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Enclosed please find an original and fourteen (14) copies ofthe Application for
Certificate of Service Authority to provide Basic Local Telecommunications service and for
Competitive Classification filed on behalf of Pathnet, Inc . In addition, I have included an extra
copy of the Application which I request be file stamped and returned to me in the enclosed self-
addressed envelope .

In the event you need any additional information or have any questions concerning any of
the information set forth in these Applications, please contact the undersigned.

Yours very truly,

GREENSFE4D,ER, HEMKER & GALE, P.C.



BEFORE THE PUBLIC SERVICE COMMISSION
OF THE STATE OF MISSOURI
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provide Basic Local Telecommunications
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Service in portions of the State of Missouri

	

)
and to classify said services and

	

)
the company as competitive

	

)

APPLICATION FOR CERTIFICATE OF SERVICE AUTHORITY
AND FOR COMPETITIVE CLASSIFICATION

Comes now Pathnet, Inc . (Applicant or Pathnet), by its undersigned counsel, and

hereby applies pursuant to Sections 392 .361, 392.420, and 392 .430 RSMo 1994, 392 .410,

FILED'

392.450 RSMo Supp. 1996, the federal Telecommunications Act of 1996, and 4 CSR 240-2.060,

for authority to provide basic local telecommunications service in portions ofthe State of

Missouri and to classify said service and company as competitive . In support of this application,

Pathnet states as follows :

1 .

	

Applicant's name and principal place ofbusiness are :

Pathnet, Inc .
11720 Sunrise Valley Drive

Reston, VA 20191
(703) 390-1000

(877) PATHNOC

2.

	

Applicant is a corporation duly organized and existing under and by virtue of the laws

of the State ofDelaware . A copy of Applicant's Articles of Incorporation, as amended, and a

copy ofApplicant's certificate of authority to transact business in Missouri are attached hereto as

Appendix A and Appendix B, respectively.



decisions relating to the case should be addressed to :

Gerard J . Waldron
Covington & Burling

1201 Pennsylvania Ave., N .W.
Washington, DC 20004-2401
Telephone : 202-662-5360
Facsimile : 202-778-5360

E-mail : gwaldron@cov.com

OR

Sheldon K . Stock
MBE 18581

Greensfelder, Hemker & Gale, P .C .
2000 Equitable Building

10 South Broadway
St . Louis, MO 63102

(314) 241-9090
(314) 241-8624 (fax)

E-mail : sks(a)greensfelder.com

3. All inquiries, correspondence, communications, pleadings, notices, orders and

Applicant's in-house contact person for inquiries concerning the case is :

Mary McDermott
Senior Vice President, General Counsel and Secretary

Pathnet, Inc .
11720 Sunrise Valley Drive

Reston, VA 20191
(703) 390-1000

(877) PATHNOC

4.

	

Pathnet proposes to provide basic local exchange telecommunications service on a

facilities and resold basis, throughout all exchanges currently served by the incumbent local

exchange telecommunications companies of Southwestern Bell Telephone Company (SWBT),

Sprint/United Telephone Company (United), and GTE Midwest, Inc . The specific SWBT,

United and GTE exchanges within which Applicant proposes to offer service are listed in the



incumbent providers' respective local exchange tariffs . Applicant may seek authority to provide

this service in other areas of the state in a subsequent proceeding .

5 .

	

Pursuant to this application, Applicant seeks authority to offer and provide all forms

ofbasic local telecommunications services, including (1) data services such as digital subscriber

line (xDSL) services ; and (2) exchange services consisting of link and extended link (including

transport) services connecting other telecommunications providers' switches to their end users .

Applicant will provide the proposed services through its own facilities or in combination with

facilities purchased or leased from other facilities-based telecommunications providers .

Applicant does not intend to provide dial tone or operator service at this time, but reserves the

right to do so in the fiiture .

6 . Pathnet possesses the technical and managerial expertise and experience necessary to

provide the services it proposes . Descriptions of backgrounds of Pathnet's management, which

demonstrate extensive experience and expertise in the telecommunications industry, are attached

hereto and incorporated herein by reference as Appendix C . Pathnet also possesses the

necessary financial resources to provide the proposed services . As evidence thereof, Pathnet

attaches hereto and incorporates by reference its most recent Form 10-K annual report filed with

the Securities and Exchange Commission (Appendix D) and a projected balance sheet as of

December 31, 2000 and an operating budget summarizing Pathnet's projected cash flow for the

Year 2000 (Appendix E).

7 .

	

Pathnet seeks classification of itself and its services as competitive .

8 .

	

Pathnet will offer basic local telecommunications service as a separate and distinct

service in accordance with applicable law . To the extent applicable to Pathnet's proposed

services, Applicant will give consideration to equitable access for all Missourians, regardless of



where they might reside or their income, to affordable telecommunications services in

Applicant's proposed service areas in accordance with applicable law .

9 .

	

Pathnet is willing to comply with all applicable Commission rules and is willing to

meet all relevant service standards, including, but not limited to, billing, quality of service , and

tariff filing and maintenance . Consistent with the Commission's treatment of other certificated

competitive local exchange telecommunications companies, Pathnet requests that the following

statutes and regulations be waived for Pathnet and its basic local exchange service offerings :

Statutes :

392.210.2

	

Uniform System of Accounts
392.270

	

Ascertain property values
392 .280

	

Depreciation Accounts
392 .290.1

	

Issuance of Securities
392 .300.2

	

Acquisition of Stock
392.310

	

Issuance of Stock and Debt
392.320

	

Stock Dividend Payment
392.330

	

Issuance of Securities, Debts and Notes
392 .340

	

Reorganization (s) .

Commission Regulations :

4 CSR 240-10.020

	

Depreciation Fund Income
4 CSR 240-30.040

	

Uniform System ofAccounts
4 CSR 240-33 .040(5)

	

No finance or penalty fee
4 CSR 240-35

	

Reporting of Bypass and Customer-Specific
Arrangements

The above-referenced statutes and commission rules have been waived with respect to other

competitive local exchange carriers in prior cases.

In addition, Applicant further requests, pursuant to Section 392 .420, RSMo (Cumm.

Supp. 1994), that the Commission waive the application of the following statutes and

commission rules as they relate to the regulation of Pathnet :



Statutes :

392.240(1)

Commission Rules :

4 CSR 240-30.010 (2) (C)
4 CSR 240-32.030 (1)(B)
4 CSR 240-32.030 (1)(C)
4 CSR 240-32.030(2)
4 CSR 240-32.030(3)
4 CSR 240-32.050(4)-(6)
4 CSR 240-32.070(4)
4 CSR 240-33 .030

Just and reasonable rates

Rate schedules posted at central office
Exchange boundary maps
Record of access lines
Records kept within state
Keep tariffs and maps at public business office
Telephone directories
Coin telephones
Inform customers of lowest price

Granting the requested waivers would be appropriate and would not harm the public interest

because Applicant is a foreign corporation that does business on a national basis and because

Applicant does not intend to offer dial tone services to end users at this time . If, in the future,

Applicant decides to provide dial tone and/or operator service in Missouri, it will re-submit a

request for application ofthe above statutes and rules consistent with the waivers granted to

other competitive providers of dial tone service in the State of Missouri .

10 . Pathnet further requests a temporary waiver of4 CSR 240-2.060(4)(H) . This rule

requires that an application for a certificate of service authority to provide interexchange, local

exchange or basic local exchange service shall include a proposed tariff with a forty-five day

effective date . Pathnet finds it impossible at this time to develop tariffs to fully comply with this

rule since Pathnet has not yet executed or received Commission approval of any interconnection

and/or resale agreements with the incumbent local exchange companies in Missouri . At such

time as all facts necessary for the development of such tariffs are known to Pathnet, it will

promptly file said tariffs bearing no less that a 30 day effective date with the Commission in a

manner consistent with recent Commission practice in similar cases .



11 . Applicant is willing to comply with all applicable Commission rules and is willing to

meet all relevant service standards, including but not limited to, quality of service, billing, and

tariff filing and maintenance, except to the extent that those rules are specifically waived by the

Commission pursuant to a request filed by Pathnet .

12 . Pathnet submits that the public interest will be served by Commission approval of this

application because Pathnet's proposed services will create and enhance competition and expand

customer service options consistent with the legislative goals set forth in the federal

Telecommunications Act of 1996 and Chapter 392 RSMo. Prompt approval of this application

will also expand the availability ofinnovative, high quality, and reliable telecommunications

services within the State of Missouri . Although Applicant, at this time, does not plan to provide

service directly to residential users, the services Applicant plans to offer as a carrier's carrier will

assist other carriers in providing competitive services to end users throughout the State of

Missouri .



a waiver of the aforesaid statutes and regulations .

Dated :

	

April d , 2000

Respectfully submitted,

WHEREFORE, Pathnet, Inc . respectfully requests that the Missouri Public Service

Commission grant it a certificate of service authority to provide basic local telecommunications

services as herein requested, classify Pathnet and its proposed services as competitive, and grant
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onK. Stock
MBE 18581
Greensfelder, Hemker & Gale, P.C .
2000 Equitable Building
10 South Broadway
St . Louis, MO 63102
(314) 241-9090
(314) 241-8624 (fax)

Gerard J . Waldron
Mary Newcomer Williams
Covington & Burling
1201 Pennsylvania Avenue, N.W.
Washington, D.C . 20004-2401
(202) 662-5360
(202) 778-5360 (fax)

Attorneys for Pathnet, Inc .
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BEFORE THE PUBLIC SERVICE COMMISSION
OF THE STATE OF MISSOURI

In the matter ofthe Application of
Pathnet, Inc . for a
certificate of service authority to
provide Basic Local Telecommunications
Service in portions of the State ofMissouri
and to classify said services and
the company as competitive

VERIFICATION

The undersigned, being under oath, says that he has read the foregoing Application and

has personal knowledge that the facts in it are true .

Mary
SeniorV1ce President, General Counsel and
Secretary of Pathnet, Inc .

Signed and sworn before me this /~

	

day of April, 2000 by Mary McDermott .

My commission expires :
IEN

NOTARY PUBLIC STATE OF MARYLAND
(SEAL)

	

My Commission Expires August l, 2001
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Articles of Incorporation



State of Delaware

Office of the Secretary of State PAGE 1

I, EDWARD J . FREEL, SECRETARY OF STATE OF THE STATE OF

DELAWARE, DO HEREBY CERTIFY THE ATTACHED IS A TRUE AND CORRECT

COPY OF THE CERTIFICATE OF . AMENDMENT OF "PATHNET, INC.", FILED

IN THIS OFFICE ON THE EIGHTH DAY OF DECEMBER, A.D . 1998, AT 9

O'CLOCR A.M .

A FILED COPY OF THIS CERTIFICATE HAS BEEN FORWARDED TO THE

NEW CASTLE COUNTY RECORDER OF DEEDS .

2533940 8100

981470391

Edward J. Free[, Secretary of State

ALJTFIENTICATSON:

DATE:
9446961

12-03-98



C]tR7MWa7s of AMEMuuAFdvi
or -

IIZalAMtM CZRTMrATE OF aiXw acWATBN

PATM=, INC.

STATE OF DELAWARE
SECRETARY OF STATE

DIVISION OF CORPORATZONS
FRED 09:00 AM 22/08/2998

982470391 -.2533940 .

We, willLm 1t . Snmtdbtr, V. Vze President, Fbnmee and Corporate

DwdWmat, tendWadA. Labbt, Vice FrmdoM GeneralCamel andSeavWy, ofPatbna,

Ino., a ooiammAon acganlted andaabdtmdwad by vhma ofBre oral Corporation Law of

theSma of Delaware (die 'Caaporadm'), DOIMMYCERTIFY as follows

FIRST: Tim Rowed Cat[&ote of bwMmbm of the COW== .is hereby .

anwoded by .d

	

thedear Section 10thereof it to la endroW nerd reoumbe rimwon 11

wwwsecdon10. -

SECOND. Tb]s Amendment ba ban . dnl adopted m trocmdam wkh the

provWweofSection 212 oftbe. tlmenl Caapasdm Law ofthe msso[Dehwam ..

IN W

	

WHEREOF, the Catpoom Las caaW this Cadfem to be

aisMd by WMM;lt SmadJM, V. Vim Fmidemc, Fmanoe and Corpee2re DeveloptaeM wd

anowd wby 1rTttad A. labia.Vice Pxsidaot, Gasanl Camsdmd Set mtuy. ca,tbis 8th day .

of Deeembw, 1998.

By:

vice 1
Geotml.Comael and

PATIiP= .INC.



ATM

sy : +
rchael A. Lu in

Vice President,
General Counsel and Secretary

CERTIFICATE OF AMENDMENT
OF

RESTATED CERTIFICATE OF INCORPORATION
OF

PATHNET,INC.

Adopted in accordance with theprovisions of Section 242 of
the General Corporation Law ofthe State ofDelaware

PATHNET, INC.

By . cle-2 .
William R. Smedberg, V
Vice President,
Finance and Corporate Development

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

Development, and Michael A. Lubin, Vice President, General Counsel and Secretary, of Pathnet,

Inc ., a corporation organized and existing under and by virtue of the General Corporation Law of

the State of Delaware (the "Corporation"), DO HEREBY CERTIFY as follows:

FIRST: The Restated Certificate of Incorporation of the Corporation is hereby

amended by deleting the current Section 10 thereof it in its entirety and renumbering Section 11

as new Section 10 .

SECOND : This Amendment has been duly adopted in accordance with the

provisions of Section 242 of the General Corporation Law of the State of Delaware.

IN WITNESS WHEREOF, the Corporation has caused this Certificate to be

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

attested to by Michael A. Lubin, Vice President, General Counsel and Secretary, on this 8th day

of December, 1998 .



State ofDelaware

Office of the Secretary of State

	

PAGE

	

1

I, EDWARD J . FREEL, SECRETARY OF STATE OF THE STATE OF

DELAWARE, DO HEREBY CERTIFY THE ATTACHED IS A TRUE AND CORRECT

COPY OF THE RESTATED CERTIFICATE OF "PATHNET, INC .", FILED IN

THIS OFFICE ON THE TWELFTH DAY OF AUGUST, A .D . 1998, AT 9

O'CLOCK A.M .

A FILED COPY OF THIS CERTIFICATE HAS BEEN FORWARDED TO THE

NEW CASTLE COUNTY RECORDER OF DEEDS .

981316829

Edward J.Freel, Secretary of State

2533940 8100

	

AIITHENTTCATION:
9250282

DATE:
08-12-98



STATE OF DELAWARE
SECRETARY OF STATE

DIVISION OF-CORPORATIONS
FILED 09:00 AM 08/12,11998

981316829 - 2533990

AarENDSU AND YZESTATED CfaimcAT$ OF INCORPORATION

OF

PATHNET9 INC.

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

FUW:

	

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

SECOND:

	

This Amended and Restated Certificate of Incorporation
has been duly adopted in accordance with Sections 242 and 245 of the Delaware
General Corporation LAW (the "General Corporation Law'7 .

THIRD:

	

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

1,

	

The name of the corporation is PATHNST, INC. (the
"Corporation") .

2 .

	

MM- Bighgod Office and Asst. The address of the
Corporation's registered office is 1013 Centre Road, Wilmington, New Castle
County, Delaware 19805. The name of its registered agent at such address is The
Pnentice-Hail Corporation System . Inc.

3.

	

$1ZM. The purpose of the Corporation is to engage in, carry
on and conduct any lawful act or activity for which corporations may be orgatd=d
under the Gexrai Corporation Law.

4.

	

Number of Shares_ The total number of shares of stock that the
Corporation shall have authority to issue is 75,470,595, divided as follows:
10,000,000 sham of Preferred Stock, par value of $0.01 per share (the "Preferred
Stock"), 1,000,000 shares of Series A Convertible Preferred Stock, par value of
$0.01 per share (the "Series A Preferred Stodr"), 1,651,046 sham of Series B
Convertible Preferred Stuck, pat value of $0.01 per sham (the "Series B Preferred
Stock"), 2,819,549 shares of Series C Convertible Preferred Stock, par value of
$0.01 per share (the "Series C Preferred Stock," and together with the Series A
Preferred Stock and the Series B Preferred Stock, the "Series Preferred Stock"); and
60,000,000 sham of Common Stock, par value of $0.01 per shut (the "Common
Stock") .



S.

	

Designation of Cl sm"

	

lative Rjghtaa c The designation,
relative rights, preference$ and limitations of the shares of each class are as follows-

5.1

	

Preferred Stock. The shares of Preferred Stock may be
issued from time to time in one or more series of any number of shares, provided that
the aggregate number of shares issued and not canceled of any and all such Series
shall not exceed the total number of shares of Preferred Stock hereinabove authorized,
and with such powers, preference$ and rights and qualifications, limitations or
restrictions thereof, and such distinctive serial designations, all as shall hereafter be
stated and expressed in the resolution or resolutions providing for the issue of such
shares of Preferred Stock from time to time adopted by the Board of Directors of the
Corporation (the - Board of Directors") pursuant to authority so to do which is hereby
vested in the Board of Directors. Each series of shares of Preferred Stock (a) may
have such voting rights or powers, full or limited, or may be without voting rights or
powers; (b) may-be subject to redemption at such time or times and a< Such prices;
(c) may be entitled to receive dividends (which may be cumulative or noncumuladve)
at such rate or rates, on such conditions and at such times, and payable in preference
to, or do such relation to, the dividends payable on any other elm or classes or series
of stodgy (d) may have such tights upon the voluntary or involuntary liquidation,
winding up or dissolution of, or upon any distribution of the assets of, the
Corporation; (e) may be made convertible into or exchangeable for, shares of any
other class or classes or of any other series of the same or my other class or classes
of stock of the Corporation at such price or prices or at such rates of exchange and
with such adjustments; (Z) may be entitled to the benefit o£ a sinking fund to be
applied to the purchase or redemption of shares of such series in such amount or
amounts; (g) may be entitled to the benefit of conditions and restrictions upon the
creation of indebtedness of the Corporation or any sttbWdiaty, upon the Issue of any
additional shares (including additional shares of such series or of any other series) and
upon the payment of dividends or the making of other distributions on, and the
purchase, redemption or other acquisition by the Corporation or any subsidiary of,
any cutuanding shares of the Corporation and (h) may have such other relative,
pas

	

Apating, optional or other special rights, qualifications, limitations or restrictions
thereof; all as shall be stated in said resolution or resolutions providing for the issue
of such shares of Preferred Stock. Any of the voting powers, designations,
preferences, rights and qualifications, limitations or restrictions of any such series of
Preferred Stock may be made dependent upon fans ascertainable outside of the
resolution or asoludons providing for the two of such Preferred Stock adopted bythe Hoard of Directors pursuant to the authority vested in it by this Section 5.1,
provided that the manner do which such facts shall operate upon the voting powers,
designations, preferences, rights and qualifications, limitations or restrictions of such
series of Preferred Stock is clearly and expressly set forth in the resolution or
resolutions providing for the issue of such Preferred Stock . The term "facts" as used
in the nest preceding sentence shall have the meaning given to it in Section 151(a) of
the General Corporation Law . Shares of Preferred Stock of any series that have been
redeemed (whether through the operation of a sinking fund or otherwise) or that if



convertible or exchangeable, have been converted into or exchanged for shares of any
other class or classes shall have the status of authorized and unissued shares of
Preferred Stock undesignated as to series and may be reissued as a Part of the series
of which they were originally a part or as pact of a new series of shares of preferred
Stock to be created by resolution or resolutions of the Board of Directors or as part of
any other series of shares of Preferred Stock, all subject to the conditions or restric-
tions on issuance set forth in the resolution or resolutions adopted by the Board of
Directors providing for the issue of any series of shares of Preferred Stock_

5.2

	

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

5 .3

	

Series Preferred Stock.

5.3.1 ate.

(a)

	

AuS

	

. The Corporation shall have
authority to issue, Five Million Four Hundred Seventy Thousand Five Hundred
Ninety-Five (5,470,595) shares of Series Preferred Stock, of which One Minion
(1,000,000) shares sltap be designated the Series A Preferred Stock, One Million Six
Hundred Fifty One Thousand Forty Six (1,651,046) shares shall be designated the
Series B Preferred Stock and Two Million Eight Hundred Nineteen Thousand Five



Hundred Forty-Nine (2,819,549) shares shall be designated as the Series C Preferred
stock.

4

(b)

	

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

5.3.7 Iaouidation. Dissolution of Winding-Um.

(a)

	

Distnbutions to Holders of Series Preferred
%Wk. In the event of any liquidation, dissolution or winding up of the Corporation.
whether voluntary or involuntary, the Series A Preferred Stock, the Series B
Preferred Stock and the Series C Preferred Stock shall rank on a parity with each
other and shell rank prior to the Common Stock or any class of stock ranking junior
to the Series Preferred Stock. Upon such liquidation, holders of each abate of Series
Preferred Stock outstanding shall be entitled to be paid, out of the assets of the
Corporation available for distribution to stockholders and before any payment shall be
made to the holders of any class of Common Stock or of any stock lashing on
liquidation junior to the Series Preferred Stock, an amount in cash equal to the
original purchase price paid by such holder for each such share of Series Preferred
Stock held (appropriately adjusted for stock splits, stock dividends and the like) plus
any declared but unpaid dividends thereon. If upon any liquidation, dissolution or
winding up of the Corporation, the assets to be distributed to the holders of the Series
Preferred Stock tender the foregoing sentence shah be insufficient to permit payment
to rich stockholders of the full preferential amounts aforesaid, then all of the assets of
the Corporation available for distribution to such holders under such sentence shall be
distributed among the holders of Series Preferred Stock, pi4=in accordance with
the total amount of preference which would have been payable to such holders if
funds had been available to pay the full prefer under the previous sentence . After
such payment shall have been made in full to such holders of Series Preferred Stock,
or funds necessary for such payment shall have been set aside by the Corporation in
trust for the account of such bolders so as to be available for such payment, the
holders of the outstanding shares of Common Stock and any class of Stock ranking
junior to the Series Preferred Stock shall share ratably in the distribution of the
remaining assets and funds of the Corporation available for distribution to
shareholders .

(b)

	

Deemed Ligy'dations . In the case of (i) a
consolidation or merger of the Corporation (other than a consolidation or merger upon



consummation of which the holders of voting securities of the Corporation
immediately prior to such transaction, continue to own directly or indirectly not less
than a majority of the voting power of the surviving corporation) or a sale of all orsubstantially all of the assets of the Corporation or other similar transaction and
(ii) either receipt by the Corporation of (x) consideration less than the equivalent of
$1 .00 per share (appropriately adjusted for stock splits, stock dividends and the like)
of Series A Preferred Stock plus any declared but unpaid dividends, (y) consideration
less than the equivalent of $3.28 per share (appropriately adjusted for stock splits,
stock dividends and the like) of Series B Preferred Stock plus any declared but unpaid
dividends, or (z) consideration leas than the equivalent of $10.64 per share
(appropriately Ausad for stock splits, stock dividends and the like) of Series C
Preferred Stock plus any declared but unpaid dividends, such event shall be regarded,
at the option of the holders of a majority of the than outstanding Shasta of Series
Preferred Stock, as a liquidation, dissolution or winding up of the affairs of the
Corporation within the meaning of this Section 5.3 .2.

Notwithstanding the foregoing, each holder of Series
Preferred Stock shall have the right to elect the benefits of the provisions of
Section 5 .3.4(h) hereof in lieu of receiving payment in liquidation, dissolution or
winding up of the Corporation pursuant to this Section 5.3.2(b). Por purposes of this
Section 5.3.2 and Section 5.3.6 hereof, a sale of substantially all of the assets of the
Corporation shall mean (x) the sale or other disposition other than in the ordinary
coarse of business of more than 5096 of such assets, as determined by reference to
either (A) the book value or (B) the fair market value, of such assets, or (y) any
m ince of Common Stock by the Corporation or transfer of Common Stock by the
holder thereof to any person or persons acting in concert or a group of afl,iliated
persons, which issuance or transfer results in such person or persons or group holding
in the aggregate more than 50% of the issued and outstanding Common Stock after
giving affect to such issuance or transfer.

(c)

	

Non-Cash Distrihutloas. In the event of a
liquidation, dissolution or winding up of the Corporation resulting in the availability
of assets other than cash for distribution to the holders of the Series Preferred Stock,
the holders of the Series Preferred Stock shall be entitled to a distribution of cash
and/or assets equal in value to the liquidation preference and other distribution rights
stated in Section 5.3.2(a) and Section 5 .3.2(b) hereof_ In the event that such
distribution to the holders of the Series Preferred Stock shall include any assets other
than cash, the following provisions shall govern . The Board of Directors shall first
determine the value of such assets lot such purpose, and shall notify all holders of
shares of Series Preferred Stock of such determination. The value of such assets for
purposes of the distribution under this Section 5 .3 .2(c) shall be the value as
determined by the Board of Directors in good faith and with due care, unless the
holders of a majority o£ the outstanding shares of Series Preferred Stock shall object
thereto in writing within 15 days after the date of such notice . In the event of Such
objection, the valuation of such assets for purposes of such distribution shall be
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(b)	Boardfin.

determined by an arbitrator selected by the objecting stockholders and the Board of .
Directors, or in the event a single arbitrator cannot be agreed upon within 10 days
after the written objection sent by the objectitta stockholders is accordance with the
previous seaot:oce, the valuation of such assets shall be determined by arbitration in
which (1) the objecting stodthokkm shall rmmc in their notice of objection one
arbitrator, (n) the Bond of Directors shall name a second arbitrator within 15 days
from the receipt of such notice, (iii) the two arbitrators thus selected shall select a
third arbitrator within 1 15 dxyc thereafter, and (iv) the three xrhitntnm thus selected
shall determine the valuation of such assets within 15 days thereafter for purposes of
stwh dNtubutiou by majority vote . The coats of such arbitration shall be borne by due
Corporation or by the holders of the Series Preferred Stock (on a pro rata basis out of
the assets otherwise distributable to theta) as follows: (i) if the valuation as
determined by the arbitrators is preawr than 4596 of the valuation as determined by
the Board of Directors, the holders of the Series Preferred Stock shall pay the coats of
the atbitratioa, and (ii) othctwiac, the Corporation shall bear the costs of the
arbitration.

