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DrcksSTEIN SHAPIRO MORIN & OSHINSKY LLP

2101 L Street NW » Washington, DC 20037-1526
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EPAIL RO T M
June 19, 2000

VIA FEDERAL EXPRESS

Ms. Blanca S. Bayo, Director
Division of Records and Reporting
Florida Public Service Commission
2540 Shumard Oak Boulevard
Gerald Gunter Building

Tallahassee, Florida 32399 OOO? o fa of Z

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

and Facilities-Based Interexchange 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 six (6) copies of its application for authority to provide resold and facilities-
based interexchange 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
return the extra copy to confirm your receipt.

Please direct any inquiries regarding this filing to the undersigned.

Respecttully submitted
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ACCOUNT NUMBER

DICKSTEIN SHAPIRO MORIN & OSHINSKY LLP Date Check No.
2101 1. Street NW Washington DC 20037-1526 06/06/00 190856

Description & Invoices That This Check is Written For

CR6050 06/05/00 250.00 Filing fee for separate local
and long distance

certification application.

FLORIDA PUBLIC SERVICE — T
COMMISTON Check Amount Total 250.00
2540 SHUMARD OAK BLVD,
FALLAHASSEE, I'l. 32399-0850

THIS CHECK IS VOID WITHOUT A COLORED BACKGROUND AND ARTIFICIAL WATERMARK CERTIFICATION SEAL ON THE BACK - HOLD AT AN ANGLE TO VIEW SEAL

DICKSTEIN DICKSTEIN SHAPIRO MORIN & OSHINSKY LLP _ .
NN AREEN 2101 L Street NW ?;fllkzgfsﬁgnenca Gk Ko,

l\Oi SOHRl l\\S' [&\..{ Washington DC 20037-1526

LR

Date Amount
06/06/00 $250.00
PAY Two Hundred Fifty and 00/100 DOLLARS
ro FLORIDA PUBLIC SERVICE
THE COMMISSION 2 Signatures Required if $3000 or Above

ORDER
or 2540 SHUMARD OAK BLVD. / % a ! : ( :
TALLAHASSEE, FL 32399-0850 :
Authorized Signature Required

SIGNATURE HAS A COLORED BACKGROUND « BORDER CONTAINS MICROPRINTING

L0856



FLORIDA PUBLIC SERVICE COMMISSION

DIVISION OF TELECOMMUNICATIONS
BUREAU OF CERTIFICATION AND SERVICE EVALUATION

Application Form for Authority to Provide
Interexchange Telecommunications Service
Between Points Within the State of Florida

Instructions

¢ This form is used as an application for an original certificate and for approval of
assignment or transfer of an existing certificate. In the case of an assignment or transfer,
the information provided shall be for the assignee or transferee (See Appendix A).

¢ Drint or Type all responses to each item requested in the application and appendices. If
an item is not applicable, please explain why.

¢ Use a separate sheet for each answer which will not fit the allotted space.

¢ Once completed, submit the original and six (6) copies of this form along with a non-
refundable application fee of $250.00 to:

Florida Public Service Commission
Division of Records and Reporting
2540 Shumard Oak Blvd.
Tallahassee, Florida 32399-0850
(850) 413-6770

Note: No filing fee is required for an assignment or transfer of an existing certificate to
another certificated company.

If you have questions about completing the form, contact:

Florida Public Service Commission

Division of Telecommunications

Bureau of Certification and Service Evaluation
2540 Shumard Oak Blvd.

Tallahassee, Florida 32399-0850

(850) 413-6600

FORN G/OMUL 31 [12/96) DOCUMENT NUMAT & -DATE
Required by Commission Rule Nos. 25.24-470),
25-24.471, and 25-24.473, 25-24.480(2). Page 1 of 17 07479 JuN208
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This is an application for v (check one):
()  Original certificate (new company).

( ) Approval of assignment/transfer of existing certificate:
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 of transfer of control:
Example, a company purchases 51% of a certificated company. The
Commission must approve the new controlling entity.

Name of company:

Birch Telecom of the South, Inc¢. (“Birch”)

Name under which applicant will do business (fictitious name, etc.):

Same as above (Applicant will not use a fictitious name).

Official mailing address (including street name & number, post office box,
city, state, zip code):

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

(816) 300-3247 (fax)

Florida address (including street name & number, post office box, city, state,
zip code):

N/A
Select type of business your company will be conducting (check all that apply):

()  Pacilities-based carrier - company owns and operates or plans to own and
operate telecommunications switches and transmission facilities in Florida.

( )  Operator Service Provider - company provides or plans to provide
alternative operator services for IXCS; or toll operator services to call
aggregator locations; or clearinghouse services to bill such calls.

FORM PSC/CMU 31 (12/96)
Required by Commission Rule Nos. 25.24-470,
25-24.471, and 25-24.473, 25-24.480(2}. Page 2 of 16




(V)

()

()

()

Reseller - company has or plans to have one or more switches but primarily
leases the transmission facilities of other carriers. Bills its own customer base
for services used.

Switchless Rebiller - company has no switch or transmission facilities but
may have a billing computer. Aggregates traffic to obtain bulk discounts
from underlying carrier. Rebills end users at a rate above its discount but
generally below the rate end users would pay for unaggregated traffic.

Maulti-Location Discount Aggregator - company contracts with unaffiliated
entities to obtain bulk /volume discounts under multi-location discount plans
from certain underlying carriers, then offers resold service by enrolling
unaffiliated customers.

Prepaid Debit Card Provider - any person or entity that purchases 800
access from an underlying carrier or unaffiliated entity for use with prepaid
debit card service and/or encodes the cards with personal identification
numbers.

Structure of organization:

( ) Individual ( ) Corporation

( ¥ ) Foreign Corporation ( ) Foreign Partnership
() General Partnership ( ) Limited Partnership
() Other

If individual, provide: N/A

Name:

Title:

Address:

City /State /Zip:

Telephone No.: Fax No.:
Internet E-Mail Address:

Internet Website Address:

FORM PSC/CMU 31 (12/96)

Required by Commission Rule Nos. 25.24-470,
25-24.471, and 25-24 473, 25-24.480(2). Page 3 of 16




9. If incorporated in Florida, provide proof of authority to operate in Florida:
(a)  The Florida Secretary of State Corporate Registration number: N/A
10.  If foreign corporation, provide proof of authority to operate in Florida:
See Exhibit A.
(a)  The Florida Secretary of State Corporate Registration number:
F00000002797
11. If using fictitious name-d/b/a provide proof of compliance with fictitious
name statute (Chapter 865.09, FS) to operate in Florida:
N/A
(a) The Florida Secretary of State fictitious name registration number:
N/A
12. If a limited liability partnership, provide proof of registration to operate in
Florida:
N/A
(a) The Florida Secretary of State registration number:
N/A
13.  If a partnership, provide name, title and address of all partners and a copy of
the partnership agreement,
N/A
Name:
Title:
Address:
City/State /Zip:
Telephone No.:

FORM PSC/CMU 31 (12/96)
Required by Commission Rule Nos, 25.24-470,
25-24.471, and 25-24.473, 25-24.480(2). Pagc 4 of 16




Internet E-Mail Address:
Internet Website Address:

Pax No.:

14. If a foreign limited partnership, provide proof of compliance with the foreign
limited partnership statute (Chapter 620.169, FS), if applicable.

N/A

(a)  The Florida registration number:
15. Provide P.E.I. Number (if applicable):

43-1877678
16. Provide the following (if applicable):
(a)  Will the name of your company appear on the bill for your services?

(v YYes( )YNo
(b) If not, who will bill for your services?
Name:
Title:
Address:
City /State/Zip;
Telephone No.: Fax No.:
(c) How is this information provided?
17. Who will receive the bills for your service?
( v ) Residential Customers ( ¥ ) Business Customers
{ ) PATs providers ( ) PATs station end-users
{ ) Hotels & motels ( ) Hotel & motel guests

(

( ) Universities ) Universities-dormitory residents

FORM PSC/CMU 31 (12/96)
Bequired by Commission Rule Nos. 25.24-470,
25-24.471, and 25-24.473, 25-24.480(2). Page 5 of 16




Other: (specify)

18. Who will serve as liaison to the Commission with regard to the following?

(a)  The application:
Name: Valerie M. Furman, Esq. and Jacob S. Farber, Esq.
Title:
Address: Dickstein Shapiro Morin & Oshinsky LLP
2101 L Street, N.W.
City /State /Zip: Washington, DC 20037-1526
Telephone No.: {202)833-5017 (voice)

(202)887-0689 (fax)
Internet E-Mail Address: FurmanV@dsmo.com

Internet Website Address: www.dsmo.com

Fax No.: (202)887-0689
(b)  Official point of contact for the ongoing operations of the company
Name: Gregory C. Lawhon, Esq.
Title: Senior Vice President
Address: Birch Telecom of the South, Inc,
2020 Baltimore Avenue
City/State/Zip: Kansas City, Missouri 64108
Telephone No.: (816) 300-3225
Fax No.: (816) 300-3247

Internet E-Mail Address: glawhon@birch.com

Internet Website Address: www.birch.com

FORM PSC/CMU 31 (12/96)
Required by Commission Rule Nos. 25.24-470,
25-24.471, and 25-24 473, 25-24.480(2). Page 6 of 16




(c)  Complaints/Inquiries from customers:

Name: Charles Fuller

Title: Vice President of Customer Service

Address: Birch Telecom of the South, Inc.
2020 Baltimore Avenue

City/State/Zip: Kansas City, Missouri 64108

Telephone No.; (800) 772-4724

Fax No.: (816) 300-3247

Internet E-Mail Address: cfuller@birch.com

Internet Website Address; www.birch.com

19.

(a)

(b)

()

(d)

List the states in which the applicant:

has operated as an interexchange telecommunications company.

Applicant is a newly formed corporation, and is currently in the process of filing
applications for authority to provide interexchange telecommunications services in
the Bell South Region states. However, applicant’s sister corporations, Birch
Telecom of Missouri, Inc., Birch Telecom of Kansas, Inc., and Birch Telecom of

Texas, Ltd. LLP — currently offer this service in Missouri, Kansas, Texas.

has applications pending to be certificated as an interexchange
telecommunications company.

Alabama, Georgia, Louisiana, Mississippi, North Carolina, South Carolina and
Tennessee.

is certificated to operate as an interexchange telecommunications company.
Kentucky

has been denied authority to operate as an interexchange telecommunications
company and the circumstances involved.

FORM PSC/CMU 31 (12,/96)
Required by Commission Rule Nos. 25.24-470,
25-24.471,and 25-24.473, 25-24 480(2). Page 7 of 16




)

20,

(a)

(b)

21.

None.

has had regulatory penalties imposed for violations of telecommunications
statutes and the circumstances involved.

N/A

has been involved in civil court proceedings with an interexchange carrier,
local exchange company or other telecommunications entity, and the
circumstances involved.

N/A

Indicate if any of the officers, directors, or any of the ten largest stockholders
have previously been:

adjudged bankrupt, mentally incompetent, or found guilty of any felony or of
any crime, or whether such actions may result from pending proceedings. If
so, please explain.

N/A

an officer, director, partner or stockholder in any other Florida certificated
telephone company. If yes, give name of company and relationship. If no
longer associated with company, give reason why not.

N/A

The applicant will provide the following interexchange carrier services (check
all that apply):

MTS with distance sensitive per minute rates

_ Method of access is FGA
Method of access is FGB

y Method of access is FGD
Method of access is 800

b. MTS with route specific rates per minute

Method of access is FGA
Method of access is FGB

FORM PSC/CMU 31 (12/96)
Required by Commission Rule Nos. 25.24-470,
25-24.471, and 25-24.473, 25-24.480(2). Page 8 of 16




N Method of access is FEGD
Method of access is 800

c. MTS with statewide flat rates per minute (i.e. not distance sensitive)

Method of access is FGA

Method of access is FGB
__ A Method of access is FGD

Method of access is 800

d. __N __ MTS for pay telephone service providers

e. _ \ Block-of-time calling plan (Reach QOut Florida, Ring America, etc.)
f, __ A 800 service (toll free)

L WATS type service (bulk or volume discount)

Method of access is via dedicated facilities
y Method of access is via switched facilities

h. j Private line services (Channel Services)
(For ex. 1.544 mbs., DS-3, etc.)

i. Travel service

Method of access is 950
v Method of access is 800

j- 900 service
k. Operator services

v Available to presubscribed customers
Available to non presubscribed customers (for-example, to patrons
of hotels, students in universities, patients in hospitals).
Available to inmates

1. Services included are:

v Station assistance

v Person-to-person assistance
FORM PSC/CMU 31 (12,/96)
Required by Commaission Rule Nos, 25.24-470,
25-24.471, and 25-24.473, 25-24 480(2). Pagc 9 of 16




N Directory assistance
N Operator verify and interrupt

v Conference calling

22. Submit the proposed tariff under which the company plans to begin operation.
Use the format required by Commission Rule 25-24.485 (example enclosed).

Please see Exhibit B.
23. Submit the following;:
A. Financial capability.
The application should contain the applicant’s audited financial statements for the most
recent 3 years. If the applicant does not have audited financial statements, it shall so be
stated.
The unaudited financial statements should be 51gncd by the apphcmt s chlef executive

officer and chief financial officer af
correct and should include:

1. the balance sheet;
2. income statement; and
3. statement of retained earnings.

NOTE: This documentation may include, but is not limited to, financial statements, a
projected profit and loss statement, credit vefevences, credit buvean veports, and
descriptions of business velationships with financial institutions.

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 Flroida,
Birch has attached hereto as Exhibit C the 1999 SEC Form 10-K/A and the first quarter
2000 SEC Form 10-Q of its parent, Birch Telecom, Inc.

The financial information attached as Exhibit C confirms that Birch has the financial
resources necessary for its proposed Florida operations.

FORM PSC/CMU 31 (12,/96)
Required by Commission Rule Nos. 25.24-470,
25-24 471, and 25-24.473, 25-24 480(2). Page 10 of 16




Further, the following (which includes supporting documentation) should be provided:

1. A_written explanation that the applicant has sufficient financial capability to

provide the requested service in the geographic area proposed to be served.

Please see Exhibit C.

2. A written explanation that the applicant has sufficient financial capability to

maintain the requested service.

Please see Exhibit C.

3. A written explanation that the applicant has sufficient financial capability to meet

its lease or ownership obligations.
Please see Exhibit C.

4. Managerial capability; give resumes of employees/officers of the company that
would indicate sufficient managerial experiences of each.

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. As stated above, 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 (roll)
telecommunications services pending in the states of Alabama, Georgia, Mississippi,
North Carolina, 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 Indtana and Michigan, and has applications for
authority to provide interexchange (toll) telecommunications services pending in the
state of Illinois, Ohio and Wisconsin. Birch has also been granted authority to
provide resold and facilities-based local exchange telecommunications in the
Commonwealth of Kentucky and currently has applications for anthority to provide
resold and facilities-based local exchange telecommunications services pending in
the states of Alabama, Florida, Georgia, Mississippi, North Carolina, South
Carolina, 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 Illinois, Indiana, Michigan, Ohio and Wisconsin.

FORM PSC/CMU 31 (12/96)
Required by Commission Rule Nos. 25.24-470,
25-24.471, and 25-24.473, 25-24.480(2). Page 11 of 16




Birch has attached hereto as Exhibit D 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.

5. Technical capability; give resumes of employees/officers of the company that
would indicate sufficient technical experiences or indicate what company has been
contracted to conduct technical maintenance,

Please see Exhibit D,

FORM PSC/CMU 31 (12/96)
Required by Commission Rule Nos. 25.24-47Q,
25-24.471, and 25-24,.473, 25-24.480(2). Page 12 of 16




VERIFICATION
State of Messour )
) ss.
County of Q acksemn )

1, Gregory C. Lawhon, being duly sworn, declare that:
(1) I am Senior Vice President of Birch Telecom of the South, Inc.;

(2) I am authorized to make the following verification on behalf of Birch Telecom of the
South, Inc., the Applicant in the foregoing application;

(3) T have read the foregoing application and exhibits, and that the same are true and correct
to the best of my knowledge, information, or belief; and

4) Birch Telecom of the South, Inc. will comply with all Commission rules, regulations and

orders.
Gregory €. Lﬁflon
Senior Vice President
Birch Telecom of the South, Inc.
Sworn and subscribed before me this /9%  dayof 'n?au-!,- , 2000.

(! /%/k /ﬁﬁfﬁfmi

Notary Pu ic

CHERYL A, BROGAN
Notary Public - State of Missourd
Commissicned in dackson County

My commission expires My Commission Expires Apnil 29, 2002

1148528 v1. _MZDMMI.DOC




EXHIBIT A

Certificate of Authority to Transact Business 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 FO0000002787. 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 ldentification (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 Intermal Revenue
by calling 1-800-829-3676 and requesting form S$5-4.

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-
8051, the Foreign Qualification/Tax Lien Section.

Buck Kohr

Corporate Specialist
Division of Corporations Letter Number: 400A00028357

Account number: 072100000032 Account charged: 70.00




APPLICATION BY FOREIGN CORPORATION FOR AUTHORIZATION TO TRANSACT

BUSINESS IN FLORIDA
IN COMPLIANCE WITH SECTION 607.1503, FLORIDA STATUTES, THE FOLLOWING IS SUBMITTED T@
REGISTER A FOREIGN CORPORATION TO TRANSACT BUSINESS IN THE STATE OF FLORIDA. );.,,
1. Birch Telecom of the Scuth, Inc. % Ty

2o
{Name of corporation; must include the word “INCORPORATED", "COMPANY", "CORPORATION" or ) %‘-— S .
words or abbreviations of like import in language as will clearly indicate that it is a corporation instead of a /c;.) S

natural person or partnership if not so contained in the name at present.)

~< N
F_
=
, Delaware 3 43-1877678 ";) %
(State or country under the law of which it is incorporated) (FEI number, if applicable}
4 February 8, 2000 5. Perpetual
(Date of incorporation) (Duration: Year corp. will cease to exist or “perpetual )

6. Upon approval
(Date first transacted business in Florida.} (S8EE SECTIONS 607.1501, 607.1502 and 817.155, F.5))

2020 Baltimore Avenue

Kansas City, MO 64108

(Current mailing address)

8. Provision of telecommunicaticon services

(Purpose(s) of corporation authorized in 1ome 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)

R Corporation Service Company

1201 H st t
Office Address: e ree

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 af the place designated in
this application, I hereby accept the appointment uas 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:
egistered agent's signature}

11. Attached is a centificate of existence duly authenticated, 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. Box NOT acceptable)

e Director: David E. Scott

Address: 2020 Baltimore Avenue

Kansas City, MO 64108

Vieeghnmmen: Director: Bradley A. Moline

Address: 2020 Baltimore Avenue

Kansas City, MO 64108 A

Director: _Sregoery C. Lawhon

Address: 2020 Baltimore Avenue

Kansas City., MO 64108

Director;

Address:

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

President: David E. Scott

Address: 2020 Baltimore Avenue

Kansas City, MO £4108

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.

o (. Zulise

(Fignaghre 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

Proposed Initial Tariff




o~ —
BIRCH TELECOM OF THE SOUTH, INC. Florida Tariff No. 1

Original Sheet No. 1
INTRASTATE LONG DISTANCE MESSAGE TELECOMMUNICATIONS SERVICE

TITLE SHEET
of
BIRCH TELECOM OF THE SOUTH, INC.
TARIFF NO. 1

This Tariff, filed with the Florida Public Service Commission, comntaing the rates, terms and conditions
applicable to the provision of intrastate: interexchange telecommunications services in the State of Florida
provided by Birch Telecom of the South, Inc. with principal offices at 2020 Baltimore Avenue, Kansas City,
Missouri 64108. This tariff is on file with the Florida Public Service Commission, and copies may be inspected
during normal business hours at the Corapany’s principal place of business.

The Company's telephone numbers are:
(816} 300-3000 (telephone)
(816} 300-3247 (facsimile)

Issued: June 20, 2000 Effective:
Issued by: Birch Telecom of the South, Inc.

David E. Scott, President

2020 Baltimore Avenue

Kansas City, MO 64108

1161374 v1; _W4as011.DOC
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BIRCH TELECCM OF THE SOw I'H, INC. Florida Tariff No, 1

Original Sheet No. 2
INTRASTATE LONG DISTANCE MESSAGE TELECOMMUNICATIONS SERVICE

TABLE OF CONTENTS

1. EXPLANATION OF SYMBOLS ... eciveireiireiee ettt eaes e s srssisbssassasaeeamseeseneaeeeanras sssassnsrmtan snneansasssasinrs
2. APPLICATION OF TARIFF .......oiieoiiciemirenitiraeiee s tastnestssssasssasistes ssanssneasaesnras sassns eonssnssasansemnsarsansanten asssssssssssncs
3. DEFINITIONS ... oottt ertase st et s ae e et s aeeesssre e e e b e b as e 2 s S E S ne o 1o neEmeaan e e e e Rns sasabaabatoasdbensemesesamennransns srass
4

L B R 1 ¢ 1 O P O SUESO P UUTR
42 Rules and REBUIAHOMS ...iuvoriiieiiiiiiccins s st niasie st s smcic st sansas b s b b s s smn st sm e b e s e sn e beas et o0
42,1 Undertaking of the COMPANY ....covve e s nisesist i e s ses s s s st
4.2.2  Limitations OF SEIVICE .....ciiieieeieiec et sses e srsas e bnse e ameers e snssnesma s b b b e e neemeeme s s

Issued: June 20, 2000 Effective:
Issued by: Birch Telecom of the South, Inc.

David E. Scott, President

2020 Baltimore Avenue

Kansas City, MO 64108

181374 v1; _WdaaD11.D0OC
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BIRCH TELECCM OF THE SOuTH, INC. Florida Tariff Ne. 1

Original Sheet No. 3

INTRASTATE LONG DISTANCE MESSAGE TELECOMMUNICATIONS SERVICE

TAELE OF CONTENTS (continued)
PAGE

4. PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)
4.2 Rules and Regulations (continued)

.23 TS OF SEIVICR Looiriviiviritcccrs v sari e ettt b st e b s b e seeeen s et e st e b sabimeemseeesesensnemeeeeesesantassasesseens 9
4.2.4 Liability.....c.ccoovrnane DO EOTTONCOTASEAAATANNEAIDANCACIN3EAOEIINIBNOsAACAANCONAIOSACAAEPAONOIICIEGoaamOs 9
4.2.5  Intermuption 0f SEIVICE ...o.v.ccooreie e s st ras s eas e s sr st sk st a e s srsbesnats 11
4.2.6 Responsibility of the CUSIOIMIEE .........ccieiiivierieiiit i b e se bt e nr e st b s smeenenes 11
427 Responsibility of the COMPAnY ...t se s s b s st sss e snstes 16
428  RestOration O SEIVICE .o o ciciiiniieee e crrasits i ie e see s e serassmess vvessreseees s smrasraoas seensenssestsatmsvmsresen 18
42,9 Taxes and SUTCHAIEES.......c.cci it e re e et e at et emeeme st van s ai s 18
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CONCURRING CARRIERS

OTHER PARTICIPATING CARRIERS
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1. EXPLANATION OF SYMBOLS
The following symbols shall be used in this Tariff for the purpose indicated below:
(M) Moved From Another Tariff Location
(D)  Delete or Discontinue
(T} Change Resulting In An Increase To A Customer’s Bill
(N)  New
(R}  Change Resulting in a Reduction to a Customer’s Bill

(T Change In Text Or Regulation But No Change In Rate Or Charge

*When used in reference to a rate, the symbol (C) indicates that a change in the method of applying a
rate which will result in either an increase or g decrease for certain customers.
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2. APPLICATION OF TARIFF

The service rates and regulations set forth in this Tariff are generally applicable to the provision of
intrastate interexchange telecommunications services and non-switched local exchange
telecommunications services by Birch Telecom of the South, Inc. (the "Company"}).
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3. DEFINITIONS

As used in this Tariff, the following terms shall have the following meanings unless the context
otherwise requires:

Company, the — Birch Telecom of the South, Inc., unless the context indicates otherwise.
Commission — Florida Public Service Commission, unless the context indicates otherwise,

Customer — The person, firm, corporation or other legal entity which contracts with the Company to
receive telecommunications services from the Company.

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.

Circuit — A communications path of a specific bandwidth or transmission speed between two or more
points of termination.

Facilities — All Company-owned or operated equipment and Cable Facilities nsed to provide
telecomnmnications services.

Individual Case Basis ~— A service arrangement in which the conditions, rates, and charges are
developed based on the specific circumstances of the case.

LATA ~ Local Access and Transport Area

Premises — A building or structure on property not separated by a public right-of-way. The property
may be divided by a private right-of-way or easement, such as a railroad right-of-way.

Personal Account Code — A numeric or alpha-numeric sequence which uniquely identifies a travel card.

Private Line Service - An unswitched full-time transmission service utilizing the Facilities to connect
two or more designated locations of the same Customer or User.

Tenminating Facilities — All equipment placed in a structure that converts the transmitted signal to a
requested service type, connects the: structure to the Company's network and provides a point of
interface/connection to which the Customer can connect its equipment. This may include electronic
equipment, cable, wiring, connecting panels and blocks.

User — A person, firm, or corporation designated as a user of common carrier services furnished to the
Customer. A User must be specifically named in the Customer's application for services.
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4, PROVISION OF INTRASTATE INTEREXCHANGE SERVICE

4.1 The Company shall provide intrastate interexchange telecommunications service to Customers
according to the terms and conditions of this Tariff,

4.2. Rules and Regulations
42.1  Undertaking of the Company

A,

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 in different exchanges within the State of Florida.

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 equipment or facilities additions, removals or
rearrangements; routine preventive maintenance; or other service-affecting activities
that may occur in normal operation of the Company’s business. 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.

Applications for initial or additional service made verbally or in writing become a
contract upon the establishment of the service or facility.

4.2. Rules and Regulationg (continued)

4.2.2  Limitations of Service
A. 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.

B. 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,
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4. PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)
4.2. Rules and Regulations (continued)

423  Use of Service

A. Permitted Uses

Services provided under this tariff may be used for any tawful purpose for which the
service is technically suited.

Minimum Service Period

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

Fixed Service Period

If Customer and the Company have agreed to a specified term of service, 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.

424  Liability

A. 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 the Tariff shall not exceed the amount of the credit allowance
described in Section 4.2.5 herein. The extension of credit allowances as described in
Section 4.2.5 shall be the sole remedy of Customer and sole liability of the Company
for any interruption, delay, error, omission, or defect in any service, facility, or
transmission previded under the Tariff. In no event will the Company be liable for
any direct, indirect, consequential, incidental, exemplary, punitive, or special
damages, or for any lost income or profits, even if advised of the possibility of the
same.
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4. PROYISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)
4.2. Rules angd Regulations (continued)

424  Liability (continued)

B. The Company shall not be liable for any claim or loss, expense, or damage, due to
any interruption, delay, error, omission, or other defect in service, facility, or
transmigsion provided under this Tariff, 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
focal government; or by any other cause beyond the Company’s control.

C. The Company shall not be liable for and shall be fully indemnified and held harmless
by Customer against any claim of loss, expense, or damage, inclrding indirect,
special, or consecuential damage for:

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. Any claim, loss, damage, expense or liability for infringement of any copyright,
patent, trade secret, or any proprietary or intellectual property right of the
Company or any third party, arising from any act or omission by the Customer,
inclnding, 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

3. Any personal injury or death of any person ar 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.

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

E. THE COMPANY MAKES NO WARRANTY REGARDING THE PROVISION OF
SERVICE PURSIUJANT TO THIS TARIFF, INCLUDING BUT NOT LIMITED TO
THE IMPLIED WARRANTIES OF MERCHANTABILITY AND FITNESS FOR A
PARTICULAR PURPOSE.
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4. FROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)
4.2. Rules and Regulations (continued)

4.2.5 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 4.2.4 herein and the terms of Section
4.2.6 herein. Customer is obligated to notify the Company immediately of any
interruption in service for which the Customer desires a credit allowance.

4.2.6  Responsibility of the Customer

A.  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:

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. 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).

3. Paying the Company for the replacement or repair of the Company’s equipment
when the damage results from:

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

4. A Customer who subscribes to the Company’s intrastate interexchange services
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 its
provision of intrastate interexchange telephone service, including, but not limited
1o, laws and regulations regarding consumer protection, billing and collection
practices, tariffing obligations, and payment of applicable taxes.
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4. PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)

4.2. Rujes and Regulations (continued}
4.2.6  Responsibility of the Customer {continued)

B. Credit Allowances

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

2. Credit allowances for failure of service 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.

3. Customer shall notify the Company of failures of service 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.

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

(a) interruptions of service resulting from the Company performing routine
maintenance;

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

(¢) 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,

The Company’s liability for damages arising out of mistakes, interruptions,
omissions, delays, errors, or defects in transmission which occur in the course of
furnishing service or facilities, in no event shall exceed an amount equivalent to
the proportionate charge to the Customer for the period during which the faults in
transmission occur.

C. Cancellation by Customer

1. Customer may cancel service any time after meeting the minimum service
period.
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4. PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)

4.2, Rules and Regulations (continued)

4.2.6  Responsibility of the Customer (continued}

D. Payment and Charges for Service

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 Tariff.

The Company will not alter the residential billing cycle unless affected customers
are sent a bill insert or other written notice explaining the alteration not less than
30 days prior to the effective date of the alteration. Such notification is not
required when a customer requests a number or billing change or when the
customer disconnects and reconnects service or transfers service from one
premises to another.

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

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), e.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.

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.

Customer is liable for all costs associated with collecting past due charges,
including all attorney’s fees.
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4. PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)

4.2. Rules and Regulations (continued)

4.2.6  Responsibility of the Customer (continued)

D. Payment and Charges for Service (continued)

7. The Company sets forth the following on residential bills;

{a} the number of access lines for which charges are stated.

(b) the beginning or ending dates of the billing period.

(¢) the date the bill becomes delinquent if not paid on time,

{d) the unpaid balance (if any).

(e) an itemization of the amount due for toll service, including the date and
duration of each toll call.

(f) an itemiration of the amount due for taxes, franchise fees, and other
surcharges as may be necessary and appropriate.

{g) the total amount due.

(h) if applicable, the amount of a deposit and interest accrued on a deposit which
has been credited to the charges stated.

(i} a telephone number where inguiries may be made.

() if a deposit is held by the company.

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 appealed to the
Commission.

E. Deposits and Advance Payments

1.

Advance Payments

The Company may require a Customer or applicant for service 1o 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 national 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 aceounts, 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
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4. PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)
4.2. Rules and Regulatiops (continued)

4.2.6  Responsibility of the Customer (continued)
E. Deposits and Advance Payments (continued)

1, Advance Payments (continued)
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
sexvice.

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. Deposits

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 estirnated recurring charges, when determined to be necessary to assure
firture payment. The security deposit will be computed by the Company in
accordance with Commission rules and regulations.

Deposits held will accrue interest at a rate which is no higher than seven percent
{7%). All Customer deposits will be governed by Rule 8 of the General Rules of
the Florida Public Service Commission,

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.

F. 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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4, PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)

4.2, Rules and Regulations (continued)
4.2.6  Responsibility of the Customer {continued)
G. Late Payment Charge

The Company may apply a late payment charge if any portion of the Custormer’s
payment is received by the Company after the payment due date, ot if any portion of
the payment is received by the Company in fimds 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,

427  Responsibility of the Company
A. Provision of Services
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.

B. Credit Allowance — Information Records

For listings in alphabetical telephone directories and information records, no liability
shall be attached to the Company.

C. Cangcellation 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 1/30™ 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.

D. Disconnection of Service by the Company
The Company may discontinue service or cancel an application for service, pursuant
to applicable Commission rules, including Rules 12 and 13 of the General Rules of
the Florida Public Service Commission, without incurring any liability for any of the

following reasons:

1. Nonpayment of an undisputed delinquent charge; or
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4. PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)
4.2. Rules and Regulations (continued)

4.2.7  Responsibility of the Company (continued)
D. Disconnection of Service by the Company (continued)

2. Without notice for tampering with the Company’s equipment, hazardous conditions, or
Customer use of equipment where it adversely affects the Company’s equipment or
services; or

3. Without notice in the event of a violation of any law, rule, or regulation of any govemment
authority having jurisdiction over the service; or

4. Without notice in the event the Company is prohibited from fumishing services by order of
a court or other federal, state or local government authority, bureau, agency or comrnission,
or

5. Without notice if the Customer refuses to furnish information to the Company regarding
the Customer’s credit-worthiness, its past or current use of common carrier
cormunications services or its planned use of service(s); or

6. Without notice if the Customer provides false information to the Company regarding the
Customer’s identity, address, credit-worthiness, past or current use of common carrier
communications services, or its planned use of the Company’s service(s); or

7.  Without notice if the Customer states that it will not or fails to comply with a request of the
Company for security for the payment for service(s) or advance payments, as specified in
this Tariff, or

8. Without notice if the Customer uses service to transmit a message, locate a person or
otherwise give or obtain information without payment for the service; or

9.  Without notice if the Customer uses, or attempts to use, service with the intent to avoid the
payment, either in whole or in part, of the tariffed charges for the service by using tricks,
schemes, false or invalid numbers, false credit devices, electronic devices, or other means;
or

10. Without notice if the Customer’s use of equipment adversely affects the Company’s service
to others or endangers public safety or heatth; or

11. Without notice if upon condemnation of any material portion of the Customer’s facilities
used by the Company to provide service to the Customer or if a casualty renders all or any
material portion of such facilities inoperable beyond feasible repair; or

12. Without notice for fraudulent use of the Company’s network.

Residential service may not be discontinued by the Company for failure to pay charges not
subject to the Conamission’s jurisdiction unless specifically authorized in the Company’s tariffs
approved by the Commission.
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Original Sheet No. 18
INTRASTATE LONG DISTANCE MESSAGE TELECOMMUNICATIONS SERVICE

4. PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)

4.2. Rules and Regulations (continued)
4277  Responsibility of the Company (continued)
D. Disconnection of Service by the Company (continued)

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 a2 day immediately preceding such a day.

Residential customers shall have a minimum of 21 days from the rendition of a bill to
pay the charges stated. Five (5} days written notice must be given prior to
disconnection of service.

4.2.8  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 disconnecticn and which may include a service restoration fee. If the Customer
has a history of payments returned for insufficient funds, the Company may require
payment by cash, morey order, personal check or certified check. If payment is made by
personal check, restoration will be effected upon clearance of the check. Whena
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 1pon a basis of an application for new service.

429  Taxes and Surcharges

A. Customer will be billed and is responsible for payment of applicable federal, state and
local taxes, fees, assessments and surcharges assessed in conjunction with service
used. All charges and fees subject to Comumission jurisdiction, except taxes and
franchise fees, will be submitted to the Commission for prior approval.

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

4.2.10 Start of Billing

For billing purposes, the start of service is the day of acceptance by the Customer of the
Company’s service or equipment,
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INTRASTATE LONG DISTANCE MESSAGE TELECOMMUNICATIONS SERVICE

4. PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)

42.11

Terminal Equipment

The Company’s facilities and service may be used with or terminated in Customer
provided terminal equipment or Customer provided communications systems, such as
PBX, key systems or other telecommunications devices, Such terminal equipment shall
be furnished and maintained at the expense of the Customer, The Customer is responsible
for all costs at its premiises, including personnel, wiring, electrical power, and the like,
incurred in the use of the Company’s service. When such terminal equipment is used, the

equipment shall comply with the generally accepted minimum protective criteria standards
of the telecommunications industry as endorsed by the Federal Communications
Commission.

43 Service Offerings

431

4.3.2

433

434

435

Toll Service

Provides facilities to complete interLATA, intrastate or intraLATA, interexchange calls
between two points. Customer makes call by dialing directly or with operator assistance.
Direct Dialing includes 1 + Area Code (where necessary) + telephone number, or, in some
cases for IntraL ATA, users must access the Company’s network by dialing 1010678 then
1 + Area Code + Number. For operator assistance a customer dials O only, O + telephone
number or O + NPA + telephone number for Intral. ATA calls.

Travel Card Service

Travel card service provides facilities to complete interLATA and intral ATA calls
between two points when the Customer is away from his/her premises. The requesting
Customer is provided with a travel calling card which includes instructions for its use.

800 Service

800 Service provides for facilities for the Customer(s) to receive interLATA and
intraLATA calls. The Customer will be assigned unique 800 number(s) that, when dialed,
will be routed via the Company’s network and terminate at Customer’s designated local
access line(s).

Directory Assistance

The Company furnishes Directory Assistance Service whereby Customers may request
asgistance in determining telephone numbers in accordance with the rates and terms stated
in Section 4.4. Service Rates.

