KELLEY DRYE & WARREN vwLpP

A LIMITED LIABILITY PARTNERSHIP

1200 |9TH STREET, N.W.

NEW YORK, NY SUITE 500 FACSIMILE
LOS ANGELES, CA WASHINGTON, D.C. 20036 ' (202) 955-9792
CHICAGO, IL www . kelleydrye com

STAMFORD, CT {202) 955-9600

PARSIPPANY, NJ

BRUSSELS, BELGIUM

HONG KONG DIRECT LINE (202) 955-9785

E-MAIL moden@kelleydrye com
AFFILIATE OFFICES
BANGKOK, THAILAND June ‘7’ 2001
JAKARTA, INDONESIA
MANILA, THE PHILIPPINES
MUMBAL, INDIA
TOKYO, JAPAN

Via Federal Express

Florida Public Service Commission Ol10 % 9\ S- 7
Division of Records and Reporting _"“\/] :
2540 Shumard Oak Boulevard OO % Al

Tallahassee, FL. 32399-0850
Re:  KMC Data, LLC, ALEC and IXC Applications

Dear Sir or Madam:

KMC Data, LLC (“KMC Data”), by its undersigned attorneys, respectfully submits the
enclosed for filing with the Florida Public Service Commission (“Commission”). Enclosed,
please find an original and six copies of KMC Data’s Application to Provide Alternative Local
Exchange Service, as well as its Application for the Authority to Provide Interexchange
Telecommunications Services.

In conjunction with KMC Data’s applications, and in accordance with the Commission’s
rules, also enclosed are tariffs reflecting the respective service rates and terms KMC Data intends
to offer under each authority for which it is applying. In addition, in compliance with the
Commission’s requirements for financial information, KMC Data has provided the 2000
Securities and Exchange Commission’s (“SEC”) Form 10K of its parent company, KMC
Telecom Holdings, Inc. Due to the voluminous nature of the SEC’s Form 10K, KMC Data has
enclosed only one copy per application. However, should the Commission require submission of
additional copies of the Form 10K, they will be promptly provided.
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Florida Public Service Commission
June 7, 2001
Page 2

Finally, enclosed is a duplicate of this filing, please date stamp the duplicate and return it
in the self-addressed, stamped envelope provided. If you have any questions, please do not
hesitate to contact me at (202) 955-9785. Thank you for yourkind assistance with this matter.

M. Njycole Oden

KELYEY DRYE & WARREN LLP
1200 19" Street, N.W., Suite 500
Washington, D.C. 20036

Enclosures

DCO01/0DENM/151369.1
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** FLORIDA PUBLIC SERVICE COMMISSION **

DIVISION OF COMMUNICATIONS

BUREAU OF SERVICE EVALUATION -
s o o824 -]
APPLICATION FORM
for

AUTHORITY TO PROVIDE INTEREXCHANGE TELECOMMUNICATIONS SERVICE
WITHIN THE STATE OF FLORIDA

Instructions

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

Appendix A).

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

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

D. Once completed, submit the original and six (6) copies of this form along with a

non-refundable application fee of $250.00 to:

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

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

E. If you have questions about completing the form, contact:

Florida Public Service Commission
Division of Communications

Bureau of Certification and Evaluation
2540 Shuman Oak Blvd.

Tallahassee, Florida 32399-0850

(850) 413-6600

FORM PSC/CMU 31 (6/98)
Required by Commission Rule Nos. 25.24-470, 25-24.471, and 25.24.473.

COCUMEM™ M1 MR R -DATE

J7132 Jun-85

FRECTICOADT REPORTING
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This is an application for (check one):
X) Original certificate (new company).

() Approval of transfer of existing certificate:
Example, a certificated company purchases an existing
certificated company and desires to retain the authority
of both certificates.

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

) Approval for transfer of control: Example, a
company purchases 51% of a certificated company. The
Commission must approve the new controlling entity.

Name of company:

KMC DATA,LLC

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

KMCDATA,LLC

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

1545 Route 206, Suite 300

Bedminster, NJ 07921

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

KMC DATA, LLC

1200 South Pine Island Road

Plantation, FL. 33324

DCOL/ODENM/137898.1 2



6.

7.

8.

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

()

()

X

()

()

()

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

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

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

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

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

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

Structure of organization;

(
(
(
X)

Individual () Corporation
Foreign Corporation () Foreign Partnership
General Partnership ) Limited Partnership
Other Limited Liability Company

If individual, provide:

Name: Not applicable

Title:

Address:

City/State/Zip:

Telephone No.: Fax No.:

Internet E-Mail Address:

Internet Website Address:

DCO1/ODENM/137898.1




9. If incorporated in Florida, provide proof of authority
to operate in Florida:

(a) The Florida Secretary of State Corporate
Registration number: Not applicable

10. If foreign corporation, provide proof of authority
to operate in Florida:

(a) The Florida Secretary of State Corporate
Registration number: M01000000292

11. Hf using fictitious name-d/b/a, provide proof of compliance with
fictitious name statute (Chapter 865.09. FS) to operate in Florida:

(a) The Florida Secretary of State fictitious
name registration number: Not applicable

12. If a limited liability partrership, provide proof of registration
to operate in Florida:

(@ The Florida Secretary of State
registration number: Not applicable

13. If a partnership, provide name, title and address of all partners
and a copy of the partnership agreement.

Name: Not applicable

Title:

Address:

City/State/Zip:

Telephone No.: Fax No.:

Internet E-Mail Address:

Internet Website Address:

14. If a foreign limited partnership, provide proof of compliance
with the foreign limited partnership statute (Chapter 620.0169, FS), if applicable.

(a) The Florida registration number: not applicable

1s. Provide FEID Number (if applicable) : Pending

DCOI/ODENM/137898.1 4



16. Provide the following (if applicable):

(a) Will the name of your company appear on the .
bill for your services? (X) Yes (Parent Company) ( )No

(b) If not, who will bill for your services?

Name: Not applicable

Title:

Address:

City/State/Zip:

Telephone No.: Fax No.:

Internet E-Mail Address:

Internet Website Address:

(c) How is this information provided?
Not applicable
17. Who will serve as liaison to the Commission with

regard to the following?

(a) The application;

Name: M. Nicole Oden of Kelley Drye & Warren, LLP

Title: Attorney

Address:1200 19™ Street, N.W. Suite 500

City/State/Zip: Washington, D.C. 20036

Telephone No.: (202) 955-9600 Fax No.: (202) 955-9792

Internet E-Mail Address: moden@kelleydrye.com

Internet Website Address: www.kelleydrye.com

DCO1/ODENM/137898.1 5



(b) Official point of contact for the ongoing operations of the company:

Name: Tricia Breckenridge

Title: Executive Vice President, Business Development

Address: 1755 North Brown Road

City/State/Zip: Lawrenceville, GA 30043

Telephone No.: (678) 985-7900 Fax No.: (678) 985-6213

Internet E-Mail Address: tbreck@kmctelecom.com

Internet Website Address: www.kmctelecom.com

(©) Complaints/Inquiries from customers:

Name: Michael Duke

Title: Director - Regulatory Affairs

Address: 1755 North Brown Road

City/State/Zip: Lawrenceville, GA 30043

Telephone No.: (678) 985-7900 Fax No.: (978) 985-6213

Internet E-Mail Address: mduke@kmectelecom.com

Internet Website Address: www.kmctelecom.com

18.  List the states in which the applicant:

(a) has operated as an interexchange telecommunications
company.

KMC DATA is not yet operational in any state

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

Applicant is in the process of applying for authority to provide both resold and
facilities-based local exchange services and resold interexchange services
throughout the United States. Specifically, in addition to Florida, KMC DATA is
currently seeking authority to provide local exchange and intrastate
interexchange services in all 50 states and the District of Columbia.

DC01I/ODENM/137898.1 6



(c) is certificated to operate as an interexchange telecommunications
company.

KMC DATA is not vet certificated in any state

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

None.

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

None.

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

None.

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

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

please explain.

None of KMC DATA’s members, managers or any of its ten largest shareholders
previously have been adjudged bankrupt, mentally incompetent, or found guilty of any

felony or crime. No proceedings are pending.

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

KMC DATA, as a wholly-owned subsidiary of KMC Telecom Holdings, Inc., shares
common management with the following KMC Holdings Affiliates: KMC Telecom Inc.
(“KMC I, KMC Telecom II, Inc., (“KMC II""), KMC Telecom III, Inc., (“KMC III”),
KMC Telecom IV, Inc., (“KMC IV”), KMC Telecom V, Inc., (“KMC V”), and KMC
Telecom of Virginia, Inc., (“KMC VA”) (the “Affiliates”). KMC DATA’s Affiliates,
KMC (10/15/97), KMC II (4/18/98), KMC III (8/9/99) and KMC V (pending) are
certificated telephone companies in the State of Florida as of the dates listed above.

DCO1/0ODENM/137898 1 7



20. The applicant will provide the following interexchange carrier services (Check all that apply):

a.

b T R b bl b bl | s
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DCO1/ODENM/137898.1

MTS with distance sensitive per minute rates
Method of access is FGA

Method of access is FGB

Method of access is FGD

Method of access is 800

MTS with route specific rates per minute
Method of access is FGA

Method of access is FGB

Method of access is FGD

Method of access is 800

MTS with statewide flat rates per minute (i.e. not distance sensitive)
Method of access is FGA

Method of access is FGB

Method of access is FGD

Method of access is 800

MTS for pay telephone service providers
Block-of-time calling plan (Reach out Florida, Ring America, etc.).
800 Service (Toll free)

WATS type service (Bulk or volume discount)
Method of access is via dedicated facilities
Method of access is via switched facilities

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

Travel Service
Method of access is 950
Method of access 1s 800

900 service

Operator Services

Available to presubscribed customers

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

Available to inmates

Services included are:
Station assistance
Person-to-person assistance
Directory assistance
Operator verify and interrupt
Conference Calling



21.

22.

Submit the proposed tariff under which the company plans to

begin operation. Use the format required by Commission

Rule 25-24.485 (example enclosed).

The proposed tariff for KMC Telecom DATA, LLC is attached hereto as Exhibit A.
Submit the following:

A. Financial capability.

The application must contain the applicant’s audited financial statements for the most recent 3
years. If the applicant does not have audited financial statements, it shall so be stated.

The unaudited financial statements must be signed by the applicant’s chief executive officers and
chief financial officer affirming that the financial statements are true and correct and must
include:

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

NOTE: This documentation may include, but is not limited to, financial statements, a projected profit
and loss statement, credit references, credit bureau reports, and descriptions of business relationships with
financial institutions.

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

1.

A written explanation that the applicant has sufficient financial capability to provide the
requested service in the geographic area proposed to be served.

A written explanation that the applicant has sufficient financial capability to meet its lease or
ownership obligations.

A written explanation that the applicant has sufficient financial capability to meet its lease or
ownership obligations.

For KMC DATA’s Financial Qualifications, Please See Aftachment A.

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

For KMC DATA’s Managerial Qualifications, Please See Attachment B.
C. Technical capability; give resumes of employees/officers of the company that would
indicate sufficient technical experiences or indicate what company has been contracted to

conduct technical maintenance.

For KMC DATA’s Technical Qualifications, Please See Attachment B.

DCO1/ODENM/137898.1 9



** APPLICANT ACKNOWLEDGEMENT STATEMENT **

1. REGULATORY ASSESSMENT FEE: I understand that all telephone
companies must pay a regulatory assessment fee in the amount of .15 of one
percent of the gross operating revenue derived from intrastate business.
Regardless of the gross operating revenue of a company, a minimum annual
assessment fee of $50 is required.

2. GROSS RECEIPTS TAX: I understand that all telephone companies must pay
a gross receipts tax of two and one-half percent on all intra and interstate
business.
3. SALES TAX: Tunderstand that a seven percent sales tax must be paid on intra and

interstate revenues.

4. APPLICATION FEE: I understand that a non-refundable application fee of $250.00
must be submitted with the application.

UTILITY QFﬁAL:

5/50)&00/

Date

(908) 470-2100
Telephone No.

Address: KMC DATA,LLC (908) 719-8775
Fax No.

1545 Route 206, Suite 300

Bedminster, NJ 07921

APPENDICES:

A- CERTIFICATE TRANSFER OR ASSIGNMENT STATEMENT
B- CUSTOMER DEPOSITS AND ADVANCE PAYMENTS

C- INTRASTATE NETWORK

D- CURRENT FLORIDA INTRASTATE SERVICES

E- AFFIDAVIT

DCOI/LEVEN/137891.3



** APPENDIX A **

CERTIFICATE TRANSFER OR ASSIGNMENT STATEMENT

Not applicable. KMC DATA is applying for original authority.

I, (Name)

(Title) of (Name of Company)

and current holder of Florida Public Service Commission Certificate #
, have reviewed this application and join in the petitioner’s request for a
( ) transfer

( ) assignment

of the above-mentioned certificate.

UTILITY OFFICIAL:

Signature Date
Title Telephone No.
Address:
Fax No.

‘e s €y

J' +

DCO1/ODENM/137898 1 11



** APPENDIX B **

CUSTOMER DEPOSITS AND ADVANCE PAYMENTS -

A statement of how the Commission can be assured of the security of the customer’s deposits and
advance payments may be responded to in one of the following ways (applicant please check

one):

(X) The applicant will not collect deposits nor will it collect payments for service
more than one month in advance.

() The applicant intends to collect deposits, and/or advance payments for more

than one month’s service and will file and maintain a surety bond with the
Commission in an amount equal to the current balance of deposits and
advance payments in excess of one month. (The bond must accompany the
application.)

S /5(3 ’ 200 |
Date
Pt;sident and Chjef Qperating Officer (908) 470-2100
Tyt Telephone No.
Address: KMC DATA,LLC (908) 719-8775
Fax No.

1545 Route 206, Suite 300

Bedminster, NJ 07921

DCO1/LEVEN/137891.3



** APPENDIX C **

INTRASTATE NETWORK

POP: Addresses where located, and indicate if owned or leased.
1) Not applicable 2)
3) 4)
SWITCHES: Address where located, by type of switch, and indicate if owned or leased.
1) Not applicable 2)
3) 4)

TRANSMISSION FACILITIES: Pop-to-Pop facilities by type of facilities (microwave, fiber,
copper, satellite, etc. and indicate if owned or leased).

POP-to-POP TYPE OWNERSHIP
1) Not applicable

2)

ORIGINATING SERVICE: Please provide the list of exchanges where you are proposing to
provide originating service within thirty (30) days after the effective date of the certificate
(Appendix D).

KMC DATA seeks authority to originate interexchange telecommunications service
throughout the State of Florida, for all exchanges.

TRAFFIC RESTRICTIONS: Please explain how the applicant will comply with the EAFA
requirements contained in Commission Rule 25-24.471 (4) (a) (copy enclosed).

KMC DATA initially proposes to provide interexchange service on a resale basis. The
certificated carriers form which KMC DATA purchases services for resale will be
responsible for complying with Commission Rule 25-24-.471(4)(a). When, and if, KMC
DATA deploys its own facilities-based interexchange service, it will do so in a manner that
recognizes that “the local exchange company shall be the sole carrier for 0+ local, 0- local
and 0- intralLATA toll calls dialed by end users.” KMC DATA will “not change or augment
the dialing pattern of end users for such calls.” KMC DATA will only provide intraLATA
toll services to end users who have selected KMC DATA as their presubscribed
interexchange carrier or who dial access code (either 950, 800 or 1010XXX).

DCO1/ODENM/137898.1 13



** APPENDIX D **

CURRENT FLORIDA INTRASTATE SERVICES

Applicant has () or has not ( X) previously provided intrastate telecommunications services in
Florida.

If the answer is has, fully describe the following:

a) What services have been provided and when did these services begin?
Not applicable
b) If the services are not currently offered, when were they discontinued?

Not applicable

5130\ 200 |

Date

(908) 470-2100
Telephone No.

Address: KMC DATA.,LLC (908) 719-8775
Fax No.

1545 Route 206, Suite 300

Bedminster, NJ 07921

DCOI/LEVEN/137891.3



**APPENDIX E**

AFFIDAVIT

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

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

UTILITY OFFICIAL:

S’/sol 300
Date

(908) 470-2100
Telephone No.

Address: KMC DATA, LLC (908) 719-8775
Fax No.

1545 Route 206, Suite 300

Bedminster

DCO1/LEVEN/137891.3



Exhibit A

Interexchange Telecommunications Tariff
For KMC Data, LL.C



KMC Data, LLC Florida Public Service Commission Tariff No. 2

Original Sheet 1

TITLE SHEET

FLORIDA INTRASTATE TELECOMMUNICATIONS SERVICES TARIFF

This tariff contains the rates, rules and regulations governing intrastate communication services within

the state of Florida provided by KMC Data, LLC (“KMC” or “the Company”) with principal offices at
1545 Route 206, Bedminster, New Jersey 07921-2567.

Issued: June 8, 2001

Effective: July &, 2001
By:

Tricia Breckenridge, Executive Vice President of Business Development
KMC Data, LLC

1755 North Brown Road
Lawrenceville, GA 30043

DCO1/0ODENM/151226.1



KMC Data, LLC Florida Public Service Commission Tariff No. 2
Original Sheet 2

CHECK SHEET

The Sheets 1 to 62 are effective as of the date shown. Revised pages as named below contain all changes
from the original tariff that are in effect on the date thereof.