(a)

	

mil. ExoGPt as otherwise expressly provided
herein or as required by law, the holder of each share of the Series Preferred Stock
shall be entitled to vote on any matters prUtaented to the bolders of the Common
Stock. Each alum of Series Pmferttd Stock shall entitle the holder thereof to such
atumber of votes per sham as shall eqtW the amber of shares of Common Stock into
which such sham of Series Preferred Stock is convertible to accordance with the
terms of Section 5 .3 .4 hereof at the record doe for the deierminadon of stockholders
entttkd to vote on acct matter or, if no record tiara is established, ar the date such
vote is taken or any written consent of stockholders is solicited . Ertoept as otherwise
expressly provided harem Cinclading, without limitation, the provisions of
Section 5.3.6 betead) or as mptiesd by law, the Folders of abarea of Series PrderrM
Stock and the Common Stock shall vote together as a single class on any matters
presented to the hold= of the Common t>to&

(i)

	

jam. The holders of the
Serbs A Preferml Stock shall be entitled m vote as a class separately from all other
claws of #tack of the Corporation in any vow for the cbetioa of directors of the
Corporation, and shall be entitled to elect by such class vote two directors (the
"Series A Investor Directors"), one of which Series A Investor Directors to be
designated by Spectrum Equity Investors, L.P . ("Spectrum") for so long as it owns
shares of Series A Preferred Stock and thereafter by the holders of a majority of the
issued and outstandina shares of Series A Preferred Stock, and the other to be
designato;l try New E.aterpnse Associates VI, Limited Partnership or its Wlltat#s
(collectively, "NEA VI") for so bog as it owns shares of Series A Preferred Stock



and thereafter by the holders of a majority of the issued and outstanding shares of
Series A Preferred Stock. The holders of the Series B Preferred Stock shall be
entitled to vote as a class separately from all other classes of stock of the Corporation
in any vote for the election of directors of the Corporation, and shall be entitled to
elect by such class vote one director (the "Series B Investor Director") to be
designated by Groteeh Capital Group IV, LLC ("Grotech IV") for so long as it owns
shares of Series B Preferred Stock and thereafter by the holders of a majority of the
issued and outstanding charts of Series B Preferred Stock. The holders of the Series
C Preferred Stock shall be entitled to vote as a class separately from all other classes
of stock of the Corporation in any vote for the election of directors of the
Corporation, and shall be entitled to elect by such class vote one director (the
"Series C Investor Director") to be designated by the holders of a majority of the
issued and outstanding shares of Series C Preferred Stock; provided, however, that if
the holders of a majority of the issued and outstanding shares of Series C Preferred
Stock designate for election as the Series C Investor Director an individual who is not
a partner or associate of a Series C Investor or an entity under substantially the same
management as a Series C Investor, such designee shall be elected as a director only
with the vote of a majority of the Common Stock Directors and Investor Directors,
voting together. Initially, the Series C Investor Director will be designated by
Tomato Dominion Capital (t1 .S.A.), Inc. In no event shall the Series C Investor
Director be (f) a partner or associate of Spectrum or an entity under substantially the
same management as Spectrum for so long as Spectrum has designation rights under
this Section 5.5.3(x), (ii) a partner or associate of NEA VI or an entity under
substantially the same management as NBA VI for so long as NEA VI has designation
rights under this Section 5.3.3(x), and (M) a partner or associate of Grotech IV or an
entity under substantially the Same management as Grotoclt IV for so long as
Grotech IV has designation rights under this Section 5.3.3(x).

(fi)

	

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

(iif7

	

Appointment of Chief Executive

Offieer/0fficer Director . Upon the termination or resignation of the Chief Executive
Officer of the Corporation, the Corporation will select and hire asuccessor Chief
Executive Officer (and any successor thereto) by the affirmative vote of a majority of
the Common Sock Directors, the Series A Investor Directors, the Series B Investor
Director and the Series C Investor Director. voting together . The Chief Executive
Officer (and any replacement or successor Chief Executive Officer) as so selected and
hired shall be elected to the Corporation's Board of Directors by the holders o£ the
Series Preferred Stock and the Common Stock voting together as a single class (the
"Officer Director") . David Schaeffer may serve as Chief Executive Officer of the



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

(iv)

	

Removal of Direcmm. The removal of
any director of the Corporation shall be as set forth in the Bylaws of the Corporation.

(c)

	

$l

	

si Voting Rights . The holders of the Series
Preferred Stock Shan be entitled to the special voting rights set forth in Section 5 .3.6
hereof.

5.3.4 Conversion . The holders of the Series Preferred Stock
shall have the following conversion rights :

(a)

	

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

(b)

	

Automatic Come ion.

(i)

	

Each shaft of the Series Preferred Stock
outstanding shall automatically be converted into the number of shares of Common
Stock into which such ohtues are convertible upon application of the then effective
Applicable Conversion Rate (determined as provided in Section 5.3.4(c)) immediately
upon the closing of an underwritten public offering pursuant to an effective
registration statement under the Securities Act of 1933, as amended, or under such
other applicable seauitia regulations covering the offer and sale of capital stock of
the Corporation (other than a registration relating solely to Rule 145 under such Act
(or any successor thereto) or to an employee benefit plan of the Corporation)
(1) immediately prior to the consummation of which. the Corporation is valued (based
on the per4hare price paid in such public offering, but without regard m any proceeds
to be received by the Company in connection with such offering) at greater than
$50,000,000, (ii) in which the gross proeeds received by the Corporation exceed
$20,000,000, and (iii) in wbieh the Corporation urea a nationally recognized
underwriter approved by holders of a majority in interest of the Series Preferred
Stock (a "Qualified Public Offering") .

(ii)

	

Upon the occurrence of an event specified
in Section 5.3.4(bXi), the outstanding share of Series Preferred Stock shall be
converted automatically without any further action by the holders of such shares and
whether or not the certificates representing such shares are surrendered to the
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Corporation. or its transfer agent:

	

, i g

	

L, that the Corporation shall not be
obligated o issue certificates evidencing such shares of the Common Stock unless

	

,
certificates evidencing such sham of the Series Preferred Stock being oonvertod arc
either delivered to the Corporation or any transfer agent, as hereinafter provided, or
the holder notifies rite Corporation or any transfer agent, as berein~ provided, that
such certificates have been lost, stolen or destroyed and ezautes an agreement
sadsfactory to the Corpora¢iou to indemnify the Corporation from any loss incurred
by it in connection therewith.

Upon the otavrrtocx of the automate conversion
of all of the outstanding series Preferred Stock, the holders of the Series Preferred
Stock shall surrender the certificates representing such shams at the office of the
Corporation or of any transfer agent for the Common Stnnk. Thereupon, there shall
be issued and delivered to each such bolder, promptly at such office and in his name
as shown on torch surrendered eetdfieae or eortificam, a mr4finau: or wtdReates for
the number of sham of Common Stock into which the sham of the Series Preferred
Stock surrendered was convertible on the date on which such automatic conversion
occAwred and cash as provided in Section 53.4W below in respect of any fraction of
a share of Common Stock istuable upon such automatic conversion .

(c)

	

AMKcahle t-mwersiori Rate . The conversion rate
in effect at any time for the applicable series of 5enes Preferred Stock (the
"Applicable Conversion Ram!*) shall equal the quotient obtained by dividing S1.00 in
the cow of Series A Preferrtal Stack, S3.2B in the sue of Series B Preferred Stock
or $10.64 in the cow of the Series C Preferred Stock by the Applicable Conversion
Value, calculated as hereinafter provided .

(d)

	

Armlieable Comien9ml Value. The Applicable
Conversion Value in effect initially, and until first adjusted in accordance with
Soctioe 5.3.4(e) or Seoaon 5.3.40) hereof, shall be $1.00 is the cese of Series A
Preferred Stock, $3.29 in die case of Series 8 Preferred Stock and $10.64 in the case
of the Senes C Preferred StocL

(e)

	

Adjustment for

	

men5tnsk Dividends_
Subdiviijende and Cmbins+ons of

	

non Stock: . Btc. Upon the happening of any
of thefob (i) the issuance of additional shares of Common Stock of arty class
as a dividend or other distribution of ouwanding Common Stock, (11) the ttubdhviaioa
of outstanding shares of Common Stock of any class mto a greater mrmber of shares
of Common Stock, or (iii) the cmbinaslon of outstanding dram of Common Stock of
any rtan into a ananer number of shares of Common Stock (each an "Extraordinary
Common Stock Event"), the Applicable Catversioa Value shall, simultaneously with
the happening of such Extraordinary Common Stock Event, be ajtatod by dividing
the then effective Applicable Conversion Value by a fraction, the numerator of which
shall be the number of shares of Common Stock outstanding (excluding treasury
stack) Immediately afar such Extraordinary Common Stock Event and the



denominator of which shall be the number of shares of Common Stock outstanding
(excluding treasury stock) immediately prior to such Extraordinary Common Stock
Event, and the quotient so obtained shall thereafter be the Applicable Conversion
Value. The Applicable Conversion Value, as so adjusted, shall be readjusted in the
same manner upon the happening of any successive Extraordinary Common Stock
Event or Events .

(f)

	

A4justments for Diluting issues .

(ii)

	

For the purpose of this Section 5.3.4(f),
the issuance of any warrants, options or other subscription or purchase rights with
respect to shares of Common Stock of any class and the issuance of any securities
convertible into shams of Common Stock of any class (or the issuance of any

to

(i)

	

Except as provided in Section 5 .3.4(e)
above or for Excluded Shares (as defined below), if the Corporation shall issue any
additional shares of Common Stock of try class for no consideration or at a price per
share less than the Applicable Conversion Value in effect for each applicable aeries of
Series Preferred Stock immediately prior to such isstrsaoe or sale, than in each Such
case such Applicable Conversion. Value shall be reduced to such lower price.

For purposes of this Section 5.3-4(f), "Excluded
Shares" shall mean (1) shares issued or dolfvered from treasury or stock options (and
shares of Common Stock issued upon the exercise thereof) granted by the
Corporation, with the approval of the Board of Directors, to directors, officers,
employees, agents or consultants of the Corporation for up to as aggregate of
1,325,312 sham of the Common Stock (as adjusted for stock splits, stock dividends
and the like); (h

.
) warrants to puttdtase sham of Common Stock (and arty shares of

Common Stock issued upon the aaarcise thereof) issued by the Corporation in
connection with the Corporation's offering of units, each such unit consisting of
$1,000 principal amount at maturity of Senior Notes due ZOOS (the "Notes") of the
Corporation and warrants to purchase shares of Common Stock; and (iii) warrants to
purchase shares of Common Stock (and any shares of Common Stock issued upon the
exercise thereof) issued by the Corporation in eanneetioo with the credit facilities
among the Corporation and/or its subsidiaries, its equipment vendors and certain other
senior lenders.

For purposes of this Section 5.3.4(f), if a part or
all of the consideration received by the Cotporadom in connection with the issuance of
shares of the Common Stock or the iseuana of any of the securities described below
in paragraph (ii) of this Section 5 .3.4(f) consists of property other than cash, such
consideration shall be deemed to have the same value as is determined by the
Corporation's Board of Directors with respect to receipt of such property so long as
such determination was made reasonably and in good faith, and shall otherwise be
deemed to have a value equal to its fair market value.
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warrants, options or any rights with respw to such convertible securities) shall be
deemed an Isausnce at such time of such Common Stock if the Net Consideration Per
Share wbfeh may be received by the fa,mnrntion fat wch Common Stock (act
hereinafter determined) stall be less than the Applicable Conversion Value at the time
ut ante i-e,w.> and, except as hwclaaftar provided, air aAjuwneas 1n the Applicable
Comromon Value shall be made upon each such issuance in the manner provided in
paragraph (i) of this Section 5 .3 .4(4 sa if such Common Stock were issued at such
Net Consideration Per Share. No adjustment of the Applicable Conversion Value
shall be made under this Section 5.3.4(f) upon the issuance of any additional shares of
Common Stock which are issued pursuant to the excrdse of any warrants, uptium ur
other subscripton or purchase rights or pursuant to the exercise of any conversion of
eochsuge rights in any convertible securities if any adjustment shall previously have
been made upon the issuance of such warrants, options or other rights . Any
adjustment of the Applicabe Conversion Value with respect w this paragraph (ii) of
this Section 5.3.4(f) shun be disregarded if, as and whoa the rights to acquire shares
of Common Stack upon exorcise or conversion of the warrants, options, rights or
convefible secanties winch gave An to such adjustment ettpirc or are canceled
without havbR been exercised, so that the Applicable Conversion Value effective
immediately upon such anceilatim or expiration shall be oquai to the Applicable
Conversion Value in effect immediately prior to the time of the issuance of the
expired or canceled warrants, options, rights or convertible securities, with such
additional adjustments as would have boa made to that Applicable Conversion Value
had the expired or canosled wamm* options, tights or convertible securities not been
issuetii

	

however, that no Such readjustment of the Applicable Conversion
Value shall have the affect of tacreasiag the Applicable Conversion Value to an
amount which exceeds the Iowa of (t<) the Applicable Conversion Value on the
original adjustment date, or (y) tbu Applicable Crnvurdon Value than would have
resulted from any issuance of any additional shares of Common Stock pursuant to
such warrants, options, rights or convertible securities between the original adjustment
date and ask,* readjuatrnent dale . In the event that the terms of any vvarrams, options,
other subscription or purchase rights or convertible securities previously issued by the
Curpuntiun at drarWd (whether by Their terms of for any other reasuu) su as to
change tie Net Cottrideration Per Share payable with respect thereto (whether or not
the issuance of such warrants, options, rights or convertible securities originally gave
rise to an adjustment of the Applicable Conversion Value), the Applicable Conversion
value shall be recomputed as of the date of such change, so that the Applicable
Conversion Value effect& immediately upon such change shall be equal to the
Applicable Conversion Value in effect at the time of the issuance of the wamutts,
options, rights or convertible securities subject to such change, adjusted for the
issuance thereof in acmrdmx with the terms thereof after stiviox effect to such
change, and with such additional adjustments as would have been made to that
Applicable Conversion Value bad the warrants, options, rights or convertible
securities been ismed on such changed terms. For purposes of this paragraph (ii) . the
Net Consideration Per Share which may be received by the Corporation shall be
determined as follows:



(S)

	

The Not Consideration Mr Share
which may be received by the Corporation shall be determined in each instants as of
the date of issuance of warrants, opuses, rights or convertible securities without
giving effect to any possible future price adjustments or tale adjustments winch may
be applicable with respect to such warrants, options, rights or convertible securities
and which acs contingent upon future events ; provided that in the oar of an
adjustment to be made as a result of a change in terms of such warrants, options,
rights or convertible securities, the Net Consideration Per Share shall be determined
as of the daft of such chmW.

a.wceesmsa.l
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(A)

	

The Net Consideration Per Share
shall mean the tiraotmr equal to the. total amount of consideration, if any, received by
the Corporation fix the kWance of snth warrants, options, rights nr convertible
securities, plus the minimum amomrt of consideration, if any, payable to the
Curpuradon upon eaeiciaa or courcrsion thereof, divided by the aggregate number of
shares of Common Stock that would be issued if all such warrants, options,
subscriptions, or other purchase rights or convertible securities were exercised or
converted at inch net consideration per sham.

(S)

	

I£ the Common
Stock issuable upon the eonversiort of the Series Preferred Stock sham be changed into
the game of different number of shares of airy cleat: or ciawes of stock, whether by
reclassification or otherwise (other than an Pathaordinary Common Stock Event, or a
reorganfztttlon, merger, oonsolldation or nestle of assets provided for elsewhere in this
Section 5.3.4), then and in each such went the holder of each share of Series
Preferred Stock tthall have the right thereafter to convert arch sham into the kind and
amount of sham of stock aW Other ata:utlties and ptupeity teaxivabk upon vue*r
reorganization, reclasd&atf or other change by holders of the number of shares of
Common Static mtowhich such WIN= of Sena Preferred Stock might have been
mnvpttM immediately prior to such reotgartithtioa, reclassification or change . all
subject to further adjustment as provided herein . Without limiting the generality of
the foreguiag, the Applicable Conversion ltase, as dcfiard in this Section 5.3.4, in
respect of such other sham or securities so receivable upon conversion of shares of
Series Preferred Stock aW thereafter be atusred, and shall be subject to further
adjuamentfrom tune to tine, in a manner and on terms as nearly equivalent as
pcaaticable to the provisions with respect to Common Stock contained in this
Section 5 .3,4, and the mmsiniag provisions herein with respect to mho Common Stock
shall apply on bloc of similar tams to any such other shares or securities .

(h)

	

.

	

If at any time
or from time to time there shag be a capital reorganization of the Common Stock
(other than a cubdiviolon, combination, reciasaific2tion or exchange of shares provided
for elsewhere in this Section 5.3 .4) or a merger or consolidation of the Corporation
with or imo another corporation or the sale of all ut mbstautialiy all of the
Corporation's properties and assets to any other person, then, as a part of and as a
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condition to the effectiveness of such reorganisation, merger, consolidation or sale,
lawful and adequate provision shall be made so that if the Corporation is not the
surviving corporation, the Series Preferred Stock shall be converted into preferred
stock of the surviving corporation having equivalent prefeream, rights and privileges
except that in lieu of being able to convert into shams of Common Stock of the
Corporation or the successor corporation the holders of the Series Preferred Stock
(including any such preferred stock issued upon conversion of the Series Preferred
Stock) shall thereafter be entitled to receive upon conversion of the Series Preferred
Stock (including any such preferred stock issued upon conversion of the Series
Preferred Stock) the number of shares of stock or other securities or property of the
Corporation or of the successor corporation resulting from such merger or
consolidation or sale, to which a holder of the number of shares of Common Stock
deliverable upon conversion of the Series Preferred Stock iarmedisiely prior to the
capital reorganization, merger, consolidation or sale would have been entitled on such
capital reorganization, merger, consolidation, or sale . In any such case, appropriate
provisions shall be made with respect to the rights of the holders of the Series
Preferred Stack (Including any rich preferred stock issued upon conversion of the
Series Preferred Stock) after the reorganization, merger, consolidation or sale to the
cad that the provisions of this Section 5 .3 .4 (including, without limitation, provisions
for adjustment of the Applicable Conversion Value and the number of shares
purchasable upon conversion of the Series Preferred Stock or such preferred stock)
shall thereafter be applicable, as nearly as may be, with respect to any shares o£
stock, securities or tmsets to be deliverable thereafter upon the conversion o£ the
Series Preferred Stock or such preferred stock.

Each holier of Series Preferred Stock upon the
occurrence of a capital reorganization, merger or consolidation of the Corporation or
the sale of

all
or substandally all of its assets and properties as such events are more

fully set forth in the first paragraph of this Section 5.3.4(h), shall have the option of
electing treatment of his damof Series Preferred Stock under either this
Section 5.3.4(h) or Section 5.3 .2(b) hereof, and except as otherwise provided in said
Section 5.3.2(b), notice of which election shall be submitted in writing to the
Corporation at its principal offices no later than 10 days before the effective date of
such event, provided that any such notice shO be effective if given not later than
15 days after the date of the Corporation's notice, pursuant to Section 53.8, with
respect to rich event.

(i)

	

Certificate as to Adjusnnerns. In each case of an
adjustment or readjustment of the Applicable Conversion Rate, the Corporation will
promptly furmab each holder of Series Preferred Stack with a certificate, prepared by
the chief financial officer of the Corporation, showing such adjustment or
readjustment, and stating in detail the facts upon which such adjustment or
readjustment is based .
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(j)

	

tics of Conversion . To exercise its
conversion privilege, a holder of Series Preferred Stock shall surrender the certificate
or certificates representing the shares being converted to the Corporation at its
principal office, end shall give written notice to the Corporation at that office that
such holder elects to convert such shares . Such notice shall also state the name or
names (with address or addresses) in which the certificate or certificates for shares of
Common Stock issuable upon such conversion shall be issued. The certificate or
certificates for sham of Series Preferred Stock surrendered for conversion shall be
accompanied by proper assignment thereof to the Corporation or in blank. The date
when such written notice is received by the Corporation together with the certificate
or certificates representing the shares of Series Preferred Stock being converted, shall
be the "Cotrvetson Date." As promptly as practicable after the Conversion Date, the
Corporation shall issue and shall deliver to the holder of the shares of Series
Preferred Stock being converted, a certificate or certificates in such denominations as
it may request in writing for the number of full shares of Common Stock issuable
upon the conversion of such shares of Series Preferred Stock in accordance with the
provisions of this Section 5 .3.4 and cash as provided in Section 5 .3 .4(k) below in
respect of any fraction of a sham of Common Stock Issuable upon such conversion.
Such conversion shall be deemed to have been effected immediately prior to the close
of business on the Conversion Date, and at such time the rights of the holder as
holder of the converted sham of Series Preferred Stock shall cease and the person or
person in whose name or mantes any certificate or certificates for shares of common
Stock shall be issuable upon such conversion shall be deemed to have become the
holder or holders of record of sham of Common Stock represented thereby .

(k)

	

EMW!Q2d.2M. No fractional shares of
Common Stock or soup reptaaentmg fractional shares shall be issued upon conversion
of Series Preferred Stock. Instead of any fractional shares of Common Stock that
would otherwise be Isptable upon conversion of Series Preferred Stock, the
Corporation shall pay to the holder of the sham of Series Preferred Stock that were
converted a cash adjustment in respect of such fraction in an amount equal to the
same fraction of the market price per sham of the Common Stock (as determined in a
manner Prescribed in good faith by the Board of Directors) at the close of business on
the Conversion Date.

(1)

	

Partial Conversion. In the event some but not all
of the sham of Series Prefeaed Stock represented by acertificate or certificates
surrendered by a holder are converted, the Corporation shall execute and deliver to or
on the order of the holder, at the espeaf of the Corporation, a new certificate
representing the number of sham of Series Preferred Stock which were not
converted.

(m)

	

Reservatim of Common Stock. The Corporation
shall at all times reserve and keep available out of Its autborimd but uniasued shares
of Common Stock, solely for the purpose of effecting the conversion of the shares of
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(a)

	

Qlxiottal Redaction.
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the Series Preferred Stock, such number of its sham of Common Stock as shall from
time to time be sufficient to effect the conversion of all outstanding sham of the
Series Preferred Stock, and if at any time the number of authorized but unissued
shares of Common Stock shall not be sufficient to effect the conversion of all then
outstanding shares of the Series Preferred Stock, rite Corporation shall take such
corporate action as may, in the opinion of its counsel, be necessary to increase its
authorized but unissu ed shares of Common Stock to such number of Shares as shall be
sufficient for such purpose.