Conference Service
Conference Service provides a simultaneous connection between three or more points
within the State of Florida.
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INTRASTATE LONG DISTANCE MESSAGE TELECOMMUNICATIONS SERVICE

4. PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)

44 Service Rates

44.1 Toll Service

From Customer’s Premises in Florida to any point in Florida:

Per Minute Minimum Billing Increment
Business-1 Year Term (1) .09 6 seconds
Business .09 6 seconds
Residence .10 1 minute
44,2 800 Service
Monthly minimum per 800 number(4) 5.00
Monthly charge per 800 number _ 5.00

From points in Florida to Customer’s Premises in Florida:

Business-1 Year Term(]1) .09 6 seconds
Business 09 6 seconds
Residence .10 1 minute

Payphone origination charge - $.30 per call
(1) Business customers subscribing to the Company’s local exchange service who commit to a one
year service term as defined in the Company’s Local Exchange Services PSC Price List No. 1

receive a discounted rate on their long distance service. Refer to the Company’s Local Exchange
Services PSC Price List No. 1 for information on term cancellation penalties.

443  Travel Card Service
From any point in Florida to points in Florida:
Per Minute Minimum Billing Increment

Business and Residence(1) $.25 6 seconds
Residence 25 1 minute

Travel Card Operator Services - $.50 per call
Payphone origination charge - $.30 per call
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4. PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)

44 Service Rates {continned)
444  Directory Assistance

$.60 per call per inquiry

4.4.5 Conference Service

Per Minute Minimum Billing Increment
Business $.25 6 seconds
Residence 25 1 minute

4.4.6 Birch Basic Business Line and Trunk (1)

A. Toll Service

From Customer’s Premises in Florida to any point in Florida:

Per Minute Minimum Billing Increment
Business (2) 3.10 1 minute
Business (3) 10 6 seconds
Business-1 Year Ternm(3) 09 6 seconds
Business 09 6 seconds

B. B00 Service

From points in Florida to Customer’s Premises in Florida:

Per Mi Mini Billing 1
Business (3) $.10 6 seconds
Business-1 Year Term(3) .09 6 seconds
Business .09 6 seconds
Payphone origination charge - $.30 per call
C. Travel Card Service
From any point in Florida to points in Florida:
Ber Minute Minimum Billi
Business (2) $.25 6 seconds
Business (3) 20 6 seconds
Business-1 Year Term (3) .20 & seconds
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4. PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)
4.4 Service Rates (continued)

4.4.6 Birch Basic Business Line and Trunk (1) (continued)

Travel Card Operator Services - $.50 per call
Payphone origination charge - $.30 per call
Footnotes

(1) Business Customers subscribing to the Company's local exchange business packages as
defined in the Company’s Local Exchange Service PSC Price List No. 1 will receive a
discounted rate on their long distance service,

(2) Applies to Birch Business Packages Customers not subscribing to Birch Long Distance
Service.

(3) Applies to Birch Business Packages Customers subscribing to Birch Long Distance
Service for IntraLATA, Intrastate and Interstate except Alaska and Hawaii.

447 Birch Voice T1 Service (1)
A. Toll Service
From Customer’s Premises in Florida to any point in Florida:
Per Mi Mini Billine I

Business (2} $.10 1 minute
Business (3} .07 6 seconds

B. 800 Service

From points in Florida to Customer’s Premises in Florida:

Per Mi Mini Billing I

Business (3) $.10 6 seconds
Business-1 Year Term(3) .09 6 seconds
Business .09 6 seconds

Payphone origination charge - $.30 per call
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4. PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)
4.4 Service Rates (continued)

C. Travel Card
From any point in Florida to points in Florida:
Per Minute Minimym Billing Increment
Business £.20 6 seconds
Travel Card Operator Services - $.50 per call
Payphone origination charge - $.30 per call
(1) Business Customers subscribing to the Company’s Iocal exchange business service as
defined in the Company’s Local Exchange Service PSC Price List No. 1 will received
a discounted rate on their long distance gervice.
(2) Applies to Birch Business Packages Customers not subscribing to Birch Long
Distance Service.
(3) Applies to Birch Business Customers subscribing to Birch Long Distance Service for
IntraLATA, Intrastate and Interstate except Alaska and Hawaii.
4,48 Birch Integrator Business Package (1)
A, Toll Service
From Customer’s Premises in Florida to any point in Florida:
Per Mi Mini Rilling I o

Business (2) $.10 1 minute
Business (3) 07 6 seconds

B. 800 Service

From points in Florida to Customer’s Premiges in Florida:

Per Mi - Billing 1
Business (3) $.10 6 seconds
Business-1 Year Term(3) .09 6 seconds
Business .09 6 seconds

Payphone origination charge$.30 per call
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4. PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)
4.4 Service Rates (continued)

C. Travel Card Service
From any point in Florida to points in Florida:
Business $.20 6 seconds

Travel Card Operator Services - $.50 per call
Payphone origination charge - $.30 per call

(1) Business Customers subscribing to the Company’s local exchange business package as
defined in the Company’s Local Exchange Service PSC Price List No. 1 will receive a
discounted rate on their long distance service.

(2} Applies to Birch Business Packages Customers not subscribing to Birch Long Distance
Service.

(3) Applies to Birch Business Packages Customers subscribing to Birch Long Distance
Service for IntraLATA, Intrastate and Interstate except Alaska and Hawaii.

4.4.9, Birch Business Volume Commitment Plans — Rates

The volume commitment level can be met by a combination of Toll, 800 and Calling Card
Services usage.

1. Toll Service

Total Usage - No Volume Commitment Rate Per Minute  Minimum Billing
Increment
(1)
Total Usage — $25.00 Volume Commitment Rate Per Minute Minimum Billing
Increment
Intrastate $.08 6 seconds
Interstate 08 6 seconds
Alaska, Hawaii, Virgin Islands
and Puerto Rico 11 6 seconds
Total Usage — $100.00 Volume Commitment Rate Per Minute  Minimum Billing
Increment
Intrastate $.07 6 seconds
Interstate 07 6 seconds
Alaska, Hawaii, Virgin Islands
and Puerto Rico 11 6 seconds
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4, PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)
4.4 Service Rates (continued)

4.4.9. Business Volume Commitment Plans - Rates (continued)

Increment
Intrastate $.065 6 seconds
Interstate 065 6 seconds
Alaska, Hawaii, Virgin Islands
and Puerto Rico A1 6 seconds
Tota] Usage — $1.000.00 Voluyme Commitment  Rate Per Minute ~ Minimum Billing
Increment
Intrastate $.06 6 seconds
Interstate 06 6 seconds
Alaska, Hawail, Virgin Islands
and Puerto Rico A1 6 seconds
Total U ~ $2.500.00 Vol c ) Rate Per Mi Mini Billi
Increment
Intrastate $.055 6 seconds
Interstate 055 6 seconds
Alaska, Hawaii, Virgin Islands
and Puerto Rico 11 6 seconds
(1} See Section 4.4 preceding for rate per minute.
2. 800 Service
No Volume Commitment .09
$25.00 Volume Commitment .09
$100.00 Volume Commitment .085
$500.00 Volume Commitment .08
$1,000.00 Volume Commitment 075
$2,500.00 Volume Commitment 07
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4. PROVISION OF INTRASTATE INTEREXCHANGE SERVICE (continued)

3. Trave] Card

No Volume Commitment $.20

$25.00 Volume Commitment .20

$100.00 Volume Commitment 20

$500.00 Volume Commitment .20

$1,000.00 Volume Commitment .20

$2,500.00 Volume Commitment 20
4.5 Promotions

From time to time, the Company may elect to offer special promotions to its customers. These
promotions will generally consist of a reduced price, a waiver of installation charges, or a free
service with a purchase of another service.

Any promotional waiver or discounted rate will apply only one time per customer for each service
in any given wire center prefix during the course of the promotional period, subject to prior
notification and approval by the Commission.

The Company will provide written notice to the Commission ne less than seven (7) days prior to
the beginning of each promotion period identifying the promotion and the exchanges within which
the promotion will be offered. If facilities permit, all residence and/or business customers will be
offered the same opportunity to take advantage of the same terms and conditions under the
promotions in which to subscribe to residence or business services.
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us, a trunk level one digital
tranemission link, direct inward
dialing and number iden:ification
foer inbound calls

Unlimited Internet access, two
email boxes per account, remote
accens to email via the Web and
five megabytes of storage space
plua any custcmer-selected
fearures

DIAL COMPLETE
Dial plus extended period of
inactivity before disconnect

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

DSL COMPLETE
A symmetric digital asubscriber
line service, an on-premise
router, up to 100 &mail boxes,
Internet protocol addresases for
public applications, network
address tranalation, custom domain
services, plus any customer-
selected faatures

Tl CCMELETE
A two-way dedicated connection to
us, an on-premise router, up to
104 email boxes, Internet proteceol
addressea for public applicationas,
network address translation,
custom domain services, pluas any
customer-galected featuren

THE INTEGRATOR
A two-way dedicated connecticon to
us, an on-premige integrated
router for voice and data,
customer selection of voice and
data channels to a maximum of 48,
selected voice features, up to 50
email boxes, Internet pretocol
addresses for public applications,
network address translation.
custom demain services, plus any
customer-selected features

WEB HOSTING
SPACE GENTE
Space Cenie web-buillding togl, i

regabytes of storage, 10032
megabytes of montnly trafl.c.
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online account Btatus report, site
submission to major search
engines, custom domain services,
10 email addresses,
autoresponders, autoforwarders and
web-based management of email
tools plug any customer-gelected
featurea

SPACE CADET
Space Genie plus 20 additional
megabytes of storage, 1,000
additional megabytes of monthly
traffic, cemmon gateway interface
binary access, and scrip: library,
web-based management of common
gateway interface script
auto-install and statist:cs plus
any customer-selected featyres
Additional optional features
include encryption services
support for real audio/video and
support for Microscft FrontPage
extensions

SPACE HOG
Space Cadet plus an additional 45
megabytesg of storage, 3,000
megabytes of monthly craffic, 1¢
email addresses, autoresaponders
and autoforwarders and support for
real audio/videc

DELIVERY OF SERVICES
UNE-P

We leape all of the unbundled network elemants necessary to provide service
from the incumbent local &xchange carriers. We believe that our UNE-P strategy
allows us to enter into new markets more quickly than 1f we had inivially
deployed our own network facilities. This strategy also reduces initial capital
requirements in each market, allowing us to focus our capital resacurces
initially on ti.c critical areas of salea, marketing and operations support
systems. In addition, we beliesve UNE-F will allow us to avoid further deploying
circuit switches and maintain design flexibility for the next generation of
telecommunications technology.

BROADBAND

Wwe intend to install digital subscriber line eguipment at cur collocation
51tes, At our switch sites angd 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 1s expected to provide us with substantial
cost savings. Using DSL rtechnelcgy. we believe we will increase cthe amount of
information we carry on a standard telephone line, which we refer to as
bandwidth, toc wup to 1.5 million bits per second. The bandwidth 15 the eguivalent
of 24 regular voice telephone lines. Our digitai subscriber line eguipment will
be programmed to alloccate the available bandwidth.

We beli:eve this technology will reduce our costs since we will lease a
reduced number of standard telephone lines per customer from the incumbent
carrier. For example, 1f a customer oday has eight voice l:ines, we must order
from and provision through the incumbent carrier eighz :nduividual standard
telephone l:nes. If the same customer were to buy cur serv:ce which uses d:igita.
subscraiber line technclogy, we would Snly crder and provision cne standard
telephone line from the incumben:t carrier. Also, we expest that future produsts
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and services designed to take advantage of the increased bandwidth provided by
digital subscriber line technology will allow us to genarate incremental revenue
with attractive margins.

CUSTOMER PREMISES EQUIPMENT

We offer our customers equipment thaey need to run their internal phone
systems, including data routers and wiring, telephone equipment and intagrated
access devicea. We also sell and service standard key systems, private branch
exchanges and voice-mail asystemsa, and provide inside-wire services for
commercial accounts, including wiring for data networking, in Xansas and
Migsouri. 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 Industriss, iInc.

SALES AND MARKETING
SALES

As of March 23, 2000, we had a direct sales force of 170 representatives
operating from 23 offices throughout Missouri, Kangas and Texas. Of these
repreaentatives, 28 were primarily selling customer premises egquipment 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 sales staff in existing markets and open additiocnal
sales offices in Texas and Oklahoma and in Ameritech'sa and BellSouth's regions.
We supplement our sales efforts through brand awareness efforts including local
and regional advertising, public relations and local sponscrships.

We peek to convert small to mid-sized business customers from the incumbent
provider of telecommunications services in their market and to estabiish a
solid, long-term relaticns ip with them.

6

Qur sales representatives meet with prospective customera to gain a thorough
understanding of their busineps and telecommunications reguirementa. Sales
repregsentatives then suggest alternatives for operat’ o n enhancements and ¢ost
savings based on cur asrvice packages.

We compensate our saleg representatives with a competitive base salary,
stock opticons and commissions based on sales results. We use a revenue-based
commigsion structure that enables us to attract productive sales people
experienced in disciplined, activity-based sales. This commission structure 1is
based on 1incremental revenuz 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 cusfomers, many
of whom are cowners or employees of businesses using our telecommunicatlion
services. Residential customers call our customer gervice center to receive
forms to apply for service. We do not pay sales commissions for residentaal

gales.
ADVERTISING AND FROMOTION

We conduct extensive marketring campaigns in our local markets. We make use
of advertising and public relations te attract small to mad-sized business
custcmeys and contrast Qur service attributes with Southwestern Bell's. Our
marketing campaigh includes ballbecard, radio angd print advertising, as well as
sponscrship of major local events, affiliations with local organizations and
direct mailings focusing on public relations. We also believe that our
willingness to serve resident:al customers--unlike many cther competitive local
exchange Carriers--creates greater Lnterest in cur development among the news
media and general public. In the past. our marxet launchies have attracted
extensive iocal media coverage.

In keep:ng with our phi.cscphy of Teing accfegsiblie Lo CuUr CUSLOMErs. we
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establish local sales and customer gervice offices in most of the cities and
towns chat we serve. In many of these cities and towns, we are the only provider
of local telephone aervice that maintaine an office. Our offices are gpen to
walk-in traffic and often are located in high-profile areas.

Because we are able to deliver a comprehensive set of productsd to our target
cugtomers, we believe we have ptrong customer loyalty. Qur customer churn races
have generally been less than 1.5% per month.

PRICING

We do not intend to poaition curselves as the cheapest provider of services,
especially long distance services. We targat customers who value the convenience
of our service offerings and personalized customer service. Customers who have
the highest price sengitivity are likely to move frequently among providers,
driving up churn rates. However, we do eet our pricing so that our local
business customers can ge: e¢rally save from 10% to 40% on the incumbent
provider's ratee, Internet, long distance and customer premises egquipment are
generally priced at rates competitive with that of other service providers.

?
QUR MARKETS

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

BIRCH LIWES IN SERVICE
A5 OF FEERRUMRY 29,

MARKET ESTIMATED POPULATICN™ INTTIAL SERVICE DATE 1004
$t. Josaph, Mimsouri.. ..... ... ... ... .. 97,111 March 1%94 2,491
Topeka, Kansas...... 9050600060808 03900 164, %14 May 1594 . T20
wichica, FAANAR. . .. ... ... 0o %30, 500 May 1%3% 5. 098
Kangas ClCy, MamsQuIy. ... ..., .. ... 1,709,271 May 1391 25,176
St, Loulm, MimmouFi.. .. ... . ... 2.55%7, B04 May 1938 17,12%
Beawmont, Tamdd. . ... ... . ... ... e 374,951 May 1999 N i
Fort Workh, Texam.. . ... ... .- ... 0o 1,oa04, Y04 May 1993 i 202
Longviev/Macshall, Texam... .. ... ... ... 208, 2150 Hay 199% 142
TYLeE, TRERE . ... 0o e 168,712 May 1%99 2,017
Waco, Texam. ... . ... e 103,903 May 1399 ), 545
Houston, Texas. .. . ... co o oa0coocoao 1,320 041 June 1339 7. 985
Auacin, Texas 1.071.032) July 1399 4,530
Corpusm Chriet:. inT.loe July 1999 1.808
Lubbock. Texas 1AL 877 Auguet 1359 2 10%
Dallam, Tesad.. ... . -..... ..... e J, 170,109 February 1000 1 Bis
San ARtonio, TEXRE. - . ... .- 1.511_ 388 Fabruary 1300 ml
Amarilio, Texak.... ... ... . i, 165 March 2000 11%
Midliand/Ocdeswa, Texas.. .... ..... SE 241,309 April logo 158
Wichita Palle. Tegam. . . . ...... ... . 137 10} April 2000 13
Abilens, Texam......... 600000000 acaaco 131,458 May 2900 54
El Papo, TEKAE ... ... ..o TI1, 576 May 2000 i
Other.. .. .. ... 5 o 0o o o Hrk MNIN 121
S Population data derived from the United States Bureau of the Census, State

and Metropolitan Areas datebook 1937 to 1998.
BACK OFFICE SYSTEMS

Back cffice systems refer to the hardware and software systems that support
the praimary functiens of our operations, including:

- mrder entry and provisioning:
- billung:

data center:
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- trouble management; and
- sales support.

Qur goal is ta have a back office that allows us to 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 tc be implemented through a single systems interface chat updates all
ordering, inventery, 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 aelected
the best application for each function. The following table describes our key
back offjice aystems that provide crucial operatiocnal functionaliry, their
purpose and timeline for implementation.

SYSTEM PURPCSE IN-SERVICE DATE
Southwestern Bell electronic direct ordering oL 1998
Verigate and provisioning for

iccal telephone service

Saville CBP(TM} billing Q1 1399
MetaSolv TBS {TM! order management Q2 1999
inventory
provisioning

trouble management
customer Service

Harris HNM({TM} network management C4 1998

DSET (TM) elecironic bonding gateway to incumbent Q2 2000 f{(est .}
telephone company

HNC ATACS (TM) fraud management Q2 2000 tesc.

TED erhanced call record mediation Q3 2000 iest.)
TBD applicaticn integration middleware Q4 2000 {est.)
TED customer care R4 2000 (est.t

sales force automation

QRCER EWTRY ANT PROVISIONING

Order encry invelives the i1nitial loading of customer data into cur
information systems. Currently, our sales executives take orders and our
customer care and provisicning representatives load the i1nitial customer
information 1nto our Saville billing system and cur MetaSclv provisioning
system. We intend te increase the efficiency and data accuracy of these
provisioning activities by implementing a sales force automation aystem to be
combined with Saviile CBP and MetaSclv TBS through appl:icatian integratlion
middleware. This system will fac:litate entry of sales crders from the sales
ctf.ces and transm:t relevant acssunt and crder :informaticn to Saville CBP and
MeraSolv TBS. Implementing this svstem w:i:ll eliminate severa. manual steps in
the provisioning grocess.

We Use tne MetaSolv TS TM- system ¢ marage and tracek t"he timely Iompletion
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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 ordersa to external business partners, including Southwestern Bell,
electronically, thereby minimizing implementation time. cocrdination
complexities and inetallation costa. Currently, we provision orders
electronically through Southwestern Bell's electronic provisioning system, or
Verigate.

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

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

-

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

The MetaScolv TBS system snables a customer care coordinator to keep an
ingtallation or achedule and notify the customer of any potential delays. Once
an order has heen completecl, we update our billing system to initiate billing of
installed services.

BILLING

The Saville billing system providea our customers with a consolidated
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 software, which calculates usage
coste, integrates fixed monthly charges, calculates taxation and provides the
data neceasary to create a simple customer invoice. We provide invoice
information to a third party printer, which prepares and distributes bille to
our custcmers. Qur customers pay us diraccly.

This Saville system allowe 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 bel:eve
thege features are exceptionally important given our gophisticated client base.

TROUBLE MANAGEMENT

We use MetaScolv TBS5-TM-, a customer care and trouble management system, to
provide high quality customer service. Qur :-rouble management system 1s
integrated into the operatiocnal support system. It enables our customer care
personnel to track customer problems proactively, assign repair work to the
appropriate technical teams and provide employeea and management access to
comprehensive reports on the status of service activity.

NETWCORK MANAGEMENT

We use the Harris Network Management system to continuously menmitor and
cperate cour switch networks. The information provided by the Harris system
allows our network operations staff o guickly repair prcblems 1n the networks,
thereby eliminating or Minimizing impacts £LO oury ZUSLOMErs.

SOUTHWESTERN BELL VERIGATE

Verigate 1s the Southwestern Bell end-user interface system that allows our
custcomer service, trouble management and servige proviSlOnNLng representatives to
access the Scuthwestern Bell cperat:ng systems. Verigate all2ws us 1tz send local
service requests to receive Jrder commitTents back from, reserve new Telepheone
numbers with, v.ew an order's status at. and Lesi Cr report Customer preblems Lo
Southwestern Bell
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DATA CENTER

During the gecond quarter 2000, we plan to occupy an 8,000 sguare foot data
center in Kansas City, Missouri. We believe this center has sufficient apace to
support significant increases in our sccess lines, customers and employees.

NETWORK FACILITIES
LEASED FACILITIES

During 1%99, we began to lease substantially all of the network elements
from Southweptern Bell and combine these elements into integrated Barch-branded
voice gervices without deploying a awitch. By

10

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

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

Leasing, rather than building, facilitiee supports our atrategy of rapid
local market development Lecause our sales activity is not constrained by
network expenditures. Moreover, by leagping tranamispion facilities, we can offer
our Bervices Lhroughout a metropolitan area and we are not constrained by the
limited number of locaticns in which we could build tranamission facilities.

OWNED FACILITIES

We deploy data transmigsion packet switches in most of our markets. We use
these packet swirchas to transBmit data over cur leased transmission lines and
plan to use theae packet switches to tranamit our long distance voice traffic
once our ceonverasicn plan is implemented.

wWe currently operate local/long distance cirguit switches in Kansas City and
St. Louis, Missouri and Wichita, Kansas. We do not intend to deplcy more circu:it
switcheg because we believe voice-capable packet switches will be more
economical to operate in the future. Additionally, we collocate our electronic
egquipment at Southwestern Bell's central offices to suppert future digital
subscriber line services and existing c¢ircult 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
custcomer-owned equipment. We may also deploy electronic equipment {intelligent
channel banks or access servers!: that concentrate data and voice traffic. This
enables us to obtain higher capacaty from the transmission i:ne of the incumbent
local exchange carrier.

OPERATIONS
EMPORIA AND KANSAS CITY SERVICE CENTERS

Cur service cencers :n Emporia, Kansas and Kansas T:icy, Misscur: are
critical to ocur ability to cffer excellent service and to support growth. These
service centers process crders, nterface with Scurthwestern Bell's operatiocnal
suppert systems and provide customer service, trouble vesclut:i:con, killing ang
colliection services for cur customers. These service Cernters prouvide rapid,
human assistance rather than the autcmated. Zusrbersome zustcmer :nierface
currentiy used by many telecommunicationg groviders.
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FIELD TECHNICAL OPERATIONS

Cur field technicians service our facilitieg and customer-owned facilitiea.
Thesae technicians install, repair and maintain digital awitches, transmisgion
equipment, private branch exchanges, key systems, data equipment and ineide
wiring, including wiring for data networking. We believe field technicians are
often the moat respected source of telecommunications advice for small and
mid-sized business customers. We believe that having a skilled, in-demand group
of techniciana supports our customer base, provides expertise for data
deployment and strengthens customer loyalty.

11
COMPETITION

The telecommunications industry is highly competitive. We believe we compets
principally on the basis of customer service, accurate billing, variety of
services and, to a lesaer extent, pricing levels and less complex pricing
structures. Our ability to compete effectively depends upon our continued
ability te maintain high quality, market-driven services at prices 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
communicaticons services and be positioned to reduce our prices in responae to
potential competition. Any of these reductions could adversely affect us. Many
of our current and potential competitors have financial, technical, marketing.
peraonnel and other resources, including brand name recognition, substantially
greater than ours, as well as other competitive advantages over us.

INCUMBENT TELEPHONE COMPANIES

In our existing marketn, we compete principally with Scuthwestern Bell. As a
recent entrant in the telecommunications services induatry, we may hot achieve a
significant market ashare for any of our services in our markets. In particular,
Southwestern Bell and other local telephone companies have long-standing

‘ationships with their customers, have financial, technical and marketing
ources substantially greater than ours, have the potential to subsidize
wpetitive services with revenue from a variety of businesses and currently

cenefit from existing regulations that favor these incumbent local exchange
carrierg over um in some reepects. While recent requlatory initiatives, which
allow competitive local exchange carriers such as us to interconnect with
incumbent local exchange carrier facilities, provide increased businesg
cpportunities for us, these interconnection oppertunities have been, and likely
will continue o be, accompanied by increased pricing flexibility for and
relaxation of regulatory oversight of the incumbent local exchanqge carriers.
Future regulatcory deciaigna could grant incumbent local exchange carriers
increasad pricing flexibility or other regulatory relief. These initjiatives
could also have a material adverse affect on us.

COMPETITIVE LOCAL EXCHANGE CARRIERS/INTEREXCHANGE CARRIERS/OTHER MARKET
ENTRANTS

We also face competition from other current and potential market entrants.
Thege market entrants include long distance carriers that compete with our long
digstance services and seek toc enter, reenter or expand intc the local exchange
marker . AT&T, GTE, MCI WorldCom and Sprint are among these carriers. Competitive
local exchange carriers, resellers of local exchange services, competitive
access providers, cable television companies, electric utilities, microwave
carriers, wireless telephone system operators and private networks built by
large end users alsc compete with us. In addit:ion, consolidati:on and strateg:ic
alliances within the telecommunications industry, or the development of new
technologles could put us at a competitive disadvantage. Not only does the
Teletommunications AJt lmpose regqulatcry regulrements on a.l .ocal
telecomunicacions service providers, but it alsc grants the FIC expanded
authority to reduce the jevel of regulation applicable to any relecommunicat:ionis
service provider, includ:ing any inCcumbent teleccmmunlcat:ons service providers

The manner i1n whiclh these provisicns of the Telecommunizaticns 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 naw telecommunicationa service providers. Because the
Telecommunications Act requires local exchange carriers to unbundle their
networks, fnew telecommunications service providers are able to rapidly enter the
market by installing switches and leasing trunk and loop capacity. Newer
providers, like us and some competitora that we may encounter in some of our
markets, will not have to replicate existing facilities until! craffic volume
justifies building them, and can be more opportunistic in designing and
implementing networka.

12

In addition to the new telecommunicationa gervice providers, interexchange
carriers and other competitors listed above, we may face competition from cother
market entrants euch as electric utilities, cable television companies and
wireless companies. Electyic utilities have existing assets and low cost access
to capital which could allow them to enter a market rapidly and accelerate
network development. Cable relevigion companies are entering the
telegommunications market by upgrading their networks with fiber optica and
installing facilities to provide fully interactive tranamission of broadband
voice, video and data communications. Finally, wireleis companies intend to
develop wireless technology for deployment in the United States as a broadband
subatitute 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 numeérous entities

competing for the same customers and a high churn rate, as cuatomers freguently
change long distance providers in response to offeringas of lower rates or

promotions ‘ncentives. Prices in the long distance market have declined
significan in recent years and are expected to continue to decline. Cur
primary cc itors are the major interexchange carriers and resellera of long

distance » wvices. We believe that pricing levels are a principal competitive
factor in providing long distance service; however. we Besk to avoid direct
price competition by packaging long distance service, local service, customer
premises equipment and Internet access service together with a gsimple pricing
plan.

CUSTOMER PREMISES EQUIFMENT

We compete with numerous eguipment vendors and installers and
telecommunications management companies for the sale of customer premises
equipment and related services. We generally offer our proeducts at prices
consistent with other providers and differentiate our service through cur
product packages.

DATA/INTERNET SERVICES

The Internet services market 15 highly competitive, and we expect that
competition will continue to intensify. [nrernet service, meaning both Internet
access and on-line content services, 1s provided by Internet service providers,
satellite-based companies, .ong 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 companles, such as America Online, Inc., MSN, Pradigy Services Company
and WebTVv Networks, offer on-line content services consisting of access to
ciosed, proprietary information netwcrks. lLong distance companies, ameng others.
are aggressively entering the Internet access markets. Long distance carriers
mave substantiai transmissicn capabilities. tradationally caryy data to large
numbers of customers and have an established killing system :infrastructure that
permits them to add new services. Satellite comparnies are cffering broadband
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access to the Internet from desktop PCa. Cable companies are starting to provide
Internet gervices using cable modems to 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, 1993, we employed 935 persons. Additionally, we occasicnally
hire temporary employees. We are not party to any collective bargaining
arrangements and believe that our relationship with our employees is good.

13
REGULATION
REGULATORY OVERVIEW

We are subject to regulation by federal, srate and local government
agenciea. Historically, the FCC had jurisdiction over interstate long distance
aervices and international services, while state regulatory commigsiona had
jurisdiction over local and intrastate long distance servicesa.

In 1996, Congrese passed the Telecommunications Act of 19396, opening 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
regiona once epecified conditions were met. The Telecommunications Act
fundamentally changed the way telecommunicationa 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 additiconal rules and gecisions promulgated by the various state regulatory
commiseions, form the core of the regulatory framework under which we operate 1in
providing local exchange service.

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

jurisdiction over ocur wvision of interstate and international long distance
service, and the atate 1latory commissions reqgulate our provision of
intrastate local and 1 listance service. Additionally, mwunicipalities and

cthey local government Jencies may regulate limited aspects of ocur business,
guch as ugse of government-owned rights-of-way, and may reguire permits such as
zoning approvals and building permits.

In the aftermath of the Telecommunicaticns Act, the regulation of the
telecommunicatiuns industry has been in a state of fiux. The FCC and state
requlatory commissions have adopted many new rules to impiement this legislation
and encourage competition, but that implementation 18 ongoing. The following
summary of regulatory developments does not purpert to describe all current and
proposed federal, state and local regulations and legislation affecting the
telecommunicat:ons industry. Many of these are currently the subject of judicial
proceedings, legislative hearings and administrative proposals, any of which
could change, 1n varying degrees, the manner i1n which this industry operates. We
cannot predict at this time the cutcome of these proceedings or their impact
upon the telecommunications industry or on us.

THE TELECOMMUNICATIONS ACT
THE TELECOMMUNICATIONS ACT'S LOCAL COMPETITION FRAMEWORK

Cne cf tThe key goals of the Telecommunications Act 18 to encourage
competitaion in .ccal telephone service. To do this, the Telecommunications Act
provides three means by which telecommunications service providers can enter the
loca. phore service marketplace. The three modes of entry are as follows:

RESALE . Incumbent zelephcne compan.es are reqguired to permit new
relecommunlcCations service providers ts purchase their services for resale
ts the public at a wholesale rate that :s less than the rate Tharged oy

the ingumbent tejephone Companies <o thelr Yetail, CUSLOMers.
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- ACCESS TO NETWORK ELEMENTS. Incumbent telephone companies are required to
lease to new telecommunications service providers the various elements in
their network that are used to provide local telephone service., The leased
parts of the incumbent telephone companies' networks are known ag
unbundled network elements. The incumbant telephone companies must make
unbundled network elements available at rates that are based on their
forward-looking economic costa.

CONSTRUCTION OF NEW FACILITIES. New telecommunications service providers
may also entexr the local phone service market by building entirely new
facilitiea. The incumbent telephone companies are required to allow new
telecommunications service providers to interconnect their

14

facilities with the :incumbent telephone company's, so each carrier's
customers can reach the other's.

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

In addition, all local exchange carriera, including both incumbent and new
telecommunicationa service providers, are subject to the fcllowing requirements:

- INTERCONNECTION. All local telecommunications service providera must
permit their competitors to interconnect with their facilities either
directly or indirectly. Incumbent telephone companies are additionmally

obligated toc permit intercc “rion at any technically feasible point
within their networks, on ne -Criminatory terms, at prices based on cost
(which may include a reasocr + profar);

- NUMBER PORTABILITY. All local telecommunications service providers must
implemant number portability technology tnat allows a customer to retain
its existing phone number 1f it switchea from one local exchange carrier
to a competitor. This technoleogy primarily benefits new telecommunications
gervice prov.ders, which can gather market share more easily :f customers
can switch to these carriers without changing telephone numbers;

- RECIPROCAL COMPENSATION. All local telecommunications service providers
must complete local cails coriginated by other telecommunications service
providers under reciprocal compensation arrangements. That 1s, the local
provider terminating a local call :s entitled to payment from the local
provider originating a call. Charges assessed by the incumbent telephone
company fer terminating calls originated on a new telecommunications
service provider's network must be based on a reasonable approximation of
additional cost. The FCC recently derermined that Internet service
provider-bound traffi¢ is i1nterstate in nature, not local, and 1s
therefore ocutside the scope of the Telecommunicat:ons Act's reciprocal
compensaticn proavisions. The FCC has initiated a proceeding to determine
appropriate ¢arrier-to-carrier compensation for Internel service
providey -bound traffic. At the same time, <he FIC has declined o overturn
a multitude of stare decisions reguiring incumbent telephone companies to
pay new telecommunlcatidns service providers compensat:i:cn for delaivering
Internet ~raffic to Internet service providers that had selected a new
telecommunicat lons gervice provider as the.r local servaice provider. The
FICT's decision 15 con appeal. and ingumbent telephone TITpanies ire alsc
expected t7 ask states or federal courts to reverse The e€xXisting state
determinaticns:
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- DIALING PARITY. Requires all local telecommunications service providers
to provide nondiacriminatory access to telephons numbers, operator
services, directory assistance and directory liasting with no unreascnable
dialing delays. Local dialing parity ensures chat customera 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 local telecommunications service
providers to permit competing providers access to poles, ducts, conduits
and rights-of-way al. reasonable and nondiscriminatory rates, terms 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 owns or controls, including those
within its own centzal cffices and other buildings, and buildings owned by
private third parties.

15

Executing an interconnection agreement does not guarantee a new
telecommunications service provider unfettered access to the incumbent telephone
company's market. Interconnection agreements becween incumbent telephone
companies and new telecommunicatione service providers may have short terms,
requiring the new telecommunications service provider to renegotiate the
agreement@ on a regular basis. Incumbent telephone companies may not provide
timely provisioning cor adequate service guality, thereby impairing a new
telecommunications service provider's reputation with customers who can easily
ewitch back te the incumbent telephone company. In addition., the prices set in
the agreements or through state regulatory commission arbitration proceedinga
may be pubject tc changes mandated by state regulatory commiesiona 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 RULES IMPLEMENTING THE TELECOMMUNICATIONS ACT'S LOCAL COMPETITION
PROVISIONS

In August 1996, the FCL iasued an order 1 nenting the local competition
provisions of the Telacommunications Act. The eatablished rulea about how
interconnection and collocation were to be p:  1ded, put ferth a method that
state commiasions should use vo egcablish prices for interconnection and
unbundled network alementa, and specified which parts of an incumbent's neatwork
must be made available as unbundled network elements to competing carriers. The
FCC alsc held that incumbent telephone companies must provide new
telecommunications service providers with "combinations”" of unbundled network
elements, making it pogs:ble for new telecommunications service providers, in
many inatances, to provide service to customers by leasing all of the component
unbundlaed network elements from thea incumbent telephone company. This method of
providing service is known as the unbundied 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 gapabilities of the network, that the incumbent telephone
companies must unbundle. In addition, the FCC mandated a particular
forward- locking pricing methodology for these natwork elements that produces
relatively low slement prices rhat 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 FCC's 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 decaision, holding that the FCC has general jurisdiction te
implement the lacal competiticn provisions of the Telecommunications ACt and
reestabl.shing the wvalidicy of many «f the FIZ's .nterconnectisn rules [n sc
doing. the Supreme Court stated that the FCC has authority Lo sef pricing
gu:delines for unbundled network elements., te prevent incumbent telephone
companies from separating exist:ing combinations cf network elements, and to
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establiah *pick and choose® rules regarding interconnection agreements. “Pick
and chooee" rules would permit a carrier geeking interconnection to pick and
chocse among the terms of service from other interconnection agreements beatween
the incumbent and variocus new telecommunications service providers.

Although it upheld the FCC's jurisdiction to eetablish unbundled network
element pricing guidelines, the Supreme Court did not evaluate the epecific
"forward-lecking® pricing methodelogy adopted by the FCC, and the case has been
remanded to the Eighth Circuit for further consideration of that specific
pPricing methodology. Some incumbent telephone companies have argued that this
pricing methodology does not allow adequate compensation for the provimion of
unbundled network elements. The Eighth Circuit heard oral arguments on this
Pricing issue on September 16, 1%99, but has not yet issued a ruling. We cannot
predict the outcome of thig 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 PCC rules defining what network
elements must be unbundled and made available to the new telecommunications
service providers by the ingumbents. The Supreme Court held that the FCC must
provide a stronger rarionale to asupport the degree of unbundling ordered.

