be diluted. In the event that we are unable
to obtain additional capital cor to obtain it on acceptable terms or in
sufficient amounts, we may be required to delay the development of our network
and business plans or take other actions that could materially and adversely
affect our business, operating results and financial condition.

IMPACT QF THE YEAR 2000 ISSUE

The Year 2000 issue results from computer programs being written using two
digits rather than four to define the year. Any of ocur computer programs or
systems, or those of our suppliers, that have date-sensitive software may.
recognize a date using "00" as the year 1900 rather than the year 2000. This
could result in a system failure or miscalculation causing the disruption of
operations, including among other things:

- a temporary inability to process transactions;

- a temporary inability to send invoices;

- a temporary inability to engage in normal business activities; and

- interrupticns of customer care.

We did not experience any problems on January 1, 2000 and to date, we have
not experienced, nor are we aware of, any material Year 2000 issues with any of

our internal systems or our services, and we do not anticipate experiencing any
issues in the future. Further, we are unaware of any issues with our vendors,

Copvright 2000 EDGAR Online, [nc. (ver 1.01/2.003, Page 43




BIRCH TELECOM INC /MO - 10-K405 — Annual Report Date Filed: 3/30/2000

suppliers or customers that will materially affect us.

We believe that we have identified all major computers, software
applications and related equipment used in connecticon with our internal
operations that will need to be modified, upgraded or replaced to minimize the
possibility of a material disruption to our business. We have completed
assessing the potential impact of Year 2000 issues on these computers, equipment
and applications and have modified, upgraded and replaced major systems that we
believe have Year 2000 issues.

In addition to computers and related information, operation, and network
systems, the operation of office asystems, facilities and egquipment, such as fax
machines, security systems and other common office devicea, may have Year 2000
issues that have not yet surfaced. We will continue to monitor the performance
of these office systems, equipment and facilities.

We expect that we will be able to resolve any significant Year 2000 issues
we have identified with third party suppliers of components of
telecommunications services and our key subcontractors. However, bescause we have
no contrel over the actions of these parties, they may not remediate any or all
of the Year 2000 issues identified. Any failure of any of these third parties to
timely resclve Year
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2000 issues with either their products sold to us, or their systems could have a
material adverse effect on our business, operating results and financial
condition. In addition, the delivery of our services also depends on the
operation of the networks of many local exchange carriers and long distance
carriers with whom we must interact as part of ocur normal business operations,
but with whom we do not have formal contractual arrangements. Consequently,
failure of these carriers' networks to fully operate as a reault of Year 2000
issues could alsc affect cur operations. To our knowledge, none of these
networks experienced any problems on or since January 1, 2000.

Qur total cost to date to proactively address cour Yea- 000 issues has not
been material. The cost of addressing Year 2000 imsues is rted as a general
and administrative expense.

We believe we identified and resclved all Year 2000 issues that could
materially and adversely affect our business operations. However, for the
reasons discussed above, we believe that it is not possible to determine with
complete certainty that all Year 2000 issues affecting us have been identified
or corrected and we may not know that this is true for several months. As a
result, we believe that the following consequences are possible:

- operational inconveniences and inefficiencies for us that will divert our
management's time and attentien and our financial and human resources from
ordinary business activities;

- business disputes and claims for pricing adjustments or penalties by our
customers due to Year 2000 issues, which we believe will be resolwved in
the ordinary course of business; and

- business disputes alleging that we failed to comply with the terms and
conditions of contracts or industry standards of performance that result
in litigation or c¢ontract termination.

We developed contingency plans to be implemented if our efforts to identify
and correct Year 2000 issues affecting cur internal systems were ineffective. We
nave adopred the Year 2000 contingency plans as our standard operational
contingency plans. Our <ontingency plans are designed tc minimize the
disruptions or other adverse effects. Qur plans include:

- accelerated replacement of affected equipment or software;

- short to medium-term use of backup equipment and software;
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- increased work hours for ocur personnel; and

- use of contract personnel Lo correct on an accelerated schedule any Year
2000 issues that arise or to provide manual workarounds for informaticn
aystems.

Cur implementation of any of these contingency plans could regquire us to
expend additicnal funds and could have a material adverse effect on our
business, operating results and financial condition. Our efforts in this regard,
if necessary, will be to minimize expense asgsociated with the implementation and
use of any contingency planning with our objective to employ the least costly
plan necessary to address the relevant operational issues.

IMPACT OF INFLATION

We do not believe that inflation has had a significant impact on our
congolidated cperations.

SEASONALITY
Qur husinese is not considered to be geascnal.
RECENTLY ISSUED ACCOUNTING STANDARDS

In June 1998, the FASB issued SFAS No. 133, "Accounting for Derivative
Instruments and Hedging Activities," which supersedes SFAS No. B0, "Accounting
for Futures Contracts,” SFAS No. 105,
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"Disclosure of Information About Financial Instruments with Off-Balance-Sheet
Risk and Financial Instruments with Concentration of Credit Risk," and SFAS
No., 119, "Disclosures about Derivative Financial Instruments and Fair Value of
Financial Instruments,” and alsc amends some aspects of other SFAS's previously
issued, SFAS No. 133 establishes accounting and reporting standards fr-
derivative instruments and hedging activities. It requires that an e

recognize all derivatives as either assets or liabilities in the bala sheet
and measure those instruments at fair value. SFAS No. 133 is effecti - .ior our
consolidated financial statements for the year ending December 31, 20ul. We do
not expect the impact of SFAS No. 133 to be material in relation to our
consolidated financial statements.

ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

We do not have operations subject to risks of foreign currency fluctuations,
nor do we use derivative financial instruments in our operations or investment
portfolic. Our earnings are affected by changes in interest rates as ocur
long-term debt under cur senior credit facility has variable interest rates
based on either the prime rate or LIBOR. Our exposure to variable interest rate
risk during 1999 was insignificant due to our level of floating rate borrowings.
However, if interest rates for our long-term debt under our seniocr credit
facility had averaged 10% more and the full amount availablie under cur senior
credit facility had been cutstanding for the entire year, our interest expense
would have increased, and loss before taxes would have increased by
$12.% milltion for the year ended December 31, 1%99. These amcunts are determined
by considering the impact of the hypothetical interest rates on our borrowing
cost and outstanding debt balances. These analyses do not consider the effects
of the reduced level of overall economic activity that could existing in this
environment. Further, in the event of a change of this magnitude, management
would likely take actions to further mitigate our exposure to the change.
However, due to the uncertainty of the specific actions that would be taken and
their possible effects, the sensitivity analysis assumes no changes in our
financial structure. We had 5114.7 million of senior notes outstanding as of
Decembeyr 31, 1999. These notes bear interest at a fixed rvate of 14% and are not
subject to risk from interest rate fluctuations.
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ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

For information required by Item 8, refer to the consolidated financial
statementsg included in the Financial Statements and Financial Statement Schedule
gsection filed as part of this document.

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

None.
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PART III
ITEM 10. DIRECTCRS AND EXECUTIVE OFFICERS OF THE REGISTRANT
DIRECTORS, EXECUTIVE OFFICERS AND OTHER KEY EMPLOYEES
The following table sets forth information concerning our directors,

executive officers and other key personnel, including their ages as of
March 23, 2000:

NAME AGE POSTTION

Richard A. Jalkut 111 Chairman of the Board

David E. Scotb.............. 0o o 40 President, Chief Executive Officer and Director

Donald H. Goldman 40 Executive Vice President and chief Operating Qfficer

David M. Hollingsworth................. 35 Senior Vice President of Financial Operations

Gregory C. Lawhon....... ..o ivvinnuaa.. 40 Senior Vice President of Public Policy and General

Counsel

Bradley A. Moline...................... 33 Senior Vice Preaident of Finance and Chief Financial
. Officer

Jeffrey D. Shackelford................. . 39 Senior Vice President of Sales

David W, Vranicar...................... 4 Senior Vice President and Chief Information Officer

Renry H. Bradley.............. 00 54 Director

Adam H. Clammer.................cvnnens 29 Director

Mory Bjabat.............. .0t 49 Director

Jamea H., Greene, Jr.................... 49 Director

Henry R, Kravis................cniviuns 55 Director

Alexander Navab, Jr. kK Director

Thomas R. Palmer. . oo 33 Director

George R. RODEYTE. .. ........0voivievrans 56 Director

RICHARD A. JALKUT is our chairman of the board and has been a director since
March 2000. Since 1997, he has been president and chief executive officer of
Pathnet, a privately held telecom company. From 1994 to 19%%7, Mr, Jalkut was the
president, chief executive officer and chairman of the board of Nynex
Telecommunications Group. From 1991 to 1994, he was the president, chief
executive officer and chairman of the board of New York Telephone Company, and
from 1990 te 1991, he was the executive vice president and chief operating
officer.

DAVID E. SCOTT, a co-founder and director, is also our president and chief
executive officer. Mr. Scott has 17 years of managerial experience in the
telecommunications industry. Prior to joining us, Mr. Scott was president and
general manager of Kansas City FiberNet, a competitive local exchange carrier
owned jointly by the country's two largest cable operators, TCI and Time Warner.
Prior to his tenure at Kansas City FiberNet, Mr. Scott was vice president of
strategic development for Sprint, responsible for developing investment plans in
the competitive local exchange, wireless {(PCS) and international marketplaces.
Mr. Scott also served as director of strategic planning for Sprint from 1988 to
1991. Mr. Scott also serves as a director of BizSpace, Inc., an Internet
publishing and E-commerce company he co-founded with Donald H. Goldman.
BizSpace, Inc. produces web sites that serve as on-line trade publications.
Their first website, www.clec.com, serves the competitive local exchange carrier
industry. Mr. Scott holds a Bachelor of Science degree in electrical
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engineering, SUMMA CUM LAUDE, from the University of Missouri and a Master of
Business Administration degree from the University of Chicagec.

DONALD H. GOLDMAN joined us in March 1998 as senior vice president of
Internet services and is currently our executive vice president and chief
operating officer. Mr. Goldman has over 15 years of managerial experience in the
telecommunications industry. Prior to joining us, Mr. Goldman served as
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vice president, corporate development at Sprint where he developed strategy and
managed the acquisition of companies in the areas of systems integration,
Internet telephony, and wireless (PCS) services among others. While at Sprint,
Mr. Goldman led the team that founded Sprint PCS. Mr. Goldman also serves as
chairman of the board of BizSpace, Inc. Mr. Goldman holds a Bachelor of Arts
degree, with honors, from Johns Hopkins University and a Master of Business
Administration degree from the University of Chicago.

DAVID M. HOLLINGSWORTH joined us in February 2000 as senior vice president
of financial operaticns. Prior to joining us, from 1998 to February 2000,
Mr. Hollingsworth was the vice president of finance and corporate development
for GST Telecommunications. From 1997 to 1998, Mr. Hollingsworth was a
telecommunications analyst at George K. Baum and Company. From 1993 through
1996, Mr. Hollingsworth served as director of finance and administration for
Kansas City FiberNet. Before FiberNet, Mr. Hollingworth was a mergers and
acquisitions manager for Sprint Corporation. Mr. Hollingsworth holds a Bachelor
of Arts in Business Administration, CUM LAUDE, from Washington State University.

GREGORY €. LAWHON joined us in January 1997 as senior vice president of
public policy and general counsel. Prior to joining us, Mr. Lawhon practiced law
for twelve years with the 90-lawyer Kansas City firm of Spencer Fane Britt &
Browne. A partner in the firm since 1590, he was head of the firm's
communications and media group and a member of its businegs group. Mr. Lawhon's
areas of practice were mergers and acquisitions, with an emphasis on
communications industry acquisitions, cable television franchising, and
commercial and regulatory issues with respect to the telecommunications
industry. Mr. Lawhon holds a Bachelor of Arts degree in Economics, MAGNA CUM
LAUDE, from Vanderbilt University, and a law degree “rom Columbia University,
where he was a Harlan Fiske Stone Scholar.

BRADLEY A. MOLINE jeoined us in July 1997 as senior vice president of finance
and chief financial officer. From 1%94 to 1997, Mr. Moline was the treasurer and
chief financial officer of Covenant Transport, Inc., a transportation company in
Chattanooga, Tennessee that became publicly traded during his tenure. Prior to
joining Covenant Transport, Mr. Moline worked for Ernst & Young LLP in Kansas
City, Missouri and Grant Thornton in Lincoln, Nebraska, providing customer
services in the auditing and consulting areas. Mr. Moline holds a Bachelor of
Adminigstration degree in Business Administration, with distinction, from the
University of Nebraska and is a certified public accountant.

JEFFREY D. SHACKELFORD, a co-founder, is senior vice president of sales.
Mr. Shackelford has 13 years of experience in the telecommunicatiens industry.
Prior to joining us, Mr. Shackelford served as director of sales and marketing
for Kansas City FiberNet. Prior to joining Kansas City FiberNet,
Mr. Shackelford was the Branch Manager for Sprint‘'s commercial sales office in
Kansas City and was responsible for sales and service of small tc large business
customers. During his tenure at Sprint, which began in 1988, Mr. Shackelfcrd
also developed the long distance industry's first PC-based call management
system, FONVIEW. Mr. Shackelford holds a Bachelor of Science degree in Computer
Science from the University of Kansas.

DAVID W. VRANICAR joined us in March 19%7 and serves as senicr vice
president and chief information officer. Prior to joining us., Mr. Vranicar was
vice president, internatiocnal business development, at Sprint. Before joining
Spriat in 1992, Mr. Vranicar was vice president, Asia/Pacific operations, at
MPSI Systems Private Ltd., based in Singapocre. MPSI 15 a software and
information services company that develops and markets decisions-support
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software and databases to major retail companies. Mr. Vranicar was the company's
genior executive in the Asia/Pacific division, directing a staff of
approximately 80 engaged in scoftware development, computer graphics, and
customet technical support. Mr. Vranicar holds a Bachelor of Business degree in
Marketing, with honors, from the University of Texas at Austin, and a Master of
Business Administration degree, with distinction, from the University of
Michigan at Ann Arbor.
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HENRY H. BRADLEY has been a director since January 1997. He is the chairman
of the board of News-Press & Gazette Company, or NPG, cone of our co-founders.
NPG is a family-owned company that owns and operates a daily newspaper, cable
television systems, network affiliate broadcast televigion stations and FM and
AM radic stations. Mr. Bradley has held a number of other positions with NPG
since joining NPG in 1971, including terms as the editor and publisher of the
St. Joseph Newa-Press. Mr. Pradley holds a Bachelor's degree from the University
of Missouri.

ADAM H. CLAMMER has been a director since August 1999. Prior to joining KKR
in 1995, he was with Morgan Stanley & Co. in its mergers and acguisitions
department. At KKR, Mr. Clammer has been involved in investments in Intermedia
Communications, Inc., CAIS Internet, Inc., Zhone Technclogies, RELTEC and
Borden. He is also a director of AEP Industries, Inc. and a number of private
companies.

MORY EJABAT has been a director since March 2000. Since September 1959,
Mr. Ejabat has been the chairman and chief executive officer of Zhone
Technologies, Inc. Prior te joining Zhone, Mr. Ejabat served as the president
and chief executive officer of Ascend Communications, Inc. from June 1995 to
June 1999. Before becoming the president and chief executive officer of Ascend
in 1995, Mr. Ejabat had served as vice president, operations from 1990 to 1992
and as executive vice president from 1%%2 to 1995.

JAMES H. GREENE, JR. has been a director since August 1999 and is a member
of the limited liability company which serves as the general partner of KKR and
a general partner of KKR Aasociates. He is also a director of Accuride
Corporatiocn, QOwens-Illineis, Inc., Safeway Inc., Shoppers Drug Mart, Inc.,
Intermedia Communications, Inc., CAIS Internet, Inc., Tenovis, formerly a
division of Bosch Telecom, and Zhone Technoclogies.

HENRY R. KRAVIS has been a director since March 2000. He is a founding
partner of KKR and since January 1996 a managing member of the executive
committee of the limited liability company that serves as the general partner of
Kohlberg Kravis Roberts & Co., L.P. He is also a director of Accuride
Corporation, Borden, Inc., The Boyds Collection, Ltd., Eventlo Company Inc., The
Gillette Company, IDEX Corporation, KinderCare Learning Centers, Inc., KSL
Recreation Group, Inc., Owens-Illinois, Inc., PRIMEDIA Inc., Regal Cinemas,
Inc., Safeway, Inc., Sotheby's Holdings, Inc., Spalding Holdings Corporation,
and TI Group ple. Messrs. Kravis and Roberts are first cousins.

ALEXANDER NAVAB, JR. has been a director since August 15%%. He has been an
executive of KKR and a limited partner of XKR Associates since 1993. From 1951
to 1993, Mr. Navab was an associate at James D. Wolfenschn, Inc. He is also a
director of Borden, Inc., KSL Recreation Group, Inc., Intermedia Communications,
Inc., CAIS Internet, Inc., Tenovis, formerly a division of Bosch Telecom, and
Zhone Technoicgies.

THOMAS R. PALMER has been a director since April 1999. Since June 1997,
Mr. Palmer has been a general partner at Kansas City Equity Partners, and
focuses on investments in the telecommunications and information technology
sector. He joined the firm in August 1995. Prior to joining Kansas City Equity
Partners, he held positions at Ameritech and Trans National Group. Mr. Palmer
also serves on the boards of Net Sales, Vroom and several other private
companies. Mr. Palmer is a graduate of Dartmouth College and the Kellogg School
of Management at Northwestern University.
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GEORGE R. ROBERTS has been a director since March 2000. He is a founding
partner of KKR and since January 1996 a managing member of the executive
committee of the limited liability company that serves as the general partner of
Kohlberg Kravis Roberts & Co., L.P. He is also a director of Accuride
Corporation, Borden, Inc., The Boyds Ccllection, Ltd., Evenflc Company Inc.,
IDEX Corporation, KinderCare Learning Center, Inc., KSL Recreation Group, Inc.,
owens-Illinois, Inc., PRIMEDIA Inc., Regal Cinemas, Inc., Safeway, Inc. and
Spalding Holdings Corporation. Messrs. Kravis and Roberts are first cousins.
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SECTION 16(A) BENEFICIAL OWNERSHIP REPORTING COMPLIANCE

During the year ended December 31, 1999, we did not have equity securities
registered pursuant to Section 12 of the Exchange Act and this item is,
therefore, non-applicable.

ITEM 11, EXECUTIVE COMPENSATION
DIRECTOR COMPENSATION

Directors who are also our executive officers do not receive any additional
compengation for serving as members of the board of directors or any of its
committees. Beginning in 2000, non-employee directors are expected to receive a
cash stipend of $5,000 payable annually and reimbursement of expenses for
sexving on the board of directors and any committees of the board, as well as an
annual option to purchase 5,000 shares of common stock. Each non-employee
director currently on the board will receive an option to purchase
10,000 shares of common stock upon completion of our initial public cffering at
the offering price. These options will vest in equal annual installments over
the next four years. In additicon, Messrs. Ejabat and Jalkut each received on
March 22, 2000 an additional option to purchase 30,000 shares of common stock ac
an exercise price of $§7.50 per share. These optiona will vest in equal annual
installments over the next two years.

COMPENSATION OF EXECUTIVE OFFICERS

The following table sets forth the cash and non-cash compensation paid or
incurred on our behalf to our chief executive cfficer and each of the four other
most highly compensated executive officers that earned more than $100,000 during
1999:

SUMMARY COMPENSATION TABLE

LONG- TERK
CCMPENSAT ION
AWARDS

-------------------------- SECURITIES UNDERLYING  ALL OTHER

HAME AND CTHER ANNUAL OPTIONS COMPENSATION

PFRINCIPAL POSITION YEAR SALARY (S BONUS (51 COMPENSATION 5} (L1} i§) (2}

David E. Scoet...... .. ........ 1999 203, 846 - - 200, 000 8,15)
President and Thief 1994 175,000 oo oo 1.082,2362 1. 000
Executive Officerill 1997 164,90+ e oo -- ..

Oonald H. Goldman. ... .. ..., 199§ 192, 892 == - 150,000 7,718
EX@CUT Ive Vice President 1998 101,144 .- .- 263,750 .-
and Chief 1957 .- = -

Operating Officer:d!

Gregory C. Lawhoh. boaosaoca 1999 184,615 - .- 75,000 7,388
senlar Vice Presadent of 1998 175,000 oo oo 328,863 5,188
Public Policy and General 1997 1€4, 904 - .-
Counsel ¢ 1)

Davaid W. Vramicar. ... . 1999 177,331 o0 ao 75,000 7.092
Semior Vice Pregident 1998 1502, 000 o= == 274,052 6,0C0
and Chief [nforwation 1997 118,269 =e == . ==
13 3803 XL

Stegphen L Sauder s . 1999 216,561 . . - - 4,663
vice Pres:ident € 1998 226,471 == = 2o

1987 L34, 52" 128 £6"
L
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{1} Includes options to purchase shares of our common stock, which were issued
under our 1998 employee stock option plan. Prior to the private placement of
our series B preferred stock, we were a party to various stock option
agreements with our employees, all of which were governed by our 1987 stock
option plan. In connection with the 1998 private placement of series B
preferred stock, the 1$97 stock option plan was replaced with the 1998 stock
option plan, and all stock option agreements governed by the 1997 stock
option plan were terminated. Options issued to the members of management
during 1998 were granted under our 1998 employee stock option plan and were
exercisable immediately on grant at an exercise price of $0.001 per share.
The shares issued under these options vest over a four-year period, at a
rate of 6.25% per quarter. Options issued during 1999 were alsoc granted
under our 1998 stock option plan and vest 25% at the first anniversary of
the grant, then 6£.25% per quarter thereafter. All stock options have been
adjusted to reflect a stock dividend made on June 23, 1558. Holders of
exercised options have voting power with respect to all shares of common
stock underlying the options. Upon termination of employment, we have the
right to repurchase all optiona which have not vested as of that date,
subject to some exceptions.

(2) Reflects matching contributions made by us under ocur 401(k} plan.

(3) Reflects compensation paid to Messrs. Scott and Lawhon commencing in
January 1937.

{4) Mr. Goldman joined us in March 1998 as senior vice president of Internet
gervices. In August 199% Mr. Goldman was named senior vice president of
operations and chief cperating officer.

(5} Reflects compensation paid toc Mr. Vranicar commencing in March 1997.
{6) Mr. Sauder joined us after the Valu-Line acquisition and currently serves as
vice president. Compensation listed was paid by Valu-Line from January 1997
to February 1998.
50
OPTIONS GRANTS
The following table seta forth summary information regarding option grants
made during 1999 to our chief executive officer and each of our four other
highly paid executive officera. The exercise price per share is equal to the

fair market value of our common stock on the date of grant as determined by our
board of directors:

PCTENTLAL

FEALIZAELE VALUE
AT ASSUMED
INDIVIDUAL GRANTS ANNUAL RATES QF STOCK
......................................................... FRICE
NUMRER OF & OF TOTAL APPRECIATION FOR
SECURITIES DPTIONS OFT 10N
UNDERLY ING GRANTED TO EXEPCISE GR TEFM(3)
- SPTIONS EMFLOYEES IN BASE PRICE EXPIRATION - ------r-vommcrmmcr e
NAME GRANTED (41 L1] FISCAL YEAR(Z: 1S /SHARE ! DATE 58051 108 {5)
David E. Scotc 5000000000000 00 200,000 11.4% 4.50 13/7/29 566,.00% I.4)4, 368
Jonald H. Goldman. .. . .. ... . . 50,000 2 8% 1.20 1715709 94,334 219,061
130,000 3.4% 4.50 (LR ] 424,504 1,075, 77¢
Sregory . Lawhon. 0 B 75,000 4.3V 4.50 1Q/7/09 212.25%2 517,888
4 1.