SHEETREVISION SHEET REVISION SHEET REVISION
1 Original 26 Original 51 Original
2 Original 27 Original 52 Original
3 Original 28 Original 33 Original
4 Original 29 Original
5 Original 30 Original
6 Original 31 Original
7 Original 32 Original
8 Original 33 Original
9 Original 34 Original
10 Original 35 Original
11 Original 36 Original
12 Original 37 Original
13 Original 38 Original
14 Original 39 Original
15 Original 40 Original
16 Original 41 Original
17 Original 42 Original
18 Original 43 Original
19 Original 44 Original
20 Original 45 Original
21 Original 46 Original
22 Original 47 Original
23 Original 48 Original
24 Original 49 Original
25 Original 50 Original
Issued: June §, 2001 Effective: July 8, 2001
By: Tricia Breckenridge, Executive Vice President of Business Development
KMC Data, LL.C
1755 North Brown Road
Lawrenceville, GA 30043

DCO1/ODENM/151226.1



KMC Data, LLC Florida Public Service Commission Tariff No. 2
Original Sheet 3

TABLE OF CONTENTS

B 8 (T TSSOSO PP PP 1
CRECK SHEEL......veeeeeieeeiret et ae st e e et s e e e e e e st e e s b e d s b e b b SR b e bR e R g e s e b e b e e Rt e aeeaseba b e sesas et enas 2
TADIE OFf CONLENLS ....covvieiuiriierenieeiieieriese st sres e s et e seraeseae s et e as bt et e sh et ern s e e bas b s bassnasernarnasssnersnans 3
T (= OO OO RO PPO PSPPSR 4
Explanation of SYMDBOIS .....ccoiiimieicci s 7
Tariff FOTIMAL .....ccoeiiiiieiinie ettt bb e e e s a e n s s ae e s b e s bt et b e s e et 8
Section 1 —- DEfINITIONS ......ceveiviiieiiieeeecereee et et e 9
Section 2 -- Rules and ReGUIAIONS. ......cccerirrireerereeecerieeireiisssse s esessevnsisss sttt n e e s esnenes 12
Section 3 - DesCTIPHON OF SEIVICE. ... ccevieeeriererer et eem ettt st et sas et et e e sn et eaeeneas 37
SECHON 4 == RAES c.veiriiiiictieir et e st e s s a e s e ee s e s s e n s sabe s b e et b e s sae e e asaessees s s s s e e n e e e asean e s s b e s st annsnans 49
Issued: June 8, 2001 Effective: July 8, 2001
By: Tricia Breckenridge, Executive Vice President of Business Development

KMC Data, LLC

1755 North Brown Road

Lawrenceville, GA 30043
DCO01/0ODENM/151226.1



KMC Data, LI.C Florida Public Service Commission Tariff No. 2

Original Sheet 4
INDEX

TIEIE PAZE ..ooeceeectrieieeeereeereste ettt e st sa e sa e e s st st a e e e 1
CRECK SHEEL cuviviitiictieticte ettt ce bt s raee e e e e ese e b e s st sre et esb et e saeesan et e s b e s s rn s ar e s s e san e s b s e s e bt et e bt b e sn e sn s 2
TADLE OFf COMIENES .....oevirieiiieeetiestee e eteesteste e st e ete e seesaneasrssassa et as s s e s sr e e b e st e s b g e se st s s e s e n st st 3
117 L=, SO OO OT O PRPIOTPIOPPPPT 4
Explanation of SYMDBOLS .....c.c.cviiiiiiieirecie ettt s 7
T AT FOIMIAL ... cveceeeceecieeee it vttt e st e s e e e s st e s e s e e s se s s s bs e b s s s e e s s e e s e b b e e aese st s et b e s st s nn e bt s s s ab et 8
SECHON 1 - DEIIMITIONS ...vveveeveeeieetirereneeeeseeseesessnrsesestaessesssnessessssssssaneste st e s s e s e nesr s st et abe st s besaessness 9
Section 2- Rules and REGUIALIONS .....cccvvivirierersiicciniiieinsie e et 12
2.1 Undertaking of the COMPANY ........cccvervemiereininiiiiierrisisisrssssne sttt 12
21,1 APPLICALION. c...eieirceiiete ittt e 12
2.1.2  SCOPC cuiiieiirieiete stttk et s e 13
2.1.3  Shortage Of FACIILIES ......cccerveveeeeniiiiiiiiirnine et 13
2.1.4 Terms and ConditionS .....ceeeeeeeeieeriveeceeeitesirioseeeeeste e e sssee s ssss s sens 13
2.1.5 Liability of the COMPANY ......ccooviiiimitieneieernese et 15
2.1.6 Provision of Equipment and Facilities......coeoirievrioreneninnnieieicnc i 19
2.1.7 Ownership of FACIlities ....cccvueeririirnniitiiniinsses st 19
2.2 PrOhIDItEA USES ..ueccereerriirieiieiinierenr ettt st st st a s sn s s st s s se e e sabs s bbbt a s eann s 20
2.3 Obligations of the CUSIOMIET .......ccceireriiiiiciiiitre ettt s 21
2.3.1  Customer Premises PrOVISIONS. . ..o eieerurriomririciiinnrnresesrsessinnre s rane e 21
2.3.2 Liability of the CUSIOMET .....cccoiririniriimrmrmeieiinn sttt 21
2.4  Customer Equipment and Channels..........ccoimeeeenniorncniiniin s 23
2.4.1 Interconnection of Facillties.....ccueeiriirerieriiiniiniiiee it 23
2.4.2  TNSPECHIOIS .ovenieiereseerreresaeeeestnieresesesb e s b e e s e s bt s s s s 24
2.5 AAVANCE PAYIMENLS ....c..oceiiccteeiiieeeeeee st s bbb a st s r e d e bbbt et 25
2.6 CUSEOIMIET DIEPOSIES ...oeueeiieieeiieeecectee sttt e e et st et et 25
2.7  Payment AITangemENtS .......occoecririiiiniirmimietetess st st et e 26
2.7.1  Payment fOr SETVICE ..ccoruvuerriririiiiiieierseeinis ettt st 26
2.7.2 Billing and Collection of Charges........ccoevereeieiinieninsiesinnecni e 26
2.7.3 Discontinuance of Service for Cause ...t 28
2.7.4 Notice to Company for Cancellation of SErvICe .......ocovvveeennvcnninciiiine 30
Issued: June 8, 2001 Effective: July 8, 2001
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EXPLANATION OF SYMBOLS

The following are the only symbols used for the purposes indicated below:

D -

by
]

® 2z Z

Delete or Discontinue

Change Resulting in an Increase to a Customer's Bill
Moved from Another Tariff Location

New

Change Resulting in a Reduction to a Customer's Bill

Change in Text or Regulation But No Change in Rate or Charge
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TARIFF FORMAT

(A)  Sheet Numbering - Sheet numbers appear in the upper right corner of the page. Sheets are
numbered sequentially. However, new sheets are occasionally added to the tariff. When a new
sheet is added between sheets already in effect, a decimal is added. For example, a new sheet
added between sheets 14 and 15 would be 14.1.

(B) Sheet Revision Numbers - Revision numbers also appear in the upper right corner of each page.
These numbers are used to determine the most current sheet version on file with the FPSC. For
example, the 4th revised Sheet 14 cancels the 3rd revised Sheet 14. Because of various
suspension periods, deferrals, etc. the FPSC follows in their tariff approval process, the most
current sheet number on file with the Commission is not always the tariff page in effect. Consult
the Check Sheet for the sheet currently in effect.

(C)  Paragraph Numbering Sequence - There are nine levels of paragraph coding. Each level of
coding is subservient to its next higher level:

2.

2.1.

2.1.1.

2.1.1.A.

2.1.1.A.1.
2.1.1.A.1.(2).
2.1.1.A.1.(a).L
2.1.1.A.1.(a).LG).
2.1.1.A.1.(2).L.G).(1).

(D)  Check Sheets - When a tariff filing is made with the FPSC, an updated check sheet accompanies
the tariff filing. The check sheet lists the sheets contained in the tariff, with a cross reference to
the current revision number. When new pages are added, the check sheet is changed to reflect
the revision. All revisions made in a given filing are designated by an asterisk (*). There will
be no other symbols used on this page if these are the only changes made to it (i.e., the format,
etc. remains the same, just revised revision levels on some pages). The tariff user should refer
to the latest check sheet to find out if a particular sheet is the most current on file with the FPSC.
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SECTION 1--DEFINITIONS
Certain terms used generally throughout this tariff are described below.

Advance Payment
Part or all of a payment required before the start of service.

Communications Services
The Company's intrastate telephone services offered pursuant to this tariff.

Company
KMC Data, LLC, the issuer of this tariff.

Customer or Aggregator
The person, firm, or corporation which orders service for the Company's communications
services and is responsible for the payment of charges and compliance with the Company's
regulations.

Dedicated Inbound Calls:
Refers to calls that are terminated via dedicated access facilities connecting the Customer's
premises and the Company's Point of Presence (POP). This service is offered to the extent
facilities are available and where the Company and the Customer jointly arrange for the
establishment of dedicated access facilities connecting the Customer's trunk-compatible PBX or
other suitable equipment to the Company's POP. The Customer shall be responsible for all costs
and charges associated with the dedicated access facilities.

Dedicated Qutbound Calls:
Refers to service that is offered to the extent facilities are available in those cases where the
Company and the Customer jointly arrange for the establishment of dedicated access facilities
connecting the Customer's trunk-compatible PBX or other suitable equipment to the Company's
POP. The Customer shall be responsible for all costs and charges associated with the dedicated
access facilities.
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SECTION 1--DEFINITIONS (Cont’d)

Joint User
A person, firm or corporation which is designated by the Customer as a user of services furnished
to the Customer by the Company, and to whom a portion of the charges for service will be billed
under a joint user arrangement as specified herein.

LATA
A Local Access and Transport Area established pursuant to the Modification of Final Judgment
entered by the United States District Court for the District of Columbia in Civil Action No. 82-
0192; or any other geographic area designated as a LATA in the National Exchange Carrier
Association, Inc. Tariff F.C.C. No. 4.

Recurring Charges
The monthly charges to the Customer for services, facilities and equipment which continue for
the agreed upon duration of the service.

Service Commencement Date
The first date on which the Company notifies the Customer that the requested service or facility
is available for use, unless extended by the Customer's refusal to accept service which does not
conform to standards set forth in the Service Order or this tariff, in which case the Service
Commencement Date is the date of the Customer's acceptance. The Company and the Customer
may mutually agree on a substitute Service Commencement Date.

Service Order
The written request for communications services executed by the Customer and the Company in
the format devised by the Company. The signing of a Service Order by the Customer and
acceptance by the Company initiates the respective obligations of the parties as set forth therein
and pursuant to this tariff, but the duration of the service is calculated from the Service

Commencement Date.
Issued: June 8, 2001 Effective: July 8, 2001
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SECTION 1--DEFINITIONS (Cont’d)

Shared

A facility or equipment system or subsystem that can be used simultaneously by several
Customers.

Shared Inbound Calls:
Refers to calls that are terminated via the Customer's LEC-provided local exchange access line.

Shared Qutbound Calls:
Refers to calls in Feature Group D exchanges whereby the Customer's local telephone lines are
presubscribed by the local exchange company to the Company's outbound service such that "1
+ 10-digit number" calls are automatically routed to the Company's network. Calls to stations
within the Customers LATA may be placed by dialing " 10 + NXX" or "101XXXX" + 10-digit
number.

A Customer, Joint User, or any other person authorized by the Customer to use service provided
under this tariff.
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SECTION 2--RULES AND REGULATIONS

2.1 Undertaking of the Company

2.1.1 Application

(A)

(B)

(©)

(D)

This tariff applies to intrastate communications services furnished by KMC to
business customers within the State of Florida in accordance with the conditions
set forth below. This tariff applies only for the use of the Company's services for
communications between and among points within the State of Florida. These
services may be provided in conjunction with the Company's interstate
telecommunications services which are provided under the Company's Federal
tariff.

Services offered under this tariff are not offered for the purpose of completing
calls between two points within the same local calling area or metropolitan
exchange area, as defined in the tariffs of the Local Exchange
Telecommunications Company or Companies serving those points.

Presubscribed services are provided from all converted equal access end offices
within the State of Florida where the Company has a point of presence (POP)
within the LATAs. Other products will be provided in areas as specified for each
product in Section 4 of this tariff.

Operator services are furnished to authorized users of the Company's LDS service
and to users accessing public telephones presubscribed to the Company and to
patrons, patients, students, and other authorized users of the station telephone or
other facilities of privately owned coin operated telephone station providers,
hotels, motels, hospitals, airports, colleges, universities, and other customers.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.1 Undertaking of the Company (Cont'd.)

2.1.2 Scope

The Company undertakes to furnish communications services in accordance with the
terms and conditions set forth in this tariff.

2.1.3 Shortage of Facilities

All service is subject to the availability of suitable facilities. The Company reserves the
right to limit the length of communications or to discontinue furnishing services when
necessary because of the lack of transmission medium capacity or because of any causes
beyond its control.

2.1.4 Terms and Conditions

(A)  Service is provided on the basis of a minimum period of at least one month, 24-
hours per day. For the purpose of computing charges in this tariff, a month is
considered to have 720 hours.

(B) Customers may be required to enter into written service orders which shall
contain or reference a specific description of the service ordered, the rates to be
charged, the duration of the services, and the terms and conditions in this tariff.

Customer will also be required to execute any other documents as may be
reasonably requested by the Company.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

21 Undertaking of the Company (Cont’d)

2.1.4 Terms and Conditions (Cont’d)

©)

(D)

(E)

At the expiration of the initial term specified in each Service Order, or in any
extension thereof, service shall continue on a month-to-month basis at the current
rates unless terminated by either party upon verbal or written notice. Any
termination shall not relieve Customer of its obligation to pay any charges
incurred under the Service Order and this tariff prior to termination. The rights
and obligations which by their nature extend beyond the termination of the term
of the Service Order shall survive such termination.

In any action between the parties to enforce any provision of this tariff, the
prevailing party shall be entitled to recover its legal fees and court costs from the
non-prevailing party in addition to other relief a court may award.

This tariff shall be interpreted and governed by the laws of the State of Florida
without regard for its choice of laws provision.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.1 Undertaking of the Company (Cont’d)

2.1.5 Liability of the Company

(A)

®)

Except as otherwise stated in this Tariff, the liability of the Company arising out
of the fumishing of its Services, including but not limited to mistakes, omissions,
interruptions, delays, or errors, or other defects, or use of these services or arising
out of the failure to furnish the service, whether caused by acts or omission, shall
be limited to the extension of allowances for interruption as set forth in Section
2.8, unless ordered by the Commission. The extension of such allowances for
interruption shall be the sole remedy of the Customer and the sole liability of the
Company. The Company will not be liable for any direct, indirect, incidental,
special, consequential, exemplary or punitive damages to the Customer as a result
of any Company service, equipment or facilities, or any acts or omissions or
negligence of the Company's employees or agents.

The Company shall not be liable for any delay or failure of performance or
equipment due to causes beyond its control, including but not limited to: acts of
God, fire, flood, explosion or other catastrophes; any law, order, regulation,
direction, action, or request of the United States government, or of any other
government, including state and local governments having or claiming
jurisdiction over the Company, or of any department, agency, commission,
bureau, corporation, or other instrumentality of any one or more of these federal,
state, or local governments, or of any civil or military authority; national
emergencies; insurrections; riots; wars; unavailability of rights-of-way materials;
or strikes, lock-outs, work stoppages, or other labor difficulties.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.1 Undertaking of the Company (Cont’d)

2.1.5 Liability of the Company (Cont’d)

(C)  The Company shall not be liable for (a) any act or omission of any entity
furnishing to the Company or to the Company's Customers facilities or
equipment used for interconnection with Network Services; or (b) for the acts or
omissions of common carriers or warehousemen.

(D)  The Company shall not be liable for any damages or losses due to the fault or
negligence of the Customer or due to the failure or malfunction of equipment or
facilities provided by the Customer or third parties.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.1 Undertaking of the Company (Cont’d)

2.1.5 Liability of the Company (Cont’d)

(E)

(F)

(G)

The Company does not guarantee nor make any warranty with respect to
installations it provides for use in an explosive atmosphere. The Customer
indemnifies and holds the Company harmless from any and all loss, claims,
demands, suits, or other action, or any liability whatsoever, whether suffered,
made, instituted, or asserted by any other party or person(s), and for any loss,
damage, or destruction of any property, whether owned by the Customer or
others, caused or claimed to have been caused directly or indirectly by the
installation, operation, failure to operate, maintenance, removal, presence,
condition, location, or use of any installation so provided. The Company
reserves the right to require each Customer to sign an agreement acknowledging
acceptance of the provisions of this Section 2.1.5(E) as a condition precedent to
such installations.

The Company is not liable for any defacement of or damage to Customer
premises resulting from the furnishing of services or equipment on such Premises
or the installation or removal thereof, unless such defacement or damage is
caused by gross negligence or willful misconduct of the Company's agents or
employees.

The Company shall be indemnified, defended and held harmless by the Customer
from and against all loss, liability, damage and expense, including reasonable
counsel fees, due to claims for libel, slander, invasion of privacy or infringement
of copyright in connection with the material transmitted over the Company's
facilities; and any other claim resulting from any act or omission of the Customer
or patron(s) of the Customer relating to the use of the Company's facilities.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

21 Undertaking of the Company (Cont’d)

2.1.5 Liability of the Company (Cont’d)

(H)

@

Q)

The entire liability for any claim, loss, damage or expense from any cause
whatsoever shall in no event exceed sums actually paid the Company by the
Customer for the specific services in the month in which the event giving rise to
the liability occurred. No action or proceeding against the Company shall be
commenced more than one year after the event giving rise to the liability
occurred.

THE COMPANY MAKES NO WARRANTIES OR REPRESENTATIONS,
EXPRESS OR IMPLIED EITHER IN FACT OR BY OPERATION OF LAW,
STATUTORY OR OTHERWISE, INCLUDING WARRANTIES OF
MERCHANTABILITY OR FITNESS FOR A PARTICULAR USE, EXCEPT
THOSE EXPRESSLY SET FORTH HEREIN.

The Company shall indemnify, defend, and hold harmless the Customer from and
against all claims, actions, damages, liabilities, costs and expenses, including
reasonable attorneys' fees, for any injury to persons or property, and any
interruption of, interference to, or other defect in any service provided by the
Company to any third party, if such injury, interruption, interference, or other
defect was not caused by any negligent or intentional act or omission of the
Customer or any of its officers, employees, agents, invitees, or contractors.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.1 Undertaking of the Company (Cont’d)

2.1.6 Provision of Equipment and Facilities

(A)  Except as otherwise indicated, customer-provided station equipment at the
Customer's premises for use in conjunction with this service shall be so
constructed, maintained and operated as to work satisfactorily with the facilities
of the Company.