On November 5, 1899, 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 ap unbundled network elements. The
FCC reaffirmed that incumbent telephone companies must provide unbundied accese
to the following wix network elements:

- loope, inecluding loops used to provide high-capacity and advanced
telecommunications servicea such as digital subacriber lines;

- network interface devices;

- local ¢ircuit switching;

- dedicated and shared transport;

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

The FCC removed from the list of unbundled networs 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
also noted that incumbent telephone companies remain cobligated under the
non-discrimination reguirements of the Communicationa Act of 1934 to comply with
the reasonable request of a new telecommunicaticns 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 »dditicn, the competitive chegklist
contained in section 271 of the Communicaticng Act of 1934 requires Bell
operating caompanies to provide nondiscriminatory access to These services.

The FCC also modified the local switching unbundled network element,
concluding that incumbents need not provide access to unbundled local circuat
switching for customers with four or more lines that are located in the densest
parts of the top S0 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 allcws new telecommunicat:ons
service providers CD> ga.n acoess 7o Zustomers without <Soaliccating in every
central offi.ce, berause 1t combines the local logp with a multip.exer and
transport to the new teleccmmunications service provider's Local existing
collecated facilaties or switch. Notwithstanding the FCIO's rul:i:ng. unrestricted

v a

access to unpundied switchina as avai:lable :n Texas, where state rul.ngs reguire
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incumbent telephone companies toc make switching available as an unbundied
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 offer shared transport as a unbundled
network element where unbundled local circuit switching is provided.

Held that incumbents are not required to offer packet switching as a
unbundled network element in most casss.

Held that both the loop and transport unbundled network elements include
access to "dark fiber.® Dark fiber is distinguished from "lit fiber"

transmisfion 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 incumbenta as a unbundled network element
could create an additicnal asource 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, subleoop
unbundling will make it easier for new telecommunications service
providers to use portions of the unbundled network element loep to offer
advanced services, such as digital subscriber lines. In a separate crder,
the FCC alsc ordered the unbundling of the "high-frequency" porticn of the
loop, which alsoc makes it easier and less expensive for new
telecommunications service providera to use unbundled network elements to
offer advanced services, such as digital subscriber lineg.

The FCU's decision regarding unbundled netwark 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 =xpand
the limitation on switching by, among other things, extending its ge phic
scope. We and other new telecommunications service providers have a- the FCC

to either do away with the limitation or make it applicable to only ..rger
customera. We cannot predict the ocutcome of this proceeding. 1f the FCC further
restricts the availability of unbundled awitching, it could adversely affect our
abilicy to serve customers efficiently.

Another open guestion is whether incumbent telephone companies are required
to combine network elements not currently combined in their networks for
requeating new telecommunications service providers. The FCC's rules requiring
the incumbent telephone companies to do 5¢ were vacated by the Eighth Jircuirt,
but the FCC and the new telecommunications service provider industry have asked
that court te re:instate the rules in the wake of the Supreme Court'‘s decision.
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. Alao
unsettled ia 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" 1in the incumbent telephone
company's network. The new telecommunications service provider industry has
taken a broad view of this reguirement, Lnterpreting 1t To mean that new
telecommunications service providers are entitled to piarchase network 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 reguires the incumbent telephone
companies only to provide combinations c¢f network elements that are zurren
S&rvigfe To a particu.ar caustomer. The ultimate resclution of this guest:on
expand or restright ouy ability to oprovide service Lo our CUsSLSTErs using oe
eleTents purchased from the i1ncumbent telephsne company

e

The Eighth Circult 15 expested ©C ruie Cn the prifing 1ssue in the nex:t
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several months and may alsoc rule on the incumbent telephone companies!'
obligation to provide new network element combinations in the same decimion. It
is not clear when the FOC or the courts will act to define the scope of
"currently combined." The possible impact of the resclution of these open issues
en exiating interconnection agreements between incumbent telephons companies and
new telecommunications service providers or on agreements that may be negotiated
in the future rcannot be determined at this time.

In addition to its rulings regarding interconnection and unbundled network
elements, the FCC hae issued a series of orders on the ability of new
telecommunications service providers to provide digital subscriber lines and
other high-bandwidth services to their custemers 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
thoae eervices in incumbent telephone companies' central offices; that incumbent
telephone companies must, where technically feasible, provide new

ie

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 to allow the new telecommunications
service provider to determine if a particular cuatomer 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 COMPETITICN PROVISIONS

Although the FCC establishes nationwide guidelines governing sntry by new
talecommunicarions pervice providers under the Telecommunications Act, state
regulatory commissions alsc have major roles in implementing the local
competition provieions of the act. Among other things, state reguiatory
commigsions mMust approve or reject interconnection agreementw, and they have
chief responsibility for arbitrating and mediating these agreements if the
negotiating carriers cannot reach an understanding on the agreement's terms.
State regulatory commisaions are alsc charged with developing and implementing
cost -baeed prices for interconnection and unbundled network elements, in
accordance with the Telecommunications Act and the forward-looking pricing
guidelines set by the FCC. State regulatory commisaionsa are also permicted to
establish additicnal unbundled network elements consistent with federal law and

palicy.
BELL OPERATING COMPANIES ENTRY INTC LONG DISTANCE

The Telecommunications Act also seeks to encourage local competition by
requiring the regaiocnal Rell operating companies to demonstrate on a
state-by-state basis that they have adequately opened their network and market
to competitors before they can provide long distance gervice to end users 1in
their own local service areas. Specifically, the Telecommunications Act lays out
a l4-point checklist which generally reguires a reqional Bell operating company
to prove to the FCC that it has complied with the interconnecticn and network
access obligations discussed above and that it faces effective competition in
the ptate where it seeks to provide long distance service. While the FCC hasg
ult:mate reapeonsibility for deciding whether the checklist conditions have been
met, the FCC 18 regquired Lo first consult with the appropriate state reguiatory

COMMilSS1on.

Southwestern Beil 15 in the process of applying for authority to provide
long distance service in Texas. The FCC .a expected to rule on Southwestern
Bell's applizacticn 1a Aprii 20C0. Southwestern Bell has alst begun the prcocess
of app.y:ng for leng distance autheority .n Kansas by mak:ing a preliminary f£:l.ng
w#iTh the Xansas state regulatory commissacn. [f Scuthwesvtern Bell recelves
approval from the FCT as descrited above, Sguthwestern Bell will be able =0
provide in-region long distance servizes, which wi.. enable 1t ¢ provide .
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customers with a full range of local and long distance telecommunications
services. The ability of Scuthwestern Bell to provide long distance services is
expected to be an additional source of competition for us.

OTHER FEDERAL REGULATICN

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 cperating 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.

18
INTERSTATE AND INTERNATIONAL LONG DISTANCE SERVICES

Interstate and intarnational 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 international loung distance
service on an ongoing basis.

Under the FCC's streamlined regulation of ncn-dominant carriera, we may
install and operate facilities for the transmispion of domestic intarstate
communications without prior FCC authorization.

In addition, in October 1996, the FCC adopted an order in which it
eliminated the requirements that nen-dominant interetate interexchange carriers
maintain tariffs on file with the FCC for domestic interstate services. 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 serv.ces provider under some circumstances. After a
nine-month transition period, relationships betwesen interstate carriers and
their customers 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 rhe
implementation Qf the FCC order pending 1ts review of the order on its merits.
Currently, that stay remaina in effect and interstate long distance telephene
companies are therefore still vequired to file tariffs.

The D.C. Circuit heard oral argqument on the merits of the FCC's detariffaing
order on March 14, 2000, but has not yet i1ssued an order. If the stay is lifted
and the FCC order becomes effective, telecommunications carriers will no icnger
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 FCO has reguired that non-dominant interexchange
carriers post their rates, terms and conditions for all their 1nterstate,
domestic services on their Tnternet web sites if they have one: this rule is
effective once the FCC's mandatory detariffing order takes effect. This may
result in significant admin:.strative expenses for us. The obligstion to provide
non-discrimanatory, Just and reascnable prices remains unchanged under the
Communications Act of 1934, Taraffs also allow a carrier to limit its liabaiity
to 1ts customers, including in connect:ion with service winterruptiens. If tariffs
are eliminated, we may become Liable for costs that we would have been able oo
iimut chrough tartff f:lings. and we cannot assure you that the potent:al
iiapilities wili not have a material adverse effect on our results of Cperatiodns
arnd finarcial conditian,

ACCESS SERVICES

Copvrght 2000 EDGAR Onltge g tver [ 61 2003, “4_”.;_[:‘- 2




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

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

In August 15939, the FCC granted incumbent telephone companies subject to
price cap rate regulation, including the regional Bell operating companies,
substantial pricing flexibility with regard to some interatate access services.
Among other things, the FCC's new rules permit incumpent telephone companies,
upon a phowing that the services in question are subject to sufficient levels of
competition, to offer volume and term discountcs and contract tariffa for
particular access services. The new rules alsc allow incumbent telephone
companies, upon meeting a higher competitive standard, to file tariffs for their
access services free from many rate structure requirementsa. To the extent these
requlatory

20

initiatives enable or require incumbent telephone companies to offer selectively
reduced rates for some access sarvices, the rates we may charge for these access
gexrvices will likely be conetrained. In addition, the FCC has recently initiated
a proceeding to examine whether to regulate the rates that new
telecommunicationes gervice providers charge for their access services. While the
FCC has received considerable opposition from the new telecommunications service
provider industry and othars to doing so, we cannot aseure you that the FCC will
not adopt scme 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 AT&T, Bell Atlantic, BellsSocuth, GTE, SBC
Communicatione and Sprint to lower significantly and deleverages 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 3service in our oparating area.

ADDITIONAL FEDERAL ISSUES

ACCESS TO PCLES, DUCTS. CONDUITS AND RIGHTS-OF-WAY. An area of the law that
remains in flux concerns the extent of a carrier's obligations to provide access
to poles, ducts, conduits and rights-of -way. We are obligated under Section 224
of the Communicaticns Act to permit other carriers reasonable access to our
poles, ducts, conduite and rights-of-way and the FCC has adopted comprehensive
Tules governing how access i1s to be provided. The FCC is alsoc currently
considering additional rules, including whether access to rooftops and space
ingide buildings, including buildings owned by utilities, should be mandated
under the Telecommunications Act.

EEQ REPORT. The FCC reguires ua to file an annual employment report to
comply with the FCC's egual employment opportunity policies.

TRUTH IN BILLING. The FCC has adopted new rules designed to make 1t easier
for customers to understand the bills of telecommunications carriers. These new
rules satabliah reguirements regarding the formatting of h:lls and the
info.maticn that must be included on bills. These rules have been appealed in
federal court.

ANTI -SLAMMING RULES. The FCC implemented the so-called "ant:-slamming”
rules, which protect consumers wheose pre-subscribed carriers have been switched
withour their gonsent. Under the rules. a car-:ier found to have siammed a
custaomer 15 subcect to substanti:al fines and musz cemove from the Consumer's
biil all charges incurred within 32 days of the slamming While we Iz 5ot engage
.n these practices, a siamring fine. 1f levied, -opuld have a materia.

cur Susiness .n the fuoture

(Up1nghr:hdUIJN[|Egb4p“'{Hfn\frff” REYIRY] Hage

)



ot

BIRCH TELECOM INC /MO - 10-K 405 ~ Annual Report Date Filed: 3/30/2000

CUSTOMER PROPRIETARY NETWORK INFORMATION. In February 1998, the FCC adopted
rulea implementing Secticn 222 of the Communications Act of 1534, which governs
the use of customer proprietary network information by telecommunications
carriers. Customer proprietary network information generally includes any
information regarding a subgscriber's use of a telecommunications pervice, 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
only use a customer's proprietary network information to market ssrvices that
are "necesgary to, or used in," the provision of a service that the carrier
already provides to the customer, unleas it receives the customer's prior oral
Or written consent to use that information to market other services. In
December 1999, the United States Court of Appeals for the Tenth Circuit vacated
the FCC's original and modified customer proprietary network information rules
on the grounde that they violate the Firat Amendment. However, Section 222 of
the Communications Act remains the law and that section, in addition to the
FCC'a

21
now-vacated rules, provides some guidance on the use of customer proprietary
network information rules. Uncertainty regarding restrictions on the uge of
CuBtomer proprietary network information rules may impede cur ability to market
integrated packages of services effectively and to expand existing customers'
use of our services.

UNIVERSAL SERVICE. On May 8, 19%7, the FCC released an order establishing a
significantly expanded federal universal sarvice subsidy regime under the
Telecommunicationsa Act. The universal sarvice program provides support to
carrierg werving low-income customers and customere who live in areas where the
coat of providing telecommunications mervices is high. In addition, the FCC
eatablished new subsidies for telecommunications and some information mservices
provided ro qualifying schools and libraries and for sgservices 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. Our contribution to the federal
support funds would be calculated based on a percentage of our gross end-user
interstate and international telecommunications revenues. The aasessment rate
for the second guarter of 2000 is S.7101% of interstate and international
end-user telecommunications revenues. The contribution factor i1ssued by the FCC
varies quarterly. The amourts contributed may be bhilled to customers. Currently,
the FCC is calculating assessments based on the prior year's revenues. AsSuming
that the FCC continues to calculate contributicns based on the prior year's
revenues, we believe that we will not Ye liable to contribute any mater:al
amount to these programs during 2000 because we had limited interstate and
internaticnal end user revenues in 1%5%. The threshold before we are reguired to
contribute is a $10,000 ceontribution, which tramslates into roughly $175.000 in
interstate end user telecommunications revenuyes. With respect to subseguent
yeara, however, we are curzrently unable to guantify the amount of any
contributions that we will be reguired to make or the effect that these requir~d
contributions will have on cur financial condition.

The FCC has recently aclopted the cost model whaich it will use to determine
the support needed :n high-cost areas and the inputs for the model. The new
high-cost support mechanism, which went intc effect on Japuary 1, 2000 for
non-rural carriers, substarntially :increases the amount of high-cost support
provided to non-rural carriers. The United States Court of Appeals for the Fif:h
Circuit recently :ssued an order upheolding in part, and reversing 1n part, the
May 8th FCC order .mplementing these funds. Numerous FCC orders revising these
funds are gubiect tc petitions for recopnsideraticn and further pet:iticns for
appeal. The ocutcome of these proceedings cor their effect cannot be predicted.

In addition t2 the universal service mechanisms descr:bed afove, th

=}
currently cens.dering a joint propasail from Bell Arlantic, BellSouth, GTE.

Copyright 2000 EDG AR Onimg Ine tver 1O 2000 fuee

LR



o~ -

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

Coqmunications, AT&T, and Sprint to create a $650 million fund to provide
univergal service support for interstate access charges. If adopted, this
proposal could significantly increase the contribution cbligationa of other
telecommunications carriers.

COMMUNICATIONS ASSISTANCE FOR LAW ENFORCEMENT ACT. Under this actk,
telecommunications carriers are required to: (1)} provide law enforcement
officiale 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 alectronic
surveillance. If we provide facilities-based services, we may incur costs in
meeting hoth of these requirements. In particular, regarding the requirements
related to call content and identification, except in very limited circumstances
the government is required to 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, aa it stands today,
we Will be financially responsible for ensuring that our pest-1%95 squipment is
in compliasnce. 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
sguipment installed or deployed after that date,

22
STATE AND LOCAL REGULATION

In general, state regulatory commissions have regulatory jurisdiction over
up when our facilities and pervices are used Lo provide local and other
intragtate services. Under the Telecommunications Act, atate commissions
continue to set the requ:rements for providers of local and intrastate servicen,
including quality of services criteria. State regulatory commiesions alsc 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 providera with the incumbent telephone company
networks, in accordance with gquidelines set by the FCC. In addition, state
regulatory commissions in many instances have authority under state law to adopt
additional regulationa governing local competition, r2 long as the state’'s
actions are not inconsistent with federal law or regulation.

Mcet Btate regulatory COmMmMiESiOns require companies that wish to provide
intrastate common Carrier Bervices to register or be certified to provide these
services. Thege certifications generally regquire a showing that the carrier has
adequate financial, managerial and technical rescurces to cffer the proposad
servicee in a manner consistent with the public interest. In most states, we are
also regquired to file tariffs setting forth the terms, conditions and prices for
services that are classified as intrastate, and te update cor amend our tar:iffs
as rates change or new products are added. We may alsc be subject to variocus
reporting and record-keeping reguirements.

We are currently certified by the Missouri Public Service Commission, the
¥ansas Corporation Commigsion, the Texas Publi¢ Utilities Commissicn and the
Cklahoma Corporation Commission to provide both local and intrastate long
distance service in those stares. We have tariffs on f:le 1n each of these

states.

I1f wa choose to i1nstall our own transmission facilit:es., we may be required,
in some cltles, to obtain street opening and construction permits, permission Lo
uge rights-of-way. zoning variances and other approvals from municipal
authorat:es. We alsc may be regquired to obrain a franchise to place facil:itaes
in public rights of way. In some areas, we may be reguired to pay license or
franchise faes for -hese approvals. We cannot assure ycu that fees will rema.n
at current levels. or that our compet::zcrs wili face the same expenses. aithcugh
the Teleccmmunicatlons Act requites that arny fees charged by municipalities be
reasonakble and non-~disSCriminatory as AmenRg LelecomMMUnications Carriers.
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RISK PACTORS
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 gsince we began operations as a
competitive telecommunications provider and expect to continue to incur losses
in the future as we build our network. For the year ended December 31, 1999, we
had operating losses of $43.7 million and a net loss of $61.8 million. A5 of
December 31, 1539, we had an accumulated deficit of $79.0 million. We expect Lo
experience losses during our necwork and sarvice deployment, which will continue
for the foreseeable future. Prolonged effects of generating losses without
additional funding may re-rrict our ability to pursue our business Btrategy.

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

- our capital expeanditure regquirements;

- our debt service obligations; or
- our working capital needs.

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

The level of our outstanding debt greatly exceeds the level of cur revenue
and stockholders® equity. As of December 21, 1999, we had $125.8 million of
long-term indebtedness cutetanding, including §10.0 million outstanding under
our senior credit facility and $114.7 million of senior notes outstanding. This
indebtedness represented 1031.5% of our total capitalization at that date. We
may, and are also permitted under the terms of cur debt instruments to, incur
substantial indebtedness in the future.

Our large amcount of indebtedness could significantly impact our business for
the following reasons:

- it limits our ability to obtain additional financing to complete our
roll-out plan., to develop new services or to otherwise respond to
unanticipated competitive pressuras;

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

- 1t makes us vulnerable to interest rate fluctuations because our senior
credit facility lpans bear interest at variable rares;

- :t limits our ability te compete with companies who are not as highly
leveraged, eapecially those who may be able to price their service
offerings at levels Lelow those we can or are willing to match: and

it limics our ability to expand inte new markets and to react to changing
market corditions, changes i our 1ndustry and economic downturns.

COUR EXISTING DEBT INCLUDES RESTRICTIVE AND FINANCIAL CTOVENANTS THAT LIMIT CUR
OFERATING FLEXIBILITY.

Cur senicr credat facility and the :indeniure relating "o oSur senior notes
contain covenants that, amang other things. restrict cur ability to take
specific actions, even 1 we believe tnam t5 be in Cur cest .nterest. These
include restrictions >n our ability to-
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- incur additional debt:
24
- pay dividends or distributions on, or redeem or repurchase, capital atock;
- Create liens or negative pledges with respect to our assers,;
- make investments, loans or advances;

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

- enter into sale and leaseback transactions;

- prepay or defease sppecified indebtedness;

- enter into transactions 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 ue to offer to purchass these notes from the
holders at 101% if we undergo a change of coutrel. In addition, the senior
credit facility imposes financial covenants that require us to comply with
apecified financial ratios and tests, including minimum revenues, minimum
EBITDA/maximum EBITDA losees, minimum access lines, senior secured debt to total
capitalization, maximum capital axpenditures, maximum leverage raticas, minimum
interest coverage ratios and pro forma debt service coverage ratios. We cannct
aagure you that we will be able to mest these reguirements or satiasfy theage
covenants in the future. If we fail to do Bo, our debta could become immediately
payable at a time when we are unable to pay them. This could adversely affact
our ability to carry ocut our business plan and would have a negative effect on
our financial condition.

WE EXPECT TO GROW AND CANNQOT GUARANTEE THAT WE WILL BE ARLE TO EFFECTIVELY
MANAGE OUR FUTURE GROWTH.

If we successfully implement ocur business plan, our operatiocns 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 rescurces and inc¢rease demands on our systems
and contrels. 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
cperational and financial systems, procedures and controls or successfully
cbtain, integrate and manage the employees and management, operaticnal,
financ:al and other resources necessary tc manage a developing and expanding
business 1n our evolving, highly reg-lated and increasingly competitive
industry.

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

The expansion and development of gur business and the deployment of ocur
networks, services and systems will reguire significant capital expenditures,
working capital and debt service and generate negative sperating cash flows.

The acrtual amount and timing of cur future zapital regu:rements may differ
Tarterially from cur estimates as a resul:t of, among othey things, the demand for
cur services and regulatery. technsalogical and compet:tive deveicpments,
including additional marker developments and new cpportunitles. o ocur indu
Dur revenue and costs may .52 be Jdependent upon factors that are not with:in our
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tontrol, iancluding regulatory and legislative developmente, the response of our
competitors to their loss of customers to us and to changes in technology, the
nature and penetration of servicee that we may offer and the number of
subscribers and the servicea for which they subscribe. Due to the uncertainty of

25

these factors, actual revenues and costs may vary from expected amounts,
poesibly to a material degree, and these variations are likely to affect our
future capital requirements.

We also expect that we will require additional financing or may require
financing socner than anticipated to complete our roll-out plan or if ocur
development plans change or prove to be inaccurate. We may also require
additional financing in order to develop new services or to otherwise respond to
changing business conditions or uhanticipated competitive pressures. Sources of
additional financing may include commercial bank boxrowings, vendor financing,
or the private or public sale of equity or debt mecurities. If we decide to
raise additional funds through the incurrence of debt, our interest obligations
will increase, and we may l>ecome subject to additional or more restrictive
financial covenants, which could impair our ability to develop ocur buBiness. We
cannot assure you that we will be successful in raiming sufficient additional
capital on favorable terms or at all. Failure to raise sufficient funds may
require ua to modify, delay or abandon some of our future expansion or
expenditure plana.

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

The success of cur service offerings will depend upon, among other thingsa,
the willingneas of additional customers to accept us as a new provider of
integrated communicationa services. We cannot assure you that we will he
succegs#ful in overcoming the resistance of potential customers to change their
service provider, particularly those that purchase services from the traditional
telephrne companies, or that customers will buy cur services. Any lack of
custc icceptance would reduce our ability to inCcrease our revenue,

IF WF - UMABLE TQ DEVELCP CR INTEGRATE OUR SYSTEMS COR PRCPERLY MAINTAIN AND
UPGRAL. THEM, WE MAY NOT BE ABLE TO BILL OUR 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
planas for the development and implementation of these systems rely, for the most
part, on choosing products and services off:red by third party vendors and
integrating these products and services in-house to produce efficient
operational solutiona. We cannot assure you that we will successfully implementc
these aystems on a timely basis or tha! we will implement them at all. We alsoc
cannot assure you that, once implemented, these systems will perform as we
expect . Risks to our business associated with our systems 1nclude

fallure by these vendors to deliver their products and services ip a
timely and effective manner and at acceptable costs;

- failure by us te identify ali 2f our :nformation and processing needs
adeguately;

fairlure of our related processing or information systems; or
- failure by us to effectively :ntegrate rnew products Cr seryvices.

Furchermore, as our suppl:.ers revise and upgrade the.r hardware, scfrware
and eguipment rethnelogy. we could enc Rl

unter dafficulties in integrating thas
new technelegy :ntc our business or the new’ systems Tmay not be appropraate for
our business. In addition, ocur right %o use these swstens depends upen L.cense
agreements with third party wvendcrs. Vendors tay Cance. =r e.Lelt DL LT Ienew
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some of these agreements, which may adversely affesct us.

= 26
WE MAY NEED TO RELY ON THE ESTABLISHED LOCAL TELEPHONE COMPANIES TC IMPLEMENT
QUR SERVICES SUCCESSFULLY. THEIR FAILURE TC COOPERATE WITH US COULD ADVERSELY
AFFECT THE SERVICES WE CFFER.

We are a recent entrant into the local telecommunications services industry.
The local exchange Bervices market in most states was only recently opened to
competition. There areé numercus operating complexities agssociated with providing
these services. We will be required to develop new products, services and
ayetems 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 moat of the
markets we gerve. We injtially intend to rely on the networks of emtablished
telephone companies or those of new market entrants for some aspects of
transmission. Federal law requires moat of the traditicnal local telephone
companies to leage or “unbundle" elements of their networka and permit us to
purchaase the elements we need, thereby decreasing our operating expenses. We
cannot assure you that this unbundling will continue to occur in a timely marner
or that che prices for these elements will be favorable to ue. Our current
strategy depends in large part on ocur ability to provide pervice to ocur
custcmers by leaming all of the network slements neceseary 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 to enter new markets quickly, while allowing us to
maintain significant gress margins. If the incumbent local telephone companies
do not cooperate in making UNE-P available, our abilicy to provide service to
customers could be materially adversely affected.

In addition, our ability to implement successfully cur services will reguire
the negotiation of interconnection and collocation agreements with established

telephone compani ‘ad other new market entrants, which can take considerable
time, effort and ¢ .sa and is subject to federal, state and local regulation.
Intarconnection a nents are agreements between local telecommunications

gervices providere that set forth the terms and conditions governing how those
providers will interconnect their networks and/or purcnase or lease network
facilities and services.

Qur interconnection agreements with Southwestern Bell provide that our
connection and maintenance orders will receive the same attent:ion as
Southwestern Bell's end-user customers and that Scouthwestern Bell will provide
capacity at key telecommunications :ntersections $¢ keep call blockage within
industry standards. Accordingly, we depend and will continue to depend on
Southwestern Bell and, as weé expand our network, we will depend on other
traditicnal telephone companies to assure uninterrupted service and competitive
services. Blocked calls result in customer dissatisfaction and risk the loss of
business. Incerconnection agreements, such as our agreements with Scuthwestern
Bell, typically have short terms, requiring ug to renegotiate freguently. Some
of our agreements with Scouthwestern Bell have cne ysar cr less remaining before
we will have to renegotiate them. We cannot assure you that we will be able to
renegotlate these interconnection agresments 1N Sur exigting markecs, or
negotiate new lnterconnecticn agreements i1n new markets, on favorable terms. In
addition, the prices set forth in cur interconnection agreements may be subject
te significant rate increases at the discretion of the regulatory autherity in
each state in which we operate. Our profitability partially depends on these
state-regulated rate Btructures. We cannot assure you that the rates charged to
us under the interconnectior agreements will allow us to offer low enough usage
rates to attract a sufficient number ¢f customers and to operate our business
przfitably or at favorable «¢rocss margins.

Ln wokking with the
ing. Lnterzonnecting.
these new Carriers to

Many new carrviers have experienzed dafficulrn:
estabiished telephone comparies w:th respect toc o
ieasing prem:ses and 1mpiement:ng the systems used Ty
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order and receive unbundled network elements and wholesale Services. We cannot
agsure you that established telephone companies will be accommadating to us. 1€
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 cimely and
cost-effective basis would be adversely affected. In addition,

27

both proposed and recently compleced mergers invalving regional Bell operating
companies and other compe:itors could facilitate a combined entity's ability to
provide many of the services we coffer, thereby making it more difficult te
compete against them.

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

Our akility to provide digital subacriber line services to potential
customears depends on the quality, physical conditien, availability and
maintenance cf telephone lines within the contrel of the incumbent carriers. If
the telephone lines are not adeguate, we may not be able to provide digital
gubscriber line services to many of our target customers, and cthis will diminish
our expected revenue. We believe the current condition of telaphone lines in
many casesm 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 ug to implement our digital
subscriber line services effectively. Purther, the incumbent carriers may claim
theiy lines are not of sufficient quality to allow us to fully implement or
operate our digital subscriber line services. In addition, some customers use
technologief other than copper lines to provide telephone services, and as a
regult, digital gubscriber line gervices might not be available to these
customers.

All transport technologies using copper telephone lines have the potential
to interfere with, or to be interfered with by, other traffic on adjacent copper
telephone lines. Thie interfev-nce could degrade the performance of our services

or make us unable o provide +ice on selected linea, In addition, incumbent
garviers may <laim that the ¢ tial for interference by digital subscriber
line technology permita them © restrict or delay our deployment of this

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
succesafully negotiate interference resolution procedures with incumbent
carriera. Interferance, or claims of interference, if widespread, would
advergely affect our speed of deployment, reputatien, brand image, Bervice
quality and customer retention and satisfaction.

IF WE ARE UNABLE TO ATTRACT AND RETAIN KEY MANAGEMENT AND PERSONNEL, WE MAY NQOT
BE ABLE TO IMPLEMENT OUR BUSINESS PLAN.

We believe that our future success will be due, in part, to our experienced
management team, including Messrs. Scott, Goldman, Hollingsworth, Lawhon,
Moline, Shackelfard 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 effcrrs and possibly
prevent us from:

further deploying and improving our operatienal, financial and informaticn
systems and controls;

hiring and retaining gqualified sales, marketing, administrative, operating
and technical persocnnel; and

fraining and TManaging new personiel.
£

In addizicn, compet:iticn for gualified employees has intens:f:ied 1n recent

years and may bcecome ever mCre intense in the future. Suy ability o implement
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our husiness plan depends on our ability tc hire and retain a large number of
new employees each yeadr. Inability to hire gufficient qualified personnel could
impair our ability teo increase revenue, and customers could experience delaya in
installation of service or experience lower levels of customer care.

28

WE MAY NOT HAVE THE ABILITY TC DEVELOP STRATEGIC ALLIANCES OR TO MAKE OR
SUCCESSFULLY INTEGRATE ACQUISITIOMS NEEDED TO COMPLEMENT OUR EXISTING BUSINESS.

As part of our growth mtrategy, we seek toc develop strategic alliances and
to make investment® or acquire assets or other businesses. We regularly engage
in discussions relating to porential acquisitions, We are unable to predict
whether or when any prospective acquisitions or strategic alliances will cccur
or the likelihood of a material transaction being completed on favorabla terms
and conditions. Cur ability to finance acquisitiona and strategic alliances may
be constrained by our degree of leverage at the time of the acquisition. In
addition, our senior credit facility and senicr notes may significantly limit
our ability 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
allisnces, acquisitionsa or investmente in which the consideratjon conaists of
cash, we could use a gubstantial portion of our available cash, to conpummate
the strategic alliances, acjuisitions ¢r investments. The financial impact of
acquisitiona, investments and strategic alliances could cause substantial
fluctuations in cur quarterly and yearly operating resulcs.

The integraticn of any future acqguisitions or strategic alliances would be
accompanied by the risks commonly encountered in these transacticns. These risks

include, among otherns:
- the difficulty of assimilating the acquired operations and personnel;

- the petential disruption of cur ongoing business and diversion of
resources and management time;

- the inability of management to max .« our finangial and strategic
position by the succepaful incorporacion of licensed or acquired
technology and rights into our gservice offarings;

- the posaible inability of management t¢ maintain uniform standards,
contrgle, procedures and policies;

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

- the potential impairment of relationships with employees or customers as a
result of changes in management or otherwise arising cut of these
transactions.

We cannot assure you that we will be able to integrate acguired businesses Or
assets successfully.

A SYSTEM FAILURE CQULD CAUSE DELAYS OR INTERRUPTIONS CF SERVICE, WHICH COULD
CAUSE US TO LOSE CUSTOMERS.

Cur success will regquire that cur networks provide competaitive reliability,
capacity and security. Some of the risks to our networks and infrastructure

include:
- phys:ical damage tg acoess Lines;
DOower SUIGES 0O Qutages;

stapacity limitatieons:
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- software defects;
- lack of redundancy; and
- disruptions beyond our contreol,

These disruptions may cause interruptions in service or reduced capacity for
customers, any of which could cause us to loge customers.
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ALL YEAR 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 isgue generally describes the various problems that may result
from the improper processing of dates and date-sensitive transactiona by
computers and other equipment as a result of computer hardware and software
using two digites, rather than four digits, to identify the year in a date. Any
COmputer programs or eystems of our suppliers that have date-sensitive software
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 iseues for our suppliers, we are continuing to evaluate and
decermine whether our significant suppliere 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
operationg. However, we cannot assure you that the syatems of other companies on
which we rely are Year 2000 compliant, that another company's failure to
auccessfully convert, or that another company's conversion to a system
incompatible with our systema, would not have an impact on our operaticns. The
failure of our principal suppliers to be Year 2000 compliant could result in
delays in service deliveries from those suppliers and materially impact our
ability to do business.

OUR OFFICERS AND DIRECTORS EXERT SUBSTANTIAL INFLUENCE CVER US.

Our executive cfficers, directors and entities a iated with them together
beneficially own a substantial percentage of cur out ding common stock. As a
result, theae stockholders are able to exercise subs. ntial 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 alao have the effect of delaying ¢r preventing a change in our
control.

RISKS RELATED TO CUR INDUSTRY:
WE MAY NOT BE ABLE TOQ COMPETE EFFECTIVELY AGAINST OTHER COMPANIES.

The telecommunicaticns industry 1s highly competitive and is affected by :the
introduction of new services by, and the market activities gf, major industry
participante. Several of ocur competitars are substantially larger and have
qreater financial, technical and marketing resourcesa than we do. We have not
achieved, and do not axpect to achieve, a significant market share for any of
the broadband telecommunicarions services we offer in our tarqet markets. In
particular, larger competitors have advantages over us that could cause us toc
lose customers and impede sur ability to attract new customers, including:

long-standing relatiznships and brand recogniticn with customers;

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

- more funds to deplcy telecommUnlCAliCns SE€IVICES:
- potentidal tg lower prices of Zomperitive telecommunicatichs services: and

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

- domestic and international long distance providers aeeking to anter,
re-enter or expand entry into the local telecommunicaticna marketplace;
and

- other domestic and internaticnal telecommunications providers, resellers,
cable television companies, electric utilities and Internet companies.

0

A continuing trend toward combinations and strategic alliances in the
telecommunications industry could give riee to significant new competitors. This
could cause us to lose cuscomers 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 QUR BUSINESS.

Our necworks and the provision of telecommunications services are
axtensively regulated at the federal, state and local levels. Existing and
future governmental regulations may greatly influence how we operate our
business, our business strateqgy and ultimately, our viabiliry. 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
regulatory requirements may be greater than we anticipate and divert our
regources from implementing our business plan. We cannot predict the future
requlatory framework for our business.

Cur provision of tel:communicatiens services may be subject to the
requirement that we cobtain proper authorizations from the FCC or state
commissions. We cannot aseure 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 cobtaining the necessary autho ~tions. If we
do not fully comply with the rules of the FCC or state regulato: encies,
third parties or regulators ¢ould challenge ocur autho ity to do .negs. Thase
challengea could cause us to incur substantial legal and admini. rative
expenses .

Federal law governing the talecommunications 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 operations. There are
currently many regulatory actions underway and being contemplated by federal and
state authorities regarding interconnsction pricing, universal service suppore,
access charge reform, and osther issues that could result in significant changes
to the business conditions in the telecommunications industry.

Our current business sirategy depends in large part on our ability te
provide gervice to our cus:tomers through UNE-P. Our abilicty tc provide service
to customers through UNE-P depends in turn on FCC and atate commission rulings
requiring incumbent local :telephone companles to lease us the necessary network
elements. 1€ those rules are changed by the FCC or state COMMISSions, or Aare
struck down by the courts, our ability to provide service to our customers
through UNE-P could 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 preovide te us. The FCC could also
expand the scope 0f an exi1sting exception in its rules that permuits incumbent
telephone companles To Opt net to make UNE-P available in the highest density
geographic areas within the larges: 50 metropolitan statistical areas 1f they
meet certain cond:itizns., If the FZZ azts to expand the scepe of the geographic
sxcepticn to inciude Gur target marxets, our business cZuld be materially
adversely affecrad. Some srtates in 2ur Current gperar.ng reglen. sncluding Texas
and Missour:. have gone teyond the FCO's minimum requivements and independentiy
crdered Scuthwestern Bell to make WE-P available throughcut those states under
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termg more favorable to new telecommunications service providers than those
required by the FCC. We cannot assure you that those favorable state rulinge
will remain in place. If UNE-P does not continue to be available on the
favorable terms ordered by the gstates, our business could be materially
adversely affected.