(i)

	

009OW RMemntion of Dries A Preferred
Stock and

	

ties B Preferred Steclc In the event that them shall not have occurred a
dosing of a Qualified Public Offering (as defined in Section 5.3.4(b) hemof) prior to
December 23, 2000, at the election of any holder of sham of Series A Preferred
Stock or any holder of Series B Preferred Stock outstanding as of December 24,
2000. the Corporation shall redeem all (but not part) of the shares of Series A
Preferred Stock and Series B Preferred Stock then held by such holder . Payment of
the Series A Redemption Price (as defined below) to the holders of Series A Preferred
Stock and the Series B Redemption Prior (as donned below) to the holders of shares
of Series B Preferred Stock, shall be made by the Corporation on January 23, 2001,
for a cash price equal to the originaLl rpurchase price paid by such holders for each
sham of Series A Preferred Stock

	

rd Series B Preferred Stock outstanding, adjusted
for any stock split, combined consolidation or stock distribution or stock dividends
with respect to such shares (the "Siertw A Redemption Price" and the "Series B
Redemption Price," respectively). On or prior to December 24, 2000, the
Corporation &hall give written notice (the "Series A and Series B Redemption
Notice") by mail, postage prepaid,; to the holders of the then outstanding shares of
Series A Preferred Stock and Series B Preferred Stock at the address of each such
holder appearing on the books of the Corporation or given by such holder to the
Corporation for the purpose of nodoe. Such notice shall set forth the Series A
Redemption Price and the Series $ Redemption Price, as the case may be, and shall
further state that any holder of sham of Series A Preferred Stock or Series B
Preferred Stock who intends to request redemption of its Series A Preferred Stock or
Series B Preferred Stock, respectively, pursuant to this Section 5 .3.5(a) must give
written notice to the Corporation its request for redemption on or before
January 11, 2001. On or after J

	

uary 11, 2001, each holder of sham of Series A
Preferred Stock and Series B Preferred Stock who requested that such holder's shares
of Series A Preferred Stock and Series B Preferred Stock be so redeemed, shall
surrender the certificate or certificates evidencing such shares to the Corporation. In
the can of any certificate or certificates which have boon lost, stolen or destroyed,
the holder of such certit'xate or certificates shall make and deliver an affidavit of that
fact to the Corporation without the necessity of giving the Corporation a bond.
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(ii)

	

AD49

	

..r Series eR.de,tote-N .....,.. ...
Preferred Stack aced Series B Preferred Stock. If after sending the Series A and
Series B Redemption Notice, the Corporation receives requests for redemption on or
prior to January 21, 2001 from the holders of at least sixty-seven percent (6796) of
the Series A Preferred Stock and Series B Preferred Stock taken together, tit &ball give
written notice by mail, postage prepaid, to the holders of Series A Preferred Stock
and Series B Preferred Stock that all shares of the Series A Preferred Stock and
Series B Preferred Stock then outstanding

will
be redeemed on January 23, 2001 (the

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

(iii)

	

Qonsl Redemption of Series C Preferred
In the event them shall, not have occurred a closing of a Qualified Public

Offeaag (as deftmed in Section 5.3.0) hereof) prior to November 3, 2001, at the
election of each holder of shares of Series C Preferred Stack outstanding as of
November 4, 2001, the Corporation shall redeem all Chit not part) of the shares of
Series C Preferred Smack then held by such holder. Payment of the applicable
series C Redemption Price (as defined below) to the holders of Series C Preferred
stock shall be made by the Corporation on December 3, 2001, for a cash price equal
to the original purchase price paid by such holders for each shoe of Series C
Preferred Stock outstanding, adjusted for any stock split, combined consolidation or
stock distrihution or stock dividends with respect to such shares (the "Series C
Redemption Price"). On or prior to November 4, 2001, the Corporation shall give
written notice (the "Series C Redemption Notice") by mail, postage prepaid, to the
holders of the then outstanding shares of Series C Preferred Stock at the address of
each such bolder appearing on the boom of the Corporation or given by such holder
to the Corporation for the purpow of notice . The Series C Redemption Notes shall
set forth the Series C Redemption Price and shall further star that any holder of
shares of Series C Preferred Stock who intends to request redemption of its Series C
Preferred stock pursuant to this Sexton 5.3 .5(x) must give written notice to the
Corporation of its request for redemption on or before November 21, 2001. On or
after December 3, 2001, each holder of shares of Series C Preferred Stock who
requested that such holder's shares of Series C Preferred Stock be so redeemed, shall
surrender the certificate or certificates evidencing such shares to the Corporation. In
the case of any certificate or certificates which have been lost, stolen or destroyed,
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the holder of such certificate or arfftcates shall make and deliver an, affidavit of that
fact to the Corporation without the necessity of Shiag the Corporation a bond.

(iv)

	

MMadsty Redemgon of series c
Preferred StoA_ If after sending the Series C Rexiemptif Notice, the Corporation
receives requests for redemptio0 on or prior to November 21, 2001 from the holders
of at least sixty-seven percent (6796) of the Series C Preferred Stock, it shall give
written notice by mail, postage prepaid, to the hnlderR of Series C Preferred stock
that all shares of Series C Preferred Stock then outstanding will be redeemed on
December 3, 2001 (the °Series C Redemption Date') for a per s4ate t2wr pl~x equal
to the Series C Redemption Price. The notice shall further call upon such holders to
sutrsndec to the Corporation on or before the Series C Redemption Date at the place
designated in the nndm such holder's certificate or centficaus representing the shares
to be redeemed on or after the Series C Redemption Date, each holder of shares of
Seders C Preferred Stools called for redemption &ball surroader the certificate of
certificates evidencing such shaves to the Corporation. In the case of any cerdficato
or certificates which have been loot, asoten or destroyed, the bolder of arch certificate
Or certificates shag make and deliver an affidavit of that fact to the Corporation
without the necessity of giving the Corporation a bond .

no rmse,rtrasa.r

(v)

	

Bxiension of Redemption Dates.
Notwithstanding the foregoing clauses (i) ttuough (tv), in the event any Indebtedness
unda the Notes remains ouMadim the bottkts of share of Series A Pretened
Stock, Series B Preferred Stock and Series C Preferred Stock shall not have the right
to require the Corporation to redeem my of such shares until ninety (90) days after
the later of (z) the date on which such Notes shall be indefensibly paid in tall and (y)
the applicable Redemption Due.

(b)

	

j

	

babgm of

	

iohh. From and after the
SeriesA and Saris 8 Redemption Dame or the Series C Redemption Date (each a
"Redemption Dace"), as the case may he, unless there shaB have been a default in
payment or tender by the Corporation of the Sades A Redemption Pries: aW she
Series B Redemption Price or the Series C Redemption Price (each a "Redemption
Prior"), as the ease may be, all rights of the holders with respect to such redeemed
shares of the Series Ptefern%d Smck (except the right to receive the applicable
Redemption Price upon surrender or their certiaau) shall cease sad such shares shall
not thereafter be traodeued on the books of this Corporation or be deemed to be
outstanding for any purpow whatsoever .

(c)

	

Iasaf5dmt.Lel&. if the funds of the
Corporation legally available for redemption of abases of the Series Preferred Stock
on the applicable Rcdomption Data are insufficient to redeem the total number of
shafts of Series A Preferred Stuck and Series B Preferred Stock or Series C Preferred
Stoic, as the case may be, on suds Redemption Date, the Corporation will use its best
efforts to enaaae in a recapitalbuition or the sale of its business or businesses to
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generate sufficient funds to redeem all of the shares of the Series A Preferred Stock
and Series 8 Preferred Stock or the Series C Preferred Snick, as the case may be.
The Corporation shall use those funds which are legally available to redeem the
maximum possible number of such shares ratably among the holders of such shares to
be redeemed. At any time thereafter when additional funds of the Corporation are
legally available for the redemption of shares of the Series Preferred Stock, such
funds will immediately be and do redeem the balance of the shares which the
Corporation has become obligated to redeem on the applicable Redemption Date but
which it has act redeemed at the applicable Redemption Price . If any shares of the
Series Preferred Stock am not redeemed for the foregoing reason or because the
Corporation otherwise failed to pay or tender to pay the aggregate applicable
Redemption Price on all outstanding shares of Series Preferred Stock, all shares which
have not been redeemed shall remain outstanding and entitled to all the rights and
preferences provided berein, and the Corporation shall pay Interest on the applicable
Redemption Price for the mtrodeemed portion at an aggregate per annum rate equal to
the greater of (i) twelve Percent (1296) or (ii) the Base Rate or any similar lending
rate announced from time to time by The First National Bank of Boston or any
successor entity plus five percent (596), increased, in each case, by one percent (19'0)
at the end of each calendar quarter thereafter. All provisions hereof are hereby
expressly limited so that in no contingency or event whatsoever shall the amount paid
or agreed to be paid to the holders of the Series Preferred Stock eximed the minimum
amount which the holder is permitted to receive under applicable law. If fulfillment
of any provision hereof shall involve exceeding such amount, then the obligation to be
fulfilled shall automatically be reduced to the limit of such mammam amount. As
used herein, the term "applicable law" shall mean the law in effect as of the date
hereof, g vin tied, jg~v~vg, that in the event that there is a change in the law which
results in a higher permissible rata of interest, then these provisions shall be governed
by such new law as of its effective date .

5.3.6 Remigdoea and Gitnitations . The Corporation ahail not
without the affirmative vote or written consent of the holders of a majority of the then
outstanding charts of the Series Preferred Stock-

0i

	

Redeem, purchase or otherwise acquire for value
(or pay into or set adds for a sinleing fund for such purpose), any share or shares of
Series Preferred Stock other than pursuant to Section 5 .3.5 hereof;

(il)

	

Redeem, purchase or otherwise acquire for value
(or pay into or set aside for a sinking fund for such purpose) any of the Common
Stock of any dies or any other apical stock of the Corporation other than the Series
Preferred Stock or any of the Corporation's options, warrants or convertible or
eitchaugeable securities, except that these provisions will not prohibit the Corporation
from repurrhasmg or redeeming any shares of capital stock from individuals and
entities who have entered into stockholder agreements, stock option agreements,
employment agreements or other similar agreements with the Corporation in each case



approved by a majority of the Series A Investor Directors, Series B Investor Director
and Series C Investor Director tinder which the Corporation has the option to
repurchase such shares upon the occurrence of certain events, including the
termination of employment and involuntary transfers by operation of law (and their
permitted transferees) ; ~yfdA, however . that any such agreement between such
individrtai and the Corporation under which the Corporation has such options to
repurchase, must be approved by the affirmative vote or written consent of the
holders of a majority of the then outstanding Series Preferred Stock before such
agreement is executed by the Corporation;

(iii)

	

Authorize or issue, or obligate itself to issue, any
other debt or equity security, other than as provided in that certain Investment and
Stockholder's Agreement, by and among the Corporation and the Investors named
therein, dated as of Ocmhor 31, 1997 (the "Investment Agreement");

(iv)

	

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

of its capital stock;
(v)

	

Pay or declare any dividend or distribution on any

(vi)

	

Authorize any merger, consolidation of the
Corporation with or into any other company or entity, or authoria the reorganization
or sale of the Corporation or the sale of substantially all of the assets of the
Corporation;

(vh)

	

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

(viii)

	

Authorize any reclassification or recapitaliation
of the outstanding capital stock of the Corporation;

Corporation;
(ix)

	

Approve the annual operating budget of the
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(x)

	

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

(A)

	

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

5.3.7 No

	

"issuaancce of Seri

	

Preferred Stock. No share or
shares of the Series Preferred Stock acquired by the Corporation by reason of



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

53.8 Notices of Record l*. In the event (i) the Corporation
establishes a record date to determine the holders of any class of securities who are
entitled to receive any dividend or other distribution, or (ti) there occurs any capital
reorganization of the Corporation, any reclassification or recapitalization of the capital
stock of the Corporation, any merger or consolidation of the Corporation, or any
transfer of all or substantially all of the assets of the Corporation to any other
company, or any other entity or person, or any voluntary or involuntary dissolution,
liquidation or winding up of the Corporation, the Corporation shall mail to each
holder of Series Preferred Stock as dean 20 days prior to the record date specified
therein, a notice specifying (a) the dale of such record date for the purpose of such
dividend or distribution and a description of such dividend or distribution, (b) the date
on which any such reorganization, reclassification, transfer, consolidation, merger,
dissolution, liquidation or winding up is expected to become effective, and (c) the
time, if any, that is to be fixed, as to when the holders of record of Common Stock
(or other securities) shall be entitled to exchange their shares of Common Stock (or
other securities) for securities or other property deliverable upon such reorganization,
redas

	

on, transfer, oomolidstion, merger, dissolution, liquidation or winding
UP.

5.3.9

	

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

53.10 $apkipB. Each series : of Series Preferred Stock shall
tank on eparity with the other series of Series Pre*rred Stock as to the distribution
of assets on liquidation, dissolution and winding up of the Corporation. The Series
Preferred stock shall rank senior to the Common Stock as to the distribution of assets
on liquidation, dissolution and winding up of the Corporation.

5.3 .11 MlacclIAOMA

(a)

	

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

(b)

	

The Corporation shall pay any and all stock
trander and documentary stamp tames that may be payable in respect of any issuance
or delivery of wares of Series Preferred Stock or shares of Common Stock or other
securities issued on account of Series Preferred Stock pursuant hereto or certificates
representing such shams or securities. The Corporation shall riot, however, be
requited to Pay any such tax which may be payable in respect. of any transfer involved
in the iaaaanoe or delivery of shares of Series Preferred Stock or Common Stock or
other securities in a name other dm that in which the shares of Series Preferred
Stock with respect to which such shares or other securities are issued or delivered
were registered, or in respect of any payment to any person with respect to any such
shares or securities other than a payment to the registered holder thereof, and &ball
not he required to make any such issuance, delivery or payment unless and until the
parson otherwise entitled to such issuance, delivery or payment has paid to the
Corporation the amount of any such tax or has established, to the satisfaction of the
Corporation, that such tam has been paid or is not payable.

(o)

	

The Corporation may appoint, sad from time to
time disabarge and chanae, a transfer agent of the Series Preferred Stock. Upon any
such appointment or discharga of a transfer agent, the Corporation shall send notice
thereof by hand delivery, by ctnaier, by standard form of telecommunication or by
first class mat? (postage prepaid), to each holder of record of the Series Preferred
Stock,

5.4

	

Subject to the provisions of this Amended sad Restated
Cortifiate of incorporation and except as otherwise provided by law, the stock Of the
Corporation, regardless of class, may be issued for such oonddemdon and for such
corporate purposes as the Hoard of Directors may from time to time determine.

ti.

	

Qg,MMjW, Aganaement orRooms. Whenever a
compromise or arrangement is proposed between this Corporation and its creditors or
any class of them and/or between this Corporation and its stockholders or any class of
them, any court of equitable jurisdiction within the State of Delaware may, on the
application in a summary way of this Corporation or of any creditor or stockholder
thereof or on the application of any receiver or receivers appointed for this
Corporation under the provision& of Section 291 of the General Corporation Law or
on the application of trustees in dissolution or of any receiver or reccivca appointed



8. jndemaifiatlon.

for this Corporation under the provisions of Section 279 of General Corporation Law
order a meeting o£ the creditors or class of creditors, and/or of the stockholders or
class of stockholders of this Corporation, as the case may be, to be summoned in such
manger as the said court directs. If a majority In number representing thme-fourtbs
in value of the creditors or class of creditors, and/or of the stockholders or class of
stockholders of this Corporation, as the case may be, agree to any compromise or
arrangement and to any reorganization of this Corporation as a consequence of such
compromise or arrangement, the said compromise or arrangement and the said
reorganization shall, if sanctioned by the court to which the said application has been
made, be binding on all the creditors or class of creditors, and/or on all stockholders
or close of stockholders of this Corporation, as the case may be, and also on this
Corporation.

7.

	

LrAmirtion_ ofLlam. No director of the Corporation shall be
personally liable to the Corporation or its stockholders for monetary damages for
breach of fiduciary duty as a director, except for liability (a) for any breach of the
director's duty of loyalty to the Corporation or Its stockholders, (b) for seta or
omissions not in good faith or which involve intentional misconduct or a knowing
violation of law, (e) under Section 174 of do General Corporation Law or (d) for any
transaction from which the director derived any improper personal benefits. If the
General Corporation Law is hereafter amended to authorize corporate action further
eliminating or limiting the personal liability of directors, then the liability of a
director of the Corporation shall be eliminated or limited to the fullest extent
permitted by the General Corporation Law, as so amended.

Any repeal or modification of the foregoing paragraph by the
stockholders of do Corporation shahI trot adversely affect any right or protection of a
director of the Corporation existing at the time of such repeal or modification .

8.1

	

. To do extent not prohibited by
law, the Corporation shall indemnify any person (an 'Eligible Person") who is or was
made, or threatened to be made, a party do say threatened, pending or completed
action . Suit or proeeediag (a "PrOOeedmg°), whether civil, criminal, administrative or
investigative, including, without limitation, an action by or in the right of the
Corporation to procure ajudgment in its favor, by reason of the fad do such person,
or a person of whom such person is the legal representative, is or was a Director or
officer of the Corporation, or, while a Director or officer of the Corporation, is or
was serving, at the request of the Corporation, as a director or officer of any other
corporation or in a capacity with comparable authority or responsibilities for any
partnership, joint venture, trust, employee benefit plan or other enterprise (an "Other
Entity"), against judgments, fines. penalties, excise raxcs, amounts paid in settlement
and costs, charges and expenses (Inducing attorneys' fees, disbursements and other
charges) .
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8.2

	

fgyment of Means. The Corporation shall, from time
to time Pay to an Eligible Person the funds necessary for Payment of expenses,
including attotvcys' foes and disbursements, incurred by or on behalf of such Eligible
Person in connection with any Proceeding, as such expenses are incurred in advance
of the final disposition of such Proceeding; Wig, hots rve , that, it requited by
the C3eneral Corporation Law, snob expenses incurred by or on behalf of smh Eligible
Person may be paid in advance of the final disposition of a Proceeding only upon
receipt by the Corporation of an undertaking. by or on behalf of such Eligible Person,
to repay any such amount so advanced if it shall ultimately be determined by final
judicial decision from which there is no further rigia of appeal Utah such Eligible
Perms is not entitled to be indemnified for such expenses .

e_3

	

Crrtair, Rxclustans. Section 8.1 and 8.2 sha]1 not include
any Proceeding conuneaced by any Eligible Person without the advance approval of
the Hoard of Directors .

8.4 Soft-Effect- The provisions of this Section 8 shall be
a emu-ad between the rtxlxuatim on the one hand, and each Eligible Person, on the
other hand, punwnt to which the Cbrporautm and each such Eligible Person intend to
be . and shall be, legally bound. No repeal or atedifimtion of this Section 8 shall
affect any rights or obligations with respect to any state of facts then or theratofore
existing or any proceeding tbustofore or theteafur brougin or threatened based in
whole at to Part upon say such state of facts.

8.5

	

Procedural R*hW. The rights to indemnification and
payment of =sperms provided by, or granted pursuant to, this Section 8 shall be
enforceable by as Etigibk Person entitled to such indennitteation or payment of
expenses in any court of competent jurisdiction . The burden of wwiag that such
indemnification or payment of expenses is not appropriate shall be on the
Corporation. Neither to f dlure of to Corporation (including the disinterested
Directors on its Board of Directors, a coatmaittee of such disinterested Directors, the
Corporation's independent legal counsel and its stodibolders) to have made a
determination. prior tD the commeaomaent of such 11=1011 thst Such indemnification of
payment of expenses is proper in the circumstances, not an actual determination by
the Corporation (including the disinterosted ;)he=rs on iat Rnsrd of Directors. a
committee of such disinbresied Directors, the Corporation's independent legal counsel
and its McXfoldom) that sorb person Is not entltlod to such indemnification or
payment of expenses shall consdtttte a defense to the action or create a presumption
that such person is not so entitled . Notwithstanding anything to the contrary in
Section 8.3, such Eligible Person shall also be indemnified for any expenses incurred
in connection with sucaemully establishing his or her right to such indemnification or
payment of eapeases, in whole or in part, in any suet proceeding .

8.6

	

Service Ueemced at Q=ation'a Request. Any Director
,,r officer of the Corporuion serving (a) as a director or officer of another corpomtion



of which a majority of the shares entitled to vote in the election of its directors is
held, directly or indirectly, by the Corporation or (b) any employee benefit plan of
the Corporation nr any corporation referred to is dense (a) shell be deemed to be
doing so at the request of the Corporation.

8.7

	

El

	

'on of Apolicabb 1Bw , Any person entitled to be
indemnified or to payment of expenses As a matter of right pursuant to this Section 8
may elect to have the right to fndemnifleadon or payment of expenses interpreted on
the basis of the applicable law in effect at the time of the occurrence of the event or
events giving rise to the applicable Proceeding, to the extent permitted by law, or on
the basis of the applicable law in effect at the time such indemnification or payment
of expenses is sought. b;uch elocrion shall be made, by a notice in writing to the
Corporation, at the time indemnification or payment of expanses is sought; Movidi
however. that if no such notice is given, the tilt to Indemnification or payment of
oxponscs *hall bo determined by the law in effect at the time indemnification or
payment of expenses is sought .

8.8

	

Riahts Not Swtasive . The rights to iadcmtiScadon and
reimbursement or advancement of expenses provided by, or granted puruant to, this
Section 8 shall not be deemed eselusive of any othm rights to which a person sstdn8.
he

	

ars or reimbursement or advancement of expenses may have or hereafter
be entitled under Say seance, thIS Rautate4 CeLUM2AU of Lsvdporativn, the By-lawb,
nay mare sment, any vote of etodtholders or disinterested Directors or otherwise, both
as to action in his or her official capacity and as to action In another capacity while
holding such office .

8.9

	

e3~bn

	

en of Deeefiee . The rights to lademntfication
and reimbursement or advancement of expenses provided by, or granted pursuant to,
this Section 8 shall continue as to a person who has ceased to be a Director or officer
(or otbn parson indomniSed hereunder) and shall imue to the benefit of the
ezeeutors, am

	

stors, legatees and dlatdbumes of such person .

8.10

	

i

	

The Corporation shall have power to
purchase and maintain insurance on behatr of any person who it or was a director,
nrfaar, employee or agent of the Corporation, or is or was serviax at the fewest of
the Corporation as a director, offleer, employee or agent of an Other Entity, against
any liability aaxatcd against such person and incurred by each person is any such
capacity, or arising out of such person's status as such, whether or not the
Corporation would have the power to Indemnify such person against such ltabiltty
under the provisions of this Section 8 or under Section 145 of the General
Corporation IBw or any ether provision of law.

9.

	

Directm. This Section is inserted for the management of the
business and for the conduct of the bffwta of the Corporation and it is expressly



provided that it is intended to be in furtherance of and not in limitation or exc1tadon
of the powers conferred by applicable law.

9.1

	

Number_ Eleetiob and Term of Office of BQ1rd of
)21mutm; The business of the Corporation shall be managed by a Hoard of DirzoArs
consisting of not less than three or more than 15 numbers. The exact number of
directors within the minimnrn and maximum limitations specified in the preceding
wa tanna shall he finked from time to time by resolution adopted by a majority of the
entire Board of Directors then in office, whether or not present at a meeting.
Directors aced not be sraaldsoiders of the Corporation. The creators shall be dividod
into dm classes of approximately equal size with the term of ofilce of ft feat doss
to expire at the first am:mW meeting of stockboiders of the Corporation next following
the end of the Corporation's fiscal year ending December 31, 1998, the term of office
of the swead class m expire at the fast: annual meetingo[ Mocholders of the
Corporation next following the sad of the Corporation's Send year ending December
31, 1999 and the term of office of the third clan to expire at the annual meeting of
stocdtolders of the Corporation next following the end of the Corporaion's tlacal
year ending December 31, 2000 . At each annual meeting of stockholders following
such initial election as specified above, dlrecton elated to succeed those directors
vdsoss terms expire shall be elected Lor a tern of offer. to fmgtirr at thr third
succeabg annual meeting of stockholders after their election.

vbtwnz, ptitsuant to the
provisions of Section 5.

Natwifttanding
1 of this Amended and

foregoing.

	

Cereaeaee of Incorporation,
the holders of any acne or =are wrier of Preferred Stock shall have the right, voting
separately as a attics or together with holders of other snob series, to elect Directors
at an anew or spa" meeting of stnkholders, flue election, term of office, filling of
vamacies and other features of such dkccwrakips shall be governed by the terms of
this Amended and Restated Certificate of htcorporation and any certificate of
designauow applk:ahle thereto.

Dv'toli any period whore the holders of any series of Preferred
Stock have the tight to elect additional Directors as provided for or fixed pursuant to
the provisions of this Amended and Restated Certificate of incorporation or any
ceraflcarr of deagruaon related thereto, then upon commencement and for the
duration of due period during which web right continues: (t) the then otherwise total
authut'rwd number of Directors of t1w Corporation shall automad=AY be increased by
such specified number of Directors, and the holders of such Preferred Stock shall be
entitled to elect the additional Directors so provided for or Mind pursuant to said
provisions . and (H) each such additional Director shall serve until such Director's
successor shall have been duly elected and goalifled, or until such Director's right to
hold such office temsmam Pursuant to said pmvieiens, wbicutvar occurs earlier,
subject to such Director's earlier death, disqualification, resignation or removal.
hrtcept as otherwise provided by the Board in lies: heeuluuou of re3oludow eswblisbins
such series, whenever the holders of any aeries of Preferred Stock having such right

nesIDSL.a+ea4 .,



to elect additional Directors are divested of such right pursuant to the provisions of
such stock, the terms of office of all such additional Directors elected by the holders
of such stock, or elected to fill any vacancies resulting from the death, resignation,
disqualification or removal of such additional Directors, shall forthwith terminate and
the total and authorized number of Directors of the Corporation shall be reduced
accordingly .

9.2

	

Tmm. Notwithstanding any provisions to the contrary
contained herein, (i) each director shall hold office until his or her successor is
elected and qualified, or until the earlier of such director's death, resignation or
removal and (ii) the term of any director who is also an officer of the Corporation
shall terminate if he or she oeases to be an officer of the Corporation.

9.3

	

Nearly CMAMd--Dh ,t0MW{A and yaOck_s. Subject to
the rights of the hordes of any series of Preferred Stock them outstanding. newly
created directorships rewlting from arty inatease in the authorized number of directors
or any vacancies in the Hoard of Directors resulting from death. resignation,
retirement, disqualification, removal from office or other cause shall be filled by a
majority vote of the remaining directors char in office althougb leas than a quorum, or
by a sob remaining director acrd directors so chosen shall hold office for a tern
expiring at the annual meeting of stockholders at which tbc term of the class to which
they have been elected wcpam or, in sash cane, until their respective successors are
duly elected and qualified. No decrease in the number of directors constituting the
Hoard of Directors shall shorten the term of any incumbent director . When any
director $hall give notice of resignation effealve at a future data, the Hoard of
Directors may fill such vacancy to talks effect when rich resignation diall become
effective. In the event of a vacancy in the Board of Directors, the remaining
Directors, except as otherwise provided by law, may :remise the powers of the full
Hoard of Direezm until the vacancy is filled.