B The Company shall not be responsible for the installation, operation or
maintenance of any Customer-provided communications equipment. Where
such equipment is connected to service furnished pursuant to this tariff, the
responsibility of the Company shall be limited to the furnishing of services under
this tariff and to the maintenance and operation of such services in the proper
manner. Subject to this responsibility, the Company shall not be responsible for:

(1) the through transmission of signals generated by Customer-provided
equipment or for the quality of, or defects in, such transmission; or

(2) the reception of signals by Customer-provided equipment; or

(3) network control signaling where such signaling is performed by Customer-
provided network control signaling equipment.

2.1.7 Ownership of Facilities

Title to all facilities provided in accordance with this tariff remains in the Company, its
agents, contractors or suppliers.
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22

SECTION 2--RULES AND REGULATIONS (Cont’d)

Prohibited Uses

221

222

223

224

The services the Company offers shall not be used for any unlawful purpose or for any
use for which the Customer has not obtained all required governmental approvals,
authorization, licenses, consents and permits.

The Company may require applicants for service who intend to use the Company's
offering for resale and/or for shared use to file a letter with the Company confirming that
their use of the Company's offerings complies with relevant laws and regulations,
policies, orders, and decisions.

The Company may require a Customer to immediately shut down its transmission if such
transmission is causing interference to others.

A customer, joint user, or authorized user may not assign, or transfer in any manner, the
service or any rights associated with the service without the written consent of the
Company. The Company will permit a Customer to transfer its existing service to
another entity if the existing Customer has paid all charges owed to the Company for
regulated communications services. Such a transfer will be treated as a disconnection
of existing service and installation of new service, and non-recurring installation charges
as stated in this tariff will apply.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

23 Obligations of the Customer

2.3.1 Customer Premises Provisions

(A)

(B)

The Customer shall provide the personnel, power and space required to operate
all facilities and associated equipment installed on the premises of the Customer.

The Customer shall be responsible for providing Company personnel access to
premises of the Customer at any reasonable hour for the purpose of testing the
facilities or equipment of the Company.

2.3.2 Liability of the Customer

(A)

(B)

The Customer will be liable for damages to the facilities of the Company and for
all incidental and consequential damages caused by the negligent or intentional
acts or omissions of the Customer, its officers, employees, agents, invitees, or
contractors where such acts or omissions are not the direct result of the
Company's negligence or intentional misconduct.

To the extent caused by any negligent or intentional act of the Customer as
described in (A), preceding, the Customer shall indemnify, defend and hold
harmless the Company from and against all claims, actions, damages, liabilities,
costs and expenses, including reasonable attorneys' fees, for (1) any loss,
destruction or damage to property of any third party, (2) the death of or injury to
persons, including, but not limited to, employees or invitees of either party, and
(3) any liability incurred by the Company to any third party pursuant to this or
any other tariff of the Company, or otherwise, for any interruption of,
interference to, or other defect in any service provided by the Company to such
third party.

Issued: June 8, 2001

Effective: July 8, 2001

By: Tricia Breckenridge, Executive Vice President of Business Development
KMC Data, LLC
1755 North Brown Road
Lawrenceville, GA 30043

DC0O1/ODENM/151226.1



KMC Data, LLC

Florida Public Service Commission Tariff No. 2
Original Sheet 22

SECTION 2--RULES AND REGULATIONS (Cont’d)

23 Obligations of the Customer (Cont’d)

2.3.2 Liability of the Customer (Cont’d)

©

The Customer shall not assert any claim against any other customer or user of the
Company's services for damages resulting in whole or in part from or arising in
connection with the furnishing of service under this Tariff including but not
limited to mistakes, omissions, interruptions, delays, errors or other defects or
misrepresentations, whether or not such other customer or user contributed in any
way to the occurrence of the damages, unless such damages were caused solely
by the negligent or intentional act or omission of the other customer or user and
not by any act or omission of the Company. Nothing in this Tariff is intended
either to limit or to expand Customer's right to assert any claims against third
parties for damages of any nature other than those described in the preceding
sentence.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.4 Customer Equipment and Channels

2.4.1 Interconnection of Facilities

(A)  Interconnection between Customer-provided and Company-provided service must
be made by the Customer's purchase of dedicated access lines or through the use
of LEC-provided switched access service.

(B)  In order to protect the Company's facilities and personnel and the services
furnished to other customers by the Company from potentially harmful effects,
the signals applied to the Company's service shall be such as not to cause
damage to the facilities of the Company. Any special interface equipment
necessary to achieve the compatibility between facilities of the Company and the
channels or facilities of others shall be provided at the Customer's expense.

Issued: June 8, 2001 Effective: July 8, 2001
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SECTION 2--RULES AND REGULATIONS (Cont’d)

24 Customer Equipment and Channels (Cont’d)

2.4.2 Inspections

(A)

(B)

The Company may, upon notification to the Customer, at a reasonable time,
make such tests and inspections as may be necessary to determine that the
requirements regarding the equipment and interconnections are being complied
with the installation, operation and maintenance of Customer-provided
equipment and in the wiring of the connection of Customer channels to
Company-owned facilities.

If the protective requirements in connections with Customer-provided equipment
are not being complied with, the Company may take such action as necessary to
protect its facilities and personnel and will promptly notify the Customer by
registered mail in writing of the need for protective action. In the event that the
Customer fails to advise the Company within 10 days after such notice is
received or within the time specified in the notice that corrective action has been
taken, the Company may take whatever additional action is deemed necessary,
including the suspension of service, to protect its facilities and personnel from
harm. The Company will upon request 24 hours in advance provide Customer
with a statement of technical parameters that the Customer's equipment must
meet.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.5 Advance Payments

To safeguard its interests, the Company may require a Customer to make an advance payment
before services and facilities are furnished. The advance payment will not exceed an amount up
to one month of estimated monthly usage charges. In addition, where special construction is
involved, the advance payment may also include an amount equal to the estimated non-recurring
charges for the special construction and recurring charges (if any) for a period to be set between

the Company and the Customer. The advance payment will be credited to the Customer's initial
bill.

2.6 Customer Deposits

The Company will not request customer deposits.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.7 Payment Arrangements

2.7.1 Payment for Service

The Customer is responsible for the payment of all charges for facilities and services
furnished by the Company to the Customer.

(A)

Taxes

The Customer is responsible for payment of any sales, use, gross receipts, excise,
access or other local, state and federal taxes, charges or surcharges (however,
designated) (excluding taxes on the Company's net income) imposed on or based
upon the provision, sale or use of Network Services. All taxes are listed as
separate items and are not included in the quoted rates.

2.7.2 Billing and Collection of Charges

The Customer is responsible for payment of all charges incurred by the Customer or other
users for services and facilities furnished to the Customer by the Company.

(A)

(B)

Non-recurring charges are due and payable within 30 days after the date of the
invoice.

The Company shall present invoices for Recurring Charges monthly to the
Customer, in advance of the month in which service is provided, and Recurring
Charges shall be due and payable within 30 days after the date of the invoice.
When billing is based upon customer usage, usage charges will be billed monthly
for the preceding billing period.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.7 Payment Arrangements (Cont’d)

2.7.2 Billing and Collection of Charges (Cont’d)

©

(D)

(E)

Q)

When service does not begin on the first day of the month, or end on the last day
of the month, the charge for the fraction of the month in which service was
furnished will be calculated on a pro rate basis. For this purpose, every month
1s considered to have 30 days.

Billing of the Customer by the Company will begin on the Service
Commencement Date, which is the day on which the Company notifies the
Customer that the service or facility is available for use, except that the Service
Commencement Date may be postponed by mutual agreement of the parties, or
if the service or facility does not conform to standards set forth in this tariff or the
Service Order. Billing accrues through and includes the day that the service,
circuit, arrangement or component is discontinued.

If any portion of the payment is received by the Company after the date due, or
if any portion of the payment is received by the Company in funds which are not
immediately available upon presentment, then a late payment penalty shall be due
to the Company. The late payment penalty shall be the portion of the payment
not received by the date due, multiplied by a late factor. The late factor shall be
the lesser of:

(1) arate of 1.5 percent per month; or

(2) the highest interest rate which may be applied under state law for
commercial transactions.

The Customer will be assessed a charge of twenty-five dollars ($25.00) for each
check submitted by the Customer to the Company which a financial institution
refuses to honor.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.7 Payment Arrangements (Cont’d)

2.7.2 Billing and Collection of Charges (Cont’d)

(@)

(H)

Customers have up to 90 days (commencing 5 days after remittance of the bill)
to initiate a dispute over charges or to receive credits.

If service is disconnected by the Company in accordance with section 2.7.3
following and later restored, restoration of service will be subject to all applicable
installation charges.

2.7.3 Discontinuance of Service for Cause

(A)

(B)

©

Upon nonpayment of any amounts owing to the Company, the Company may, by
giving 5 working days prior written notice to the Customer, discontinue or
suspend service without incurring any liability.

Upon violation of any of the other material terms or conditions for furnishing
service the Company may, by giving 5 working days prior notice in writing to the
Customer, discontinue or suspend service without incurring any liability if such
violation continues during that period.

Upon condemnation of any material portion of the facilities used by the Company
to provide service to a Customer or if a casualty renders all or any material
portion of such facilities inoperable beyond feasible repair, the Company, by
notice to the Customer, may discontinue or suspend service without incurring any
liability.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.7 Payment Arrangements (Cont’d)

2.7.3 Discontinuance of Service for Cause (Cont’d)

(D)

(B

(F)

Upon any governmental prohibition or required alteration of the services to be
provided or any violation of an applicable law or regulation, the Company may
immediately discontinue service without incurring any liability.

In the event of fraudulent use of the Company's network, the Company may
without notice suspend or discontinue service. The Customer will be liable for
all related costs as set forth in Section 2.10 of this tariff. The Customer will also
be responsible for payment of any reconnection charges.

Upon the Company's discontinuance of service to the Customer under Section
2.7.3(A) or 2.7.3(B), the Company, in addition to all other remedies that may be
available to the Company at law or in equity or under any other provision of this
tariff, may declare all future monthly and other charges which would have been
payable by the Customer during the remainder of the term for which such
services would have otherwise been provided to the Customer to be immediately
due and payable (discounted to present value at six percent).
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.7 Payment Arrangements (Cont’d)

2.7.3  Discontinuance of Service for Cause (Cont’d)

(G)  The Customer is responsible for providing adequate access lines to enable the
Company to terminate all 800 Service calls to the Customer's telephone
equipment. Should the Customer have insufficient access lines on which to
terminate 800 Service calls, the Company reserves the right to request the
Customer to add additional lines for call terminations. If, after 90 days, the
Customer has not made the requested change, the Company, without incurring

any liability, reserves the right to terminate the Customer's 800 Service, with 30
days written notice.

2.7.4 Notice to Company for Cancellation of Service

Customers desiring to terminate service shall provide Company verbal or written notice
of desire to terminate service. Customers are still responsible for charges incurred up
until the point of termination.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.8 Allowances for Interruptions in Service

Interruptions in service, which are not due to the negligence of, or noncompliance with the
provisions of this tariff by, the Customer or the operation or malfunction of the facilities, power
or equipment provided by the Customer, will be credited to the Customer as set forth in 2.8.1 for
the part of the service that the interruption affects.

2.8.1 Credit for Interruptions

(A) A credit allowance will be made when an interruption occurs because of a failure
of any component furnished by the Company under this tariff. An interruption
period begins when the Customer reports a service, facility or circuit to be
interrupted and releases it for testing and repair. An interruption period ends
when the service, facility or circuit is operative. If the Customer reports a
service, facility or circuit to be inoperative but declines to release it for testing
and repair, it is considered to be impaired, but not interrupted.

(B) For calculating credit allowances, every month is considered to have 720 hours.
A credit allowance is applied on a pro rata basis against the rates specified
hereunder and is dependent upon the length of the interruption. Only those
facilities on the interrupted portion of the circuit will receive a credit.

Issued: June 8, 2001 Effective: July 8, 2001
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.8 Allowances for Interruptions in Service (Cont’d)

2.8.1 Credit for Interruptions (Cont’d)

©

A credit allowance will be given for interruptions of 15 minutes or more. Credit
allowances shall be calculated as follows:

Credit Formula: Credit = (A/B)xC
“A” = outage time in hours

“B” = total hours in a month (month = 720 hours)
“C” = total monthly charge for affected facility

2.8.2 Limitations on Allowances

No credit allowance will be made for interruptions of service:

(A)

(B)

©)
(D)

due to the negligence of, or noncompliance with the provisions of this tariff or
contract by, the Customer, authorized user, joint user, or other common carrier
providing service connected to the service of the Company;

due to the negligence of any person other than the Company, including but not
limited to the Customer or other common carriers connected to the Company's
facilities;

due to the failure or malfunction of non-Company equipment;
during any period in which the Company is not given full and free access to its

facilities and equipment for the purpose of investigating and correcting
interruptions;
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.8 Allowances for Interruptions in Service (Cont’d)

2.8.2 Limitations on Allowances (Cont’d)

(E)

()

(G)
(H)

during a period in which the Customer continues to use the service on an
impaired basis;

during any period when the Customer has released service to the Company for
maintenance purposes or for implementation of a Customer order for a change
in service arrangements;

due to circumstances or causes beyond the control of Company; and

that occur or continue due to the Customer's failure to authorize replacement of
any element of special construction.

2.8.3 Cancellation For Service Interruption

Cancellation or termination for service interruption is permitted only if any circuit
experiences a single continuous outage of 8 hours or more or cumulative service credits
equaling 16 hours in a continuous 12-month period. The right to cancel service under
this provision applies only to the single circuit which has been subject to the outage or
cumulative service credits.

2.9 Cancellation of Service/Termination Liability

If a Customer cancels a Service Order or terminates services before the completion of the term
for any reason whatsoever other than a service interruption (as defined in Section 2.8.1),
Customer agrees to pay to Company termination liability charges, which are defined below.
These charges shall become due and owing as of the effective date of the cancellation or
termination and be payable within the period set forth in Section 2.7.2.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.10  Customer Liability for Unauthorized Use of the Network

2.10.1 Unauthorized Use of the Network

Unauthorized use of the Network occurs when a person or entity that does not have
actual, apparent, or implied authority to use the Network, obtains the Company's
services provided under this tariff.

2.10.2 Liability for Calling Card Fraud

(A)

B)

©)

(D)

The Customer is lable for the unauthorized use of the Network obtained
through the fraudulent use of a Company calling card, provided that the
unauthorized use occurs before the Company has been notified.

A Company calling card is a telephone calling card issued by the Company
at the Customer's request, which enables the Customer or user(s) authorized
by the Customer to place calls over the Network and to have the charges for
such calls billed to the Customer's account.

The Customer must give the Company verbal notice that an unauthorized use
of the Company calling card has occurred or may occur as a result of loss,
theft or other reasons.

The Customer is responsible for payment of all charges for services furnished
to the Customer or to users authorized by the Customer to use service
provided under this tariff. This responsibility is not changed due to any use,
misuse, or abuse of the Customer's service or Customer-provided equipment
by third parties, the Customer's employees, or the public.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.10  Customer Liability for Unauthorized Use of the Network (Cont'd.)

2.10.2 Liability for Calling Card Fraud (Cont'd.)

(E)

The Customer is liable for all charges incurred as a result of unauthorized use
of the Network, including incidental and consequential damages. In addition,
the Customer is responsible for payment of any charges related to the

suspension and/or termination of service and any charges for reconnection
of service.

2.10.3 Liability for Credit Card Fraud and Other Unauthorized Use

(A)

(B)

©)

The Customer is liable for the unauthorized use of the Network obtained
through the fraudulent use of a credit card, provided: (1) the card is an
accepted credit card, and (2) the unauthorized use occurs before the
Company has been notified.

An accepted credit card is any credit card that a cardholder has requested or
applied for and received, or has signed, used, or authorized another person
to use to obtain credit. Any credit card issued as an renewal or substitute in
accordance with this paragraph is an accepted credit card when received by
the cardholder.

The liability of the Customer for unauthorized use of the Network by credit
card fraud will not exceed the lesser of $50 or the amount of money,
property, labor, or services obtained by the unauthorized user before
notification to the Company.

The Customer must give the Company verbal notice that an unauthorized use
of the credit card has occurred.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.10  Customer Liability for Unauthorized Use of the Network

2.10.1 Unauthorized Use of the Network

Unauthorized use of the Network occurs when a person or entity that does not have
actual, apparent, or implied authority to use the Network, obtains the Company's
services provided under this tariff.

2.10.2 Liability for Calling Card Fraud

(A)

(B)

©)

(D)

The Customer is liable for the unauthorized use of the Network obtained
through the fraudulent use of a Company calling card, provided that the
unauthorized use occurs before the Company has been notified.

A Company calling card is a telephone calling card issued by the Company
at the Customer's request, which enables the Customer or user(s) authorized
by the Customer to place calls over the Network and to have the charges for
such calls billed to the Customer's account.

The Customer must give the Company verbal notice that an unauthorized use
of the Company calling card has occurred or may occur as a result of loss,
theft or other reasons.

The Customer is responsible for payment of all charges for services furnished
to the Customer or to users authorized by the Customer to use service
provided under this tariff. This responsibility is not changed due to any use,
misuse, or abuse of the Customer's service or Customer-provided equipment
by third parties, the Customer's emiployees, or the public.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.10  Customer Liability for Unauthorized Use of the Network (Cont'd.)

2.10.2 Liability for Calling Card Fraud (Cont'd.)

(E)

The Customer is liable for all charges incurred as a result of unauthorized use
of the Network, including incidental and consequential damages. In addition,
the Customer is responsible for payment of any charges related to the
suspension and/or termination of service and any charges for reconnection
of service.