The United States Court of Appeals for the Eighth Circuit is currently
considering challenges to the pricing methodology established by the FCC for
aetting the rates paid by telecommunications service providers to incumbent
telephone companies for access to network slementa. If the court strikes down
some or all of the FCCs's pricing methodology and that methedology is ultimately
replaced with

a1

a methodology that imposes higher rates for network elements, we could be
materially adversely affectsd.

Federal universal service support mechanisma could increase the coste of
providing service to our customers. We derive revenue from the provision of
interstate and internaticnal 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 ip 5.8995%, and the assessment for the second quarter of 2000 is 5.7101%
of interstate and international end user telecommunications revenue. The
contribution factor varies guarterly at a rare get by the FCC. To the extent the
contributien factor increages, our costs of providing service will increase.

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

WE MAY BE UNABLE TO ADAPT TC TECHNOLOGICAL CHANGE.

The telecommunications industry is subject to rapid and significant char
in technoleogy, including continuing developments in digital subscriber line
technolegy. This technolegy does not presently have widely accepted standards,
and alternative technelogies for providing high speed data tranaport and
networking may develop. The absence of widely accepted standards may delay or
increases the cost of our market entry due to changes in egquipment specifications
and customer needs and expectations. We may also rely on a third party for
accegs to new technologies. In addition, if we acquire new technologies, we may
not be akle to implement thiem ag effectively as other companies with more
experience with those techrologies and in their markets.

WE MAY FAIL TO ACHIEVE ACCEPTABLE PROFITS ON CQUR LONG DISTANCE BUSINESS DUE TO
DECLINING PRICES, LOW CUSTCMER RETENTION RATES AND CQUR CONTRACTUAL CBLIGATIONS.

Prices in the long distance business have declined substantially an recent
years and are expected to continue to decline. In addition, the long distance
induatry has a low custeomer retention rate, as customers freguently change long
diatance providers in respensa to the offering of lower rates or promotional
incentives by competitors. We will rely on other carriers to provide us with a
major portion of our long distance transmisgion network. Agreements with these
carriers typlcally provide for the resale of long distance services on a
per-minute basis and may centain minimum velume cemmitments. The negotiation of
these agreements involves estimates of future supply and demand for transmission
capaclty, as wel. as estimates of the calling patterns and traffic levels of our
future customers. In the event that we fa:l to meet these minimum volume
commitments, we may have ta pay underutiiization charges. and, 1n the event we
underestimate our need for transmission cagactity. we may have to obtain capacaty
through more expensive means.

AS A NEW DATA TRANSMISSION ENTRANT IN A MARKET, WE MAY [NITIALLY GENERATE LCW OR
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NEGATIVE GROSS MARGINS.

Ag 3 new entrant in the data transmission businees, we expect to generate
low or negative gross margins and substantial BLATL-Up expenses as we begin to
coffer data transmiseion services. The success of our data transmission business
will depend upon, among other things, the effectiveness of our sales peraonnel
in the promotion and sale of our data tranamission services, the acceptance of
these gervices by potential customers, and our ability to hire and train
qualified personnel and further enhance our services in response to future
technolegical changes. We cannot assure you that we will be successful in these
endeavors.
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THIS FORM 10-K CONTAINS FORWARD-LOQOKING STATEMENTS THAT MAY NOT BE ACCURATE
INDICATORS OF OUR FUTURE PERFORMANCE.

This Form 1l0-K contains forwayd-looking statements within the meaning of the
federal securities laws. Discussionsa containing forward-looking statements may
be found in the material set forth in this section and under "Buainess” and
“"Management 's Discusaion and Analysis of Financial Condition and Reaults of
Operations,” as well ap in the Form 10-X generally. The words "believe, "
"agtimate, " "expect," "intend,” "anticipate,” "plan,” and similar expressions
and variations of these expressions identify some of these forward-locking
statements that speak only as of the dates on which they were made. We caution
you that thege forward-looking statements are not guarantees of future
performance and involve ripks and uncertainties. Actual events or results may
differ materially from those discuesed in the forward-looking statementa as a
regult of various factors, including, without limitation, the riak factors set
forth above and the matcere set forth in this Form 10-K generally. All
subsequent written and oral forward-looking statements attributable to us or
perscns acting on our behalf are expressly gualified in their entirety by the
cautionary statements included in thia document. We undertake no obligation to
publicly update or revise any forward-locking etatements, whether as a result of
new information, future events or otherwise.

ITEM 2. PROPERTIES

We lease 43,781 square feet in off.ce space in Kansas City, Missouri for our
corporate headquarters. Thisg lease expires December 2006. Recently, we leased an
additional 64,546 sguare feet of office space in Kansas City to expand our
corporate headquarters. This lease expires February 2008. In Emporia, Kansaa, we
own two buildings totaling 58,500 sguare feet for our customer care center and
provisioning divisions. In addition. we lease an aggregate of 21,175 square feet
to house our four circuif awitches in Kansas City and St. Louls, Missouri and
Wichita, Kansas. These leases expire March 2003, November 2008, August 2005 and
June 2008. We alag lease space in 27 buildings, totaling approximately 110,823
sguare feet, in Missouri., Kansas, Texas and Oklahoma for our sales offices and
customer premiseg eguipment sites. Thege leases are generally leased on a
month-to-month or annual basis.
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ITEM 3. LEGAL PROCEEDINGS
From Cime to taime, we may be involwved in claima or litigation that arise 1in
the nermal course of business. We are not a party to any legal proceedings
which, 1f decided adversely., would have a material adverse effect on our
buginess or financ:al conditicn or results of operations.

ITEM 4. SUBMISSICN COF MATTERS TC A VOTE OF SECURITY HCLDERS

None .
PART 171

ITEM £, MARKET FCR REGISTRANT'S IZOMMIN EQUITY AND RELATED STOCKHOLDER MATTERE
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MARKET INFORMATION

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

HOLDERS
As of March 23, 2000, there were 8] holders of record of our common stock.
DIVIDENDS

We have never paid or declared any cash dividends on cur common stock and do
not anticipate paying cash dividenda 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 atock.

RECENT SALES OF UNREGISTERED SECURITIES

During 1939 we issued the following asecurities which were not registered
under the Securitiee Act of 1933, as amended.

In February 199%, we acquired American Local, a competitive local exchange
carrier baged in the Dalias, Texas metropolitan area. The acquisition included
substantially all assets of American Local. The total purchage price was
approximately 51.6 million in cash and $211,000 in atock 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 sharem of
aeries D preferred stock at a purchase price of $4.50 per share for aggregate
net proceseds of approximately $10 million. This issuance was exempt from
registration pursuant to Section 4(2) of the Securiries Act.

During Auguat 1999, BTI Ventures, L.L.C., an affiliate of KKR, purchaased
13,333,334 shares of our series F preferred stock at a purchase price of $4.50
per share for aggregate ner proceeds of $60.0 million. On March 23, 2000, KKR
exarcised its options to purchase an additional 5,253,158 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 praivate placement of the
series F preferred stock to BTI Ventures, L.L.C., which c¢lesed on August §,
1599, and the related exercise of the KKR uptions, Lehman Brothers
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Inc. earned compensation which i1ncluded 646,300 shares of our series D preferred
stock. These issuances weare exempt from reg:stration pursuant to Jection 4(2) of
the Securities Act.

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

During August 199%, in connection with the series F preferred stock
offering, we converted each cutstanding share of series B preferred stock into
one share of amended and restated series B preferred stock. The holders of
seri=s B preferred stock, approximately 70 accredited investors, surrendered
their existing redemption and participating liguidarion preference in exchange
for 2.2222 shares of our series E preferred stock, These :ssuances were exempt

from registration pursuant to Section .27 of the Securities Act. We redeemed
the series E preferrad stock for a zotai =f 58.6 m:ll:cno.
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In March 199%, 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 ocur 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 pericds indicated. Qur statement of operations data and
other financial data for the years ended December 31, 1997, 1998 and 1999 and
our balance sheet data as of December 31, 1598 and 1959, as well as tha
statement of ocperations data, other financial data and balance sheet darca for
the predecessor company as of and for the year ended December 31, 1997, have
been derived from, and ig gqualified by reference to, consclidated financial
statements included elsewhere in this Form 10-K.

ERITDA consists of earpnings before interest, income taxea, 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 & company's historical ability
Lo service debt. Managemeni: believes that an increase in EBITDA is an indicator
of improved ability to service existing debt, to sustain potential future
increases in debt and to satisfy capital requirements. We have presented EBITDA
to enhance your understandi.ng of our operating results. You ghould not construe
it as an alternative to operating income, as an indicator of our cperating
performance nor as an altermative to cash flows from operating activities as a
measure of liquidity determined in accordance with GAAP. We may calculace EBITDA
differently from other companies. For further information, see our conasclidated
financial statements and the relatesd notes elasewhere in this prospectus.

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

We acquired Boulevard, Telesource and TFSnet in 1%98 and American Local and
Capital in 199%. The atatement of operations data, other financial data and
operating data in the table include the opsrations of these companies beginning
on the datea they were acquired. These acquisitions affect the comparability of
the financial data for the pericds presented.

For purpoaes of calculating the ratio of earnings to fixed charges, earnings
are defined as loss before income taxes plus fixed chargea. Fixed charges
consist of interest expense and a reaaonable approximation of the interest
factor ingluded in rental payments on operating leases. Earnings were
ingufficient to cover fixecd charges for the years ended December 31, 1557, 1598
and 1399. Ses Exhibit 12.1 for the computation of the ratioc of earnings to fixed

charges.
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ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF CQPERATIONS

YOU SHOULD READ THE FOLLOWING DISCUSSION OF QUR FINANCIAL CONDITION AND
RESULTS OF OPERATIONS 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 VARIOQUS FACTORS, INCLUDING THOSE SET FORTH UNDER “RISK

FACTORS" OR IM OTHER PARTS OF THIS FORM 10-K.

OVERVIEW

We were organized on December 23, 1%96 to become a leading provider of
telecommunicationa services for small and mid-sized businesges in our rarget
marketa. From that date until the February 15%8 acquisicion <f Valu-Line, our
predecesscr, we were a development stage company with no revenue and principal
acrivities consisting of procuring governmental authorizations. raising capital,
hiring management and other key persconnel, designing and developing our
relephone networks, acquiring equipment and facilities, negotiating resale and
interconnection agreements and pursuing acquisition opportunities. We had no
assets, liabilities or financial activity pricr to January 1, 1957,

The faliowing 1s a summary of our major trapsactions and events.

DATE EVENT
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February 1998 Merged with Valu-Line Companies, In¢c., a provider of
switched long distance, rescld Bervices and customer
premises equipment sales and service in Kansas.

February/March 1998 Raised $13.0 million from che isesuance of serims B
preferrad

stock and convertible notes used to pay the cash
portion of

the consideration in the Valu-Line merger, to repay

debt and
for general corporate purposes.
March 1958 Launched St. Joseaph, Miasouri market.
May 19958 Acquired Boulevard Phone Company. a provider of shared
tenant service in the Kansas City, Missouri
metropolitan
area.
May 1538 Acquired Telesource Communications, Inc., a customer
equipment sales and service provider in the Kansas
City,
Missouri metropclitan area.
May 1398 Launched 5t. Louis and Kansas City, Migscuri and

Wichita and
Topeka, Kansas markets,

June 1598 Completed a $115.0 million private offering of 14%

senior
notes due June 2008 and 115,000 warrants t¢ purchase
1,409,734 shares of common stock.

September 1398 Acquired TFSnet, Inc., a provider of Internet service
in the
Kansas Cicy, Misgouri metropolitan area.

February 1999 Acquired American Local, a ¢ommunicaticons provider

based in
the Dallas, Texas metropelitan area.

March 19938 Acguired Capital Communicat:ons Corporation, a customer
equipment sales and service provider based in the 3t.
Louis,
Missouri metropolitan area.
May 1999-August 1959 Launched 11 Texag markets.
July 1993%/August 1999 Sold $60.0 million of series F preferred stock to an
affiliate of KKR, granted options to purchase an
additicnal

$50.0 mllion 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 millicn of
series E preferred stock.

December 199%9/February 2000 Obtained a $75.0 million debt facility for general
corporate
purposes of cur subsidiaries and to finance
telecommunicatlona &guipment, 1AVERLory, network assets

back cffice sysvems. The faciii1fy was 1ncreased o

million during syndicart:on in February 2000
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March 2000 KKR exercised ita options to purchase an additional
$50.0 million series F preferred stock.

?arch 2000 Filed a registration statement on Form S-1 with the SEBC
or

an underwritten initial public offering of common
atock,

37
FACTCRS AFFECTING GPERATIONS

REVENUE. We generate most of our revenue from the sale of our voice and
data products, including local and long distance telephone service, Intarnet
access and Customer premises equipment to small and mid-sized business customers
in various markets in Misaouri, Kansaa and Texas. Revenue from local services
consiats 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 ocher competitors. We also offer data
services in select markets primarily at flat monthly rates. We expect that cver
the near term these services will continue to be the principal components of cur
revenue.

Our Tevenue 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 thosme lines and collocation apace. Usage charges consist
of fees paid for each call made generally measured by the minute but also
measyred by the call. Additionally, revenue from cuatomer premises equipment
sales is recognized upon project completion.

OPERATING EXPENSES. Our primary operating expenses are cost of ser-icea and
selling, general and administrative expenges.

COST OF SERVICES. Our cost of services inzludes the cost of leasing
unbundlied network elementa from the incumbent telephone company for combination
into Birch-branded voice gervices and purchasing the complete "bundle" of
traditional incumbent telephons company services for resale to cur local service
subscriberas. 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
telaphone company, which improves our gross margilns.

lncumbent telephone companies typically charge both a start-up fee as well
as a monthly recuiring fee for use of their central offices for collozat:ion of
transmission equipment. Phys:ically cellscating our transmiss.cn eguipment 1n or
near ®=xisting incumbent telephone company switching effices allows us to combine
leased digital subscriber lines with our data transmission switches to provade
high speed data services and, eventually, voice and dara services over a singie
digital subscriber line. We also invest in transmission and dostribution
electronics eguipment associated with cur switches. All of these costs are
reflected in our cost of services.

Our praimary long distarce expenses are expenhses associated with network
access and cur leased long distance network. We purchase lona Jjistance capacity
from third parvy providers for all calls term:inating outgide of our network.

o provading data ssrvices Lo QU CuSLOmers
ities. Cur primaxyry expense asscciated
zst of purchasing eguipment frcm

1 eqguipment instal_at.on,

Qur primary expense assoclated wy
15 the cost of leasing transTission fac:
wiTh Customer premises egulpment LS ¢
manufacturers and iabcr for servize a

n -

SELLING., ISENERAL AND AIMINISTRATIVE EXPENSES Sur sell:irg. gereral and
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adminiacrative expensey include gelling 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 commigmions. We expeact to incur significant
selling and marketing costs as we expand our cperations.

We have implemented and continue to refine tailored systems for operations
sypport systems and other back office systems that provision and track customer
orders from point of sale to the installation
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and testing of service. Along with the development costs of these systema, we
alao incur ongeing expenses for customer service and billing syatems. Aa our
strategy strepses the importance of perscnalized customer service, we expect
that our customer service department will become a larger part of cur ongoing
administrative expenses. We also expect billing coste Lo increase aa the number
of cur customers and the call volume increase. We incur other costs and
expenses, including the coats asacciated with maintenance of our network,
administrative overhead, cffice leases and bad debt, We expect that these costa
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 businees. However, we expect these expepnses to become 2 smaller percentage
of our revenus as we build our customer base.

We have experienced operating losses since inception as a result of effores
to build our customer bage, develop and construct network infrastructure, build
internal staffing, develop systems and expand into new markets. W2 expect to
continue te focue on increasing our customer base and geographic coverage.
Accordingly, we expect that cost of services, sslling, general and
administrative expenses, and capital expenditures will continue to increape
gignificantly, all of which may have a negative impact on operating results. The
projected increases in capital expenditures will continue to generate negative
casgh flows for at least the naxt several years as we develop and construct our
voice and data networks. We may also be forced to cha .ge our pricing policies to
respond to a changing competitive anvironment, and w' cannot assure you that we
will be able to maintain ocur gross and operating mAarginsg. 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 Elows.

RESULTS OF COPERATIONS
BIRCH TELECOM, INC.
YEAR ENDED DECEMBER 31, 159%9% CCMPARED TC YEAR ENDED DECEMBER 31, 1998

REVENUE. Revenue increased 132.1% to $60.5 million for 19939 compared to
$26.1 million for 1994. The increase in revenue was principally a resul:t of new
custcmer sales in new and existing markets and the acquisiticns of Capital ain
March 1939 and American Lecai: in February 1959. As a percentage of totail
revenue, CCmmunications services were B7 . 5% for 1999 and B3 .5% for 19%8, and
equipment sales were 12.5% for 1959%% and 16.5% for 1998

COST OF SERVICES. Cost of services increased 145.5% to 54< 4 millieon for
199% compared to $18.% mill:on for 1998B. The :ncrease 1n cost of services was
primarily the result of asscociated revenue 1ncreases. Sross mMarginsg increased
96.9% to $14 2 miiliso 123 4% of revenue! for 1992 compared to $7.2 muillicn
127.6% 2f revenuel for 1993, The decline in gross margin as a percentage of
revenue was pruncipally the result of a greater percentage of revenue being
derived from resold lccal service during 19%3 compared tos 1398 Additicnally.
long distance Targ:ins declined as a result of zompertitive priclng pressures.
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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 wmarkets, 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, 19%9 compared to 345 employees at December 31, 1998. EBITDA. a
commonly used measure by securities analysts of earnings before deducting
interest, taxes, depreciation and amcrtization, decreased 353.6% to a loss of
$38.9 million for 199% compared to a loss of $8.6 million for 1998.

DEPRECIATION AND AMORTIZATION. Depreciation and amortization increased
J6%9.2% to 510.8 million for 1999 compared to $2.3 million for 1998. The increase
in depreciation and amortization was

9

primarily attributable to the depreciation of nerwork assets added in our
markets and the amortizaticn of intangible assets relared to acguisitions.

INTEREST. Interest expense increased 82.2% to $15.0 million for 19%%9
compared to $B.3 million for 1998. The increase in interest expense was
primarily a reault of a full year of interest charges on our senior notes scld
in June 1998. Interest income remained virtually unchanged at $2.% million in
1999 and 1998. Interest income is primarily derived from pledged securities
purchased in connection with our senior notes.

NET LOSS. Net loss increaged 281.3% to $61.8 million for 1939 compared to
$16.2 million for 1598,

YEAR ENDED DECEMBER 1311. 1998 COMPARED TO YEAR ENDED DECEMBER 131, 1997

REVENUE. Revenue was 526.1 million for 1998, resulting from the
acquisitions of Valu-Line, Boulevaxd, Telesource and TFSnet and new customer
sales from new marketa. There was no revenue for 1937 because we were in the
developmental etage. In adcition to revenue generated as a result of
acquipitions in 1998, revenue wae generated from the sale of local talephone

srvices to hew customers.

COST OF SBERVICES. Cost of services and gross margin totaled $18.% million
ad §7.2 million. respectively, for 1998 as a result of the associated revenus
increases.

SELLING, GENERAL AND AIDMINISTRATIVE EXPENSES. Selling, general and
administrative expenses Lncreased $514.0 million to $15.8 million for 19%e@
compared to $1.8 million for 1997. The increase in expense was primarily a
result of the Valu-Line, Beulevard, Telesource and TFSnet acgquisitions and
opening five new markets in 19%%8. Additicnally, we expanded ocur engineering and
operaticns ptaff in preparation for switch deployment. EBITDA decreased 382.4%
to a losas of $8.6 million for 1998 compared to a loss of $1.8 million for 1997,

DEPRECIATION AND RAMCRTIZATION. CLepreciation and amortization increased to
$2.3 million for 1998 compared tg $27,000 for 1%97, most of which was
attributahle to the fixed and i1ntangible assers acquired in the valu-L.ne,
Boulevard. Telesource and TFSnet acquisitions.

INTEREST. Interest expense was 58 I million for 19%98 pramarily from
intereat charges on the senior notes. There wasg no interest expense in 1597,
Interesat income was $2.% million in 1998 zompared to 314,000 for 1997 primariiy
as a result of invested funds received from the senior notes.

WET LOSE. WNet loss was $516.2 millicon for 1558 compared to $1.8 million for
1997,

VALU-LINE TOMPANIES, INC. ‘PREDECESSTR COMPANTY!
YEAR ENDED DECEMBEPR 11, 19%7 CCMPARED TC YEAR ENDED IECEMBER 31, 139§

REVENUE. Revenue .ncreased I7 1% o 51a B muillion fcv 1997 compared o
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§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 Bales
were 18% of revenue, or $3.0 million, for 1997 compared to 19.1% of revenue, or
52.5 million, for 1996.

COST OF SERVICES. Cont of services increased 15.4% to 511.8 million for
1997 compared to $0.7 million for 1996. The increase was primarily a result of
asgociated revenue increases. Gross margin increased 11.0% to $5.0 million, or
29.5% of revenue, for 1997 compared to 5$4.5 millicn, or 33.8% of revenue, for
1996. The decrease in gross margin as a percentage of revenus was primarily a
result of low margins on resold local service, which started in March 19%7.

40

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
commisgiona related ro increased buginess volumes and increased customer service
expenditures associated with the commencement of local service. EBITDA decreased
1.7% to $892,000 for 1997 compared to $507,000 for 1996. The decreass in EBITDA
was primarily a result of -he gtart-up costs associated with cffering local
gervice.

DEPRECIATION AND AMORTIZATION. Depreciation and amortization increased ¢. 6%
to 5341,000 for 1997 compared to $311,000 for 1596.

INTEREST EXPENSE. Interest expense was 397,000 for 1997 compared to
$102,000 for 1996.

INCOME TAXES. Income taxes decreased 3.3% to $186,000 for 1997 compared to
$205,000 for 199%6.

NET INCOME. Net income was $268,000 for 1997 compared to $289,000 for 1996.
LIQUIDITY * Y CAPITAL RESOURCES

Cur tot 898ty increased to 5147.0 million at December 31, 179% from
$134.1 mii .un at December 31, 1%%8. This increase was primarily rne result of
capital outlays for expansion of our local and data networks and development of
operationa support aystems and automated back office syatems, partially offset
by the use of cash to fund coperaticns. At December 31, 1999, our current assets
of §38.8 million exceeded current liabilities of 525.4 million, resulting in
working capital of $13.4 million, repregenting a decrease of $36.3 million
compared to working capital of $49%9.7 million at December 31, 19%8. At
Decamber 31, 1998, our current asasets of $61.1 million exceeded current
liabilicies of 511.4 million. The decrease in working capital was primarily
attributable to the use of cash to fund operatiene and capital outlays for
expansion of our network, support systems and back cffice systems. Pledged
securities to satisfy interest payments on our senior notes amounted to
$231.4 million ac December 31, 1%99 and 537.8 mallion at December 31, 1998.

OPERATING ACTIVITIES. Net cash used 1n operating activities was
$53.2 million {or the year ended December 31, 19%%9 compared voc §$10.6 miil:on for
the year ended December 31, 19%8. Ner cash used in cperating activitles was
primarily used te fund our net losses of 561 . B million in 13%%% and
$16.2 miilion 1n 1998

INVESTING ACTIVITIES. Net cash used in ihvesting activitles was
$31.8 million for the year ended December 31, 1939 compared to $67.1 mullion for
the year ended December 31, 19%8. In 1999, net cash used 1n 1nvesting activities
was praimarily used for the purchase of property and equipment re.ated to the
expansion of our netwerks, support systems and back office systems of
$41.4 m:llion and acguisitaicons of 5348 milliion, parzially cffssr by net proceeds
from the sale cf pledged securities <f $16.1 millign for the sem:-annual
interest payments o the senisor notes. [, (%38, net cash used 1 nvesting
aztivities was priomarily used for the purchase of pledged securities related 1z
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our senior notea of $44.2 million, acquimitions of $7.8 million and purchases of
property and equipment related to the expansion of the network, support gystems
and back coffice systems of $21.6 million, partially offset by net proceeds from
the sale of pledged securities of $7.7 million.

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, 19%8. In 1999, net cash provided by financing
activities was primarily a result of $70.¢ million in proceeds from the sale of
serieg D and series F preferred stock and borrowings cof $510.0 million under ocur
senicxr credit facility, partially cffaet by the redemption of series C and
geries 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 $6.8 million.

41l

In 1998, net cash provided by financing activities was primarily a result of
proceeds of 5114.7 million from the private offering of our senior notes. These
senior notea bear interest at a fixed rate of 14% per annum and are due in
June 2008. Subject to limitations, we may redeem a portion of these senior notes
pricy to their maturicy date if we pay a designated premium. The indenture with
respect to the senjor notes contains a number of restrictive financial and
cperational covenanta with which we must comply.

In February 2000, we increased the capacity of gur $75.0 million senior
credic facility to $12%5.0 million. This credit facility provides for a
525.0 million reducing revolver and $100.0 million in multi-draw term lcans. The
revclver i8 available for general corporate purposes of sur subsidiaries and the
term loans are to be used o finance telecommunications egquipment, inventory,
network assets and back office aystema. The senior credit facility ie secured by
a4 perfected first priority eecurity interest in substantially all of ocur aseets
and capital etock of our submidiaries and contains a number of financial and
operational covenants with which we must comply. Among cother things, the
covenants require us to maintain specified levels of revenue, EBITDA, ratio
levels and acceas lins -nd restrict our ability to incur additional
indebtedness, pay diva 5, enter inte related party transactions or sell our

agsetsa.

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

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

Qur principal capital expenditure requirements will include:

- the purchase, installation., and expansion of switches and transm:ssion
equipment for our 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 ocur long distance and customer premises
eguipment business will regquire significant capital expenditures.

Qur business plan calls for us to offer our services in an additional 20
markets before the end of 2061. We expect Lo expand our operations in Texas and
inta Cklahoma in =he second quarter of this year and to commence service in the
regions served by Ameritech and BellSouth 1in 2001. We currently estimate that
the cagh required to fund these capital expenditures wil. be approximately
$22%.0 mi1llion over "he next Lwo years. We wil: need addit:snal cash to fund ocur
working capita. needs, debt service reguirements and operaraing lasses  Until, we
pegin to generate positive cash flsw from operatieons, these ligu:idizy
requirements wi.. need to be f.nanced w:ith addit:ional debt and eguily cap:itag
In addition. depending on prevailiing capitai marker conditicns, we may chocse tro
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repurchase all or a portion of our senior notes. We believe that our current
reagurces, 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 months.

Thereafter, we will need pubstantial additional capital to finance our
business plan. If our pland or assumptions change, if cur assumptions prove to
be inaccurate, cor if we experience unexpected costs or competitive pricing
pressures, we will be required to seek additional capital soconer than we
currently expect. In particular, if we elect to pursue acquisition cpportunities
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
cutaide of our control, will be accurate. Actual results will almoat certainly
vary materially from cur current projections. The cost of expanding our network
servi~es and sales efforta, funding
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other strategic initlatives and operating ocur business will depend on a variety
of factors, including, among other things:

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

- regulatory and legislative developmentcs; and

- the response of our competitors te their loss of cuatomers to us and to
changes in technology.

We intend to seek additiconal 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 additional funds

through the incurrence of debt, ¢ ‘ntereat obligations will increase and we
may become Bubject to additicnal >re restrictive financial covenants. In
addition, the terms of cur senior ~dit facility and our senior notes each

restrict our ability to obtain adu.tional debt financing., If we decide to raise
additional funds through the issuance of eguity, the ownership interests
represented by the common stock will be diluted. In the event that we are unable
to obtain additional capital or to obtain it on agceptable terms or 1in
sufficient amounts, we may be required to delay the development of cur network
and business plans or take cother actions that could materially and adversely
affecr cur business, operating results and financial condition.

IMPACT OF THE YEAR 2000 ISSUE

The Year 2000 issus results from computer programs being written using two
digits rather than four to define the year. Any of our 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
cperations. inciuding among other things:

- a rtemporary inability to process transactions:
- a temporary inability teo send invoices;
- a temporary inability to engage 1n ncrmal business activities; and

- wnterruptions of customer care.

and to date, we have
not exper.enced, Nor are we aware of. any macter:al Year I33C issues with any of
Jur internal SyYstems ©or our services, and we do not antlcipate experiencLing any
1ssues 1n the future. Further, we are unaware of any issues with cur vendors

ve d:d not experience any problems on January 1, 2000

-
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supplierp or custcmere that will materially atfect us.

We believe that we have identified all major computers, software
applications and related equipment used in connection with our :internal
operationa that will need to be modified, upgraded or replaced to minimize the
possibility of a material disruption t¢ our business, We have completaed
agsessing the potential impact of Year 2000 isaues 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 systems, facilities and equipment, auch as fax
machines, security systeme and cther common office devices, may have Year 2000
isgues that have not yet surfaced. We will continue to monitor the performance
of these office systems, ecuipment and facilities.

We expect that we will be able to resolve any significant Year 2000 issues
we have identified with third party suppliera of components of
telecommunicationa gervices and our key subcontractors. However, hecause we have
no control 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 parcties to
timely reanlve Year

43

2000 igsues with either their products sold to us, or their syatema could have a
material adverge effect on odur businesa, 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 our normal business operations.
but with whom we do not have formal conctractual arrangements. Consequently.
failure of these carriers’ networka to fully cperate as a respult of Year 2000
issues could also affect our operationa. To our knowledge, ncone of thease
networks experienced any problems on or since January 1, 2000.

Cur total coat to date to proactively addr 9 our Year 2000 igssues has not
been material. The cost of addressing Year 20. sues is reported as a generatl
and adminiatrative axpense.

We believe we identifiecd and resolved all Year 2000 issues that could
materially and adversely affect our business operations. However, for the
reagons discussed above, we believe that it is not posaible to determine with
complete certainty that all Year 2000 1ssues affecting us have been identi1fied
or corrected and we may not know that this is true for seweral months. As a
result, we believe that the following consequences are possible:

- pperational inconveniences and inefficiencies for ua that will divert cur
management 's time and attention and our financial and human rescurces from
ordinary business activities,

- pusiness disputes and claims for pricing adjustments or penalties by our
customers due to Year 2000 issues. which we believe will be resolved in

the ordinary course of business; and

- business disputes alleging that we failed to compls with the terms and
conditions of contracts or industry scandards of performance that resu.t

1N litaigation or contract terminatisn.

Wwe developed contingency plans to be implemented 1f our efforts to rdentafy
and correct Year 2000 1ssues affecting our-internal systems were itneffecrave. We
have adopred the Year 2000 contingency pians as our standard operacional
centingency p.ans. Our contingency plans are designed to minimize the
disrupticns or cther adverse effects. Our pians iaciude:

HAP ) £

- accelerated replacement of affecrted eguipment or software:

- gshort ts medium-term use ©f backup equipment and software:
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- increased work hours for our personnal; and

- use of contract pereonnel to correct on an accelerated schedule any Year
2000 issues that arime or to provide manual workarounds for information
Eyatems.

Qur implementation of any of these contingency plans could require us to
expend additional funds and could have a material adverse effsct on our
business, operating results and firancial condition. Our efforts in this regard,
if necessary, will be to minimize expense agsociated 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 OP INFLATICON

We do not believe that inflation has had a significant impact on our
cons¢lidated operations.

SEASONALITY
Our buginess is not considered to be geascnal.
RECENTLY ISSUED ACCOUNTING STANDARDS

In June 1598, the FASE issued SFAS No. 133, "Accounting for Derivative
Instruments and Hedging Activitieg,"” which supersedes SFAS No. 80, "Accounting
for Futurea Contractse,® SFAS No. 105,

14

*Digclogure of Informatjion About Financial Instruments with Off-Balance-Sheet
Risk and Financial Instruments with Concentration of Credit Risk," and SFAS
No. 118, "Disclosures about Derivative Financial Instruments and Fair Value of
Financial Instruments," and also amends some aspects of other SFAS'e previcusly
isauyed. 5FAS No. 133 establishea accounting and reportine *andarde for
derivative instruments and hedging activivies. It require at an entity
recognize all derivatives as either assets or liabilitiese the balance sheet
and measure those instruments at fair value. SFAS No. 13, =8 effective for our
consclidated financial statements for the year ending December 31, 2001. 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 cperaticns ©f investment
portfolio. Qur earnings are affected by changea in interest rates as our
long-term debt under our senior credit facility has variable interest rates
based on either the praime rate or LIBOR. Qur exposure to var:able interest rate
risk during 1595 was insignificant due to cur level of floating rate borrowings.
However, 1f interest rates for our long-term debt under ¢ur senior credit
facility had averaged 10% more and the full amount available under our senior
credit facility had been osutstanding for the entire year, ocur interest expense
would have increased, and loss before taxes would have increased by
$12.5 million for the year ended December 31, 1%99. These amounts are determined
by considering the impact of the hypothetical interest rates on Qur boOrrowing
cost and curstanding 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 2f this magnitude. management
would likely take actions to further mitigate our exposure to the change.
However, due to the uncertainty f the specific actions that would be taken and
the.r possiblie effects, the sensitivity analvsis assumes Lo changes in Car
financia. structure. We had $1i4 .7 miilion of senior notes cutstanding as cf
December 31, 1%%% These notes bear interest at a {.xed rate -f I4% and are nz:t
subtect to risk from interest rate fluctuations.
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ITEM &. FINANCIAL STATEMENTS AND SUPFLEMENTARY DATA

For information required by Item 8, refer to the consolidated financial
statgments included in the Financial Statements and Financial Statement Schedulas
section filed as part of :him document.

ITEM 3. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE

None.
45
PART III
ITEM 10. DIRECTORS AND EXETUTIVE OFFICERS OF THE REGISTRANT
DIRECTCRS, EXECUTIVE COFFICERS AND OTHER KEY EMPLOYEES
The following table sets forth information concerning our directors,

executive officers and other key perasonnel, including their ages as of
March 23, 2000:

NAME AGR POSITION

Richard A, Jalkut...................... 111 Chairman of the Board

David E. Seott.. ... ... ... 40 President, Chief Execubive Officer and Directeor

Donald K. SQoldman. ... .. ................ 40 ExeCutive Vice Prasident and Chief Cperating Officer

Davad ™. Hollingeworth................. 15 S5enior Vice Premident of Financial Opercations

Gregory C. LAWROR. ... . ... ... ... 44 Senior Vice Premident of Public Policy and General
Counsel

Bradley A. Moline. . ... . ................ 3 Senior Vice Fresident of Finance and Chief Financial
Officer

Jaffray D. Shackelford.. .. ... .......... 13 Senior Vice Premident of Sales

David W. Vranicar.... ... ...... . ........ 4t Seniar vice President and Chief Information Qfficer

Kenry H. Bradley. . . ... ... .. ... _...... .. 54 Dirsctar

Adam H. Clammer.. ... . ... 000cO0cacoaponao 29 Tirector

Mory Ejabac. .. ... ... s cocoooo0DAccano 49 Directar

James K. Greene, Jr... ... ...l (1] Directer

Henry R. Kravid. ... ... .. ..., . ........ 55 Direcror

Alexander Navab, Jr.. .. ... ... ... 13 Director

Thomas R. Palmer.. ... ... ... ........... 13 Director

George R. RODECTE. . ... ... ........... .. EL] Cirector

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 te 1997, 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
exescutive officer and chairman of the board of New York Telephone Company. and
from 199¢ ta 1991, he was the executive vice president and chief operating
officer.

DAVID E. 5COTT. a co-founder and director, :s also our president and chief
axecutive officer., Mr. Scott has 17 vyears of managerial exper:ence in the
telecommunications industry. Prior te jolning us, Mr. Scott was president and
general manager of Kansas City FiberNeat, a competitive loccal exchange carrier
cwned jointly by the country's two largest cable operators, TCI and Time Warnery.
Pr:cr to hia tenure at Kanpas City FiberNet, Mr. Scott was vice president of
strategic development for Sprint, responsible for develop:ing investment plans 1in
the comperitive local exchange, wireless (PCS) and internatrional marketplaces.
Mr. Scott also served as director of strategic pianning for Sprint from 15B8 to
1931, Mr. Scott alsc serves as a darector of BizSpace, 1nc., an Internet
publish:ing and E-zzmmerce company he co-fsunded with DJonald H. Szldman
B:zSpace, Inz. preduces web s:ites that serve as on-l:ne trade publicaticns.
Their fizst webs.te. www.clec.Zom, serves the competit.ve .2cCa. exchange carr.er
industry. Mr. Scctt holds a Bazhelsr cf Science degree in electrical
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eng%neering, SUMMA CUM LAUDE., from the Univeraity of Missouri and a Master of
Buginess Administration degree from the University of Chicago.