David W, Vranicar, o - 78,000

n
Stephen L. Sauder o

50 s /09 312,252 537,888

(1} Options granted to purchase shares of our common stock were made under our
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1998 employee stock option plan. In the event that a purchaser ceases to
provide service to us and our affiliates, we have the right to repurchase
any of that person's unvested shares of common stock at the original option
exercise price. Generally, these cptions vest 25% on the first anniversary
of the grant date and quarterly thereafter at a rate of 6.25%.

(2) The percentage of total options was calculated based on options to purchase
an aggregate of 1,794,800 shares of common stock granted to employees under
the 1998 stock option plan in 1999.

(3) The potential realizable value was calculated based on the ten-year term of
the options and assumed rates of stock appreciation of 5% and 10%,
compounded annually from the date the options were granted to their
expiration date based on the fair market value of the common stock on the
date of grant.

g1
1998 EMPLOYEE STOCK OPTION PLAN

Under our 1998 employee stock option plan, as amended, options to purchase
shares of our common stock in the form of both incentive stock options and
nonqualified stock options were granted to our employees or employees of certain
of our subsidiaries. A total of 7,720,845 shares of our common stock were
reserved for issuance under this option plan. Aa of December 31, 1999, options
to acquire 2,030,850 shares were issued and outstanding with a weighted average
exercise price of $3.57 per share. These options generally vest 25% per year
over four years from the date of grant. Under a resolution of our board of
directors, no new options may be granted under this option plan.

401 (K) PLAN

We have adopted a tax-qualified employee savings and retirement plan, or
401 (k) plan, covering all of our full-time employees. Under the 401 (k) plan,
employees may elect to reduce their current compensation up to the statutorily
prescribed annual limit and have the amount of the reduction contributed to the
401{k) plan. The 401(k) plan is intended to gualify under Section 401 of the
Code sc that contributions by employees to the 401(k) plan and income earned on
plan contributions are not taxable to employees until withdrawn from the 401 (k)
plan. The trustees under the 401 (k) plan, at the direction of each participant,
invest the participant's assets in the 401(k) plan in selected investment
options.

1999 OPTION VALUES

The following table shows for the fiscal year ended December 31, 1999,
information regarding options granted to, exercised by, and held at year end by,
our chief executive officer and each of our four other most highly paid
executive officers during 1999:

NUMBER OF SECURITIES VALUE OF
UNDERLYING UNEXERCISED
UNEXERCISED OPTIONS{N) IN-THE-MCNEY OPTIONS(3S)
SHARES WALUE =~ -e-mmrrecmiieem i ©$9°5000P000000000000000
ACCUIRED ON REALIZED . UNEXERCISABLE
HAME - EXERCISE (M} {1} (§) (21 EXERCISABLE I™NEXERCISABLE ()] EXERCISABLE 23 (3
David E. Scott......... .. 263,091 1.872. 916 == T¥l, 953 oo 5,019,060

Donald H. Goldman s 65.938 494,465 12,500 335,859 168,750 1,562,547
Gregory C. Lawhon. .. .. ... 82,218 616,516 ao 259,585 ao 1.612.206
David W. Vranicar coo 668,.51) 513,779 = 229,154 oo 1,181,003

Stephen L Sauder

Copyright 2000 EDGAR Onlwie, [n¢. (ver 1.01:2.003} ‘ Page 5!




BIRCH TELECOM INC /MO - 10-K405 — Annual Report Date Filed: 3/30/2000

{1} For purposes of this table alone, "exercise"” means an employee's acquisition
of shares of common stock which have already vested, "exercisable" means
cptions to purchase shares of common stock which are subject to exercise and
"unexercisable"” means all other options to purchase shares of common stock.

{2) Amcounts shown under the "Value Realized" and "Value of Unexercised
In-the-Money Options" are based upon the estimated December 31, 1999
estimated fair market value of our common stock of $7.50 per share minus the
per share exercise price multiplied by the number of shares underlying the
option.

(3) Includes options to purchase shares of common stock, which were issued under
the 1998 employee stock option plan. Opticns issued during 1998 under the
1998 employee stock option plan were granted at an exercise price of $0.001
per share. Options issued during 1999 under the 1%98 stock
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option plan were granted at an exercise price of $4.50 per share. All
optiona vest 25% on the first annjversary of the grant date and quarterly
thereafter at a rate of 6.25%.

EMPLOYMENT AGREEMENTS

Each of Messrs. Scott, Goldman, Lawhon, Moline, Shackelford and Vranicar
entered into an amended and restated employment agreement with us in October
1999. In addition, Mr. Sauder entered into an employment agreement with us in
February 1998, and Mr. Hellingsworth entered into an employment agreement with
us in February 2000.

The base salary under each of these agreements is $200,000 per year, except
that Mr. Scott's base salary is $250,000 per year, Mr. Goldman's is $225,000 per
year and Mr. Sauder's is $213,000 per year. Each of the executives is eligible
for a bonus based on achievement of performance criteria established by the
board for that executive.

Each of the employment agreements providea that upon termination of
employment by us, other than for cause, disability or death, or termination of
the employment by the executive for good reascn, we will pay the executive the
following severance. We will pay the executive's salary for the remainder, if
any, of the calendar month in which the termination is effective and, in the
case of each of Messrs. Scott, Vranicar, Shackelford and Goldman, 24 calendar
months thereafter and, in the case of each of Messrs. Lawhon, Sauder,
Hollingsworth and Mcline, 12 calendar months thereafter. In addition, we will
pay each executive his prorated targeted incentive compensation for the year
during which the termination is effective plusg, in the case of each of
Messrs. Scott, Vranicar, Shackelford and Goldman, two times the executive's
targeted incentive compensation for that year, and, in the case of each of
Messrs. Lawhon, Hollingsworth and Moline, the full amount of the executive's
targeted incentive compensation for that year. Upon termination of employment
for disability, we will pay the employee's salary through the remainder of the
calendar month during which the termination is effective and for the lesser of
{1} six calendar months thereafter or (2) the period until disability insurance
benefits commence. Upon termination of employment from death, we will pay the
employee's salary through the end of the calendar month in which his death
occurs. Each agreement provides for noncompetition, nonsolicitation and
nondisclesure covenants.

COMPENSATION COMMITTEE INTERLOCKS AND INSIDER PARTICIPATION
None of the members of the compensation committee of the board of directors
is currently or has been, at any time since our formation, our officer or

employes .

REPORT OF THE COMPENSATICON COMMITTEE OF THE BOARD OF DIRECTORS
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The following is a report of the Compensation Committee of our Board of
Directors (Committee), describing the compensation policies applicable to our
executive cofficers during the figcal year ended December 31, 1999.

GENERAL POLICIES

The Committee is responsible for assisting the Chief Executive Officer (CEQ)
in devising general compensation policies and compensation plans, as well as the
specific compensation levels for individual executive officers. The Committee
also administers the stock option, employee stock purchase and-401 (k) plans and
determines the terms and conditions of grants thereunder. The Committee consists
of Messrs. Bradley, Greene, Navab and Mr. Scott, Birch's CEQ. Prior to his
departure from the board in August 1999, Ian Bund was a member of the Committee.
Mr. Scott does not participate in Committee deliberaticns or decisions invelving
his own compensation.
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The goals of the Committee are to:
- align compensation with business cbjectivea and performance;

- adopt policies that enable us to attract, retain and reward executive
officers and other key employees who contribute to Birch's long-term
guccess; and

- motivate executives and employees as we seek to enhance long-term
stockhelder value..

In order to meet these goals, the Committee has adopted the following
pelicies:

- Offer pay that is competitive with the practices of the leading
telecommunications companies with which compete for talent. To ensure that
pay is competitive, the Committee regularly compares its pay practices
'ith these companies and sets it pay parameters based on this review.

w-intain annual incentive opportunities sufficient to provide motivation
te achieve specific operating goals and to generate rewards that bring
total compensation to competitive levels.

- Provide significant equity-based incentivea for executives and other key
employees to ensure that they are motivated over the long-term. The
Committee wants Birch's executives and employees to respond to business
challenges and opportunities as owners and not just as employees.

The compensaticn mix offered to employees reflects a balance of annual cash
payments, consisting of base salary and incentive bonus payments and long-term
stock-based incentives in the form of stock optiens.

BASE SALARIES

The salary component of executive cocmpensation is based on the executive's
level of responsibility for meeting targeted cbjectives and their overall
perfeormance. Base salaries for executives are reviewed and adjusted at least
annually based on information regarding competitive salaries, the results of
industry compensation surveys, individual experience and performance.

CASH BONUSES

Qur incentive program for executive officers provides direct financial
incentives in the form of cash bonuses based on previous year performance.

STOCK CPTIONS

The Committee's long-term incentive program is centered around the granting
of stock options under the 19%8 Stock Option Plan. These stock options, which
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typically have vesting periods of four years, encourage key employees to
continue their service with Birch and motivate their performance. Executive
officers receive significant equity incentives to build long-term stockholder
value. Grants are made at 100% of fair market value on the date of grant.
Employees receive value from these grants only if Birch's common stock
appreciates over the long-term. The size of option grants is determined based on
competitive practices at leading companies in the telecommunications industry
and our philosophy of linking executive compensation with stockholder interests.
The Committee believes this approach creates an appropriate focus on longer term
objectives and promotes executive retention.

COMPENSATION OF THE CHIEF EXECUTIVE OFFICER

Mr. Scott has served as Birch'a President and CEQO since inception. In
February 1998, Mr. Scott entered into an employment agreement, the terms of
which are described in more detail in "Employment Agreements."
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During fiscal 1999, Mr. Scott received aggregate salary of $203,846, which
reflects the August 1999 increase in Mr. Scott's base galary from $175,000 to
$250,000. In addition, Mr. Scott was granted options to purchase an aggregate of
200,000 shares of our common stock in 1999. This compensation reflects the
August 1999 increase in Mr. Scott's base salary from $175,000 to $250,000,

Mr. Scott did not receive a cash bonus in 1999. In reviewing the compensation
paid to Mr. Scott in 1999, the Committee considered a number of factors,
including competitive market compensation packagea, Mr. Scott's past performance
and the responsibilities he has agsumed as CEC. Based on its internal review and
informal information reviewed by the Committee, the Committee believes that the
bage palary level for Mr. Scott is commensurate with salaries paid to chief
executive officers of comparable companies in similar industries.

Overall, the Committee believes that Mr. Scott is being appropriately
compensated in a manner that is consistent with the long-term interests of
stockholders.

CONCLUSION

A significan portion of the Committee's compensation program, including
Mr. Scott's compensation, are contingent on individual performance, and the
realization of benefits is closely linked to increases in long-term stockholder
value. The Committee remains committed to this philosophy of pay for
performance, recognizing that the competitive market for talented executives and
the volatility of the Company's business may result in highly variable
compengation for a particular time pericd.

The members of the Committee submit the foregoing report.
COMPENSATION COMMITTEE:
Henry H. Bradley
James H. Greene, Jr.
Alexander Navab, Jr.
David E. Scott
ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

The following table provides summary information regardiné the beneficial
ownership of our outstanding capital stock as of March 23, 2000 for:

- each person or group who beneficially owns more than 5% of our capital
stock on a fully diluted basis;

- each of the executive officers and the former executive officer named in
the Summary Compensation Table;

- each of our directors; and
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- all of our directors and executive officers as a group.

Beneficial ownership of shares is determined under the rules of the
Securities and Exchange Commission and generally includes any shares over which
a person exercises gole or shared voting or investment power. Except as
indicated by footnote, and subject to applicable community property laws, each
perscn identified in the table possesses sole voting and investment power with
respect to all shares of common stock held by them. Shares of common stock
subject to options currently exercisable or exercisable within 60 days of
March 23, 2000 and not subject to repurchase as of that date are deemed
outstanding for calculating the percentage of outstanding shares of the person
holding these options, but are not deemed outstanding for calculating the
percentage of any other person. Unless otherwise

5SS

noted, the address for each director and executive officer is c¢/o Birch
Telecom, Inc., 2020 Baltimore Avenue, Kansas City, Missouri 64108.

NAME AND ADDRESS OF NUMBER OF SHARES
BENEFICIAL OWNER (A) BENEFICIALLY OWNED

DIRECTORS AND EXECUTIVE OFFICERS:
Richard A. Jalkat{c)............. 26,667 -- -- - - --
David E. Scott............ ... .... 1,190,768 - 189,900 oo --
Donald H. Goldman................ 263,750 -~ -- -- S.5
Gregory C. Lawhen.......... pocooa 380,137 49,453 oo eo --
Bradley A. Moline(d)....... 0ooaoa 297,932 74,509 -- -- --
Jeffrey D. Shackelford........... 794,162 -- 126,600 .- --
David W. Vranicar........,. Goooao 316,780 36,266 oo oo --
Henry K. Bradley(el.............. -- 1,978,128 1,582,500 133,333 oo
Adam H. Clammer(f)(1)........... -- .- -- -- 23,596,492
Maory Ejabat(c) ‘6,687 -- -- -- -
James H., Greene, Jr.(f)(1l)....... -- -- 2o - 23,596,492
Henry R. Kravis (£} (1l)........... -- - - - - -- 23,596,492
Alexander Navab, Jr.{f)({1}....... - - - - -- -- 23,596,492
Thomas R. Palmeri{g)l(m)........... -- 945,108 -- 666,667 oo
George R. Roberts(f){(1).......... oo -- -- -- 23,596,492
Stephen L. Sauder{h)............. -- BS, 719 4,089,575 -- --
All directors and executive

cfficera a8 a group (16

PETEBONB} . .. o oii et i ie e 31,336,862 3,169,182 s,988,575 1,000,000 23,596,492

5% OWNERS:
News -Press & Gazette Company(i).. -~ 1,648,438 1,582,500 222,222 ==
Advantage Capital Migssour:

Partners I, L.P.{j)............ - - 1,318,750 =0 145,550 - -
Advantage Capital Missouri

Partners II, L.P.{3)........... -- -- .- 417,450 --
Pacific Capital, L.P. (k) ......... -~ 1,219,925 - - - - -
BT! ventures L.L.C.{(f){1}........ -- - - oo == 23,596,492
Kansas City Equity Partners 1,

L.P.{g)(m}... .............. oo - - 945,108 o= 111,111
Kangas City Equity Partners

Ventures II, L.P. (g)fm}....... -- - - - - ©55,556 --
White Pineg Limited

Partnership Iin)...... ... ..... -- 989,128 - - .- .-
LBI Group, Inc. {ol.............. ae - - .- 586,617 - -

NAME AND ADDRESS OF
BENEFICIAL OWNER (A) PERCENTAGE OF CLASS OWNED

COMMON o s mm s e e e e e e m e e e e e e e a
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DIRECTGRS AND EXECUTIVE OFFICERS:

Richard A. Jalkati{c)............. L4 --% --% --% --%
David E. Scott.......... .. ... 24.9 -- 3.0 -- X
Donald H. Goldman..... coooonocana 5.68 -- -- -~ .-
Gregory C. Lawhen. ............... 8.¢ . - -- --
Bradley A, Moline(d)....... aooaoo 6.2 -- oo B

Jeffrey D. Shackelford...... 16.6 - 2.0 .- .-
David W. Vranicar.............. T 6.6 * -- -- oo
Henry H. Bradley{e).............. --% 23.1 25,2 11.6 --
Adam H. Clammer{(f){l})............ -- -- -- oo 100.0
Morv Ejabat(¢) 1.4 -- -- -- .-
Jameg H. Greene, Jr.(f}(1l)....... .- -- - - -- 100.0
Henry R. Kravis{f){l)}............ -- oo 2o oo P o
Alexander Navab, Jr. {f}(1)....... -- -- -- eo 100.0
Thomas R. Palmeri{g)im)........... -- 11.90 oo 23.2 - -
George R. Roberta(f£)(1)......... - -- -- -- oo

Stephen L. Sauder(h!............. .- 1.0 65.2 -- .-
All directors and executive :
officers as a group (16

PEIBONB) - - -+ - v vt v ie v 69.8 37.0 95.5 34.9 100.0
5% OWNERS:
News-Press & (Gazette Company(i).. -- 19.2 25.2 7.8 .-
Advantage Capital Missouri

Partners I, L.P.{j}............ -- 15.4 -- 5.1 --
Advantage Capital Missouri

Partners II, L.P.(j}........... .- -- -- 14.6 .-
Pacific Capital, L.P.{k}......... -- 14.2 .- -- --
BTI Ventures L.L.C.(f){l)..... -- -- == o= 100.0
Kansas City Equity Partners I,

L.P.{g)im}....... 508 DDODABOCBAE - 11.0 3.9 .-
Kansas City Eguity Partners

Venturesa II, L.P. (g)(m}...... o oo oo o= 19.4 o=
White Pines Limited :

Partnership Ii{n}........ ©caonooao -- 11.5 -- -- --
LBI Group, Inc. {o}........... -- -- -~ 20.5 --
11
NRME AND ADDRESS OF PERCENTAGE OF TQTAL VOTING POWER OF

BENEFICIAL OWNER (A} FULLY DILUTED COMMON STOCK

DIRECTORS AND EXECUTIVE OFFICERS:

Richard A, JALKAT .. ...t ittt st e et b ]
David E. SO0LT . .. . e e e 3.0
Donald H. Goldman......... ... . i i
Gregory C. Lawhon. ... ... ... ... e *
Bradley A. Molinei(d) . ....... ... ... ... .. . i 8
Jeffrey D. Shackelford. ... ... ... itienniiniennn,, 2.9
David W. VIABNECAT . . .. ...ttt it i e e ©
Henry H. Bradley({el........ ... .. ... i 8.5
Adam H. Clammer(£) (1) ... ... . ... ... . .. 51.2
Mory EJabat . - . . e e e @
James H. Greene, Jr. () (1) ...... ... ... . ... . . . ... . ... ... .... 51.2
Henry R. HEBY18. . .ottt e e e i e 51.2
Alexander Navab, Jr. (£} (1) ........ .. ... . ... . . ... .. ... S1.2
Thomag B. Palmer (gl (ml....... ... .. it 3.5
George R. RODEILE. ... ... . ... .. e e s1.2
Stephen L. Sauderth) ... ....... ... ... ...t . 9.1
All directors and executive cfficers as a group (16

PEEBOMB) . . - o e e e 80.5
£% OWNERS:
News-FPress & Gazette Company (i} ... ........ ... .......... ..... 7.5
Advantage Capital Missour: Partners I, L.P.(3).............. 3.2
Advantage Capital Missour: Partners II, L.P.(3) ... ©
Pacific Capatal, L.P. (kY. ... ... .. .. L L. B 7
BTI Ventures L. L.C.(fY i} ... . 0 o o oL 51.2
Kansas City Eguity Partners I, L.F. !KCEP]!ig)im). . .. ... .. .. 2.1

Kansas City Equaity Partners Ventures II, L P.
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(KCEP) (G) €M) . ..ot it e e e e
White Pines Limited Partnership Ilnm)........................
LBI Group, InC. (0. .. . . . i i e e

{a)

(b)

{c}

{d)

(e)

£y

(g)

(h)

(i)

(3)

A
[ S N

Less than one percent

Beneficial ownership is determined in accordance with the SEC's rules and
includes voting and investment power with respect to the ghares.

Includes options to purchase shares of the common stock, which were issued
pursuant to our 1988 Stock Option Plan. Certain options are exercisable
immediately on grant at an exercise price of §$.001 per share, and vest over
a four-year period, at a rate of 6.25% per quarter. All other options are
exercisable at a price of $4.50 per share subject to a four-year vesting
period, at a rate of 6.25% per quarter. Holders of exercised options have
voting power with respect to all shares of common stock underlying the
options. Upon termination of employment with us, we have the right to
purchase all options which have not vested as of that date, subject to
certain exceptions.

In March 19%9, Mr. Jalkat, chairman of ocur board of directors, agreed to
purchase 26,667 sharea of our common stock for $200,000 and Mr. Ejabat, a
membexr of our board of directors, agreed to purchase 66,667 shares of our
common stock for $500,000.

Includes 19,275 shares of Series B Preferred Stock held by Mr. Moline'‘s
immediate family subject to options exercisable within 60 days of
February 29, 2000

Includes 1,648,438 shares of Series B Preferred Stock, 1,582,500 shares of
Series C Preferred Stock and 222,222 shares of Series D Preferred Stock held
by Newa-Press & Gazette Company.
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Mr. Bradley and his brother hold voting power .: News-Press & Gazette
Company. Also includes 329,690 shares of Series B Preferred Stock and
111,111 shares of Series D Preferred Stock held by various trusts and
relatives of the Bradley family.

All of the shares indicated are owned of record by BTI Ventures L.L.C. and
are included because of Messrs. Clammer's, Greene's, Kravis', Navab's and
Roberts' affiliation with BTI Ventures L.L.C. These individuals disclaim
beneficial ownership of the shares within the meaning of Rule 13d-3 under
the Exchange Act.

Includes 945,108 shares of Series B Preferred Stock and 111,111 shares of
Series D Preferred Stock held by Kansas City Equity Partners Ventures I and
555,556 gshares of Series D Preferred Stock held by Kansas City Egquity
Partners Ventures II. Mr. Palmer hclds voting power of Kansas City Equity
Partners Ventures.

Includes 65,937 shares of Series B Preferred Stock held by Mr. Sauder's
father, 1,544,787 shares of Series C Preferred Stock held in trust by his
wife and 1,000,000 shares of Series C Preferred Stock held in trust by S.L.
Sauder LTP. L.L.P.

The principal business address of News-Press & Gazette Company 15 825 Edmond
Street, St. Joseph, MO 64501.

The principal business address of Advantage Capital Missouri Partners L.P.
is 7733 Forsyth Boulevard, Suite 1850. St. Louis, MO 6310S.
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(k) The principal business address of Pacific Capital, L.P. is 2401 Plymouth
Road, Suite B, Ann Arbor, MI 4810S.

(1) The principal business address of BTI Ventures L.L.C. ia 9 W. 57(th} Street,
Suite 4200, New York, NY 10015.

(m) The principal business address of Kansas City Equity Partners is 233 West
47(th) Street, Kansas City, MO 64112,

(n) The principal business address of White Pines Limited Partnership I is 2401
Plymouth Road, Suite B, Ann Arbor, MI 48105.

{c) The principal business address of LBI Group, Inc. is 3 World Financial
Center, 200 Vesey Street, New York, NY 1028S.
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ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS
SERIES D PREFERRED STOCK OFFERING

In July 1999, we completed a private placement of 2,222,222 shares of
series D preferred stock at a purchase price of $4.50 per share for aggregate
proceeds of approximately $10.0 million. The transaction was consummated
pursuant to the purchasers rights agreement described below and the series D
preferred stock purchase agreement. Under the series D preferred stock purchase
agreement, NPG, a stockholder that owned in excess of 5% of our veting
securities at the time of the series D preferred stock cffering, purchased
$1.0 million of series D preferred stock, and parties affiliated with NPG,
including Henry H. Bradley, chairman of our board of directors at that time and
of NPG, purchased $500,000 of series D preferred stock. Advantage Capital
Misgouri Partners I, L.P., a stockholder that owned in excess of 5% of our
voting securities at the time of the series D preferred stock offering,
purchased $655,000 of the series D preferred stock. In addition, Ian R. N. Bund,
one of our directors at the time of the series D preferred stock offering,
purchased $82,000 of the series D preferred stock. Affiliates KCEP I and
KCEP II alac purchased $3.0 million of our series D preferred k.