2.10.3 Liability for Credit Card Fraud and Other Unauthorized Use

(A)

(B)

©

The Customer is liable for the unauthorized use of the Network obtained
through the fraudulent use of a credit card, provided: (1) the card is an
accepted credit card, and (2) the unauthorized use occurs before the
Company has been notified.

An accepted credit card is any credit card that a cardholder has requested or
applied for and received, or has signed, used, or authorized another person
to use to obtain credit. Any credit card issued as an renewal or substitute in
accordance with this paragraph is an accepted credit card when received by
the cardholder.

The liability of the Customer for unauthorized use of the Network by credit
card fraud will not exceed the lesser of $50 or the amount of money,
property, labor, or services obtained by the unauthorized user before
notification to the Company.

The Customer must give the Company verbal notice that an unauthorized use
of the credit card has occurred.
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SECTION 2--RULES AND REGULATIONS (Cont’d)

2.11  Special Conditions Goveming Presubscribed QOperator Services

2.11.1 Obligations of the Company

In compliance with the Florida Public Service Commission rules and regulations,
when providing operator services, the Company will:

(A)

(B)

(©)

D)

E)

(F)

Identify itself, audibly, and distinctly, to the customer at the beginning of
each call before the customer incurs any charges and also a second time prior
to connecting the call before the customer incurs any charges, otherwise
referred to as double branding; and '

Inform the customer, upon request, of the rates to be charged and explain the
method of billing and collection used by the Company at no charge. In
addition, explain the methods by which complaints concerning rates, charges,
or collection practices will be resolved; and

Permit the customer to terminate the call at no charge before the call is
connected; and

Not bill for unanswered or incomplete telephone calls; and

Upon receipt of any emergency telephone call, the Company shall
immediately connect the call to the appropriate emergency service of the
reported locations of the emergency, if known, and, if not known, of the

originating location of the call; and

All 0- and 0+ IntraLATA calls are routed to the local service provider.
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SECTION 3--DESCRIPTION OF SERVICES

3.1 Rates Charged Based on Timing of Calls

Where charges for service are specified based on the timing of calls, such as the duration of a
telephone call, the following rules apply:

3.1.1 When Billing Charges Begin and Terminate For Phone Calls.
The customer’s long distance usage charge is based on the actual usage of the
Company’s network. Usage begins when the called party picks up, (i.e. when 2 way
communication, often referred to as “conversation time,” is possible). When the
called party picks up is determined by hardware answer supervision in which the
local telephone company sends a signal to the switch or the software utilizing audio
tone detection. When software answer supervision is employed, up to 60 seconds of
ringing is allowed before it is billed as usage of the network. A call is terminated
when the calling or called party hangs up.
3.1.2 Billing Increments
Unless otherwise specified in this tariff, the minimum call duration for billing
purposes is 1 minute for a connected call. Calls beyond 1 minute are billed in 1
minute increments.
3.13 Per Call Billing Charges
Billing will be rounded up to the nearest penny for each call.
314 Uncompleted Calls
There shall be no charges for uncompleted calls.
Issued: June 8, 2001 Effective: July 8, 2001
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SECTION 3--DESCRIPTION OF SERVICES (Cont’d)

3.2 Rates Based Upon Calculation of Distance

Where the charges for service are specified based upon distance, the following rules apply:

321 Distance between two points is measured as airline distance between the Rate Centers
of the originating and terminating telephone lines. The Rate Center is set of
geographic coordinated. as referenced in National Exchange Carrier Association, Inc.
Tariff FCC No. 4, associated with each NPA-NXX combination (where NPA is the
area code and NXX is the first three digits of a seven-digit telephone number).
Where their is no telephone number associated with an access line on the Company's
network (such as dedicated 800 or WATS access line), the Company will apply the
Rate Center of the Customer's main billing telephone number.

322 The airline distance between any two Rate Centers is determined as follows:

(A)  Obtain the "V" (vertical) and "H" (horizontal) coordinates for each Rate
Center from the above-referenced NECA tariff.

(B)  Compute the difference between the "V" coordinates of the two rate centers;
and the difference between the two "H" coordinates.

©) Square each difference obtained in step (B) above.
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SECTION 3--DESCRIPTION OF SERVICES (Cont’d)

32 Rates Based Upon Calculation of Distance (Cont’d)

(D)  Add the square of the "V" difference and the square of the "H" difference
obtained in step (C).

(E) Divide the sum of the squares by 10. Round to the next higher whole number
if any fraction is obtained.

(F) Obtain the square root of the whole number result obtained above. Round

to the next higher whole number if any fraction is obtained. This is the
airline mileage.

(G) Formula = \[(Vl -V2 ) +(HI-H2 )
10

33 Minimum Call Completion Rate

A customer can expect a call completion rate (number of calls completed/number of calls
attempted) of not less than 99.5% during peak use periods for the Company services.
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SECTION 3--DESCRIPTION OF SERVICES (Cont’d)

34 Service Offerings

34.1 KMC Long Distance Service (LDS)

A)

Description

KMC Long Distance Service (LDS) is a communications service which is
available for use by customers twenty-four (24) hours a day. Customers may
originate LDS from locations served by the Company, and may terminate in
all locations within the State of Florida. Operator, KMC Calling Card, and
Directory Assistance services are available to Customers of the Company's
LDS service subject to the provisions of this tariff.

The minimum call duration for billing purposes is 1 minute for a connected
call. Calls beyond 1 minute are billed in 1 minute increments.

The service is offered in two variations depending upon the method the
Customer employs to gain access to the Company's network for use of the
service:

Switched LDS is offered in Feature Group D (FGD) exchanges
where the Customer's local telephone lines are presubscribed by the
local exchange company to the Company's LDS service, such that
"1+" interLATA calls are automatically routed to the Company's
network.

Dedicated LDS is offered to the extent facilities are available in those
cases where the Company and the Customer jointly arrange for the
establishment of dedicated access facilities connecting the
Customer's trunk-compatible PBX or other suitable equipment to the
Company's POP. The Customer shall be responsible for all costs and
charges associated with the dedicated access facilities.
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KMC Data, LL.C
1755 North Brown Road
Lawrenceville, GA 30043
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Florida Public Service Commission Tariff No. 2
Original Sheet 41

SECTION 3--DESCRIPTION OF SERVICES (Cont’d)

34 Service Offerings (Cont’d)

3.4.2 KMC Toll Free Service

A) Description

KMC Toll Free Service is an inbound communications service which permits
calls to be completed at the Customer's location without charge to the calling
party. Access to the service is gained by dialing a ten (10) digit telephone
number (800+ NXX-XXXX) which will terminate at the Customer's location.

Calls may originate from any location within the State of Florida and may
terminate at the Customer's location.

The minimum call duration for billing purposes is 1 minute for a connected
call. Calls beyond 1 minute are billed in 1 minute increments.

Toll Free Service is offered in two variations depending upon the method the
Customer employs to access the Company's network for use of the service:

Switched Toll Free service calls are originated via normal shared use
facilities and are terminated via the Customer's local exchange
service access line.

Dedicated Toll Free service calls are originated via normal shared
use facilities and are terminated via dedicated access facilities
connecting the Customer's premises and the Company's POP. This
service is offered to the extent facilities are available and where the
Company and the Customer jointly arrange for the establishment of
dedicated access facilities connecting the Customer's trunk-
compatible PBX or other suitable equipment to the Company's POP.
The Customer shall be responsible for all costs and charges
associated with the dedicated access facilities.

Issued: June 8, 2001

Effecttve: July 8, 2001

By: Tricia Breckenridge, Executive Vice President of Business Development

KMC Data, LLC
1755 North Brown

Lawrenceville, GA
DCO1/ODENM/151226.1

Road
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SECTION 3--DESCRIPTION QOF SERVICES (Cont’d)

34  Service Offerings (Cont’d)

343 Miscellaneous Services

(A)  Operator Service

Operator Service is available to presubscribed users of the Company's LDS
service. In addition to usage charges, each operator call will be assessed a
charge(s) as set forth in Section 4.2.1 of this tariff. The methods available

to the Customer for accessing the Company's operator depends upon the type
of LDS:

Presubscribed LDS users may dial "00"; or dial "0+ the called
interLATA telephone number (NPA+NXX-XXXX)" for long
distance calling assistance from the equal access (FGD) areas.

Dedicated LDS users may dial "00" or "0+" to reach an operator.

Zero--  The calling party has only entered an 0 so an

operator can obtain both the destination number and the billing
information

Zero +- The calling party has entered a destination number but
has to talk to the operator about the billing information

Zero ++  The calling party has entered the destination number and
the billing information

Issued: June 8, 2001 Effective: July 8, 2001
By: Tricia Breckenridge, Executive Vice President of Business Development

KMC Data, LLC

1755 North Brown Road

Lawrenceville, GA 30043
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SECTION 3--DESCRIPTION OF SERVICES (Cont’d)

3.4 Service Offerings (Cont’d)

343 Miscellaneous Services (Cont’d)

(A) Operator Service (Cont’d)

Time Periods

Day, Evening, Night, and Weekend rates apply as follows:

Time Applicable
To But Not

Rates From Including Days Applicable

Day* 8:00 A. M. 5:00 P.M. Mon. - Fri.
Evening 5:00 P.M. 11:00 P.M. Sun. - Fri.
Night 11:00 P.M. 8:00 AM. Every day
Weekend 8:00 AM. 11:00 P.M. Saturday
Weekend 8:00 A.M. 5:00 P.M. Sunday

*Rates Applicable on Certain Holidays:

Holidays include: New Year's Day (January 1), Independence Day (July 4),
Labor Day (the first Monday in September), Thanksgiving Day (the fourth
Thursday in November), and Christmas Day (December 25).

Issued: June §, 2001 Effective: July 8, 2001
= By: Tricia Breckenridge, Executive Vice President of Business Development
KMC Data, LL.C
1755 North Brown Road

Lawrenceville, GA 30043
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SECTION 3--DESCRIPTION QF SERVICES (Cont’d)

34 Service Offerings (Cont’d)

3.43 Miscellaneous Services (Cont’d)

B

KMC Calling Card Service

KMC Calling Card Service is provided to Customers for use when away from
their established service location. Access to the service is gained by dialing a
Company designated 800 access number (800-NXX-XXXX), plus the
Customer's/ User's KMC Calling Card authorization number and the called
telephone number.

The KMC Calling Card can also be used to place operator-assisted and directory
assistance calls, subject to the application of additional charges.

Beyond these standard features, the KMC Calling Card includes the following

enhanced features: conference calling, and KMC Voice Mail access. Use of

these enhanced features is subject to separate charges. KMC Calling Card calls

are billed in six second increments, with a six second minimum. This service is
T

offered with Peak and Off-Peak pricing. A description of the additional features

follow.

(1) Operator-Assisted Calls

The KMC Calling Card can be used to place KMC operator-assisted
calls. Surcharges apply per call, in addition to the standard usage

charges.
Issued: June 8, 2001 Effective: July 8, 2001
“ By: Tricia Breckenridge, Executive Vice President of Business Development
KMC Data, LLC
1755 North Brown Road

Lawrenceville, GA 30043
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SECTION 3--DESCRIPTION OF SERVICES (Cont’d)

34 Service Offerings (Cont’d)

3.4.3 Miscellaneous Services (Cont’d)

(B)

KMC Calling Card Service (Cont’d)

03]

€)

Directory Assistance Calls

The KMC Calling Card can be used to place calls for Directory
Assistance. A flat charge will apply per requested number (Requested
Number Charge). At the Customer's option, the Company will
automatically place a call to the requested number. For calls completed
in this manner, a Call Completion Charge and the Standard Usage
Charges will apply in addition to the Requested Number Charge.

Enhanced Features Charges

Enhanced features are available for use as described below. Enhanced
features charges apply in lieu of standard usage charges. The minimum
call duration for billing purposes is 1 minute for a connected call. Calls
beyond 1 minute are billed in 1 minute increments.

(a) Conference Calling

Allows the User to establish a conference call by accessing the
conference operator. Charges apply per established line and per
minute of usage.

Issued: June 8, 2001

Effective: July 8, 2001

By: Tricia Breckenridge, Executive Vice President of Business Development
KMC Data, LLC
1755 North Brown Road
Lawrenceville, GA 30043
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Original Sheet 46
SECTION 3--DESCRIPTION OF SERVICES (Cont’d)
34 Service Offerings (Cont’d)
3.43 Miscellaneous Services (Cont’d)
(B) KMC Calling Card Service (Cont’d)
“4) Rate Periods
Peak and Off-Peak rate periods are as follows:
Non-Holiday To But Not
Rate Periods From Including Days
Peak 8:00 a.m. 5:00 p.m. Mon-Fni
Off-Peak 5:00 p.m. 8:00 a.m. Mon-Fri
8:00 am. 8:00 a.m. Sat-Sun
8:00 am. 8:00 a.m. Holidays

Holidays: On Christmas Day (Dec. 25), New Years Day (Jan. 1), Memorial Day,
Independence Day (July 4), Labor Day (first Monday in Sept.) and Thanksgiving
Day (fourth Thursday in Nov.) the Off-Peak Period rate applies unless a lower
rate would normally apply.

Issued: June 8, 2001 Effective: July 8, 2001
By: Tricia Breckenridge, Executive Vice President of Business Development

KMC Data, LLC

1755 North Brown Road

Lawrenceville, GA 30043
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SECTION 3--DESCRIPTION OF SERVICES (Cont’d)

34 Service Offerings (Cont’d)

3.4.3 Miscellaneous Services (Cont’d)

©

D)

Bill-to-Calling Card (BCC) Service

Bill-to-Calling Card Service allows users of touch-tone telephones connected to
the Company's LDS services to charge calls to their local exchange company
(LEC) calling card. In addition to standard LDS, the BCC charge, as set forth in
4.2.3 applies when users complete calls by entering both the called number and
their LEC calling card number without the assistance of an operator; in addition,
Operator charges will apply as set forth in 4.2.1, if operator assistance is
required. For BCC calls to Directory Assistance, the appropriate charges set
forth in 4.2.4 will apply in addition. The Company accepts only LEC calling
cards which it can identify as valid. Charges for BCC calls will appear on the
user's LEC bill.

Directory Assistance (DA)

Company will connect LDS Service Customers to Directory Assistance (DA) for
a fee as set forth in Section 4.2.4. A credit allowance for DA will be provided
upon tequest if the Customer experiences poor transmission quality, is cut-off,
receives an incorrect telephone number, or misdials the intended DA number
(NPA+ 555-1212).

Issued: June §, 2001

Effective: July 8, 2001

By: Tricia Breckenridge, Executive Vice President of Business Development
KMC Data, LLC
1755 North Brown Road
Lawrenceville, GA 30043
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SECTION 3--DESCRIPTION OF SERVICES (Cont’d)

34 Service Offerings (Cont’d)

3.4.4 Special Promotions

The Company may from time to time engage in special promotional service offerings
designed to attract new customers or to increase existing subscribers awareness of a
particular tariff offering. The Company will modify its tariff to reflect these promotions.
These promotions will be approved by the Florida Public Service Commission with
specific starting and ending dates, times, and/or locations and under no circumstances run
for longer than 90 days in any 12 month period.

3.4.5 Special Service Arrangements

Customer-specific service arrangements, which may include engineering, installation,
construction, facilities, assembly and/or other special services, may be furnished in
addition to existing tariff offerings. Rates, terms, and conditions plus any additional
regulations, if applicable for the special service arrangements will be developed upon the
customer's request. Unless otherwise specified, the regulations for the special service
arrangements are in addition to the applicable regulations specified in other sections of
this tariff. The necessary tariff revisions will be filed to reflect the special service

arrangements.
Issued: June 8, 2001 Effective: July 8, 2001
“ By: Tricia Breckenridge, Executive Vice President of Business Development
KMC Data, LLC
1755 North Brown Road

Lawrenceville, GA 30043
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SECTION 4 -- RATES

4.1 KMC Long Distance Service (LDS)

4.1.1 Outbound Services

Lawrenceville, GA 30043

DC01/0DENM/151226.1

Per Minute of Use
(A)  Switched $0.129
(B)  Dedicated $0.065
(C)  Toll-Free Switched  $0.129
(D)  Toll-Free Dedicated  $0.065
4.1.2 Inbound Services
Per Minute of Use
(A)  Switched $0.129
(B)  Dedicated $0.065
(C)  Toll-Free Switched  $0.129
(D)  Toll-Free Dedicated  $0.065
Issued: June 8, 2001 Effective: July 8, 2001
' By: Tricia Breckenridge, Executive Vice President of Business Development
KMC Data, LL.C
1755 North Brown Road
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Original Sheet 50
SECTION 4 -- RATES (Cont'd)
4.2 Miscellaneous Services
4.2.1 Presubscribed Operator Service
Inter-LATA and Inter-LATA per minute usage rates:
DAY EVENING NIGHT/WEEKEND
Each
Rate Initial Each Addt'l Initial Each Addt1l Initial Addtl
Mileage Period Minute Period Minute Period Minute

0-9 C $1.4000 1 $1.4000 I $1.4000 I  $1.4000 1 $1.4000 I  $1.4000 I
>9999+ C  0.3000 I 0.3000 I 0.3000 I 0.3000 I 03000 I 03000 I

D
D
Surcharges
BOC Card Credit Card Station to Station Person to Person
Zero - $1.75 $1.75 $1.75 $3.25
Zero +- $1.75 $1.75 $1.75 $3.25
Zero + $1.75 $1.75 N/A N/A
Per call rates:
(A) Person-to-Person $2.98
(B) Station-to-Station $1.26
(9} Operator Dialed Charge $ .60
(applies in addition to other
operator charges)
(D) Busy Line Verification $0.35
(E) Busy Line Interrupt $0.45
Issued: June 8, 2001 Effective: July 8, 2001
” By Tricia Breckenridge, Executive Vice President of Business Development
A KMC Data, LLC
~ 1755 North Brown Road

Lawrenceville, GA 30043
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Original Sheet 51
SECTION 4 -- RATES (Cont'd)
42 Miscellaneous Services (Cont’d)
4.2.2 KMC Calling Card Service
A) Standard Usage Charges
~(per minute of use)
1) Peak/Off-Peak Rate $0.24
Surcharge
2) Per Call $0.31
B) Operator-Assisted Calls
1) Person-to-Person surcharge $4.65
2) Station-to-Station surcharge $1.00
C) Directory Assistance Calls
1) Requested Number Charge $1.26
2) Call Completion Charge NC
D) Enhanced Feature Charges
D) Conference Calling
per established line $2.50
per minute of use per line (Day) $0.59
(Weekend)  $0.35
2) Voice Mail Access
per minute of usage $0.32
3) Voice Messaging (per minute of usage)
1 message $2.90
up to 5 messages $9.39
up to 10 messages $16.90
up to 20 messages $31.00
message status NC
4) News and Information
per minute of usage N/A
5) Speed Dialing NC
4.2.3 BCC Service
BCC Charge $0.75
424 Directory Assistance
Per requested number $0.75
Issued: June &, 2001 Effective: July 8, 2001
By: Tricia Breckenridge, Executive Vice President of Business Development
KMC Data, LLC
1755 North Brown Road

Lawrenceville, GA 30043
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Original Sheet 52

4.3

SECTION 4 -- RATES (Cont'd)

Exemptions and Special Rates

43.1

432

433

Discounts for Hearing Impaired Customers

A telephone toll message which is communicated using a telecommunications device for
the deaf (TDD) by properly certified hearing or speech impaired persons or properly
certified business establishments or individuals equipped with TDDs for communicating
with hearing or speech impaired persons will receive, upon request, credit on charges for
certain intrastate toll calls placed between TDDs. The credit to be given on a subsequent
bill for such calls placed between TDDs will be equal to applying the evening rate during
business day hours and the night/weekend rate during the evening rate period. Discounts
do not apply to surcharges or per call add on charges for operator service when the call
is placed by a method that would normally incur the surcharge.