DONALD H. GOLDMAN joined u® in March 1558 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

16

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 PCS5. Mr. Goldman also serves as
chairman of the board of RizSpace, Inc. Mr. Goldman holds a Bachelor of Arts
degree, with henors, Erom Johns Hopkins University and a Master of Business
Administration degrees from the University of Chicago.

DAVID M. HOLLINGSWORTH joined us in February 2000 as senior vice president
cf financial operations. Prior to joining us, from 19398 to February 2000,
Mr. Hollingsworth was the vice president of finance and corporate development
for GST Telecommunicaticons. From 15%7 to 1398, Mr. Hollingsworth was a
telecommunications analyst at George X. Baum and Company. From 1883 through
1996, Mr. Hollingsworth served as director of finance and administration for
Kangas City FiberNet. Before FiberNet, Mr. Hollingworth was a mergers and
acquisitions manager for Sprint Corporation. Mr. Hollingsworth holds a Bachelor
of Arts in Bumsinege Administration, CUM LAUDE, f{rom Washington State University.

GREGORY C. 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 9%0-lawyer Kansas City firm of Spencer Fane Britt &
Browne. A partner in th* firm since 1990, he was head of the firm's
communications and media group and a memper of its business group. Mr, Lawhon's
areas of practice wers mergerse and acguisitions, with an emphasis on
communications industyy acquisitions, cable television franchising, and
commercial and regulatory .asues with respect to the telecommunications
industry. Mr. lLawhon holds a Bachelor of Arts degree in Econcomics, MAGNA CUM
LAUDE, from Vanderbilt University, and a law degree "rom Columbia University,
where he was a Harlan Fiske Stone Scholar.

BRADLEY A. MOLINE joined us in July 1%%7 as senior vice president of finance
and chief financial officex. From 1994 te 1937, Mr. Moline was the treasurer and
chief financial officer of Covenant Transport, Inc., a transportation company in
Chattanooga, Tennesgee that became publicly traded during his tenure. Prior to
joining Covenant Transport, Mr. Moline worked for Ernat & Young LLP in Kansas
City, Missouri and Grant Thornten in Linceln, Nebraska, providing customer
services in the auditing and consulting areag. Mr. Mocline holds a Bachelor of
Administration degree in Business Administration, with distinction, from the
University of Nebraska and 1s a certified public accountant.

JEFFREY D. SHACKELFORD, a co-founder, 15 senior vice president cf saies.
Mr. Shackelfcrd has 13 years of experience in the telecommunications industry.
Prior to joining ua, Mr. Shackelford served as director of sales and marketing
for Kansas City FiberKet. PBriocr to jeining Kansas City FiberNeto.
Mr. Shackelford was the Branch Manager for Sprint’s commercial sales office in
Kansas City and was responpible for sales and service of small to large business
customers. Durang 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 Bachelcr of Science degree in Tomputer
Science from the Unisersity of Kansas.

DAVID W. VRANICAR joined us 1n March 1597 and serves as sen.or vice
president and chief infermation off:cer FPrior fo joinming us, My, Vranicar was
vice president. internaticnal business develcpment, at Sprint. Before 721ning
Sprint 1 199%2. Mr. Vranicar was vice president, Asia;Paca CRperatLons, an
MPSI Spsters Pr.vate Lid., basec :n Singapire. MPEID 1S a s
:nformation serv.ces company that develsps and marxets Jdecisions-suppotIt
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software and databases to major retail companies. Mr. Vranicar was the company'a

Benior executive in the 2sia/Pacific divisjon, directing a staff of
approximately 80 engaged in software development, cemputer graphics, and
customer technical asupport. Mr. Vranicar holde a Bachelor of Business degree in
Marketing, with honora, from the University of Texas at Austin, and a Master of
Business Administration degree, with distinction, from the Univergity of
Michigan at Ann Arbor.
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HENRY H. BRADLEY has heen a director since January 1997. He is the chairman
of the board of News-Press & Gazette Company, or NPG, one of our co-founders.
NPG is a family-owned company that owns and operates a daily newspaper, cable
televipion gystems, network affiliate broadcast television stations and FM and
AM radioc stations. Mr. Bradley has held a number of other positions with NPG
since joining NPG in 1371, including terms as the editor and publisher of the
St. Joaeph News-Preas. Mr. Pradley holds a Bachelor's degree from the University
of Miasouri.

ADAM H. CLAMMER has been a director since August 193%9. Prior to joining KXR
in 1995, he was with Morgan Stanley & Co. in its mergers and acguisitiona
department. At KKR, Mr. Clammer has been involved in investments in Intermedia
Communicationa, Inc., CAIS Internet, Inc., Zhone Technologies, 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 Saptember 199%,
My. Ejabat has been the chairman and chief executive officer of Zhone
Technolegies, Inc. Prior to jeining 2hone, Mr. Ejabat served as the president
and chief executive officer of Apcend Communications, Inc., from June 1995 to
June 1959. 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 preaident from 1992 to 1%9S.

JAMES H. GREENE, JR. haa been a director since Auguat 1999 and is a member
of the limited liability company which serves as the general partner of KXR and
a general partner of KKR Apmsociates. He 13 aleo a director of Accuride
Corporation, Owens-Illinois, Inc., Safeway Inc., Shoppers Drug Mart, Inc..
Intermedia Communications, Inc., CAIS Internet, Jnc., Tenovis, formerly a
division of Bosch Telecom, and Zhone Technologies.

HENRY R. KRAVIS has been a director since March 2000. He ig a founding
partner of XKR and since January 19%6 a managing member of the executive
committes of the limited liability company that serves as the general partner of
Kohlberg Kravis Roberts & Co., L.P. He 15 also a director of Accuride
Corporation. Borden, Inc., The Boyds Collectieon, Ltd., Evenflc Company Inc., The
Gillectte Company, IDEX Corporation, KinderCare Learning Centers, Inc., K5L
Recreation Group, Inc., Owens-Illincis, Inc., PRIMEDIA Inc., Regal (inemas,
Inc., Safeway, Inc., Sotheby's Holdings, Inc.. Spalding Holdings Corporation.
and TI Group plc. Messrs. Kravis and Roberts are first cousins.

ALEXANDER NAVAB, JR. has been a directoer since August 1999, He has bheen an
executive of KKR and a2 limited partrer cof KR Assoc.iates since 1993, From 1991
to 1993, Mr. Navab was an associate at James D. Wolfenschn, Inc. He is aiso a
director of Borden, Inc., KSL Recreaticn Sroup., Inc., Intermedia Communications,
inc., CAIS Internet, Inc., Tengvis, formerly a divis:on of Bosch Telecom, and

Zhone Technologies.

THOMAS R. PALMER has been a director since April 199%. Since June 1597,
Mr. Palmer has been a general partner a: Kansas City Egqu:ity Partners, and
focuses on investments 1n the telecommunicar:ons and information rechnology
gector. He joined the firm in Augus:t 1995. Frior to joining Kansas City Equity
Partners, he held positionsg at Amer:tech aind Trans Nat:.cocnal Sroup. Mr. Falmer
alsc serves on the boards of Net Sales, Yrzcom and severa. other private
companies. Mr. Falmer .s a graduwate =f Tartmouth Zcllege and the Kellogg Schocol
of Management at Norchwestern University.
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GEORGE R. ROBERTS has been a director since March 2000. He is a founding
partner of XKKR and sincCe 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.F. He ip alsc a director of Accuride
Corporation, Borden, Inc., The Boyds Collection, Ltd., Evenflo 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 cousina.
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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

Directore who are alsoc cur executive officers do not receive any additional
compensation for serving as membera of the board of directora or any of its
committees. Beginning in 2000, non-employee directors are expected to receive a
cash stipend of §5,.000 payable annually and reimburcement of expenses for
serving on the board of directors and any committees of the boaxd, as well as an
annual option to purchase 5,000 shares of commen stock. Each non-employee
director currently on the board will receive an option to purchase
10,000 shares of common stock upon completicon of our inicial public offering at
the offering price. These optione will vest in equal annual installmente over
the next four years. In addition, Messrs. Ejabat and Jalkut each received on
March 22, 2000 an additional option to purchase 30,000 shares of common stock at
an exercise price of $§7.50 per share. These options will vest in equal annual
installmenta over the next :two years.

COMPENSATION OF EXECUTIVE OFFICERS
The following table sets forth the cash and non-cash compensarion paid or

incurraed on ocur behalf to our chief executive officer and each of the four other
most highly compensated executive officers that earned more than $:00,000 during

15%9:

SUMMARY COMPENSATICON TABLE
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{1} Includea options to purchase shares of cur common stock, which were isaued
under our 1398 employee Btock option plan. Prior to the private placement of
our series B preferred stock, we were a party to various stock option
agreements with our employeasa, all of which were governed by our 1397 stock
option plan. In connsction with the 19%8 private placement of series B
preferred atock, the 1397 stock option plan wae replaced with the 19%8 stock
option plan, and all stock option agresments governed by the 19%7 stock
opticnh plan were terminated. Options issued to the members of management
during 1998 were granted under our 1958 employee gtock option plan and were
exercisable immediately on grant at an exercise price of §0.001 per share.
The phares igsued under these options vest over a four-year period, at a
rate of 6§.25% per quarter. Options issued during 1999 were als¢o granted
undey our 1998 stock option plan and vest 25% at the first anniversary of
the grant, then ¢.25% per gquarter thereafter. All stock cptions have been
adjusted to reflect a stock dividend made on June 23, 1998. Holders of
exercised options have voting power with respect to all shares of common
stock underlying the options. Upon terminaticon of employment, we have the
right to repurchase all options which have not vested as of that date,

gubject to some excepbione.
{2} Reflects matching contributions made by us under our 40l({k) plan.

{3} Reflects compensation paid to Messrs. Scott and Lawhon commencing in
January 1997.
{4} Mr. Goldman joined ue in March 1998 as senior vice president of Internet

services. In August 1959 Mr. Goldman was named senior vice president of
operaticns and chief operating officer.

{S) Reflects compensation gaid te Mr. Vranicar commencing in March 1997.

(6} Mr. Sauder joined us after the Valu-Line acquisition and currently serves as
vice president. Compenpation listed was paid by Valu-Line from Japuary 1597

to Pebruary 1998,
50

QPTIONS GRANTS

The following table sets forth summary information regarding option grants
made during 1999 to our chief exscutive officer and each of our four othar
highly paid executive officers. The exercise price per share is equa} to the
fair market value of our common stock on the date of grant as determined by our

board of directers:
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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 anvested shares of common stock at the original option
exercise price. Generally, these options vest 25% on the first anniversary
of the grant date and quarterly thereafter at a rate of §.25%.

{2} The percentage of total options was c¢alculated based on options to purchase
an aggregate of 1,734,800 shares of common stock granted to employees under
the 1938 atock option plan in 19%9.

{3} The potantial realizable value was calculated based on the ten-year term of
the optiona 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.
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1598 EMPLOYEE STCOCK COFTION PLAN

Under our 1998 employee stock option plan, as amended, options to purchase
shares of our commen stock in the form of both incentive stock options and
nonqualified stock options were granted to our employees or esmployees of certain
of our subsidiaries. A total of 7,720.845 shares of our common stock were
regerved for issuance under this option plan. As of December 21, 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 veat 25% per year
over four years from the date of grant. Under a resclution of our board of
directora, no new options may be granted under this gption plan.

401 (K} PLAN

We have adopted a tax-qualified employee savings and retirement plan. or
401(x) plan, covering all of our full-time employees. Under the 401(k! plan,
employees may elect to reduce their curvent compensation up to the statutorily
preacribed annual limit and have the amount of the reduction contributed to the
401{k} plan. The 40l (k) plan is intended to qualify under Section 401 af the
Code so that contributions by employees to the 40ltk) plan and inceome earned on
plan contributions are not taxable to employees until withdrawn from the 401{k)
plan. The rrustees under the 401(k} plan, at the direction of each participant.
invest the participant‘s assets in the 40l(k! plan in selected investment
options.

1399 COPTION VALUES

The following table shaows for the fiscal year ended Cecember 31, 199%,
informacion regarding optic¢ns granted to, exercised by, and held at year end by,
our chief executive officer and each of ocur four other most highly paid
executive officers during 1399:
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(1} For purposes of this table alone, “"exercise” means an employee’'s acquisition
of phares of common stock which have already vested, "exercisable" means
optiona to purchase sharea of common stock which are subject to exercise and
"unexercisable” meanse all other options to purchase ghares of commen stock.

t2

Amcunte shown under the "Value Realized" and "Value of Unexercised
In-the-Money Cptions" are baged upon the eatimated December 31, 1999
egtimated fair market value of our cotmon stock of $7.50 per share minus the
per share exercise price multiplied by the number of shares underlying the
option.

{3} Includes options te purchase shares of common stock, which were issued under
the 1598 employee stock option plan. Options issued during 19%8 under the
1998 employee stock coption plan were granted at an exercise price of 50,001
per share. Options issued during 1999 under the 1398 stock
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option plan were granted at an exercise price of 54.50 per share. All
opticns veat 25% on the first anniversary of the grant date and quarterly
thereafter at a rate of 6,25%.

EMPLOYMENT AGREEMENTS

Each of Mesara. Scott, Goldman, Lawhon, Moline, Shackelford and Vranicar
entered into an amended anc restated employment agreement with us in Octcber
1599%, In addition, Mr. Sauder entered into an employment agreement with us in
February 1998, and Mr. Hollingsworth entered into an employment agreement with
us in February 2000.

The base palary under each of these agreements is $200, 000 per year, except
that Mr. Scott's base ealary is $250.000 per year, Mr. Goeldman's is 5225,000 per
year and Mr. Saudex's is $213,000 per year. Each of the executives is eligikle
for a2 bonus based on achievement of performance criteria established by the
board for that executive.

Each of the employment agreements provides that upon termination of
employment by us, other than for cause, disability or death, or ctermination of
the employment by the executive for good reason, 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 Moline, 12 calendar months thereafter. In addition, we will
pay esach executive his prorated targeted incentive compensation for the year
during which the termination is effectave plus, in the came of each of
Measrs. 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
targered incentive compensatien 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 terminat:on 1s effecrive and for the lesser of
(1) 8ix calendar months thereafrer or (2) the pariod until disability insurance
benefits commence. Upon termination of employment from cdeath, we will pay the
employee's salary through the end of the calendar month 1in which his deach
occurs. Each agreement prov:des for roncompetitieon., nonsclicitation and
nondisclosure covenants.

COMPENSATION COMMITTEE INTERLOCKS AND INSIDER PARTICIPATION

None of the members of the compensation committee of the bocard of directors
1§ currently or has keen, at any time s:ince our formatien, our officer or
employee.

RERCORT OF THE COMPENSATICN CTCMMITTEE COF THE BIARD COF DIRECTORS
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_ The following is a report of the Compensation Committee of our Board of
Dzrecths {Commitcee}, describing the compensation policies applicable to our
executive officera during the fiscal year ended December 31, 19%%.

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 administars the stock cption, employee stock purchase and 401 (k) plans and
determined the terms and conditions of grants thereunder. The Committee consists
of Messra. Bradley, Greenm=, Navab and Mr. Scott, Birch'as CEQ. Prior to his
departure from the board in Augusc 1995, Ian Bund wag a member of the Committee.
Mr. Scott does not participate in Committee deliberations or decisions involving
his own compensation.

53
The goals of the Committee are to:
- align compensation with business objactives and performance;

- adopt policiea that enable us te attract, retain and reward executive
cfficers and other key employees who contribute to Birch's long-term
success; and

- motivate executives and employees as we seek to enhance long-term
stockholder value..

In order to mest thespe goals, the Committee has adopted the following
policien:

- Offer pay that is competitive with the practices of the leading
telecomnunications companies with which compete for ralent. To ensure that
pay is competitive, the Committee regularly compares ite pay practices
with these companies and sets it pay parameters based on this review.

- Maintain annual incentive opportunities sufficient to provide motivation
to achieve specific operating gcala and to generate rewards that bring
toral compensation to competitive levela.

- Provide significant eqguity-based incentives for executives and other key
employees tg 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 ownera and not juat as employees.

The compensation mix offered to employees reflects a balance of annual cash
payments, consisting ¢f base salary and incentive bonus payments and leng-te-m
stock-based incentives an the form of stock options.

BASE SAILARIES

The salary component of eXecutive COMPEnsatisn is based on the executive's
level of yesponsibility for meeting targeted cbjectives and their overall
performance. Base salaries for executives are reviewed and adjusted at least
annualiy based zn information regarding competitive salaries, the results cf
:ndustry compensation surveys, individual experience and performance.

CASH BCONUSES

Sur incentive program Sor executive officers provides direct financial
inacentives 1n the form of cash bonuses based on previcus year performance.

STCOK IZPTICHNS

e program i$ centered arcund the Graniing
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typically have vesting pericds 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 companieas in the telecommunications industry
and our philoscphy 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's President and CEQ since inception. In
February 1998, Mr. 5cott entered into an employment agreement, the terms of
which are described in more detail in "Employment Agreements. ®

4

During fiacal 1999, Mr. Scott received aggregate galary of $2031,84&, which
reflects the August 199% increase in Mr. Scott's base salary from $175,000 to
$250,000. In additjon, Mr. Scott was granted cptions to purchase an aggregate of
200,400 sharesa of our commen stock in 1999. This compensation reflects the
Auguet 1999 increase in Mr. Scott's hase salary from $175,000 to $250,000.

Mr. Scott did not receive a cash bonua in 1999. In reviewing the compensation
paid to Mr. Scott in 1999, the Committes conpidered a number of factors,
including competitive market compensation packages, Mr. Scott's past performance
and the responpibilities he has assumed as CEQ. Based on its internal review and
informal information reviewed by the Committee, the Committee believes that the
base salary level for Mr. Scott is commensurate with salaries paid to chief
executive officera 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.

LUSION

significant portion of the Committee's compensation preogram, including
Mr. Scott's compensation, are contingent on individual performance. and the
realization of benefits is cloeely linked to increases in long-term stockholder
value. The Committee remains committed to thia philoscphy 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
compensation for a particular time period.

The membera of the Committee submit the foregoing report.
COMPENSATION CCMMITTEE:

Henry H. Bradley
James H. Greene, Jr.
Alexander NWNavab, Jr.
David E. Scott

ITEM 12. SECURITY QOWNERSHIP OF CERTAIN BENEFICIAL CWNERS ANT MANAGEMENT

Trhe following table provides summary information regarding the beneficia.
ownership of our cutstanding capital stock as of March 231, 2000 for:

each person ©r group who beneficially owns more than 5% of our capital
stock on a fully diluced basis;

each of the executive cfficers and ~he former exegur:ive officer

Lna

the Summary Compensation Table:

- mach of cur 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 sole or shared voting or invegtment power. Except as
indicated by footnote, and subject to applicable community property laws, each
person identified in the table posseases scle 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 sulject to repurchase as of that date are deemed
outstanding for calculating the percentage of outstanding shares of the person
holding these optiona. but are not deemed outstanding for calculating the
percentage of any other person. Unless otherwise
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noted, the address for each director and executive officer is ¢/o Birch
Telecom, Inc., 2020 Baltimore Avepnue, Kansas City, Missouri 64108,

NAME AND ADCRESS OF NMUMBER COF SHARES
BEMEFICIAL OWNER (A} BENEFICIALLY OWNED
EREFERRED STOCK SERLES
COMMON =0 - - o rrr e o e s o — e e oo et sas oo PR
STOCK [B) B C o F
DIRECTORS AND EXECUTIVE OFFICERS:
Richard A. Jalkacic)............. 26,6587 =a 5o - oo
David E. Scott... ... ... ... ... . .... 1,190,764 =a 189, 900 - °
Donald H. Goldwman.............. oo 263,750 oo oo = o 5.5
Gregory €. Lawhon....... .. R 180,137 49,4581 .- - - .-
Bradley A. Moline(d) . ......... ... 297,932 74,509 oo oo o=
Jetfrey 0. Shackelfcord......... .. 134,162 -- 126,600 -- oo
David W. Vranicdr..... . .......... 318,780 36,266 °o0 oo oo
Henry H. Bradley(e) .. ... oo ° o 1,979,128 1,582.500 313,332 oo
Adam H. Clammer (£} (' A - - - ° 0 ° o 231,596, 4592
Mory Ejlabat (<) 66 667 oo oo - - -
James H. Greena, Jr D .- - - .- ‘- 23,596,492
Henry R. Kravasif) ... .. o - - .- - e 21,556,492
Alexander Navab, J. rl{ly... .... - - .- - . 21,596,492
Thomas R. Falmeri(g)im)...... ... o o an 945,108 oo 666 66T o ©
George R. Roberceff: (1) ..... o a oo ° o ° 0 - 21.596 492
Stephen L. Sauderth:. . ... . o oo 45,719 4,08% 575 - - -
All direcrora and executilve
cfficers a’ & group (16
perecns; . . 5 acaoo coo 00 eoo 1,336,862 3,160,181 5,5H8.575% 1,000,000 23,536 492
5% OWNERS -
Newp-Fress & Gazette JOompanyiL) . oo 1.6448. 438 ¥, 582 800 2.2.,222
Advancage Capital Mimsourl.
Fartners I, L.B.13).... . . .. ° L.3.8,.758 - TAS, 950
Advarntage Capital Misgour:
Partners II, L P30 ... . = oo 417,450
Paci1fic Capital, L P ikt . .. . . ° o 1.219.925 :
aTi wventures L L C <f1TLVL. L ° .- 23,536 490
Kaneas ity Equicy Partnera I,
L P.oigrim) s o 945,128 @ o sad dad
Kansas City Equity Fartiners
Ventures I, L F glimi - EEG . S%4
White Fines Limited
Partnership i1 o. . . . seo o . 98%. .23
LBI Srouwp, Inc .. LEE 6LT
NAME AND ADODRESS OF
BENEFIZIAL CWNERGA) PERCENTAJSE CF CLASS CWNED
FEEFERAEDZ STCCK SEFIES
oot 4 tos - T R
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DIRECTORS AND EXECUTIVE OFFICERS :

Rithard A. Jalkaticl. e .

David E. Scoct........... ... ..... 24
5

David W. Vranicar.... ............ .
Henry H. Bradley(e).. ... ..... . .. --% 21.1 25.2 11.6 oo
Adam H. Clammer(f)(l}...... ..... . -- -- - .- 100.0
Mory Elabatic! 1.4 oo oo --
Jameg H., Greene, Jr. (F){1;. ...... .- - oo -- 100.0
Henry R. Kravaa(f):ill....... .. ... .- - -- .-
Alexander Navab, Jr.ifiil)..... .. .- - .- -- 100,90
Thomas R. Palmerigi(m!......., - .- 1.0 oo 23.2
George R. Roberts(f:(l'.. ... .. ° oo ° =
Stephen L. savderth!........... . . - - 1.0 65.2 oo
All directors and executive

officers as a group (16

PETEONS) . ... .. ........... booooa £§9.8 37.0 95.5 4.9 0.0
5% OWNERS:
Newa -Press & Gazette Companyii).. °c 19.2 25.2 7.8 -
Advantage Capital Misaouri

Partpers I, L.P.{3}........ ..., .- 15.4 -- 5.1
hdvantage Capital Mimmour:

Partners II, L.P.(J)1...... ..... =@ oo o 14.56
Pacific Capital, L.P.tk)......... .- 14.2 - - oo S0
BTI Ventures L.L.C.{f}{l}.. ...... -- .- . -- 100.0
Kanmas City Equity Partnern L

L.Poigdimi. o oo oo - - 11.4 .- 3.5 oo
Kansas City Equity Partners

Ventures II, L.P. (gl im....... .- -- - 19 .4
Whicte Pines Limiced

Partnershap Iind...... .. ..... .. -- 11.% oo
LBI Croup, Inc. (of. ............. - oo o 20.% --
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NAME AND ADDRESS OF PERZENTRGE OF TOTAL WOTING POWER OF
EENEFICIAL OWNEER [A| FULLY LILUTED COMMON STOCK

DIRECTORS AND EXECUTIVE QFFICZERS-

Richard A. Jalkat .. e 13

David E. Scott. ..., ..

Cona.d H. Goldman. ..

G-egory C  Lawhan

Bradley & Mclineidl. ..

Jeffrey O. Shackelfard

David W. Vranicar. ..

Henry H Bradieyie).

Acam H, Clammar.Z: . 1:.

Mzry Erabat. .

James H SGreene, Cc (1f1i00

Henry R ¥ravis

ALexander Wavap, Jr £ L0

Thomaa ®  Faimer g' (m!

Cecrge R Roberrs

Stephen L Sauder B

&11 directors and execut.ve cfficers as a group  Lé

persons

5% ZWNERS

tews BIess & caretlte IITRany -y

AdvanTtage Tapital M.ssour: Fartnecrs I, L7

Advantages Tapital MisscLrlo Far

Faruf.c Cap.tal. L P ok &

571 Ventures L L I 0§ L e &

¥arsds ity EgLity Fariners [ L F FIEF a3
g [
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{RCER) (g) fmb ..o, 560000060000 006060c0000000a o0 1.2

White Panes Limited Partneransip Itmb................ ...... . 2.2

LBE Group, InC.[0) ... ... e 1.3

b Leas than one percent

(al Beneficial ownership ia determined in accordance with the SEC's rules and
includes voting and ipnvestment power with respect to the ahares.

ib

Includes options to purchase phares of the common stock, which were issued
pursuant to our 1998 Stock Option Plan. Certain optiong 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 €0 a four-year vesting
period, at a rate of 6.25% per quarter. Holders of exercised optiona have
voting power with respect to all shares of common stock underlying the
opticne. Upon termination of employment with us, we have the right co
purchase all options which have not vested as of that date, subjecr to
certain exceptions.

{c) In March 1999, Mr. Jalikat, chairman of our beard of directors, agreed to
purchase 26,667 sharesa of ocur common stock for $200,000 and Mr. Ejabat, a
member of our board of directors, agreed to purchase £&6,667 shares of our
comman stock for $500,000.

{d) Includes 1%,275 ahares of Series B Preferred Stock held by Mr. Moline's
immediate family subject to options exercisable within 60 days of
February 2%, 2000

te! 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 News-Press & Gazette Company.

Mr. Bradley and hia brother hold ve.ing power of Wews-Press & Gazette
Company. Alsc includes 329,690 shares of Series B Preferred Stock and
111,111 shares of Series D Preferred Stock held by variocus trudats and
relatives of the Bradley family.

{£y All of the phares indicated are opwned of record by BTI Ventures L.L.C. and
are included hecause of Messrs. Clammer's, Greene's, Kravis',K 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 shareg of Series B Preferred Stock and 111,111 shares of
Series D Preferred Stock held by Kansas City Equity Partners Ventures [ and
555,556 shares of Series D Preferred Stock held by Kansas City Equity
Partners Ventures 11. ¥r. Palmer hoelds voting power of Ransas City Eguity
Partners Ventureg.

g

ihY lpciudes &5,337 shares of Series B Preferred Stock held by Mr. Sauder's
father, 1. %44,787 shares of Series C Preferred Stock held :p trust by hias
wife and 1,000.000 shares of Series C Freferred Stock held 1n truac by S.L.

Sauder LTP. L .L.P.

‘1t The principa. business address of News-Presa & Gazette Company 18 825 Edmond
Street, St. Joseph, MO 64501

1

2. The principa: business address wf Advaniage Capital Misscuri Partners L ®
1§ 7731 Forsvth Boulewvard. Suice 1857 Sz Louis, MO 63105
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{k] The principal business addresa of Pacific Capital, L.P. is 2401 Plymouth
Road, Suite B, Ann Arbor, MI 4g105.

{1} Thg principal business address of BTI Ventures L.L.C. is 9 W. 57(th) Streat,
Suite 4200, New York, NY 10019,

(m} The principal business address of Kansas City Equity Partners is 233 West
47{th) Streec, Kansas City, MQ 64112.

{n} The principal business address of White Pines Limited Parcnerahip I is 2401
Plymouth Read, Suite B, Ann Arbor, MI 48105.

{o) The principal business address of LBI Group, Inc. is 3 World Financial
Center, 200 Vepey Street, New York, NY 10285.

S8
ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS
SERIES D PREFERRED STOCK OFFERING

In July 1995, we completed a private placement of 2,222,222 shares of
serigs D preferred etock a: a purchase price of $4.50 per share for aggregate
proceeds of approximately 510.0 million. The transaction was consummated
pursuant tc the purchasers rights agreement described below and the series D
preferred stock purchase agreement. Under the series D preferred atock purchase
agreement, NPG, a atockholder that owned in excess of S¥ of our voting
gsecurities at the time of the geries D preferred stock offering, purchased
$1.0 million of series D preferred atock, and parties affiliated with NPG,
including Henry K. Bradley, chairman of our board of directors at that time and
of NPG, purchaped §$500,000 of series D preferred stock. Advantage Capital
Migsouri Partners I, L.P., a stockholder chat owned in excess of 5% of our
voting securities at the time of the series D preferred stock offering,
purchased $655,Q000 of the geries D preferyed 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 peries D preferred stock. ffiliates of KCEP I and
KCEP II also purchased $3.0 million of our series =ferred stock.

Mr. Palme:x, one of our directors at the time of th riea D preferred atock
offering, holda voting power of KCEP 1 and KCEP I.

SERIES F PREFERRED STOCK COFFERING

In August 1999, 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 agqgregate 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 seryes F
praferred stock at $4.75 per share and 5,000,000 shares of series F preferred
stock at 5$5.00 per share. Civing effect to this exercise KKR's investment would
have represented a 51.2% equity interest as of March 23, 2000. In connectiocn
wlth their exercise of these oprions, KKR received two additicnal seats on our
eleven-seat board of directors.

In connection 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 wvoting secur:iti:es at the time of the
series F preferred stock coffering. for $10.0 millien.

hRlsc, in connaction with the seriss F preferred stock offering, we converted
each cutstanding share of cur series B preferred stock into cne share of amended
and restated series B preferred stock. In addition, the holders of series B
preferred steck surrenderec thelr existing redemption and participat:ing
liguidation preference in exchange for 0.2222 sharea of our ser:es E preferred
stock. We redeemed the series E preferred stock 1ssued to the series B preferred
stock holders for a tgtal of 58.58 miliion. The rights and preferences of the
series B preferred stock were amended and restated to remove mandatory
redemptien rights and change the l.gu:daticn r:ghts.
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In connection with the series F preferred atock offering, NPG, a stockholder
that owned in excess of 5% of our voting securities at the times of the geries F
preferred stock offering, received 366,320 shares of series E preferred stock,
which were redeemed for an aggregate total of $1.6 million, and parties
affiliated with NPS, inciuding Henry H. Bradley, chairman of our board of
directors and of NPG, received 73,264 shares of series E preferrad atock, which
were redeemed for an aggregate total of $329,690. Advantage Capital Missouri
Partners I, L.P., a stockholder which owned in sxcess of 5% of our voting
securities at the cime of che series F preferred stock cffering, received
233,056 ahares of the of the series E preferred stock, which were redeemed for
an aggregate total of $§1.3 million. Bradley A. Moline, ocur senior vice president
of finance and chief financial officer, received 15,385 shares of zeries E
preferred gtock, 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
decurities at the time of the series F preferred stock offering, received
271,095 shares of the of the series E preferred stock, which were redesmed for
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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 ahares of
series E preferred stock, which were redeemed for an aggregate total of
§945,099.

PURCHASERS RIGHTS AGREEMENT

Cur current stockholders are parties to the purchasers rights agreement,
which provides that they vote their respective gharee in a manner as to elect
persons mpecified in the agreement to serve aw directors. The holders of
peries F preferred stock have agreed to vote their shares to elect
Megsars. Greene, Navab and Clammer. The two additional designees of the holders
of series F preferred atock are Messra. Kravis and Roberts. In addition, the

holderms of series B preferred stock, series C preferred atock ' series D
preferred stock have agreecd to vote their shares to elect Henr Bradley and
Thomas R. Palmer. The holders of common stock have agreed to v cheir shares

for the election of David E. Scott. So long as the purchasers ghta agreement
is in effect, these inveatcrs will effectively control the election of our board

of directors.
REGISTRATICON RIGHTS

The parties to the purchasers rights agreement, subject to some conditieons,
have reg:istration rights with respect to shares of common stock, including
shares of common stock isguable upon conversion or redemption of shares 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 purchasera rights agreement provides that each purchaser of steock is subject
t. lock-up restrictions in the avent of a public cffering of our securities.

RESTRICTIONS ON TRANSFER

Cur outstanding common stock {including shares issued pursuant to opbionsd
and each series of preferred stock are subject to regtrictions on transfer.
Holders of common stock and each series of preferred stock that are parties to
the purchasers rights agreement, subject to some exZeptions, may not transfer
their shares withgut first 3iving us the opportunity to purchase the sharea. In
addition, subject to some exceptions, the holders of common scock or any series
of preferred atock that are parties to the purchasers rights agreement may not

cransfe. their shares without first giving the other purcrasers under the
the transfer.

-

purchasers rights agreement the opportuhiity TS participate in

PRE-EMPTIVE RIGHTS
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Hnlders of our common atock and each series of preferred stock that are
parties toc 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.

SI12E 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 outatanding, the holders of geries 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
affiljates, which include KKR, beneficially own at least 10% of our ocutstanding
common stock, BTI has the right to designate the number of persons to sarve as
members of the board determined in agcordance with a formula set forth in the
purchasers rights agreement. Currently there are five BTI nominees sitting on
our eleven seat board of directors.
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For sc long as at least: B,532,394 shares of series B preferred stock,
series C preferred stock ahd serieas D preferred stock remain outstanding, the
holders of this atock, vot:ing together as a class, are entitled to elect and
remove dirscteors 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 cheir shares in the
event that BTI Ventures L.L.C. or ite affiliates agree to sell or transfer theix
shares, or to sell all or gubstantially all of our aseets, to a third party.

BT1 VETO RIGHTS

The purchasers rights agreement provides that for so leng as BTI or any of
its affiliates bepeficially owns at least 6,666,667 shares of our common ~ek
or geries F preferred stock, the approval of at least one BTI nominee on
board will be reguired for our board of directors to approve and authoriz 7
of the following: any changes in our capital structure, such as increases 7
decreases in the total authorized shares of cur common atock and issuances of
our capital stock; any payment of dividends or distributiocns on our capiral
stock; subject to limited exceptions, any reclassification., combination, split,
redemption or other acquisition of any shares of ¢our capital stock; any
incurrence of indebtednesas exceeding $5.0 million; any change in the size or
composition of cur board or any board committee or creation 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 medification of ocur annua. budger and business plan; any amendment or
modification of any material provigion of our senior notea indenture, senior
credit facility or any other marerial contract; any adoption, renewal or
material modification of any material compensation or benefit plan or
arrangement ; any authorization of enterisg into a new line of business or the
expansion outside of Misscur:i, Kansas and Texas: any consolidation,
regrganization, recapital:ization, merger or aimilar transacticn; any transfer of
our assets, inc.uding by pledge. 1n excess of $5.0 m:llion; subject to limited
exceptions, any acquisition of assets or securities for more than $5%.0 millaon;
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 cof a
material Sult; any JOLRt venture 1nvolving material assets or the payment or
receipt of mere than $5.0 miliion; any material license, contract or agreement ;
or any liguidaticn. dissolution or winding up of our company.

CTHER TRANSACTIONS WITH AFFILIATES

VALU-LINE LCANS
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As of December 31, 1997, Valu-Line of Kansas. Inc.., which merged intc us on
February 10, 1398, had nctes 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
thap 5% of our voring securities. The lcans were due on demand. Ap of
December 31, 1998, the amounte outatanding under these loans were fully repaid.

DEALINGS WITH VALU-BROADCASTING, INC.

In 199%, 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 securitlies
at the time of the transactions, in the amounts of 529,187, $30,000 and $81,000,
respectively. Valu-Lipe alsc received services principally related to
advertising from Valu-Broadcasting in the amounts of $30,360. 540,000 and
541,000 in 1599, 19%8 and 1997, respectively.

&0

SHARES ISSUANCES TOC DIRECTORS

In March 2000, Mr. Jallkut, chairman of our board of directors, agreed to
purchase 26,667 shares of our common stock for 5200,000, and Mr. Ejabat, a
member of our board of directors, agreed to purchase 66,667 ahares of our common
stock for $500,000.
PART IV.
ITEM 14. EXHIBITS, FINANCIAL STATEMENT SCHEDULES AND REPORTS ON FORM B-K
fa) Documents filed ams part of this report

{1} Financial Statements

See "Item 8. Financial Statements and Supplementary Data* for financial
statements included with thia Annual Report on Form 10-K.

{2) Financial Statement Schedules
Schedule II--Consolidated Valuation and Qualifying Accounts
BIRCH TELECOM, INC.