9.4

	

Removst of Direetoa . Any one or more or all of the
directors may be =moved, at any time, but only for cause by the stockholders having
at least a majority in voting power of the then issued andoutstanding sham of capital
stock of the Corporation.

10 .

	

Action bx Stockholders . Notwithstanding the provisions of
Section 228 of the General Corporation Law (or any ancce"or statute), Say action
required or permitted by the General Corporation Law to be taken at any annual or
special meeting of stockholders of the Corporation may be taken only e< such an
annual or special mating of stockholders and cannot be taken by written consent
without a meeting . At my annual meeting or special meeting of stockholders of the
Corporation, only such business shall be conducted as shall have been brought before
such meeting in the manner provided by the By-laws.
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.Jo . F00457971

CORPORATION DIVISION

CERTIFICATE OF CORPORATE GOOD STANDING - FOREIGN CORPORATION

I, REBECCA MCDOWELL COOK, SECRETARY OF STATE OF THE STATE
OF MISSOURI, DO HEREBY CERTIFY THAT THE RECORDS IN MY OFFICE
AND IN MY CARE AND CUSTODY REVEAL THAT

A DELAWARE CORPORATION FILED ITS EVIDENCE OF INCORPORATION
WITH THIS STATE ON THE 10TH DAY OF JULY, 1998, AND IS IN
GOOD STANDING, HAVING FULLY COMPLIED WITH ALL REQUIREMENTS
OF THIS OFFICE .
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DESCRIPTION OF PATHNET'S
MANAGERIAL AND TECHNICAL RESOURCES

Pathnet is a carrier's carrier providing high quality, low-cost, digital
telecommunications capacity to under-served and second- and third-tier U.S . markets .
Using an integrated strategy, Pathnet is building its digital network employing both
wireless and fiber-optic technologies . Pathnet's digital network provides :

"

	

Low Cost : Pathnet gives carriers a low-cost access option .
"

	

High Quality : The network is designed and engineered to deliver greater than
99.999% network reliability on any individual path with an average bit error rate
of no greater than 10-13 .

"

	

National Network : Pathnet currently has 2,100 route miles of completed network,
4,600 route miles of network under construction and 7,800 route miles of network
under commitment.

"

	

Unique Rights-of-Way : Strong affiliations with owners of telecommunications
assets provide Pathnet's unique route paths .

"

	

Access to New Markets : Provides under-served and second- and third-tier markets
with a robust digital infrastructure enhancing capacity for telecommunications
services .

Founded in 1995, Pathnet's wireless network evolved out of a FCC regulatory action
that required hundreds of private microwave network operators to reconfigure their
networks by relocating to a different part of the spectrum . Pathnet partnered with owners
of telecommunications assets, including utility, pipeline and railroad companies, to
upgrade and aggregate existing infrastructure to a state-of-the-art SONET network .

Due to demand and opportunity, Pathnet recently expanded the scope of its initial
business strategy to include fiber . The company continues to rely on its traditional
partnering approach for rights-of-way throughout the U.S. By broadening these
partnering arrangements to include fiber, Pathnet is able to offer customized builds to
service providers . Pathnet's fiber product line delivers bandwidth services, as well as dark
or dim fiber to customers requiring dedicated network services in under-served and
second- and third-tier markets. Pathnet offers telecommunications service to inter-
exchange carriers, local exchange carriers, Internet service providers, Regional Bell
Operating Companies, cellular operators and resellers .

Applicant's Management Team:

Richard A. JaIkut, President and Chief Executive Officer : Richard Jalkut has
over 30 years experience in the telecommunications industry, most recently as President
and Group Executive ofNYNEX Telecommunications, where he oversaw a team of more
than 60,000 employees and more than $12 billion in revenue . Mr. Jalkut began his career
in 1966 at New England Telephone and served in a variety of positions, including
Executive Vice President and Chief Operating Officer . In 1990, Mr. Jalkut was named
Executive Vice President and Chief Operating Officer of New York Telephone Co ., Inc .,



the predecessor to NYNEX Telecommunications Group. He was appointed President and
Chief Executive Officer in 1991 . In 1995, Mr. Jalkut assumed responsibility for the entire
NYNEX Telecommunications Group where he served as President and Group Executive .
He retired from NYNEX in August 1997 . Mr. Jalkut holds a B.A . in Political Science
and Economics from Boston College .

James M. Craig, Executive Vice President, Chief Financial Officer and
Treasurer: James Craig brings 22 years of accounting and finance experience to Pathnet
with 15 years specifically in the telecommunications industry. Formerly the Senior
Director of Treasury Management for Omnipoint Communications, Mr. Craig was
responsible for corporate planning and forecasting. He also served as a point of contact
for investment banks, sell-side analysts and rating agencies . Prior to that, Mr. Craig
assisted in the launch of two start-up telecommunications companies, UniSite and
National Telecom PCS, Inc . As part of his role with UniSite, he established regional and
national alliances between UniSite and telecommunications tower owners . Mr . Craig also
spent a total of 11 years with MCI, holding positions such as Director of Wireless
Communications, Director of Corporate Development, Director of Telecommunications
Group Planning and Director of Corporate Treasury Group . Mr . Craig received his
undergraduate degree from the State University of New York at Buffalo and a Masters
degree from the Northwestern University School of Management .

Robert A. Rouse, Executive Vice President, President of Network Services :
Robert Rouse joins Pathnet with over 30 years experience in the telecommunications
industry. Prior to Pathnet, Mr. Rouse was Executive Vice President of Intermedia
responsible for network services, engineering and systems . Prior to that, he spent over 10
years with MCI - the last three as Senior Vice President of Network Services for
MCI/Concert. In this position, he was responsible for integrating the network and product
functionality between MCI and British Telecom as well as building global networks .
Before joining MCI in 1986, Mr. Rouse spent a total of 17 years with Frontier where he
was involved in a series of their unregulated start-up business ventures, including a key
role in developing Frontier's long distance company. Mr. Rouse received a B.A . in
History from the University of Rochester .

William R. Smedberg V, Executive Vice President of Corporate
Development : William Smedberg joined Pathnet as a consultant in 1996 and was named
Vice President, Finance and Corporate Development in January 1997 . Before Pathnet,
Mr. Smedberg served in various financial planning positions at the James River
Corporation of Virginia, Inc., for nine years . In particular, he served as Director, Strategic
Planning and Corporate Development for Jamont, a European consumer products joint
venture among Nokia Cry, Montedison S .p .A . and James River, where he was responsible
for Jamont's corporate finance, strategic planning and corporate development . Earlier,
Mr. Smedberg worked in the defense industry as a consultant and engineer for TRW, Inc .
Mr. Smedberg received both a B .S . and M.B.A . from the University ofVirginia.

Pathnet Managerial and Technical Resources
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Shawn F. O'Donnell, Senior Vice President of Engineering and Construction :
Shawn O'Donnell joined Pathnet with more than 14 years of engineering experience
within the telecommunications industry . Prior to joining the Pathnet team, Mr. O'Donnell
served as Director of Transmissions and Facility Standards and Engineering with MCI
WorldCom. In his position as Director, he was in charge of a 340+ person team that was
responsible for overall transmission and facility engineering for local, long distance and
Internet networks . He also held a variety of other positions, including Senior Manager of
Transmission Engineering Implementation and Senior Manager of Switched Network
Planning . Before that, Mr. O'Donnell was a Control Engineer with Potomac Edison .
While there, he was responsible for the management of communications networks
associated with high voltage control systems. Mr. O'Donnell holds a B.S . in Electrical
Engineering from Pennsylvania State University and a M.S . in Electrical Engineering
from Virginia Polytechnic and State University .

Gerry Sharp, Vice President and Chief Technology Officer : Gerry Sharp
brings to Pathnet over 18 years oftelecommunications experience, most recently as
Senior Director of Architecture and Strategic Planning with Intermedia Communications .
Prior to Intermedia, Mr. Sharp worked with Bell South.net, the State of Florida Division
of Communications and USWest. While at Intermedia, Mr. Sharp worked with VOID
implementation and provided design direction for both VPN and IP Internet services . In
his prior positions, he also developed a strategic transport service model using DSL,
ATM and fiber-based solutions to reduce access cost via common UNE access and
shared LATA aggregation, and designed dedicated Internet access links to integrated
ATM, voice and data services . Mr. Sharp received his undergraduate degree in Electrical
Engineering from Metropolitan State College in Denver, Colorado .

Chuck Liggett, Senior Vice President and Chief Marketing Officer : Chuck
Liggett comes to Pathnet from Concert Global Communications as its Vice President
Portfolio Development and Strategy . In his position with Global Communications, Mr.
Liggett was responsible for Concert's next generation programs . His team defined
Concert's convergent voice and data portfolio and the infrastructure over which those
services would be delivered and was responsible for defining in-country access strategies
and migration to electronic web based customer care . Additionally, Mr. Liggett
represented Concert in British Telecom deliberations regarding business and technology
strategy and was heavily involved in planning for the global venture with AT&T. During
his tenure at Concert, he also held the positions of Director ofBroadband Services
Marketing and Senior Manager of Data and Value Added Services Marketing. Prior to
Concert, Mr. Liggett was employed by BT Tymnet/BT North America where he held the
position of Northeast Regional Sales Manager . Mr. Liggett holds an undergraduate
degree from Dartmouth College and anM.B.A . in Finance from New York University .

Mary McDermott, Senior Vice President, General Counsel and Secretary :
Mary McDermott joined Pathnet with over 17 years of legal experience in the
telecommunications industry. In 1999, Ms. McDermott was named by Wireless Week
magazine one of the top 25 "Influential Women of Wireless."

	

Most recently, Ms .
McDermott served as Senior Vice President and Chief of Staff for Government Relations
ofthe Personal Communications Industry Association, where she formulated positions on

Pathnet Managerial and Technical Resources
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strategic policy issues affecting PCIA's members and represented PCIA before the
Federal Communications Commission, Congress and the Executive Branch . From 1994
to 1998, Ms. McDermott was Vice President, Legal and Regulatory Affairs, for the
United States Telephone Association . Before working with USTA, Ms. McDermott was
a General Attorney for NYNEX, where she was responsible for representing NYNEX
before the FCC and was a key legal advisor to corporate principals on strategic planning,
new business, marketing and technology . Ms. McDermott's first exposure to the
telecommunications industry was at New England Telephone, from 1982 to 1986, where
she represented the company in all proceedings before the Main Public Utilities
Commission . Ms. McDermott received her undergraduate degree from West Virginia
University and her J .D . from Harvard Law School .

Robert C. Ferry, Chief Information Officer :

	

Robert Ferry brings to Pathnet
over 16 years of telecommunications, technology and corporate development experience .
Formerly the Chief Technology Officer for Sector Communications, he set the technical
direction for two European-based subsidiaries (telecommunications services and systems
management software), managed the local area network and data communications
systems, and oversaw the North American marketing and sales efforts . Prior to Sector,
Mr. Ferry founded and was President of the technology consulting firm, Insight
Information, and served as Director of Information Systems for Temps & Co. Mr. Ferry
was educated at Purdue University in West Lafayette, Indiana .

William E. Cotta, Vice President of Operations : William Cotta has over 25
years experience in the telecommunications industry in the areas of network operations,
customer service support, billing system operations, network construction and
engineering . Prior to joining Pathnet, Mr. Cotta was Vice President and General Manager
at Nynex where he managed a 2,500 person business unit with responsibilities for
business and residential service operations, construction, engineering as well as business
unit profitability. Mr . Cotta holds a B .S . in Electrical Engineering and an M.B .A. from
Northeastern University .

Joseph A. Mastrogiorgio, Vice President of Marketing: Joseph Mastrogiorgio
is a 19-year telecommunications industry veteran who comes to Pathnet after 10 years at
MCI in sales and marketing . At MCI, he served as Managing Director of Enterprise
Solutions for MCI Systemhouse and directed business development activities for new
product solutions, leveraging MCI and Systemhouse core capabilities . Prior to working
with Systemhouse, he was Director of Channel Management for MCI's Integrated
Services Division and responsible for managed data network sales . Mr. Mastrogiorgio
received a B.A . from Stonehill College and an M.B.A . from Fordham University .

Michael R. Van Zetta, Vice President of Sales :

	

Michael Van Zetta joined
Pathnet with over 19 years of sales and marketing experience in communications and the
media technologies industry . Before joining Pathnet, Mr. Van Zetta was Regional Vice
President of Carrier Sales at Frontier Corporation, Vice President of Sales for Winstar
and Comsat, and Director of Sales and National Accounts Marketing at MCI. Mr. Van
Zetta's media, long distance, wireless and data experience helps Pathnet fill the market
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demand for SONET-based wireless solutions . Mr . Van Zetta holds a B.S . in Engineering
from the United States Military Academy and an M.B.A . from the University of Dallas .

Tara L. Quinnette, Director of Human Resources : Tara Quinnette has 10
years experience in human resources and operations in the communications industry .
Before joining Pathnet, Ms. Quinnette was Director of Human Resources at CNN
Washington, DC and Operations Manager for Potomac Televisions Services, Inc . at
CNN. A Certified Professional in Human Resources (PHR), she has a broad range of
experience in line management, employee/labor relations, training development, benefits
and payroll administration . Ms. Quinnette received her undergraduate degree from
Indiana University-Bloomington .

Applicant's Technical Resources :

Pathnet is engineering its network for maximum system reliability by using only
the best system components and incorporating the latest technological standards .
Applicant's network is designed and engineered to achieve greater than 99 .999% network
reliability on any individual path with an average bit error rate of no greater than 10"13

and conforms to the most stringent industry standards . All of Applicant's vendor partners
have passed Pathnet's stringent quality threshold requirements . Applicant's two primary
vendors are Lucent Technologies and NEC .

Lucent Technologies TrueWave®RS Fiber
Application Based Fiber Design for Long Distance, High Bit Rate Systems

Lucent Technologies TrueWave® RS (reduced slope) single optical fiber with
reduced dispersion slope is the industry's first nonzero-dispersion fiber (NZDF) designed
specifically for long distance, high bit rate systems supporting the maximum number of
channels operating in both the third and fourth wavelength windows . Today's optically
amplified dense wavelength division multiplexing (DWDM) systems operate in the 1530
to 1620 nm window while emerging systems are also likely to utilize the 1565 to 1620
ran window.

The low dispersion slope of TrueWave RS fiber allows both today's and emerging
systems to take maximum advantage of the intrinsic capacity of fiber by supporting the
largest number of channels in each wavelength band over very long distances .

With TrueWave RS Fiber, Lucent Technologies continues its technology innovation .
Wave that began with the patented and award winning TrueWave fiber. Specifically,
TrueWave RS fiber is unique from other nonzero-dispersion fibers by having :

"

	

Lowest dispersion slope across the third and fourth windows
"

	

Halfthe dispersion variation of large area NZDF's
"

	

Best performance for long distance systems with large numbers of channels

Pathnet Managerial and Technical Resources
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These characteristics translate into greater information capacity for the network .
When installing for today's network, you need fiber that can optimally operate with
transmission systems available today and those being demonstrated in research
laboratories . Lucent Technologies has demonstrated 1000 Gb/s transmission on
TrucWave fiber using wavelengths up to 1620 rim .

True Wave© is a registered trademark ofLucent Technologies Inc .

NEC 2000 Series SONET Digital Microwave Radios

NEC's 2000 Series SONET digital microwave radios have a unique
implementation of a protection scheme which provides the most capacity available in the
smallest amount of space . Commonly referred to as 1xN, this protection scheme utilizes
one RF channel to back-up multiple operational channels . NEC's implementation of this
protection scheme provides one protection channel for seven operational channels in just
two bays of equipment . One radio bay only occupies a 23" x 12" footprint . Each
operational channel carries an OC-3 signal, or the equivalent of 2,016 simultaneous voice
channels . In a 1x7 configuration, this translates to 14,112 simultaneous voice channels .

Another feature that attracted Pathrnet to the NEC 2000 Series is its unique cross
polarization interference canceller (XPIC) feature . Through proprietary engineering
advancements, NEC's digital microwave radio provides greater cross polarization
discrimination, allowing for the transmission of two OC-3 signals on the same frequency
pair by using opposite polarities . Now, instead of being limited to seven RF channels
carrying one OC-3 per channel in the 6GHz band, NEC's radios provide up to 14 OC-3s,
doubling capacity in an already small space .

"

	

SONET/SDH platform
"

	

Greater than 99.999% path reliability, Bellcore Industry Standard
"

	

More cost effective than fiber in certain target markets
1xN protection creating maximum availability and survivability
Modular system, allowing for easy upgrades and maintenance while providing
multiple OC-3 RF channels in one standard bay

" Each node, which is typically 25 miles apart, is capable of drop/insert
multiplexing

"

	

Both frequency and space diversity is incorporated into the network
"

	

The network platform is designed for maximum flexibility for voice, data and
video services
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Network Operations Center

Once a network is operational, Pathnet's 24-hour, 7-day-a week Network
Operations Center (NOC) begins monitoring each route . The installed
surveillance and alarm system ensures the equipment operates with maximum
reliability .

"

	

Single point of contact with technical service consultant

"

	

Tier 2 technical support utilizing co-located equipment lab

"

	

Tier 3 technical help desk

"

	

Both fault and performance analysis positions staffed in the NOC

"

	

Proactive customer notification and network events

"

	

TMN Compliant Element Management System

"

	

Redundant Data Telemetry Network

"

	

Monitored from NOC

"

	

Frame relay/Cisco routers

"

	

NOC supported by dedicated onsite backup generator

"

	

Disaster Recovery NOC established
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This discussion contains forward-looking statements that involve risks and uncertainties including,
without limitation, statements relating to our company and our business units' plans, strategies,
objectives, expectations, intentions and resources. Our actual results could differ materially from those
anticipated in forward-looking statements as a result of various factors, including those described in
the section of this Annual Report on Form 10-K entitled "RISK FACTORS. " Unless we indicate
otherwise, references to our current or future business, strategies or plans are references to our
consolidated business, strategies or plans, including our other future subsidiaries.

PART I

ITEM 1 . BUSINESS

The Company

We were founded in 1995 and are a wholesale telecommunications provider building a nationwide
network designed to provide other wholesale and retail telecommunications service providers with
access to underserved and second and third tier markets throughout the United States . We partnered with
owners of telecommunications assets, including utility, pipeline and railroad companies ("Incumbents")
to upgrade and aggregate wireless infrastructure to a microwave network using high capacity
Synchronous Optical Network Technology, also known as "SONET" . Through 1998, we signed
agreements with eight Incumbents and had over 6,000 miles of wireless network under development.

In early 1999, we expanded the scope of our business strategy to include fiber optic technology to
enable us to deliver high bandwidth services as well as dark and dim fiber to inter-exchange carriers
("IXCs"), local exchange carriers ("ILECs"), Internet service providers ("ISPs"), Regional Bell Operating
Companies ("RBOCs"), cellular operators and resellers. Our network will enable our customers to offer
additional services to new and existing customers in these markets without having to expend their own
resources to build, expand, or upgrade their own networks . In addition to serving unique markets, we
plan to differentiate our network by :

" Its ability to provide a complete access solution in our target markets, including separate
installations -often referred to as physical collocations- of our telecommunications equipment in
ILEC central offices and intercity transport, and

" Its advanced network architecture that will allow our customers to offer the latest voice, video,
and data services across a single network at very high speeds

In November 1999, we entered into agreements providing for strategic investments from Colonial
Pipeline Company, Burlington Northern and Santa Fe Corporation and CSX Corporation (the
"Transaction") . Upon the closing of the Transaction, we will form a new holding company, Pathnet
Telecommunications, Inc . ("PTI") that will receive the right to develop over 12,000 miles of the
investors' rights of way holdings in return forpreferred stock. Colonial Pipeline will also contribute -
in two separate tranches - an aggregate of $68 million in cash in return for preferred stock, an option to
purchase preferred stock, an option to purchase up to 10% of the number of shares that Pathnet
Telecommunications, Inc . actually issues in an underwritten initial public offering at a price equal to
90% of the price that Pathnet Telecommunications, Inc . charges for the sale of its shares in the offering
and a single fiber optic conduit along a portion of the Colonial right of way corridors or other
telecommunications assets of equal value .



The structure of the proposed contribution and reorganization transaction requires Pathnet to obtain
waivers and consents from the holders of a majority in principal amount of Pathnet's notes . In
consideration for the required consents, (1) PTI is offering its guarantees for all of the notes (the
"Guarantee'"), (2) Pathnet will make a consent payment of $25.00 per $1,000 in face amount of the notes
to each of the consenting noteholders who held notes on the record date of the consent solicitation and
(3) Pathnet will purchase and pledge to the indenture trustee, for the benefit of the noteholders,
additional United States Treasury securities as security covering the October 16, 2000 interest payment
on the notes following the consummation of the Transaction

The new investors collectively will receive an approximate one-third equity stake in the holding
company, as well as proportionate representation on the holding company board . Closing of the
Transaction is subject to the satisfaction on or before March 31, 2000, of certain conditions, including
consent of the holders a majority of the principal amount of our outstanding bonds. There is no
assurance that these conditions will be satisfied by that date .

	

In this Report, the words "we, " "us "and
"our" refer to Pathnet Inc. for periods prior to the closing of the Transaction and to the new holding
company and its subsidiaries (including Pathnet Inc.) forperiods after the closing of the Transaction .

We expect our nationwide network to grow to approximately 20,000 route miles utilizing fiber and
high capacity Synchronous Optical Network Technology, also known as 'SONET" microwave . We
intend to continue to develop our backbone on a "smart-build" basis by prioritizing route development
along corridors with high demand for dark fiber and conduit or partnering with established companies
in the joint development of those routes . We expect our network will terminate in central offices in our
target markets where we intend to collocate and use ILEC unbundled network elements or other third
party local network assets in the provision of service to our customers .

As of December 31, 1999, our network consisted of over 6,300 wireless route miles providing
wholesale transport services to 30 cities and an additional 500 miles of installed fiber . We are
constructing an additional 600 route miles of fiber network, which is scheduled for completion in the
first half of 2000 . We have also entered into two additional co-development agreements for the
construction of an additional 750 route miles of fiber optic network. We expect to develop additional
backbone network from a pool of over 12,000 route miles of right of way received in the Transaction
- 8,000 of which will have some form of exclusivity . These additional route miles will provide us with
the opportunity to develop unique and diverse paths connecting our target markets back to major tier one
metropolitan areas .

In addition to building our network, since inception we have :

" Obtained state regulatory certification or otherwise been authorized to provide our planned
telecommunications services in 13 states, with applications pending in an additional 8 states,
which will allow us to obtain unbundled network elements from the ILECs ;

" Executed interconnection agreements with three existing local telephone companies ; US West,
Ameritech and Southwestern Bell ;

" Executed agreements providing for collocations with US West and BellSouth ;

" Launched our Alliance Program under which we expanded our virtual network to reach additional
markets by reselling portions of two other carriers' networks ;

" Signed Master Service Agreements with the three largest U.S . IXCs;



Market Opportunity

" Completed our fully operational Network Operations Center, providing twenty-four hours a day,
seven days-a-week coverage ; and

" Entered into a leased fiber agreement for an indefeasible right to use (sometimes referred to as an
"IRU") a portion of our dark fiber capacity on our fiber route currently being constructed from
Chicago, Illinois to Aurora (a suburb of Denver), Colorado .

Industry Overview

We believe that the following five factors create a substantial market opportunity for our products
and services :

" Increasing demand for high capacity access and transport services to accommodate unprecedented
consumer demand for Internet access and related services ;

" Growing disparity, sometimes referred to as the "digital divide," between telecommunications
services available in the largest markets and those services available in second and third tier
markets due to our telecommunications service provider customers' nearly exclusive focus of
resources and product offerings on first tier domestic and global markets ;

" Rapid development of new technologies such as Digital Subscriber Line services ("DSL") that allow
carriers to exploit existing local network infrastructure to deliver multiple media (including voice,
data, video and Internet) at high speed over a single physical local access connection to a network ;

" Rapid migration from circuit-based network architectures to fast packet-based network technologies
that allow for the efficient integration of multiple customers across a common backbone network
infrastructure ; and

" Adoption of the Telecommunications Act and certain state regulatory initiatives that provide
increased opportunities in the telecommunications marketplace by opening local markets to
competition and requiring ILECs to provide additional direct interconnection and collocation to
their competitors .

We intend to exploit these developments and employ emerging convergent technologies in the
deployment of our backbone network and local access platform . We believe the emergence and
acceptance of advanced convergence-supporting technologies at the user premise will significantly
increase our abilities to provide low cost solutions to our carrier customers in underserved and second
and third tier markets that have been overlooked by other emerging telecommunications service
providers .

Addressable Market

We worked with The Yankee Group on an addressable market study for the products and services we
expect to bring to the marketplace in the near term . The study found that the communications market
is currently a $270 billion market in the U.S . and is expected to grow at over 10% annually for the next
five years . According to The Yankee Group, the sections of the market that we expect to address -
backbone infrastructure services, inter-city and local wholesale transport services and local access
services - are among the most rapidly growing components of the current telecommunications



landscape which The Yankee Group forecasts to grow at approximately 18% annually for the next five
years. The Yankee Group estimates that the addressable market for these products and services in the
United States to be $30 billion in 1999, expanding to $80 billion by 2005 .