Mr. Palmer, cne of our directors at the time of the series D r..yrred stock
offering, helds voting power of KCEP I and KCEP II.

SERIES F PREFERRED STOCK OFFERING

In August 1593, we issued and sold 13,333,334 shares of our series F
preferred stock at a purchase price of $4.50 per share to BTI Ventures, L.L.C.,
an affiliate of KKR, for aggregate proceeds of $60.0 million. KKR received three
seats on our then seven-seat board of directors. Additionally, on March 23,
2000, KKR exercised its options to purchase 5,263,158 shares of serieg F
preferred stock at $4.75 per share and 5,000,000 shares of series F preferred
stock at $5.00 per share. Giving effect to this exercise KKR's investment would
have represented a 51.2% equity interest as of March 23, 2000. In connection
with their exercise of these options, KKR received two additional seats on our
eleven-seat board of directors.

In connecticn with the series F preferred stock offering, we repurchased
2,222,222 shares of our series C preferred stock from Stephen L. Sauder, a
stockholder who owned more than 5% of our voting securities at the time of the
series F preferred stock offering, for $10.0 million.

Also, in connection with the series F preferred stock offering, we converted
each outstanding share of our series B preferred stock into cne share of amended
and restated series P preferred stock. In addition, the holders of series B
preferred stock surrendered their existing redemption and participating
liquidation preference in exchange for 0.2222 shares of our series E preferred
stock. We redeemed the series E preferred stock issued to the series B preferred
stock holders for a total of $8.6 million. The rights and preferences of the
series B preferred stock were amended and restated to remove mandatory
redemption rights and change the liguidation rights.
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In connection with the geries F preferred stock ocffering, NPG, a stockholder
that owned in excess of 5% of our voting securities at the time of the series F
preferred stock cffering, received 366,320 shares of series E preferred stock,
which were redeemed for an aggregate total of $1.6 million, and parties
affiliated with NPG, including Henry H. Bradley, chairman of ocur board of
directors and of NPG, received 73,264 shares of series E preferred stock, which
were redeemed for an aggregate total of §329,6%0. Advantage Capital Missouri
Partners I, L.P., a stockholder which owned in excess of 5% of our voting
securities at the time of the series F preferred stock offering, received
283,056 shares of the of the series E preferred stock, which were redeemed for
an aggregate total of $1.3 million. Bradley A. Moline, our senior vice president
of fipnance and chief financial officer, received 15,385 shares of series E
preferred stock, which were redeemed for an aggregate total of $69,234. Pacific
Capital, L.P., a stockholder which owned in excess of 5% of our voting
securities at the rtime of the geries F preferred stock offering, received
271,085 shares of the of the seriea E preferred stock, which were redeemed for

se

an aggregate total of $1.2 million. Steven L. Sauder, our vice president,
together with his father, Earl W. Sauder, received an aggregate of 19,048 shares
of series E preferred stock, which were redeemed for an aggregate total of
$85,718. KCEP I and KCEP II together received an aggregate of 210,022 shares of
seriea E preferred stock, which were redeemed for an aggregate total of
§945,099.

PURCHASERS RIGHTS AGREEMENT

Our current stockholders are parties to the purchasers righta agreement,
which provides that they vote their respective shares in a manner as to elect
persons specified in the agreement to serve as directors. The holders of
geries F preferred stock have agreed to vote their shares to elect
Meagrs. Greene, Navab and Clammer. The twe additional designees of the holders
of series F preferred stock are Messrs. Kravig and Roberts. In addition, the
holders of series B preferred stock, series C preferred stock and series D
preferred stock have agreed to vote their shares to elect Henry H. Bradle,
Thomas R. Palmer. The holders of common stock have agreed to vaote their sb:ss:
for the election of David E. Scott. So long as the purchasers rights agre. .at
is in effect, these investors will effectively control the election of cur board
of directors.

REGISTRATION RIGHTS

The parties to the purchasers rights agreement, subject to some conditions,
have registration rights with respect t¢ shares of common stock, including
shares of common stock issuable upon conversicon or redemption of sharee of
series F preferred stock or upon conversion of shares of series B preferred
stock, series C preferred stock, or series D preferred stock. These purchasers
have, subject to some conditions, demand and "piggy-back" registration rights.
The purchasers rights agreement provides that each purchager of stock is subject
to lock-up restricticns in the event of a public offering of our securities.

RESTRICTIONS ON TRANSFER

Qur outstanding common stock {including shares issued pursuant tc options}
and each series of preferred stock are subject to restricticns on transfer.
Holders of commeon stock and each series of preferred stack that are parties to
the purchasers rights agreement, subject to some exZeptions, may not transfer
their shares without first giving us the opportunity to purchase the shares. In
addition, subject to some exceptions, the holders of common stock or any series
of preferred stock that are parties to the purchasers rights agreement may not
transfer their shares without first giving the other purchasers under the
purchasers rights agreement the opportunity to participate in the transfer.

PRE-EMPTIVE RIGHTS
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Holders of cur common stock and each series of preferred stock that are
parties to the purchasers rights agreement have the right to purchase a pro rata
portion of any common stock or preferred stock that we propose to sell and
issue, Subject to some exceptions.

SIZE OF THE BOARD OF DIRECTORS

The purchasers rights agreement provides that so long as at least 6,666,667
shares of series F preferred stock remain outstanding, the holders of series F
preferred stock are entitled to elect and remove directors in accordance with
our restated certificate. In the event that less than 6,666,667 shares of
series F preferred stock remain outstanding, but BTI Ventures L.L.C. and its
affiliates, which include KKR, beneficially own at least 10% of our outstanding
common stock, BTI has the right to designate the number of pergons to gerve as
members of the bocard determined in accordance with a formula set forth in the
purchasers rights agreement. Currently there are five BTI nominees sitting on
our eleven seat board of directors.

5%

For so long as at least B,532,394 shares of series B preferred stock,
series C preferred stock and series D preferred atock remain outstanding, the
holders of this stock, voting together as a class, are entitled to elect and
remove directors pursuant to our restated certificate.

BTI DRAG-ALONG RIGHTS

Holders of common stock and each series of preferred stock that are parties
to the purchasers rights agreement are required to sell their shares in the
event that BTI Ventures L.L.C. or its affiliates agree to sell or transfer their
shares, or to sell all or substantially all of our assets, to a third party.

BTI VETO RIGHTS

The purchasers rights agreement provides that for so long as BTI or any of
its affiliates beneficially owns at least 6,666,667 shares of our common stock
or series F preferred stock, the approval of at least one BTI nominee on our
board will be required for cur board of directors to approve and authorize any
of the following: any changes in our capital structure, such as increases or
decreases in the total authorized shares of our commen stock and issuances of
our capital stock; any payment of dividends or distributions on our capital
stock; subject to limited exceptions, any reclassification, combination, split,
redemption or other acquisition of any shares of our capital stock; any
incurrence of indebtedness exceeding $5.0 million; any change in the size or
compositien of our board or any board committee or c¢reation of any board
committee. subject to limited exceptions, any affiliate transaction; any hiring
or termination of a chief executive officer or other key officer; any adoption
or mcdification of our annual budget and business plan; any amendment or
modification of any material provision of cur senior notes indenture, senior
cxedit facility or any other material contract; any adopticn, renewal or
material modification of any material compensation or benefit plan or
arrangement; any authorization of entering intc a new line of business or the
expansion outside of Missouri, Kansas and Texas; any consolidation,
recrganization, recapitalization, merger or similar transaction; any transfer of
our assetg, including by pledge, in excess of $5.0 million; subject to limited
exceptions, any acquisition of assets or securities for more than $5.0 million;
any amendment to our certificate of incorporation or bylaws; any voting or
similar arrangement regarding our capital stock; any payment, discharge or
satisfaction of any material claim or liability or the commencement of a
material suit; any joint venture involving material assets or the payment or
receipt of more than $5.0 million; any material license, contract Or agreement;
or any liquidaticn, dissolution or winding up of our company.

OTHER TRANSACTIONS WITH AFFILIATES

VALU-LINE LOANS
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As of December 31, 1997, Valu-Line of Kansas, Inc., which merged into us on
February 10, 1998, had notes payable of $240,000 in the aggregate from Stephen
L. Sauder and Mr. Sauder's father. Mr. Sauder was the president and principal
stockholder of Valu-Line at the time the loan was made and currently owns more
than 5% of our voting securities. The loans were due on demand. As of
December 31, 1998, the amounts outstanding under these loans were fully repaid.

DEALINGS WITH VALU-BROADCASTING, INC.

In 1995, 1998, and 1997 we, and our predecessor, Valu-Line, provided
services principally related to rent and operating costs to
Valu-Broadcasting, Inc., an affiliate of Valu-Line, which is owned by Stephen L.
Sauder, one of our stockholders who owned more than 5% of our voting securities
at the time of the transactions, in the amounts of $29,187, $30,000 and .$81,000,
respectively. Valu-Line alsc received services principally related to
advertising from Valu-Broadcasting in the amounts of $30,360, $40,000 and
541,000 in 1999, 1998 and 1997, respectively.
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SHARES ISSUANCES TO DIRECTORS

In March 2000, Mr. Jalkut, chairman of our board of directors, agreed to
purchase 26,667 shares of our common stock for $200,000, and Mr. Ejabat, a
member of our board of directors, agreed to purchase 66,667 shares of our common
stock for $500,000.
PART 1V.
ITEM 14. EXHIBITS, FINANCIAL STATEMENT SCHEDULES AND REPORTS ON FORM B-K
{a) Documents filed as part of this report

(1} Financial Statements

See "Item 8. Financial Statements and Supplementary Data" for financial
statements included with this Annual Report on Form 10-X.

(2) Financial Statement Schedules
Schedule II--Consolidated valuation and Qualifying Accounts
BIRCH TELECOM, INC.

SCHEDULE II--CONSCLIDATED VALUATION AND QUALIFYING ACCOUNTS
YEARS ENDED DECEMBER 31, 1597, 1998 AND 1559

ADDITIONS
BALANCE CHARGED CHARGED TQ BALANCE
BEGINNING TO QOTHER QOTHER END OF

CF YEAR INCOME ACCOUNTS DEDUCTIONS YEAR

tIN THOUSANDS)

19397
Valuaticn allowance--deferred income Tax
¥ D@ Jocaooocnnnonoanosn0eonto00000000000 s 1] 5 681 s 0 s Q $ 681
1393

Allowance for doubtful accounts............ b 1] % 140 $133 $ 139 (L ] 234

valuation allowance- -deferred income tax
ABIETR .. .. e e % 681 $ 5,118 $ 0 B Q § 5.7%9

1999
Allowance for doubtful accounts............ 5 234 $ 561 5125 $ia64) i1 5 456

Valuation allowance--deferred 1ncome tax
AAGEUB . . . e e e 55,739 §22.942 5 ) s 2 $28,741
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{1) Accounts written off, net of recoveries.
61

{3) Exhibits

EXHIBIT
RO. DESCRIPTION OF EXHIBIT

2.1 Agreement and plan of merger among Birch Telecom, Inc.,
Valu-Line Companies, Inc., Stephen L. Sauder, Paula K.
Sauder, Richard L. Tidwell, Sarah J. Tidwell, Stormy Supiran
and Carla S. Supiran. (incorporated by reference to Exhibit
2.1 to Birch Telecom, Inc.'s registration statement on Form
$-4, as amended (SEC File No. 333-62797}, originally filed
September 2, 1998 (Form S$-4)).

3.1 Restated certificate of incorporation of Birch Telecom, Inc.
{incorporated by reference to Exhibit 3.1 to Birch Telecom
Inc.'s registration atatement on Form $-1 filed March 23,
2000.)

3.2 Restated bylaws of Birch Telecom, Inc. {incorporated by
reference to Exhibit 3.2 to the Form S-4).

10.1 Birch Telecom, In¢. securitiea purchase agreement
{incorporated by reference to Exhibit 10.1 to the Form S-4).

10.2 Birch Telecom, Inc. amended and restated purchasers rights
agreement, dated August 5, 1999 (incorporated by reference
to Exhibit 10.2 to the Form 10-Q}.

10.3 Amended employment agreement dated as of October 7, 1999
between Birch Telecom, Inc. and David E. Scott.
{incorporated by reference to Exhibit 10.3 to Birch Telecom
Inc.'s registration statement on Form S-1 filed March 23,
2000.)

10.4 Amended employment agreement dated as of October 7, 1999
between Birch Telecom, Inc. and Gregory C. Lawhon.
{incorporated by reference to Exhibit 10.4 to Birch Telecom
Inc.'s registration statement on Form $-1 filed March 23,
2000.)

18.5 Amended employment agreement dated as of October 7, 1999
between Birch Telecom, Inc. and Donald H. Goldman.
{incorporated by reference to Exhibit 10.5 to Birch Telecom
Inc.'s registration statement on Form S-1 filed March 23,
2000.)

10.6 Amended employment agreement dated as of October 7, 1999
between Birch Telecom, In¢. and David W. Vranicar.
{incorporated by reference to Exhibit 10.6 to Birch Telecom
Inc.'s registration statement on Form $-1 filed March 23,
2000.)

10.7 Employment agreement dated as of February 10, 1998 between
Birch Telecom, Inc. and Stephen L. Sauder (incorporated by
reference to Exhibit 10.7 to the Form S$-4) .

i0.8 General agreement between Birch Telecom, Inc. and Lucent
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Technologies Inc. (incorporated by reference to Exhibic
10.12 to the Form 5-4}.

10.9 Interconnection agreement under Sections 251 and 252 of the
Telecommunicaticona dct of 1996 by and between Scuthwestern
Bell Telephone Company and Birch Telecom of Missouri, Inc.
(Missouri Interconnection Agreement) (incorporated by
reference to Exhibit 10.13 to the Form S-4}.

10.190 Amendment No. 1 dated May 27, 1998 to Missouri
interconnection agreement (incorporated by reference to
Exhibit 10.1¢ to Birch Telecom, Inc.'s annual report on form
10-K for the fiscal year ended December 31, 1998, originally
filed on March 31, 1999 (Form 10-K)}.

10.11+ Software license agreement between Birch Telecom, Inc. and
Saville Systems Inc. {incorporated by reference to Exhibit
10.14 to the Form S5-4).

10.12 Interconnection agreement under Secticns 251 and 252 of the
Telecommunications Act of 1996 by and between Scuthwestern
Bell Telephone Company and Birch Telecom of Kansas, Inc.
{incorporated by reference to Exhibit 10.12 to the Form
10-K) .
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EXHIBIT
NG, DESCRIPTION OF EXHIBIT

10.13 Interconnection agreement under Sections 251 and 252 of the
Telecommunications Act of 1996 by and between Southwestern
Bell Telephone Company and Birch Telecom of Texas Ltd., LLP.
(incorporated by reference to t.ae Exhibit 10.13 to the Form
10-K} .

10.14 1998 stock option plan (incorporated by reference to Exhibit
10.14 to Birch Telecom Inc.'s annual report on Form 10-K for
the fiscal year ended December 31, 1998, as amended, filed
on May 7, 1999 {(Form 10-K/A)).

10.15 Form of incentive stock option agreement under 1998 stock
option plan {(incorporated by reference to Exhibit 10.15 to
the Form 10-K/A}.

10.16 Form of nonstatutory stock option agreement under 1998 stock
option plan {incoerporated by reference to Exhibit 10.16 to
the Form 10-K/A).

10.17 Leade agreement beftween Francor, L.L.C. and Birch Telecom,
Inc. dated July 20, 1998 (incorporated by reference to
Exhibit 10.17 to the Form 10-K/A).

10.18 Series D preferred stock purchase agreement, dated July 2,
199% (incorporated by reference toc Exhibit 10.18 to Birch
Telecom Inc.'s quarterly report or Form 10-Q for the period
ended September 30, 1999, filed November 15, 1959 (Form
10-Q}}.

10.19 Series F preferred stock purchase agreement, dated July 13,
1999 (incorporated by reference to Exhibit 10.19 to the Form
10-Q) .

10.2¢ Amended and restated credit agreement among Birch Telecom
Finance, Inc., Birch Telegom, Inc., Lehman Brothers 1nc.,
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10.

10.

10.

10.

10.

10.

10.

10.

EXHIBIT

10

21

22

23

24

25

26

27

28

NO.

.29

10.30

Lehman Commercial Paper Inc., Bankers Trust Company and Bank
of America, Inc., as agents and lenders, and the other
lenders party thereto dated February 2, 2000. (incorporated
by reference to Exhibit 10.20 to Birch Telecom Inc.'s
registration statement on Form $-1 filed March 23, 2000.)

Amended and restated guarantee and collateral agreement,
dated as of February 2, 2000, among Birch Telecom Finance,
Inc., Birch Telecom, Inc. and Lehman Commercial Paper, Inc.,
as ceollateral agent. (incorporated by reference to Exhibit
10.21 to Birch Telecom Inc.'s registration statement on
Form S$-1 filed March 23, 2000.)

Amended employment agreement dated as of October 7, 1989
between Birch Telecom, Inc. and Bradley A. Moline.
({incorporated by reference to Exhibit 10.22 to Birch Telecom
Inc.'s registration statement on Form S-1 filed March 23,
2000.)

Amended employment agreement dated as of Gctober 7, 199%
between Birch Telecom, Inc. and Jeffrey D. Shackelford.
(incorporated by reference to Exhibit 10.23 to Birch Telecom
Inc.'s registration statement on Form S-1 filed March 23,
2000.)

Employment agreement dated as of February 2000 between Birch
Telecom, Inc. and David M. Hollingsworth. {incorporated by
reference to Exhibit 10.24 to Birch Telecom Inc.'s
registration statement on Form S-1 filed March 23, 2000.)

Indenture, dated as of June 23, 1998, between Birch Telecom,
Inc. and Norwest Bank Minnesota, National Association, as
trustee, relating to $115,000,000 aggregate principal amount
of 14% senior notes due 2008 (incorporated by reference to
Exhibit 4.1 to the Form S-4).

Specimen certificate of 14V senior notes due 2008 {Exchange
Hotes) {(included in Exhibit 4.1, which is incorporated by
reference to Exhibit 4.1 to the Form S-4).

Collateral pledge and security agreement, dated as of June
23, 1998 from Birch Telecom, Inc., Pledgor, to Norwest Bank
Minnesota, National Association, Trustee (incorporated by
reference to Exhibit 4.5 to the Form §-4).

Letter agreement dated as of March 22, 2000 between Birch
Telecom, Inc. and Mory
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DESCRIPTION OF EXHIBIT

Ejabat. (incorporated by reference to Exhibit 106.28 to Birch
Telecom Inc.'s registration statement on Form S-1 filed
March 23, 2000.)

Letter agreement dated as of March 22, 2000 between Birch
Telecom, Inc. apd Richkard A. Jalkut. (incorporated by
reference to Exhibit 10.29 to Birch Telecom Inc.'s
registration statement on Form S-1 filed March 23, 2000.)

Amendment numbeyr one dated as of March 23, 2000 to the
amended and restated purchasere rights agreement.
(incorporated by reference to Exhibit 10.30 to Birch Telecom
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Inc.'s regiatration statement on Form S-1 filed March 23,

2000.)
12.1+ Computation of Ratio of Earnings to Fixed Charges.
21.1 Subsidiaries of Birch Telecom, Inc. (incorporated by

reference to Exhibit 21.1 to the Form S-4).
24.1" Power of attorney {included on the signature page).

27.1+ Financial data schedule.

U Filed herewith.

+ Portions of this exhibit have been omitted pursuant to a request for
confidential treatment. Such portions have been filed separately with the
Commission.

{h) Reports on Form 8-K.

On March 23, 2000 we filed Form B-K with respect to a registration statement
filing with the SEC as part of a proposed initial public offering of common
atock. We attached a copy of our press release issued that same day.
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SIGNATURES

PURSUANT TO THE REQUIREMENTS OF THE SECTION 13 OR 15(D) OF THE SECURITIES
AND EXCHANGE ACT OF 1934, AS AMENDED, THE REGISTRANT HAS DULY CAUSED THIS REPORT
TO BE SIGNED ON ITS BEHALF BY THE UNDERSIGNED, THEREUNTO DULY AUTHORIZED, IN THE
CITY OF KANSAS CITY, STATE OF MISSOURI.

BIRCH TSLECOM, INC.
By: /s8/ DAVID E.

David E.
Scott
PRESIDENT AND CHIEF
EXECUTIVE OFFICER

Date: March , 2000

POWER QF ATTORNEY

KNOW ALL PERSONS BY THESE PRESENTS, that each person whose signature appears
below constitutes and appeoints David E. Scott and Bradley A. Moline, and each of
them, his attorneys-in-fact and agents, with full power of substitution and
reaubstitution, for him and in his name, place, and stead, in any and all
capacities, to sign any and all amendments to this Report on Form 10-K, and to
file the same, with exhibits thereto and other deocuments in connection
therewith, with the Securities and Exchange Commissicn granting unto such
attorneys-in-fact and agents, and each of them, full power and authority to do
and perform each and every act and thing reguisite and necessary to be done in
connection therewith, as fully to all intents and purposes as he might or could
do in person, hereby ratifying and confirming that all such attorneys-in-fact
and agents, or any of them or their or his substitute or substituted, may
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lawfully do or cause to be done by virtue hereof.
PURSUANT. TC THE REQUIREMENTS OF THE SECURITIES AND EXCHANGE ACT OF 1934, THIS

REPORT HAS BEEN SIGNED BELOW BY THE FOLLOWING PERSONS ON BEHALF OF THE
REGISTRANT IN THE CAPACITIES AND AS OF THE DATES INDICATED.

SIGNATURE TITLE
DATE

President, Chief Executive

e e e LT L T ET L Officer and Director
March 30, 2000
DAVID E. SCOTT {Principrl Executive Officer)

Senior Vice President of
Finance and Chief Financial

e Officer (Principal
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REPORT OF INDEPENDENT AUDITCRS

THE BOARD OF DIRECTORS AND STOCKHOLDERS
BIRCH TELECCM, INC.

We have audited the accompanying consoclidated balance sheets of Birch
Telecom, Inc. (Birch} as of December 31, 1998 and 1599, and the related
consolidated statements of operations, stockholders' eguity {(deficit) and cash
flows for each of the three years in the period ended December 31, 1999. Qur
audit also included the financial statement schedule listed in the Index to
Financial Statements and Financial Statement Schedule. These financial
statements and schedule are the responsibility of Birch's management. Our
responsibility is to express an opinion on these financial statements and
schedule based on our audits.