Operator Assistance for Handicapped Persons

Operator station surcharges will be waived for operator assistance provided to a caller
who identified him or herself as being handicapped and unable to dial the call because
of a handicap.

Directory Assistance for Handicapped Persons

There is no charge for Directory Assistance for the first 50 calls in a monthly billing
period from handicapped persons. Such persons must contact the Company for credit on
their directory assistance calls.

Issued: June 8, 2001 Effective: July 8, 2001

By:

Tricia Breckenridge, Executive Vice President of Business Development
KMC Data, LL.C
1755 North Brown Road

Lawrenceville, GA 30043
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SECTION 4 -- RATES (Cont'd)

4.3 Exemptions and Special Rates (Cont’d)

4.3.4 Discounts for Telecommunications Relay Service

For intrastate toll calls received from the telecommunications relay service, there will be
a 50 percent discount off the applicable rate for a voice non relay call except that where
either the calling or called party indicates that either party is both hearing and visually
impaired, the call will be discounted 60 percent off the applicable rate for a voice non
relay call. The above discounts apply only to time-sensitive elements of a charge for the
call and shall not apply to per call charges such as a credit card surcharge.

Issued: June &, 2001 Effective: July 8, 2001
270889.4
By: Tricia Breckenridge, Executive Vice President of Business Development

KMC Data, L1.C

1755 North Brown Road

Lawrenceville, GA 30043
DCO1/0ODENM/151226.1
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As demonstrat .
ed by the information that follows, KMC DATA is financi

1. KMCDATA ; .
A\ is financially qualified to provide teleco

. AsK
MXC DATA was formed on January 10, 2001, it does not yet

. H
wever, KMC DATA enjoys the financial ability o

{C Data, LLC
’ Florida Public Service Commission

IXC Application - Attachment A

ATTACHMENT A

XKMC DATA, LL.C’ S FINANCIAL CAPABILITIES

ally well qualified to

provide the compety
Ative local exchange and interexchange telecommunications services for

which authority 3
onity 1S requested in this Application.

mmunications services in Florida and

possesses t . ) _
Xne financial qualifications required of applicants for the authority requested

herein.
K MC DATA has access to the financing and capital necessary to conduct its

telecomy .
Xmunications operations as specified in this Application.
have audited financial
state
Txyents. KMC DATA is a privately held company and, thus, does not issue annual

Py .
Yts or submit any financial filings with the Securities and Exchange Commission.

provide the services described in thig

N pplication. For the purpose of assessing KMC DATA'’s financial ability, the Applicant

Yereby submits the Securities and Exchange Commission’s Form 10K Filing submitteq by ;
1t

parent company, KMC Telecom Holdings, in conjunction with a Financial Guaranteg by "
the

same. As these financial statements reflect, KMC DATA has the financial capability to

provide the services for which it seeks authority. Furthermore, the services KMC ATA

initially plans to provide are not capital intensive and will not require KMC DAT4 o

construct facilities or lay lines.




STATEMENT OF FINANCIAL GUARANTEE

Roscoe C. Young, IT , Affiant, being duly sworn according to law, deposes and says that:

He is the President and Chief Operating Officer of KMC Telecom Holdings, Inc.

That he is authorized to and does make this affidavit for said corporation;

That KMC Telecom Holdings, Inc., guarantees financial support of Applicant KMC Data, LLC,
in its endeavor to obtain certification and providetejecommunications gervices in the State of
Florida as described in this Application.

[Commonwealth/State] of h )-:E-SQ Q.rs..;1

County of SAN{?Y

SS.

Sworn and subscribed before me this :)(\& . day of Doeuen , 20y ).

7
U

ignature of official administering oath

Mark C. Miard
A Notary Public of New Jersey

.. . M
My commission expires y Commission Expires May 4, 2005

DCOI/LEVEN/137891.1



KMC Data, LLC Florida Public Service Commission
IXC Application — Attachment B

provide its local exchange customers with advanced, state-of-the-art technology for its
telecommunications services, as described in this Application.

The following is a list of KMC Data, LLC’s management team:

William F. Lenahan Chief Executive Officer

Roscoe C. Young I1 President and Chief Operating Officer

William H. Stewart Chief Financial Officer

Alan Epstein Secretary

Robert Hagan Senior Vice President of Finance

Constance Loosemore Vice President, Assistant Treasurer and
Assistant Secretary

Julie DeSantis Assistant Secretary

Collectively, the members of KMC Data’s management team have designed, managed,
and/or operated advanced telecommunications facilities throughout the United States. The
members of KMC Data’s management team bring many years of experience and a wealth of
knowledge from being associated with a number of a highly successful companies in the
telecommunications industry.

William F. Lenahan, KMC Data’s Chief Executive Officer has nearly three decades of
executive leadership in telecommunications, data and information technology. Before joining
KMC, Mr. Lenahan served as President and CEO of BellSouth Wireless Data, a division of
BellSouth Corporation.  Previously, he was President and General Manager of Inacom
Information Systems and an executive with Sears Business Centers, first as Vice President and
General Manger and later as President and CEO. Mr. Lenahan eamed a Bachelor of Science in

Data Processing at Kings College and has pursued graduate studies in Business Administration,

DCO1/ODENM/147084.2



KMC Data, LL.C Florida Public Service Commission
IXC Application — Attachment B

Financial Management and Financial Planning at Pace University, Harvard University and
LaHulpe in Belgium.

Roscoe C. Young, II, KMC Data’s President and Chief Operating Officer. Prior to
joining the Company, Mr. Young was Vice President of Network Services for Ameritech, where
he led more than 4,000 employees in providing services ranging from ISDN and digital Centrex
to dial tone. He previously directed engineering, network services, national account sales,
marketing and real estate procurement for MFS Communications as Senior Vice President of that
company. He has also been a senior executive with AT&T where he was responsible for sales,
marketing, operations, engineering, financial management and human resources. During that
time, he was selected by the Reagan Administration to serve as a Special Assistant to Secretary
of Defense Caspar Weinberger under the White House Executive Exchange Program. Mr.
Young received a B.A. in Psychology from Winona State University in 1974 and an M.S. in
Rehabilitation Administration from Southern Illinois University in 1977.

William H. Stewart, KMC Data’s Chief Financial Officer, was previously employed with
Nassau Capital. Mr. Stewart joined Nassau Capital in 1995 and has over eleven years in the
telecommunications investment industry. While at Nassau Capital, Mr. Stewart led Nassau’s
investment program in the communications industry, which included investments in Cypress
Communications, Crown Castle and Portal Software. Mr. Stewart has served as a Director of
KMC Holdings since 1996. He graduated cum laude with a B.S. degree from Villanova
University, eamned an M.B.A. from New York University, and is a Chartered Financial Analyst.

Alan M. Epstein, Secretary of KMC Data, is a member of the Corporate Department of

Kelley Drye & Warren and is the leader of the Firm’s Project Finance and Infrastructure Group.

DCO01/ODENM/147084.2
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He is a member of the bars of New York and New Jersey. Mr. Epstein has acted as counsel for
finance companies, sponsors, equity investors and equipment suppliers in connection with
project financings or leveraged leases of industrial facilities, power projects and
telecommunications systems, including vessels, cogeneration plants and waste-to-energy projects
as well as commercial aircraft, cargo ships and rail equipment. Mr. Epstein has led the
structuring and negotiation of numerous financing transactions, particularly power and
telecommunications projects throughout the United States and abroad, particularly in Southeast
Asia. He has extensive experience in financing of non-recourse and limited recourse projects.
He was resident in Kelley Drye & Warren LLP’s Tokyo office in 1983 and has spoken at various
conferences conceming financing, project development, telecommunications and energy
projects. Mr. Epstein is the author of a chapter on lease financing published by Matthew Bender
& Co., Inc. Mr. Epstein is a 1974 graduate of Syracuse University College of Law.

Robert Hagan, Sr. Vice President-Finance, joined KMC in December, 1997 as Controller.
In February, 1999, he was promoted to Vice President, Controller. Previously, Mr. Hagan was
Vice President, Finance, with Westfalia Separator, Inc., and was Chief Financial Officer,
Secretary and Treasurer, of the Lynton Group. Mr. Hagan spent five years with Emst & Young
and received his CPA in 1985. He has earned two BS degrees in Accounting and Business
Management from Fairleigh Dickinson University.

Constance Loosemore, Vice President, Assistant Treasurer and Assistant Secretary joined
KMC after serving as Assistant Vice President, Telecommunications and Media Group with

Dresdner Kleinwort Benson. Prior to that she was the Assistant Vice President, US Project

DCO01/ODENM/147084.2
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Finance Group with the Sanwa Bank. Ms. Loosemore earmned a BS in Finance from the
University of Tennessee.

Julie DeSantis is KMC Holdings’ Assistant Secretary. Before joining KMC in March of
2000, Ms. DeSantis was the Risk Manager at both Mitsubishi International Corporation and the
Matsushita Electric Corporation of America. Ms. DeSantis received her Bachelor of Science in
Business Administration in 1993 from Bryant College.

With such vast technical experience by the members of its management team, in addition
to the outstanding team of engineers and network specialists it has employed, KMC Data has the
adequate technical experience and managerial capability to de;velop and maintain a successful

local exchange operation in the state of Florida.

DCO1/0ODENM/147084 2
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UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

WASHINGTON, D.C. 20549

FORM 10-K

FOR ANNUAL AND TRANSITION REPORTS PURSUANT TO
SECTIONS 13 OR 15(D) OF THE SECURITIES EXCHANGE ACT OF 1934

(MARK ONE)
|X] ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(D) OF THE

SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2000

. {_| TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(D) OF THE
SECURITIES EXCHANGE ACT OF 1934

Por the transition period from to
Commission File Number: 333-50475

KMC TELECOM HOLDINGS, INC.
(EXACT NAME OF REGISTRANT AS SPECIFIED IN ITS CHARTER]}

DELAWARE 22-3545325%
(STATE OR OTHER JURISDICTION (I.R.S. EMPLOYER
OF INCORPORATION OR ORGANIZATION) IDENTIFICATION NO.)

1545 ROUTE 206
BEDMINSTER, NEW JERSEY 07921
{ADDRESS OF PRINCIPAL EXECUTIVE OFFICES, INCLUDING ZIP CODE)

Registrant's telephone number, including area code: {(908) 4706-2100

SECURITIES REGISTERED PURSUANT TO SECTION 12(B} OF THE ACT:
None

SECURITIES REGISTERED PURSUANT TO SECTION 12(G) OF THE ACT:
None

Indicate by check mark whether the registrant: (1) has filed all reports
required to be filed by Section 13 or 15(d) of the Securities Exchange Act of
1834 during the preceding 12 months (or for such shorter period that the
registrant was required to file such reports), and (2} has been subject to such
filing regquirements for the past 90 days. [X] Yes [ 1 No

Indicate by check mark if disclosure of delinquent filers pursuant to Item
405 of Regulation 8-K is not contained herein, and will not be contained, to the
best of registrant's knowledge, in definitive proxy or information statements
incorporated by reference in Part III of this Form 10-K or any amendment to this
Form 10-K [X].

- The aggregate market value of the voting common stock held by
o non-affiliates of the registrant as of March 30, 2001 was approximately
-7 $86,193,000 based upon an estimate of the fair value thereof by management of
A the registrant. There is no established trading market for the voting common
S
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stock of the registrant and no sales have occurred within the past sixty days.

As of March 30, 2001, 861,145 shares of the registrant's Common Stock,
$0.01 par value, were outstanding. There is no established trading ‘'market for
the Common Stock.

DOCUMENTS INCORPORATED BY REFERENCE. None.

CAUTIONARY STATEMENT REGARDING FORWARD .- LOOKING STATEMENTS

STATEMENTS 1IN THIS ANNUAL REPORT ON FORM 10-K THAT ARE NOT PURELY
HISTORICAL ARE FORWARD-LOOKING STATEMENTS WITHIN THE MEANING OF SECTION 27A OF
THE SECURITIES ACT OF 1933 AND SECTION 21E OF THE SECURITIES EXCHANGE ACT OF
1934, INCLUDING STATEMENTS REGARDING THE COMPANY'S EXPECTATIONS, HOPES,
INTENTIONS OR STRATEGIES REGARDING THE FUTURE. FORWARD-LOOKING STATEMENTS
INCLUDE: STATEMENTS REGARDING THE ANTICIPATED DEVELOPMENT AND EXPANSION OF OUR
BUSINESS, THE MARKETS IN WHICH OUR SERVICES ARE CURRENTLY OFFERED, OR WILL BE
OFFERED IN THE FUTURE, THE SERVICES WHICH WE EXPECT TO OFFER IN THE FUTURE, THE
CONTINUING IMPLEMENTATION OF QUR OPERATIONS SUPPORT SYSTEM, OUR ANTICIPATED
CAPITAL EXPENDITURES, OUR FUNDING NEEDS AND POTENTIAL FINANCING SOURCES,
REGULATORY REFORM, THE INTENT, BELIEF OR CURRENT EXPECTATIONS OF THE COMPANY,
CUR DIRECTORS OR OFFICERS WITH RESPECT TO OUR FUTURE FINANCIAL PERFORMANCE AND
QTHER MATTERS, AND OTHER STATEMENTS REGARDING MATTERS THAT ARE NOT HISTORICAL
FACTS. ALL PFORWARD-LOOKING STATEMENTS IN THIS REPORT ARE BASED ON INFORMATION
AVAILABLE TO THE COMPANY AS OF THE DATE THIS REPORT IS FILED WITH THE SECURITIES
AND EXCHANGE COMMISSION, AND THE COMPANY ASSUMES NO OBLIGATION TO UPDATE ANY
SUCH FORWARD-LOOKING STATEMENTS. FACTORS THAT COULD CAUSE ACTUAL RESULTS TO
DIFFER MATERIALLY FROM THOSE EXPRESSED OR IMPLIED BY SUCH FORWARD-LOOKING
STATEMENTS INCLUDE, BUT ARE NOT LIMITED TO, THE FACTORS SET FORTH IN "ITEM 7.
MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS OF
OPERATIONS -- CERTAIN FACTORS WHICH MAY AFFECT QUR FUTURE RESULTS.Y

PART I
ITEM 1. BUSINESS.
BACKGROUND

The initial predecessors of KMC Telecom Holdings, Inc. were founded in
1994 and 1995, respectively, by Harold N. Kamine, the Company's Chairman of the
Board. These predecessors were merged in 1996 and renamed KMC Telecom Inc. KMC
Telecom Holdings, Inc. was formed during 1997 primarily to own, directly or
indirectly, all of the shares of its operating subsidiaries. The principal
equity investors in the Company currently include Nassau Capital Partners L.P.,
Mr. Kamine, Lucent Technologies, Inc., General Electric Capital Corporation, CIT
Lending Services Corporation, First Union Corp., and Dresdner Kleinwort
Wasserstein.

COMPANY OVERVIEW

We are a rapidly growing fiber-based integrated communications provider
offering data, voice and Internet infrastructure services. We offer these
services to Dbusinesses, governments and institutional end-users, Internet
service providers, long distance carriers and wireless service providers. Our
business has two distinct components: serving communications-intensive customers
in Tier III markets, and providing data services on a nationwide basis.

We provide a full suite of broadband communications services in 37 Tier
III markets, which we define as markets with a population between 100,000 and
750,000. We own and operate robust fiber-based networks and Class 5 switching
equipment in all of ocur Tier III markets, which are predominantly located in the
South, Southeast, Midwest and Mid-Atlantic United States. We will continue to
expand in our existing Tier III markets because we believe that these markets
have attractive growth attributes and are typically less competitive than larger
markets. Our customers in these markets include: AT&T, Boeing, City of Augusta,
Columbia Hospital, NASA, Pillsbury, State of Wisconsin, Texas A&M University and
Wal-Mart.
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We also provide nationwide data services under long-term guaranteed
revenue contracts. Under these contracts, we currently provide local Internet
access infrastructure and other enhanced data sexvices and will be providing
Voice over Internet Protocol serxrvice, or VOIP, beginning in the second half of
2001. Currently, we have contracts representing approximately $280 willion in
annualized vrevenues in approximately 140 markets. We expect these markets to be
operational by the second quarter of 2001. The Internet infrastructure we are
deploying includes the latest technology platforms from Cisco and Nortel, which
we believe will result in a cost-effective and technologically superior soclution
for our customers.