SOHEDULE 11--CONSOLIDATED VALUATION AND QUALIFYING ACCOUNTS
YEARS ENDED DECEMEER 31, 1997, 1998 AND 1852

ADDITIONS
BALANCE CHARGED CHARGED TO BALANCE
BEGINNING ™ TTHER JTHER ENT OF

GF YEAR INCOME ACCOUNTE DEDUCTIONS TEAR

IN THOUSANDS

L3539
vatuat:on allowance -deferred income Cax
anlets . aac oo 5 o E uf} 5 0 5 J 3 1:N
1998 -
Allewance for doubtful accounte.. ... . 5 bl 5 40 5131 5 14 5 Zla

Valudtion Allzwance deferred Lncime Lax

FEEL LS ) 5 5 &8 PS4 El k3 5 5 9%
LR ) A )
Al cwarce for Ayubrial ascgunts 5 L4 H BEa 5353 L EY TN 3 TS
Wadi.dYi0n dlLzwdnle deferred (n.oove Lax

a358"5 3E Ty DL M.
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(1) Accounte 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 Companiea, Inc., Stephen L. Sauder, Paula K.
Sauder, Richard L. Tidwell, Sarah J. Tidwell, Stormy Supiran
and Carla 5. Supiran. (incorporated by reference to Exhibit
2.1 to Birch Telecom, Inc.'s registration statement on Form
- $-4, as amended (SEC File No. 333-£2797), originally filed
September 3, 19%8 {Form 5-4)).

L Reatated certificate of incorporation of Birch Telecom, Inc.
{incorporated by reference to Exhibit 3.1 to Birch Telecom
Inc.'s regiatration atatement on Form S-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, Inc. securities purchase agreesment
{incorporated by reference to Exhibit 10.1 to the Form S-41).

10.2 Bireh Telegom, Inc. amended and restated purchasers righta
agreament, dated August 5, 1999 {incorporated by reference
to Exhibir 10.2 to the Form 190-Q).

10.13 Amended smployment agreement dated as of Cctober 7. 1999
between Pirch Telecom, Inc. and Davad E. Scott.
tincorporated by reference to Exhibit 10 3 to Birch Telecom
Inc. 98 registraticn statement on Form S5-1 filed March 23,
2000 3}

1G.4 Amended employment agreemant dated as of Octcher 7, 1399
between Birch Telecom, Inc. and Gregeory C. Lawhon.
tincorporated by reference to Exhibit 10.4 to Birch Telecom
Inc.'s registraticon statement on Form S5-1 filed March 23,
2000 )

170.5 Amended employment agreement dated as of Qccoker 7, 19389
petween Birch Telecom, Inc. and Donald H. Goldman.
tincorporated by referepnce to Exhibit 10 5 to Birch Telecom
Inc.'e reglstration statement on Form 5-1 filed March 23,
20Q0.)

i0.6 Amencded employment agreement dated as cof October 7, 1999
between Birch Telecow, Ing. and Tavuyd W, Vranicar
tincorporated by reference to Exhibit 10 6 to 8irch Telecom
Inc.'s registraticoh astatement on Form S-3 filed March 23,
2000 .

e Employment agreement dated as of February 17, 1538 between
Birch Telecom. Inc  and Stephen .. Sauder iresrporated by
bz

reference te Exhakit 12.° tc the Form 5. 4!

T8 General agreement Retweer Birch Telecom. oo and Luzent
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Technologies Inc. {incorperated by reference to Exhibit
10.12 to the Form 5-4).

10.9 Interconnection agreement under Sections 251 and 252 of the
Telecommunicationd Act of 1996 by and between Scuthwestern
Bell Telephone Company and Birch Telecom of Miassouri, Inc.
{M.saouri Interconnection Agreement) (incorporated by
referance to Exhibit 10.11 to the Form 5-4).

10.10 Amendment No. 1 dated May 27, 1$98 to Missouri
interconnecticon agreement {incorporated by reference to
Exhibit 10.10 to Birch Telecom, Inc.'s annual report on form
10-K for the fiscal year ended Decembsr 31, 1998, originally
filed on March 31, 19%9 (Form 10-K);.

10.114 Sofiware license agreement between Birch Telacom, Inc. and

Saville Systema Inc. (incorporated by reference to Exhibit
ig.14 to the Form 5-4) .

10.12 Interconnection agreement under Sections 251 and 252 of the
Telecommunicationsa Act of 1996 by and between Southwestern
Bell Telepheone Company and Birch Telecom of Kansas, Inc.
{incorporated by reference te Exhibit 10.12 to the Form

10-%) .
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EXHIBIT
NO . DESCRIPTION OF EXHIBIT

10.13 Interconnection agreement under Sections 251 and 252 of the
Tale-ommunications Act of 19%6 by and between Southwestern
Bell Telaphone Company and Birch Telecom of Texas Ltd., LLP.
{incorporated by reference to tae Exhibitr 10.131 to the Form
10-Kt -

10.14 1998 stock option plan fincorporated by reference to Exhibit
10.14 to Birch Telecom Ing.'s annual repert on Form 10-K for
the fiscal year ended December 31, 1598, as amended, filed
on May 7, 1999 [(Form 10-K/A/}.

10.15 Form of incentive stock option agreement under 19%8 atack
aption plan tincorporated by reference to Exhibit 10.15 to
the Form 10-K/AY.

10.16 Form of ncnstatutory stock option agreement under 1998 stock
option plan lincorporated by reference to Exhibat 10.16 €o
the Form 10-K/A).

1017 Lease agreemant between Francor, L.L.C. and Birch Telecom,
tne. dated July 20, 1998 (incorporated by reference to
Exhibit 10.17 teo the Form 10-K/A).

*0. L8 Series D preferred stock purchase agreement. dated July 2.
1999 (incorporated by reference to Exhibit 10.18 to Birch
Telecom Inc.'s guarterly report or Form 10-G for the peraod
ended September 30, 1599, filed November !5, 1999 (Form
10-Q10 .

icoLe Series F preferred stock purchase agreement. dated Juliy i3
199% .ncorporated by reference to Exhibit 1D 19t the FOUT
1o-g .

P amended and restated credit agreement amcong Birth Telecfom
Finance, Ins . Birsh Telecom. Inc . Lebman Brothers ino..
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10.

0.

10.

10.

10

10.

10.

10.

EXHIBIT

22

23

24

.25

26

27

28

NO .

10.29

Lehman Commercial pPaper 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
registracion atatement On Form 5-1 filed March 23, 2000.)

Amended and restated guarantee and collateral agreement,
dated as of February 2. 2000, among Birch Telecom Finance,
Ing., Birch Telecom, Inc. and Lehman Commercial Paper, Inc.,
as collateral agent. {incorporated by reference to Exhibit
10.21 to Birch Telecom Inc.'s registraticn atatement on
Form S$-1 filed March 23, 2000.)

Amendad employment agreement dated as of Octcber 7, 199%9
between Birch Telecom, [nc. and Bradley A. Moline.
{incorporated by reference to Exhibit 10.22 to Birch Telecom
Inc.'s regiatraticon statement on Form 5-1 filed March 23,
2000.)

Amarded employment agreement dated as of October 7, 1999
petween Birch Telecom, Inc. and Jeffrey D. Shackelford.
{inCorporated by reference to Exhibit 10.23 te Birch Telacom
Inc. ‘s registration atatement on Form 5-1 filed March 23,
2000,

Employment agreement daced 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 $-1 filed March 23, 2000.)

Indenture, dated as of June 23, 1998, between Birch Telecom.
Inc. and Norwest Bank Minnesota, National Agsociation, as
trustee, relating to 5115,000,000 aggregate principal amount
¢f 14% eenior notes due 2008 (ipcorporated by reference to
Exhibit 4.1 to the Form S-4) .

Spacimen certificate of 14% senior notes due 2008 (Exchange
Notes! tincluded in Exhibit 4.1, which is incorporated by
refersnce 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, Naticnal Associaticon, Trustee (incorporated by
refareance to Exhibit 4.5 to the Form S-414.

Letter agresment dated as of March 22, 2300 betweean Birch
Telecom, Inc. and Mory

63

DESCRIPTION OF EXHIEIT

Ejabat . tincoerporated by reference to Exhibiz 10.28 to Birch
Telecom Inc.'s reglstration statement on Form S§-1 filed
March 23, 2000.9

Letter aqreement dated as of March 22. 2000 Detween Birch
Telecom. Inc. and Richard A. Jalkut. iincorporated by
raference to Exhibit 10 29 to Barch Telecom Inc.'a

regiytraticn starement on Form S-1 fiied March 33 2000

amendment number one dared as of March 23, 1303 to the

amended and restated purchasers r:ghts agreement
iincorperated by reference to Exhibit 1o 37 o Birech Te.ecom

Com right 2000 LPGAR Cfone, g ner L0110
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Inc.'s registration statement on Form S-1 filed March 23,

2000.)
12.1* Computation of Ratio of Earmings to Fixed Charges.
21.1 Subsidiaries of Birch Telecom, Inc. (incorporated by

reference to Exhibit 21.1 to the Form S5-4) .,
24, 1% Power of attorney {included on the signature page) .

27.1¢* Financial data schedule.

L Filed herewith.

+ Portions of this exhibit have been omitted pursuant to a request for
confidential treacment. Such portions have been filed separately with the
Commipgion.

{b} Reporte on Form B-K.

On March 23, 2000 we filed Form B8-K with respect to a registration statement
filing with the SEC as part of a proposed initial public offering of common
stock. We attached a copy ¢f our presa release igsued that same day.
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SIGNATURES

PURSUANT TC THE REQUIREMENTS QF THE SECTION 13 OR 15iD) OF THE SECURITIES
AND EXCHANGE ACT COF 1334, AS AMENDED, THE REGISTRANT HAS DULY CAUSED THIS REPORT
TG BE SIGNED ON ITS BEHALF BY THE UNDERSIGNED, THEREUNTC DULY AUTHORIZED, IN THE
CITY OF KANSAS CITY., STATE OF MISSOURI.

BIRCH TCLECOM, INC.

By : /e/ DAVID E.

David E.

oot
PRESIDENT AND CHIEF

EXECUTIVE QOFFICER

Cate: March . 2000

POWER OF ATTORNEY

KNOW ALL PERSCHS BY THESE PRESENTS. that each person whose signature appears
below constitutes and appolnts David E. Scott and Bradley A. Moline, and each of
them, his attorneys-in-fact and agents, with full power of substitution and
regubstitution, for him and i1n his name, place, and stead, :n 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 documents in connection
therewith, with the Securities and Exchange JZommiasicn grantiing untos such
attorneys-in-fact and agents. and each of them, full power and authority to do
and perform each and every act and thing reguilsite and necessary tc be done g
connecticn therewith, as fully =o all :ntents and purpases as he might or ccould
do .n perssn, hereby rat:fying and confirmina that al) such attorneys-ain-face
and agents, or any 2f them or their or his substitute or substituted, Tav

Copuright 2000 DG AR Ontiye, {ne rver D4 2003 Puge 63
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iawfully do or cause to be done by virtue hereof.

PURSUANT TO 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 i Cfficer and Director
March 30, 2000
DAVID E. S5COTT (Principrl Executive Officer)

Senior Vice President of
Finance and Chief Financial

e R R R R T Officer {Principal
Financial March 30, 2000

BRADLEY A. MOLINE and Accounting Officer;
S © ©C0CBe00oCCCoASEOCO0eePR00NNeerEDoanRecD00Rn Director

March 310, 2000
HENRY H. BRADLEY

St e Uirector
March 30, 2000
ADAM H. CLAMMER

* T TmEemesomsee Opooosoascs Rl el Director

March 310, 2co00
JRMES H. GREENE, JR.

S mmmmesoemme- ge=ceRo0oEcReeEaoR0RRRcooR00eR S Director

March 310, 2000
ALEXANDER NAVAB, JR.

© 0 BE==c0O0E00CSCEE0RONERER0C0000GE8Ee00REO0aE Direcror

March 30, 2000
THOMAS R. PALMER

INDEX TC FINANCIAL STATEMENTS AND TINANCIAL STATEMENT SCHEDULE

BIRCH TELECOM, INC.

Report of Independent Audiftors............. ... .. .. ... ... F-2
Consociidated Balance Sheets as of December 31, 1538 and

195 0 0o oo oeccecooatoetaseaoasoadoeo0003000060a3a300800600 0 F-3
Consolidared Statements of Operations for the years ended

December 31, 1997, 1998 and 1995 .. . . ... . ... ... F-4
Consclidared Statements of Srockhalders' Equaity (Deficit)

for the years ended December 3i, 1997, 1998 and 19%%...... F-5

Consolidated Stavements of Cash Flows for the years ended

December 31, 1237, 1998 and 1299, .. . ..... ... F-7
Notes to Consalidated Finangial Statements. .. ... F-8
Schedule I[I - Consolidated Valuation and Qual:fvuing

Accounts. . . . ... © o0 © eeo opoo 00 DoDooaaoaa . Feda

VALU-LINE CCMPANIES, INC.

Report =f Independent Auditors. ... .. e
Conscl.iaated Balance Sheew as cof December 31, 183%7 o Fel
Consolidated Statement of Income and Retained Eavnings far

1 '
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the year ended December 31, 1997............couuenunvnnn... F-24
Conaclidated Statement of Cash Flows for the Year ended
December 21, 1997. .. ... . . it F-2%
Notes to Consclidated Financial Statements.................. F-26
F-1

REPCRT OF INDEPFENDENT AUDITORS

THE BOARD OF DIRECTORS AND STOCKHOLDERS
BIRCH TELECOM, INC.

We have audited the accompanying consolidated balance sheets of Birch
Telecom, Inc. (Birch) as of December 31, 1598 and 199%, and the related
consolirdated statements of operations, stockholders' equity f{(deficit}) and cash
flowa for sach of the three years in the period ended December 31, 195%. OQur
audit alao included the financial statement schedule ligted in the Index to
Financial Statements and Financial Statement Schedule. These financial
statements and schedule are the respongibility of Birch's management. Our
responeibility is to express an opinion on these financial statements and
scheduie based on cur audita.

We conducted our audits in accerdance with auditing standards generally
accepted in the United States. Those standards require that we plan and perform
the audit to obtain reaponable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amcunts and disclosures in the financial statements. An
audit also includes amsessing the accounting principles used and significant
egtimates made by managemant, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reascnable- basis

for our opinion.

In our copinion, the financial statements referred to above present fairly,

‘n all material respects, the consclidated financial position of Pirch

lecom, Inc. at December 31, 19%8 and 15%9, and the consolidated results of its

erationg and its rash flows for each of the three years in the pericd ended
December 31, 1999, in conformity with accounting principles generally accepted
in the United States. Alsc, in our opinicn, the related financial statement
achedule, when congidered in relation to the bhasic consclidated financial
statementa taken as a whole, presants fairly in all material aspects the
information set forth therein.

Ernst & Young LLP

Kanzas City, Missouri
February 17, 2000, except for note 19, as to
which the dare 15 March 23, 2000

F-2
BIRCH TELECOM, INC.
CONSOLIDATED BALANCE SHEETS
DECEMBER 31, 13938 AND 1999

{IN THOUSANGS, EXCEPT SHARE TATA.

ASSETE
TArIEnt ASSeLSs .
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Cash and cash equivalenta............... ... . ......... ...
Pledged securitie@s.................c.. .o,

TOLALl CUTTENE ABBBLB. ., .ot o ittt ettt et e e et e e
Property and equipment. .. ... ... it
Less: accumulated depreciation................. ... ...

Property and equipment, TE&L. .. . ... ..ot ion ...
Pledged 8eCuUritieB--NONCUITBNL. .\ oL vttt e e
Goodwill, Neb. . .. e e
Other intangibles, net...... ... ... it
Other aBSELE. . ... .. e e e e

TOtAl A88ELE . . . . . i e e e e e e e
LIARILITIES AND STOCKHOLDERS' DEFICIT

Current liabilities:
Current maturities of long-term debt and capital lease

§ 39,748
15,888
4,01%
9le

5 5,053

18,77%
70,192
8. 080

$146,971

OBligationg. . .. ... e e e 3 325 5 1.300
Accounts pavable., . .. .. ... B.501 13,300
Accorued EXDERBEE. . . . .. ... et 2,556 10,793
Total current liabilibims. .. ... ...ttt i nn. 11,394 25,393
Senior credit FACLliCy. ... ... ..t e s o= 16,000
14Y BERI0T MOLEA . .. . .. e e e e e 114,681 114,718
Capital leaae obligations, net of current maturities........ 778 8136
Other long-term debt, net of current maturitiea............. 132 234
Series B redeemable preferyed stock, 8,572,039 shares issued
and outstanding in 1998 (stated at redemption and
aggregate liguidation value)......... ... ... 14,062 =o
Serjes F redeemable preferresd stock, 13,313,334 shares
issued and outstanding in 19%9 (stated at redemption and
agqrege “iguidation valuel ... . ... ... = £3.550
Stockholde deficit:
Series ’ 2ferred stock, 8,%72,039 shares 1ssued and
outBra.ding in 1999, .. ... .. e e == B
Series C preferred atock, 8,492,749 and 6,270,527 shares
issued and cutarAndihg. . ... ... 8 5
Series D preferred stock, 2,222,222 shares issued and
outaranding 1n 3999 .. .. e -- 2
Common stock, $.001 par value, 80,000,000 shareg
authorized, 5.016,889 and 4,687,767 shares issued and
OUESEARGLING. o . o o c e e e 5 g
L O -« % < - T 337 337
Addiricnal paid-in capital... ... ... ... 10,548 11,684
ARocumulated deficat. . ... 17,5897} 75,801
Total stockholders' deficit. . ... . o (7,092 (67,757
Totai liabil:i:ties and stockholders' deficat. .. ... 5134, 149 $146,971
See accompanying notes.
F-3
BIRCH TELECCM, INC.
JONSOLIDATED STATEMENTS IF CPERATIONS
(CARS ENDED DECEMBER 3L, 1937, 1998 AND 1339
Fage N
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{IN THOUSANDS, EXCEPT PER SHARE DATA|
1897 1933 1959
Revenye .
COMMURICALIONE BEIVICES . oo o ittt it et s = § 21,783 5 52,980
Equipment sales....................... 0060000000 000000000 0 - 4,304 7.5548
TOLAl rewenue. . . . . .. .. ... e -- 26,087 60,538
Cost aof servicea:
Cost of communications ServiCes. ... ... ..., ................ 16,339 41,870
Cost of equipment BAlel. .... . ... - 2,547 4,488
Total COBL Of BEIVICEB . . ...t vii e 18,886 46, 358
SroBB MALGLI. .. .. e e it e e @ 7.201 14, 1R0
Selling, general and administrative expenaes................ 1,778 15, 76% 51,045
Depreciation and amoOrtizZation eXPERBEe. .. ...........o00ouuo.. ri 2,308 10,828
LoB8 from OPBLALIONE . _ ... . ottt e 11,803 f1p,B76; (49,6593
INTerest GXPEOBE. . .. .. ... =5 (8,254 W15, D38
Interest LRCOME. . .. .. e e 14 2.822 2,925
Het LoBB. ... e 1,789 (16, 208+ (61, HO4
Preferred stock dividends. . . ..... . ... ... .. ... ioee . -- {1,696 -1 3]
Amcrtization of preferred etock 1peuance CoBLE. ... .. ...... .. -- {290 i Fy
Lase applicable to common 8LOCK. .. ... ...ttt £11,789) §{17.933! 5i65.646"
Losa per common mhare--basic and dileted. ... ... ... ... ... .. % (1.45! 5 4.7l 5§ (13.2%
Weighted average number of common pharea cutscanding........ 1,235 3,809 4,958
See accompanying notes.
F-4
BIRCH TELECOM, INC.
CONSOLIDATED STATEMENTS OF STOCKHCLDERS' EQUITY (DEFICITY
YEARS ENDED DECEMBER 31, 1937, 1398 AND 1959
{IN THOUSANDS}
SEFIEL i SEFIES P SERTES © TERIES T SERFTES E e fage o)
FREFEFPID FREFERPET PPEFERPEL PREFEFRED PAFEFERRET STOCK WAPEANT 5 STk
STOCK TN aTCF ST¥ TN s 21 PAF 5 L1 PAaF i 3J% FRF
Ba.ance at Cecember 21, 396
Jdate ot inceprior. and
Cecember 11, 1596 5 - H H H H § § H
TRNLANSE Bf Common $tork and
wAFTART S ! !
MEL Ltam oand COMDrEnerEL v
=il
Ha.ance 45 Secwnber Ll 1F9C o * 4
RECApI LAl TAL IO o 4 e
HeTgEr w,lh PRFEE ) E
PREgAnCE Sf wAPIANTS .0
TERLECLLoh «1Th LA% penLDr
rotes
Bedempt ion 21 #eriew A preferced
AL 1
AUk duvcpdend .
LA exerciae "
Frwlacemenl I 4ApaRg @
predarred 97 e 3y, lEnda
L= TR I L [ T I
;{Pf‘.”r“"l 4 WK ARLArTe
LIS |
aerLed R oprelerTel gt Lo
HA N N ]
1 c Ll amt . ag R Tomimrier
o I g9
LI pseseoa, e
S am ey e oesrae (X
Aage Y
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ADDITTONAL
WARLANT S PALD-Tw ACCUMULATID
$.071 FAR CAPITAL DEFICIT TOTAL

Malance at December 71, 1946

idate of inception! and

December 11, 198§, . L q-- 5 .. 5 .. < ..
Iesuance of commeon scock and

wATTANLS. ... ... . -- 1,702 .. 1,800
Net ioes and comprehandve

loaw.. ... .. ... . . .. t1, T i THS)
Balance ac December 3], 1997, .. oo 1,782 vLoteel 19
FMecapitalicat:en .. | . -- 14 sa co

rger with Yalu-Line. . . 1L T H .- 14,750
Tpsuance of warTantd ;n

CONRECLLON With 14% senyor

notey. .. . . . i1 .- .- R
Redempr.ion of ser:es A preferred

BEOCK. L L L EE oo 14,471 B rd, 501
Stoek dividena ..., 11i --
ORC1OR EXerTiInE. .. -- 4

Restaremenc of derien B

preferred stock dividends. .. B L11] - 164
Amorrication of sarcew B

preferred Btock sasuance

coOME. ... L - 1281 o ¥ 1)
Serief A preferved atock

dividenda ... ... . ., oo 144! - [3%1 ¥
Accretion of ser.e9 B preferred

ftock dividends. . .. .. 5 - 1520 oo (R +1 X
Rec 1380 and cowprehensve

la P 18,2081 (14 308
Balance at December 31, 1998, e 10, %44 117, 997 LT, 99

F-5

BIRCH TELECOM, INC.
CONSOLIDATED STATEMENTS OF STOCKHOLDERS' EQUITY (DEFICIT) (CONTINUED)
YEARS ENDED DECEMBER 21, 1557, 1598 AND 199%
{IN THOUSANDS)

SEFIES A SERIT SERIES T SERIES B SERIES E MO Towl
FREFER#ED PREF FREFEFREL FAEFERRED PREFENRED STOCK wARRANTS STUCE
STUCE a1 STO0E STOCK STOCK £ 0L PAR 3 oLL Aa F Ul PAR

Balance av December 31,
1994 . . ° °

iamuance of eeries D preferred
nEoch .

iapuance of series £ preferred
ATaCK .

tmpyance of Jommon grnoe

REALATEhent Of BEILES m
prefered mbock

Fedempoior of series O
prefecced atock.

Redewmpe tor. of aeries E
prefecred stock

Pecorement of comman srock

Ahortaraticn of ser.ed F
prefecred stock swpuance
coata

hiTrELLOR 31 series F
preferted g7o0r 3 vuidends

Ner % 4rd COMpCEREng, S8
NS 1Y

Ba,arce ab December )0
199 g .4 g H H 8 3

Gg.ance 4t Zecemher gL
i34 )
CasLance ! dpr.ea D prelsicel

toarc, el E prefeicred
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preterced srock. . . . . HR R 'F, 8721
Retirement of Common srock o A4 0<kaea
AmCrtization aof seriem F

prefecred stodk jesuance

coacs. . iy .- 243
Accretion or unel P

preferred wtoch dividends . - - 13,590 13.%%0
Het losw and ealprenlnuvt

loam. o 0000 coooas oa oo 00 161, Sl L, Bl
Relancs at December 11,

199y, o oo B §117 5 11, &18 $/73 0011 F167,. 95T

e atamann [ETS T T mamnnass

See accompanying notes.
F-&
BIRCH TELECOM, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
YEARS ENDED DECEMBER 31, 1987, 1998 AND 1935

{IN THOUSANDS)

OPERATING ACTIVITIES
Neb LoBB. . . e e 5{1,7E9! 5{16,208; 5:i61,804!
Adjustmenca Lo reconcile nec loss rto net cash used in

operating activities:

DepPreciatlon- ... .. v i e

............... 27 720 7,948
AMOTEEZALLOII . L . L. i i e e e e e e - - 1,588 2,880
Provision for losses on accounts receivable............... -- 140 561
[T 5T 50 18 i3
Changes 1n operating assecsg and l:abilicies, n £

effecta of acquieitions:
AcCcounts receivable....... ... ... e C . .- S1, 905! 7,611
Inventory. e e e e e - - L300 i589
¥repaid expenaes ......... I booocooococa00aooe 2 Larg 1,997
Other intangibles........ ............ ... ... .. 5 oooeoa - o 2,965
Other agmets. .. .. .. ... .. ..o e a7 .198 2.1%7
Accounte payable. ... L L 255 1,888 4,592
Accrued EXPERSBSS . ... .. ... ... - L, 3688 7,815
Het cash uaed 1n operating activities. .. L., 1.551 V10,643 51,228

INVESTING ACTIVITIES
Purchase of property ang equipment. ... . . © @5 0o oosaga LiéB z1l,85¢ 41, %80
Business acquis:tions, net of cash acqnlred ............... ° o TLTET 4.80%
Amartization of discount on pledged securities. . ... ... ..., 1.2t I, 7es
Maturity of pledged securit.es. . .. S oo 7692 36, 263
Purchase of pledged securit.es . . B : 44,247 il
Net cash uged 1n inveating act:vitiea. . ... 122 67,091 il 79

FINANCING ACTIVITIES
Proceeds from long-term deb. .. ... ... .. ... L . 123 1500
Proceeds from L4V seniorT notes. . P - Ll14.663
Proceeds from convertible notes. ... . L. co oooo 1.50C
proceeds from Lssuance of preferred atock. .. ... . ... . - 9800 73,200
Proceeds from issyance of common stook and warrants. .. L.TER 13z
Paymentc of f1uanc1ng COSLE. .. ... . Ac 4, %22 a,804
Repayment 2f long term debe . ... .0 L S . . a2
kgpayment 0f ‘ap.ca‘ lease ibiigat.icns e 578 L.073
Payment =f ser.es A preferred stocw dl\ldEndS . A 1A
Borrowing repaymnent zf noves payatie To stooaho.ders. . . 253 524
Redempticn of preferred siock 4 TF Laoeng
Rederps ion of -ommen sinig R

Netr cash prov.zed oy flinancing activit.es

NET INTREASE  LEIREMSE  IN TASH ANL CASM T
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CASH AND CASH EQUIVALENTS AT BEGINNING OF YEAR. ... oo.ov. .. .. - 210 39,745
CASH AND CASH EQUIVALENTS AT END OF YEAR... ................ s 210 é_;;:;;; é-.é:S;;

Supplementary schedule of non-cash investing and firancing
activitieg:
Amounte recorded in connection with acguisitions:
Fair value of net assets acquired, net of cash

acquared. . . ............ 000 a00B000aD0a00aD0a000000000000 . s - . $ 5,064 5 2.891
Fair value of intangible ampecs. . . .................... .. - 20,500 4,130
ApBumpt:ion of liabllaties...... ... .. .. . ... .. ... ... ... .- 12,430 1539)
Assumprion of long-cerm debt and capital lease
OBLigatLlonNg. ..ot e oo 1,027 1B
Iasuance of geries A preferred BLOCK. ... ... ............ - - (4,780
Ismuance of geries ¢ preferred stock. . ... ... . ......... [ [10, 000!

Immuance of common stock. . ... ... L L L L .- oo (211
Common stock 13sved 1n exchange for other assets. .. ... ... L] .- ° o
Propercty and equipment additions acquired through capital

leame. . e e -- 728 2,099
Property and equipment additior.. included i1n acrountsa

PAYADLE . . e 2,157 5,873

Supplemental diaclosure of cash Flow information:
Caah payment for interest, net of interest capitalized of
$436 1n 15998 and $1,324 In 1999, . ... .- 7,725 1A, 690

See accompanying notes.
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BIRCH TELECCM, INC.

NOTES T CONSCLIDATED 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 ¢  ance, Internet access,
and other communications services to busineas and resi. al customers. The
consclidared financial statements of Birch Telecom, In iclude the acgcounts of
Birch Telecom, Ing. and the accounts of its whclly-own subsidiaries
(collectively, Birch!. Birch currently serves certain markets in Missourai,
Kansaa and Texas. Birch's business i3 highly competitive and is aubject to
various federal, state and local regulations.

Birch was in the development stage for the period from December 23, 1996
idate of jnception) to February 10, 1998. Accordingly, Birch had no operating
revenue and incurred operating losses and operating cash flow deficits during

that period.
2. SUMMARY QF SIGNIFICANT ACCOUNTING POLICIES

CASH AND CASH EQUIVALENTS

fFor purposes of reporting cash flows, Birch includes as cash and cash
equivalients highly liquid investments with original maturaties of chree months
or lesa.

REVENUE RECOGNITION

Revenue (or communicati.ons services is recognized when customers use the
associated services. Egquipnent revenue 15 recognized when systems or services
are substantially complete Revenue on biilings to customers .n advance of
providing services is deferred and recognized when earned. Customers are nRot
charged fees to activate imitial service.

COST OF SERVICES

Cost of services includes (ocal and lgna-distarnce serwvices curchased frem

Comoerghe 2000 LOCG (R Codigge, I rver 101 2003, Page
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1ncuwbent lo;al exchange carriers, interexchange carriers and certain providers
of fzper optic telephone networks. Cost of services also includes costs
associated with the sale and installation of telephone systems.

INVENTORY

) In?entoFY is carried at the lower of average coet or marker decermined on &

fxrst-%n. first-out basis and conpists primarily of parta and equipment used in
the maintenance and installation of telephone systems.

ADVERTISING COSTS

Adyer;iaigg costs are expensed as incurred and cotaled §895,000 in 1998 and
$3.0 million in 1999. There were no advertising cosets in 1%97.

F-8
BIRCH TELECOM, INC.
NOTES TOQ CONSCLIDATED FINANCIAL STATEMENTS (CONTINUED)

2. SUMMARY OF SICGNIFICANT 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
CoOmMMUNicALioNE BEEWOLK. o .. it a in s is i e s eya oo 2-10
Buildinga, furniture, fixtures and equipment.... .......... 50 2-40

GOCDWILL AND QTHER INTANGIBLES

Goodwill represents the excess of the purchase price paic _ver .he fair
value of the net assets accguired in Birch's acquisitions. Goodwill is being
amortized over 25 years ugsing the straight-line method. Accumulated amortizatian
on gocdwill totaled $595,000 at December 31, 1998 and $1.4 million at
December 31, 1595.

Other intangibles consist primarily of customer lists relarted to Birch's
acquisitions, deferred financing costs and deferred line installation costs.
Customer lists are amortized over 5 years using the straight-line method. The
deferred financing costs are amortized over & to 10 years, the term of the
asscciated financing, using the acraight-line method. Deferred line installation
costs are being amortized over 2 years, the approximate average life of customer
contracts, using the straight-line method isee Note &) .

Birch reviews its long-lived assets in accerdance with Statement of
Financial Accounting Standarda (SFAS) No. 121, "Accounting for the Impairment of
Long-lived Assers and Long-lived Assets to be Disposed of " for impa:rment
whenever events or changes in cilrcumstances indicate that the carrying ameunt of
an asset may not be recoverable. [f such events or changes in Cirycumstances are
present, a loss is recognized 1f the carrying value of the assel is in excess of
rhe sum of the undiscounted cash flows expected to result from the use of the
asset and its eventual disposition. An impairment loss 1s measured as the amount
by which the carryind amount of the asset exceeds the fa:r value zf the asset.

INCOME TAXES

Birch accounts £for income raxes 10 acsscordance with SFAS Noo 109 Accounting
fxp Imcome Taxes Birch revognizes deferrec tax assens and liabilities for ot
expecred future tax conseguences of evVents tkat have been included in Tre

Copyright 2000 LG AR Culing, g tver 18] RELIEY Page 71
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t;na?cial statements Or tax returns. Under this method, deferred tax assets and
liabilities are decermined based on the differences between the financial
atatement 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 (gee
Note 14). Deferred tax assetm 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 disclosure provisions 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 baged method as prescribed by Accounting Principles

F-9
BIRCH TELECOM, INC.
NOTES TO CONSQLIDATER FINANCIAL STATEMENTS {CONTINUED)

2. SLUMMARY OF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED}

Board Cpinion No. 25, Accounting for Stock Issued to Employees. Under this
method, compensation is meapured as the difference between the market value of
the atock 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 period of the
opticns. The estimated market value used for the stock options granted was
determined on a periocdic basis by Birch's board of directoxs. In accordance with
APB No. 25, Hirch has recorded no compensation expense related te opticns
granted because the exercise price is equal to the estimated marker value of the
stock on the date of grant (see Note 15).

FAIR VALUES OF FINANCIAL INSTRUMENTS

The carrying amount of cash and cash egquivalents approximates fair value /
to the short maturity of the instruments. The fair value of Birch's pledged
securities was $38 million at December 31, 1%38 and $23.3 million at
December 31, 1999. The fair value of Birch's senior notes 15 estimated to be
$106 million at December 31, 1998 and $11%5 million at December 31, 1999 based aon
the quoted market rates for the debt. The fair value cof other long-term debr,
acecounts receivable, accounts payable and accrued expensea 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 asgumptions 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 1s based on the weighted-average number of common shares cutstanding .
Stock options and convertible preferred stock are anti-dilutive. and therefore
excluded from the computation of earnings per share. In the future, these stock
eguivalents may become dilutive.

RECLASSIFITATIONS

Certain items 1n the 1397 angd 338 ccrnsolidated f:inanc:al scatements have

teern, re-lassif:ed te be consistent with the classaificaticn in the 1995
consolidared financial scatements,

NEW ACCCUNTING PRONCUNIEMENTS

Copvright 2000 (D0 (R Oufene fng feer Pl 2oy P
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In June 19%8, the Financial Accounting Standards Board (FASB) igsued S5FAS
No. 133, Accounting for Derivative Instruments and Hedging Activities, which
supersedes SFAS Ne. B0, Accounting for Futures Contracts, SFAS No. 105,
Digcloaure of Information About Financial Inetruments with Off-Balance-Sheet
Rigk and Financial Inatruments with Concentratiocn of Credit Risk, and SPAS
No. 119, Diesclosures about Derivative Fipancial Instruments and Fair Value of
Financial Inatruments, and also amends certain aspects of other SFAS's
previously issued. SFAS No. 113 establishes accounting and reporting standards
for derivative instruments and hedging activities. It requires that an entity
recognize all derivatives am either assets or liabilities in the balance sheet
and measure those instruments at fairp value. SFAS No. 133 is effective for our
conaclidated financial statements for the

F-10
BIRCH TELECOM, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

2. SUMMARY QF SIGNIFICANT ACCOUNTING POLICIES (CONTINUED!
vear ending December 11, 2001. We do not expect the impact of SFAS No. 133 to he
material in relation to its conaolidated financial statements.

1. ACQUISITIONS

In February 19%8, Birch merged with Valu-Line Companies, Inc. {(Valu-Line} in
a transaction valued at $19.5 million, consisting of $4.75 million in cash,
2,968,750 shares of series A preferred Btock 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 1362,
Valu-Line has been primarily providing switched long dimtance gervices, customer
premises equipment (CPE} sales and gervices and, since March 1987, local
sexvice.

In May 1998, Birch acguired Boulevard Phone Company {Boulevard]), a shared
tenant service provider in the Kansas City metropelitan area, for §300,000 in
cash and Telesource Communications, Inc. {Telescurce), a CPE provider in the
Kansas City metropelitan area, for $325.000 in cash.

In September 1998, Birch acquired TFSnet, Inc. (TF3net!, an Internet service
provider based in the Kansas City metropolitan area, for $2.65 millicn.

In February 1999, Birch acquired American Local Telecommunications, LLC
(ALT), a competitive local exchange carrier based in the Dallas, Texas
metropolitan arsa. 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 1999, Birch acquired the stock of Capital Communications
Corporation (Capital), a telecommunicaticns equipment provider based in the St.
Loula, Misasouri metropolitan area. The total purchase price was approximately
53.0 million plus additional cash considerat:on, recorded as additional purchase
price, based on local service lines converted to Birch's service from Capital's
existing cuatomer base, which totaled approxamately $161,000 through
December 31, 1999.