We plan to serve second and third tier markets with populations between 600,000 and 50,000, of
which there are over 200, with backbone infrastructure services, long haul wholesale transport and local
access services . We also expect to capture a portion of the long haul wholesale transport services
segment between first tier markets with populations over 600,000 . We estimate that the addressable
market for these products and services is $13 billion in 1999, growing to $27 billion in 2004 .

Business Strategy

Our business objective is to become the preferred facilities-based wholesale telecommunications
provider to customers in our target markets . To achieve this goal, we plan to :

" Concentrate our focus on the needs of telecommunications service providers and their customers ;

" Focus on underserved and second and third tier markets ;

" Enter and roll-out service rapidly in our target markets ;

" Design, build and acquire a low-cost network;

" Provide superior customer service and service quality; and

" Pass to our customers savings from the deployment of our local network access program .

Each of these strategies is discussed in more detail below :

" Concentrate our focus on the needs oftelecommunications service providers and their customers .
Our customers are companies in the business of selling communications services to end user
customers . We believe that these companies are investing considerable sums to connect as many
customers as possible to keep pace with the rapidly evolving telecommunications marketplace and
that these carriers would like to find the means to maximize the return on their investments and
deployment of resources . We further believe that these challenges are magnified when they
consider serving customers in second and third tier markets . Very few of these
telecommunications service providers operate at a scale that justifies significant investment in
building their own network in smaller markets . The alternative - re-selling ILEC local networks
- has limited appeal because it can be expensive and, in many cases, the ILEC network
components lack the broadband capabilities that these telecommunications service providers need
to compete effectively in the marketplace . We believe that our customers will be able to effectively
"timeshare" our products and services . This will enable them to access second and third tier
markets to serve their customers without incurring high capital expenditures, or many of the
franchising and licensing fees and long lead times that are usually associated with building their
own networks and establishing a meaningful local collocation presence in these markets .



Focus on underserved and second and third tier markets. We plan to serve second and third tier
markets with populations between 600,000 and 50,000, of which there are over 200, as well as a
portion of the first tier markets with populations over 600,000 . We believe our customers will
value our backbone network because, for the most part, it will be built along unique rights of way
offering route separation and diversity in the event of a network system failure. Also, unlike others
backbone networks that bypass second and third tier markets, we will construct and design our
backbone to interconnect into these markets . We seek to be among the first to market advanced
wholesale transport and local access services in many of our markets . By pioneering in second and
third tier markets, we hope to capitalize on escalating demand for high capacity bandwidth
services that is a product of the current unprecedented demand for Internet access and related
services.

" Enter and roll out service rapidly in our target markets. We seek to become the first emerging
carrier to enter and roll out our products and services broadly in our targeted underserved and
second and third tier markets by :

" Securing central office space before our competitors do ;

" Obtaining and retaining customers before significant competition for our products and services
in these markets arises ; and

" Maintaining advantages over our competitors by offering superior coverage and high customer
satisfaction .

Design, build and acquire a low-cost network.

	

Consistent with our conservative capital
expenditure program, one of our key strategies since inception has been to establish strategic
relationships with owners of existing telecommunications infrastructure, to reduce our capital
costs and time to market . As of December 31, 1999, we had entered into strategic relationships
with eight companies who have provided the foundation for our existing 6,300-route mile wireless
network. We have also entered into three co-development agreements relating to the construction
of 1,850 fiber route miles . After completing the Transaction through our strategic relationships
with BNSF, CSX and Colonial, we will have access to over 12,000 miles of valuable rights of
way, 8,000 miles of which will have some form of exclusivity .

We are developing our network using a "smart build" approach . Under this approach, we attempt
to reduce the risk of building our network by obtaining one or more co-development partners to
share in the costs . We also determine the level of customer demand before construction by
obtaining direct customer input regarding the attractiveness of a route and, in certain cases,
entering into pre-construction sales of dark fiber and conduit . As a result, we expect that the cost
of our retained nationwide backbone network will be significantly less than a comparable network
built or acquired at market rates . We intend to continue this low cost approach in providing our
local access services. We plan to secure CLEC status in each state that we provide service and we
anticipate signing interconnection agreements with all of the relevant ILECs . These
interconnection agreements allow us to construct our microwave tributary routes directly to the
ILEC central office facility, allowing us to use the existing central office as our point of presence
in the market, and avoid the cost of separate facilities . This will enable us to obtain and use
unbundled network elements from the ILECs at favorable rates and terms, including space in the
ILEC's central offices that are necessary to establish our collocations .



" Provide superior customer service and service quality. As part of our strategy to obtain and retain
business and telecommunications service provider customers, we intend to provide superior
service and customer care . We will aim to provide high quality services by offering what we
believe to be state-of-the-art networking solutions and superior customer service . These
networking solutions include end-to-end proactive network monitoring and management through
our Network Operations Center, 24 hours a day, seven days-a-week . We also offer multiple
security features and we have completed implementing our Year 2000 readiness program to ensure
that our networks and systems are Year 2000 compliant . See 'RISKFACTORS- Risks Relating
to Our Company Operations" and "MANAGEMENTS DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS - Year 2000 Readiness
Disclosure. "We plan to provide superior customer service to promote a high level of customer
satisfaction, achieve customer loyalty and accelerate the use of our products and services . In
addition, we have, and will continue to install, a technologically advanced network that we believe
provides the high level of reliability, security and flexibility that our customers demand . Our fiber
and wireless network is designed to meet industry standards for delivering network reliability of
99 .999% per network segment .

" Pass to our customers savings from the deployment ofour local network access platform. We
plan to deploy a convergent local network access platform . In other words, we intend to combine,
or enable the combination of, all multiple customer applications onto a single physical local access
connection, which will travel on our fast packet-based capable backbone infrastructure . Using this
convergent platform we believe that our telecommunications service provider customers will be
able to launch their own services to better serve their end user customers .

Projected Development of Business Plan

With the funds and other assets received in the Transaction, and additional equity fmancings, we plan
to complete the first phase of our long term business plan. Our long term business plan calls for us to
develop an approximately 20,000 mile network and provide services to over 200 second and third tier
markets . In the first phase of this plan, we expect to complete development of approximately 12,500
route miles of network and approximately 400 collocations by the end of 2002 . We project the
development of our network through the middle of 2001 to be :

We will draw on the following sources of cash to fund the first phase of our long term business
plan :

"

	

ourcurrent cash resources ;

Projected
Network Route
Miles Comoleted

Projected
Collocations
Developed

Projected
Accessed
Cities

As of December 31, 1999 6,800 40 30
End of Second Quarter 2000 7,600 85 50
End of Fourth Quarter 2000 9,100 150 80
End of Second Quarter 2001 10,500 230 120



" the anticipated proceeds (after associated expenses) from both tranches of Colonial's
investment in our shares of series E convertible preferred stock as part of the contribution
and reorganization transaction ;

" borrowing under senior secured vendor financing that we propose to execute in connection
with the purchase of fiber optic cable and associated network equipment ;

" payments from our co-development partners and sales to infrastructure and bandwidth
services customers ; and

"

	

additional equity investment(s) of at least $100 million .

Based on our projected development costs, we believe that these resources will be sufficient
to satisfy the anticipated cash requirements (including both network development and operating
losses) of the first phase of our long term business plan . However, we will require additional
resources to fund the remaining phases of our current long term business plan, and cannot assure you
that these projections will prove to be accurate or that our development costs will not exceed those
that we currently anticipate .

Strategic Relationships

Fiber Co-Development Partners

WorldwideFiber. In March 1999, we entered into a co-development agreement with Worldwide
Fiber, Inc . for the design, engineering and construction by Worldwide Fiber of a multiple conduit fiber-
optic system . One of the conduits will contain a fiber optic cable consisting of a specified number of
fiber optic strands. The conduits and any installed strands will be equally divided between Pathnet and
Worldwide Fiber, and the costs to construct the route will be shared equally by the partners . In addition,
Pathnet will pay Worldwide Fiber a management fee equal to 10% of Pathnet's share of the development
costs. The system will be approximately 1,100 route miles long, between Aurora, Colorado (a suburb
of Denver) and Chicago, Illinois . The first segment, Chicago, Illinois to Omaha, Nebraska, is scheduled
to be completed in the fourth quarter 1999, and the second segment, Omaha to Aurora, is scheduled to
be completed by the end of the second quarter of 2000 . In connection with the co-development
agreement, we entered into a joint marketing agreement with Worldwide Fiber under which both
Worldwide Fiber and we will attempt to sell certain inactive fiber optic strands on the route, and will
share the revenues from such sales . Thejoint marketing agreement also permits each party to retain fiber
optic strands for its own use, subject to certain restrictions on resale, and to swap a certain number of
fiber optic strands to third parties .

Tri-State. In August 1999, we entered into a co-development agreement with Tri-State Generation
and Transmission Association, Inc . and four regional electric cooperatives for our design, engineering
and construction of an aerial fiber system, approximately 420 route miles long, between Albuquerque,
New Mexico and Grand Junction, Colorado . This system, constructed on power transmission lines, will
contain a specified number of fiber optic strands . The cost to construct the system will be home equally
between Pathnet and the other parties . In connection with the co-development agreement, we entered
into a joint marketing agreement under which each party will reserve a portion of the fiber strands for
its own operations, a subset ofwhich will be available for swaps with third parties . The remaining fiber
strands will be jointly sold, with Pathnet as the exclusive marketing agent . Any revenues derived from
the sale of those fiber strands will be shared equally between Pathnet and Tri-State, after deduction of
a Pathnet marketing fee . We expect this system to be completed in the second half of 2000 .



Alliance Program. We have entered into capacity purchase agreements with two other carriers, IXC
and Frontier, enabling us to resell capacity on their networks . This allows us to extend our network reach
to POPS throughout the markets reached by Frontier's and IXC's networks and pre-sell capacity along
routes we intend to develop .

Wireless Co-Development Partners

Fixed PointMicrowave Services Agreements. We have entered into several fixed point microwave
services agreements with co-development partners who own existing wireless telecommunications
assets . Typically, under these agreements we lease an interest in the co-development partner's sites and
facilities on which our network is built and in return we provide the co-development partner with
capacity on such network for its own internal use . We typically pay the co-development partner a portion
of the revenue derived from our selling the excess bandwidth on that co-development partner's route .
Generally, the co-development partner receives up to 20% of the revenues earned after the systems have
been in place for 48 months . In addition, these agreements generally require the co-development partner
to make capital investments toward the upgrade of its systems infrastructure to make it suitable for
installation of the equipment used in our digital network which, in most cases, includes significant
modifications to structures, towers, battery plants and equipment shelters . These agreements generally
provide for a five or ten year term that is subject to renewal by us upon the occurrence of certain events,
for up to a 25-year term . As of February 15, 2000, we had entered into fixed point microwave services
agreements with these co-development partners :

" Idaho Power Company ;

" Northern Indiana Public Service Company ;

" The Burlington Northern and Santa Fe Railway Company ;

" Kinder Morgan, Inc . (formerly KN Energy, Inc .) ;

" Kinder Morgan, Inc . (formerly KN Telecommunications, Inc .) ;

" Texaco Pipeline ;

" Northern Border Pipeline Company ; and

" Northeast Missouri Electric Power Cooperative .

Tower LeaseAgreements. We entered into a leasing arrangement with American Tower Corporation
under which American Tower granted us a 25-year license to use certain of its towers to deploy several
wireless portions of our network .

Products and Services

We plan to offer the following products and services :

" Dark fiber and conduit forsale or grant oflong lease terms. We sell rights for dark fiber and
related services as well as rights to conduit . Dark fiber consists of fiber strands contained within
a fiber optic cable which has been laid but does not yet have its transmission electronics installed .
A sale or grant of an indefeasible right to use our dark fiber typically has a term which
approximates the economic life of a fiber optic strand (generally 20 to 30 years) . Purchasers of
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dark fiber rights typically install their own electrical and optical transmission equipment .
Substantially all of our current and planned builds include laying spare conduits, and we may sell
rights to use them . A purchaser of conduit rights typically lays its own cable inside the conduit .
Related services for both sales of rights for dark fiber and conduits may include installation of
customer equipment at the locations where we have installed transmission equipment and network
equipment and maintenance of the purchased fiber or conduit . Generally, we expect our customers
to pay for dark fiber rights and conduit at the time of delivery and acceptance of the fiber or
conduit, although other payment options may be available . In addition, depending upon the nature
of our contractual terms, we will treat our sales of dark fiber and conduit as sales-type leases or
operating leases . We typically require our customers to make ongoing payments for maintenance
services .

" Dark fiber for lease or lease to purchase. We will also lease dark fiber for a term less than the
period for which the indefeasible usage rights are typically granted . Leases will be typically
structured with monthly payments over the term of the lease . Generally, we expect to realize a
premium in lease pricing for bearing the risk that the lease will not be renewed for the balance of
the life of the asset . We plan to offer customers the option to lease to purchase .

" Wavelength lease. In our network, we intend to use Dense Wavelength Division Multiplexing, or
DWDM, a technology that allows multiple optical signals to be combined so that they can be
aggregated as a group and transported over a single fiber to increase capacity . This will allow us
to sell a customer exclusive long-term use of a portion of the transmission capacity of a fiber optic
strand rather than the entire strand . We expect that the installation of the necessary transmission
equipment to provide these services along our first completed fiber route from Chicago to Denver
will be complete in the first half of 2000 . We expect to be able to derive up to 160 individual
wavelength channels at either OC-48 or OC-192 per fiber pair .

Inter-city wholesale transport services. Our inter-city transport services are focused on second and
third tier markets and are comprised of point-to-point services offered as Time Division
Multiplexing, or TDM, which is an electronic process that combines multiple communication
channels into a single, higher-speed channel by interleaving portions of each in a consistent
manner over time-based private lines at high speed including DS-1, DS-3, OC-3, OC-12, OC-48
and OC-192 . We believe that our services will be particularly attractive to our customers because
of our low cost backbone transport and low cost local loops (attributable to our collocation in the
ILEC's central office and our use of unbundled network element transport) . We believe that we
offer more flexible commitment levels with higher reliability than are currently available on
traditional multiplexed services . As of December 31, 1999, we offered inter-city wholesale
transport services on our 6,300 route mile-wireless network as well as via our Alliance Program .

" Local wholesale transportservices. Once we establish collocation in the ILEC's central offices in
second and third tier markets, we believe that we will be able to deliver local transport between
central offices or to connect those central offices to our backbone or a telecommunications service
provider customer backbone . We plan to offer local transport services, such as xDSL-based private
lines or TDM-based private lines at high rates of speed including DS-0, DS-1, DS-3, OC-3, OC-
12, OC-48 . We expect our customers to use these services to reduce charges for inter-office
transport or to provide end office trunking.

" Localaccess services. We plan to deliver our local access services from network presences we have



Sales and Marketing Strategy

established by collocating with the ILECs in second tier and third tier markets and through the
local networks we have established using a combinations of unbundled network elements and
other network components from other communications carriers .

Virtual Points ofPresence (VPOP). We plan to bundle our wholesale transport services and local
access services to offer our virtual points of presence service, sometimes referred to as VPOP .
Through this bundle of services, we intend to offer our customers the ability to establish a virtual
point of presence for their networks using our facilities, thus avoiding the need to place any
equipment at a collocation site. We will focus this VPOP service on second and third tier markets .
We expect that our VPOP service will allow our customers to virtually extend the reach of their
networks while expending less resources and incurring far less risk than if that customer had
expanded and built its own network .

Our wholesale customers tend to be very knowledgeable about the nature of the services and
technology available in the marketplace . As a result, our marketing efforts are largely limited to ensuring
that our products and services are visible and well represented in the market . As part of our marketing
strategy, we attempt to position ourselves as the provider of choice for telecommunication service
providers because of the quality of our service, the control we provide customers over their service
platforms, the reliability of our services and our low cost position . We believe our cost advantages allow
us to sell our services on our network at prices that represent potentially significant savings for our large-
volume customers relative to their other alternatives .

We sell our services to large regional and national telecommunications service providers through our
direct sales team on a national account basis. Since we sell primarily to other telecommunications service
providers, we expect that our sales and marketing department will remain relatively small and focused,
resulting in strong customer relationships and lower operating costs . Our sales team consists of senior
level management personnel and experienced sales representatives with extensive knowledge of the
industry and our products . This team also has key industry contacts at various levels within many
telecommunications service provider organizations .

Customers

We have defined a range of products and services designed to meet the unique needs of our customers
and, as a result, we intend to offer several types of services to these types of customers :

" Full service LYCs : we intend to provide low cost DSL-based transport, used to deliver broadband
access . We expect to provide lower cost access and short haul transport to reduce the cost of
delivering traditional voice, private line or data services ;

" CLECs and competitive IXCs: we can extend reach to new markets by providing a more efficient
means for CLECs to originate or terminate voice traffic and a lower cost source of inter-city
wholesale transport or infrastructure services ;

" ISPs : we intend to offer low cost DSL to deliver broadband access . We expect to be able to extend
ISPs reach to new markets . We plan to provide low cost infrastructure services and wholesale
transport services . We expect to provide direct access to the locations at which ISPs exchange each
others traffic .
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" ILECs: we expect to provide lower cost network services within the ILEC's own region and
wholesale transport services and local access services out of region as ILECs become permitted
to provide these services ;

" Wireless and cable providers (including cellular companies) : we plan to provide backhaul services,
head end distribution services and wholesale transport services ; and

" Resellers : we expect to provide low cost termination for switched traffic .

The Pathnet Network

Backbone Network

We plan to create an approximately 20,000 route mile nationwide network . Tributaries using either
fiber or wireless technology will connect our backbone to our targeted markets . We believe that
connecting the second and third tier markets to a national backbone is the key to funneling traffic
between these markets and first tier markets .

Network Route Selection and Smartbuild Approach . In order to utilize capital effectively, we
employ a "smart-build" approach . This means that we seek to reduce our risks in undertaking the build
by:

" Obtaining one or more co-development partners to share in the costs;

" Determining the levels of customer demand before construction (by obtaining direct customer input
on the route) ; and

" In certain cases, seeking to effect pre-construction sales of dark fiber and conduit .

Before deciding to construct or acquire a network to serve particular markets, we review the
demographic, economic, competitive and telecommunications demand characteristics of the markets
along proposed routes, including their location, the concentration of potential business, government and
institutional end-user customers, the economic prospects for the area, available data regarding transport
demand and actual and potential competitive telecommunications company competitors . We estimate
market demand on the basis of market research performed by us and others, utilizing a variety of data
including estimates of the number of interstate access and intrastate private lines in the market based
primarily on FCC reports and commercial databases .

We expect to enter into a co-development relationship with one or more partners to share the costs
of building the route as well as the dark fiber revenue from each constructed route . We recently
employed this approach in developing our fiber routes from Chicago, IIlinois to Aurora (a suburb of
Denver, Colorado), and from Albuquerque, New Mexico to Grand Junction, Colorado with our partners,
Worldwide Fiber and Tri-State . Typically, independent contractors selected through a competitive
bidding process provide our construction and installation services . In certain of our network builds, we
provide project management services, including contract negotiation and supervision of the construction,
testing and certification of our facilities .

Fiber Currency, Swaps andAcquisitions. When determining the fiber optic cable and conduit sizing
for a particular route, we take into account these considerations :

" Fiber strands required for our retained network;
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" Fiber strands required by our co-development partner's network ;

" Projected sales of fiber strands and conduits along the route ;

" Quantity of fiber strands to be retained and allocated for swaps to obtain fiber strands on routes
owned by others ; and

" Retained empty conduit in the event we desire to deploy different or advanced technologies .

We believe fiber has a "currency" value depending upon the value of the route to specific
telecommunications service providers . Once we determine a particular route has a high currency value,
we expect to capitalize on this by using excess fibers and conduit to enable advantageous fiber swaps
and sales of fiber and conduit . If we determine that a particular route is being sufficiently served by
existing fiber, we will not build our own network along that route, but instead we will use our fiber
"currency" to swap,for existing fiber along those routes or we will acquire dark fiber that is already
installed by another company. In this way, swaps will allow us to leverage our network, gain more
geographical coverage and decrease our time to market .

In order to connect our network with our customers, we develop interconnections from our backbone
network into our targeted underserved and second and third tier markets . We design and install our
interconnections using the most cost effective technology to meet the market's needs that may include
building fiber optic cable, acquiring existing fiber, installing wireless components, or combinations of
these technologies .

Local Access Convergent Platform

We believe establishing a local presence in our target markets will position us to deploy a convergent
local network access platform that will enable multiple customer applications to be combined at a single
physical local access connection and then travel onto our advanced, fast packet-based backbone
infrastructure . From this convergent platform, we expect to enable our telecommunications service
provider customers to launch their own services to better serve their customers .

We intend to obtain state certification or authorization as a CLEC in each state in which we are
required to do so, and to sign interconnection agreements with the relevant ILECs in our target markets.
Once we have obtained the appropriate state authorization and entered into interconnection agreements
with the ILECs, we will be able to construct our central office collocation facilities at the premises of,
and obtain and use network elements from, the existing local telephone companies. As of February 15,
2000, we were authorized to provide our products and services in 13 states and have several
interconnection agreements in negotiation with the ILECs.

As of December 31, 1999, we had 40 collocations, which are environmentally controlled, secure sites
designed to house transmission, routing and other equipment . We are designing our collocations with
an average of 100 square feet in order to provide our customers direct local access via our access
platform to those markets . We intend to expand our network to include multiple collocations in ILEC
central offices within our target markets in order to provide the platform for our end-to-end service
offerings for our customers.

Once our collocations are established, we plan to link these collocations together within the market
using unbundled network element transport from the ILECs in order to provide our products and services
throughout the market . In addition to these unbundled network elements, there are other possible
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alternatives for us to employ in linking these central offices . For instance, we may lease or purchase dark
fibers from a third party provider, use wireless connections or possibly even lay our own local fiber if
warranted based upon demand.

Equipment Supplier Relationships

We have agreed upon an exclusive vendor agreement with Lucent Technologies which provides for
discounted pricing on the fiber that we purchase from Lucent as well as marketing and engineering
support in connection with the expansion of our network. The effectiveness of this agreement is
conditioned on the execution of documents relating to the financing by Lucent of such purchases of fiber
and the execution of these financing documents is, in turn, conditioned on the closing of the Transaction .

Under a Master Agreement between us and NEC, dated August 8, 1997, we agreed to purchase from
NEC certain equipment, services and licensed software for us to use in our network under pricing and
payment terms the we believe are favorable . In addition, NEC has agreed, subject to certain conditions,
to warranty equipment that we purchase from NEC for three years, if defective, to repair or replace
certain equipment promptly and to maintain a stock of critical spare parts for up to 15 years . This
agreement with NEC provides for fixed prices during the first three years of its term .

We have also entered into a Purchase Agreement with the Andrew Corporation in which we agreed
exclusively to recommend to our co-development partners certain products manufactured by Andrew .
In return, Andrew agreed to sell those products to our co-development partners and to us for a three year
period, renewable for two additional one-year periods at our option. The agreement generally provides
for discounted pricing based on projected order volume .

Proposed Credit Facility with Lucent

We have been negotiating with Lucent Technologies, Inc., over the terms of a senior secured
credit facility that would provide us with vendor financing for fiber optic cable purchases . The credit
facility would be executed in connection with a fiber optic cable purchase agreement where we agree
to make Lucent our exclusive provider of fiber optic cable . Neither party has signed the definitive
agreements governing the proposed financing, but we expect to execute definitive agreements in the next
several weeks . We describe below the material terms of the proposed Lucent credit facility, based on the
current drafts of the agreements . We cannot assure you that we will enter into any financing agreements
with Lucent, or that any agreements that we execute will be on these terms . However, we currently
expect that we will enter into a vendor financing agreement with Lucent on terms similar to those
outlined below.

The first tranche of the proposed facility will be $60 million and will be available to be drawn
after the facility becomes effective until January 31, 2001 . The proceeds of any loans by Lucent must
be used to finance fiber optic cable that we purchase under the fiber optic cable purchase agreement
between us and Lucent . The loans will not cover the entire invoice cost of those purchases . Under the
Lucent credit facility, we will be required to pay various customary arrangement, commitment and other
fees . To preserve exclusivity, Lucent must offer additional tranches on similar terms to the first tranche .

terms :
If executed as currently drafted, we expect the proposed credit facility with Lucent to have these

" The first tranche loans would mature on December 31, 2005 ;

1 5



" Mandatory prepayments are required in connection with dark fiber sales and other dispositions ;
" Lucents obligation to loan any funds under the facility is conditioned on, among other things :

- We must purchase and pay for a specified minimum dollar value of Lucent products ;

- A newly-formed vendor financing subsidiary of Pathnet or Pathnet Telecom would be the
borrower under the credit facility and must be capitalized with assets having a value of at least
$60 million ;

- We must obtain the necessary permits (including any required rights of way) required to build the
network segment in which the financed fiber will be installed ; and

" The loans would bear interest at floating rates based on an index plus a specified margin .