See Note 8 of the Notes to Consolidated Financial Statements contained in Item 8
of this Report on Form 10-X for financial information by Tier IIT Markets
Segment and Nationwide Data Platform Segment.

BUSINESS STRATEGY

We intend to become a leading competitive provider of data and voice
sexvices in the Tier III markets that we serve directly. These services will be
provided on an individual product basis and as part of value-added service
bundles. We alsc intend to continue to form alliances with carriers in Tier I
and II markets to deliver next generation data services. To accomplish these
cbijectives we will:

CONTINUE TO OPERATE ROBUST FIBER OPTIC NETWORKS IN TIER III MARKETS TO
SUPPORT BROADBAND APPLICATIONS. We will continue to expand our geographically
extensive, full service, fiber-based networks in Tier III markets to support
both voice and broadband data applications. We believe our networks are
generally more technologically advanced than those of the incumbent local
exchange carrier, facilitate the capture of market share, and are likely to
deter other alternative competitive local exchange carriers from penetrating our
markets due to the cost of constructing a competing network of equal capability.
In all of our operational markets, we have completed our backbone construction
connecting the market's central business district with outlying office parks,
large institutions, the 1locations of long distance carriers' transmission
equipment and major incumbent local exchange carrier central offices. Consistent
with capital availability, we intend to continue to expand our networks in
response to customer demand.

CONTINUE TO STRENGTHEN OUR LOCAL PRESENCE WITH PERSONALIZED CUSTOMER
SERVICE IN TIER III MARKETS. We seek to capture and retain customers in Tier III
markets through local, personalized sales, marketing and customer service
programs. In order to accomplish this, we will continue to:

o establish 1local sales offices in each market in which we operate
a network,

° recruit our city directors and sales staff primarily from the
local market,

o rely primarily on a face-to-face direct selling approach, and

o support our sales staff with locally based customer service,

billing and technical support personnel and participation in the
local community.

Most of our existing sales personnel are local residents who have previously
worked for the incumbent local exchange carrier or other telecommunications
companies. We believe that our "Creative Sclutions with a Hometown Touch(R)"
sales approach is very important to customers in Tier III markets, who do not
typically receive localized sales contact or customer support from the incumbent
local exchange carrier.

EXPAND QOUR DATA PLATFORM OFFERINGS BY LEVERAGING OUR RELATIONSHIPS WITH
MAJOR CARRIER CUSTOMERS AND BY EXPANDING INTC NEW MARKETS. In Tier I, II and III
markets, we are creating a nationwide next generation local broadband network to
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provide data communications services through strategic alliances with major
carrier customers. We believe that these alliances leverage our core strengths
in managing technology and developing infrastructure and use the carriers'
larger sales organizations to brand and distribute these capabilities: We expect
to use our guaranteed revenue contracts with these carriers to reduce the risks
associated with expansion. We will build our networks to meet existing
requirements under these contracts while preserving the flexibility to rapidly
and cost- effectively expand capacity with demand.

ENHANCE OUR EXISTING INFRASTRUCTURE TO DELIVER NEXT GENERATION VOICE
AND DATA SERVICES. We will expand our existing infrastructure so that we can
continue to offer new voice and data services, thereby enhancing our market
penetration and maintaining low customer turnover. Services we expect to offer
in the future include voice and data service bundles, xDSL-based applications,
web hosting, data storage and backup, and application service hosting. We also
intend to become the leading gateway for data communications services to the
Tier III markets we  serve. We provide data services directly to our own
customers and to long distance carriers, Internet service providers and other
businesses which require broadband access in our markets but do not currently
have their own facilities or connections in those markets.

3

SERVICES

We offer a comprehensive suite of data and voice sexrvices.
Historically, we have resold switched services which we purchased from incumbent
local exchange carriers. In December 1337, we began providing our own on-network
services to our customers. Our on-network services and resale services account
for all of our revenues. The allocation between on-network revenues and resale
revenues was as follows:

Year Ended December 31,

1998 1999 2000
On-network XevenuesS. ... .. vurnernarscnnenneeans 37% 69% 95%
Resale YrevenuUesS. . ... .rrirrvreneacnrrnnsnnnansa 63% 31% 5%

VOICE SERVICES

For the year ended December 31, 2000, voice services accounted for
approximately 25% of our revenue. These voice services include:

LOCAL SWITCHED SERVICES. Local switched services allow customers to
connect their key systems and PBX system with the public network through dial
tone lines and trunks. Pial tone 1lines also enable customers without
premise-based communications systems to connect to the public network through
stand-alone telephone devices. We also offer enhanced services such as call
waiting, «conferencing, speed dialing and voice mail to our customers. We
currently have switches commercially operable in each of our 37 Tier 1III
markets. We have added and will continue to add capacity in all markets to
insure services are available when required by our customers.

LONG DISTANCE SERVICES. We offer a full range of long distance services
including inter- and intra-LATA, interstate, international, «calling card,
prepaid calling card and 800 type services. We offer long distance services to
our customers by entering into wholesale agreements with various long distance
carriers and reselling their transmission services to our customers. We believe
that many of our customers will prefer the option of purchasing long distance
services from us in conjunction with their local switched services as part of
their one-stop telecommunications solution.

CENTREX-TYPE SERVICES. Centrex-type services provide customers the
functionality of PBX without the capital expense of installing these systems.
Centrex-type services reduce customers' maintenance expenses and increase
communications reliability. We introduced these services in all our operational
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markets during 1999 and the first quarter of 2000. These services feature call
forwarding, speed dialing, conferencing and intercom, transfer and voice mail
capabilities. Centrex-type services can be provided over standard wvoice
connections or, where veoice and data services are required, ISDN comnections.

DATA SERVICES

Data services represented approximately 75% of our revenue for the year
ended December 31, 2000. We believe that these services enhance our ability to
provide an integrated turnkey solution to our customers’ data, voice and video
transmission reguirements. Qur current data service offerings include:

PRIMARY RATE ISDN. Primary Rate ISDN provides customers the equivalent
of 1.544 megabits per second of digital communications wvia a T-1 type facility,
with 23 channels for data and voice communications and a 24th channel providing
network signaling and control for the services. We focus our Primary Rate ISDN
sales efforts on Internet service providers who use it as a means of supporting
customer access to their operations, and end-user customers who use it as a
network access facility for their internal telecommunications systems.

INTERNET INFRASTRUCTURE. Our Internet infrastructure service provides
large bandwidth users with data switching capability at the network level,
allowing them to acguire capacity as required without investing in data
switching equipment. Internet infrastructure service gives us the ability to
provide data switching to Internet service providers by allowing data calls to
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be terminated though port wheolesale equipment rather than the switch. This
enables the Internet service provider to more cost effectively manage its data
requirements while, at the same time, increasing the efficiency and capacity of
our Class 5 switches.

BASIC RATE ISDN. Basic Rate ISDN, or BRI, provides customers the
potential of 144 kilobits per second of digital communications via a single
network facility interface. We believe this service is attractive to medium and
small size customers, since it provides dial-up access to the Internet, and
other dial-up data applications, while simultaneously providing the ability to
integrate voice traffic on a single network facility.

PRIVATE LINE AND SPECIAL ACCESS SERVICES. We currently provide various
types of on-network dedicated services which permit the transmission of voice
and data between two or more specified points and are dedicated to a particular
customer. Private 1line services are provided over dedicated 1lines and are
available in different capacities. DS-1 lines are dedicated lines that provide
24 separate channels that transport voeoice and/or data. DS8-3 lines provide §72
channels. The use of the channels and capacity of the service is determined by
the needs of the customer. Special access services are provided to long distance
carriers to connect their customers tc the long distance carriers' locations or
to multiple locations of the carrier. The services are provided over DS-1 and
DS-3 lines. If additional capacity is desired we have the ability to provide
0C-3, 0C-12 and higher capacities that deliver multiple DS-3 equivalent
capacities. Our private line and special access services are designed to meet
the needs of our customers.

FRAME RELAY/ATM. Frame relay and ATM, or asynchronous transfer mode,
are used by some of our data customers as a fast data transport service for Wide
Area Networks. Today we resell these services. In the future we intend to
provide these services over our own network and utilize a third party provider
for transport outside our network.

Qur future data service offerings will include:

INTERNET ACCESS SERVICES. We plan to offer Internet access services
in partnership with several carriers beginning in the second half of 2001.

APPLICATION SERVICE PROVIDER. Through the second quarter of 2001 we
will conduct a proof of concept trial in two Tier III cities of a range of KMC
hosted and managed application services. These services include managed Internet
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access with a selection of security options (i.e. firewall, URL filtering, virus
scanning and intrusion detection) as well as a variety of hosted software
applications provided on a subscription basis. These applications range from
common desktop productivity tools like Microsoft Office and Microsoft Exchange
electronic mail/calendaring and contact management, to semi-custom accounting
applications from Quicken and Great Plains as well as select industry specific
vertical solutions. Depending on the results of the trial and the interest of
our customer base, this service may be rolled out to all of ocur Tier III markets
in the future.

WEB HOSTING. We plan to offer web site design services and web hosting
on secured, wonitored servers. These services will provide small to medium size
customers a turn key e-commerce solution. -

DATA STORAGE AND BACKUP. We plan to offer automatic and secure off-site
storage of enterprise data. These services will include consulting, testing and
hosting, with 24 hours-per-day, seven days-per-week monitoring.

DSL. DSL, or digital subscriber 1line, is a method of using existing
copper wire for high bit-rate data transport in the "last mile” connecting our
network backbone ring to the customer's premises. DSL provides the customer with
a choice of bandwidth based upon its particular needs. Beginning in 2001, we
plan to offer HDSL, SDSL and ADSL in selected markets to provide high bandwidth
data and video service to medium and small size business customers. We have
deployed DSLAMs, or digital subscriber line access multiplexers, in collocation
offices in 29 of our Tier III cities. These DSLAMs are equipped and configured
to support two access products; first to provide an optimized T-1 service via
HDSL, and second to provide ADSL and SDSL applications directly to our
customers.

OPERATIONS SUPPORT SYSTEM

We continue the implementation of our high quality operations support
system encompassing comprehensive billing, service order, customer care and
electronic bonding capability. The system is expected to support our existing
and contemplated services. The installation of the operational support systems
has been substantially completed with development and expansion to continue as
needed. The system is designed to provide us with a single "flow-through" order
system that will allow each order to be tracked from service provisioning
through installation.

We implemented the service order module and the number tracking module
in all our existing Tier III markets in July and August 2000. The implementation
included full testing of capabilities and training of personnel in all Tier III
markets. All existing Tier III markets are utilizing the system for order entry.

We are currently electronically bonded with five carriers and expect to
be electronically bonded with our remaining carriers during 2001. Electronic
bonding is the ability to electronically share customer order information
between us and the incumbent local exchange carrier or interconnection carrier.
Even when we are electronically bonded, we may not achieve the anticipated
efficiencies if the information provided to us by the incumbent local exchange
carrier is not in a format that we can readily wuse or if the incumbent local
exchange carrier does not promptly provision new lines for us.

The asset and inventory wmodules, which will provide each market's
inventory, are currently being loaded with the necessary data including line
data. Completion of the data 1loading, verification process and testing will
conclude the implementation and provide full "flow-through" capability during
2001.

We believe that our operations support system will allow us to quickly
address customer concerns, and improve operations efficiency which provides us
with a significant competitive advantage.

TIER III MARKETS
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We target Tier III markets, which we define as markets with a
population from 100,000 to 750,000. As part of our market selection process we
analyze the demographic, economic, competitive and telecommunications demand
characteristics of the market. wWe estimate market demand using data gathered
from long distance carriers, the Federal Communications Commission, 1local
gources, site visits and specific market studies commissioned by us. Through the
utilization of 20 databases, we also analyze the concentration of potential
business, government and institutional end-user customers and the general
economic prospects for the area.

We depend upon a detailed  business  analysis coupled with a
"success-based" return on capital employed analysis to drive our capital
deployment. Each year capital is deployed based on forecasts, and investment is
made when the forecasted investment return exceeds our threshold requirement.

Once we target a Tier III market for development, we design a network
to provide access to approximately 80% of the business customers in that market
either through direct connections to our network or through unbundled network
elements leased from the incumbent local exchange carrier. Typically, we
construct a SONET, or self-healing synchronous optical network, backbone ring to
provide coverage of the major business districts, government offices, hospitals,
office parks and universities, the principal 1locations of the transmission
equipment of long distance carriers offering services in the area, and the
incumbent local exchange carrier's central office(s). Following construction of
our backbone network, we build additional 1loops to increase the size of our
addressable market as demand grows.

The construction of a network requires us to obtain municipal
franchises and other permits. These rights are typically subject to
non-exclusive agreements of finite duration providing for the payment of fees by
us or the provision of services by us to the municipality without compensation.
In addition, we must secure rights-of-way and other access rights which are also
typically provided under non-exclusive, multi-year agreements and generally
contain renewal options. Generally, these rights are obtained from utilities,
incumbent local exchange carriers, other competitive local exchange carriers,
railroads and long distance carriers. The Telecommunications Act of 1996
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requires most utilities to provide rights-of-way to competitive local exchange
carriers on non-discriminatory terms and conditions and at reasonable rates.

Our requirements for a planned network are communicated to KNT Network
Technologies LLC which provides program management for construction of the
outside plant portion of the network. Our own personnel negotiate required
contracts and rights-of-way and test the network components prior to commencing
commercial service. Cable, equipment and supplies reqguired for the networks are
available from a variety of sources at competitive rates. The construction
period for a new network varies depending upon such factors as the number of
backbone route miles to be installed, the relative use of aerial as opposed to
buried cable deployment, the initial number of buildings targeted for connection
to the network backbone and other factors. We believe that a new fiber optic
network can be commercially operable within approximately nine months after
construction commences.

During Phase I of our network construction program we completed
networks in eight Tier III markets. We completed networks in 15 Tier III markets
during Phase II of the program and added networks in 14 additional markets
during Phase III. All of the 14 networks in Phase III were operational as of
December 31, 2000. The markets in which we established networks during each
phase of the program are as follows:

PHASE I PHASE II PHASE III
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Huntsville, Alabama Daytona Beach, Florida Montgomery, Alabama
Melbourne, Florida Fort Myers, Florida Clearwater/St. Petersburg,
Florida .
Augusta, Georgia Pensacola, Florida Monroe, Louisiana
Savannah, Georgia Sarasota, Florida
Rockville/Bethesda/Frederick,
Baton Rouge, Louisiana Tallahassee, Florida Maryland
Shreveport, Louisiana Fort Wayne, Indiana Lansing, Michigan
Corpus Christi, Texas Topeka, Kansas ’ Biloxi/Gulfport,
Mississippi
Madison, Wisconsin Ann Arbor, Michigan Akron, Ohio
Eden Prairie, Minnesota . Dayton, Chio
Fayetteville, North Carolina Toledo, Chio
Greensboro, North Carclina Charleston, South Carolina
Winston-Salem, North Carolina Columbia, South Carolina
Longview, Texas Spartanburg, South
Caroclina
Norfolk, Virginia Chattancoga, Tennessee
Roancke, Virginia Johnson City/Kingsport,
Tennessee

The following table provides aggregate data as of February 28, 2001 for the
networks placed in operation during Phase I, Phase II and Phase III of our
network construction program, respectively:

ADDRESSABLE
TOTAL LINES COMMERCTAL
IN SERVICE (1} ROUTE MILES BUILDINGS (2) COLLOCATIONS
Phase 1 (8 markets)........o... ' 574,109 7851 14,853 33
Phase IT (15 markets) .......... 1,136,992 , 915 26.214 55
Phase TIT (14 mArkets)......... 331,661 657 27,294 46
TOTAL. s erenercararesnnerrnsnn 2,032,762 2,323 68,361 134

(1) Represents all active switched channels we provide to customers either by
unbundled network elements leased from the incumbent local exchange
carrier, by direct connection to our own mnetwork, or by resale via the
incumbent local exchange carrier's network and all active dedicated lines
we provide to customers expressed on a D$-0 eguivalent basis.

{2) Addressable by either unbundled network elements leased from the incumbent
local exchange carrier or by a direct connection to our own network. We
define a commercial building as one with greater than ten employees.

7

TIER III NETWORK ARCHITECTURE

Our networks are designed for high-speed data and voice communications,
using Class 5 digital switching devices. These devices are deployed in all of
our networks, as part of a total central office configuration that includes
electronic digital c¢ross connect devices, SONET transport equipment and
associated DC power plants and AC emergency power facilities. We currently offer
end-to-end fully protected £iber services using the SONET ring architecture
which routes customer traffic simultaneocusly in both directions around the ring
to provide protection against fiber cuts. If a line is cut, traffic is
automatically reversed and sent to its destination around the other side of the
ring. In addition, back-up electronics become operational in the event of
failure of the primary components. The switches and associated transport
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equipment are deployed in an initial configuration that permits rapid growth as
our business in the local market grows. Our networks provide access to customers
through SONET-based fiber optic rings for on-network service ,and through
unbundled network elements which are connected to our central office through
SONET fiber rings between the incumbent local exchange carrier tandem and at
least two incumbent local exchange carrier service offices. In addition, at
least three interexchange carriers are connected from their points of presence
to our central office by SONET rings, for long distance connectivity.

We expedite new market service installation by deploying our
switch-in-the-box concept using a turn key process that allows installation and
testing of the switch in specially designed portable buildings at the
manufacturing facility before deployment. The switch and its housing are then
shipped and placed on-site for integration into the network.

We have deployed subscriber loop carrier equipment in each incumbent
local exchange carrier collocation for connection to customer premise equipment,
and service is then concentrated for transport to our central office for
distribution. In addition, we are deploying egquipment to permit digital
subscriber line (DSL} services to be served on qualifying unbundled network
element copper facilities. The incumbent local exchange carrier collocations are
engineered to provide access to business, institutional, governmental or other
large customers. In addition, for large customer services, the fiber backbone
can be extended to provide fiber access all the way to the business complex or
building for on-network services. We provide customer premise electronic
equipment to connect to both unbundled network element and on-network
facilities.