All of the acgquisitions referenced above were recorded using the purchase
method of accounting. Accordingly, the coperations of each are included in the
consclidated statements of operaticns and cash flows from the date of

agcguilsition.

The foileowing :s unaudited pro forma information refiecting the effect o
the 19%8 acguisitlons on tne resu.ts as though they had been corp.eted mifec

January 1. 1997 and 19%8:

Copyright 2000 0GR Quliag g over |1 2000 Page ™
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YEARS ENDED
DECEMBER 31,

{IN THOUSANDS, EXCEPT
PER SHARE DATA)

ROV B U . . . L L e e e e e e $18,847 £29,193
HeE OB . . . ... e e e e 19,325 28,921
Logs per common BRATE. . ... ...ttt e e e 15.65 8.05

The impact of the 199% acquimitions was not material to our results of
operations,

F-11
BIRCH TELECOM, INC.

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

4. ACCOUNTS RECEIVABLE

The compoaition of accounts receivable, net as of December 21, 1%98 and 19%9
is as follows:

{ IN THOUSANDS)

Billad. . e e e e e $3,.144 5 9,312
Unbilled. . ... e e e e e 1,129 2,756
4,273 12,068
Less allowance for doubtful accounta.. . ... ... ... . ... .. ... 234 456
54,039 fli.6l2

$. PROQPERTY AND EQUIPMENT

The compoaition of property and equipment as of December 11, 1998 and 15%9°%
is as follows:

VIN THOUSANDS)

Communicatlions OeTWoEK. . .. ... .. . e e e 5 5.966 $28,52%
Buildings, furniture, fixtures and equipment.............. 6,929 34,5862
Conmstruction 1n PrOQIEBA. . .. . ...t e 14.405 3,00%

26,900 Jo.1%2
Less accumilated depreciation and amcrtizatish. . .. ... ... .. T47 B.080
Property and equipment. net.. .. . .. e . . 526,153 s62,.012

Copyvreght 2000 D3GR Chtline, fite tver | O 20 Page 7h
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§. OTHER INTANGIBLES

Tpe composition of other intangible asmets, net as of December 31, 1998 and
1999 is as follows:

{IN THOUSANDS)

Cuatomer LiBEE.. . ... ... ittt $3,525 5 4,225
Preferred stock iBAUANCE COBLE. .......... .0\, 325 &,989
Deferred financing COBEM. . ... vttt n e e i 4,630 6,412
Deferred installation coBBa............ v, -- 2,363
L D o 153 330

8,633 20,319
Less accumulated amortizat;on ............................. 1,013 3,408
Other intangibles, net .. .. .. .. .. ... ... .. §7.620 $16,911

LE & & 8 %1 =TXETIIE

7. DEBT, PLEDGED SECURITIES AND WARRANTS

During December 1999, Birch completed a 575 million senior credit facilaty
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 TQ CONSOLIDATED FINANCIAL STATEMENTS {CONTINUED)

7. DEBT, PLEDGED SECURITIES AND WARRANTS {CONTINUED!

purpcses of Hirch's subsidiaries and the term loans are to be used to finance
the development, design, installation and acguisition of relecommunications
eguipment, inventory network assets and back cffice Bystems. 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 Cffered Rate [LIBOR! plus a
margin ranging from 2.75% te 3.75%. The applicable margins are based upon
Birch's debt to EBITDA ratic, as defined by the asenior credit facility. Interesc
is paid gquarterly in arrears for loans bearing interest based upon Prime and/or
on the laat day of each relevant interest period, for pericds not in excess sf
three months, for LIBOR loans. For LIBOR loans with intereat periods of longer
than three months, interest is paid each day which 1s three months after the
first day of such interest periocd 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 upcon Birch's average berrowings in relation to the average borrowi.ng
availability, as defined by the senior credit fazility. For the year ended
December 31, 199% comm:tment fees totaled $25.174. Principal payments begin
March 2C03 and the credit facility matures December 30, 2006. The senior credit
facility is secured by a perfected first priourity security interest 1in
substantially all of Birch's assets and capital stock. Deferred financing costa
incurred ampunting to 51.% million at December 31, 1999 are being amortized owver
the life of the credit facility using the straight-line methed. Amortization for
~he year ended December 31, 199% was not significant.

Juring June 15%8, Birch completed a 3.18 m:llion private =ffer:ng of 14%
seni1or notes due June 2008 and 115, 30C warrants tc purcnase .. 453,731 snares of
common steck. Interest on the senicr notes .s pavable semi-anmnually noarrears
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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 senior notes of
$110.2 million and concurrently purchased pledged securities of $44.2 million.
The pledged securities are restricted for interest payments on the genior notes
and, together wich the interest accruing thereon, will be used to satiafy such
intereat payments through June 2001. Birch claseifies its pledged mecurities,
congisting of $37.8 million at December 31, 1998 and $23.4 million at

December 31, 1959 of U.S. Treasury securities, as held toc maturity recorded at
amortized cost and maturing between six and eighteen months. A porticn of the
proceeds from the senior notes, §337,000, was allocated to the warranta, and the
regulting debt discount iy being amortized over the life of the debt on the
straight-line method, which does not differ materially from the affective
interest method. Unamortized discount was 5319,000 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 ipsuance. Deferred
financing costs incurred amounting teo $4.9 million at December 31, 1959 are
being amortized over the life of the senior notes using the straight-line
method. Accumulated amortization on the financing coete totaled $1.5 million at
December 31, 193%. The senicr 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 indebtednass of Birch.

A Registration Statement on Form 5-4, registering Birch's 14% senior notes
and ‘exchanging the outstanding senior notes for exchange notes, was declared
affective by the Securities and Exchange Commippion (S5EC) in March 19%9. The
texrme and conditions of the exchange notes are identical to those of the seniocr
notel in all material respects.

The senior credit facility and the pepnior notes indenture contain certain
covenants which, ameong other thinge, reatrict the ability of Birch to incur
additional indebredness, pay dividends or make
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NOTES TO COMSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

7. DEBT, PLEDGED SECURITIES AND WARRANTS (CONTINUED)

distributions of Birch's o©r its pubsidiariep' stock, enter inteo sale and
leaseback transactions, create liens, enter into transacticns with affiliates or
related peracns, consolidate, merge or sell all of ite assets. Birch was in
compliance with these covenants at December 31, 1959.

Birch's debt consisted of the following at December 31, 1598 and 1595:

14% SENLOr NOUES . . L .. o e e

x=samm=28

Senior credit facility:
Equipment Eerm loansS. . ... ... .. ...

Total senior credit facility. . ... .. ... .. ... ... ... ... 5 - - 3 10,000

Other long-term debt, 1ntevest accruing between B. 6% and
9.8%, maturing through 2013, secured by buildings..... $§ 345 5 244
Less current matuTlties. . .. ... L

Coprright 2000 DG AR Gulive, fa¢ tver 0 2008 Page ™8




st —

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

Asgers securing the cther leng-term debt totaled $814,000 at Decembear 31,
1898 and $766,237 at December 31, 1993, net of accumulated depreciation of
$19,000 at December 31, 1398 and $35,037 at December 31, 1399.

Principal paymente required on the cutstanding debt during each of the next
five years are as follows (IN THOUSANDS) :

2000, e 5 10
28 S, 10
2002 . 11
ADBY o o cooec00000000200080000000080000 800000000000 0000600 0. 5,012
200 . e 5,014
Thereafrer . ... . ... 114, 5302

5 124,559

8. CAPITAL LEASE OBLIGATIQONS

Birch leasesg telecommunications equipment, computer egquipment and
automobiles under capital leases with imputed interest between 8.0% and 12.0%.
Agsets under capital leases tortaled $1.% million at December 11, 1988 apd
$3.6 million at December 31, 1989, net of accumulated amortization of $210,000
at December 31, 19959 and $1.1 million at December 31, 1999. The future minimum
lease

F-14
BIRCH TELECOM, INC,
NOTES TO CONSCLIDATED FINANCIAL STATEMENTS {CONTINUED)
8. CAPITAL LEASE OBLIGATIONS (CONTINUED)

paymenta under the capital leases and the pres~~:. value of the net minimum laase
payments ag of December 31, 1999 are as follows (IN THOUSANDS) :

-2 L §1,528
2000 . .. 545
2O . e e 92
ADOY 60 0c0ceoooo000000imeconoec0noag 000050000000 0e00000000000a 57
2004 e e e e e e e -
Total minimum lease PAYMENLE. . . . ... ... vt 2.222
Less amount representing lnter®st. .. .. ... ... ..., 36
Present wvalue of net minimum lease paymenta. . ... .. .......... 2,126
Less Current MALUELITI@B. ... ... vt e e 1,290

5 8lis

Amorr:zation expense for assets under capital leases was $157,000 for 1558
and 5974165 for 1599.

3. CAPITAL STRUCTURE

Zuring 19397, 51.8 million of commen stock and §$18,C0C Sf warrants were sold
S management and equity invests 2 and §0.71 per share. recpextively.

Copvright 2000 DGR Ouling fag fver J U1 201 Page 7Y
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The warrante entitled the holders to purchase an additional 1.8 million shares
of common stock at 51.00 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 proceeda of $12.4 million, converted all exiating common stock to
geries C preferred stock, terminated common stock warrants, canceled the 1997
stock optien plan, created the 18%8 stock option plan and issued 474,750 shares
of common stock to employees of Birch. Alec during February 1998, Birch issued
$4.75 million of series A preferred etock and $10.0 million of series ¢
preferred stock in connection with the Valu-Line merger. Birch redeemed the
peries A preferred stock in June 19%8. Alsoc in June 1998, the convertible notes
were converted into series B preferred stock.

During July and Auguet 1999, Birch isaued $10 million of series D prefearred
stock and $6¢ million of series F preferred stock at $4.50 per share. Options
were granted to purchase 3525 rillion of series F preferred stock at $4.75 per
share and $25 million of geries 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 seriea B preferred stock
converting it into a new series B preferred stock and a new geries E preferred
atock, The series E preferred stock was then redeemed for $56.6 million. Net
proceeds generated from these transactions totaled $44.4 million.

AUTHORIZED SHARES

At December 31, 199%, Birch had shares authorized totaling 80 million ehares
of common stock and 55 million shares of preferred stock. The preferred stock
hap degignaticns of 5.75 million shares of series B, 6.5 miilion shares of
series C, 2.2 million shares of series D, 1.9 million shares of series E and
30 million shares of series F.

F-15
BIRCH TELECOM, INC.
NOTES TOQ CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

9. CAPITAL STRUCTURE {(CONTINUED)
RIGHTS

All classasa of preferred stock are convertible and cvontain certain voting
rights. The common stock alao has voring rights similar to the series C
preferred stock. The series B, series D and series F preferred stock have
additional wveoting rights in certain circumstances. Additionally, the seriea F
praferred stock contains mandatcry redempticn rights based on certain senior
management retention. In the event of mandatory redemption, the phares are
redeemable for amounta similar to the liguidation preference discussed below.

LIQUIDATION RIGHTS

Birch's series D and series F preferred stock have a liguidation preference
over the series B and series C preferred stock and commorn stock at the greater
2f (i) the purchase price plus accrued but unpaid dividends ocr {1:} the amount
the holders would have received upon liguidation 1f such shares of series D and
gseriea F preferred stock had been converted teo common stock immediately prior no
liquidation. Birch's series B preferred stock has a ligquidation preference only
over aeries { preferred stock and commen stock at an ameunt egual to the sum of
the purchase price plus accrued but urpaid div.dends. Series C preferred stock
has preference conly cover common 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 13%

per annum unt:l the series B was ccnverted and restated L1nto new series B AL
~rat tTime, 6 rthe rights and preferences were amended and restated to revove the
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mandatory dividend rights and now the series B cumulates cash dividends ar 15%
per annum, amounting to $814,000 at December 31, 1993. 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 5750, 000 at
December 31, 199%9. Only the series F preferred stock contains mandatory dividend
rights. Accrued cash dividends on seriesg F preferred stock totaled $3.6 million
at December 11, 1599, as reflected in atockholders' equity. Common atock
dividends, if any, will be declared at the diacretion of Birch's board of
directora. Birch has not paid any cash dividends on common stock since inception
and does not intend to pay any in the foresesable future. Restrictions contained
in the senior credit facility agreement and the senior notes indenture prohibit
Birch from paying certain dividends on ita capital stock.

On June 23, 1998, Rirch paid a stock dividend, in the amount of 0.055 shares
per share, to the holders of Birch's weries B preferred stock, series C
preferred stock and common atock ag of June 15, 1998. Dividends paid on
peries A preferred stock in 1398 totaled $168,000.
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BIRCH TELECOM, INC.
NOTES TQ CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)

10. RELATED-PARTY TRANSACTICNS

During December 1997, Birch borrowed $250,000 from Birch's principal
stockholder under a note payable. The note payable waa fully repaid in
February 1998.

Birch acquired notes payable to Valu-Line shareholders totaling $274.000 in
the Valu-Line merger. Thepe notes were fully repaid during 1958.

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 19%9. Birch
p ‘hased advertising from the broadcasting company totaling $490,.000 in 1%98 and
$. 0 in 1999.

A real estate company owned by the President of Birch's zguipment divasion
was paid 53,588 for building maintenance in 1958 and 512,587 in 199%,

11. COMMITMENTS AND CONTIMGENCIES
Future minimum rental commitments at Decamber 31, 1999 for all noncancelable

operating leases, consisting mainly of leases for office space and equipment,
are as follows (IN THOUSANDS!

35 § 2.766,794
200Y . e e e 3,042,829
200 . L e e e e 2,925,940
1. 2,567,29%
ZO04 . . o e 2,443,322
Thereaframr . . L 7,769, 658%
L 521,519,838

FER==2Fr=EmonE =

Total rent expense was $81,000 in 1997, 5485,.000 1n 1938 and $1.5 mallion 1in
1999, Birch may renew leases on 1ts corporate offices :n terms ranging from
thiree o ten years at races approximating the prevalling market. Renewal rentals
are exc.uded from the table.

Various 5uits aris:ing in the crdinary Jourse cf business are pendind against
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Birch. Management cannot predict the final cutcome of the actions, but balieves
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
Bubject to annual maximum limitations. Employees can participate after meeting
che plan's eligibility requirements. Birch may alsc make discretionary
contributions. Birch contributions to the plan were $148,000 in 1598 and
$594,925 in 1999.

13. EMPLOYMENT AGREEMENTS

Birch has entered into employment agreements with certain executive
employees which provide for payments to be made in connection with certain
termination of employment or change of control. The benefits include cash
compensation, immediate vesting of outatanding stock options and coverage under
Birch's group health plan.

F-17
- BIRCH TELECOM, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS [(CONTINUED)

14. INCOME TAXES

Net deferred taxee consist of the following as of December 31, 1998 and
199%;

Deferred tax -
Ner operati._ loss carryforwards. . . .................... $ 5.528 $ 28,770
Accruals and reserves not currently deductible.. .. .... 91 182
18 o 1.5 668 614
6,287 29,566
Valuation allowance. . .. . e e 15, 79%) (28,741
488 825

Deferred tax liabilities:

Property and equipmenL. .. .. ... ... ... 488 25
$ X $ = o

Net income tax benefits of approximately 55.1 million 1n 1996 and $22.9 1in
1993 have been coffser by increases 1n the valuation allewance. At December 31,
139%, 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 race to vary from the
statutory federal income tax rate of 35% was the valuation al.iowance.

15. STCCK DPTICH PLAN

At Zecember 11, 1997, Birch had granted Sptilons to purchase commen shock
under the 1997 stcck option plan. The cprions granted had a4 term of 13 years and
vested pover a four-year perica  This plan was termirated and superseded in 13%8

Crpvrighe 2000 D0 AR Ouling_fue tver 70T 2111 Pagre 82
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by the 1998 employee astock opticn plan. Neo options were or ever will be
exercised and no sharxes were or will sver be issued under the terminated and
superseded 1997 stock option plan.

Stock option activity under the 1597 atock option plan was as follows:

WEIGHTED-
AVERAGE PER
SHARE EXERCISE

SHARES PRICE
GEANEEd. . . o . e e e e e e 2,783,000 $ 1.00
o o= N - 1« - - --
Forfeited. . ... ... e e e e -- - -
Qutatanding at December 31, 1997............... ..., 2,783,000 1.00
T (2,783,000} 1.G0

Qutetanding at December 31, 1998.............. ...... -- .-

F-18
BIRCH TELECOM, INC.
NOTES TC CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED}
15. STOCK OPTION PLAN {(CONTINUED)

Stock option activity under the 1938 employee stock option plan was as
follows:

WEIGHTED-
AVERAGE PER
SHARE EXERCISE

SHARES FPRICE
Granted. . . e e e 5,093,064 5C. 242
Exerclamd. . .. . . e e 4,966,889 0.001
Forfeited. .. .. .. .. e e 14,250 2.500
OQutstanding at December 31, 19%8. . ... ... .......... 511,525 2.334
CGranted. .. .. . . e 1,794,800 J.8459
Exerciged. . ... .. .. L e = o =
Forfested. .. ... ... ... ... ... .. e e 275,87% 3. Q38
Cutstanding at Cecember 31, 199%.. ... . ........ .... 2,030,B50 J.E74

At Cecember 31, 1998, 5, 163 options were exercisablie with a weighted average
exercise price of $0.001. A: December 31, .9%9, 107,468 oprtions were exercisable
with a weighrted average exercrse price of 52 .17%.

The 195B empl.coyee stock Option tlan aythevized the grant =f cptisns {zr up
to 6.15%5,845 shares of Birch's common stock. The cptions have a term of
10 years and vest over a four-year per:cd All options exercised during L%93
were for options granted with an early exercise provis:ion. The shares from

Copyright 2000 LG IR Oufiee, fne tver § 010003, Fare N
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exercised options continue to be subject to the four-year vesting period. No
cpticns expired during 1998 or 1999.

Options granted in 1978 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 thode opticne is 9.4 years. The weighted-average fair values
of options granted during the years ended December 31, 1%98 and 1599 equaled
$0.05 and 50.73, respectively. At December 31, 1999, Birch has reserved
1,628,956 shares of common stock for issuance under the 1398 stock option plan.

Birch estimated the fair valus of each option grant using the minimum value
method permitted by SFAS No. 123 for entities not publicly traded. Birch used
the following agsumptions in the calculation: riak-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 coeset for the stock based compensaticn 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, 1597, 1998 and 1959:

- 1987 1928 1999
{IN THOUSANDS, EXCEFT PER SHARE
DATA|
Net loas--as reported. . ... ... ... 0. §(1,78%) $(16,208) 5(61,804)
Net logg--pro £OIMa. .. ... vt i {1,921} {1€,384) {62,411}
Loss per share--Bagic and Diluted--Pro Forma.... {1.56) {4.75) {13.36}
F-19
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NOTES TO CONSCLIDATED F JIAL STATEMENTS (CONTINUED)

16. SIGNIFICANT SUPPLIERS

Birch purchased telephone pervices from Scuthweatern Bell Telephone
amounting to 35% of cost of services in 1998 and 65% in 1939%. Birch is dependent
upon incumbent telephone companies, such as Southwestern Bell, fer the supply of
fiber optic networks that we use. Birch purchased switches and other network
eguipment and scftware from Lucent Technologies amounting to $12.9% millicon in
1998 and $9.9 million in 1999,

17. YEAR 2000 ISSUE--UNAUDITED

The Year 2000 1ssue i3 the result of computer programa being written using
two digits rather than four to define the applicable year. Any of Birch's
computer programs that have date-sensitive software may receocgnize the date using
"g0" as the year 1900 rather than the year 2000. Birch completed all Year 2000
readiness work and experiernced ne significant problems as a result of the new
year ., Birch does not believe it has ¢ontinued exposure to the Year 2000 problem
and does not expect further costs incurred in relation to the Year 2000 1ssue to
be substantial.

18. QUARTERLY DATA--UNAUDITED

The following table includes summarized quarterly financial data for the
years ended December 31:

o TERS
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1999

REVEMUE. . L e e e § 1,708 $ &.060 5 F.,aM8 § 8,844
CrOME MBTGLIT. ... .. ittt e e is e e 1,063 1,628 2,308 2,208
Lows from Operatiohm. .. .. ... ... oo (567} {1,488} 12,9986} {5,827}
Ret 1a#B. . .. e e (623} (1,766) (5. 468 {8,151
Losa per common share- -basic and diluted. .. ... .. .. ... i0.79) {p.585) {1.13} 11.76}4
1999,

REVEOLE . . . et $1D,63% 5 13,975 § 17,022 5 18,90%
GLOBE MATTIM . .. .0 oo ie et s e 2,711 1,514 3. 75) 4,142
LosE frOm OPRLACIONE. . . ..t oot m it e e {7,128) 19,525) f13,710) 119,300
Het 1od8. .. .. .. e e 19,9316} {12,619} {16,690} i22.339)
Lose per common share--basic and diluted.. ... ... ... .. {2.06) 12.59) (3.4} (5.30)

19. SUBSEQUENT EVENTS

Since December 31, 19%9, Birch has borrowed an additional $40 millien
through March 23, 2000 under the term loan portion of the senior credit
factlity.

Oon March 23, 2000 an affiljate of Kohlberg Xravis Roberts & Co. exerciamed
ites options to purchase an additicnal $30.0 million of Birch's aeriee F
preferred stock (pee note 9).

Also on March 23, 2000, Birch filed a regiatration atatement on Form S-1
relating teo a proposed initial public offering of its common stock. All
outstanding shares of Birch's preferred stock will automatically convert into
shares of common atock upcn completion of the propogsed coffering. In addition
Birch expects to declare a 1.795 for 1 split of its common steck prior to
completion of the offering. The conversion ratio for the preferred stock will he
adjusted accordingly.

F-20
REFORT OF INDEPENDENT ~.JITORS

The Board of Directors
Valu-Line Companies, Inc.

We have audited the accompanying consclidated balance sheet of tne Valu-Line
Companies, Inc. (the Company) as of December 31, 1997, and the related
consclidated 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. Our responsibility is to express an opinicon on these
financial statements based on our audit. ’

We conducted ocur audit in accordance with auditing standards generally
accepted in the United States. Those srandards reguire that we plan and perform
the aydit to obtain reasonable assurance about whether the financ:ial statements
are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the ampunts and disclosures in the financial statemesnts An
audit alsoc includes assessing the accounting principles used and significant
estimates made by management, as well as evaiuating the overall f:nancial
statement presentation. We believe chat our aud:it provides a reasonable basis

for our opinien.

In our opinion, the financial statements referred Lo above present faivrly,
in al] materi:al respects, the ronsclidated financial position of Valu-Line
Zompanies, Inc. at December i, 1%%7 and the consclidated results of :ts

operations and 1ts cash £lows for the yeay then ended in conformity with
account:ing principles generally accegted in the United States.

Ernst & Youno LLP
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Kansap City. Missouri
May 1%, 1958
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VALU-LINE COMPANIES, INC.
CONSCLIDATED BALANCE SHEET
DECEMBER 31, 1937

{IN THOUSANDS, EXCEPT SHARE DATA]

ASSETS

Current assets:
Cash and cash egquivalents. ... ... .. . ... it
Accounts receivable, net of allowance of $70..............
Other receivables--related parties........................
B R+ o 3 o 1
Prepaid BSXPERB&B . . . . . ... e e e
Income taxes receivable. .. ... ... ... . . oL
DEhBY ABBBLE . . . ot ittt e e e e e e e
Deferred inComME LAXEB. .. ... ...t oot e i nenn i iaan o

TOLAl CUFTENT ABBELEE . . .. .. ..t ittt ritie ettt
Property and aquipment, &L .. .. ... .. ...ttt nnn s
CLther ABAELE ., . .. . . . i it e e e e e e

BT o R ¥ T Y -

LIABILITIES AND STOCKHOLDERS' EQUITY

Current liabilities:
Current maturities of long-term debt and capital lease

Obligation. . ... . e e

Notes payable--related parties. . ... ... ... ... ... .. ....... ..
Accounts payable. ... .... ... ... o e
Accrued eXPeNnSES. . .. ... L
Cuatomer depoBIEE. .. ... ... e
Accrued salaries and commieBions. ... ... ... ... L.
Deferred COVENUB. . . . . . ..ttt et e

Total current liabilibdies. . ... .. .. ... .. . .. . e
Long-term debt, net of current maturities...................
Capital lease obligation, net of current maturigies. ... ... .
Defarred inCOM® CAXEE . . . .. . vttt e e e e e
STOCKHOLDERS' EQUITY
Commeon Btock, no par value, 100,000 shares authorized,
10,360 issued and outatanding. . .. ... ... ... .o L
MoRRARGEEl GOPRARER 0 0 c o000 oa00000000080009000086000000aa000aoa

Total stockholders’ equibty. ... .. ... ... .. ...

Total liabilities and stockholders' eguity. ... ....... .....

See accompanylng notes.
F-22
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CONSCLIDATED STATEMENT OF INCOME AND RETAINED EARNINGS
YEAR ENDED DECEMBER 31, 1997

(IN THOUSANDS EXCEPT SHARES AND PER SHARE DATA)

Revenue:
Communications fservices, net.................. Scccccaoanas $13, 785
Equipment sales, net......... ... . ... . ... e 1,016
TOUAL LOVEIMUE . . . . . i e e e 16,6801
Cost of services:
Cost of communicatione BeIVICESB. ... . ... ..., 9,859
Coat of equipmant BAleB............. ... ... . ... . iuirin.. 1,983
Total coBt Of BEIVICEB. . (. it e s 11,842
BFEEE WOEE o 6 00 booonooooo00 00000000000 00860600000000008000a 00 4,959
Selling, general and administrative... . ....... .............. 4,087
Depreciation and amorCiZabion. . ... ... ... .o ittt 341
Income from operations..... ... ... ... 551
IntErest EXPENGE. . . .. . et e e e e 37
Income before inCoOmME CANEB. . ... . ...ttt it iannnnonn 454
INCOME CAX SXPEMBE . . .. ..ot ittt ta e i ts ot o b eie oo e s 186
HEL QM ODmMB . . . . . e e e e e e 268
Retained earnings, begi.ning of yvear..................... ... 1,216
Retained earnings, end of year. . ... ... ... . ... a0, $ 1,484
P ——
Earnings per share--basic and diluted. ... .. ... .. ... ... . ... 5§ 25.87
AEE®EE®EE
Common shares outstanding--basic and diluted. ... ........ .. . 10,360

See acoempanying notes.
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VALU-LINE COMPANIES, INC,
CONSCLIDATED STATEMENT OF CASH FLOWS
YEAR ENDED DECEMBER 31, 19%7

{14 THOUSANDS}

OPERATING ACTIVITIES

WNaEE IIICOME . i i e e e e 5268
Adjustments to reconcile net income to nec cash from
operating activitles:
Depreciation and amortization... .. ... ............ ... ... .. 341
Cafarred 1RCOME LAXES . . .. . . . e 141
Income Tax BXDPENBE . . . . ... .. e e 73
Zhanges in operating assets and liak:ilitles:
Afcounts recelvabie. .. ... . o e SE6 T
Cther receivables--related parcies. .. e . ‘52
& Be ER]
< 5&
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Accounts payable. .. .. ... ... L 520
Accrued sxpenses and other current liabilities.......... 304
183 T (la2}

Retr cash provided by operating activities............ ....... 488

INVESTING ACTIVITIES

Purchase of property and equipment................ .......... {243)

Net cash used in investing activicies....................... {2413)

FINANCING ACTIVITIES

Payment of notes payable... ........ . ... ... . ... ..., {11}

Payment of notes payable--related parties................... (44}

Payment of capital lease obligation......................... {90}

Het cash used in fipnancing activities....................... t1ds)

Net increase in cash and cash equivalents................... 100

Cash and cash squivalents, beginning of yeazr................ 158

Cash and cash equivalents, end of year...................... 5258

See accompanying notes.
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VALU-LINE COMPANIES, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

YEAR ENDED DECEMBER 11, 1597

1. THE COMPANY

These consolidated financial statements include the accounts of Valu-Line
Companies, Inc., & Kansas Corporation, and its wholly-owned subsidiaries
fcollactively, 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 Broadcaating. 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 consclidated financial atatements in order to reflect financral position
and operating resulta on a basis consistent with the businesses acquired by

Birch Telecom, In¢. All intercompany balances and transacticns have been

eliminated in consolidat:ion.

The Company provides local, long diatance, lInteérnet, customer premises
equipment and cother communications services to business and residential
customers in the state of Kansas.

2. SUMMARY OF SIGNIFICANT ACCCUNTING POLICIES

CASH AND CASH EQUIVALENTS

For purposes of repaorting cash flows, the Company includes as cash and cash

equivalents, cash and marketable securities with original maturities of three

months or less.
REVENJE RECOGNITION

Revenue from COMMUNLICALlONS Services .s recognlzed when the services are

provided. Revenue on biliings to customers :n advance of providing services 1s

deferred and recognized when earned.

CONCENTRATICN OF CREDIT RISK

Coprright 2000 EDG (R Quitte, fng tver 1012 34
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The Company is exposed to concentrations of credit risk principally from
customer accounts receivable. At December 11, 1997, the Company's customers are
located in the state of Kansas. The Company performs ongeing credit evaluations
of ite customers ap a means to reduce credit risk.

FAIR VALUES OF FINANCIAL INSTRUMENTS

As of December 31, 19%7, 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 premisses communications equipment
held for sale and supplies, are valued at lower of average cost or market.

PROPERTY AND EQUIFMENT

Property and egquipment. including asseta held under capital leases, are
stated at cost and are depreciated using the straight-line method over the
eptimated useful livea of the relaced assets or lease term.

F-25
VALU-LINE COMPANIES, INC.
NOTES TCO CONSOLIDATED FINANCIAL STATEMENTS {(CONTINUED)

YEAR ENDED DECEMBER 31, 195%7

2. SUMMARY OF SIGNIPICANT ACCOUNTING POLICIES (CONTINUED)
USE CF ESTIMATES IN FINANCIAL STATEMENTS

The preparation of consolidated financial statements in conformity with
generally accepted accounting principles requires management to make estimates
and aspsumptions that affect the reported amounts in the consclidated financial
statementa and accompanying notes. Actual results could differ from theose
egtimates,

3. PROPERTY AND EQUIPMENT

The components cof property and equipment at December 31, 1957 are as
follows:

ESTIMATED

USEFUL LIVES 1397
[ IN THOUSANDS!
Telecommunications and other egquipment. . ...... .. .. S years < 1,703
Cffice equipment, furniture and other......... .... 1-7 years L. 178
Buildings and improvements. . ... . ... ... L 40 years 603
1T
Accumulated depreciation and amortizatiofi. .. ...... 11,3%2°

Telecommunication equipment under capital lease was 56
December 31, 1%%7. Accumulated amortizat:cn totaled $194. 0
L¥97. Amcrt:ization of assetrs under zapital lease is inciud

7,300 at
Z as zf Lecemper .,
d :n depreciazizn and

Comoright 2000 £0CG IR Qb {ng fver 101 2003 fPupce vy




-~ o~~~

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

amortization expense. Interest expense asgociated with the obligations under
these leapes amounted to 547,000 in 1997.

4. CAPITAL LEASE OBLIGATION

The Company leases telecommunicationsa equipment under a capital lease. The
future minimum lease payments under the capitalized lease and the present value
of the net minimum lease payments as of December 31, 1997 are as follows (IN
THOUSANDS) :

REXN) 0 0o avv0000000000000000000009000000000090000600000000000a 0 5137
A e 5 0000000009 00000000000000000006000000000006000000066 a0 137
D@0 0060000000000 00000000000000006500000900000000000090060s 117
A@BL 2 c 000000000000 00000000a000080000 00008080 6abaaan00068ca0s 57
Z0O®A 6 600 cccannovooeecannooen0eabo00000000a000 00000008 aa 50000 57
#BOD cocoovcooocnocooacncececaannoanaoscoanonan000030b060an0o0 0 57
Total minimum leaee DAYMEOLE . . . ...\ tnne e cn e i anar s 582
Less amount representing interest........................... 1147)

Pressnt value of net minimum lease payments with interest at

10.0%. . . ... PB9®00000000000000°000000a0 boooa 435
Lese current maturibies. ... .. .. e e e e {99)
5336

F-26

VALU-LINE COMPANIES, INC.
NOTES TO CONSCLIDATED FINANCIAL STATEMENTS (CONTINUED!
YEAR ENDED DECEMBER 31, 1597

5. LONG TERM DEBT AND NOTES PAYABLE

The Company entered into a note payable with a financial ipstitution in the
amount of $300,000 in 1992 to finance the remodeling of a building. The note 1s
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 firnancial institution. The cutstanding
principal balance on the note was $262,000 at December 31, 19%7.

In 1996, the Company issued a note payable of $100,000 to finance the
purchase of an office building. The note 1s payable in monthly installments
through 2011. Interest 1a payable at a variable rate (8.90% at December, 31,
1937) . The note 13 secured by the building. The ocutstanding principal balance on
the note was $94,000 a* December 31, 19%7.

Maturities on the aforementioned notes payakle are as follows [(IN
THOUSANDS) ¢

TAGE . e 5 11
B 1 5 13
2000 . . . e e 14
2001 .. L L5
2002 e 7
Theresafwer . .. ... ... ... ... 2R @
T 2154

Tonal . . . L

Copreghe 2000 (L DGAR Onime, Ing iver 101 2003 Page vl
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The Company alsc has 1otes payable to officers of the Company and members of
their families. The notes are unsecured and payadle on demand. Interest ia
payable at the treasury rate (5.85% at December 31, 199%7). 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 sponsora 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 Internal Revenue Code maximum limitations. Employees can
participate after meeting the plan's eligibility requirementa. The Company may
make a discretionary contribution. Company contributiona to the plan were
$81,000 in 1997.
F-27
VALU-LINE COMPANIES, INC.
NOTES TO CONSOQLIDATED FINANCIAL STATEMENTS (CONTINUED)
YEAR ENDED DECEMBER 31, 1997
7. INCOME TAXES

The income tax expense {(benefit) consisted of the following:

YEAR ENDED
DECEMBER 11, 1397

[IN THOUSANDE!

Current:

Federal L e e e e 517

- =0 25
Total CUTTEOL . . . et e e e 20¢
Deferred:

FaAdB Tl . . . .. e e e e e 1127

S A . e e e e 121
Total defarred. .. . . . .. e ilal
Tnoome Lax EXDeNBE. . .. ... . e e $186

The differences between the amount computed by applying the statutory
federal income tax rate tco income before income taxes and the provision for
income taxes are as follows:

YEAR ENIED
JECEMBER 31, 15927

Copyright 20000 DGR Onlore, fne rver 107 2 003 ) flage 94
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Tax computed at BLALULOTY YALE... ... .......... ........ ... £159
State taxes, net of federal effecc..................... ... 22
Other, net... ... .. ... ... .. .. 5
Income tax expense.................... ... .. . ... .. ... ;;é;

Deferred income taxesn 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 componants of the Company's deferred tax assets and liabilities at
December 31, 1997 are as follows (IN THOUSANDS) :

Deferred tax aesets {current):

Accrued liabilities. . .......... ... ... .. §32

Allowance for doubtful accounts.............cueunno o . 28

Inventory capitalization................c...ouiuninnunn. .., 11

— ol
Deferred tax liability (noncurrent):

D BERC AL ION. L .. L e e 27

Net deferred tax aB8eLB. . ... ... ...t e 544

Net cash paid for income taxes for the year ended December 31, 13997 was
$225,000.

F-28
VALU-LINE COMPANIES, INC.
NOTES TC CONSOLIDATED FINANCIAL STATEMENTS (CONTINUED)
TEAR ENDED DECEMBER 31, 19%7
5. ADDITIONAL FINANCIAL INFORMATION
RELATED PARTIES
In 1997 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 transacticons, .n the amount of $581.000. Valu-Line alsc received
services principally related to advertising from Valu-Broadcasting, [nc. in the

amount of $41,0800 in 1997. In February 13%%8. Valu-Line merged with ard into the
Company pursuant to the Merger.

MAJOR SUPPLIER INFORMATION

Cost of communlcations services provided by Southwestern Bell approximated
10% of the toral cost of communicaticn services for the year ended December 31
1837, Equapment purchases from Toshiba approximated S3%% of cost of eguipment
salea for the year ended December 31, 1957.