We conducted our audits in accordance with auditing standards generally
accepted in the United States. Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the financial statements
are free of material misatatement. An audit includes examining, on a test basis,
evidence gupporting 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 m» -ial respects, the consolidated financial position of Birch

Telecom, - at December 31, 1998 and 1999, and the consolidated results of its
operatior . -..d its cash flows for each of the three years in the period ended
December . :, 1999, in conformity with accounting principles generally accepted

in the United States. Also, in our opinion, the related financial statement
schedule, when considered in relation to the basic consclidated financial
statements taken as a whole, presents fairly in all material aspects the
information set forth therein.
Ernst & Young LLP
Kansas City, Missouri
February 17, 2000, except for note 19, as to
which the date is March 23, 2000
F-2
BIRCH TELECOM, INC.
CONSOLIDATED BALANCE SHEETS
DECEMBER 31, 1998 AND 1999

(IN THOUSANDS, EXCEPT SHARE DATA)

ASSETS
Current assets:
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Cash and cash equivalents. .. ... ... ... ...t nnnnnnn $ 39,745 $§ 5,053
Pledged securities. . ... ... .. ... ...ttt e, 15,888 15,936
Accounts receivable, net. ... ... ... e 4,039 11,612
A 3Er70 0 0 0000 000000060000 D0EA0000E000CEaN0A0000D60GA GO0 G 9le 3,725
Prepaid expenses and other........... . . uiremninnnnnennan 526 2,443
Total cCurrent aBBeLE. . ... ... ...ttt a et s 61,114 38,719
Property and @QUiPMENT . .. ...ttt e e a e 26,300 70,192
Less: accumulated depreciationm......... poacagocanopacaooonao 747 8,080
Property and eqUiPMEnt, MeL. .. ... .. .ouureeriimamcnrncereees, 26,153 62,112
Pledged 8ecurities--nORCUYTEOL . c ... ..., 0 ot ieensanrnonnnnrenn 21,897 7,484
Goodwill, Bet. . ... e e e 16,863 19,316
Other intangibles, met... .. ... . ... ..ttt anannnnn 7,620 16,911
L0 T - 7 . - 502 2,369
Total A8BEEE. . ... i i ittt it a e $134, 145 $146,971
L % % 3 3 === X==
LIABILITIES AND STOCKHOLDERS' DEFICIT
Current liabilities:
Current maturities of long-term debt and capital lease
o = B = -0 o <.+ - s 335 5 1,300
Accountsg payable. . ... ... . i e 8,503 13,300
ACCrUEd @XPOIB®B . . . . ot t c i it e e e e e e 2,556 10,793
Total current liabilities............. ... 0iiiiiinnnnn.nn 11,394 25,393
Senior credit facility.... ... ittt i e .- 10,000
14% BBNIOT MOTEB. . .. ..t ittt ittt e ian s e 114,681 114,715
Capital lease obligations, net of current maturities..... poo 778 836
Other long-term debt, net of current maturities............. 332 234
Series B redeemable preferred stock, 8,572,039 shares issued
and outstanding in 1998 (stated at redemption and
aggregate liquidation value).......... . ... ... ciuianner..- 14,063 --
Series F redeemable preferred stock, 13,312,334 shares
issued and outstanding in 1999 (stated at redemption and
aggregate liquidat® - value).......... ...t -= 63,550
Stockhelders' defici.
Series B preferred -uv..:k, 8,572,019 shares issued and
outstanding inm 1. 5. .. ... ...t i -~ 8
Series C preferred stock, B8.492,749 and 6,270,527 shares
issued and outstanding. ... ........ .ttt B [
Series D preferred stock, 2,222,222 shares issued and
outstanding in 1999. .. ... ... ... ... - 2
Common steck, $.00)1 par value, 80,000,000 shares
authorized, 5,016,889 and 4,687,767 shares issued and
OUESEANAINGg . o v e e e e e e 5 s
2B 0 0 0 00090080 0000000008°0060060000006000000000A800G6G60G 337 337
Additicnal paid-in capital.......... ... .. i i 10,548 11,686
Accumulated deficit. .. .. ... e (17,997) {79,801)
Total stockholders' deficit........ ... ... iiiiiiinnnnn.. . (7,099} {67,757}
Total liabilities and stockholders' deficit.... ... ......... $134,149 §146,971
See accompanying notes.
F-3
BIRCH TELECOM, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS
YEARS ENDED DECEMBER 31, 1997, 1998 AND 13993
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{IN THOUSANDS, EXCEPT PER SHARE DATA)

1997 1998 1999
Revenye:
Communications services....,,........... 0000000000000 0a0a 5 -- $ 21,783 $ 52,%80
Equipment sales................... boaopagoooo ©0600000DaDG oo 4,304 7.558
TOLAL TeVeRUR. . . ... ..oyt innnnnn.. ©00000000060000000 0G0 - 26,087 60,538
Cost of mservices:
Cost of COMMUNICATIONS BEIVICES ... .. ...\t inunr e ennn.. o= 16,339 41,870
Cost of equipment sales........... ©0000000000060000a00000 G oo 2,547 4,488
Total cost of services......... e e e e -- 18,886 46,358
Gross margin. .. .. ©0000000DABCOD0DOE00AGG A0 ©ooano0oo 6o0a0oa -- 7,201 14,180
Selling, general and administrative expensee......... 0oboooo 1,778 15,769 53,045
Depreciation and amortization expense................ PR 27 2,308 10,828
LOBA from OPeTALIONS . ..\ vt it ettt et r et e e e 11,803 (10,876) (49,693)
INterest eXpPeNBe. .. ... ... it e et e -- (8,254) {15,036)
INLereBt QnCOMe . . . . . e e 14 2,922 2,925
Net logs...... 0ocoooo 0000006000000 000000C0AA000000C0D00A0R000C {1,78%) (le,208) (61,804}
Preferred stock dividends....... ©980a000000004 0 booooopooacoo - {1,696) {3,550}
Amcrtization of preferred stock issuance costs....... N -- (29) (292)
Loss applicable to common etock............ boocooo 0oopoooo ..o §(1,78%) $(17,933) $(65,646)
Loss per common ghare--basic and diluted............ [ . % (1.45) 5 (4.71) § (13.25
EEmEERXERR =k axam amam EEESRSRN
Weighted average number of common ehares outstanding........ 1,238 1,809 4,956

See accompanying notes.
F-4

Bl.._.H TELECOM, INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY (DEFICIT)
YEARS ENDED DECEMBER 31, 1997, 1998 AND 1999
{IN THOUSANDS)

SERTES A SERIES B SERIES C SERIES D SERIES E COMMON COMMON
PREFERRED PREFERRED PREFERRED PREFERRED PREFERRED STOCK WARRANTS STOCK
5TOCK STOCK $TOCK STOCK S§TOC §.01 PAR  §.01 PAR §.001 PAR
Balance at December 23, 1994
idate of ynception) and
December 31, 1996...... .. .. .. 5 -- 5 - § - g oo $ -~ § - § .- $ -
Issuance of common stock and
WATTARLS. . ... .. ... 18 18
Net lowa and comprehensive
MO0 000000an0ccancacsssasss o - -
Balance at December 31, 1997.... o= oo =e oo .- in 18

Recapatalization. - . ............ == 2 .- =0 18 118
Merger with valu-Line. .. .. . . - 3 =a € ag == == ==
Issuance of warrants in
connection with 14V senior
notes cooo0s
Redemption of seried A preferted
[ 1= S coos o ©ocococoooo 3
stock dividend. oo
JpTion ExXeEICIse ° cooa
Restatement of géries 8
prefecred stock dividends
AmOrtization of seriea B
preferred Etock 1@suance
sosts . . -
Series A preferred 3tock
dividends 0 o
AcCret:on of series B preferred
Lok Nvidends. . o
Net loss and comprenens:ve
ioss . .

Ba.ance at Cecemfer jl. 1398
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ADDITIONAL
WARRANTS PAID-TN ACCUMULATED
5.001 PAR CAPITAL DEFICIT TOTAL

Halance &4t December 23, 1996

(date of inception) and

December 31, 19%€. ... .. ... ... 5-- s oa H - § e
lasuance of comson stock and

WAKTANTE. .. ... oo 1,782 E 1,418
Net loss and canprtheﬂnve

loss....... 900000000=000000000 oo -- 1,789
Balance at December 31, 1957.... aa 1,782 19
Recapitalization ©o 14 oo .-
Merger with Valu-Line........ opo o0 14,741 .- 14,750
Issuance of warranty 10

connection with 14% semor

DOEER. .. . vt 37 - .- 3
Redemption of aene- A p"f!rred

stock. ..., ... .- 14,747} oo (4, 750}
Stock dividend. oo (B9 - -
Optlon exercise - eo .- 4
Restatement Of series B

preferred scock divadends. .. .. oo 164 .- 464
Amorcizatien of series B

preferred stock 1sswance

cosLE. ... .. 906060006 8a00000000 o= (28 o [#33)
Series A preferred sr.ock

davidende.................. oo (i6M .- (168)
Accretion of meries B preierred

wtock dividendm....... boooceoo oo 11,528} =e t1, 528}
et loss and cmprehennve

loss. ... .- oo 116.200) (16, 208)
Balance at December 31, 1998.... 337 10,548 (17,997 (7,099

F-5
BIRCH TELECOM, INC.

CONSCLIDATED STATEMENTS OF STOCKHOLDERS'
YEARS ENDED DECEMBER 31,
o {IN THOUSANDS)

SERIES €
FREFERRED
STOCK

SERIES A
PREFERRED
STOCK

SERIES B
PREFERRED
5TOCK

Balance at December 31,

lasuance of series D pre!erred

sLock, . ...
tasuance of lenel E preferred

C3EH30neoo00an00o0cacacannnnoa oo -- ==
Issuance of COMMON Btock...... oo o =
Restatement of series 8

preferred scock. .. ... ... oo B --
Redemption of series C

preferred stock, ... ... ... - - (2
Redemprion of series E

preferred stock. ... ... .. .. .- .- -
Retirement of comnon stock.... oo == =0
Amortization of series F

preferred mtock i1ssuance

BZERTo 00000 s0000000 boooaao - - -
Accreticn of series F

preferred stock dividends. .. .- .- ==
Net loss and comprenemwe

loas. oo e .- -- .-

Balance at December 11,
Ao c000000000000000000 00 o 8 oo $ 8 § 6 B

19587,

“RIES D
. SRRED
<x STOCK

1998 AND 1599

SERIES E
PREFERRED

COMMON
STQCK
§.01 PAR

(2} =e

WAPPANTE ADDITIONAL
§.001 PRID-IN
FAR CAPITAL

ACCUMULATED
DEFICIT

Balance at December )i,

1998. .. .. $337 § 10,548
Isguance of ser: es :: preferred
stock o -
guance cf ser:es E pre!erred
grock. o =e 2 s
isguance of common stock s 2L -
festatement of 3er.es @

preferred srock o caooo - 131,783
Pedempron of ser.ea O

preferred stock o o 3. 193
Pedempr,on cf ser.es E

Sii7T, 997

4.9%98

TCTAL

L7, 099

EQUITY (DEFICIT)} (CONTINUED)

WARRANTS
5.0l PAR
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preferred stock. . .. ......... .- (8,570} .- (94,5721
Ret:Tement of common Btock. ... .- (449) .. (4491
Amortization of series F

preferred scock 1ssuance

cost. ........ ©0000000000060D .- (262} oo 12623}
Accretion of series F

preferred stock d¢ividends... - 3, 550) =o t3,5501
Het, Loss and comprehensive

lodd.. ... .. =e . (61,804) (61, 804)

Balange &t December 31,
Ao 0ooooacooaoonoaoo000000 3337 $ 11,608 $(79,801) $(67,757)

weee mmpanase EEETTTTYY ekuemn

See accompanying notes.
F-6
BIRCH TELECOM, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
YEARS ENDED DECEMBER 31, 1997, 1998 AND 199%

{IN THOUSANDS)

OPERATING ACTIVITIES
(9% MEccoacnonoooonannconnpoacnnconnnnaocooann0aagopoaanoa $1{1,789) $(16,208) 5(61,804)
Adjustments to reconcile net loss to net cash used in

operating activities:

Y o) B U ot U - OO e 27 720 7,948
Amortization......... e et e e ma et -- 1,508 2,880
Provision for losses on accounts receivable............... -- 140 561
o8 2 T N 50 16 34

Changes in operating assets &and liabilities, net of
effecta of acquisitions:

Accounts receivable. .. ... .. L. e e e e -- (1,905) 17,633
2 2 = 500 so (300) {989}
Prepaid eXpenBes. .. .. ... .. i e {1 {(379) (1,807)
Other intangibles. ... ... ... ... ... . .. . . i -- == (2,065}
[0 s T - ¥ - 71 o - (87 {158} {2,357}
Aoccounts payable. . ... ... L e 255 1,888 4,592
AcCrued BXPENBEB . .. ... .. ..t a e =5 1,986 7,515
Net cash used in operating activities..................... (1,551) {10,643} {53,225)
INVESTING ACTIVITIES
Purchase of property and equipment........................ (128} (21,550} (41,360}
Bugsiness acguisitions, net of cash acquired.........._.... oo (7,757 {4,801}
mmortization of discount on pledged securities... ... et -- 1,230 11,725
Maturity of pledged securities........................ ... oo 7,692 16,100
Purchase of pledged securities............ ................ X {44,247 110!}
Net cash used 1n investing activities..................... 1128) (67,093) {31,796}
FINANCING ACTIVITIES
Proceeds from long-term debo......... ... . ... o= 123 10, 000
Proceeds [rom 14% 8enior noteS. ..., ... ... .. it oiennnnnn X 114,663 - -
Proceeds. from convertible nOteB. .. ... ...... ... onuunonn.. oo 3,500 - -
Proceeds from issuance of preferred stock................. oo 9,500 70,000
Proceeds from issuance of common stock and warrants....... 1,768 142 --
Payment of f1NanCIng CO8LE. . -ttt h it ittt mn et e e me e 1126 (4,922: .B,B04:
Repayment of long-term debt. ... ..., . .. ... e =@ 1321, (773
Repayment of capital lease obligQations...............-..... -- (172, 11,073}
Payment cf series A preferred stock dividends............. -- (168! --
Borrowing irepayment] of notes payable to stockholders.... 250 i524) --
Redemption of preferred stoCkK......... .. ....... . .. ......... oo 4.,7%0° 118,572
Redempt 100 Of COMMON SLOCK. . - . .t ottt et e e e e e - - 1449
Net cash provided Dy financing acCivities................. 1,889 117,272 50,32% N
NET INCREASE .DECREASE' 1IN CASH AND CASH EQUIVALENTS. .... . .. 2.C 16,8135 .34,8692°
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CASH AND CASH EQUIVALENTS AT BEGINNING OF YEAR.............. = 210 39, 745
CASH AND CASH EQUIVALENTS AT END OF YEAR. ... ................ $ 210 5 39,745 § 5,081

Supplementary schedule of non-cash investing and financing
activities:
Amounta recorded in connection with acquisitions:
Fair value of net assets acquired, net of caah

ACQUITed. . . e e e $ se § 5,064 s 2,693
Fair value of intangible assets........................, -- 20,900 4,130
Assumption of liabilities............... ... ... . .0 .nn o0 (2,430) {939)
Assumption of long-term debt and capital lease
=3 =B - 1 o T -- {1,027} (872)
Issuance of series A preferred stock.................... -- (4,750) oo
Issuance of series C preferred stock.................... o= {10,000) ==
Tssuance of common BLOCK. . ... ... einennsnnnnnnnn. -- - - {211)
Common stock issued in exchange for other assets.......... 50 - - --
Property and equipment additions acquired through capital

LA . o . e e e e .- 728 2,099
Property and equipment additior. included in accounts

PaYable . . e e -- 2,157 5,873

Supplemental disclosure of cash flow information:
Cash payment for interest, net of interest capitalized of
$436 1in 1998 and $1,324 1n 1999... ... ..0utiiiiannn.... - 7,725 13,690

See accompanying notes.
F-7
BIRCH TELECOM, INC.
NOTES TOQ CONSOLIDATED FINANCIAL STATEMENTS
1. THE COMPANY

Birch Telecom, Inc. was incorporated on December 23, 1996, as a Delaware

corporation for the purpose of providing local, long distance, In ‘et access,
and other communications services to business and residential cust s. The
consolidated financial statements of Birch Telecom, Inc. include % .2 asccounts of

Birch Telecom, Inc. and the accounts of its whclly-owned subsidiairias
(collectively, Birch}. Birch currently serves certain markets in Missouri,
Kansas and Texas. Birch's business is highly competitive and is subject to
various federal, state and local regulations.

Birch was in the development stage for the pericd from December 23, 1996
Idate of inception) to February 10, 1998. Accordingly, Birch had no operating
revenue and incurred operating losses and operating cash flow deficits during
that period.

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

CASH AND CASH EQUIVALENTS

For purposes of reporting cash flows, Birch includes as cash and cash
equivalents highly liquid investments with original maturities of three months
or less. -

REVENUE RECOGNITION

Revenue for communications services is recognized when customers use the
agssociated services. Equipment revenue is recognized when systems or services
are substantially complete. Revenue on billings to customers in advance of
providing services is deferred and recognized when earned. Customers are not
charged fees to activate initial service.

COST COF SERVICES

Cost of services includes local and long-distance services purchased from
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incumbent local exchange carriers, interexchange carriers and certain providers
of fiber optic telephone networks. Cost of services also includes costs
associated with the sale and installation of telephone systems.

INVENTORY

Inventory is carried at the lower of average cost or market determined on a
firet-in, first-out basis and consists primarily of parts and eguipment used in
the maintenance and installation of telephone gystems.

ADVERTISING COSTS

Advertising costs are expensed as incurred and totaled $895,000 in 1998 and
$3.0 million in 1999. There were no advertising costs in 1997.

F-8
BIRCH TELECOM, INC.
NOTES TCO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)
PROPERTY AND EQUIPMENT

Property and equipment is stated at cost and depreciated using the
straight-line method over the following estimated useful lives of the assets:

YEARS
Communications MeEWOrK. ... ... ... ... innrrronnnnnerenoninennn 2-1¢
Buildings, furniture, fixtures and equipment................ 2-40

GOODWILL AND OTHER INTANGIBLES

Goodwill represents the excess of the purchase price pai? uver the fair
value of the net assets acquired in Birch's acquisitions. Goodwill is being
amortized over 25 years using the straight-line method. Accumulated amortization
on goodwill totaled $59%,000 at December 31, 1998 and $1.4 million at
December 31, 1999.

Other intangibles consist primarily of customer lists related to Birch's
acquisitions, deferred financing costs and deferred line installation costs.
Customer lists are amcrtized over 5 years using the straight-line method. The
deferred financing costs are amortized over S to 10 years, the term of the
associated financing, using the straight-line method. Deferred line installation
costs are being amortized over 2 years, the approximate average life of customer
contracts, using the straight-line method (see Note 6).

Birch reviews its long-lived assets in accordance with Statement of
Financial Accounting Standards (SFAS) No. 121, “Accounting for the Impairment of
Long-lived Assets and Long-lived Assets to be Disposed of," for impairment
whenever events or changes in circumstances indicate that the carrying amount of
an asset may not be recoverable. If such events or changes in circumstances are
present, a loss is recognized if the carrying value of the asset is in excess of
the sum of the undiscounted cash flows expected to result from the use of the
agset and its eventual disposition. An impairment loss is measured as the amount
by which the carrying amount of the asset exceeds the fair value of the asset.

INCOME TAXES

Birch accounts for income taxes in accordance with SFAS No. 109, Accounting
for Income Taxes. Birch recognizes deferred tax assets and liabilities for the
expected future tax consequences of events that have been included in the
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financial statements or tax returns. Under this method, deferred tax assets and
liabilities are determined hased on the differences between the financial
statement and tax bases of assets and liabilities using enacted tax rates in
effect for the year in which the differences are expected to reverse. Net
deferred tax assets are reduced by a valuation allowance when appropriate {szee
Note 14). Deferred tax assets and liabilities are adjusted for the effects of
changes in tax laws and rates on the date of enactment.

STOCK OPTIONS

Birch has adopted the disclogure provisiona of SFAS No. 123, Accounting for
Stock-Based Compensation, which establishes a fair value based method for the
financial reporting of its stock-based employee compensation plans. However, as
allowed by SFAS No. 123, Birch has elected to continue to measure compensation
using the intrinsic value based method as prescribed by Accounting Principles

F-9
BIRCH TELECOM, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)

Board Opinion No. 25, Accounting for Stock Issued to Employees. Under thia
method, compensation is measured as the difference between the market value of
the stock on the grant date, less the amount required to be paid for the stock.
The difference, if any, is charged to expense over the vesting pericd of the
options. The estimated market value used for the stock options granted was
determined on a periodic basis by Birch's board of directors. In accordance with
APE No. 25, Birch has recorded no compensation expense related to options
granted because the exercise price is equal to the estimated market value of the
stock on the date of grant (see Note 15).

FAIR VALUES OF FINANCIAL INSTRUMENTS

The carrying amount of caeh and cash equivalents approximates fair value due
to the short maturity of the instruments. The fair value of Birch's pledged
gecurities was $3B8B million at December 31, 195%B and $23.3 million at
December 31, 1%99. The fair value of Birch's senicr notes is estimated to be
§106 million at December 31, 1998 and $115 million at December 31, 1959 based on
the gquoted market rates for the debt. The fair value of other long-term debt,
accounts receivable, accounts payable and accrued expenses approximates the
recorded value.

USE OF ESTIMATES IN FINANCIAL STATEMENTS

The preparation of consclidated financial statements in conformity with
generally accepted accounting principles requires management to make estimates
and assumptions that affect the reported amounts in the consolidated financial
statements and accompanying notes. Actual results could differ from those
estimates.

LOSS PER SHARE

The net loss per share amount reflected on the consclidated statement of
operations is based on the weighted-average number of commeon shares outstanding.
Stock options and convertible preferred atock are anti-dilutive, and therefore
excluded from the computation of earnings per share. In the future, these steck
equivalents may become dilutive,.

RECLASSIFICATIONS
Certain items in the 1997 and 1998 ccnsolidated finmancial statements have
been reclassified to be consistent with the claggificatien in the 1999

consclidated financial statements,

NEW ACCOUNTING PRONOUNCEMENTS
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In June 1998, the Financial Accounting Standards Board (FASB) issued SFAS
Ne. 133, Accounting for Derivative Instruments and Hedging Activities, which
supersedes SFAS No. 80, Accounting for Futures Contracts, SFAS No. 10§,
Disclosure of Information About Financial Instruments with Off-Balance-Sheet
Risk and Financial Instruments with Concentration of Credit Risk, and SFAS
No. 119, Disclosures about Derivative Financial Instruments and Fair Value of
Financial Instruments, and alsc amends certain agpects of other SFAS's
previously issued. SFAS No. 133 establishes accounting and reporting standards
for derivative instruments and hedging activities. It requires that an entity
recognize all derivatives as either assets or liabilities in the balance sheet
and measure those instruments at fair value, SFAS No. 133 is effective for our
congolidated financial statements for the
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2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED)
year ending December 31, 2001. We do not expect the impact of SFAS No. 133 to be
material in relation to its consclidated financial statements.

3. ACQUISITIONS

In February 1998, Birch merged with Valu-Line Companies, Inc. {(Valu-Line} in
a transaction valued at $19.5 million, consisting of $4.7% million in cash,
2,968,750 shares of series A preferred stock having an aggregate liguidation
preference of $4.75 million and 6,250,000 shares of series C preferred stock
having an aggregate liquidation preference of $10.0 million. Since 1982,
Valu-Line has been primarily providing switched long distance services, customer
premises egquipment (CPE) sales and services and, since March 1997, local
service.

In May 1998, Birch acquired Boulevard Phone Company {Boulevard), a shared
tenant service provider in the Kansas City metropolitan area, for $300,000 in
cash and Telescurce Communications, Inc. (Telesocurce}, a CPE provider in the
Kansas City metropolitan area, for $§325,000 in cash.

In September 1998, Birch acquired TFSnet, Inc. {(TF3net), an Internet service
provider based in the Kansas City metropelitan area, for $2.65 million.

In February 1999, Birch acquired American Local Telecommunications, LLC
{ALT), a competitive local exchange carrier based in the Dallas, Texas
metropolitan area. The acquisition included substantially all assets of ALT. The
total purchase price was approximately $1.6 million in cash and $211,000 in
common stock.

In March 1899, Birch acguired the stock of Capital Communications
Corporation (Capital), a telecommunications equipment provider based in the St.
Louis, Migsouri metropolitan area. The total purchase price was approximately
$3.0 million plus additional cash consideration, recorded as additional purchase
price, based on local service lines converted to Birch's service from Capital's
existing customer base, which totaled approximately $161, 000 through
Cecember 311, 1999.