We have also deployed a nationwide primary rate interface (PRI)
capability that permits the provisioning of Internet infrastructure services to
large Internet service providers without the need to utilize the (lass §
switching capacity. This capability is managed via two centralized KMC NextGen
SoftSwitch controllers, which permit the growth of Internet services gquickly.
This technology provides economical and highly scalable PRI growth and avoids
the higher cost associated with placing additional capacity on the existing
Class 5 switch in each city. :

We currently deploy a 72 pair-strand fiber optic network. Our optical
bandwidth capacity in fiber rings ranges from 0C-3 to 0C-48. We are actively
conducting both field and lab trials of dense wave division multiplexing (DWDM)
to enhance bandwidth capability in our Tier III markets.

We monitor our fiber optic networks and electronics 24 hours-per-day,
seven days-per-week, using a combination of local and national network control
centers. Local network monitoring is accomplished by means of an automatic
notification system that monitors for system anomalies. This system provides
instantaneous alarms to an on-call network technician whenever an anomaly is
detected. The local market technician is trained in network problem resolution
and provides on-site corrective procedures when appropriate. A national Network
Knowledge Center, located in Denver, Colorado, acts as the focal point for all
of our operating networks, providing integrated and centralized network
monitoring, correlation and problem management. The Network Knowledge Center has
access to all operating networks and can work independently of the local systems
to effect repair or restoration activities. The Network Knowledge Center is
currently provided by Lucent on a contractual basis.

The Network Knowledge Center receives, tracks and manages all customer
calls and issues to satisfactory conclusion. The call center works with our own
customer care representatives and engineers in the Lawrenceville facility to
ensure that timely and consistent service is provided. In order to enhance
customer service, we will be bringing these call center services exclusively
in-house during 2001.

NATIONWIDE DATA PLATFORM

We are a growing nationwide provider of Internet infrastructure in Tier

Copyright 2001 EDGAR Online, Inc. (ver 1.01/2.003) Page 9
DCOI/JENKE/147091.2




KMC TELECOM HOLDINGS INC - 10-K — Annual Report Date Filed: 4/17/2001

I, II and III markets. We currently provide dial-up Internet access and other
data services to carriers using remote access servers, a type of switch that
uses Internet Protocol rather than traditional circuit-based switching. This
technology uses packets to transfer information and uses bandwidth more
efficiently and at a lower cost than similar services based on circuit
switching. We are deploying a nationwide data platform which we believe will
enable us to reach approximately 50% of the U.S. population. In March 2001, we
signed an agreement with Qwest to provide Voice over Internet Protocol, or VOIP,
services on over 30% of this Nationwide Data Platform, beginning -in the second
half of 2001.

We are deploying a platform that will provide Internet access
infrastructure, remote access service capability, and VOIP services in Tier I,
IT and III markets across the United States. In the markets in which we
currently provide integrated communications services, connectivity is integrated
into our existing architecture. In the markets in which we do not operate
systems, we establish a point of presence, 1lease fiber and provide the Internet
service providers with the same basic architecture for their applications. This
provides the capability to create revenue for these major customers beyond our
existing markets.

Going forward, the application of Internet Protocol packet technology
to the public-switched telephone network may provide many distinct advantages
over the current time division multiplexing transport infrastructure, including:

o much less expensive and demanding deployment, less costly
equipment, Jlower space and power reguirements, and faster
implementation,

o the ability for customers to integrate data and voice over the

same networks, saving cost and complexity, as well as the ability
to support new services combining both data and voice
communications,

<] the opportunity for carriers to leverage the growing volume of
data traffic, and

(s} DSL, fiber, and other broadband access technologies are
particularly compatible with packet-based transport.

As natiomal and global carriers implement managed Internet Protocol
networks for end-to-end connectivity, they will require local Internet Protocol
infrastructure, including local access devices, packet switches and routers, S87
and other gateways, and local softswitches.

We currently have a local infrastructure for dial-up access pursuant to
agreements with several next generation carriers and Internet service providers.
In the second half of 2001, we will begin implementing Voice over Internet
Protocol. Additional opportunities include broadband Internet Protocol
platforms. This dinitiative is consistent with our current strategy and
infrastructure and, we believe, will also position us as a major participant
among next-generation telecom providers.

Voice over Internet Protocol is not currently being used by the
telecommunications industry to any material extent for many of the purposes we
believe it will serve in the future.

Our existing contracts require us to provide over one million ports in
approximately 140 wmarkets nationwide by the second quarter of 2001. We are
currently in the process of deploying Cisco and Nortel equipment to provide
these ports through 41 supernodes, or concentration points for high-speed.
connectivity to the Internet, located in various cities, including ten in our
existing markets. Our service allows our carrier customers to provide their own
customers with dial-up access to the Internet. Under the current regulatory
scheme, those calls may gualify for reciprocal compensation which would be
incremental to the guaranteed revenues that we receive from our carrier
customers.

All of these contracts to date have been structured so that our
customers pay a fixed amount to us, regardless of their level of usage. These
contracts have terms of 42 to 51 months and have certain cost pass-throughs

Copyright 2001 EDGAR Ouline, Inc. (ver 1.01/2.003) Page 10
DCOI/JENKE/147091.2




KMC TELECOM HOLDINGS INC - 10-K — Annual Report Date Filed: 4/17/200]

which allow us to limit our maintenance and servicing costs to predetermined
levels, and receive additional revenues for any costs incurred in excess of such
predetermined levels.

We currently have a dedicated team devoted to service and maintenance
under these contracts. We expect personnel demands to diminish significantly
after initial deployment, which will reduce our costs associated with this
business, over the remaining lives of these contracts.

NEW TECHNOLOGY EVALUATION

We evaluate and test new concepts and capabilities in our laboratory in
Lawrenceville, Georgia, as well as in field trials. New capabilities for
existing technologies are evaluated, along with emerging technologies that could
potentially be used for voice, data or converged voice/data services. We are
currently evaluating next generation metropolitan DWDM, PRI and modem pooling
technology, SoftSwitch, Passive Optical Networks, High Speed Optical Ethernet
MANs, and various next generation Internet Protocol based multi-service
platforms.

SALES

We target our sales activities at three separate customer groups: Tier
III local customers, Tier III national customers and national data platform
customers. Tier III local customers include local governments, hospitals and
educational facilities as well as businesses. Tier III national customers are
usually interexchange carriers or large corporations which have branches or
local offices within our Tier III markets, but which make their buying decisions
centrally from their corporate offices. National data platform customers include
major long distance carriers and Internet service providers.

TIER IXII LOCAL. We establish 1local sales offices in each Tier III
market we serve. Each local sales office is staffed by a city director, six to
eight account executives and sales support personnel. The sales support
personnel include customer service, technical, and billing personnel. During
2001 we will be establishing an alternate channel sales program to complement
the efforts of our local sales offices. We anticipate that the program will
include partner marketing, direct marketing, and various eCommerce
business-to-business based initiatives, as well as referral programs. Partner
marketing will consist of our performing joint marketing efforts with sales
agents selected from companies that are currently selling to or servicing
customers with whom we also want to do business. The sales agents could be
systems integrators, telecommunications equipment suppliers, Internet service
providers, information technology consultants, and telecommunications
consultants. These agents would sell our products and their products at the same
time as part of a total solution. The direct marketing program will be used to
generate demand through direct mailings and telemarketing campaigns. e-Commerce
business-to-business based initiatives may include e-marketing to our embedded
customer base, targeted e-lists, or implementation of a KMC web-based order
process. Referral programs would involve enlisting the aid of business contacts
our account executives have established who would be willing to pass on sales
leads in exchange for a commission.

We seek to hire local, seasoned telecommunications managers with sales
experience as City Directors. City Directors assist with the initial network
build out and oversee the daily operations of their networks, in addition to
managing sales staff and market development. Their daily operations
responsibilities include management of provisioning, customer service, pricing
decisions and the billing process. City Directors work with senior management in
the strategic planning process, including capital expenditure and budget
planning. They perform cash flow analysis for fiber connections of new buildings
to the network, and participate in planning fiber network extensions in their
markets. .

In our Tier III markets, we use a face-to-face direct sales force of
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approximately 180 account executives. Most of our sales perscnnel are hired
locally because we believe that knowledge of, and contacts in, a local market
are key factors for competitive differentiation and commercial sucgess in a Tier
III market. We believe that this local focus will help to set us apart from the
incumbent local exchange carriers, our principal competitors in these markets.

TIER III NATIONAL. While there are few Fortune 500 companies with
headquarters located in our operating c¢ities, there are branches and local
offices of large corporations within our market areas. Often these large
corporations make their buying decisions centrally, either through their
telecommunications or MIS functions, which are normally located at corporate
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headquarters. Our national markets sales organization is structured to assist
them in determining requirements for their various locations within our markets.
Additionally, this group targets regional and national interexchange carriers,
primarily for the sale of transport services. We believe that this focus on
national markets will further increase our market penetration with carriers and
large companies in our cities. We currently have 17 national market account
managers.

NATIONWIDE DATA SERVICES. We have nationwide data services customer
account managers who build relationships with major long distance carriers and
Internet service providers. These relationships facilitate initial sales of our
services. We believe, and our contracts with our existing customers have shown,
that once national data platform customers experience our service they will
allow us to provide additional services to them and expand the relationship.

We recruit our sales force from several sources including incumbent
local exchange carriers, competitive local exchange carriers, interexchange
carriers, ¢ellular companies and interconnect companies. Once hired, our local
Tier III sales force is put through a program of intense local training and
computer based data and voice product training at the local sales office. All
sales personnel participate in consultative sales and product training at our
corporate operations facility. Our sales force is compensated based on a fixed
base salary and variable payments for the sale of recurring monthly revenue.

CUSTOMERS

Contracts with Qwest Communications Corporation and Qwest
Communications International, Inc. {collectively, "Qwest"”) accounted for
approximately 36% of our total revenue for the year ended December 31, 2000. A
significant portion of the Qwest business was generated from Jlong term
guaranteed revenue contracts. No other customer accounted for 10% or more of our
revenues for the year ended December 31, 2000. For the year ended December 31,
1999, no one customer accounted for more than 10% of revenue. It is unlikely
that the loss of any single customer, other than Qwest, would have a material
adverse effect on our business, financial condition or results of operations.

As of February 28, 2001, we had approximately 12,700 customers, which
can be broken down into the following categories:

) Tier III local customers are 1local to a particular city and
include local governments, hospitals and educational facilities
as well as businesses, including 1local and regional Internet
service providers. Our business customers range from large
businesses to medium and small size businesses, including medical
and insurance offices, car dealerships, broadcast media outlets
and real estate brokerages.

o Tier III national customers consist of Fortune 500 companies,
regional and national interexchange carriers, other large
companies, major long distance carriers, wireless service

providers and other competitive local exchange providers that
have a local or branch office in several of our markets.

o] Nationwide data platform customers consist of major long distance
carriers and Internet service providers.
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Examples of our customers in each of these categories are shown below:

.

TIER III LOCAL CUSTOMERS TIER IIX NATIONAL CUSTOMERS DATA
PLATFORM SERVICES CUSTOMERS

Boeing AT&T Corp.
Broadwing
City of Augusta, Georgia Burlington Northern Santa Fe Railway Qwest
Columbia Hospital Krispy Kreme Donuts
NASA Sprint
Pillsbury UUNET
State of Wisconsin Walgreens
Texas A&M University Walmart
11
MARKETING

We market our local services through a combination of media channels
and personal service in each of our 1local markets. We seek to gain brand
awareness through advertising on local television, radio and print media. We
also use outdoor advertising in prominent locations, customer testimonials, and
local events and sponsorships, such as charity golf tournaments.

Consistent with our "Creative Solutions with a Hometown Touch(R)"
motte, we also seek to actively participate in our local communities. Each City
Director is typically a long-time local resident with extensive
telecommunications experience and is well known and respected in the community.
The City Director typically seeks to hire other 1local residents, further
strengthening our involvement with and contacts throughout the local market.
Each 1local office is typically an active member of the local Chamber of
Commerce, and contributes to local charities. We believe that these activities
provide us with a point of differentiation compared to the incumbent local
exchange carriers, who have generally underserved Tier III markets in favor of
larger markets.

SUPPLIERS

We depend on a number of suppliers in order to operate our networks.
The following companies are our primary suppliers.

TELECOMMUNICATIONS EQUIPMENT. We have contracted with Lucent, as our
primary supplier, to purchase switching, transport and digital cross connect
products. Lucent has also agreed to implement and test our switches and related
equipment. In addition, we have entered into an agreement with Lucent pursuant
to which Lucent has agreed to monitor our switches on an on-going basis. Lucent
is an investor in our preferred stock and a lender under our credit facilities.

BILLING SUPPORT SYSTEMS IMPLEMENTATION. In the second quarter of 1999,
we installed software developed by Billing Concepts Systems, Inc./APTIS to
provide us with comprehensive billing functionality, including the ability to
capture call detail records, message rating, bill calculation, invoice
generation, customer care and inquiry, collections management, and quality
assurance. This software enables us to produce a single bill covering all of the
products and services that we provide to a customer. Additional development of
new billing functionality continues.

OPERATIONAL SUPPORT SYSTEMS IMPLEMENTATION. We entered into an
agreement in 1998 with Eftia 0SS Solutions Inc. to develop our operational
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support systems. These systems manage service order processing, circuit and
asset inventory, telephone number inventory and trouble administration. The
installation of the operatlonal support systems has been substanthlly completed
with development and expansion to continue as needed.

QUTSIDE NETWORK RELATED CONSTRUCTION. We are currently in negotiations
to complete the transfer of our construction division to KNT Network
Technologies, LLC, a company independently owned by Harold N. Kamine and Nassau
Capital, our principal stockholders. Pursuant to an arrangement between the
parties, effective June 1, 2000, we transferred substantially all of the
employees of our construction division to KNT. KNT is providing construction and
maintenance services to us and is being reimbursed for all of the direct costs
of these activities. In addition, we are currently funding substantially all of
KNT's general overhead and administrative costs at an amount not to exceed $15
million per annum. We are currently negotiating with KNT to finalize the terms
of this arrangement and execute a formal contract which is required to be
completed by June 15, 2001.

The services and products which we obtained from these principal
suppliers are also available from a number of other sources. If we were forced
to change suppliers for any reason, however, we may experience some
difficulties, particularly with respect to the compatibility of equipment from
new suppliers with our existing Lucent equipment.
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COMPETITION

OVERVIEW. The telecommunications industry is highly competitive. Our
principal competitors in Tier III markets are the incumbent 1local exchange
carriers. In most instances the incumbent local exchange carrier is one of the
regional Bell operating companies (such as Verizon, BellSouth or SBC). Incumbent
local exchange carriers presently have a majority of the market share in those
areas we consider our market areas. Because of their relatively small size, we
do not believe that Tier III markets can profitably support wore than two
facilities-based competitors in addition to the incumbent local exchange
carrier.

Other competitors may include competitive local exchange carriers,
microwave carriers, wireless telecommunications providers and private networks
built by large end-users. Potential competitors (using similar or different
technologies) include cable television companies, wutilities, incumbent local
exchange carriers, regional Bell operating companies seeking to operate outside
their current Ilocal service areas and independent telephone companies. 1In
addition, there will be future competition from large long distance carriers,
such as AT&T and MCI WorldCom, which have begun to offer integrated local and
long distance telecommunications services. Consolidation of telecommunications
companies and the formation of strategic alliances within the telecommunications
industry, as well as the development of new technologies, c¢ould give rise to
significant new competitors for us.

Both the long distance business and the data transmission business are
extremely competitive. Prices in both businesses have declined significantly in
recent vyears and are expected to continue to decline. 1In the long distance
business, we will face competition from large carriers such as AT&T, MCI
WorldCom and Sprint. We will rely on other carriers to provide transmission and
termination for our long distance traffic and therefore will be dependent on
such carriers.

A large portion of cur nationwide data platform business will be
conducted in larger Tier I and Tier II markets. We expect that our primary
competitors in this business will be both incumbent local exchange carriers and
other competitive local exchange carriers. Because the regional Bell operating
companies and other incumbent local exchange carriers tend to focus their
efforts on Tier I and Tier II wmarkets, they will have a significantly greater
local presence in these markets. In addition, due to the larger size of the
markets, there are a greater number of facilities-based competitive 1local
exchange carriers competing for data business in these markets than we usually
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face in Tier III markets. For this reason, we generally will not enter these
markets to offer nationwide data platform services unless we have a pre-existing
agreement with a significant customer justifying our presence in the market.

INCUMBENT LOCAL EXCHANGE CARRIERS. Our principal competitors for local
exchange services are the regional Bell operating companies. As a recent entrant
in the integrated telecommunications services industry, we have not yet achieved
a significant market share for any of our services. In particular, the incumbent
local exchange carriers:

o have long-standing relationships with their customers,

o have financial, technical and marketing resources substantially
greater than ours,

o have the potential to fund competitive services with revenues
from a variety of other businesses, and

o) currently benefit from a number of existing regulations that
favor the incumbent local exchange carriers over us in some
respects.

COMPETITIVE LOCAL EXCHANGE CARRIERS AND OTHER COMPETITORS. We compete
from time to time with competitive local exchange carriers. In our markets we
generally face competition from two or more competitive local exchange carriers.
However, in many instances, the competitive local exchange carriers present in
our Tier III markets have not established robust fiber-based networks comparable
to ours. After the investment and expense of establishing a network and support
services in a given market, the marginal cost of carrying an additional call is
negligible. Accordingly, in Tier III markets where there are three or more
fiber-based competitive local exchange carriers, we expect substantial price
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competition. We believe that operations in such markets are 1likely to be
unprofitable for one or more operators.