The indebtedness outstanding under the Lucent credit facility is expected to be guaranteed by the
borrower (a newly formed vendor financing subsidiary of ours or Pathnet Telecommunications, Inc .) .
The indebtedness will be secured by all property and assets owned by, and all capital stock of and inter-
company indebtedness owed to, the borrower .

We anticipate that the Lucent credit facility will contain various covenants typical for facilities of this
nature . Some of those covenants will restrict the vendor financing subsidiary and its subsidiaries, if any,
from, among other things :

" Incurring indebtedness ;

" Entering into merger or consolidation transactions ;

" Disposing of their assets ;

" Acquiring assets ; and

" Making certain restricted payments ;

" Paying interest or principal on the Notes if excess cash is available at Pathnet Telecommunications,
Inc . or us for Note repayment;

" Creating any liens on its assets ;

" Making investments ;

" Entering into sale and leaseback transactions ; and

" Entering into non-arms'-length basis transactions with affiliates .

As currently drafted, the Lucent credit facility also requires that the vendor financing subsidiary
comply with various customary financial covenants, including required ratios for :

" Consolidated Indebtedness to Total Capitalization ;

" Consolidated Indebtedness to Consolidated EBITDA ;

" Consolidated EBITDA to Consolidated Debt Service ;

" Consolidated EBITDA to Consolidated Interest Expense ; and

" Minimum annual revenues to the vendor financing subsidiary.
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The draft Lucent credit facility contains a number of events of default, including :

" Nonpayment of principal, interest, fees or other amounts ;

" The occurrence of a default on other material indebtedness of the vendor financing subsidiary and
its subsidiaries (if any) and, in certain circumstances, of Pathnet Telecommunications, Inc. and its
subsidiaries including a termination by Lucent as the result of our default on the fiber supply
agreement with Lucent ;

" Failure to comply with certain covenants, conditions or provisions under the credit facility ;

" The existence of certain judgments;

" The occurrence of any default under material agreements that could result in a material adverse
effect on the vendor financing subsidiary ;

" The breach of representations or warranties ;

" Commencement of reorganization, bankruptcy, insolvency or similar proceedings;

" The occurrence of certain ERISA events ; and

" A change of control of Pathnet Telecommunications, Inc. or the vendor financing subsidiary .

If the borrowing subsidiary defaults on its obligations under the Lucent credit facility, all of those
obligations could be declared to be immediatelydue and payable. Upon a payment default or upon any
acceleration of the obligations under the Lucent credit facility, assuming those obligations exceeded
$7 .5 million, any amounts then owing under the Notes would become immediately due and payable.

Under the Lucent credit facility, the vendor financing subsidiary is not permitted to offer any
guarantee of any indebtedness of Pathnet Telecommunications, Inc. or us . In addition to the Lucent credit
facility, we intend to enter into similar financing arrangements with other of our equipment vendors. We
expect that other vendor financing participants will demand similar restrictions .

Network Reliability

We have constructed our network operations center in Washington, D.C . This network operations
center, currently provides real-time, end-to-end morritoring of our network operations 24 hours a day,
seven days-a-week, as well as pro-active customer care for all of our customers' services . The network
operations center ensures the efficient and reliable performance of the network through pro-active early
identification and prevention of potential network disruptions. In addition, our network operations center
enables us to schedule and conduct maintenance of our network while minimizing interference with the
use of the network by our customers . Specific features provided by our network operations center include
network fault and event management, network and service level performance management and analysis
as well as remote configuration of all network elements . ournetworkoperations center has full fallback
capability and it appears to be Year 2000 compliant.

Competition

Competition in the telecommunications industry is intense. In our target markets, we expect. to face
increasing competition in the areas of price and performance, transmission quality, breadth and reliability
of our network, customer service and support, brand recognition and critical relationships with third
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parties such as Internet service providers. While we generally will not compete with telecommunications
service providers for end user customers, we may compete as a "carriers' cagier" with certain of those
providers including IXCs (such as AT&T Corp., MCI WorldCom, Inc. and Sprint Corporation),
wholesale providers (such as Qwest Communications International Inc., Williams Communications
Group, Inc., DTI Holdings, Inc., Global Crossing Ltd and Level 3 Communications, Inc.), ILECs (such
as US West, BellSouth, Bell Atlantic, SBC and GTE Corporation) and CLECs (such as GST
Communications, Inc ., ITC/Deltacom, Inc. and Metromedia Fiber Network, Inc.) who would otherwise
be our customers in our target markets. Other entities which may become our competitors in this regard
include communications service providers, cable television companies, electric utilities, wireless
telephone operators, microwave carriers, satellite carriers, and large end users with private networks.

Initially, in second and third tier markets our most significant competitors will be ILECs and other
CLECs. Many of the largest ILECs will begin offering in the near future some of the products and
services we plan to offer and some have already begun to do so . These companies are able to draw upon
established networks, well-known brand names, customer loyalty, a pre-existing base of management
and employees, and greater access to capital than will likely be available to us . Moreover, many ILECs
own the telephone wires they use, and can bundle digital data services, for example, without having to
incur the costs of negotiating interconnection agreements . As other industry participants also seek to
enter these markets, we will face increasing competition.

Industry consolidation and strategic alliances between participants in the teleconrununications industry
will also increase the level of competition we will face, particularly as the demand for bundling of
services surges . New technologies, further deregulation and other changes in our regulatory environment
will create further competitive pressures as we enter our target markets.

Government Regulation

Overview. Our telecommunications businesses are subject to varying degrees of federal, state and
local regulation . We are a telecommunications carrier under the terms of the federal Communications
Act. As a telecommunications carrier, we are subject to FCC and state utility commission regulation of
our activities . Local authorities also may regulate the permitting and construction of our
telecommunications facilities.

The Telecommunications Act created a uniform national policy in favor of competition in all
telecommunications market segments . As described below, the rules and policies implementing the
Telecommunications Act remain subject to agency action and litigation at both the federal and state
level. We nonetheless believe that the national policy in favor of competition that was created by the
Telecommunications Act will lead to increased market opportunities for us . Because these opportunities
require additional agency action before the Telecommunications Act is fully implemented, and because
these actions may be subject to court review, we cannot predict the pace at which the law will be fully
implemented.

We are required to file federal and state tariffs describing the prices, terms and conditions of our
services, and these tariffs are subject to varying degrees of regulatory oversight and approval . We must
also comply with state and local license or permit requirements relating to the installation and operation
of our network. Burdensome license, permit or other regulatory requirements or developments could
make it more difficult for us to comply with these laws and regulations .

The FCC and state public service commissions generally have the right to impose sanctions,
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forfeitures, or other penalties mandating refunds if a carrier fails to comply with applicable rules . We
cannot assure you that regulators or such third parties will determine that we have complied with all
applicable laws and regulations . Any proceedings against us could have a material adverse effect on our
business, financial condition, or results of operations .

Federal Regulation. The FCC regulates interstate and international telecommunications services,
and it also regulates the holders of radio licenses . We are subject to FCC regulation as a common carrier,
which means that we are subject to longstanding general requirements that our rates be "just and
reasonable" and that we not engage in "unjust or unreasonable discrimination" in serving the public . As
a common carver, we also must file certain periodic reports and applications with the FCC, and the FCC
hasjurisdiction to act on certain complaints for failure to comply with regulatory obligations . We also
are required to file basic tariffs at the FCC for our provision of telecommunications services generally,
although those tariffs are not subject to pre-effective review and can be amended on one day's notice .
We are subject to the licensing processes of the FCC for the use of our microwave licenses . We also
generally must apply to the FCC for its consent before assigning a radio license or transferring control
(for example, through the sale of stock) of any company holding radio licenses or common carrier
authorizations .

We are not, however, subject to the particular laws and FCC regulations imposed by the
Telecommunications Act on ILECs, which are the existing local telephone companies including, among
others, the former Bell operating companies and GTE. These regulations have provided, and we believe
they will continue to provide, significant opportunities for us to compete with ILECs for the provision
of competitive telecommunications services . These laws and regulations require ILECs to :

" Provide "physical collocation" to competitors, a requirement that permits us and other similarly
licensed common carriers to install and maintain our own network termination equipment at ILEC
central offices ;

" "Unbundle" components of their local service networks in a nondiscriminatory manner so that we
and other new competitors can obtain network facilities, equipment, features, functions and
capabilities at cost-based prices (which may include a reasonable profit) ;

" Permit us and other competitors to "interconnect" with ILEC facilities at any technically feasible
point within their networks, at prices based on cost (which may include a reasonable profit) ;

" Engage in "reciprocal compensation" for the exchange of telecommunications traffic, an obligation
that requires ILECs and new competitors to complete calls originated by competing carriers under
reciprocal arrangements at prices based on a reasonable approximation of incremental cost, or
through the mutual exchange of traffic without explicit payment ;

" Establish wholesale prices for their services to promote resale of services and facilities by new
competitors ;

" Establish "number portability" so that customers can maintain their existing phone numbers when
they switch from one telecommunications provider to another without impairing quality, reliability
or convenience ;

" Establish "dialing parity" so that customers will not detect a difference in quality or complexity in
dialing telephone numbers or accessing operators and emergency services ; and
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" Provide nondiscriminatory access to telephone poles, ducts, conduits and rights of way.

Applicable FCC regulations require ILECs to negotiate in good faith with carriers requesting any of
the above arrangements . If the negotiating carriers cannot reach agreement in a prescribed time, either
carrier mayrequest binding arbitration of the disputed issues by a state regulatory commission . This set
of obligations provides significant market opportunity for new competitors, but, as discussed below, we
cannot assure you that the various government agencies responsible for implementing these pro-
competitive policies and requirements will do so in a timely and effective manner.

The Telecommunications Act requires the FCC to establish rules and regulations to implement its
local competition provisions . In August 1996, the FCC issued rules governing interconnection, resale,
unbundled network elements, the pricing of those facilities and services, and the negotiation and
arbitration procedures that would be utilized by states to implement those requirements. These rules,
which were generally favorable to new competitors, were vacated in part by a July 1997 ruling of the
United States Court of Appeals for the Eighth Circuit. On January 25, 1999, the United States Supreme
Court issued an opinion upholding the authority of the FCC to establish rules, including pricing rules,
to implement statutory provisions governing both interstate and intrastate services under the
Telecommunications Act. The Court also upheld rules allowing carriers to select provisions from among
different interconnection agreements approved by state commissions for the carriers' own agreements
(the "pick-and-choose" rule) and a rule allowing carriers to obtain combinations of unbundled network
elements .

The Supreme Court, however, vacated the FCC rule setting forth the specific unbundled network
elements that ILECs must make available, finding that the FCC had failed to apply the appropriate
statutory standard . On November 5, 1999, the FCC responded to the Court's decision by issuing a
decision that maintains competitors' access to a wide variety of unbundled network elements, Six of the
seven unbundled elements the FCC had originally required carriers to provide in its 1996 order
implementing the Telecommunications Act remain available to competitors. These elements are loops,
including loops used to provide high-capacity and advanced telecommunications services ; network
interface devices; local circuit switching, subject to restrictions in major urban markets; dedicated and
shared transport ; signaling and call-related databases; and operations support systems. TheFCCremoved
access to operator and directory assistance service from the list of available unbundled network elements .
In addition, the FCC added to its list certain unbundled network elements that were not at issue in 1996,
These elements include subloops, or portions of loops, anddark fiber loops arid transport. The FCC did
not, however, require ILECs to unbundle facilities used to provide Digital Subscriber Line service
(packet switches and digital subscriber line access multiplexers) . The FCC did not decide, but sought
additional information on, the question of whether carriers may combine certain unbundled network
elements to provide special access services to compete with those provided by the 111Cs. The ability
to obtain unbundled network elements is an important element of our business, and we believe that the
FCC's actions In this area have generally been positive. However, we cannot predict the extent to which
the existing rules will be sustained in the face of additional legal action and the scope of the rules that
are yet to be crafted by the FCC. For example, the FCC may restrict the use of unbundled network
elements for the provision o£ services affording long distance companies access to local telephone
networks, which would reduce our competitive price advantage and limit the market opportunities in that
segment o¬ the telecommunications market.

The rates charged for interconnection and unbundled network elements we require vary greatly. These
rates are subject to the approval of state regulatory commissions, through approval processes that
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typically involve a lengthy review of the rates proposed by the ILECs in each state . The final rates
approved typically depend on the ILECs' initial rate proposals and the policies of the state public utility
commission. These rate approval proceedings are time-consuming and expensive. Recurring and non-
recurring charges for telephone lines and other unbundled network elements may increase based on the
rates proposed by the ILECs and approved by state regulatory commissions from time to time, which
would have a material adverse effect on the results of our operations . Moreover, because the cost-based
methodology for determining these rates is still subject to judicial review, there is great uncertainty about
how these rates will be determined in the future .

Under the rules adopted by the FCC pursuant to the Telecommunications Act, we have entered into
collocation agreements with two major ILECs (BellSouth and USWest) covering 17 states . These
agreements include the provision of unbundled network elements to be used in connection with
competitive telecommunications services . We have also entered into a collocation agreement with
another existing ILEC, BellSouth, covering 9 states . We expect these collocation agreements to be part
of the more comprehensive interconnection agreements with these ILECs that are currently under
negotiation. In addition, we are negotiating additional collocation agreements in other states . We have
negotiated with two ILECs for the provision of unbundled network elements to be used in connection
with competitive telecommunications services . We expect the pace of these negotiations to continue for
the foreseeable future. Although we expect, based on our experience thus far, that such negotiations will
yield acceptable agreements that will permit us to implement our business plan on schedule, we cannot
predict the extent to which ILECs interpreting the FCC regulations may seek to frustrate our collocation
plans or the extent to which we will need to seek arbitration or commence litigation to achieve our goal .
If we are unable to enter into, or experience a delay in obtaining, interconnection agreements, this
inability or delay may materially and adversely affect our business and financial prospects .

The FCC has been reviewing the policies and practices of the ILECs with the goal of facilitating the
efforts of telecommunications companies to obtain access to central office space and other network
facilities more easily and on more favorable terms. On March 31, 1999, the FCC adopted rules to make
it easier and less expensive for telecommunications companies to obtain central office space and to
require ILECs to make new alternative arrangements for providing central office space. However, the
FCC's new rules have not been uniformly implemented in a timely manner and may not ultimately
enhance our ability to obtain central office space. Difficulties we experience in obtaining access to and
interconnection with the ILECs' facilities can negatively impact our future plans for providing certain
services .

Our expected provision of DSL is largely unregulated by the Telecommunications Act or the FCC
because we, and the telecommunications companies that are our customers, are not ILECs. Moreover,
our customers providing DSL service to end users, such as Internet service providers, are unregulated
"information services providers." The FCC affirmed in a report adopted on April 10, 1998, that Internet
service providers will not be subject to regulation as telecommunications carriers under the
Telecommunications Act. They thus will not be subject to universal service subsidies and other
regulations. We cannot, however, assure you that neither Congress nor the FCC will alter that regulatory
scheme in the future . Further, in August 1998, the FCC proposed new rules that would allow ILECs to
provide their own DSL services through separate affiliates that are not subject to ILEC regulation .
Although the FCC recently decided some of the other issues raised in that proceeding, the question of
whether ILECs can provide unregulated DSL services through a separate affiliate remains unresolved.
Some members of Congress also have expressed interest in giving ILECs additional pricing flexibility
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for high speed data services and expanding the geographic area in which ILECs mayoffer these services
to their customers. Any expansion of ILECs' ability to offer high speed data and Internet services may
have an adverse impact on our business . On November 18, 1999, the FCC decided to require ILECs to
share telephone lines with DSLproviders, an action that may foster competition by allowing competitors
to offer DSL services without the purchase their customers to having to a second telephone line . Whether
this development will be implemented in an effective way remains to be seen . Moreover, it is impossible
to predict whether the FCC or Congress maychange the rules under which these services are offered and,
if such changes are made, the extent of the impact of such changes on our business .

The Telecommunications Act obligates the FCC to establish "universal service" mechanisms to
ensure that certain subscribers living in rural and high-cost areas, as well as certain low-income
subscribers, continue to have access to telecommunications and information services at prices reasonably
comparable to those charged for similar services in urban areas. These mechanisms also are meant to
foster the provision of advanced telecommunications services to schools, libraries and rural health-care
facilities . Under the rules adopted by the FCC to implement these requirements, we and all other
telecommunications providers will be required to contribute to a fund to support universal service. The
amount that we must contribute to the federal universal service subsidy will be based on our share of
specified defined telecommunications end-user revenues . Therefore, it is difficult to predict in advance
the precise contributions that we will be required to make .

The FCC regulates the fees that local telephone companies charge long distance companies for access
to their local networks. These fees are commonly called access charges. The FCC is currently
considering a proposal, supported by parts of both the local and long distance telephone industries, that
would restructure and most likely significantly reduce access charges. Changes in the access charge
structure could fundamentally change the economics of some aspects of our business . Any material
reduction in the access charges imposed by local telephone companies could significantly reduce our
price advantage in the market for services affording long distance companies access to local telephone
networks.

As an enhancement to our local access services, during the second half of 2000, we expect to begin
marketing and selling DSL services to our second and third tier markets. To provide unbundled DSL
capable lines to connect each customer to our equipment, we will use networks owned by ILECS. The
terms upon which we connect our network to ILECs' networks are specified in interconnection
agreements that we must negotiate with the ILECs operating in our existing and target markets. Federal
law requires ILECs to provide access to their networks through interconnection agreements and to offer
network elements to other telecommunications carriers at rates which generally must be cost-based and
nondiscriminatory. However, we may be unable to negotiate interconnection agreements on favorable
terms. The failure of ILECs to comply with their obligations under these interconnection agreements
could result in customer dissatisfaction and the loss of potential customers.

We also are regulated by the FCC as the holder of a substantial number of common carrier fixed
point-to-point microwave licenses that we use on the wireless portion of our network. Under the FCC's
rules, we must coordinate our proposed frequency use with other existing users of the spectrum to
prevent interference . After completing that process, we (and, in some cases, our co- development
partners) must apply to the FCC for the issuance of a license to permit us to transmit information on the
frequencies we desire to use. To obtain a license we must demonstrate that the owner of the transmission
site has complied with the reporting, notification and technical requirements of the Federal Aviation
Administration for the construction, installation, location, lighting and painting of transmitter towers and
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antennae like ours . Once the license is obtained, we must make routine regulatory filings and obtain the
FCC's prior consent for any assignment of the license or any substantial change in control of the entity
holding the license and for certain modifications to a licensed facility. We cannot assure you that we,
or any of our co-development partners who desire to be the licensee for their portion of our network, will
obtain all of the licenses or approvals necessary for the operation of our business, the transfer of any
license or the modification of any facility, or that the FCC will not impose burdensome conditions or
limitations on any such license, transfer or approval .

Our ownership also is regulated by the FCC to ensure that we do not exceed the foreign ownership
restrictions imposed by the Communications Act. Under the Act, we cannot increase our foreign
ownership to a level greater than 25% without obtaining prior FCC consent. The FCC hasdetermined
that it will authorize a higher level of foreign ownership, up to 100%, on a streamlined basis where the
foreign ownership is by citizens of, or companies organized under the laws of, World Trade Organization
member states. (A more demanding public interest showing is required by proposals to increase foreign
ownership by citizens or countries of non-WTO member states .) We currently comply with the 25% cap
on foreign ownership, and we will monitor foreign investment to ensure that we do not exceed that
benchmark without obtaining appropriate FCC consent. These requirements may, in some circumstances,
be applied to our co-development partners as well . If a co-development partner were to choose to hold
the relevant license itself, and not through a holding company, that co-development partner would be
subject a provision that limits direct foreign ownership of FCC licenses to 20%. The FCC does not have
discretion to waive this limitation . If a co-development partner exceeded the 20% limitation it would be
required to reduce its foreign ownership in order to obtain or retain its license.

State Regulation. The Telecommunications Act preempts state statutes and regulations that restrict
the provision of competitive local telecommunications services . State commissions can, however,
impose reasonable terms and conditions upon the provision of telecommunications service within their
respective states . States also can require that telecommunications providers apply for and obtain a
certificate of public convenience and necessity or other authorization prior to commencing service in
their respective states . We are in the process of becoming certified, to the extent such certification is
required, in the 48 contiguous states and the District of Columbia as a competitive local exchange carrier
("CLEC") or other competitive telecommunications carrier under the regulations of each state's
regulatory commission. We currently are authorized or permitted to provide at least a portion of our
proposed services in thirteen states : Colorado, Florida, Idaho, Indiana, Iowa, Michigan, Minnesota,
Montana, Nebraska (local access services only), Oregon and Texas, Wisconsin and Wyoming (long
distance services only) . We have pending applications before an additional eight state commissions.
Although we do not anticipate any issues that would prevent us from obtaining authorization as a
competitive telecommunications carrier in each of the states in which we will apply, we cannot assure
you that all required state authorizations will be granted.

In most states, we are required to file tariffs setting forth the general terms, conditions and prices for
services classified as intrastate by the particular state commission in question . Most states require us to
list the services provided and the specific rate for each service. Under various states' rules, however, we
have regulatory flexibility to set price ranges for specific services and, in some cases, prices can be set
on an individual customer basis. We also may be required to file applications with some states for the
assignment of our state certifications to any other entity and for any transfer of substantial control that
we decide to undertake in the future . Some states also may require a filing prior to the issuance of
substantial debt or equity securities or other transactions that would result in a lien upon the property we
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use to provide intrastate telecommunications services . States generally require us to file various reports
and pay certain fees, including state universal service subsidies . Like the FCC, most state commissions
are empowered to consider complaints filed against carriers subject to their jurisdiction . We cannot
assure you that our state certificates will not be revoked or amended by state commissions.

Local Regulation. We may be required to obtain local permits for street opening and construction
permits to install and expand fiber optic networks . Local zoning authorities often regulate our use of
towers for microwave and other telecommunications sites . We also are subject to general regulations
concerning building codes and local licensing . The Telecommunications Act requires that fees charged
to telecommunications carriers be applied in a competitively neutral manner, but there can be no
assurance that ILECs and others with whom we will be competing will bear costs similar to those we.
will bear in this regard .

Other Laws and Regulations. Although the foregoing discussion provides an overview of the major
regulatory issues that confront our business, this discussion does not attempt to describe all current and
proposed federal, state and local rules and initiatives affecting the telecommunications industry. Other
federal and state laws and regulations are currently the subject of judicial proceedings and proposed
additional legislation . In addition, some of the FCC's rules implementing the Telecommunications Act
will be subject to further judicial review and could be altered or vacated by courts in the future . We
cannot predict the ultimate outcome of any such further proceedings or legislation .

Intellectual Property

We use the name "Pathnet" as our primary business name and service mark, and have registered that
name with the United States Patent and Trademark Office . In addition, we have registered our service
mark "A NETWORK OF OPPORTUNITIES" and our logo with the United States Patent and Trademark
Office .

We regard our products, services and technology as proprietary and we attempt to protect them with
patents, copyrights, trademarks, trade secret laws, restrictions on disclosure and other methods . These
methods may not be sufficient to protect our technology. We also enter into confidentiality or license
agreements with our employees and consultants, and generally control access to and distribution of our
documentation and other proprietary information . Despite these precautions, it may be possible for a
third party to copy or otherwise obtain and use our products, services or technology without
authorization, or to develop similar technology independently.

We currently have a patent application pending and we intend to prepare additional applications and
seek patent protection for our systems to the extent possible. These patents may not be issued to us, and
if issued, they may not protect our intellectual property from competition that could seek to design
around or invalidate these patents.

Employees

As ofJanuary 31, 2000, we employed 126 people. As needed, we also hire temporary employees and
independent contractor computer programmers . In connection with our growth strategy, we anticipate
hiring a significant number of additional personnel in sales and other areas of our operations in the near
future . Our employees are not unionized, and we believe our relations with our employees are good . Our
success will continue to depend in part on our ability to attract and retain highly qualified employees.
See "RISK FACTORS - Risks Relating to Our Company Operations. "
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ITEM 2. PROPERTIES

Our network and our component assets are the principal properties that we own. Our installed fiber
optic cable is laid on rights of way held by us or our co-development partners, and our digital wireless
network is constructed on our leasehold interests in telecommunications infrastructure .

Our corporate headquarters are located in Washington, D.C., and we lease this space from 6715
Kenilworth Avenue General Partnership, under a Lease Agreement dated August 9, 1997 . Recently, we
executed a lease with 11720 Sunrisecorp ., L.L.C . for approximately 40,000 square feet of office space
in Reston, Virginia which will become our new headquarters in the first half of 2000 . We also lease
office space in Richardson, Texas under a lease that expires in 2003 .

We believe that all of our properties are well maintained .

ITEM 3. LEGAL PROCEEDINGS

From time to time, we are a party to routine litigation and proceedings in the ordinary course of
business. We are not aware of any current or pending litigation to which we are or may be a party that
we believe could materially adversely affect our financial position, results of operations or cash flows .