All of the acquisitions referenced above were recorded using the purchase
method of accounting. Accordingly, the operations of each are included in the
consolidated statements of operations and cash flows from the date of
acguisition.

The following is unaudited pro forma information reflecting the effect of
the 1398 acquisitions on the results as though they had been completed effective
January 1, 19%7 and 1998:
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YEARS ENDED
DECEMBER 31,

(IN THOUSANDS, EXCEPT
PER SHARE DATA)

Revenue. ................. b e e e e e e 518,847 $29,193
L S - T 19,325 28,921
LOSS per cOmMMON BhALE. . . . ... ...ttt iiioneronennesannennnnns 15.65 8.0s

The impact of the 19%9% acquisitions was not material to our results of
operations.
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4. ACCOUNTS RECEIVABLE

The composition of accounts receivable, net as of December 31, 1998 and 1999
is as follows:

{IN THOUSANDS}

P2l 6 0 0000 00000a00900000009600000000600000000A000000000G §3,144 $ 9,312

16700 -7 15 1 - - 1,129 2,756
4,273 12,068
Less allowance for doubtful accounts..............couucnen.n 234 456
54,0358 $11,612

5. PROPERTY AND EQUIPMENT

The composition of property and equipment as of December 31, 19%8 and 1993%
is as follows:

{(IN THOUSANDS)

Communications network. ... ... ... . i e $ 5,966 $28,525
Buildings, furniture, fixtures and equipment.............. 6,529 38,662
CONBLIUCLion iNn PrOgrEBB. . ... c v vt i timm it e at e oann . 14,405 3,005

26,900 70,192
Less accumulated depreciation and amortization............ 747 8,080
Property and equipment, Net. .. ... ... .. ...t $26,153 $62,112
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6. OTHER INTANGIBLES

The composition of other intangible assets, net as of December 31, 1998 and
1999 is as follows:

(IN THOUSANDS)

Cugtomer Lista. . ... e e e £3,52% $ 4,225
Preferred stock iBBUANCE COBLS...........vovvomnmmnnnnn.. 325 6,989
Deferred financing COBLB. . ... .. vt it i 4,630 6,412
Deferred installation CostB.........couimii e nemannnn. .. -- 2,363
@320 00000000 0000000000000000000000aBB00E0E0000000000000 0 153 330

8,633 20,319
Less accumulated amortization...............c¢oiiiirmuunennon. 1,013 3,408
Other intangibles, net ... ... ..... ... ittt $7.620 516,911

7. DEBT, PLEDGED SECURITIES AND WARRANTS

During December 1999, Birch completed a 375 million senior credit facility
which increased to $125 million during syndication in February 2000. The
financing provides for a $25 million reducing revolver and $100 million in
multi-draw term loans. The revolver is available for general corporate

F-12
BIRCH TELECOM, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

7. DEBT, PLEDGED SECURITIES AND WARRANTS (CONTINUED)

purposes of Birch's subsidiaries and the term loans are to be used to finance
the development, design, installation and acquisition of telecommunications
equipment, inventory network assets and back office systems. At Birch's
election, the borrowings bear interest at either the Prime Rate plus a margin
ranging from 1.50% to 2.50% or the London Interbank Offered Rate (LIBOR) plus a
margin ranging from 2.75% to 2.75%. The applicable margins are based upon
Birch's debt to EBITDA ratio, as defined by the senior credit facility. Interest
is paid gquarterly in arrears for loans bearing interest based upon Prime and/or
on the last day of each relevant interest period, for periods not in excess of
three monthe, for LIBOR loans. For LIBOR loans with interest pericds of longer
than three months, interest is paid each day which is three months after the
first day of such interest period and the last day of such interest period.
Commitment fees are paid quarterly in arrears on the average unused committed
porticn of the Facility, ranging from 0.75% to 1.25%. The applicable percentages
are based upon Birch's average borrowings in relaticn to the average borrowing
availability, as defined by the senior credit facility. For the year ended
December 31, 1995 commitment feeg totaled $25,174. Principal payments begin
March 2003 and the credit facility matures December 30, 2006. The senior credit
facility is secured by a perfected first priority security interest in
substantially all of Birch's assets and capital stock. Deferred financing costs
incurred amounting tc $1.5 million at December 31, 1999 are being amortized over
the life of the credit facility using the straight-line method. Amcrtization for
the year ended December 31, 199%9% was not significant.

During June 1998, Birch completed a $115 million private offering of 14%
senior notes due June 2008 and 115,000 warrants tco purchase 1,409,734 shares of
common stock. Interest on the senior notes is payable semi-annually in arrears

~4
~4
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on June 15 and December 15 of each year. Warrants are exercisable at $0.01 per
share and expire June 2008. Birch received net proceeds from the genior notes of
$110.2 million and concurrently purchased pledged securities of $44.2 million.
The pledged securities are restricted for interest payments on the senior notes
and, together with the interest accruing thereon, will be used to satisfy such
interest payments through June 2001. Birch classifies its pledged securities,
consisting of $§37.8 million at December 31, 1998 and $23.4 million at

December 31, 1999 of U.S. Treasury securities, as held to maturity recorded at
amortized cost and maturing between gix and eighteen months. A porticn of the
proceeds from the senior notes, $337,000, was allocated to the warrants, and the
resulting debt discount is being amortized over the life of the debt on the
straight-line method, which does not differ materially from the effective
interest method. Unamortized discount was $319,000 at December 31, 1998 and
$285,000 at December 31, 1999. The amount allocated to the warrants represents
the estimated fair value of the warrants at the date of issuance. Deferred
financing costs incurred amcunting to $4.9 million at December 31, 1999 are
being amortized over the life of the senior notes uaing the straight-line
method. Accumulated amortization on the financing costs totaled $1.5 million at
Decerber 31, 1999%. The senior notes rank pari pasu in right of payment to all
.existing and future senior indebtedness of Birch and rank senior in the right of
payment to all existing and future subordinated indebtedness of Birch.

A Registration Statement on Form S-4, registering Birch's 14% senior notes
and exchanging the outstanding senior notes for exchange notes, was declared
affective by the Securities and Exchange Commission (SEC) in March 1999. The
terms and conditions of the exchange notes are jdentical to those of the senior
notes in all material respects.

The senior credit facility and the senior notes indenture contain certain
covenante which, among other things, restrict the ability of Birch to incur
additional indebtedness, pay dividends or make
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7. DEBT, PLEDGED SECURITIES AND WARRANTS (CONTINUED)
distributions of Birch'a or its subsidiaries' stock, enter into sale and
leaseback transactions, create liems, enter into transactions with affiliates or

related persons, consolidate, merge or sell all of its assets. Birch was in
compliance with these covenants at December 31, 1999.

Birch's debt consisted of the following at December 31, 1998 and 15959:

14% SONIOY NOTEE . o o i it e ettt et e e e e e e e $114,681 $114,715
=== ==

SE=TSE=x

Senior credit facility:

Equipment term Lloans. .. ... ... .. ...l $ =e $ 10,000
Total senior credit facility........._ ... ... ..... ... 8 -- $ 10,000
=ESEmRES=F mESSTETEEE

Other long-term debt, interest accruing between B.6% and

9.8%, maturing through 2013, secured by buildings..... ] 345 $ 244
Less current maturities........ ... v nrtiun ity 13 10
$ 332 5 234

E=EgTa==sEw EEFFEEX==
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Agsets gecuring the other long-term debt totaled $814,000 at Decembef 31,
1998 and $766,237 at December 31, 1999, net of accumulated depreciation of
$19,000 at December 31, 19%8 and $35,037 at December 31, 1999.

Principal payments required on the outstanding debt during each of the next
five years are as follows (IN THOUSANDS) :

-1+ 10 o $ 10
-2+ ¢ 10
.4 1 11
. 1+ 5,012
. 3 0 5,014
B T T 114,902

$ 124,959

8. CAPITAL LEASE OBLIGATIONS

Birch leases telecommunications equipment, computer equipment and
automocbiles under capital leases with imputed interest between 8.0% and 12.0%.
Assets under capital leases totaled $1.5 million at December 31, 1558 and
$3.6 million at December 31, 1999, net of accumulated amortization of §210,000
at December 31, 1958 and $1.1 million at December 31, 195%9. The future minimum
lease
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payments under the capital leases and the pres=-=. value of the net minimum leage
payments as of December 31, 1999 are as follows (IN THOUSANDS) :

AO®® o 000000000000 0000000000009000000E0000A0000CA000C0GAENAQD0a $1,.528
A0 0 0 cc0ocoo 00000000000 000a00 0000660030000 000000060aC00GCAGCO0GDD 545
-+ 1. 92
21 4 L T 57
A e 6 cooo000000090000000006600000000600068a000000A0DB000000G0000 oo
Total minimum lease pPaymMeNtS. ... ...ttt n i rrnerunnann s 2,222
Less amount representing Interest.......... .. :rcriaunraansn- 96
Present value of net minimum lease payments................. 2,126
Less current maturities, . ... ... ... ...t 1,290

5 836

Amortization expense for assets under capital leases was 5157,000 for 1598
and $974,165 for 199%9.

9. CAPITAL STRUCTURE

During 1%97, 51.8 million of common stock and $18,000 of warrants were scld
to management and equity investors for $1.0C and $0.01 per share, respectively.
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The warrants entitled the holders to purchase an additional 1.8 million shares
of common stock at $1.00 per share.

During February and March 1998, Birch issued $9.5 million of series B
preferred stock at $4.50 per share and $3.5 million of convertible notes
generating net proceeds of $12.4 million, converted all existing common atock to
geries C preferred stock, terminated common stock warrants, canceled the 1997
stock option plan, created the 1998 stock option plan and issued 474,750 shares
of common stock to employees of Birch. Also during February 1998, Birch issued
$4.75 million of series A preferred stock and $10.0 million of series C
preferred stock in connection with the Valu-Line merger. Birch redeemed the
series A preferred stock in June 1998. Aleo in June 1998, the convertible notes
were converted into series B preferred stock.

During July and August 1999, Birch issued $10 million of series D preferred
stock and $60 million of series F preferred stock at $4.50 per share. Options
were granted to purchase $25 rillion of series F preferred stock at $4.75 per
share and $25 million of seriea F preferred atock at $5.00 per share which
expire on April 13, 2000. Additionally, Birch repurchased $10 million of
geries C preferred stock at $4.50 and recapitalized the series B preferred stock
converting it into a new series B preferred stock and a new series E preferred
stock. The series E preferred stock was then redeemed for $8.6 million. Net
proceeds generated from these transactions totaled $44.4 million.

AUTHORIZED SHARES

At December 31, 19%9, Birch had shares authorized totaling 80 million shares
of common stock and 55 million shares of preferred stock. The preferred steck
has designations of 8.75 million shares of series B, 8.5 million shares of
series C, 2.2 million shares of gerieg D, 1.9 million shares of series E and
30 million shares of seriesg F.
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9, CAPITAL STRUCTURE (CONTINUED)
RIGHTS

All classes of preferred stock are convertible and contain certain voting
rights. The common stock also has voting rights similar to the series C
preferred stock. The series B, series D and series F preferred stock have
additional voting rights in certain circumstances. Additionally, the series F
preferred stock containg mandatory redemption rights based on certain senior
management retention. In the event of mandatory redemption, the shares are
redeemable for amounts similar to the liquidation preference discussed below.

LIQUIDATION RIGHTS

Birch's series D and series F preferred stock have a liquidation preference
over the series B and series C preferred stock and common stock at the greater
of (i) the purchase price plus accrued but unpaid dividends or (ii) the amount
the holders would have received upon liquidation if such shares of series D and
series F preferred stock had been converted to common stock immediately prier to
liguidation. Birch's Series B preferred stock has a liquidation preference only
over series C preferred stock and common stock at an amount equal t£o the sum of
the purchase price plus accrued but unpaid dividends. Series C preferred stock
has preference only over commeon stock at an amount equal to the sum of the
purchase price plus accrued but unpaid dividends.

CIVIDENDS
The series B preferred stock accrued cumulative compounding dividends at 15%

per annum until the series B was converted and restated intc new series B. At
that time, the rights and preferences were amended and restated to remove the
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mandatory dividend rights and now the series B cumulates cash dividends at 15%
per annum, amounting to §$B14,000 at December 31, 1999. The series C preferred
stock has a 10% non-cumulative cash dividend and the series D preferred stock
cumulates cash dividends at a rate of 15% per annum, totaling $750,000 at
December 31, 1999. Only the series F preferred stock contains mandatory dividend
rights. Accrued cash dividends on series F preferred stock totaled $3.6 million
at December 31, 1999, as reflected in stockholders' equity. Common stock
dividends, if any, will be declared at the discretion of Birch's board of
directors. Birch has not paid any cash dividends on common stock since inception
and does not intend to pay any in the foreseeable future. Restrictions contained
in the senior credit facility agreement and the senior notes indenture prohibit
Birch from paying certain dividends on its capital stock.

On Jupne 23, 1998, Birch paid a stock dividend, in the amount of 0.055 ghares
per share, to the holders of Birch's series B preferred stock, series C
preferred stock and common stock as of June 15, 1998. Dividends paid on
series A preferred stock in 1998 totaled $168,000.
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10. RELATED-PARTY TRANSACTIONS
During December 1997, Birch borrowed $250,000 from EBirch's principal
stockholder under a note payable. The note payable was fully repaid in

February 1998.

Birch acquired notes payable to Valu-Line shareholders totaling $274,000 in
the Valu-Line merger. These notes were fully repaid during 1998.

A broadcasting company owned by one of the Birch's shareholders rented
office space from Birch for $30,000 during 1998 and $29,187 during 1999. Birch
purchased ad “ising from the broadcasting company totaling $40,000 in 1998 and
$30,360 in 15

A real es.ite company owned by the President =f Birch's zguipment divisicon
was paid $3,588 for building maintenance in 1998 and $12,%87 in 1999.

11. COMMITMENTS AND CONTINGENCIES
Future minimum rental commitments at December 31, 1%%9 for all noncancelable

operating leases, consisting mainly cof leases for office space and equipment,
are as follows (IN THOUSANDS) .

2000 . L e e e e e e $ 2,766,794
4 s 3,042,829
2L Lo 7 2,925,940
L1 L 2,567,29%
1 L N 2,443,322
Thereafter. . . i e e e e 7,769,655
- - $21,515,835S

Total rent expense was $81,000 in 1997, $485,000 in 1998 and $1.5 million in
1999. Birch may renew leases on its corporate offices in terms ranging from
three toc ten years at rates approximating the prevailing market. Renewal rentals
are excluded from the table.

Various suits arising in the ordinary course of business are pending against
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Birch. Management cannot predict the final outcome of the actions, but believes
they will not be material to Birch's financial statements.

12. EMPLOYEE BENEFIT PLAN

Birch sponsors a 401(k) profit-sharing plan covering substantially all
employees under which employees can contribute up to 15% of their annual salary
subject to annual maximum limitations. Employees can participate after meeting
the plan's eligibility requirements. Birch may also make discretionary
contributions. Birch contributions to the plan were $148,000 in 1998 and
$554,925 in 1999.

13. EMPLOYMENT AGREEMENTS
Birch has entered into employment agreements with certain executive
employees which provide for payments to be made in connecticn with certain
termination of employment or change of control. The bhenefits include cash
compensation, immediate vesting of outstanding stock options and coverage under
Birch's group health plan.
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14. INCOME TAXES

Net deferred taxes consist of the following as of December 31, 1998 and
199%:

{IN THOUSANDS}

Deferred tax assets:

Ne* operating loss ca. .orwards....................... $ 5.528 $ 28,770
Accruals and reserves not currently deductible......... 91 182
@30 c0vaoccnn000000000060000000000000600000000000a000 0 668 614
6,287 29,566
Valuation alloWamC®. . .. ittt e e e e e e e (5,799) (28,741)
488 825

Deferred tax liabilities:
Property and eqQuipment. .. ...... ... .t ontiinannaaann.. 488 825
& oo $ 5o
EEEEE T 2] =zm==3==

Net inccme tax benefits of approximately $5.1 million in 1998 and $22.9 in
1999 have been offset by increases in the valuation allowance. At December 31,
1999, Birch had operating loss carryforwards for federal income tax purposes of
approximately $71.9 million, expiring in 2013 and 2014.

The primary difference that caused the effective tax rate to vary from the
statutery federal income tax rate of 315% was the valuaticn allowance.

15. STCCK OPTION PLAN
At December 31, 1997, Birch had granted opticns to purchase common stock

under the 1997 stock option plan. The options granted had a term of 10 years and
vested over a4 four-year period. This plan was terminated and superseded in 19%8
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by the 1998 employee stock option plan. No options were or ever will be
exercised and no shares were or will ever be issued under the terminated and
superseded 1997 stock option plan.

Stock option activity under the 1997 stock option plan was as follows:

WEIGHTED-
AVERAGE PER
SHARE EXERCISE

SHARES PRICE
Granted. ... ... e e i r e e e e 2,783,000 $ 1.00
Exercimed. .. ...t e e e e e e -- --
Forfeited. .. ... . e e e e e -- --
Outstanding at December 31, 1997.................... 2,783,000 1.00
Terminated. . .. ... ittt i e e et e e {2,783,000) 1.00
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15. STOCK OPTION PLAN (CONTINUED)

Stock option activity under the 1998 employee stock option plan was as
follows:

WEIGHTED-
AVERAGE PER
SHARE EXERCISE

SHARES PRICE
Granted. . . . e e e e e 5,093,064 $0.242
Exexrcised. .. ... . .. e e e e 4,566,88% 0.001
Forfeited. ... .. e e e 14,250 2.500
Outstanding at December 31, 1998.................... 511,925 2.334
Granted. .. ... e e e 1,794,800 3.845
ExerciBed. . . ..o e e e e -- --
Forfeited. . .. ... . .. . e e 275,875 3.038
Outstandipg at December 31, 1999.................... 2,030,850 31.574

At December 31, 1958, 5,363 coptions were exercisable with a weighted average
exercise price of $0.001. At Cecember 31, 1889, 107,468 options were exercisable
with a weighted average exercise price of $2.175.

The 1998 employee stock option plan authorized the grant of options for up
to 6,195,845 shares of Birch's common stock. The options have a term of
10 years and vest over a four-year period. All options exercised during 1998
were for cprions granted with an early exercise provisien. The shares from
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exercised options ceontinue to be subject to the four-year vesting period. No
options expired during 1998 or 19%9.

Options granted in 1998 and 1999 had exercise prices approximating the
market value of the common stock. Exercise prices for options outstanding at
December 31, 1999 ranged from $0.001 to $4.50. The weighted-average remaining
contractual life of those optiona is 9.4 years. The weighted-average fair values
of options granted during the years ended December 31, 1998 and 1999 equaled
$0.05 and $0.73, respectively. At December 31, 1999, Birch has reserved
1,628,956 shares of common stock for issuance under the 1998 stock option plan.

Birch estimated the fair value of each option grant using the minimum value
method permitted by SFAS No. 123 for entities not publicly traded. Birch used
the following assumptions in the calculation: rigk-free interest rate of 5.25%,
expected life of four years and no dividends being paid over the life of the
options. Under the minimum value method, the volatility factor is excluded. Had
compensation cost for the stock based compensation plan been determined as
prescribed by SFAS No. 123, the net loss and loss per common share would have
been as follows for the years ended December 31, 1997, 1998 and 1999:

{IN THOUSANDS, EXCEPT PER SHARE

DATA)
Het loss--ag reported. .. .......ceutiiinnnnnnnnns $(1,789)  S${1e,208) §$(61,804)
Net log8--pro fOrma. . ....... ..ottt isiiannananren (1,921) {16, 384) (62,411)
Loss per share--Basic and Diluted--Pro Forma.... (1.56} {4.75) (13.36)
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16. SIGNIFICANT SUPPLIERS

Birch purchased telephone services from Southwestern Bell Telephone
amounting to 35% of cost of services in 1958 and 65% in 1599. Birch is dependent
upon incumbent telephone companies, such as Scuthwestern Bell, for the supply of
fiber optic networks that we use. Birch purchased switches and other network
equipment and software from Lucent Technologies amounting to $12.9 million in
1998 and $9.9 million in 1999.

17. YEAR 2000 ISSUE--UNAUDITED

The Year 2000 issue is the result of computer programs being written using
two digits rather chan four to define the applicable year. Any of Birch's
computer programs that have date-sensitive software may recognize the date using
"00" as the year 1900 rather than the year 2000. Birch completed all Year 2000
readiness work and experienced no significant problems as a result of the new
year. Birch does not believe it has continued exposure to the Year 2000 problem
and does not expect further costs incurred in relaticn to the Year 2000 issue to
be substantial.

18. QUARTERLY DATA--UNAUDITED

The following table includes summarized quarterly financial data for the
years ended December 31:

QUARTERS
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(IN THOUSANDS, EXCEPT PER SHARE DATA)

1998:

[0 00 00000000000000000000000060000006006000000000 $ 3,705 § §,060 § 7,478 $ 8,844
@EEECD Yo e 00000000000000000000009000000GC000000000 1,083 1,628 2,305 2,208
Lous from OperationE.. ... ... ...t iiuituaeeannanannenanns (567} (1,486) {2,996} (5.827)
Bi33 {E00ccco0o0000000000000000000000000000000500000060600 {623} {1,768) (5,468} (6,351}
Loss per common share--basic and diluted.............. {0.79}) (0.55) {1.1%) {1.76}
1999:

LRS00 0 0000000000000000000000000000000000000000000 $10,636 $ 13,978 § 17,022 $ 18,905
GIOBS MATGilM. . ...ttt in i in i im ettt aaasn 2,711 3,574 31,753 4,142
LOBS fXOM OPEXALLIONB ., o v\t m v tv e amme oeaiae e canaeeennnns (7.128) (9,525) (13,710} {19,330}
Bi5R @ cococcaoeoo00o000000000090000000000000000600060600 (9,936} {22,619} {16,690) (22,539)
Loss per common share--basic and diluted.............. {2.086) . {2.59} 13.43) (5.30)

12. SUBSEQUENT EVENTS

Since December 31, 199%, Birch has borrowed an additioconal 540 wmillion
through March 23, 2000 under the term loan portion of the senior credit
facility.

Oon March 23, 2000 an affiliate of Kohlberg Kravis Rcoberts & Co. exercised
ite options to purchase an additional $50.0 million of Birch's series F
preferred stock (see note 9).

Also on March 23, 2000, Birch filed a registration statement on Form S-1
relating to a proposed initial public offering of its common stock. All
outstanding shares of Birch's preferred stock will autcomatically convert into
shares of common stock upon completion of the proposed offering. In additicon
Birch expects to declare a 1.795 for 1 split of its common stock prior to
completion of the offering. The conversion ratic for the preferred stock will be
adjusted accordingly.

F-20
REPORT OF INDEPENDENT AUDITORS

The Board of Directors
Valu-Line Companies, Inc.

We have audited the accompanying consolidated balance sheet of the Valu-Line
Companies, Inc. (the Company) as of December 31, 1997, and the related
consolidated statements of income and retained earnings, and cash flows for the
year then ended. These financial statements are the responsibility of the
Company's management. QOur responsibility is to express an opinion on these
financial statements based on our audit. :

We conducted our audit in accordance with auditing standards generally
accepted in the United States. Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An
audit alsc 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 audit provides a reasonable basis
for our opinicn.