9. COMMITMENTS AND CONTINGENCIES
MiniTuom restal commitments at year-end 1997 for all noncancelable operating

.eases, consisting mainly of .eases for office space and vehircies. are as
follows (IN THOUSANDS! -

Copyrighs 2000 DGR Onfing, bug tver § 04 2 003 AT A
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b - T S $30
B L 19
200D . . e e e e, g
THE T A LT . . . ;;;

Total rent expense for 19%7 was $56,000.

10. SUBSEQUENT EVENT

In February 1998, the Uompany was acquired by Birch Telecom, Inc. for
$19,500,000. 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 compuber
programs that have time-penpitive software may recognize a date uaing 00 aa the
year 1900 rather than the ysar 2000. This could result in a system failure or
miscalculation causing disruptions of operations, including, among other things,
a temporary inability to process trangsactions, send invoices or engage in

eimilar normal business activircies.

Based aon ongoing agsesaments, the Company detsrmined that it will be
required te modify or replace portiona of its software so that ite computer
systems will function properly with respect to dates in the year 2000 and
theresafter. The Company presently helieves that with modifications to existing
software and conversions to new software, the year 2000 imsue will not pose
aignificant cperational problems for its computer syetems. The Company estimates
it will incur minimal expenses to modify and convert irs systeme and anticipates
completing the year 2000 project by the year ending December 31, 1998.

F-23
VALU-LINE COMPANIES, INC.
NCTES TO CONSQLIDATED FINAWCIAL STATEMENTS (CONTINUED!
YEAR ENDELD DECEMBER 31, 1597

11. YEAR 2000 COMPLIANCE--UNAUTITED {CONTINUED}

while the Company believes that its systems will be year 2000 compliant,
there can be no agsurance urntil the year 2000 occurs that all systems will
function adegquately. In addition, the Company interconnecta and uses various
local exchange companies' facilities to service ita customers, and such
Facilities currently utilize numercus. date-sensitive computer appl:icat:icns. 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 mater:al effect on the
Coempany's business, operating results and financial condition

F-3C

BIRCH TELECCOM, INC.
SCHEDULE II--CONSOLIDATED VALUATION AND QUALIFYING ACCOUNTS
YEARS ENDED DECEMBER 31, 19%7, 1998 AND 1399

THARLED T bA LML E
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OF YEAR INCOME ACCOUNTS OEDUCTIGONS YEAR

1997
Valuation allowance- -deferred income tax
REEEER . . . L e e % ) $ 631 5 0
139
Allowance for doubtful accounts............ 5 L] 3 1440 $113
Valuation allowdnrce--deferred incoms tax
ABERCP . . L e 5 631 $ 5. 112 5 0
1999
Allowance for doubtful acceounts. ... . ....... 5 214 5 561 £125
valuacion allowance--deferred ircome Cax )
55.79¢% $22.942 5 0

ABRSETS . . ...,

{1) Accounts written off, net of recoveries.

EX-12.1
2
EXHIRIT 12.1

COMPUTATION OF RATIO OF EARNINGS TO FIXED CHARGES

YEARS WNDED DECEMRER )1,

Eazninge
Tocdal sarnings . losel . 0 ocoooooso oo0p oa 5 94 5209 $160 5.1.789.
Income cax. ... ... ga o . aa .. ..

Subtotal. .. .. % L1} 154 11,709

Fixed chacges
interent charges.. . 5 coa ao . b1 ] P 3t
Interest [ACtor of cperacing rants ... P 1§ 1%

Total fixed charges.. ... .. .. 71 iie il

Earninge. as adjusted . FI46 5612 5570 3 1.783.

snxm aanu . e

Rat.io wi marninge to fixed chargen 1 46x L 1 4 ¥lx °
° . 5 1.789

Deticiency of earnaings to fiked charges

Note:
earnings are defined as lgss before

-3 ¢ 5 L1}
$ (39111 5 PR
H ¢ 5 5, 799
SidE4) 11 5 456
H ] $28, 7141

EXHIBIT 12.1

§:16,208: 5 &1, A04

-16.308: ELl, AO4

5 1& 208 5 61.804

sEEvduan Eammaste

$ 1a 108 5 &1 BO4

For purposes of calculating the ratio of earnings to fixed charges.
income taxes plus fixed charges. Fixe:z

charges consist of interest expense and a reasonable approximation of the
interest factor included in rental payments on operatcing leases.

111 The Predecesscr company
during Febyruary 1998. Fri:or to February 1398,

the developmental stage.

vs Yalu-Line Jompanies which was merged with us
we rad ng revenues and were in

Copyright 2000 EDG AR Ouding, fuc rver {80 21003

e WY



i, -—

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

<TYPEAEX-27.1

<SEQUENCE>]
<DESCRIPTION-EXHIBIT 27.1
<TEXT>

«TABLE> <83 «U»

<PAGE »

<ARTICLE> 5

<LEGEND»

THIS SCHEDULE CONTAINS SUMMARY FINANCIAL INFORMATION EXTRACTED FROM THE
CONSOLIDATED FINANCIAL STATEMENTS OF BIRCH TELECOM. INC. AS CF, AND FOR THE
YEAR ENDING DECEMBER 31, 1998 AND IS QUALIFIED IN ITS ENTIRETY BY REFERENCE
TO SUCR CONSCOLIDATED FINAMNCIAL STATEMENTS INCLUDED IN THE ANNUAL REPORT ON
FORM 10-K OF BIRCH TELECOM, INC.

</LEGEND >

<MULTIPLIER> 1,000

-39 o

<PFERICD-TYPE YEAR

<FISCAL-YEAR-ENDx DEC-31-1999
<PERIOD-START > JAN-01-1959
<PERIOD-END » DEC-31-1999
<CASH> 5,053
<SECURITIES» 15, %38
<RECEIVAPLES » 12,068
<ALLOWANCES » 456
<INVENTCORY » 1,738
<CURRENT-ASSETS» 8,779
<PP&E>» 70,192
<DEPRECIATION> 8,080
«TOTAL-ASSETS» 146,971
<CURRE” "~ TABILITIES> 25,393
«<BONDS » 125, 785
<PREFEF MANDATORY » f4,550
<PREFENn D> 16
< COMMON » S
<OTHER - SE > {67,778}
<TOTAL-LIABILITY-AND-EQUITY> 146,971
<SALES» 60,538
<TOTAL-REVENUES» £0,538
<GS » 46,358
<TQTAL-COSTS>» 46,358
<OTHER-EXPENSES> o}
«LOSS-PROVISION 561
<INTEREST - EXPENSE » 15,036
<« INCOME - PRETAX » 161,804}
< INCOME - TAX > Q
<« INCOME - CONTINUING» (61,R041
«<DISCONTINUED > 0
<EXTRAORDINARY » o}
<CHANGES » ¢}
<MNET-INCCME » (61,8041
«EPS-BASIC> 113.25%
<EPS-DILUTED> {13.25)
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20548

FORM 10-Q

X/ QUARTERLY REPORT PURSUANT TO SECTION 13 OR 1S5{d)} OF THE
SECURITIES EXCHANGE ACT OF 1934
For the quarterly peried ended March 31, 2000

!/ 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:
333-62737

BIRCH TELECOM, INC.
{Exact name of Registrant as specified in its charter)

Delaware 43-1766929
{State or cther jurisdiction {(I.R.S. Employer
of incorpcocration or organization) Identification No.)
2020 Baltimore Avenue 64108
Kansas City., Missouri {Zip Code)

{Address of principal executive offices}

Regis ~'s telephone number, including area code:
(Ble}r 300-3000

Securities registered pursuant to Secticon 12th) of the AcCt:
14% senior notes due 2008
{Title of Class)

Securities registered pursuant to Section 12{g) of the Act:
None

Indicate by c¢heck 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 menths (or for such shorter peried that the
Registrant was required to file such reports), and (2} has been subject to such
filing requirements for the past 50 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 8,589,601
shares of common stock, 5.001 par value, outstanding as of May 8, 2000.
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PART I - FINANCIAL INFORMATION
ITEM 1. FINANCIAL STATEMENTS {UNAUDITED)

BIRCH TELECOM, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS
{In thousands, except share data)

March 11, December 31
2080 1368

{Unaudited

ASSETS

)
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Current agsets:

Canh and cash equivalents.............. s a

.ove

Pledged securities........ 16,153 € 1:‘:?2

Accounts receivable, nec.. 12, 902 11,612

Inventary........ e 1,530 3 s

Frepaid expenses and cther... 3,293 3 759
TOCAL CUTTENL MEEELB. .« o\ e et e e e ‘;:;;; _______ ;ér;;;
Property and equipment............. a4, 151 70,192
Lesn: accumulated depreciastion 11, 482 B, D80
Property and equipment, net..... 72.66% -_-_;;:112
Fledged securitien - noncurrent 7,587 7, 484
Goodwill, neb......... vivernenn.. 19, 293 19,316
Other incangibles, net........ .- 21,178 1&,911
Other assetm.. ... ... .. ... ... 1.409 1,053
Total amsebs. . ... .. L. iai e Qoocecosesgpanana buoooocoausnn00aaboa0 $ 186.096 ] 146,971
LIABILITIES ANT STOCKHOLDERS® DEPICIT . ooThmmmmme mmmmmmem
CURRENT LIARILITIES:

Current maturities of long-term debt and capical lease obligationm...... * 1,341 5 1,308

ACCOUnCS payable ............ ... ... 0enn 0960000000520000000605006a0000 7,184 11,100

AoCTUS eXPEOABER. . . oot e et a b bAcoO00008ceca000a0 s 0o 17.521 10,733
Total current liabilities 26, 258 25,193
Senicr credit facility 58,000 14,000
14b genior note6. ... .. .. 1le, 733 114, 115
Other long-term debt and capital lease obligationa, net of current maturities 1,033 1,070
Seriegs P redeemable preferred mtock. 13 333,314 mhares issued and cutecanding

{atated at redemprion and aggregate .iquidation value).................. €5, g0 €31, 550
Stockholdern' deficit.

Seriem B preferred mtock, §,5%2,019 ohares jssued and cutscanding....... I} 3

Seriex € preferred atock, 6,270,527 nharem igsued and outatanding....... 6 [

Seriea D preferved stock. 2,622,222 and 2,223 222 shares issued and

EHRORNR ) 0 0 0 0 0 0900000000600 900000000008086000000000B0CAE00000900000 3 2
Common stock, $.001 par value, 80,000,000 shared authorized, ¥ 587,102 and
A.414 541 shareg issusd and cutstanding 5 5

Warrants 137 137

Additional paid-in rapital 11,767 11,6686

Eeeunilaas] CRAEDE ceooooe0eo0sc00000000000060000000009000a0B50000000a000 103, 144+ (79,8011

i%l,018 167, ¥87)

Lens recelvable from Stockholders.. ... ..v.v oo Q0
Total atockholders' defdCit. .. v v e it i e e e (81,718 167,787
Total liabilities and etockh.  Yers' deficit............... .. 5 166,096 H 146, 571

See accompanying notes to condensed consclidated financial statements.

BIRCH TELECOM, INC.

CONDENSED CONSOLIJATED STATEMENTS OF OPERATIONS

{Unaudited!}

{In thousands, except per share data}

Revenue:

COmMURIiCations BETVICEB . it i iai it et o a e
Equipment SAlEB. ... ... ... e e

TETAL TEVERIE . L . oot e e
Coer of BervicEs:

CoBt of COMUNLCARLIORE BEFVICES . . . ... ... ...

Cost, of sgquUIpmant Bales. .. ... ....... .. ...
Total CoOBY Cf BEIVICEE . ..o 0ttt m e e

Grogs margin.. .. ....

Three months ended

Maxch 31,
""" 2000 1998
aa -4 21,266 § 9,18
. 2.522 1.328
""""" 2u808 10,838
oo 15,697 T,LAB
oo 1,63% 7an
N e 925
"""" 6472 2711

Copvright 2000 LDGAR Onle ng fver 1 04/2.003)
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Selling, general and administrative sxpenses
Depreciation and amorriration expenss

Loss from operations............ 09 0000eco00n0aaccoeccos0b000a loocooooeap
Intermst expanme. ... ... e e e e,
Interest income......... T Q0600000000800 o
Met logm.............. ... iuviiniiun T
Fraferred Btock dividendB. . ... ...t e o
Amortization of preferred stock iseuance comt

H

g

21,203

4,460
119,181
(4,598

446
(23,341
(2,250}
{178}

(7,128}
{3, 118}
%07

18,936}
(453)
ta)

See accompanying notes to condensed consolidated financial statements.

BIRCH TELECOM, INC.

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS (Unaudiced)

{In thouszands)

NET CASH FROM OPERATING ACTIVITIES

INVESTING ACTIVITIES
Purchase of property and €QUipMERT . .. ... L. e e e
Buminess Acgulsitions, net of cash acquired. ... ... ... . oo
Amortization of discount on pledged BECUTIBIEE.. ... ..o

Net cash from inVEeSTing ACLAVILL@E. ..ttt o oo e e
FINANCING ACTIVITIES

Proceeds from long-tarm debt and capital lease financing. ... ... ... .

Froceeds [rom issuance of common BEOUK. . .. .. ..o e

Payment of Fimamcong CASTE. c. . ... L. it

Repayment of long. term debt and capital leage obligatiens.................

Repayment 0f EROUL-LEIM MNOLEE. . . .. ... ve oo it oo

Het casah from financing achivitimB. ... .. .. L. it o e e

NET INCREASE (DECREMSE: IN CASH AND CASH EQUIVALENTS.. ... . ............. ...
CASH AND CASH EQUIVALENTS AT BEGINNING OF PERICD. .. .- -. . ... v

CASH AND CASH EQUIVALENTS AT END OF PERIOD. ... ... . ... ... .. ... - .0

Supplementary echedule of non-cash investing and financing actavities:
Amouncs recorded in connection with acquieitions:
Fair value of net assetm acquired, net of camh acquired..............
Fait value of ANCANGIDLE AMBEBES. . . .. L e
Asgumptaon Of liabilibie®. . ... . . 0. e e
Asgumption of long-term debt angd capital leame obligations...........
1gauance of COMMOn #EOCK. . 0. i e e e
Property and egquipment addations included in accounts payable.. .. ..... ..
Sariee D preferred stock 1ssued for payment of preferred srock iBsuanse
EEEE B o0 ccoocaoo 000000000000 o00000000000000000 aloooosoopgo 0OGC0O0G00G0o000
faries D prefayred grock te De yssued for payment of preferred stock
IBBUANCE COBTE . L ... o e ke e e e e e e s

Three months endad

Maych 31,
2000 1599
5 20,8211 5 {5,722
14,008 16,957
(169 4,368!
319 (511
114,496 (11,0826
40,408 -
.
(1,7¢9" .-
(362 11740
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Supplemental disclosure of cash flow information:
Cash payment for interest, net of interest capitalized of $203 in
2000 and $285 in 1939
le4 254

See accompanying noteés to condensed consolidated financial statemepnts.

BIRCH TELECCM, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Unaudited)
Three Months Ended March 31, 2000

1. BASIS OF PRESENTATION

The accompanying unaudited condensed ceonsclidated financial statements
of Bireh Telecom, Inc. ("Birch") have been prepared in accordance with generally
accepted accounting principles for interim financial information and the
instructions to Form 10-0Q and Article 10 of Regulation S-X. Accordingly, they do
not include all of the information and footnotes required 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 t e year ended December 31, 2000. For further
information, refer to the consolidated financial statements and footnotes
therete included in Birch's annual report on Ferm 10-K for the fiscal year ended
December 31, 1299.

2. LOSS PER EHARE

The net loss per share amount reflected on the consolida. d statements
of operations is based on the weighted-average number of common shares
cutstanding. Stock options and convertible prefexred stock are anti-dilutive,
and therefore excluded from the computation ©f earnings per share. In the
future, these stock eguivalents may become dilutive.

o RECLASSIFICATIONS

Certain items in the 1359 condensed censclidated financial statements
have been reclassified to be consistent with the classification in the 2000
condensed consolidated financial statements.

q. CAFITAL STRUCTURE
During March 2000, the following equity transactions occurred:

o Birch filed a registration statement on Form S5-1 with the
Securities and Exchange Commission (SEC) for an underwritten
initial public cffering of common 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 raflect the split. All
cutstanding shares of Birch's preferred stock will
automatically convert into shares of common stock upon
completion of the proposed offering. Additionally, the
conversicn ratic on the preferred stock has been adjusted in
accordance with the 1.795-for-1 common stock split;

o BTI Ventures, L. L.C. (BTI), an affiliate of Koklberg Kravis
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Roberts & Co. (KKR), Birch's largest stockholder, exercised
its coptiens to purchase an additiocnal 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 connection
with the private placement of seriesg F preferxed 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
shares of series D preferred stock, totaling $1.8 millien,
igsued in March 2000 and an additional 246,316 shares of
series D preferred stock, totaling $1.2 million, issued in
April 2000; anad

] Richard Jalkut, a member of Birch's board of directors, agreed
to purchage 47,867 shares of common stock for §$200,000, and
Mory Ejabat, a member of Birch's board ¢f directors, agreed to
purchase 119,667 shares of common stock for $500,000.

P 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 locans. The revolver is
available for general corporate purposes of Birch's subsidiaries and the term
loans are to be used to finance telecommunications eguipment, inventory, network
assets and back office systems.

ITEM 2. MANAGEMENT'S DISCUSSION AND AMALYSIS OF FINALCIAL
CONDITION AND RESULTS OF OPERATIONS

RESULTS OF QPERATIONS

THREE MONTHS ENDED MARCH 31, 2000 COMPARRED TO THREE MONTHS ENDED
MARCH 31, 19%9

REVENUE. Revenue increased 123.8% to $23.8 million for the 2000 pericd
compared to $10.6 million for the 1559 period. The increase in revenue was
principally a result of new customer sales in new and existing markets and
partially due to a full guarrver of revenue for Capital Communications
Corporation {acquired in March 1%52) in the 2000 period. As a percentage of
total revenue, communications services were 89.4% for the 2000 period and 87.5%
for the 1999 period, and egquupment sales were 10.6% for the 2000 period and
12.5% for the 1593 period.

COST OF SERVICES. Cust of services increased 118.B% to $17.3 million
for the 2000 periocd compared to $7.9 million for the 199% periocd. The increase
in cost of services was primarily the result of associated revenue increases.
Gross marging increased 1368.7% to $6.5 million (27.2% of revenue) for 2000
compared teo $52.7 milliom (25.5% of revenue) for 19%%. 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 19%%9 period.

SELLING, GENERAL AND ADMINISTRATIVE EXPENSES. Selling, general and
administrative expenses increased 155.6% to $21.2 million for the 2000 period
compared teo $8.3 million for the 1%9% period. The increase in expense was
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primarily a result of supporting and attracting customers in new and existin
markets, market launches in Texas and having a full gquarter of expense in thz
2000 period for Capital Communications Corporation, which affected wages, rent
and other expenses. Additionally, we had 1,130 employees at March 31, 2060
compa?ed to 506 employees at March 31, 1999. EBITDA, a commonly used measure by
securities analysts of earnings hefore deducting interest, taxes, depreciaticn
and amortization, decreasec 163.8% to a loss of $14.7 million for the 2000
period compared tc a leoss of $5.6 million for the 1599 period,

DEPRECIATION AND AMORTIZATION. Depreciation and amortization increased
189.0% to $4.5 million for the 2000 period compared to $1.5 wmillion 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 amocrtization of financing
costs related to ocur senicor debt facility.

INTEREST. Interest expense increased 23.8% to $4.6 million for the 2000
period compared to $3.7 million for the 1989 period. The increase in interest
expense was primarily a result of borrowings on our senicr credit facility,
which began December 1999. Interest income decreased 50.8% to $446,000 for the
2000 period compared to $907,000 for the 1935 period. The decrease in interest
ingome is primarily a result of the maturity and sale of $16.1 million of
pledged securities for the payment of interest on the 14% senior notes.

NET LOSS5. Net loss increased 134.9% to $23.3 million for the 2000
period compared to 59.9% million for the 1999 period.

LIQUIDITY AND CAPITAL RESOURCES

Qur total assets increased to $166.1 million at March 31, 2000 from
£147.0 million at December 31, 1999. This increase was primarily . e result of
capital cutlays for expansion of our logal and data networks and . zlopment of
operations support systems and automated back office systems. At Maxch 31, 2000,
our current assets of $44.0 million exceeded current liabilities of $26.3
million, resulring in working capital of $17.7 million and a $3.0 milliem
increase compared to working capital of $14.7 million at December 31, 1955. At
December 31, 1999, cur 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 amcuntad to $23.7 million at March 31, 2000 and $23.4 million

at December 31, 1959.

OPERATING ACTIVITIES. Net cash used in operating activities was $21.0
million for the 2000 period compared to $5.7 million for the 1959 pericd. Net
cash used in operating activities was primarily used to fund our net losses of
$23.3 million for the 2000 period and $5.9% million for the 1999 period.

INVESTING ACTIVITIES. Net cash used in investing activities was 514.3
million for the 2000 period compared teo $11.8 million for the 199% period. Net
cash used in investing activities wae primarily used for the purchase of
property and equipment related to the expansion of our networks., Bupport systems
and back office systems, totaling $14.0 millicn in the 2000 peried and $7.0
million in the 1599 period. Addivienally, $4.4 million was spent on acguipitions
in the 1%3%9% peried.

FINANCING ACTIVITIES. Net cash provided by financing atctivities was
528.3 million for the 2000 period compared to net cash used in financing
activities of $9574,000 for the 1995 period. In the 2000 periocd, net cash
provided by financing activities was primarily a result of $40.0 millien in
proceeds from borrowings on our senior credit facility. In the 1995 period, net
cash used in financing activities was used for the repayment of debr.
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In February 2000, we increased the rapacity of ocur $75.0 million senior
c;edit facility te $5125.0 million. This credir facility provides for a $25.0
million reducing revolver and $100.0 million ir multi-draw term loans. The
revolver is available for general corporate purposes of our subsidiaries and the
texrm loans are to be used o finance telecommunications eguipment, inventory,
network assets and back coffice systems. The genior credit facility is secured by
a perfected first priority security interest in substantially all of our assets
and capical stock of our subsidiaries and contains a number of financial and
operational covenante with which we must comply. Amcong other things, the
covenants require us to maintain specifiesd levels of revenue, EBITDA, ratic
levels and access lines and restrict cur ability te incur additional
indebtedness, pay dividends, enter into 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 cptions to purchase an
additional $50.0 million of our series F preferred stock. The transaction was
funded and the associated sghares were issued in April 2000.

The development and expansion of our business will continue to reguire
significant capital to fund capital expenditures, working capital and debt
service and will generate negative operating cash flows. Qur principal capital
expenditure reqguirements will include:

o the purchase, installation, and expansion of switches and
transmission equipment for our local and data networks; and

a the further development of operations support systems and
automated back coffice systems,

We do not believe that the growth of ocur long distance and customex
premises equipment business will require significant capital expenditures.

B

Cur business plan calls for us to cffer our services in additicnal
markets. We expect to expand our operations in Texas and into Cklahoma in t -
second guarter 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 reguirements and operating losses. Until we
begin to generate peositive cash flow from operations, these liguidity
requirements will need to be financed with additional debt and eguity capital.

During the second quarter 2000, we will begin to re-negotiate the terms
of our existing senior credit facility and make correspending changes to the
financial covenants. We believe that our current resources, including
availability under ocur senior credit facility, will be sufficient te satisfy
our liguidity needs for the next 12 months. If our plans or assumptions change,
if our assumprions prove to be inaccurate, or if we experience unexpected
COBtE or competitive pricing pressures, we will be reguired to Scex
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
projecticn of cash flow and losses from operations, which will depend upon
aumerous future factors and conditions, many of which are cutside of our
control, 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 other strategic initiatives and cperating
cur business will depend en 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] regulatory and legislative developments; and

the response of our competitors to their loes of customers ro
ug and te changes in technology.

We intend to seek additicnal debt and equity financing to fund ocur
future liquidity needs. We cannot asgure you that we will be able to raise
additional capital on satisfactory terms or at all. If we decide to raise
additional funds through the jincurrence of debt, our interest obligations will
increase and we may become subject to additiconal or more restrictive financial
covenants. In addition, the terms of our senicr credit facility and our senior
notes each restrict cur ability to obtain additional debt financing. If we
decide to raise additional funds through the issuance of eguity, the ownership
interests represented by the common stock will be diluted. Irn the event that we
are unable to cobtain 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 actiomns that could materially and
adversely affect our business, operating results and financial condition.

INPACT 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 our computer programs or
systems, or those of our suppliers, that have date-sepsitive software may
recognize a date using "00" as the year 1900 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 aot 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 situation 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 is reported as a
general and administrative expense.

RECENTLY ISSUED ACCOUNTING STANDARDS

In December 19%5%%, the SEC issued Staff Accounting Bulletin [(SAB) No.
101, "Revenue Recognitien in Financial Statements." SAB No. 101 provides
guidance on the recognition, presentation and disclosure of revenue in financial
statements. SAE No. 101 is effective for our consclidated financial statements
beginning in the second guarter 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 Beard (APB) Opinion MNo.
25" ythe FASB Interpretation). The FASB Interpretation poses and answers 20
separate guestions dealing with APB No. 25, "Accounting for Stock Issued to
Employees,™ implementation practice issues. The FASE Interpretation will be
effective beginning July 1, 2000, and we are currently determining its impact in
relation to our consolidated financial statements.

FORWARD - LOOKING STATEMENTS

Certain statements contained in this gquarterly report on Form 10-Q are
forward-looking statements. These statements discuss, among other things,
experted growth, expansion strategy and an intended public stock cffering. The
forward-looking statements are subject to risks, uncertainties and assumptions,
and actual results may differ materially from ant:icipated results described in
these forward-leooking statements. The factors that could cause actual results to
differ materially include, bzt are not limited to, revision of expansicn plans,
availabilicvy of financing. changes in laws and regulations, the number of
potential customers in a targjet market, the existence of strategic alliances or
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relationships, technolegical or other developments in our business, changes in
Fhe compatitive climate in which we operate, overall economic trends including
interest rate and foreign currency trends, stock market activity, litigation and
the emergence of future opportunities, We undertake no obligation to publicly
gpdate or revise any forward-looking statements, whether as a result of new
information, future events or otherwise.

ITEM 3. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABQUT 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 cur annual report on Form 10-K for the year
ended December 31, 19599.

10

PART II - OTHER INFORMATION

ITEM 1. LEGAL PROQCEEDINGS

From time to time, we may be involved in c¢laims or litigation that
arige 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
our business or financial condition or results of operatiomns.

ITEM 2. CHANGES IN SECURITIES AND USE OF PROCEEDS

Since December 31, 1995, we have issued and sold unregistered
securities as follows:

] In March 2000, BTI, an affiliate of KKR, our largest
stockholder, exercised its options to purchase an additiocnal
5,263,158 shares of series F preferred stock at 54.75 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
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., our
placement agent, earned compensation 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 our common
stock for 5200,000, 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, cur 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
agd/or Regulation D promulzated under the Securities Act. These sales were made
tahout general policitation or advertising. Each purchaser was a sophigticated
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 TC A VOTE OF SECURITIES HOLDERS

During the first guarter 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 seriea F preferred stock with BTI, we
obtained the written consent of our stockholders with respect
to the reservation and issvance of 646,316 shares of series D
preferred 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 cur Amended and Restated Purchasers Rights Agreement. Qur
stockholders alsoc approved an incresse of common stock
available for issuance of options under ocur 1998 Stock Option
Plan.

1l
For: 62,752,611
Against: ¢
Withheld: 226,626

On March 230, 2000, in connection with the proposed initial
public offering of our common stock, we obtained the written
consent of our stockhclders with respect to the amendment of
opur Certifigcate of Incorporation to reclassify our commen
stock, increase the ampunt of our authorized stock and
increase the size of our board of directors. Cur stockholders
approved our 2000 Egquity Participation Plan and our 2000
Employee Stock Purchase Plan and approved the reservation of
shares of common stock for issuance under each of those plans.
The stockhslders alsoc approved an amendment to our Amended and
Restated Purchasers Rights Agreement.

For: 53,437,468
Against: 0
Withheld: 10,259,765

The number of stockholder votes stated above reflects the 1.795-for-1
common stork split and the adjusted preferred stock conversion Tatio.

ITEM é. EXHIBITS AND REPCORTS ON FORM B-K

tal

Exhibits

The following exhibits are included herein:

Cervificate 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 B-X with respect to a registration
statement filing with the SEC as part of a propcsed initial public offering of
common 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 KEPORT TO BE SIGNED ON ITS BEHALF
BY THE UNDERSIGNED, THEREUNTO DULY AUTHORIZED.

BIRCH TELECOM, INC.

{REGISTRANT}

DATE: MAY 15, 200¢
BY: /5/ BRADLEY A. MOLINE

BRADLEY A. MOLINE, SENIOR VICE
PRESIDENT - CHIEF FIMANCIAL
OFFICER {PRINCIPAL FINANCIAL
OFFICER AND PRINCIPAL
ACCOUNTING OFFICER)
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EX-3.1
2 .
EXHIRIT 3.1

EXHIBIT 3.1

BIRCH TELECOM, INC.

CERTIFICATE OF AMENDMENT
oF
RESTATED CERTIFICATE QF INCORPORATION

{Pursuant to Section 242 of the General
Corporation Law of the State of Delaware)

Inc., a corperation organized and existing under the

Birch Telecom,
({the "Corporation”}! does hereby

General Corporation Law of the State of Delaware
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
acgordance with Section 242 of the General Corporation Law of the State of
Delaware by the directors and stockholders of the Corporation.

B. The text of the Reatated 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 Corpdration shall have
the authority to issue is 208,403,275 shares. The total number
of shares of commen stock that the Corporation shall have
authority to isaue 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 igsue is 58,403,275 shares (the
"Preferred Stock"}, and the par value of each share of
Preferred Stock is $0.001.

Effective upon filing of this Amendment to the

Restatec Certificate of Incorporation with the Secretary of
State of the State of Delaware (the "Effective Date"), each

- share of Common Stock putstanding 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 1.785 shares of
the Corporaticn'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 outstanding shares of Cld Common
Stoeck f(the "0ld Certifjcates," whether one or more] shall be
entitled to receive upon surrender of such Old Certificates to
UMB Bank, n.a. (the "Transfer Agent"} for cancellation, a
certificate or certificates (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 Certificares (and, where
applicable, cash in lieu of fracticnal shares, as provided
below) pursuant to the provisions hereof. No certificates or
scrip representing fractional share interests in New Common
Stock will be issued, and no such fractional share interesc
will entitle the holder therecf to vote, or to any rights of a
stockholder of the Corporation. In lieu of any fraction of a
share, the Corporation shall pay to the Transfer Agent or its
nominee as scom as practicable after the Effective Date, asg
agent for the accounts of all holders of Common Stock
otherwise entitled to have a fraction of a share issued to
them in connection with the stock split, the amount equal to
the fair market value of the aggregate of all fractional
shares otherwise issuable (rounded, if necessary, to the next
highest whole share} {(the "Fractional 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.

Aftar the Effective Date and the receipt of payment
by the Corporation of the Fractional Share Amcunt, the
Transfer Agent shall pay to the stockholders entitied to a
fraction of a share their pro rata share of the Fracticnal
Share Amount upon surrender of their Old Certificates. If more
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than one Old Certificate shall be surrendered at one time for
the account of the same stockholder, the number of full shares
of New Commen Stock for which New Certificates shall be issued
shall be computed on the basis of the aggregate number of
shares reprepented by the 0ld Certificates surrendered. In the
event that a holder surrenders ©ld Certificates after the
Effective Date but prior to the date on which the Fracticnal
Share Amount 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 Corporation's Transfer
Agent defermines 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 fractiocnal shares to any one person shall not sxceed the
value of cone share. If any New Certificate is to be issued in
a name cther 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 persans reguesting such
exchange shall affix any requisite stock transfer stamps to
the 0ld Certificate surrendered, or provide funds for their
purchase, or establish te 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 whith and for which the shares
of the C0ld 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 entirety 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 sat
from time to time by a duly adopted amendment thereto by the Directors
or stockholders of the Corporation, and, notwithstanding any other
provisien of this Amended and Restared Certificate of Incorporatiom,
the authorized number of Directors may be changed enly by a resclution
of the Board of Directors. Vacancies on the Board of Directors
resulting from death, resignation, removal or otherwise and newly
created directcrships resulting from any increase in the number of
directors may be filled only by a majority of the directors then 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.

E Article 6 is amended to read in its entirety as follows:

S1XTH: 1In furtherance and not in limitatian of the powers
conferred by statute, the Board of Directors is expressly autherized to
adopt, repeal., alter, amencd and rescind Bylaws of the Corporation.
Notwithstanding the foregoing, the bylaws may be rescinded, altered,
amended or repealed in any respect bv the affirmative vote of the
holders of at least a majority of the outstanding voting stock of the
corporation, voting 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 IIJ. The number of directors
in each class shall be the whole number contained in the quotient
arrived at by dividing the number of directors by three, and if a
fraction is also containsed in such quotient then if such fraction is
one-third (1/3), the extra director shall be a member of Clasp III and
if the fraction is two-thirds (2/3), one of the extra directors shall
be a member of Clags III and the other shall be a member of Class II.
Each director shall perve 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 asgigned to a class at the time of this Amendment, and
the directors assigned to Claas I shall serve for a term ending on the
date of the first anpual 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 §, 2000, and the
directors assigned te Class III shall serve for a term ending on the
date of the third annual meeting next following April 6, 2000.

In the event of any increase or decrease in the number of directors,
{a) each director then serving as such shall 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, retirement, 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, sco 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 directora.

Notwithstanding any of the foregoing provisions of this Article, each
director shall serve until his successor is elected and gualified or
until his death, retirement, resignatieon or removal. Should a vacancy
occur or be cre- 4, the remaining directers {even though less than a
guorum; may fil. - vacancy for the full term of the class in which
the vacancy occ Jr is created.

The Board of Directors as existing on the date of this Amendment to the
Restated Certificate of Incorpeoraticnh i5 as follows:

Adam H. Clammer Class I
Mory Ejabat Class I
Thomas R. Palmer Class I
Henry H. Bradley Class II
Henry R. Kravis Class I1I
George R. Roberts Class II
James H. Greene, Jr. Class III
Richard A. Jalkut Class III
Alexander Navab, Jr. Class III
David E. Scott Class III
5. Article 8 ie amended to read in its entirety as follows:

EIGHTH: Elections of directers at an annual or special meeting
of stockholders need not be by written ballot unless the Bylaws of the
Corporation shall so provide.

£. The following Articles are added to the Restated
Certificate of Incorperation and shall immediately follow Article %
thereof:

TENTH: A director shall nct be personally liable to the
Corporation or its stockholders for wonetary damages for breach of
fiduciary duty as a director, provided that thiz 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 Corperation or its stockholders, {ii}) for
acts or omissions not in good faith or which involve intentiscnal
misconduct or a knowing violation of the law, {iii} under Section 174
of the Delaware General Corporation Law, or {iv) for any transaction
from which the directer derives an improper personal benefit.

If the Delaware General Corporation Law is hereafter amended
tc authorize corperate acticn 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 personal 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 anpnual or special meeting of stockholders, except if such action
is taken by unanimous written consent.

— 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
it and to the extent that any special meeting of stockholders may be
called by any other person or persons specified in any provisions of
this Amended and Restated Certificate of Incorporaticn or any amendment
hereto or any certificate filed under Section 151(g) of the Delaware
General Corporation Law, then such special meeting may alsc be called
by the person or persons, in the manner, at the times and for the
purposes so specified.

THIRTEENTH: The Co ation reserves the right to amend,
alter, change or repeal an, .ovision 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-thirds percent {66-2/3%) of
the cutstanding voring stock of the Corporatien, voting together as a
single class.

FOURTEENTH: Each reference in this Amended and Restated
Certificate of Incorporation 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 heen
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 resclution by unanimous written consent approving this
Amendment on March 30, 2000, declaring its advisability and calling for
submission of such Amendment to the holders of the Corporation's Common Stock,
Seriegs B Preferred Stock, Series C Preferred Stock, Series D Preferred Stock and
Series F Preferred Stock. The holders of the Corporation's Common Stock, Series
B Preferred Stock. Series C Freferred 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 reasen of such Amendment.

IN WITNESS THEREOF,

this Amendment to the Restated Certificate of

Incorporation has been executed on behalf of the Corporation this éth day of

April, 2000.
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OFFICERS OF
BIRCH TELECOM OF THE SOUTH, 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, 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,
clec.com, serves the competitive local exchange carrier industry, Mr. Scott holds a
Bachelor of Science degree in electrical engineering, summa cum lnude, 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 years 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, Internct 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 Adrninistration, cum lande, 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.

Bradley A. Moline, Senior Vice President, Chief Financial Officer and Treasurver

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. Vvanicar, 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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