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

During the fourth quarter of the fiscal year covered by this Report on Form 10-K, on December 31,
1999, the Company solicited written consents from the holders of the Company's Series A Convertible
Preferred Stock, Series B Convertible Preferred Stock and Series C Convertible Preferred Stock
(collectively the "Stockholders") to (i) approve all actions taken by the Board of Directors of the
Company during the period from May l, 1999 through December 31, 1999 and (ii) approve and ratify
certain agreements and arrangements entered into by the Company in the ordinary course of business
during the period from July 1, 1999 through December 31, 1999 . Effective December 31, 1999, the
Company received written consents approving such proposals from Stockholders representing
10,784,279 votes with Stockholders representing 5,080,436 votes abstaining .



PART II

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

The Company has authorized 60,000,000 shares of Common Stock for which there is no established
public trading market . As of February 15, 2000 there were 7 record holders of the Company's Common
Stock . As of December 31, 1999, stock option awards to purchase 2,675,597 shares of Common Stock
were outstanding .

The Company has not paid any cash dividends on its Common Stock in the past and does not
anticipate paying any cash dividends on its Common Stock in the foreseeable future. Further, the terms
of the Indenture by and between the Company and The Bank of New York, dated April 8, 1998 (the
"Indenture") relating to the Company's 12 '/4% Senior Notes due 2008 restrict the ability of the Company
to pay dividends on the Common Stock, as described in Management's Discussion and Analysis of
Financial Condition and Results of Operations, as well as in Note 8 to the Company's Financial
Statements included in Item 14 elsewhere in this Annual Report on Form 10-K .

ITEM 6. SELECTED CONSOLIDATED FINANCIAL DATA

We present below selected historical consolidated financial information for Pathnet and the pro forma
balance sheet data for Pathnet Telecom. The summary historical statements of operations data for the
years ended December 31, 1997, 1998 and 1999 and for the period from August 25, 1995 (the date of
Pathnet's inception) to December 31, 1999 and the summary historical balance sheet as of December
31, 1999 have been derived from our audited financial statements that are included elsewhere in this
Annual Report on Form 10-K . The summary historical statement of operations data for the period from
August 25, 1995 (date of our inception) to December 31, 1995 and for the year ended December 31,
1996 and the balance sheet data as of December 31, 1995, 1996 and 1997 have been derived from
Pathnet's audited financial statements that are not included elsewhere in this Annual Report on Form
10-K . The unaudited pro forma balance sheet data as of December 31, 1999 gives effect to the
contribution and reorganization transaction as if it occurred on January 1, 1999 . We have provided the
unaudited pro forma balance sheet data for informational purposes only .



(a)
(b)

Period from
August 25, 1995

(date of
inception) to
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Period from
August 25 . 1995

(date of
Inception) to

The 1996 expense relates to the beneficial conversion feature of a loan at December 31, 1996.
The unaudited pro forma balance sheet data as of December 31, 1999 gives effect to the contribution and reorganization
transaction as if it occurred on January 1, 1999 . The unaudited pro forma balance sheet was derived by adjusting Pathnet's
historical balance sheet as of December 31, 1999 to reflect the transaction described below:
" Contribution ofover 12,000 route miles of rights ofway with an estimated value of $187 million for 8,511,607 shares of our

series D convertible preferred stock .
" Receipt of$38 million in cash at the initial closing for 1 .729,631 shares of our Series E redeemable preferred stock. Another

$25 million in cash (which is excluded from our above pro forma balance sheet data) will be received in exchange for
1,137,915 shares of our Series E redeemable preferred stock (conditioned upon the completion of a fiber optic network
segment build that we expect to complete during the first calendar quarter of 2000) ;

December 31,
1995 1996

Year Ended December 31,
1997 1998 1999

December 31,
1999

Statements of
Operations Data :

Revenue. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ - $ 1,000 $ 162 .500 $ 1,583,539 $ 3,311,096 $ 5,058,135
Operating expenses :
Cost of revenue . . . . . . . . . . . . . . . . . . . . . . - - 7,547,620 12,694,909 20.242,529
Selling, general and
Administrative . . . . . . . . . . . . . . . . . . . . . 429,087 1,333,294 4,247,101 9,615,867 14,669,747 30,295,096

Contribution and
Reorganization expenses 1,022,998 1,022,998

Depreciation and
amortization expense. . . . . . . . . . . 352 9024 -46,642 7732-813 -6204.381 6.993 .212

Total operating expenses . . . . . . . . . 429,439 1,342,318 4,293 .743 17,896,300 34,592,035 58,553,835
Net operating loss . . . . . . . . . . . . . . . . . . . . (429,439) (1,341,318) (4,131,243) (16,312,761) (31 .280,939) (53,495,700)
Interest expense(a) . . . . . . . . . . . . . . . . . . (415,357) - (32,572,454) (41,010,069) (73.997,880)
Interest income . . . . . . . . . . . . . . . . . . . . . . . . 2,613 13 .040 159,343 13,940,240 13,111,953 27,227,189
Write off of initial public
offering costs . . . . . . . . . . . . . . . . . .. . . . . . . . - - (1,354,534) (1,354,534)
Other income (expense), net . - (5 .5001 2.913 142.743 140,156
Net loss . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ f426 826) $f1743635) $(3977400) $(36296.596) U59.036 .31 ) $1101 980 769)
Basic and diluted loss
per common share . . . . . . . . . . . . . . . . . $ (0 .15) $ (0 .60) $ (1 .37) $ (12.51) $ (20.14)
Weighted average number of
common shares outstanding . . 2,900,000 2,900,000 2,900,000 2,902,029 2,931,644

of_ As December 31 .

1995 1996 1997 1998 1999 1999
Historical Pro Forma (b)

(unaudited)
Balance Sheet Data :
Cash, cash equivalents and
Marketable securities
excluding marketable
securities pledged as
collateral (b) . . . . . . . . . . . . . . . . . . . . . . . . . . . . $ 82,973 $ 2,318,037 $ 7,831,384 $227,117,417 $ 138,402,131 $ 170,448,726

Property and equipment, net . . . . 8,551 46,180 7,207,094 47,971.336 131,928,365 131,928,365
Intangible assets - rights ofway - 187,275,006
Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 91,524 2,365,912 16,097,688 365,414,129 320,535,987 547,188,488
Long-term obligations (c) . . . . . . . . . . -- -- 346,212,125 349,714,404 353,989,404
Total liabilities . . . . . . . . . . . . . . . . . . . . . . . . . 17,350 145,016 5,892,918 366,492,370 380,303,073 383,749,675
Redeemable preferred stock 500,000 4,008,387 15,969,641 35,969,639 35,969,639 37,871,959
Stockholders' equity (deficit) . . . (425,826) (1,787,471) (5,764,871) (37,047,880) (95,736,725) 125.566,854



" Exchange of 2,977,593 shares of outstanding Pathnel common stock for 2,977,593 shares of PTI's common stock ;
" Exchange of 5,470.595 shares of Pathnet mandatorily redeemable preferred stock into 15,864,715 shares of PTI's convertible

preferred stock;
" Receipt of$1 million in cash for options to purchase 1,593,082 shares ofPTI's Series E redeemable preferred stock at $21 .97

per share and shares of PTI's common stock at an initial public offering:
" Receipt of $4 million in cash for PTI's sale to Colonial of rights in a specified number of conduit miles of PTI's future

network :
" Receipt of $275,000 in rights of way for PTI's sale to Colonial of rights in a specified number of conduit miles of PTI's future
network ; and

" Our payment of a 2.5% consent fee to holders of the notes (assuming all holders of notes consent to the contribution and
reorganization transaction) of approximately $8.8 million in the aggregate.

(c)

	

Cash, cash equivalents and marketable securities include investments in marketable securities available for sale.
(d)

	

Long term obligations include other non-current liabilities of $3 .092,779 .
(e)

	

We have not included unaudited pro forma statement of operations information to give effect to the contribution and
reorganization transaction as if it occurred on January 1, 1999 . An unaudited pro forma statement of operations would reflect
only amortization expense of approximately $939,000 ofdeferred financing cast attributable to the consent fee that we plan to
pay in connection with the contribution and reorganization transaction and approximately $2,278,000 of anticipated transaction
costs, of which $1,898,000 will be expensed as incurred and the remainder offset against stockholders' equity (deficit) . The
deferred financing cost will be amortized and charged to interest expense over the remaining life of the notes . Generally, we
do not begin amortizing rights ofway used in our network until the network is completed and available for use. As of December
31, 1999, none of the rights ofway contemplated by the contribution and reorganization transaction were used in our fiber optic
network . Because the amortization of the deferred financing cost and expensed transaction costs would have represented the
only pro forma adjustments to the statement of operations data, we have not presented unaudited pro forma statement of
operations data . Instead, we have adjusted our pro forma deficit accumulated during the development stage to account for these
expenses .



ITEM 7.

	

MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

Our actual results could diner materially from those anticipated in forward-looking statements made
in this section as a result of various factors, including those described in the section of this Annual
Report on Form 10-K entitled "RISKFACTORS. " Youshould assume forpurposes ofthis section that
all references to our business, our actions or conditions affecting usprior to the date ofthis prospectus
are references to Pathnet's business, actions or conditions affecting Pathnet. Unless we indicate
otherwise, references to ourfuture business, strategies, or plans, are references to our consolidated
business, strategies or plans, including Pathnet Telecommunications, Inc. and its other future
subsidiaries . You should read the following discussion andanalysis in conjunction with our combined
financial statements and related notes included in this Annual Report on Form 10-K You can find
additional information concerning our businesses andstrategic investments and alliances in the section
ofthis Annual Report on Form 10-K entitled "BUSINESS. "

Overview

Since our inception on August 25, 1995, our principal activities have included :

" Entering into strategic relationships with owners of telecommunications assets and co-development
partners ;

" Developing and constructing our digital backbone network ;

" Negotiating collocation and interconnection agreements and installing collocations and
interconnections off our backbone network;

" Designing and developing our network architecture and operations support systems, including the
buildout and launch of our. 24-hour network operations center ;

" Raising capital and hiring management and other key personnel ;

" Developing "leading edge" products and services ; and

" Procuring governmental authorizations .

In November 1999 we signed a contribution and reorganization transaction with three new investors,
The Burlington Northern and Santa Fe Railway Company, CSX Transportation Company, Inc . and
Colonial Pipeline Company. If the conditions to closing are satisfied and the Transaction is concluded,
we expect to develop additional backbone network from a pool of right of way miles received in the
Transaction - 8,000 of which will have some form of exclusivity. These additional route miles would
provide us with the opportunity to develop unique and diverse paths connecting our target markets back
to major tier one metropolitan areas .

As of December 31, 1999, our network consisted of over 6,300 wireless route miles providing
wholesale transport services to 30 cities and 500 miles of installed unlit fiber. We are constructing an
additional 600 route miles of fiber optic network scheduled for completion in the first half of 2000 . We
have also entered into two additional co-development agreements for the construction of an additional
750 route miles of fiber optic network . During 2000, we intend to deploy additional products and
services including bundled wholesale transport and local access services .
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Sources of Revenue

We have experienced operating losses since our inception, and we expect these operating losses to
continue as we expand our operations. Implementing our business plan will require significant capital
expenditures . See "RISK FACTORS - Risks Relating to Our Financing. " Our financial performance
will vary from market to market, and the time when we will achieve positive earnings before interest,
taxes, depreciation and amortization, if at all, will depend on the :

" Size of our target markets ;

" Timely completion of backbone routes, collocations and interconnections ;

" Cost of the necessary infrastructure ;

" Timing of and barriers to market entry ; and

" Commercial acceptance of our services .

Infrastructure Services. We employ a "smart build" approach in the development of our network
that includes determining the level of customer demand on a route before construction and, in certain
cases, entering into pre-construction sales of dark fiber and conduit . We can sell indefeasible rights of
use or leases of fiber or conduit along a segment of our network at a fixed price . Under our dark fiber
and conduit sales agreements, we expect to receive all of the proceeds relating to the sale of the dark
fiber and conduits upon completion of the route and acceptance by the customer . Our dark fiber and
conduit sale business is becoming increasingly competitive as other carriers build and expand their
networks . To expedite infrastructure development and decrease development risk, we have sought, and
in the future will continue to seek, co-developers to share the project construction costs . We have
pursued co-marketing arrangements to facilitate selling the assets along network segments and we may
continue to do so in the future .

Management Services. To date, we have generated revenues primarily from services related to the
construction of our digital network . We expect to continue construction of our digital network with co-
development partners when these projects will allow us to retain bandwidth, fiber or conduit assets on
routes that complement and reduce the costs of completing our network. We anticipate that the
percentage ofrevenues that we receive from management services will decline as we near the completion
of our network .

Wholesale Transport and Local Access Services. We provide inter-city and local wholesale
transport services and local access services to our customers on a long-term or month-to-month basis .
We plan to bundle local access services with our wholesale transport services to provide low cost, end-
to-end solutions for our customers . Our service agreements with customers are generally leases of
capacity which provide for monthly payments due in advance on a fixed-rate basis. We price our
customer contracts according to the capacity, the length of the circuit used, the term of the contract and
the extent of value added services provided . Nonrecurring revenues include installation and activation
charges for new customers . We seek to price our services competitively in relation to those of the ILECs
and other competitive telecommunications companies in our targeted underserved and second and third
tier markets .

Although pricing will be an important part of our strategy, we believe that customer relationships,
customer care and consistent quality will be the key to generating customer loyalty . During the past
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several years, market prices for many telecommunications services have been declining - a trend we
believe will likely continue . As prices decline for any given service, we expect that the total number of
customers and the proportion of our customers purchasing our bundled services will increase .

Operating Expenses

Cost ofRevenue. The primary components of our cost of services to date have been costs relating
to network engineering, operations and maintenance . With expected growth of our bundled wholesale
transport and local access services we expect components such as access costs (including fees for use
of the local loop, rent, power and other fees charged by ILECs, competitive telecommunications
companies and other providers) and costs associated with the provision ofservices to comprise a greater
portion of our costs of service .

Selling, Operations and Administration. We are building a small and focused sales and marketing
department that should allow us to maintain a low ratio of overhead expenses to revenues compared to
other telecommunications service providers . Our general and administrative costs include expenses
typical of other telecommunications service providers, including office leases, customer care, billing,
corporate administration and human resources . We expect that these costs will grow significantly as we
expand our operations and that our administrative overhead will be a large portion of these expenses .
However, we expect these expenses to decline as a percentage of our revenue as we build our customer
base and increase the number of customers connected to our network.

Depreciation and Amortization. Because we are primarily a facilities-based wholesale provider,
expenses associated with depreciation of property, plant and equipment will be a substantial ongoing
expense for us . We expect depreciation and amortization expense to increase significantly as more of
our network becomes operational and as we increase capital expenditures to expand our network .
Depreciation and amortization expense will include :

" Depreciation of network infrastructure equipment ;

" Depreciation of improvements to central offices, other collocations and related equipment ;

" Depreciation of network control center facilities, furniture, fixtures and corporate facilities ;

" Amortization of rights of way ; and

" Amortization of software.

Results of Operations

Year ended December 31, 1999 compared to year ended December 31, 1998

During the year ended December 31, 1999, we continued to focus on

" developing relationships and strategic alliances with owners of valuable telecommunications assets
such as rights of way and with co-development partners,

" building out our network,
" obtaining the regulatory status and entering into interconnection agreements in each of our target
markets to enable us to obtain unbundled network elements and central office space from the ILECs,
and

" developing our infrastructure including the hiring of key management personnel .
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Revenue. For the twelve months ended December 31, 1999 and 1998, we generated revenues of
approximately $3.3 million and $1 .6 million, respectively. This increase is attributable to revenues from
our sales of telecommunications services, which were $2 .4 million in 1999 compared with
approximately $165,000 in 1998 . We expect that a substantial portion of our future revenue will be
generated from our sale of wholesale transport services, local access services and backbone infrastructure
services .

Operating Expenses . For the twelve months ended December 31, 1999 and 1998, we incurred
operating expenses of approximately $34 .6 million and $17.9 million, respectively . The increase is
primarily a result of additional staff costs incurred in developing our infrastructure, depreciation
expenses as more of our network came on line and administrative costs related to obtaining regulatory
status . Cost of revenue reflects direct costs we incurred in performing construction and management
services and providing telecommunications services .

Interest Expense. Interest expense for the twelve months ended December 31, 1999 and 1998 was
approximately $41 .0 million and $32 .6 million, respectively . Interest expense primarily represents
interest on the notes issued in April 1998 together with the amortization expense related to bond issuance
costs in respect of the notes and the amortization expense related to deferred financing costs .

Interest Income. Interest income for the twelve months ended December 31, 1999 and 1998 was
approximately $13.1 million and $13.9 million, respectively. The decrease in interest income reflects
a decrease in cash and cash equivalents and marketable securities as those funds were used in building
our network, funding operations, and making interest payments on our notes in April and September of
1999 .

Year ended December 31, 1998 compared to year ended December 31, 1997

During the twelve months ended December 31, 1998, we focused on (1) developing relationships and
strategic alliances with owners of valuable telecommunications assets such as rights of way and with co-
development partners, (2) building out our network, and (3) hiring key management and other personnel .

Revenue . Substantially all of our revenue for the year ended December 31, 1998 consisted of fees
received for services we provided to our wireless co-development partners, including analysis of existing
facilities and system performance, advisory services relating to personal communication system (or PCS)
provider spectrum relocation matters, and turnkey network construction and management services . For
the years ended December 31, 1998 and 1997, we generated revenue of approximately $1 .6 million and
$162,500, respectively . This increase was attributable to fees we received for performing construction
and management services primarily for one customer .

Operating Expenses. For the twelve months ended December 31, 1998 and 1997, we incurred
operating expenses of approximately $17 .9 million and $4.3 million, respectively . This increase results
primarily from accelerating the buildout of our network and additional staff costs incurred in developing
our infrastructure . Cost of revenue reflects direct costs we incurred in performing construction and
management services and providing telecommunications services .
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Interest Expense. Interest expense for the twelve months ended December 31, 1998 was
approximately $32.6 million . We had no interest expense for the twelve months ended December 31,
1997 . Interest expense primarily represents interest on the notes together with the amortization expense
related to bond issuance costs in respect of the notes .

Interest Income. Interest income for the twelve months ended December 31, 1998 and 1997 was
approximately $13 .9 million and $159,300, respectively . The increase in interest income represents
interest earned on the proceeds of the notes issued in April, 1998 .

Capital Expenditures

We have invested a significant amount of capital constructing and deploying our digital network . We
intend to continue to expand our network coverage . We plan to add a bundled product comprised of local
access and wholesale transport to our existing products. These efforts will require us to fund our
operating losses and we will require significant capital to :

" Continue construction and development of our nationwide network infrastructure ;

" Purchase and install electronics, transmission and interconnection equipment and other components
along the network and as needed to establish the platform for our local access and bundled
services ;

" Procure, design and construct central office and other collocation and interconnection sites ; and

" Continue development of our corporate infrastructure .

Capital expenditures were approximately $80.2 million for the twelve months ended December 31,
1999 . We expect that our capital expenditures will be substantially higher in future periods in connection
with the expansion of our network and services in our target markets .

As of December 31, 1999, we had capital commitments of approximately $89.9 million relating to
the development of our network pursuant to existing agreements . From December 31, 1999 until
December 31, 2000 we intend to :

Complete the construction and lighting of network segments to which we are currently committed,
including Chicago, Illinois to Aurora (a suburb of Denver), Colorado, Grand Junction, Colorado
to Alberquerque, New Mexico and Alberquerque to El Paso, Texas;

Begin perfection and pre-engineering of selected network segments from the right of way acquired
under the Contribution and Reorganization Transaction ; and

Commence construction on up to three additional fiber routes;

Continue interconnecting and collocating in 60 to 80 of our targeted underserved and second and
third tier markets .



Liquidity and Capital Resources

From inception through December 31, 1999, we financed our operations primarily through private
placements of $36 million of equity securities and $338.7 million of net proceeds raised from the
issuance of the Senior Notes in April 1998 . As of December 31, 1999, we had approximately $138.4
million of cash, cash equivalents and marketable securities to fund future operations . In connection with
the Transaction, Colonial is to contribute an aggregate (including both tranches) of $68 million in cash
to us in exchange for shares of our series E convertible preferred stock, rights to a single conduit along
the Colonial rights of way and an option to purchase additional shares of PTI's capital stock . The
Transaction will bring the total cash equity investment in PTI and its subsidiaries to $100 million,
including $25 million to be received upon the completion of a fiber optic network during the second
calendar quarter of 2000 .

In addition, we expect to finance the cost of some of our equipment through vendor financing
arrangements . We have negotiated with Lucent a proposed credit facility in which Lucent will, subject
to certain conditions (including the closing of the Contribution and Reorganization Transaction), provide
us with financing for fiber optic cable that we purchase from them . For a description of the terms and
conditions of the proposed financing transaction with Lucent see "BUSINESS- Proposed Credit Facility
with Lucent. "

We estimate that our current available resources, together with those to be received in the
contribution and reorganization transaction, will be sufficient to fund the implementation of our long
term business plan, as currently contemplated, including the capital commitments described above,
operating losses in new markets and working capital needs through the fourth quarter of 2000 . In the
event the strategic investment from Colonial is not consummated or is consummated on different terms,
this projection of available resources may change. After such time, we expect we will require additional
financing, which may include commercial bank borrowings, additional vendor financing or the sale or
issuance of equity or debt securities .

Our expectations of our future capital requirements and cash flows from operations are based on
current estimates . If our plans or assumptions change or prove to be inaccurate, we may require
additional sources of capital or additional capital sooner than anticipated . See "RISK FACTORS -
Risks Relating to Our Financing."

Year 2000 Readiness Disclosure
The Year 2000 issue exists because many computer systems and software applications use two, rather

than four, digits to designate a particular year. As a result, these systems and applications may not
properly recognize the Year 2000, or process data that includes that date, potentially causing data
miscalculations or inaccuracies, operational malfunctions or failures .

Overview of Our Year 2000 Program. In the fourth quarter of 1998, we began a corporate-wide
program to ready technology systems, non-technology systems and software applications for the Year
2000 . We identified all systems and applications that we believe needed to be modified or
reprogrammed to achieve Year 2000 compliance and implemented the necessary changes.

In December 1999, we completed the inventory, assessment and remediation of mission critical
hardware systems and software applications, including network computing and network systems
engineering . We developed and tested contingency plans for the event that certain of our suppliers or
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service providers may not have been Year 2000 compliant .

In preparation for the Year 2000 transition, we provided 24 hour coverage from December 31, 1999
through January 3, 2000 in our network operating center and corporate data center . No year 2000 related
problems were encountered and no interruption of service occurred .

As part of our Year 2000 plan, we requested confirmation from our communications equipment
vendors and other key suppliers, financial institutions and customers that their systems would be Year
2000 compliant . Responses received indicated a high level of Year 2000 compliance at these companies .
Although we have incurred no Year 2000 problems to date, we cannot assure you that the systems of
companies with which we do business are Year 2000 compliant. If the vendors important to us fail to
provide needed products and services, our network buildout and operations could be affected and thereby
have a material adverse effect on our results ofoperations, liquidity and financial condition .

We hired outside consultants to assist us with our Year 2000 compliance, but we relied primarily on
our own employees to develop and implement our Year 2000 compliance strategy. Because our existing
systems are relatively new, we have not replaced any significant portion of them . As a result our
expenditures to implement our Year 2000 plan were not material to date and we do not believe our future
expenditures on this matter will be material (remediation costs incurred to date have been less than
$100,000) . Such expenditures represented less than 1% of 1999 projected capital expenditures and were
funded out of cash flow from operations . To the extent we will have to replace a significant portion of
our technology systems, which currently appears unlikely, our expenditures could have material adverse
effects on us . As a result, our expenditures to ensure Year 2000 compliance have not been material to
date . We expect to continue to use existing employees for the significant part of our Year 2000
compliance efforts .

Due to the general uncertainty inherent in the Year 2000 problem, resulting in large part from the
uncertainty of the Year 2000 readiness of third parties, we cannot ensure our ability to timely and cost
effectively resolve problems associated with the Year 2000 issue that may adversely affect our
operations and business or expose us to third party liability and we have been unable to fully determine
the risks associated with the reasonably likely worst case scenario .

Risk Factors

The extent to which the risk factors described in this "RISK FACTORS" section will affect us depend
at least in part on the disposition of the contribution and reorganization transaction . If the contribution
and reorganization transaction is completed, we and Pathnet Telecommunications Inc . will operate the
business on a consolidated basis . We will become a wholly-owned subsidiary of Pathnet
Telecommunications, Inc . As a result, risk factors that relate to future business plans would apply to
Pathnet Telecommunications, Inc . as well as to us. If the contribution and reorganization transaction
is not completed, the risk factors, to the extent they relate to rights of way to be contributed to us in that
transaction, will notapply.

Risks Relating to Operations

If we fail to satisfy the conditions to closing under the Contribution Agreements with BNSF, CSX
and Colonial and the Transaction does not take place, the Company's business plan and financial
condition will be adversely affected .

35



The obligations of BNSF, CSX and Colonial to close on the Transaction are subject to a variety of
conditions . Among these conditions is the requirement that the holders of a majority of the outstanding
amount of the Company's notes consent to the transaction . If these conditions are not satisfied on or
before March 31, 2000, than the parties to the Transaction have the right to terminate the agreements .
If we are unable to obtain the necessary noteholder consent or fail to satisfy any of the other conditions
on or before March 31, 2000, and if the transaction is terminated as a result, the Company will lose
access to the additional assets and cash to be contributed in the Transaction, and the Company's current
business plan will need to be substantially modified .