In cur opinicn, the financial statements referred tc above present fairly,
in all material respects, the consolidated financial position of Valu-Line
Companies, Inc. at December 31, 1%%7 and the consolidated results of its
cperations and its cash flows for the year then ended in conformity with
accounting principles generally accepted in the United States.

Ernst & Young LLP
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F-21
VALU-LINE COMPANIES, INC.
CONSOLIDATED BALANCE SHEET
DECEMBER 31, 1997

(IN THOUSANDS, EXCEPT SHARE DATA)

ASSETS
Current assets:

Cash and cash equivalents........... .. ... .0 iiiininnnn
Accounts receivable, net of allowance of $70..............
Other receivables--related parties................c...nn..
BG5S ¢ e T T -
Prepaid EXDENS®E . . . .0ttt ittt i e
Income taxes receivable. ... ......... . . . . ittt
[0 s T3 - ¥ - T 1 -
Deferred iNCOME CAKEE. . ... .ottt i tnnnrer i aananannnnen

Total current aBBeLa. . ... . ... ...ttt et
Property and equipment, Det...... ... cui vt iiooneonoronnnansn
OLRETr ABBELB. .. ... . ittt innnarnanr s inaaensarsaasnnsassnansss

TOLAL ABBEEB . o o et v ve ettt et e s e e e e e e e

LIABILITIES AND STOCKHOLDERS' EQUITY
Current liabilities:
Current maturities of long-term debt and capital lease

[=3 < = T -+
Notes payable--related parties........... .. .o iiiiunnnn.
Accounts payable. . . .. ... e e
Accrued eXpPenSBEeS . . . .. ... ..t e,
CUStOMET AePOBIEE . ottt ittt it ottt e e e e e e e e e e
Accrued salaries and commissions................c.cciaa...
Deferred FeveNUB. .. ...ttt ittt e e i e a e

Total current liabilities............... ... uiiiiinnaanon.
Long-term debt, net of current maturities...................
Capital lease obligation, net of current maturities.........
Deferred income LaAXEB. .. .. .. ... ...ttt it tnran

STOCKHOLDERS' EQUITY
Common steck, no par value, 100,000 shares authorized;

10,360 issued and outstanding............... ... .00,
Retained earnings. ... .. ... ..ottt i i s

Total stockholders' eguity... ... ...t tiineroninnnnnnnnan

Total liabilities and stockholders' eguity..................

See accompanying notes,
F-22

VALU-LINE COMPANIES, INC.
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CONSOLIDATED STATEMENT OF INCOME AND RETAINED EARNINGS

YEAR ENDED DECEMBER 31, 1987

(IN THOUSANDS EXCEPT SHARES AND PER SHARE DATA)

Revenue:

Communications services, net. ... .. ... ... .. . icimrnnnaunin. $13,785

EplEwEE CAE0) ®3RBoocaosocacoosoooccacnoononnoocacaoonooo 3,016
TOLAL EoVOIIUR., . o o ittt o e et am et e e e beaee e 16,801
Cost of services:

Cost of communications Services................. ... 9,859

Cost of equipment sales. ... ... ... i i 1,983
Total COBt Of BEIVICEB. ..\ tuu e ennn e e e inanssiaraaaneins. 11,842
@EREO0 RN 09000000000 00000000055000000000000000000000A00 G 4,959
Selling, general and administrative.................... .. ... 4,067
Depreciation and amortization...... .. ... iuiiiiiniennnnnnn 341
Income from operations...........c.i it i 551
INCEIESE EXPONBE. . .o v it nnnvrrr ettt soneroiarnansntores 97
Income before income CAXEB............¢cieouiririnnarananeanas 454
Income taAX BXDENBE. ... ... .-t it i aaa s a e e 186
9B A& N0 ce00000000000000000000000A00006000A0000000000600 0 268
Retained earnings, beginning of year............¢c.ciiuniveen 1,216
Retained earninga, end of year................. ... ... $ 1,484
Earnings per share--basic and diluted....................... $ 25.87
Common shares outstanding--basic and diluted. ... ........... 10,380

See accompanying notes.
F-23
VALU-LINE COMPANIES, INC.
CONSOLIDATED STATEMENT OF CASH FLOWS
YEAR ENDED DECEMBER 31, 15%7

{IN THOUSANDS)

OPERATING ACTIVITIES
Net IDCOME . . .. .. . e e e e e e e e e e e e e e e e e 5268
Adjustments toc reconcile net income to net cash from

operating activities:

Depreciation and amortization............. ... ciiiiinain.. 341
Deferred INCOME TAX®S. . .. ... .. ... ..o, (14)
INCOME CAX @XPEOIISE . . .t uv st it i ettt e e ot et e e et e m i ee e 73
Changes in operating assets and liabilities:
Accounts receivable. .. .. ... ... ..o (660)
Other receivables--related parties...................... (52}
U EREEkST 0 c c 50 000000000000 0000000000060 00a0000060000600 o0 (93}

Income taxes receivable/payable. ... ... ... .. ... ... ... .... {56)
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Accounts payable. ... ... .. ... . ... .. 520

Accrued expenses and other current liabilities.......... 304

L8 T (142)
Net cash provided by operating activities................... 488
INVESTING ACTIVITIES
Purchase of property and equipment.......................... (243)
Net cash used in investing activities....................... (243)
FINANCING ACTIVITIES
Payment of notes payable. ... .. ...... . . .. ... .. ..., (11}
Payment of notes payable--related parties................... (44)
Payment of capital lease obligation......................... (90)
Net cash uged in financing activities....................... (145)
Net increase in cash and cash equivalents................... 100
Cash and cash equivalents, beginning of year................ 158
Cash and cash equivalents, end of year...................... $258

See accompanying notes.
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VALU-LINE COMPANIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
YEAR ENDED DECEMBER 31, 1997
1. THE COMPANY

These consolidated financial statements include the accounts of Valu-Line
Companies, Inc., a Kansas Corporation, and its wholly-owned subsidiaries
(collectively, the "Company"), Valu-Line of Kansas, Inc. and IS Advertising. The
Company was acquired by Birch Telecom, Inc. in February 1998 (see NOTE 10). The
accounts of Valu Broadcasting, Inc. and Steve Sauder Real Estate, respectively,
a wholly-owned subsidiary of and a division of Valu-Line Companies, Inc., both
of which were spun off in December 1997, have been excluded for all pericds from
these consolidated financial statements in order to reflect financial position
and operating results on a basis consistent with the businesses acquired by
Birch Telecom, Inc. All intercompany balances and transactions have been
eliminated in consoclidation.

The Company provides local, long distance, Internet, customer premises
equipment and other communications services to business and residential
customers in the state of Kansas.

2. SUMMARY OF SIGNIFICANT ACCQUNTING POLICIES

CASH AND CASH EQUIVALENTS

For purposes of reporting cash flows, the Company includes as cash and cash
equivalents, cash and marketable securities with original maturities of three
months or less.

REVENUE RECOGNITION

Revenue from communications services is recognized when the services are
provided. Revenue on billings to customers in advance of providing services is

deferred and recognized when earned.

CONCENTRATION OF CREDIT RISK
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The Company is exposed to concentrations of credit risk principally from
customer accounts receivable. At December 31, 1997, the Company's customers are
located in the state of Kansas. The Company performs ongoing credit evaluations
of its customers as a means to reduce credit risk.

FAIR VALUES OF FINANCIAL INSTRUMENTS

As of December 31, 1997, the fair values of the Company's financial
instruments, including cash equivalents and notes payable--related parties,
approximate their carrying value.

INVENTORIES

Inventories, which consist of customer premises communications eguipment
held for sale and supplies, are valued at lower of average cost or market.

PROPERTY AND EQUIPMENT
Property and equipment, including assets held under capital leases, are
stated at cost and are depreciated using the straight-line method over the
estimated useful lives of the related assets or lease term.
F-25
VALU-LINE COMPANIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

YEAR ENDED DECEMBER 31, 1997

2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED}
USE OF ESTIMATES IN FINANCIAL STATEMENTS

The preparation of consolidated financial statements in conformity with
generally accepted accounting principles requires management to make estimates
and assumptions that affect the reported amounts in the consclidated financial
statements and accompanying notes. Actual results could differ from those
egtimates.

3. PROPERTY AND EQUIPMENT

The compeonents of property and equipment at December 31, 1997 are as
follows:

ESTIMATED
USEFUL LIVES 1987

{IN THOUSANDS)

Telecommunications and other equipment............ S years 5 1,103
Office equipment, furniture and other............. 3-7 years 1,178
Buildings.and improvements........................ 40 years 683
2,964

Accumulated depreciation and amortizatiom......... (1,352}
1,612

Telecommunication equipment under capital lease was 5607,000 at
December 31, 1597. Accumulated amortization totaled $194,000 as of December 31,
1997. Amortization of assets under capital lease is included in depreciaticn and
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amortization expense. Interest expense associated with the obligations under
these leases amounted to $47,000 in 1997.

4. CAPITAL LEASE OBLIGATION

The Company leases telecommunications equipment under a capital lease. The
future minimum lease payments under the capitalized lease and the present value
of the net minimum leage payments as of December 31, 1997 are as follows (IN
THOUSANDS ) :

) 0 6 caoooocoo0coob00000000aa000000000000000660000000000000a §137
N8990 0000000600006000000000000000000000000060G6G0000009000060600 0 137
L1 137
AEE 6 6 6000000000000 00000000000060060000000000000000800060G00 G- 57
HOBH 06 00000000008000000000000000060000000000A000AB00000AG0GC00 0 57
0 L 57
Total minimum lease PAYMERLE . ... ...t innnannons 582
Less amount representing interest........................... (147)

Present value of net minimum lease payments with interest at

B TR 1 435
Less current maturities .. .. .. ...t tetnntnrornnenannnnnns {99)
$336

F-26

VALU-LINE COMPANIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)
YEAR ENDED DECEMBER 31, 19%7
5. LONG TERM DEBT AND NOTES PAYABLE

The Company entered into a note payable with a financial institurion in the
amount of $300,000 in 1992 to finance the remocdeling of a building. The note is
payable in monthly installments through 2007. Interest is payable at prime plus
1 1/2% (10.0% at December 31, 1997). The note is secured by the building and the
deposit accounts of the Company with the financial institution. The cutstanding
principal balance on the note was $262,000 at December 31, 1997.

In 1996, the Company issued a note payable of $100,000 to finance the
purchase of an office building. The note is payable in monthly installments
through 2011. Interest is payable at a variable rate (8.90% at December, 31,
18937) . The note is secured by the building. The outstanding principal balance on
the note was $94,000 at December 31, 1%97.

Maturities on the aforementioned notes payable are as follows (IN
THOUSANDS)

LN e 0 e 0000000009000 000000000000000060000006000000aa00B0GCS0 0 5 11
L e e e e e 13
734 1 14
40 L+ B 15
2002 . e e e, 17
Thereatter . . . . e e 286
ot Al . . e e e e 5356
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The Company alsoc has notes payable to officers of the Company and members of
their families. The notes are unsecured and payable on demand. Interest is
payable at the treasury rate (5.85% at December 31, 1%97). The cutstanding
principal balance on these notes was $240,000 at December 31, 1997. Principal
and interest payments were $128,000 in 1997.

Total interest paid in 1997 was $97,000.
6. EMPLOYEE BENEFIT PLAN
The Company sponsors a 40l1{k} profit-sharing plan covering substantially all
employees under which employees can contribute up to 15% of their annual salary
subject to annual Internal Revenue Code maximum limitations. Employees can
participate after meeting the plan's eligibility requirementas., The Company may
make a discretionary contribution. Company contributions to the plan were
$81,000 in 1997,
F-27
VALU-LINE COMPANIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)
YEAR ENDED DECEMBER 31, 1987
7. INCOME TAXES

The income tax expense {benefit) ccnsisted of the following:

YEAR ENDED
DECEMBER 31, 19397

(IN THOUSANDS)

Current:
Federal. ... ... e e et e e $17%
o o 25
= o B R o o o 3 5 200
Deferred:
20T L {12)
o3 o [2)
Total deferred. ... .. ... . it e e e (14}
INCOME CaX EXPeMBe. . .. .. ..ttt itt it ee et em ettt S184

The differences between the amount computed by applying the statutory
federal income tax rate to income before income taxes and the provision for
income taxes are as follows:

YEAR ENDED
DECEMBER 21, 1997

(IN THOUSANDS)
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Tax computed at statutory rate............uicvceenennnnnn. $159
State taxes, net of federal effect............ .. vuuuunn.. 22
108 2L ¢ 5
INCOmME LaX EXPeNSE. .. ... . ... uunn ittt 5186

Deferred income taxes reflect the net tax effects of temporary differences
between the carrying amounts of assets and liabilities for financial reporting
purposes and the amounts used for federal and state income tax purposes.
Significant components of the Company's deferred tax assets and liabilities at
December 31, 1997 are as follows {IN THOUSANDS):

Deferred tax assets (current):

Accrued liabilities.... ... ... . ... . i, $32
Allowance for doubtful ACCOUNLE........ouvurunnnnnnnnnnn. 28
Inventory capitalization.......... ... .ot ivuurnnnnnnninin 11
71

Deferred tax liability (noncurrent):
] o o T I 1 27
Net deferred tax asSetsd. ... .. ..... .. uttuurmnnnnisnnennannnn $44

Net cash paid for income taxes for the year ended December 31, 1997 was
$225,000.

F-28
VALU-LINE COMPANIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)
YEAR ENDED DECEMBER 31, 1997
8. ADDITIONAL FINANCIAL INFORMATION
RELATED PARTIES
In 15897 Valu-Line provided services principally related to rent and
operating costs to Valu-Broadcasting, Inc., an affiliate of Valu-Line at the
time of the transactions, in the amount of $81,000. Valu-Line also received
services principally related to advertising from Valu-Broadcasting, Inc. in the
amount of $41,000 in 1997. In February 19%8, Valu-Line merged with and into the
Company pursuant to the Merger.
MAJOR SUPPLIER INFORMATION
Cost of communications services provided by Southwestern Bell approximated
40% of the total cost of communication services for the year ended December 31,
1997. Equipment purchases from Toshiba approximated 59% of cost of equipment
sales for the year ended December 31, 1997,
9. CCMMITMENTS AND CONTINGENCIES
Minimum rental commitments at year-end 1997 for all noncancelable operating

leases, consisting mainly of leases for office space and vehicles, are as
follows {IN THOUSANDS) :
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DS . T $30
B L 19
7 o L 9
b0 0T o T B T 558

Total rent expense for 1997 was $56,000.
10. SUBSEQUENT EVENT

In February 19298, the Company was acquired by Birch Telecom, Inc. for
$15.500,000. Shareholders of the Company received $4,750,000 of cash and
$14,750,000 of preferred stock in Birch Telecom, Inc.

11. YEAR 2000 COMPLIANCE--UNAUDITED

Year 2000 issues arise from computer programs written using two digits
rather than four to define the applicable year. Any of the Company's computer
programs that have time-sensitive scftware may recognize a date using 00 as the
year 1%00 rather than the year 2000. This could result in a system failure or
miscalculation causing disruptions of operations, including, among other things,
a temporary inability to process transactions, send invoices or engage in
similar normal business activities.

Baged on ongoing assesaments, the Company determined that it will be
required to modify or replace portions of its software so that its computer
systems will function properly with respect to dates in the year 2000 and
thereafter. The Company presently believes that with modifications to existing
software and conversions to new software, the year 2000 issue will not pose
significant operational problems for its computer systems. The Company estimates
it will incur minimal expenses to modify and convert its systems and anticipates
completing the year 2000 project by the year ending December 31, 19%8.

Fr-29
VALU-LINE COMPANIES, INC.
NOTES TQ CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED}
YEAR ENDED DECEMBER 31, 1997

11. YEAR 2000 COMPLIANCE--UNAUDITED (CONTINUED)

While the Company believes that its systems will be year 2000 compliant,
there can be no assurance until the year 2000 occurs that all systems will
function adequately. In addition, the Company interconnects and uses various
local exchange companies' facilities to service its customers, and such
facilities currently utilize numerous, date-sensitive computer applications. If
these facilities are not year 2000 compliant, or if the systems of other local
exchange companies, long distance carriers and others upon which the Company
relies are not year 2000 compliant, it could have a material effect on the
Company's.business, operating results and financial condition.

F-30

BIRCH TELECOM, INC.
SCHEDULE II--CONSOLIDATED VALUATION AND QUALIFYING ACCOUNTS
YEARS ENDED DECEMBER 31, 1957, 1998 AND 1999

ADDITICNS
BALANCE CHARGED CHARGED TO BALANCE
BEGINNING TO OTHER OTHER END OF
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OF YEAR INCOME ACCOUNTS DEDUCTIONS YEAR
(1IN THOUSANDS)
1597
Valuation allowance--deferred income tax
ABBREE . . . .. H ] $ 681 £ 90 $ [+] H] £81
1998
Allowance for doubrful accounts............ H 0 $ 140 $133 § (39 (1) S 214
Valuation allowance--deferred income tax
ABREES . . ..t $ 681 $ 5,118 $ 0 $ o $ 5,799
1999
Allowance for doubtful accounts............ $ 234 $ 861 $12% $(464) (1) [ 456
Valuation allowance--deferred income tax
XXX J0005000000600006060060000006000600a00 55,799 $32,942 $ 0Q $ 9 $28. 741

(1} Accounts written off,

EX-12.1
2
EXHIBIT 12.1

net of recoveries.

EXHIBIT 12.1

COMPUTATION OF RATIQ OF EARNINGS TO FIXED CHARGES

YEARS ENDED DECEMBER 31,

THE PREDECESSOR(1) BIRCH
1995 1996 1297 1997 1998 19%3
{IN THOUSANDS. EXCEPT RATIOS:
Earnings
Total earnings {loss! 5 94 5289 5268 $(1,789) §(16,208) S(61,804)
J3ET] B ¥3000000000000000000000000000000000 - -- oo oo ie o
B2 ¥l cooooooooeanconoecanea gooooocaoooocooaa 175 494 454 {1,789 {16,208) (61 BOA)
Fixed charges
INTAXest CRATGER. ... .. .cuunrninnean.. . SE 162 97 oo N
Intereat factor of operating rents......... 13 16 19 oo oo
Total fixed charges. . ... ... vviiiineviannan 71 118 116 oo -
Earnings, as adjusted. ..... ... ........ ... ..... 5246 5612 $570 $716.208) $(61.B04:
maax PETTY remr EeEmm sesnsnas
Ratic of earnings to fixed charges...... .. ., J.46x 5.19x 4.91x -- - o
Deficiency of earnings to fixed charges...... -- - -- $(1,789) S716,208) $(61,804)

Note:

For purpcses of calculating the ratio of earnings to fixed charges,

earnings are defined as loss before income taxes plus fixed charges. Fixed
charges consist of interest expense and a reascnable approximation of the
interest factor included in rental payments on operating leases.

(1)

the

Prior to
developmental stage.

The Predecesscor company is Valu-Line Companies which was merged with us
during February 1998.

February 1998, we had no revenues and were in
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<TYPE>EX-27.1

<SEQUENCE>3
<DESCRIPTION>EXHIBIT 27.1
<TEXT>

<«TABLE> «<§> «<C»
<PAGE >

<ARTICLE> S
<LEGEND »

THIS SCHEDULE CONTAINS SUMMARY FINANCIAL INFORMATION EXTRACTED FROM THE

CONSCLIDATED FINANCIAL STATEMENTS OF BIRCH TELECOM,

INC. AS OF, AND FOR THE

YEAR ENDING DECEMBER 31, 1998 AND IS QUALIFIED IN ITS ENTIRETY BY REFERENCE
TG SUCH CONSOLIDATED FINANCIAL STATEMENTS INCLUDED IN THE ANNUAL REPORT ON

FORM 10-K OF BIRCH TELECOM, .INC.
</LEGEND >
<MULTIPLIER> 1,000

<S> <C>»
<PERIOD-TYPE=> YEAR
<PISCAL-YEAR-END>
<PERIOD-START>
<PERIOD-END>

<CASH>

<SECURITIES>
<RECEIVABLES>
<ALLOWANCES>
<«INVENTORY >

<CURRENT -ASSETS»
<PP&E>
<DEPRECIATION>
<TOTAL-ASSETS>
<CURRENT -LIABILIT
<BONDS >

<PREFERRED -MANDAT™: ™
<PREFERRED>

<COMMON >

<OTHER-SE>
<TOTAL-LIABILITY-AND-EQUITY>
<SALES>

<TOTAL -REVENUES>
<CGS>

<TOTAL - COSTS »
<OTHER-EXPENSES>
<LOSS-PROVISION>
<INTEREST-EXPENSE>

< INCOME -PRETAX >
<INCOME - TAX >
<INCOME - CONTINUING>
<DISCONTIKUED>
<EXTRACRDINARY »
<CHANGES>.

<NET - INCCME »
<EPS-BASIC>
<EPS-DILUTED:>

DEC-31-199%
JAN-01-1999
DEC-31-1999
5,053
15,936
12,068
456
3,735
38,779
70,192
4,080
146,571
25,393
125,785
3,850
1&

5
(67,778}
146,971
60,538
60,538
46,358
46,358
v}

561
15,036
(61,804)
0
(61,804)
0

0

0
{61,804)
{13.25)
{13.29)

Copyright 2000 EDGAR Onlwe, ng. (ver | 012 (63)

Page 95



BIRCH TELECOM INC /MO — 10-K405 — Annual Report Date Filed: 3/30/2000

Copvright 2000 EDGAR Onling, {nc, (ver 1.01/2.003) ] . Page 96




BIRCH TELECOM INC /MO

Filing Type:
Description:
Filing Date:
Period End:

Primary Exchange:
Ticker:

10-Q

Quarterly Report
May 15, 2000
Mar 31, 2000

N/A
N/A

Data provided by EDGAR Online, Inc. (httn:/www FreeEDGAR, com)}




BIRCH TELECOM INC /MO - 10-Q — Quarterly Report ' Date Filed: 5/15/2000

Table of Contents

To jump 10 a section, double-click on the section name.

10-Q

Balance Sheet......
| DOToTu3 00 TR 812301 L= o 8 SO OO
CASH FIOW STBIEITIEIIE oot ser e e seser et e ettt et et o ot e oo e

PARTII..
ITEM1..

EX-3.1

EX-27.1

SR80 31 A -\ o) TR I |

Data provided by EDGAR Online, Inc. (jttp://www. FreeEDGAR. com)




BIRCH TELECOM INC /MO - 10-Q — Quarterly Report Date Filed: 5/15/2000

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20545

FORM 10-Q
/x/ QUARTERLY REPORT PURSUANT TO SECTION 13 QR 15(d}) OF THE
SECURITIES EXCHANGE ACT OF 1934
For the guarterly period ended March 31, 2000

/7 TRANSITION REPORT PURSUANT TO SECTION 13 OR
15(d} OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from to

Commission file number:
333-62797

BIRCH TELECOM, INC.
{Exact name of Registrant as specified in its charter)

Delaware 43-1766929
(State or other jurisdiction (I.R.5. Employer
of incorporation or organization} Identification No.)
2020 Baltimore Avenue 64108
Kansas City, Missouri (2ip Code)

(Address of principal executive offices}

Registrant's telephone number, including area .
(8l6) 300-3000

Securities registered pursuant to Section 12{b) of tne Act:
14% senior notes due 2008
{Title of Class}

Securities registered pursuant to Secticn 12{(g) of the Act:
None

Indicate by check mark whether the Registrant (1) has filed all reports
required to be filed by Section 13 or 15(d) of the Securities Exchange Act of
1934 during the preceding 12 months (or for such shorter period that the
Registrant was required to file such reports), and (2) has been subject to such
filing requirements for the past 90 days. Yes /X/ No / /

APPLICABLE ONLY TO CORPORATE ISSUERS:
Indicate the number of shares outstanding of each of the issuer's

classes of common stock, as of the latest practicable date. There were B,58%,601
shares of common stock, $.001 par value, ocutstanding as of May 8, 2000.
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PART I - FINANCIAL INFORMATION

HOLDERS

ITEM 1. FINANCIAL STATEMENTS (UNAUDITED)

BIRCH TELECOM, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS

(In thousands, except share data)

ASSETS

March 31,
2000

{(Unaudited)

December 31,
1999
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Current aspets:
Cagh and cash equivalents.........
Pledged securities........
Accounts receivable, net..
IAVEALOLY v v e v vnrcamnnrnasass
Prepaid expenses and other..

Total current assets........ oo
Property and equipment........ .
Less: accumilated depreciation

Property and eguipment, net...
Pledged securities - noncurren
Goodwill, met.............caannn
Other intangibles, net....
Other BBBELB. . v.ciunsnnrrsanstnincencans

TOLAL BBBEES. . iciiaunnsncanessarosiretaciansanasssasrstarsorsrnnrrrananrssnns

LIABILITIES AND STOCKHOLDERS' DEFICIT

CURRENT LIABILITIES:
Current matuvities of long-term debt and capital leasge cbligations......
Accounts payable .. oo
Accrued expenses

Total current liabilities ............... 0900005 0000000
Senior credit facility
14% BENIOr NOLEB. . - . ocunuerr vt rsanstnnannnranss
Other long-term debt and capital lease cbligations,

Series F redeemable preferred atock, 13,333,334 shares issued and outstanding

(stated at redemption and aggregate liquidation value)..................
Stockholders' deficit:
Series B preferred stock, 8,572,039 shares issued and outstanding.......
Series C preferred stock, 6,270,527 ghares issued and ocutstanding.......
Series D preferred stock, 2,622,221 and 2,222,222 shares ipeued and
L o Y Y = e R R A

Common stock, $.001 par value, 80,000,000 shares authorized, &,587,102 and

8,414,541 shares issued and outstanding. ... .....c.ciuminniiiiiiias
LY 5 % 111 T
Additional paid-in capital .. ... ... ittt i e
Accumulated deficit ..., --iiiiiiiiiiaii e Chesheaeair ey

Less raceivable from stockholders........ . -0 i
Total stockholders’ defiCit....vrausanaararcraraateeernataaaancasnsoennnnns

Total liabilities and stockholdere* deficit...... .. .oiiiiiiaiaieininnrrnr nn

See accompanying notes to condensed consolidated

BIRCH TELECOM, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS (Unaudited)
{(In thousands, except per share

Revenue:
Communications services
Equipment Bales.................. ..., ...

YNl FERYEE 50 00 505000000000 0500000000 0000000000000000000000600000AaA0aa0

Cost of gervices:

Cost of communications ServiceB.............. 060DOBB000000000GGG00GG
Cost of equipment BaleB. .. ... ... .. ... .ot im st nanan

Total COBt Of BRIVACEB. . uiu.o it ettt ot aiatutoniancnnoncnansnssonsnas

Lo T - 1= T - T 1

§ B, 078 3§ 5,053
16,153 15,936

13,902 11,612

3,530 3,735

3,299 3,759

43.962 40,095

84,151 70,182

11,482 B.080

72,66% 62,112

7,587 7,484

19,293 19,316

21,176 16,911

1,405 1,053

$ 166,096 § 146,971
$ 1,380 ¢ 1,300
7,356 13,300

17,521 10,793

26,258 25,393

50, 000 10,000
114,723 114,715

1,033 1,670

65,800 63,550

8 B

[ 6

3 2

5 5

337 337

11,767 11,686
{103,144) (79,801}
{91,018} (67,757}

700 --

{91,718} (67,757)

$ 166,096 § 148,971

financial statements.

data)
Three months ended
March 31,
2000 1399
3 21,285 $ 9,308
2,522 1,328
23,808 10,636
15,697 7.138
1,639 787 o
17,336 7.925
o 6,472 2,711
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Selling, general and administrative exXpenBes............ ..ot 21,203
Depreciation and amortization EXpEnSE........cevtuitarrrrscscraniraaanans 4,460
Loss from operations {19,191)
Interest expsnse.... (4,598
Interest income. . ......oieininininnaaan 46
CJ3E B 3cccoonncano006000000000000000000000000 (23,343)
Preferred stock dividends 12,250)
Amertization of preferred stock iassuance coets {175)
Logs applicable to common stock..... 0000060000000000A0AAGE6A00006060 vooo s {25,768)
Loss per common share-- bagic and diluted. ...... .. ... ... ...... ... ... " § (3.05) $
Weighted average number of common shares OULBLanAIng.-....cvvvrenravnn 6,415

8,296
1,543
(7,128)
(3,715)
907
(9,816)
(483)
{8)

See accompanying notes to condensed consolidated financial statements.

BIRCH TELECOM, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (Unaudited)

{In thousands)

NET CASH FROM OPERATING ACTIVITIES
INVESTING ACTIVITIES
Purchase of property and eguipment........ .00
Businesse acguisiticne, net of cash acquired......
Amortizaticn of discount on pledged sscurities

Net cash from investing activities..............uiiiiniminiminineannnnnans
FINANCING ACTIVITIES

Proceeds from long-term debt and capital lease financing..................

Proceeds from issuance of COMMON BLOCK- ... vvv v vavavmrrvmmmrernamenne

Payment ©f financing COBLB. . v v rrrraarararrrrrrartasararanrnemrecesssner

Repayment of leng-term debt and capital leasge obligations

Repayment ©f ShOTL-CEIT MOLEE. ... i ot it tnirnnnsoeenanenensnenenssnnaennnens

Net cash from financing activities.......... ©o00000006000000000000a00a0aa00

NET INCREASE (DECREASE) IN CASH AND CASH EQUIVALENTS........--.i.0nrenanyrs
CASH AND CASH EQUIVALENTS AT BEGINNING OF PERIOD.......- I I I

CASH AND CASH EQUIVALENTS AT END OF PERIOD. ... .. ... ottt iuavananananan

Supplementary schedule of nen-cash investing and financing activities:
Amcunts recorded in connection with acguisitions:
Fair value of net assstg acquired, net of cash acquired..............
Fair value of intangible agsets.............. 0ooococooconboamocaosooao
Assumption of liabilitims.. . ... vt iniiinionoraieiiterstaarannannnaas

Seriec D preferred stock issued for payment of preferred stock issuance
(H2IBB0000000000605060060606DGAI00A0NDNDNDDA0GE000000000000000030000000

Series D preferred stock to be issued for payment of preferred stock
IBSUANCE COBLB. .. ... ittt et et ae e e

Three months ended

March 31,
2000 1999
$ (20,821) $ (5,722}
{14,008) (6,957}
(169) (4,368}
(319) {511}
{14,496} (11, 8386}
40,406 --
L] -
{1,70%) =o
{362) {774)
-- {200)
38,342 {974)
3,025 {18,532)
5,053 38,745
5 8,078 § 21,213

E 2,678

Copyright 2000 EDGAR Online. Inc. (ver 1.0]/2.003)
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Supplemental disclosure of cash flow information:
Cash payment for interest, net of interest capitalized of $203 in
2000 and S2B5 QN 1990 . . .. ot ittt ittt e et e
164 254

See accompanying notes to condensed consolidated financial statements.

BIRCH TELECOM, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Unaudited)
Three Months Ended March 31, 2000

1. BASIS OF PRESENTATION

The accompanying unaudited condensed consolidated financial statements
of Birch Telecom, Inc. ("Birch") have been prepared in accordance with generally
accepted accounting principles for interim financial information and the
instructions to Form 1l0-Q0 and Article 10 of Regulation 5-X. Accordingly, they do
not include all of the information and footnotes regquired by generally accepted
accounting principles for complete financial statements. In the opinion of
management, all adjustments (consisting of normal recurring accruals) considered
necessary for a fair presentation have been included. Operating results for the
three months ended March 31, 2000 are not necessarily indicative of the results
that may be expected for the year ended December 31, 2000. For further
information, refer to the conscolidated fimancial statements and footnotes
thereto included in Birch's annual report on Form 10-K for the fiscal year ended
December 31, 1999.

2. LOSS PER SHARE

The net loss per share amount reflected on the consolidated statements
of operations is based on the weighted-average number of common shares
outstanding. Stock options and convertible preferred stock are anti-dilutive,
and therefore excluded from the computaticn of earnings per share. In the
future, these stock eguivalents may become dilutive.

3. RECLASSIFICATIONS

Certain items in the 1999 condensed consolidated financial statements
have been reclassified to he consistent with the classification in the 2000
cendensed consolidated financial statements.

4. CAPITAL STRUCTURE
During March 2000, the following equity transactions occurred:

o Birch filed a registration statement on Form S$-1 with the
Securities and Exchange Commission (SEC} for an underwritten
initial public offering of cowmmon stock. In connection with
the filing, Birch's board of directors approved a 1.795-for-1
split of common stock. All prior period share and per share
information has been restated to reflect the split. All
outstanding shares of Birch's preferred stock will
automatically convert into shares of common stock upon
completion of the propeosed offering. Additionally, the
conversion ratic on the preferred stock has been adjusted in
accordance with the 1.795-for-1 common stock split;

© BTI Ventures, L.L.C. (BTI), an affiliate of Kohlberg Kravis
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Roberts & Co. (KKR), Birch's largest stockholder, exercised
its options to purchase an additional 5,263,158 shares of
series F preferred stock at $4.75 per share and 5,000,000
sehares of series F preferred stock at $5.00 per share,

@ totaling $50.0 million. The transaction was funded and the
associated shares were issued in April 2000. In connection
with the private placement of series F preferred stock to BTI,
which closed on August 5, 1999, and the related exercise of
options in March 2000, Lehman Brothers, Inc., Birch's
placement agent, earned compensation which included 400,000
ghares of Beries D preferred stock, totaling $1.8 million,
issued in March 2000 and an additional 246,316 shares of
series D preferred stock, totaling $1.2 million, issued in
April 2000; and

<] Richard Jalkut, a member of Birch's board of directors, agreed
to purchase 47,867 shares of common stock for $200,000, and
Mory Ejabat, a member of Birch's board of directors, agreed to
purchase 119,667 shares of common stock for $500,000.

5. LONG-TERM DEBT'

In February 2000, Birch increased its $75.0 million senior credit
facility to $125.0 million. The credit facility provides for a $25.0 million
reducing revolver and $100.0 million in multi-draw term loans. The revolver is
available for general corporate purposes of Birch's subsidiaries and the term
loane are to be used to finance telecommunications egquipment, inventory, network
assets and back office systems.

ITEM 2. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

RESULTS OF OPERATIONS

THREE MONTHS ENDED MARCH 31, 2000 COMPARED TO THREE MONTHS ENDED
MARCH 31, 15995

REVENUE. Revenue increased 123.8% to $23.8 million for the 2000 period
compared to $10.6 million for the 1999 period. The increase in revenue was
principally a result of new customer sales in new and existing markets and
partially due to a full quarter of revenue for Capital Communications
Corporation (acquired in March 19592} in the 2000 period. As a percentage of
total revenue, communications services were B%.4% for the 2000 period and 87.5%
for the 1999 period, and equipment sales were 10.6% for the 2000 period and
12.5% for the 1999 period.

COST OF SERVICES. Cost of services increased 118.8% to $17.3 million
for the 2000 period compared to $7.% million for the 1999 period. The increase
in cost of services was primarily the result of associated revenue increases.
Gross margins increased 138.7% to $6.5 million (27.2% of revenue) for 2000
compared to $2.7 million {25.5% of revenue) for 1999. The increase in gross
margin as a percentage of revenue was primarily the result of a greater
percentage of revenue being derived from higher margin facility-based local
services as compared to resold services in the 1999 period.

SELLING, GENERAL AND ADMINISTRATIVE EXPENSES. Selling, general and
administrative expenses increased 155,.6% to $21.2 million for the 2000 period
compared to $8.3 million for the 1999 period. The increase in expense was
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BIRCH TELECOM INC /MO — 10-Q — Quarterly Report Date Filed: 5/15/2000

primarily a result of supporting and attracting customers in new and existing
markets, market launches in Texas and having a full quarter of expense in the
2000 period for Capital Communicaticns Corporation, which affected wages, rent
and other expenses. Additionally, we had 1,130 employees at March 31, 2000
compared to 506 employees at March 31, 199%. EBITDA, a commonly used measure by
securities analysts of earnings before deducting interest, taxes, depreciation
and amortization, decreased 163.8% to a loss of $14.7 million for the 2000
period compared to a loss of $5.6 million for the 1935 period.

DEPRECIATION AND AMORTIZATION. Depreciation and amortization increased
189.0% to $4.5 million for the 2000 periocd compared to $1.5 million for the 1999
period. The increase in depreciation and amortization was primarily attributable
to the depreciation of a larger base of network assets, the amortization of
intangible assets related to acquisitions and the amortization of financing
costs related to our senior debt facility.

INTEREST. Interest expense increased 23.8% to $4.6 million for the 2000
period compared to %3.7 million for the 1999 period. The increase in interest
expense was primarily a result of borrowings on our senior credit facility,
which began December 1999. Interest income decreased 50.8% to $446,000 for the
2000 period compared to $907,000 for the 1999 pericd. The decrease in interest
income is primarily a result of the maturity and sale of 516.1 million of
pledged securities for the payment of interest on the 14% senior notes.

NET LOSS. Net loss increased 134.9% to $23.3 million for the 2000
period compared to $9.9 million for the 1999 pericd.

LIQUIDITY AND CAPITAL RESOURCES

Our total assets increased to $166.1 million at March 31, 2000 from
£147.0 million at December 31, 1999. This increase was primarily the result of
capital outlays for expansion ¢of our local and data networks and de: clopment of
operations support systems and automated back office systems. At March 31, 2000,
our current assets of $§44.0 million exceeded current liabilities of $26.3
million, resulting in working capital of $17.7 million and a $3.0 million
increase compared to working capital of $14.7 million at December 31, 1593. At
December 31, 1999, our current assets of $40.1 million exceeded current
liabilities of $25.4 million. The increase in working capital was primarily
attributable to proceeds received from borrowings on our senior credit facility
to fund capital purchases. Pledged securities to satisfy interest payments on
our senior notes amounted to $23.7 million at March 31, 2000 and $23.4 million
at December 31, 1999.

OPERATING ACTIVITIES. Net cash used in operating activities was $21.0
million for the 2000 period compared to $5.7 million for the 1999 period. Net
cash used in operating activities was primarily used to fund our net losses of
$23.3 million for the 2000 period and $5.2 million for the 1999 period.

INVESTING ACTIVITIES. Net cash used in investing activities was $14.3
million for the 2000 period compared to $11.8 million for the 1999 period. Net
cash used in investing activities was primarily used for the purchase of
property and equipment related to the expansion of our networks, support systems
and back office systems, totaling $14.0 wmillion in the 2000 period and $7.0
million in the 1999 period. Additionally, $4.4 million was spent on acquisitions
in the 1999 period.

FINANCING ACTIVITIES. Net cash provided by financing activities was
$38.3 million for the 2000 period compared to net cash used in financing
activities of $8574,000 for the 1999 period. In the 2000 period, net cash
provided by financing activities was primarily a result of $40.0 million in
proceeds from borrowings on our senior credit facility. In the 1999 period, net
cash used in financing activities was used for the repayment of debt.
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In February 2000, we increased the capacity of our $75.0 million senicr
credit facility teo $125.0 million. This credit facility provides for a $25.0
million reducing revolver and $100.0 million in multi-draw term loans. The
reveolver ig available for general corporate purposes of ocur subsidiaries and the
term loans are to be used to finance telecommunications eguipment, inventory,
network assets and back office systems. The senior credit facility is secured by
a perfected first priority security interest in substantially all of cur assets
and capital stock of our subsidiaries and contains a number of financial and
operational covenants with which we must comply. Among other things, the
covenants reguire us to maintain specified levels of revenue, EBITDA, ratic
levels and access lines and restrict our ability to incur additional
indebtedness, pay dividends, enter intc related party transactions or sell our
assets. We were in compliance with all covenants at March 31, 2000.

In March 2000, an affiliate of KKR exercised its options to purchase an
additional $50.0 million of our series F preferred stock. The transaction was
funded and the associated shares were issued in April 2000.

The development and expansion of our business will continue to require
significant capital to fund capital expenditures, working capital and debt
service and will generate negative operating cash flows. Our principal capital
expenditure requirements will include:

o the purchase, installation, and expansion of switches and
transmiesion equipment for our local and data networks; and

[ the further develcopment of operations support systems and
automated back office systems.

We do not believe that the growth of our long distance and customer
premises equipment business will require significant capital expenditures.

Our business plan calls for us to offer our services in additicnal
markets. We expect to expand our operations in Texas and inte Oklahoma in tie
second quarter of this year and to commence service in the regions served by
Ameritech and BellSouth in 2001. We will need additional cash to fund our
working capital needs, debt service requirements and operating losses. Until we
begin to generate positive cash flew from operations, these liquidity
requirements will need to be financed with additional debt and eguity capital.

During the second gquarter 2000, we will begin to re-negotiate the terms
of our existing senior credit facility and make corresponding changes to the
financial covenants. We believe that ocur current resources, including
availability under our senior credit facility, will be sufficient to satisfy
our liquidity needs for the next 12 menths. If our plans or assumptions change,
if our assumptions prove to be inaccurate, or if we experience unexpected
coste or competitive pricing pressures, we will be required to seek
additional capital sooner than we currently expect. In particular, if we
elect to pursue acquisition oppertunities or open additicnal markets, our
cash needs may increase substantially. We cannot assure you that our current
projection of cash flow and losses from operations, which will depend upon
numercus future factors and conditions, many of which are cutside of our
control, will be accurate. Actual results will almost certainly vary
materially from ocur current projections. The cost of expanding ocur network
services and sales efforts, funding other strategic initiatives and operating
our business will depend on a variety of factors, including, among other
things:

o the number of subscribers and the services for which they
subscribe;
o the nature and penetration of services that we may offer;
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o regqulatory and legislative developments; and
o the response of our competitors to their loss of customers to
- us and to changes in technology.

We intend to seek additional debt and equity financing to fund our
future liquidity needs. We cannot assure you that we will he able to raise
additional capital on satisfactory terms or at all. If we decide to raise
additional funds through the incurrence of debt, our interest obligations will
increase and we may become subject to additional or more restrictive financial -
covenants. In addition, the terms of our senior credit facility and our senior
notes each restrict our ability to obtain additional debt financing. If we
decide to raise additional funds through the issuance of equity, the ownership
intereste represented by the common stock will be diluted. In the event that we
are unable to obtain additional capital or to obtain it on acceptable terms or
in sufficient amounts, we may be required to delay the development of our
network and business plans or take other actions that could materially and
adversely affect our business, operating results and financial condition.

IMPACT OF THE YEAR 2000 ISSUE

The Year 2000 issue results from computer programs being written using
two digits rather than four to define the year. Any of ocur computer programs or
systems, or those of cur suppliers, that have date-sensitive software may
recognize a date using "00" as the year 1300 rather than the year 2000. We have
assessed the potential impact of Year 2000 issues and modified, upgraded and
replaced our systems as necessary. We did not experience any problems on January
1, 2000 and to-date, we have not experienced, nor are we aware of, any material
Year 2000 issues with any of our internal systems or our services. Although we
do not anticipate experiencing any Year 2000 related issues in the future, we
will continue to monitor the gituation and implement contingency plans if
needed. Our total cost to-date to proactively address our Year 2000 issues has
not been material. The cost of addressing Year 2000 issues iB reported as a
general and administrative expense.

RECENTLY ISSUED ACCOUNTING STANDARDS

In December 199%, the SEC issued Staff Accounting Bulletin (SAB) No.
101, "Revenue Recognition in Financial Statements." SAB No. 101 provides
guidance on the recognition, presentation and disclosure of revenue in financial
statements. SAB No. 101 is effective for our consolidated financial statements
beginning in the second quarter 2000. We do not expect the impact of SAB No. 101
to have a material effect in relation to our consclidated financial statements.

In March 2000, the Financial Accounting Standards Board (FASB) issued
Interpretation No. 44, "Accounting for Certain Transactions Involving Stock
Compensation: An Interpretation of Accounting Principles Board (APB) Opinion No.
25" (the FASB Interpretation). The FASB Interpretation poses and answers 20
separate guestions dealing with APB Nc. 25, "Accounting for Stock Issued to
Employees," implementation practice issues. The FASB Interpretation will be
effective beginning July 1, 2000, and we are currently determining its impact in
relation to our conscolidated financial statements.

FORWARD-LOOKING STATEMENTS

Certain statements contained in this quarterly report on Form 10-Q are
forward-looking statements. These statements discuss, among other things,
expected growth, expansion strategy and an intended public stock offering. The
forward-looking statements are subject to risks, uncertainties and assumptions,
and actual results may differ materially from anticipated results described in
these forward-looking statements. The factors that could cause actual results to
differ materially include, but are not limited to, revision of expansion plans,
availability of financing, changes in laws and regulations, the number of
potential customers in a target market, the existence of strategic alliances or
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relationships, technolegical or other developments in our business, changes in
the competitive climate in which we operate, overall eccnomic trends including
interest rate and foreign currency trends, stock market activity, litigation and
the emergence of future opportunities. We undertake nc obligation to publjicly
update or revise any forward-looking statements, whether as a result of new
information, future events or otherwise.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

No material changes in our exposure to certain market risks have
occurred from the discussion contained in Item 7A, "Qualitative Disclosures
About Market Risk," filed as part of our annual report on Form 10-K for the year
ended December 31, 1999.

10

PART I1 - OTHER INFORMATION

ITEM 1. LEGAL PROCEEDINGS

From time to time, we may be involved in claims or litigation that
arise in the rormal course of business. We are not a party to any legal
proceedings which, if decided adversely, would have a material adverse effect on
our busines* »r financial condition or results of cperations.

ITEM 2. Cu HGES IN SECURITIES AND USE OF PROCEEDS

Since December 31, 1999, we have issued and sold unregistered
securities as follows:

o] In March 2000, BTI, an affiliate of KKR, our largest
stockholder, exercised its options to purchase an additional
5,263,158 shares of series F preferred stock at $4.75 per
share and 5,000,000 shares of series F preferred stock at
$5.00 per share, totaling $50.0 million. The transaction was
funded and the associated shares were issued in April 2000. In
connecticn with the private placement of series F preferred
stock to BTI, which closed on August 5, 1999, and the related
exercise of options in March 2000, Lehman Brothers, Inc., our
placement agent, earned compensaticon which included 400,000
shares of series D preferred stock, totaling $1.8 million,
issued in March 2000 and an additional 246,316 shares of
series D preferred stock, totaling $1.2 million, issued in
April 2000;

=] In March 2000, Richard Jalkut, a member of our board of
directors, agreed to purchase 47,867 shares of ocur common
stock for $200,000, and Mory Ejabat, a member of our board of
directors, agreed to purchase 119,667 shares of our common
stock for $500,000; and

o In March 2000, our board of directors approved a 1.795-for-1
split of our common stock.
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All sales were made in reliance on Section 4(2) of the Securities Act
and/or Regulation D promulgated under the Securities Act. These sales were made
without general solicitation or advertising. Each purchaser wag a sophisticated
investor with access to all relevant information necessary to evaluate the
investment and represented to us that the shares were being acquired for
investment only and not with a view to or for sale in connection with any
distribution thereof and appropriate legends were affixed to the securities.