If we are unable to develop the rights of way that we will receive in the contribution and
reorganization transaction, or if the development costs more or takes longer than we anticipate,
we may not be able to develop all portions of our network or generate the revenues necessary to
become profitable .

Several factors could interfere with our ability to develop or even prevent us from developing the
rights ofway or portions of those rights of way that are the subject of the contribution and reorganization
transaction :

"

	

our inability to obtain property rights from third parties where BNSF, CSX and Colonial do not
own outright much of the property over which they are granting us rights of way ;

restrictions imposed by BNSF, CSX, and Colonial to minimize or prevent interference with their
primary business operations ;

"

	

physical or engineering restrictions ;

"

	

terns of existing contractual arrangements between BNSF, CSX or Colonial and third parties,
including our competitors ; and

"

	

competitive factors, including potential oversupply of communications bandwidth along the
segments that we wish to develop .

We cannot assure you that we will obtain the necessary property rights and access to the segments
that we wish to develop . If we fail to obtain these rights, we may not be able to develop these rights of
way for our network, and our, business plans would be impaired . In addition, we cannot predict with
certainty the costs of developing segments of our network on these rights of way. These costs could be
significantly higher than we anticipate and may be prohibitively expensive .

If we are unable to complete construction of the network route segment on which Colonial has
conditioned the $25 million second tranche of its investment in our series E convertible preferred
stock, we may not receive those funds from Colonial as planned .

Our contribution agreement with Colonial requires us to complete construction of the Chicago, Illinois
to Aurora, a suburb of Denver, Colorado, as a condition to our receiving the second tranche of the
Colonial investment . We may be unable to complete this construction within the time frame allotted
under the agreement . If we are unsuccessful in building this portion of the network in a timely manner,
we will forfeit $25 million of the funds that we expect to receive in the contribution and reorganization
transaction . A loss of these funds could hinder our ability to implement our business plan as currently
contemplated .
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We have agreed to indemnify BNSF, CSX and Colonial from certain losses and liabilities in
deploying and operating our network, and these losses and liabilities could be significant.

In the agreements by which we obtain our rights of way we have agreed to release and indemnify
BNSF, CSX and Colonial from claims, losses or liabilities resulting from damage to property, personal
injury to personnel, and many other circumstances while we construct and operate our network . In some
cases, our release and indemnity apply even to circumstances outside of our control, including where the
claim, loss or liability arises from the negligence or gross negligence of BNSF, CSX, Colonial or their
employees or contractors within their control . While we intend to obtain insurance to address these
issues, we cannot ensure that insurance coverage will be available or, if it is available, adequate to cover
all of these risks . If our insurance coverage is inadequate, or if coverage is not available for some of
these risks, we could be exposed to significant losses and liabilities .

Our telecommunications network will be constructed on rights of way used for railroad and
pipeline purposes and could be damaged or delayed by other business operations conducted along
those rights of way.

BNSF, CSX and Colonial use the rights of way on which we intend to install our telecommunications
network for railroad and pipeline purposes . Events could occur, including the derailment of a train, the
breach of a pipeline or damage resulting from track or pipeline maintenance or construction, that could
interrupt telecommunications services on or otherwise damage our network . If any of those events occur,
our ability to provide telecommunications services to our customers could be compromised, and our
relationship with those customers could be seriously damaged .

Ifwe cannot successfully coordinate our network construction and operations with our rights of
way providers' existing operations as required under our agreements, we may not be able to
develop our network as planned and our revenues could be materially impaired .

The lease and access agreements we will enter into with BNSF, Colonial, CSX and our other rights
of way providers require that we coordinate our network design, construction, deployment, operation
and maintenance with the rail, pipeline, utility and other operations of the applicable rights of way
providers. Those agreements generally provide that the rights of many providers' operational needs take
precedence over our own in terms of scheduling, access time, personnel and other rights . Scheduling
conflicts could increase our development or operational costs on particular segments of rights of way,
or make deployment along the affected segment commercially impracticable . If we cannot coordinate
these activities successfully with the rights of way providers, the development, design, construction,
deployment, operation and maintenance of the affected segments of our network could be delayed or
become prohibitively expensive .

We are undertaking a major expansion of the business and we may not be able to manage this
expansion effectively given our limited past operating experience .

Pathnet was incorporated in August 1995 and is a development stage company with only a limited
operational history . As of December 31, 1999, we had constructed approximately 6,300 wireless route
miles and 500 fiber route miles of our digital network and had completed construction of 40 collocations .
To achieve our business plan, we will need to expand our fiber network substantially and at a much
faster rate than in prior years .

37



The success of this expansion will depend upon, among other things, our ability successfully to :

" implement our sales and marketing strategy ;

" evaluate markets for our products and services ;

" acquire additional rights of way ;

" identify profitable network routes ;

" secure additional financing for our network deployment ;

" reach agreement with a sufficient number of appropriate co-development partners to develop
the network necessary to complete our business plan ;

" install facilities ;

" obtain required government authorizations ;

" interconnect to, and collocate with, facilities owned by existing local telephone companies ; and

" obtain appropriately priced unbundled network elements and wholesale services from existing local
telephone companies .

We must accomplish these activities in a timely manner, at reasonable cost and on satisfactory terms
and conditions . As we increase our product and service offerings and expand our network into our
targeted markets, there will be additional demands on operating support systems, sales and marketing,
administrative resources and network infrastructure . We cannot assure you that we will be able to
manage our growth successfully, and if we are unsuccessful in doing so, our business, results of
operations and financial condition will be negatively affected . Moreover, because we are expanding our
business plan into new markets and technologies not previously used by us, we may not be able to
identify and manage all of the material risks that may arise as we pursue this new business plan .

Developing and expanding our business may subject us to added market and regulatory risks .

The rights of way acquired in connection with the contribution and reorganization transaction may
significantly expand our business, making us more vulnerable to competition from major
telecommunications companies and more likely to become the subject of regulatory scrutiny . Increased
competition or regulatory burdens could interfere with our ability to capitalize on the expansion of our
business.

Our business plans require us to make significant investments in a rapidly evolving industry and
our business and financial performance may suffer if market and technological developments
render our chosen technologies and strategies obsolete or unresponsive to market demand.

Our business strategy is to provide an integrated bundle of telecommunications services and expand
our operations and network. To implement this strategy will be investing heavily in a rapidly evolving
industry . As a result, our investments will be subject to a variety of risks in addition to those described
in the other "risk factors" set forth in this Annual Report on Form 10-K . These additional risks include : :

" market pricing pressures for the services and products we offer ;

" changes in expenses associated with the construction and expansion of our network and services ;
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" operating and technical problems ;

" availability of additional capital on acceptable terms ; and
" variations in market growth rates for our products and services ;
These factors could adversely affect our business strategies by increasing the cost and difficulty of

implementing our business plans, or making it more difficult for us to generate adequate revenues .

We may be unable to hire and retain sufficient qualified personnel, and the loss of any of our key
employees could materially adversely affect our ability to construct our network, conduct our
network operations and implement our sales strategy .

Our products and services are technical in nature, and the market for employees in the
telecommunications industry is competitive and dynamic . As a result, our future success will depend in
large part on our ability to attract and retain a substantial number of highly skilled, knowledgeable,
sophisticated and qualified managerial, professional and technical personnel. We have experienced, and
we expect to continue to experience, significant and increasing competition from other companies in
attracting and retaining personnel who possess the skills that we are seeking . We therefore may be
unable to attract and retain senior management, other key employees, or other skilled personnel in the
future . We depend on these employees to implement our business plan and manage our planned growth
successfully, and losing key employees could have a material adverse effect on our ability to implement
the essential components of our business plan .

The loss or interruption of relationships with or services from key suppliers and third party
contractors could delay and increase costs associated with the construction of our network .

We depend on third party suppliers for a number of components and parts used in our network . We
may be to unable to obtain supplies or services from our usual suppliers for any reasons beyond our
control . Although there may be alternative suppliers of components for all of the components and
transmission equipment contained in our network or required to offer our products and services, but
those alternatives may not be available to us on as favorable terms . Any nationwide shortage, or
extended interruption in the supply of any of the key components, change in the pricing arrangements
with our suppliers and manufacturers or delay in transitioning a replacement supplier's product into the
network could disrupt our operations .

We also use third party contractors to build various segments of our network. If any of these
relationships is terminated or a supplier or contractor fails to provide reliable services or equipment, and
we are unable to reach suitable alternative arrangements quickly or on favorable terms, we may
experience significant delays and additional costs . The failure of our contractors to complete their
activities in a timely manner, within anticipated budgets and in accordance with our quality standards
and performance criteria, could also delay the completion of our network or make it more costly to
construct .



Our failure to identify, deploy and maintain sophisticated billing, customer service and
information systems could have a negative effect on our product and service offerings, customer
relations and revenues .

We will depend on sophisticated information and processing systems to grow, monitor costs, bill
customers, service customer orders and achieve operating efficiencies . As we expand our services and
increase our customer base, our need for enhanced billing and information systems will increase. If we
are unable to adequately identify our information and processing needs or develop or upgrade systems
as necessary, we may not be able to offer services or products that our customers require, our customer
relations could be damaged, and our ability to reach our financial and operational objectives could be
compromised .

Our Year 2000 compliance efforts may not ultimately prove to be successful, which could
materially interfere with our network and other business operations.

The Year 2000 issue is the result of computer programs using two digits, rather than four, to define
the applicable year . Because of this programming convention, software, hardware or firmware may
recognize a date using "00" as the year 1900 rather than the year 2000 . This could result in system
failures, miscalculations or errors causing disruptions of operations or other business problems,
including, among others, an inability to process transactions, send invoices, or engage in similar normal
business activities. As of February 22, 2000, we have not experienced any significant Year 2000 issues .
However, we will not be able to fully asses the impact of Year 2000 issues on our business and
operations until later this year. If we or our major vendors, other key service providers or customers fail
to address adequately their respective Year 2000 issues in a timely manner, we could experience, among
other things, interruptions in our network and a decline in sales which would adversely affect our
business . The Year 2000 issues and our Year 2000 readiness program are described in further detail
above in "MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OFOPERATIONS - Year 2000 Readiness Disclosure. "

If we do not successfully manage acquisitions, strategic alliances and joint ventures that we may
need to implement our business plan, our financial and operational performance may be adversely
affected .

To expand and deploy our network in a timely manner, we may need to acquire other businesses,
form strategic alliances or enter into joint ventures that will complement our existing business markets
or accelerate our entry into our target markets . These transactions may :

" pose challenges in assimilating the acquired operations and personnel ;

" disrupt our ongoing business ;

" divert resources ;

" create difficulties in maintaining uniform standards, controls, procedures and policies ;

" impede management of our growth and information systems ;

" present challenges where entering markets in which we have little experience ; or

" impair relationships with employees or customers .
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We currently have no definitive acquisition agreement in place, although we have had discussions
with other companies and will continue to assess opportunities on an ongoing basis . Our failure to
implement our expansion and growth strategy successfully would have a material adverse effect on our
business, results of operations and financial condition .

Risks Relating to Our Financing

We expect negative operating cash flows and substantial operating losses for the foreseeable
future.

We have incurred operating losses and negative cash flow since inception . From August 25, 1995
through December 31, 1999, our operations have resulted in cumulative net losses of $101 .5 million .
We expect to incur continued operating losses and negative cash flow as we build our network, offer
additional products and services and increase our customer base. These losses will reduce our ability to
meet working capital needs and increase our need for external financing to support our objectives . Until
and unless we develop an adequate customer base and revenue stream, our capital and other operating
expenditures will result in negative cash flow and operating losses . We expect these expenditures to
increase as we develop our customer base in existing markets, expand into new markets and diversify
our service offerings. We may never develop an adequate customer base, sustain profitability or generate
sufficient cash flow to meet our obligations on the guarantees, debt or fund our other business needs . We
therefore cannot assure you that we will become profitable in the future .

We will be guaranteeing and/or incurring a substantial amount of debt that may increase our
operating costs and could impair our ability to raise additional required funds, invest in our
operations or withstand a decline in projected revenues .

We currently have, and after the contribution and reorganization transaction has closed we will have,
a substantial amount of debt in relation to our stockholders' equity . As of December 31, 1999, we had
approximately $380.3 million of indebtedness outstanding and total stockholders' equity (deficit) of
($95.7) million . We plan to incur additional indebtedness in developing our business .

The amount of our debt could adversely affect our future prospects by:

" impairing our ability to borrow additional money;

" requiring us to use a substantial portion of our cash flows from operations to pay interest or repay
debt which will reduce the funds available to us for our operations, acquisition opportunities and
capital expenditures ;

" placing us at a competitive disadvantage with companies that are less restricted by their debt
arrangements ; and

	

'

" making us more vulnerable in the event of a downturn in general economic conditions or upon the
occurrence of any risks described in this section.

We may not have sufficient funds from our own cash flow or other sources to service our debt.

We cannot assure you that we will be able to meet our debt obligations under the guarantees, our
notes or otherwise . If we are unable to generate sufficient cash to meet our obligations or if we fail to
satisfy the requirements of our debt agreements, we will be in default . A default under the notes, which
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may include a material default under other indebtedness, would permit the holders of the notes (and
other debt for which we will be directly or indirectly responsible) to require payment before the
scheduled due date of the debt, resulting in further financial strain on us and causing additional defaults
under our other indebtedness .

Our inability to obtain additional financing needed in the future may delay or prevent the
completion of our network and the roll out of our products and services to our customers .
We expect to need significant additional capital to complete the buildout of our planned network and

fulfill our long-term business strategies . We may be unable to produce sufficient cash flows from
ongoing operations to fund our business plan and future growth . This could require us to alter our
business plan, including delaying, reducing or abandoning our expansion or spending plans, which could
have a material adverse effect on our future revenue prospects or our business.

In addition, we may elect to pursue other business opportunities that could require additional capital
investments in our network . If any of these events were to occur, we could be required to sell assets,
borrow more money than we currently anticipate, issue additional debt or equity securities, refinance or
restructure our debt or enter into joint ventures .

Our ability to arrange financing depends upon many factors, including :

" general economic and capital markets conditions, especially the non-investment grade debt market ;

" conditions in the telecommunications industry ;

" regulatory, technological or competitive developments ;

" investor confidence and credit availability from banks or other lenders ;
" the success of our network and demand for our products and services ;

" cost overruns and unforeseen delays ; and

" provisions of tax and securities laws that affect capital raising activities .

Our inability to raise additional funds would have an adverse effect on our ability to complete our
network . If we decide to raise additional funds by incurring more debt, we may become subject to
additional or more restrictive financial covenants . These covenants or other terns of the additional
financing may place significant limits on our financial and operating flexibility, or may not be acceptable
to us. Our failure to raise sufficient funds when needed and on reasonable terms may require us to
modify or significantly curtail our business expansion plans . These modifications could have a material
adverse impact on our growth and ability to compete and to service our existing debt.

Although the Company notes are referred to as "senior notes" they are, and will continue to be,
effectively subordinated to our secured debt and the secured and unsecured debt of our
subsidiaries .

The notes are unsecured and therefore are and will following the closing of the Transaction, continue
to be effectively subordinated to any secured debt we may incur to the extent of the value of the assets
securing that debt . In the event of a default, foreclosure, bankruptcy or similar proceeding involving us,
our assets that serve as collateral will be available to satisfy the obligations under any secured debt
before any payments are made on the notes . If there is any shortfall after the foreclosure on these assets,
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our secured creditors would have a claim for that shortfall ranking equally with the noteholder's claim
against us under the guarantees . In addition we may secure any additional debt with our assets or borrow
through subsidiaries . Those secured assets, or the assets of our borrowing subsidiaries, will be available
to other creditors before they are available to the noteholders .

Following the closing of the Transaction we will depend on payments from our subsidiaries to
repay our debts, and other creditors of our subsidiaries other than Pathnet will have claims
against the assets of those subsidiaries that are senior to the notes .

After the contribution and reorganization transaction has closed, we will be a holding company that
receives a substantial part of our revenues from our subsidiaries . Our ability to obtain payments from
our subsidiaries may be restricted by the profitability and cash flows of our subsidiaries and laws relating
to the payment of dividends by a subsidiary to its parent company . If our subsidiaries are unable to pay
dividends, we may be unable to service our debt, including our obligations under the supplemental
indenture and the guarantees . If any of our subsidiaries experiences a bankruptcy, liquidation or
reorganization, its creditors will generally be entitled to payment of their claims from the assets of that
subsidiary before any assets are made available for distributions to us, except to the extent we may also
have a claim as a creditor. In that situation, creditors of our subsidiaries and future holders of preferred
stock, if any, of our subsidiaries, would have claims on the assets of the subsidiaries with priority over
our claims .

Other than Pathnet, the holding company's subsidiaries, including subsidiaries that we may form
in the future, will not following the closing of the Transaction, guarantee or otherwise be
responsible for making funds available to us or to Pathnet to make payments on the notes or
guarantees.

Like the notes, the rights under the guarantees to be issued in the Transaction will be structurally
subordinated to both secured and unsecured debts of our subsidiaries other than Pathnet. Under the terms
of the existing indenture, Pathnet has formed new subsidiaries that are separate legal entities with no
obligations under the notes. The_ supplemental indenture will extend this structure to us . If we
incorporate additional subsidiaries, whether new subsidiaries of Pathnet or "sister" companies to Pathnet,
these new subsidiaries also will be separate legal entities . They will have no obligation under the
supplemental indenture or the guarantees to make payments or to provide dividends or other funds to
us or Pathnet to permit us to make payments on the notes or guarantees.

We have concluded that revising the Indenture to provide for these guarantees would interfere with
our ability to obtain equipment and other financing necessary in connection with the future development
of our network. As a result, the notes are and will continue to be, and the guarantees will be, effectively
subordinated to the debts of our subsidiaries other than Pathnet.

Vendor financing arrangements will likely require PTI to form subsidiaries with substantial
assets that will not be obligated to guarantee the notes .

PTI expects to take advantage of vendor financing in constructing our network . PTI's proposed
vendor financing agreement with Lucent specifically requires PTI, if it wishes to take advantage of the
Lucent financing, to form a new subsidiary and to contribute to this new subsidiary a substantial portion
of Pathnet Telecommunications, Inc.'s assets . This contribution of assets would include the rights of way
relating to the segments of our network that we plan to construct with fiber for which Lucent provides
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vendor financing, and could include additional cash contributions . This new subsidiary will not
guarantee the notes. See "BUSINESS-Proposed Credit Facility with Lucent. "

PTI's indebtedness will contain restrictive covenants, which could expose it to additional defaults
and restrict operations.

By entering into the supplemental indenture, PTI will become subject to a number of restrictive
covenants parallel to those contained in the indenture and applicable to Pathnet . These restrictions affect,
and, in certain cases . significantly limit (and in some cases prohibit), among other things, our ability and
the ability of our subsidiaries to :

" incur additional indebtedness ;

" create liens ;

" make investments ;

" pay dividends ;

" issue stock ; and

" sell assets .

For example, the indenture restricts and the supplemental indenture will restrict PTI's ability to incur
indebtedness other than indebtedness to finance the acquisition of equipment, inventory or network
assets and other specified indebtedness . In addition, if and when PTI (or its subsidiaries) borrow funds
under its proposed credit facility with Lucent or under other credit facilities with other vendors or third
parties who may provide financing, PTI may be required to maintain specified financial ratios . We
cannot assure you that PTI will be able to maintain those required ratios after each borrowing, and its
failure to do so or comply with other covenants could lead to a default on those facilities and a
foreclosure against any assets securing the facilities . These restrictive covenants may also adversely
affect our ability to finance our future operations or capital needs, or to engage in other business
activities that may be in our interest .

Provisions in Pathnet Telecommunication, Inc.'s certificate of incorporation and bylaws, the
stockholders agreement to which it will become a party and the terms of the indenture and
supplemental indenture could delay or prevent our change of control, effectively hindering its
access to additional equity financing .

PTI's certificate of incorporation, bylaws and stockholders agreement contain provisions that will
make any acquisition of us or investment in PTI more difficult, including restrictions on removal of
directors and limitations on the ability of stockholders to call special meetings . The terms of its indenture
and supplemental indenture may also restrict and discourage attempts to change control of it . Our ability
to attract future equity investment may be hindered because of these provisions, thereby limiting our
access to additional capital .



Risks Relating to Our Network Business

Difficulties that we may experience in expanding our network could increase our estimated costs
and delay scheduled completion of our network.

We plan to expand our existing network, enter new markets and broaden our product and service
offerings - all of which are significant undertakings . These activities will require us to install and
operate additional facilities and equipment, and develop, introduce and market new products and
services . To deploy these additional services we will need to modify and add to our existing network
architecture . We will also need to obtain and install our equipment in the existing local telephone
companies' central office collocation space as described in further detail below. We may encounter
administrative, technical, operational, regulatory and other problems as a result of our expansion . Many
of these factors and problems are beyond our control . If we experience difficulties in addressing and
solving these problems, we may not be able to complete our network buildout or expand our products
and services as planned or in accordance with our current cost or time estimates .

We may pursue other relationships with telecommunications providers and other business
opportunities that could expose us to additional risks or delay the construction and operation of
our network.

We may enter into relationships with long distance telephone companies, existing local telephone
companies, Internet Service Providers, competitive telecommunications companies or other entities to
manage existing assets or to deploy alternative telecommunications products and services . We may also
seek to serve markets in addition to underserved or second or third tier markets and customers in
addition to telecommunications service providers . Pursuing these other opportunities could require
additional financing, pose additional risks (such as increased or different competition, additional
regulatory burdens and network economics and pricing different from our currently planned network and
products and services) and divert our resources and management time. We cannot assure you that we
will successfully integrate any new opportunity into our operations or that the opportunity would perform
as expected .

We may not be able to obtain or maintain appropriate rights of way and other access rights that
we may need to build and operate our network, which would limit our ability to implement our
business plan, depriving us of revenue necessary to implement our business plan .

In addition to the rights of way, to which we will gain access as a result of the contribution and
reorganization transaction, we expect that we will need to obtain and maintain additional rights of way
to construct and develop our network . We cannot assure you, however, that we will continue to have
access to existing rights of way, leases and licenses after the expiration of our current agreements, or that
we will obtain additional rights necessary to extend our network on reasonable terms . In addition, if a
franchise, license or lease agreement is terminated and we are forced to remove or abandon a significant
portion of our network, our business, results of operations, and financial condition will be materially
adversely affected .

Third party challenges to our use of rights of way obtained from others may delay, hinder or
otherwise limit the development and operation of our network, depriving us of the revenues
necessary to implement our business plan .
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To construct and maintain our fiber optic and wireless network, we have obtained and will obtain
easements, leases, rights ofway, franchises and licenses from various private parties, including railroads,
pipelines, utilities, actual and potential competitors and local governments . Some of our agreements with
right of way providers require us to acknowledge that others who question the right of way providers'
ownership claim to the easement or property right may challenge our claim to the rights of way being
granted . Third parties have challenged, and we expect in the future that third parties may challenge, our
use of rights of way obtained by or from others, including the rights of way we will obtain upon the
closing of the contribution and reorganization transaction . If we are unable to resolve any of these
challenges, or if the cost of addressing them is higher than we contemplate, these challenges may hinder
or delay our business plans .

If we are unable to obtain additional permits and agreements necessary to operate and expand our
network, we may be unable to develop our network or generate sufficient revenues .

We may require additional pole attachment or conduit use agreements with existing local telephone
companies, utilities or other local exchange carriers. We cannot guarantee that we, or our operating
companies or partners, will be able to obtain new or maintain existing permits, pole attachment and
conduit use agreements needed to develop and operate and expand our network and provide our planned
products and services . Our failure to obtain or maintain necessary permits, pole attachments and conduit
use agreements could have a material adverse effect on our ability to operate and expand our network .

If we are unable to obtain and maintain on good terms, the leasehold access or other services and
maintenance agreements on which we rely to operate the wireless portion of our network do not
own, it may become more expensive, or we may even be unable, to operate those portions of our
network.

We do not own, and we do not expect to own in the future, the underlying sites and facilities upon
which our current wireless digital network is deployed . Instead, we (or our affiliated companies) have
entered into long term fixed point microwave services agreements with certain of our co-development
partners such as Kinder Morgan, formerly KN Energy. Under these agreements, each co-development
partner has agreed to grant us a leasehold interest in, or a similar right to use, their facilities and
infrastructure as required for us to deploy our network . As a result, we depend and will continue to
depend on the facilities and infrastructure of our co-development partners for the operation of our
business . In many cases, we also rely on our co-development partners for the maintenance and
provisioning of circuits on our network . We have entered into maintenance agreements with some of
these co-development partners where they perform maintenance and provisioning services for us in
return for a monthly fee . The cancellation or non-renewal of any of these arrangements or agreements
could have a material adverse effect on our business.

Disagreements with our co-development partners or difficulties we may experience in our other
strategic relationships could hinder the development of our network and our expansion into target
markets .

As part of our "smart build" strategy and the contribution and reorganization transaction, we have
formed and plan to continue in the future to pursue strategic alliances and relationships which would
allow us to enter certain markets for telecommunications services sooner than if we had made the
attempt independently. As our network is further developed, we will be dependent on some of these
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