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITIES HOLDERS

During the first quarter of 2000, the following matters were submitted
to a vote of our securities holders:

o On March 8, 2000, in connection with compensation earned by
Lehman Brothers, Inc., our placement agent, for the private
placement of our series F preferred stock with BTI, we
obtained the written consent of our stockholders with respect
to the reservation and issuance of 646,316 shares of series D
preferrea stock, the amendment of our Certificate of
Incorporation to designate 3,000,000 shares of our authorized
preferred stock as series D preferred stock and the amendment
of our Amended and Restated Purchasers Rights Agreement. Our
stockhelders also approved an increase of common stock
available for issuance of options under our 1998 Stock Optien

Plan.
11
For: 62,752,611
Against: v}
Witk 1d: 226,626
o On ¥av. h 30, 2000, in connection with the propesed initial
pub. iz offering of our common stock, we obtained the written

consent of our steckholders with respect to the amendment of
our Certificate of Incorpeoration to reclassify ocur common
stock, increase the amount of our authorized stock and
increase the size of our board of directors. Our stockholders
approved our 2000 Equity Participation Plan and our 2000
Employee Stock Purchase Plan and approved the reservation of
shares of common steck for issuance under each of those plans.
The stockholders also approved an amendment to our Amended and
Restated Purchasers Rights Agreement.

For: 53,437,468
Against: 0
Withheld: 10,259,769

The number of stockholder votes stated above reflects the 1.795-for-1
common stock split and the adjusted preferred stock conversion ratio.

ITEM 6. EXHIBITS AND REPORTS ON FORM 8-K
(a) Exhibits
The following exhibits are included herein:

3.1 Certificate of amendment of restated certificate of
incorporation of Birch Telecom, Inc.
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-

27.1 Financial Data Schedule.

(b} Reports on Form 8-K.

“On March 23, 2000 we filed Form 8-K with respect to a registration
statement filing with the SEC as part of a proposed initial public offering of
commen stock. We attached a copy of our press release issued that same day.

12

SIGNATURE

PURSUANT TO THE REQUIREMENTS OF THE SECURITIES EXCHANGE ACT OF 1934, AS
AMENDED, THE REGISTRANT HAS DULY CAUSED THIS REPORT TO BE SIGNED ON ITS BEHALF
BY THE UNDERSIGNED, THEREUNTC DULY AUTHORIZED.

BIRCH TELECOM, INC.

(REGISTRANT)

DATE: MAY 15, 2000

BY: /S/ BRADLEY A. MOLINE

BRADLEY A. MOLINE, SENIOR VICE
PRESIDENT - CHIEF FINANCIAL
OFFICER (PRINCIPAL FINANCIAL
QFFICER AND PRINCIPAL
ACCOUNTING OFFICER}

13

EX-3.1

EXHIBIT 3.1

EXHIBIT 3.1

BIRCH TELECOM, INC.

CERTIFICATE OF AMENDMENT
OF
RESTATED CERTIFICATE OF INCORPORATION

{Pursuant to Section 242 of the General
Corporation Law of the State of Delaware)

Birch Telecom, Inc., a corporation organized and existing under the
General Corporation Law of the State of Delaware (the "Corporation") does hereby
certify as follows:

A. This Amendment amends the provisions of the Restated Certificate of
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Incorporation of the Corporation set forth below and was duly adopted in
accordance with Secticn 242 of the General Corporation Law of the State of
Delaware by the directors and stockholders of the Corporation.

B. The text of the Restated Certificate of Incorporation is amended as
set forth below:

1. Article 4{A} is amended to read in its entirety as follows:

A. The total number of shares that the Corporation shall have
the authority to issue is 208,403,275 shares. The total number
of shares of common stock that the Corporation shall have
authority to issue is 150,000,000 shares (the "Common Stock"),
and the par value of each share of Common Stock is $0.001. The
total number of shares of preferred stock that the Corporation
shall have the authority to issue is 58,403,275 shares (the
vpreferred Stock"), and the par value of each share of
Preferred Stock is $0.001.

Effective upon filing of this Amendment to the
Restated Certificate of Incorporation with the Secretary of

State of the State of Delaware (the "Effective Date"), each
share of Common Stock outstanding on the Effective Date, par
value §.001 per share {(the "0ld Common Stock"), shall

automatically and without any action on the part of the holder
thereof be reclassified as and changed into 1.795 shares of
the Corporation's Common Stock, par value $.001 per share (the
"New Common Stock"}, subject to the treatment of

fractional share interests as described below. Each holder of
a certificate or certificates that, immediately prior to the
Effective Date represented cutstanding shares of 0ld Common
Stock (the "0ld Certific a," whether cne or more} shall be
entitled to receive upon render of such 0ld Certificates to
UMB Bank, n.a. (the "Tre .r Agent") for cancellation, a
certificate or certifica..s (the "New Certificates," whether
one or more) representing the number of whole shares of the
New Common Stock formerly represented by such 0ld Certificates
so surrendered and reclassified under the terms hereof. From
and after the Effective Date, 0ld Certificates shall represent
only the right to receive New Certificates (and, where
applicable, cash in lieu of fractional shares, as provided
below) pursuant to the provisions hereof. No certificates or
gcrip representing fractional share interests in New Common
Stock will be issued, and no such fractional share interest
will entitle the holder thereof to vote, or to any rights of a
stockholder of the Corporation. In lieu of any fraction of a
share, the Corporaticn shall pay to the Transfer Agent or its
nominee as scon as practicable after the Effective Date, as
agent for the accounts of all holders of Common Stock
otherwise entitled tc have a fraction of a share issued to
them in connection with the stock split, the amcunt egual to
the fair market value of the aggregate of all fractional
shares otherwise issuable (rounded, if necessary, to the next
highest whole share) (the "Fracticnal Share Amount"). The fair
market value of the fractional shares shall be determined in
accordance with Article 4(C){2) (i) of the Restated Certificate
of Incorporation.

After the Effective Date and the receipt of payment
by the Corporation of the Fractional Share Amount, the
Transfer Agent shall pay to the stockholders entitled to a
fraction of a share their pro rata share of the Fracticnal
Share Amount upon surrender of their 0ld Certificates. If more
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than one 0Old Certificate shall be surrendered at one time for
the account of the same stockholder, the number of full shares
of New Common Stock for which New Certificates shall be issued
shall be computed on the basis of the aggregate number of
shares represented by the 0ld Certificates surrendered. In the
event that a holder surrenderas 0ld Certificates after the
Effective Date but prior to the date on which the Fractional
Share Amcount is determined and paid to the Transfer Agent, the
Transfer Agent shall carry forward any fractional share of
such holder until the Fractional Share Amount is paid to the
Transfer Agent. In the event that the Corporaticn's Transfer
Agent determines that a holder of 0ld Certificates has not
tendered all of his certificates for exchange, the Transfer
Agent shall carry

forward any fractional share until all certificates of that
holder have been presented for exchange so that the payment
for fractional shares to any one person shall not exceed the
value of one share. If any New Certificate is to be issued in
4 name other than that in which the 0ld Certificates
surrendered for exchange are issued, the 0ld Certificates so
surrendered shall be properly endorsed and otherwise in proper
form for transfer, and the person or persons reguesting such
exchange shall affix any requisite stock transfer stamps to
the 0Old Certificate surrendered, or provide funds for their
purchase, or establish toc the satisfaction of the Transfer
Agent that such taxes are not payable. From and after the
Effective Date, the amount of capital represented by the
shares of New Common Stock into which and for which the shares
of the 0ld Common Stock are reclassified under the terms
hereof shall be the same as the amount of capital represented
by the shares of 0ld Common Stock so reclassified, until
thereafter reduced or increased in accordance with applicable
law.

2. Article 5 is amended to read in its ¢ .ety as follows:

FIFTH: The Board of Directors shall have that number of
Directors set out in the Bylaws of the Corporation as adopted or as set
from time to time by a duly adopted amendment thereto by the Directors
or stockholders of the Corporation, and, notwithstanding any other
provision of this Amended and Restated Certificate of Incorporation,
the authorized number of Directors may be changed only by a resolution
of the Board of Directors. Vacancies on the Board of Directors
resulting from death, resignation, removal or otherwise and newly
created directorships resulting from any increase in the number of
directors may be filled only by a majority of the directors them in
office (although less than a quorum) or by the sole remaining director,
and each director so elected shall hold office until the next annual
meeting of the stockholders.

3. Article 6 is amended to read in its entirety as follows:

SIXTH: In furtherance and not in limitation of the powers
conferred by statute, the Board of Directors is expressly authorized to
adopt, repeal, alter, amend and rescind Bylaws of the Corporation.
Notwithstanding the foregoing, the bylaws may be rescinded, altered,
amended or repealed in any respect by the affirmative vote of the
holders of at least a majority of the outstanding voting stock of the
corporation, veting together as a single class.

4. Article 7 is amended to read in its entirety as follows:
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SEVENTH: The Board of Directors shall be and is divided into
three classes, Class I, Class II and Class III. The number of directors
in each class sghall be the whole number contained in the quotient
arrived at by dividing the number of directors by three, and if a
fraction is also contained in such quotient then if such fraction is
one-third (1/3), the extra director shall be a member of Class III and
if the fraction ie two-thirds (2/3), one of the extra directore shall
be a member of Class III and the other shall be a member of Class II.
Each director shall serve for a term ending on the date of the third
annual meeting following the annual meeting at which such director was
elected; provided, however, that the directors of the Corporation on
the date of this Amendment to the Restated Certificate of Incorporation
shall each be assigned to a class at the time of this Amendment, and
the directors assigned to Class I shall serve for a term ending on the
date of the first annual meeting next following April &, 2000, the
directors assigned to Class II shall serve for a term ending on the
date of the second annual meeting next following April 6, 2000, and the
directors assigned to Class III shall serve for a term ending on the
date of the third annual meeting next following April &, 2000.

In the event of any increase or decrease in the number of directors,

{a} each directeor then serving as such ghall nevertheless continue as a
director of the class of which he is a member until the expiration of
his current term, or his prior death, retirxement, resignation or
removal, and (b} the newly created or eliminated directorships
resulting from such increase or decrease shall be apportioned by the
Board of Directors to such class or classes as shall, sc far as
possible, bring the number of directors in the respective classes into
conformity with the formula in this Article, as applied to the new
number of directors.

Notwithstanding any of the foregeing provisions of this Article, each
director shall serve until his successor is elected and qualified or

until his death, retirement, resignation or removal. Should a vacancy
occur or be created, the remaining directors (even thougl +=ss than a
quorum) may £ill the vacancy for the full term of the cla.. 12 which

the vacancy ogcurs or is created.

The Beard of Directors as existing on the date of this Amendment to the
Restated Certificate of Incorporation is as follows:

Adam H. Clammer Class I
Mory Ejabat Class I
Thomag R. Palmer Class 1
Henry H. Bradley Class II
Henry R. Kravis Class II
George R. Roberts Class II
James H. Greene, Jr. Class IIIX
Richard A. Jalkut Class III
Alexander Navab, Jr. Class III
David E. Scott Class III
5. Article 8 is amended to read in its entirety as fallows:

EIGHTH: Elections of directors at an annual or special meeting
of stockholders need not be by written ballot unless the Bylaws of the
Corporation shall so provide.

6. The following Articles are added to the Restated
Certificate of Incorporation and shall immediately follow Article 9
thereof:

TENTH: A director shall not be personally liable to the
Corperaticn or its stockholders for monetary damages for breach of
fiduciary duty as a director, provided that this Article shall not
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eliminate or limit the liability of a director (i} for any breach of
his duty of loyalty to the Corporation or its stockholders, {ii} for
acts or omissions not in good faith or which involve intenticmal
misconduct or a knowing viclation of the law, (iii) under Section 174
of the Delaware General Corporation Law, or {(iv) for any transaction
from which the director derives an improper personal benefit.

If the Delaware General Corporation Law is hereafter amended
to authorize corporate action further limiting or eliminating the
personal liability of directors, then the liability of the director to
the Corporation shall be limited or eliminated to the fullest extent
permitted by the Delaware General Corporation Law, as so amended from
time to time. Any repeal or modification of this Article by the
stockholders of the Corporation shall be prospective only, and shall
not adversely affect any limitation on the perscnal liability of a
director of the Corporation existing at the time of such repeal or
modification.

ELEVENTH: No action shall be taken by the stockholders except
at an annual or special meeting of stockholders, except if such action
is taken by unanimous written cconsent.

TWELFTH: Special meetings of the stockholders of the
Corporation for any purpose or purposes may be called at any time only
by the Chairman of the Board of Directors, the Chief Executive Officer
of the Corporation, the President of the Corporation, or a majority of
the members of the Board of Directors, and such special meetings may
not be called by any other person or persons; provided, however, that
if and to the extent that any special meeting of stockhclders may be
called by any other perscn or persons specified in any provisions of
this Amended and Restated Certificate of Incoxrporation or any amendment
hereto or any certificate filed under Section 151(g) of the Delaware
General Corporation Law, then such special meeting may also be called
by the person or persons, in the manner, at the times and for the
purposes Bc specified.

THIRTEENTH: The Corporation reserves the right to amend,
alter, change or repeal any provision contained in this Restated
Certificate of Incorporation, in the

manner now or hereafter prescribed by statute, and all rights conferred
on stockholders herein are granted subject to this reservation;
provided, however, that no amendment, alteration, change or repeal may
be made to Article VI, VII, XI or XIII without the affirmative vote of
the holders of at least sixty-six and two-thirdes percent (66-2/3%) of
the outstanding voting stock of the Corporation, voting together as a
single class.

FOURTEENTH: Each reference in this Amended and Restated
Certificate of Incorpeoration to any provision of the Delaware General
Corporation Law refers to the specified provision of the General
Corporation Law of the State of Delaware, as the same now exists or as
it may hereafter be amended or superseded.

2. Such Amendment of the Restated Certificate of Incorporation has been
duly adopted in accordance with the provisions of Section 242 of the General
Corporation Law of the State of Delaware. The Board of Directors of the
Corporation adopted a resolution by unanimous written consent approving this
Amendment on March 30, 2000, declaring its advisability and calling for
submigsion of such Amendment to the holders of the Corporation's Common Stock,
Series B Preferred Stock, Series C Preferred Stock, Series D Preferred Stock and
Series F Preferred Stock. The holders of the Corporation's Commeon Stock, Series
B Preferred Stock, Series C Preferred Stock, Series D Preferred Stock and Series
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F Preferred Stock approved such Amendment by the written consent by the required
number of such holders dated March 30, 2000. The capital of the Corporation will
not be reduced under or by reason of such Amendment.

IN WITNESS THEREOF, this Amendment to the Restated Certificate of
Incorporation has been executed on behalf of the Corperation this éth day of
April, 2000.

BIRCH TELECOM, INC.

/8/ Gregory C. Lawhon
Gregory C. Lawhon,
Senior Vice President
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<EXTRAORDINARY > 0
<CHANGES » 0
<NET - INCOME > {23,343)
<EPS-BASIC; (3.06)<F1>
<EPS-DILUTED> {3.06)<Fl>

INCLUDED IN THE CALCULATION IS A 1.795-FOR-1 COMMON STOCK SPLIT APPROVED IN
MARCH 2000. PRIOR FINANCIAL DATA SCHEDULES HAVE NOT BEEN RESTATED FOR THE
RECAPITALIZATION.
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EXHIBIT D

Financial Guarantee



GUARANTEE

State of Missouri )

S

ss.
County of Jackson )

Birch Telecom, Inc., the parent corporation of Birch Telecom of the South, Inc.,
hereby guarantees its indirect, wholly-owned operating subsidiary Birch Telecom of the South,
Inc. that it will make available to Birch Telecom of the South, Inc. following the date on which
Birch Telecom of the South, Inc. receives authority to provide resold and facilities-based
interexchange and local exchange telecommunications services within the State of Florida the
funds necessary to support its Florida operations. This amount shall guarantee the financial
obligations assumed by Birch Telecom of the South, Inc. with respect to its provision of
telecommunications services in the State of Florida.

The undersigned understands that the Commission may require him or her to furnish
such reports as the Commission may reasonably require to verify or confirm the existence of the
financial resources of Birch Telecom, Inc. after Birch Telecom of the South, Inc. receives the
above-referenced certification.

Birch Telecom, Inc.

By: ,sgw}@? ﬂ ﬁm

Name: Gregory C. Lawhon

Title: Senior Vice President

Subscribed and sworn before me this 25th day of May, 2000.

Notary Public

My Commission expires
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EXHIBIT E

Birch’s Managerial and Technical Capability



OFFICERS OF
BIRCH TELECOM OF THE GREAT LAKES, INC,

David E. Scott, President

Mr. Scott has 17 years of managerial experience in the telecommunications industry. Prior
to joining us, Mr. Scott was president and general manager of Kansas City FiberNet, a
competitive local exchange carrier owned jointly by the country’s two largest cable
operators, TCI and Time Warner. Prior to his tenure at Kansas City FiberNet, Mr. Scott
was vice president of strategic development for Sprint, responsible for developing
investment plans in the competitive local exchange, wireless (PCS) and international
marketplaces. Mr. Scott was vice president of strategic development for Sprint, responsible
for developing investment plans in the competitive local exchange, wircless (PCS) and
international marketplaces. Mr. Scott also served as director of strategic planning for Sprint
from 1988 to 1991. Mr. Scott also serves as a director of BizSpace, Inc., an Internet
publishing and E-commerce company he co-founded with Donald H. Goldman. BizSpace,
Inc. produces web sites that serve as on-line trade publications. Their first website,
clec.com, serves the competitive local exchange carrier industry. Mr. Scott holds a
Bachelor of Science degree in electrical engineering, summa cum laude, from the University
of Missouri and a Master of Business Administration degree from the University of
Chicago.

Donald H. Goldman, Senior Vice President

Mr. Goldman has over 15 vyears of managerial experience in the telecommunications
industry.  Prior to joining us, Mr. Goldman served as vice president, corporate
development at Sprint where he developed strategy and managed the acquisition of
companies in the areas of systems integration, Internet telephony, and wireless (PCS)
services among others. While at Sprint, Mr. Goldman led the team that founded Sprint
PCS. Mr. Goldman also serves as chairman of the board of BizSpace, Inc. Mr. Goldman
holds a Bachelor of Arts degree, with honors, from Johns Hopkins University and a Master
of business Administration degree from the University of Chicago.

David M. Hollingsworth, Senior Vice President

Prior to joining us, from 1998 to February 200, Mr. Hollingsworth was the vice president
of finance and corporate development for GST Telecommunications. From 1997 to 1998,
Mr. Hollingsworth was a telecommunications analyst at George K. Baum and Company.
From 1993 through 1996, Mr. Hollingsworth served as a director of finance and
administration for Kansas City FiberNet. Before FiberNet, Mr. Hollingsworth was a
mergers and acquisitions manager for Sprint Corporation. Mr. Hollingsworth holds a
Bachelor of Arts in Business Administration, cum launde, from Washington State University.
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Gregory C. Lawhon, Senior Vice President

Prior to joining us, Mr. Lawhon practiced law for twelve years with the 90-lawyer Kansas
City firm of Spencer Fane Britt & Browne. A partner in the firm since 1990, he was head
of the firm’s communications and media group and a member of its business group. Mr.
Lawhon’s areas of practice were mergers and acquisitions, with an emphasis on
communications industry acquisitions, cable television franchising, and commercial and
regulatory issues with respect to the telecommunications industry. Mr. Lawhon holds a
Bachelor of Arts degree in Economics, magna cum laude, from Vanderbilt University, and
a law degree from Columbia University, where he was a Harlan Fiske Stone Scholar.

Bradiey A. Moline, Senior Vice President, Chief Financial Officer and Treasurer

From 1994 to 1997, Mr. Moline was the treasurer and chief financial officer of Covenant
Transport, Inc., a transportation company in Chattanooga, Tennessee that became publicly
traded during his tenure. Prior to joining Covenant Transport, Mr. Moline worked for
Ernst & Young LLP in Kansas City, Missouri and Grant Thornton in Lincoln, Nebraska,
providing customer services in the auditing and consulting areas. Mr. Moline holds a
Bachelor of Administration degree in Business Administration, with distinction, from the
University of Nebraska and is a certified public accountant.

Jeffrey D. Shackelford, Senior Vice President

Mr. Shackelford has 13 years of experience in the telecommunications industry. Prior to
joining us, Mr. Shackelford served as director of sales and marketing for Kansas City
FiberNet. Prior to joining Kansas City FiberNet, Mr. Shackelford was the Branch Manager
for Sprint’s commercial sales office in Kansas City and was responsible for sales and service
of small to large business customers. During his tenure at Sprint, which began in 1988,
Mr. Shackelford also developed the long distance industry’s first PC-based call management
system, FONVIEW. Mr. Shackelford holds a Bachelor of Science degree in Computer
Science from the University of Kansas.

David W. Vranicar, Senior Vice President

Prior to joining us, Mr. Vranicar was vice president, international business development, at
Sprint. Before joining Sprint in 1992, Mr. Vranicar was vice president, Asia/Pacific
operations, at MPSI Systems Private Ltd., based in Singapore. MPSI is a software and
information services company that develops and markets decisions-support software and
databases to major retail companies. Mr. Vranicar was the company’s senior executive in
the Asia/Pacific division, directing a staff of approximately 80 engaged in software
development, computer graphics, and customer technical support. Mr. Vranicar holds a
Bachelor of Business degree in Marketing, with honors, from the University of Texas at
Austin, and a Master of Business Administration degree, with distinction, from the
University of Michigan at Ann Arbor.
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DICKSTEIN SHAPIRO MORIN @ OSHINSKY LLP

2101 L Street NW « Washington, DC 20037-1526
Tel (202) 785-9700 « Fax (202} 887-0689

Writer’s Direct Dial: (202) 833-5017 .
E-Masl Address: FurmanV@dsmo.com . -

June 7, 2000
VIA FEDERAL EXPRESS
Ms. Blanca S. Bayo, Director 000 L9 [‘,W
Division of Records and Reporting
Florida Public Service Commission 0 .
2540 Shumard Oak Boulevard EPCSIT DATE |
Gerald Gunter Building > & JUi 05 2000
Tallahassee, Florida 32399 D305
Re: Application of Birch Telecom of the South, Inc. for Authority to Provide Resold

and Facilites-Based Local Exchange Telecommunications Services within the
State of Florida

Dear Ms. Bayo:

On behalf of Birch Telecom of the South, Inc. (“Birch”), we hereby submit an
original and five (5) copies of its application and price list for authority to provide resold
and facilities-based local exchange telecommunications services within the State of Florida.

In accord with the Commission’s Rules, we have enclosed herewith a check in the
amount of $250.00, in payment of the Commission’s fee for processing Birch’s application.

We have included an extra copy of this filing, marked “Stamp and Return,” as well
as a sclf-addressed. pre-paid overnight airbill and delivery envelope. Please stamp and

THIS CHEC 15 VOID ITOUT A CULHED BACKGROUND AND ARTIEICIAL WATERMARK CERTIFICATION SEAL ON THE BACK QLD

DICKSTEIN SHAPIRO ORIN & OSHINSKY LLP
2101 L Street NW - ‘ '

_ ' Bahk of Amel.j_lca
g Washington DC 20037- 1526 .

-15 120/540

: D'at:é-':'. :
| 06106100 -

un red F’fty and 00/ 100 DOLLARS R

ORIDA PUBLIC SERVICE
-COMMISSION T

TALLAHAbSEE FL 32399-0850 L O6TTY-00

L5085 5:"