We face competition in each of our markets. However, we believe that
cur commitment to build a significant network, deploy switches and establish
local sales and support facilities at the outset in each of the Tier III markets
which we target should reduce the number of facilities-based competitors and
drive other entrants to focus on the resale of incumbent local exchange carrier
service or our services or to invest in other markets. We believe that each
market will also see more agent and distributor resale initiatives.

REGULATION

Our services are subject to varying degrees of federal, state and local
regulation. The Federal Communications Commission exercises jurisdiction over
facilities of, and interstate and international services offered by,
telecommunications common carriers. The state regulatory commissions retain
jurisdiction over the same facilities and services to the extent they are used
to originate or terminate intrastate communications. Local governments sometimes
impose franchise or 1licensing requirements on competitive local exchange
carriers. The regulatory environment is in a constant state of flux, and you
should be aware that any of the items discussed below are subject to rapid
change due to regulatory action, judicial decision or legislative initiative.

FEDERAL REGULATION

We are regulated at the federal level as a nondominant common carrier
subject to minimal regulation under Title II of the Communications Act of 1934.
The Communications Act of 1934 was substantially amended by the
Telecommunications Act of 1996. This legislation is designed to enhance
competition in the local telecommunications marketplace by:

<] removing state and local entry barriers,
o requiring incumbent local exchange carriers to provide
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interconnection to their facilities,

o facilitating the end-users' choice to switch service providers
from incumbent local exchange carriers to competitive local
exchange carriers like us, and

o requiring access to rights-of-way.

The legislation also is designed to enhance the competitive position of
competitive local exchange carriers and increase local competition by newer
competitors such as long distance carriers, cable television companies and
public utility companies. Under the Telecommunications Act of 1996, regional
Bell operating companies have the opportunity to provide in-region long distance
services if specified conditions are met. In addition, the Telecommunications
Act of 1996 eliminates certain restrictions on utility holding companies, thus
clearing the way for them to diversify into telecommunications services.

The Telecommunications Act of 1996 specifically requires all
telecommunications carriers (including incumbent local exchange carriers and
competitive local exchange carriers (like us)):

o not to prohibit or unduly restrict resale of their services,

o to provide dialing parity and nondiscriminatory access to
telephone numbers, operator services, directory assistance and
directory listings,

o to afford access to poles, ducts, conduits and rights-of-way, and

o to establish reciprocal compensation  arrangements for the
transport and termination of telecommunications.
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It also requires competitive local exchange carriers and incumbent local
exchange carriers to provide interconnection for the transmission and routing of
telephone exchange service and exchange access. It requires incumbent local
exchange carriers to provide such interconnection:

o at any technically feasible point within the incumbent local exchange
carrier’s network,

o that is at least equal in guality to that provided by the incumbent
local exchange carrier to itself, its affiliates or any other party to
which the incumbent local exchange carrier provides interconnection,

and
) at rates, terms and conditions that are just, reasonable and
nondiscriminatory.

Incumbent local exchange carriers also are required under the law to provide
nondiscriminatory access to network elements on an unbundled basis at any
technically feasible point, to offer their local retail telephone services for
resale at wholesale rates, and to facilitate collocation of equipment necessary
for competitors to interconnect with them or obtain access to their unbundled
network elements.

The Telecommunications Act of 1996 provided for the removal of most
restrictions imposed on AT&T and the regional Bell operating companies resulting
from the consent decree entered in 1982 which provided for divestiture of the
regional Bell operating companies from AT&T in 1984. The Telecommunications Act
establishes procedures under which a regional Bell operating company can enter
the market for long distance service between specified areas within its
in-region local service territory. The Telecommunications Act of 1996 permitted
the regional Bell operating companies to enter the out-of-region long distance
market immediately upon enactment. Before the regional Bell operating company
can provide in-region inter-LATA services, it must obtain Federal Communications
Commission approval upon a showing that facilities-based competition is present
in its market, that the regional Bell operating company has entered into
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interconnection agreements in the states where it seeks authority, that it has
satisfied a l4-point "checklist" of competitive requirements, and that its entry
is in the public interest. Te date, such authority has only been granted to
Verizon (formerly Bell Atlantic}) for New York and SBC for Kansas, Oklahoma and
Texas. A petition by Verizon for entry in Massachusetts is pending at the
Federal Communications Commission. The provision of inter-LATA services by
regional Bell operating companies is expected to reduce the market share of
major long distance carriers, and consequently, may have an adverse effect on
the ability of competitive local exchange carriers to generate access revenues
from long distance carriers. ‘

FEDERAL COMMUNICATIONS COMMISSION RULES IMPLEMENTING THE LOCAL
COMPETITION PROVISIONS OF THE TELECOMMUNICATIONS ACT OF 1896. The Federal
Communications Commission in 1996 established a framework of national rules
enabling state public service commissions and the Federal Communications
Commission to begin implementing many of the local competition provisions of the
Telecommunications Act of 1996. The Federal Communications Commission prescribed
certain minimum points of interconnection necessary to permit competing carriers
to choose the most efficient points at which to interconnect with the incumbent
local exchange carriers' networks. The Federal Communications Commission also
adopted a minimum list of unbundled network elements that incumbent local
exchange carriers must make available to competitors upon request and a
methodology for states to use in establishing rates for interconnection and the
purchase of unbundled network elements.

In January 1999, the Supreme Court ruled on a wvariety of issues
addressed in the Federal Communications Commission's 1996 order. Among other
things, the Supreme Court found that the Federal Communications Commission has
authority to establish national pricing rules for interconnection, unbundled
elements and resale services. However, the Supreme Court overturned the Federal
Communications Commission's rules regarding what network elements must be
unbundled by the regional Bell operating companies, and remanded to the Federal
Communications Commission the question of what network elements are "necessary®
to competing carriers like us. On November S, 1999, the Federal Communications
Commission issued an order re-establishing the network elements that must be
offered by incumbent local exchange carriers as unbundled network elements. That
decision is currently the subject of various reconsideration petitions and
appeals. We cannot provide any assurances regarding the disposition of these
petitions and appeals and we cannot assure you that we will be able to maintain
interconnection agreements on terms acceptable to us.

On July 18, 2000, the U.8. Court of Appeals for the 8th Circuit issued
a decigion in which it upheld the Federal Communications Commission's use of a
forward-looking methodology to establish prices for network elements, but the
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Court vacated the agency's rule that the methodology should be applied based on
the use of the most efficient telecommunications technology currently available
and the lowest cost network configuration. Rather, the Court held that the
methodology must be applied based on the costs of the incumbent local exchange
carriers' existing facilities and equipment. The issue was remanded to the
Federal Communications Commission for further consideration. The Court's ruling
is currently under review by the U.S. Supreme Court. A decision by the Supreme
Court is expected in the Court's fall 2001 term. We are unable to provide
assurances as to the outcome of the Supreme Court case or of the remand
proceeding that must be conducted by the Federal Communications Commission.

The 8th Circuit also affirmed its prior decision to vacate the Federal
Communications Commission rule that required incumbent local exchange carriers
to provide c¢ombinations of network elements that are not ordinarily combined in
their networks. The Court's decision keeps in place the system whereby carriers
cannot obtain network element combinations unless the incumbent local exchange
carrier has already combined the elements in its network today. The Supreme
Court is currently reviewing this issue as well as the pricing issue described
above.

On March 17, 2000, the U.S. Court of Appeals for the District of
Columbia Circuit vacated certain Federal Communications Commission rules
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relating to collocation of competitors' equipment in incumbent local exchange
carriers' central offices. This decision regquires the Federal Communications
Commission to 1limit collocation to eguipment that is ‘"necessary" for
interconnection with the incumbent 1local exchange carrier or access to the
incumbent local exchange carrier's unbundled network elements. On August 10,
2000, the Federal Communications Commission responded by issuing an order and
request for further comment. The agency required that incumbent local exchange
carriers provide physical collocation within 90 days after receiving an
application and clarified that an incumbent local exchange carrier must allow a
competitive local exchange carrier to construct a controlled environmental vault
or similar structure on land adjacent to an incumbent local exchange carrier
structure that lacks physical collocation space. The Federal Communications
Commission asked for comment on what equipment incumbent local exchange carriers
should allow competitive local exchange carriers to physically collocate and how
physical collocation space should be assigned, whether collocators should be
permitted to cross-connect with other collocators, and what rules should apply
to collocation at remote local exchange carrier premises. No assurances can be
given regarding the outcome of this further proceeding.

OTHER REGULATION. In general, the Federal Communications Commission's
policies encourage the entry of new competitors in the telecommunications
industry and are designed to prevent anti-competitive practices. Currently,
large incumbent local exchange carriers, such as the regional Bell operating
companies, are regulated as "dominant® carriers, while competitive local
exchange carriers, 1like us, are considered “"nondominant" carriers. Dominant
carriers face more detailed regulatory scrutiny. As a nondominant carrier, we
are subject to relatively minimal Federal Communications Commission regulation.

o TARIFF. We may install and operate facilities for the transmission of
domestic interstate communications without prior Federal
Communications Commission authorization. The Federal Communications
Commission reguires us to file periodic reports concerning our
interstate circuits and deployment of network facilities, and offer
interstate services on a nondiscriminatory basis, at Jjust and
reasonable rates. We also remain subject to Federal Communications
Commission complaint procedures.

The Federal Communications Commission adopted an order in 1996 (the
"Detariffing Order") which eliminated the requirement that nondominant
interstate carriers maintain tariffs on file with the Federal
Communications Commission for domestic interstate services. On April
28, 2000, the U.S. Court of Appeals for the D.C. Circuit upheld the

Commission’s decision. The Federal Communications Commission
subsequently issued a notice establishing a 9-month transition to
mandatory  detariffing. This transition period was subseguently

extended. However, by July 31, 2001, carriers must cancel all tariffs
for interstate domestic interexchange services. After that date, the
terms and conditions pursuant to which domestic providers offer
service to customers will be governed by contract. On March 16, 2001
the Federal Communications Commission adopted a mandatory detariffing
requirement for most international interexchange services provided by
non-dominant carriers. The Commission provided a nine month transition
period to permit carriers to adjust to this additional detariffing
requirement. The Federal Communications Commission is currently
considering whether to expand the mandatory detariffing requirement to
the interstate access services provided by competitive local exchange
carriers.
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o ACCESS CHARGES. The Federal Communications Commission has granted
incumbent local exchange carriers significant flexibility in pricing
their interstate special and switched access services. We anticipate
that this pricing flexibility will result in incumbent local exchange
carriers lowering their prices in high traffic density areas, where
our customers are concentrated.

In late May 2000, the Federal Communications Commission adopted an
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order establishing a five-year plan for reforming federal access
charges. The order provides for reductions in the usage-based and
flat-rate charges assessed by incumbent local exchange, carriers or
long distance service providers. The order also provided for increases
over time in the flat-rate monthly charges assessed directly by
incumbent local exchange carriers on residential and business
subscribers. The agency concluded that the plan as adopted would
result in a more rational interstate rate structure, which in turn
would result in more efficient competition.

o UNIVERSAL SERVICE REFORM. The Federal Communications Commission
implemented the provisions of the Telecommunications Aact of 1996
relating to the preservation and advancement of universal telephone
service in 13997. All telecommunications carriers providing interstate
telecommunications services, including us, must contribute to the
universal service support funds. On October 8, 1939, the Federal
Communications Commission released an order implementing changes to
its universal service rules to comply with a decision of the Fifth
Circuit Court of Appeals. Among other changes, the Federal
Communications Commission revised its rules concerning assessment of
carriers' interstate and international revenues for universal service
contribution. The Federal Communications Commission narrowed the scope
of the contribution basge, removing intrastate end-user
telecommunications revenues from the assessment, consistent with the
opinion of the Fifth Circuit Court of Appeals.

STATE REGULATION

We believe that most, if not all, states in which we operate or propose
to operate require a certification or other authorization to offer intrastate
and local services. These certifications generally require a showing that the
carrier has adequate financial, managerial and technical resources to offer the
proposed services in a manner consistent with the public interest. We have
obtained state authority for the provision of our competitive local exchange and
exchange access services and long distance services in those states where we
currently operate and we plan to obtain additional state authorizations as our
business expansion plans require. In most states, we are required to file
tariffs setting forth the terms, conditions and prices for services that are
classified as intrastate.

Some states also impose reporting, customer service and quality
requirements, as well as unbundling and universal service requirements on
competitive local exchange carriers. In addition, we are subject to the outcome
of proceedings held by state commissions to determine state regulatory policies
with respect to incumbent local exchange carrier and competitive local exchange
carrier competition, geographic build-out, mandatory detariffing and other
issues relevant to competitive local exchange carrier operations. Some states
have adopted state-specific universal service funding obligations.

In addition to obtaining state certifications, we must negotiate terms
of interconnection with the incumbent local exchange carriers before we can
begin providing local exchange and exchange access services. Our executed
agreements are subject to the approval of the state commissions. The appropriate
commissions have approved each of our current agreements and we anticipate state
commission approval of our future interconnection agreements.

We believe that, as the degree of local competition increases, the
states will offer the incumbent local exchange carriers increasing pricing
flexibility. This flexibility may present the incumbent local exchange carriers
with an opportunity to subsidize services that compete with our services with
revenues generated from non-competitive services, thereby allowing incumbent
local exchange carriers to offer competitive services at prices below the cost
of providing the service. We cannot predict the extent to which this may occur,
but it could have a material adverse effect on our business.
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*,:: We also may be subject to requirements in some states to obtain prior
e approval for, or notify the state commission of, any transfers of control, sales
R
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of assets, corporate reorganizations, issuances of stock or debt instruments and
related transactions.

LOCAL GOVERNMENT AUTHORIZATIONS. We are required to obtain‘street use
and construction permits and licenses and/or franchises to install and expand
our fiber optic networks using municipal rights-of-way. In some municipalities
where we have installed or anticipate constructing networks, we will be required
to pay license or franchise fees based on a percentage of gross revenues or on a
per foot basis, as well as post performance bonds or letters of credit. We are
actively pursuing permits, franchises and other relevant authorities for use of
rights-of-way and utility facilities in a number of cities.

FRANCHISES AND PERMITS

The construction of a network reguires us to obtain municipal
franchises and other permits. These rights are typically the subject of
non-exclusive agreements of finite duration providing for the payment of fees or
the provision of services by us to the municipality without compensation. 1In
addition, we must secure rights-of-way and other access rights which are
typically provided under non-exclusive multi-year agreements, which generally
contain renewal options. Generally, these rights are obtained from utilities,
incumbent local exchange carriers, other competitive local exchange carriers,
railroads and long distance carriers. The Telecommunications Act of 1896
reguires most utilities to afford access to rights-of-way to competitive local
exchange carriers on non-discriminatory terms and conditions and at reascnable
rates. However, there can be no assurance that delays and disputes will not
occur. Our agreements for rights-of-way and similar matters generally reguire us
to indemnify the party providing such rights. Such indemnities could make us
liable for actions (including negligence) of the other party.

EMPLOYEES

As of February 28, 2001, we had 1,266 full time employees. None of our employees
are represented by a labor union or subject to a collective bargaining
agreement, nor have we experienced any work stoppage due to labor disputes. We
believe that our relations with our employees are good. The labor market in the
telecommunications industry is currently very competitive and we compete for
qualified personnel with many of our competitors. We believe that our
compensation and benefits package is competitive in the telecommunications
industry. See Item 7 of this Report on Form 10-K - "Management's Discussion and
Analysis of Financial Condition and Results of Operations--Certain Factors Which
May Affect Qur Future Results -- The Future Success of Our Business Depends Upon
Key Personnel."

GEOGRAPHIC AREAS

We have no foreign operations. All of our networks are located in, and
all of our revenues are attributable to, the United States.

ITEM 2. PROPERTIES.

We are headguartered in Bedminster, New Jersey and recently expanded
the space that we lease in our building from 20,000 to 50,000 square feet of
office space. This recent expansion should be sufficient to meet any of our
corporate headquarters space regquirements for the near future. The lease
requires us to pay an annual base lease rent of approximately $1.0 million
{adjusted periodically for changes in the consumer price index), plus operating
expenses through 2012. We rent this space from a company in which a trust for
the benefit of Mr. Kamine's children has an ownership interest. See Item 11 of
this Report on Form 10-K - "Executive (Compensation - Compensation Committee
Interlocks and Insider Participation.”

We also maintain an operations center and additional administrative
offices in Lawrenceville, Georgia. The Lawrenceville premises is approximately
104,000 square feet held under a lease that expires in 2011. Our annual base
rental obligation for these premises is $1.3 million {adjusted periodically for
changes in the consumer price index}, plus operating expenses. We also own or
leage facilities in each of our existing Tier III markets for central offices,
sales offices and the location of our switches and related equipment. We lease
collocation space for our Internet infrastructure equipment in our Nationwide
Data Platform cities. We expect to lease an additional 50,000 square feet of
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space in Lawrenceville, Georgia starting in the second half of 2001 at an annual
cost of $650,000. This additional facility should be sufficient to satisfy our
near term space requirements.

We believe that our facilities are in good condition, are suitable for
our operations and that, if needed, suitable alternative space would be readily
available.

ITEM 3. LEGAL PROCEEDINGS.

We are from time to time involved in 1litigation incidental to the
conduct of our business. There is no pending legal proceeding to which we are a
party which, in the opinion of our management, is likely to have a material
adverse effect on our business, financial condition and results of operations.

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

No matters were submitted to a vote of security holders during the
fourth quarter of 2000.

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

There is currently no established trading market for our Common Stock,
$0.01 par value per share. As of March 30, 2001, there were ten holders of
record of our Common Stock.

We have never declared nor paid cash dividends on our Common Stock and
do not presently anticipate paying any cash dividends on our Common Stock in the
foreseeable future. We currently expect that earnings, if any, will be retained
for growth and development of our business.

As a holding company, we depend upon the receipt of dividends and other
cash payments from our operating subsidiaries in order to meet our cash
requirements. Pursuant to the terms of our B&Amended and Restated Loan and
Security Agreement, dated as of February 15, 2000, among certain of our
principal operating subsidiaries and a group of lenders led by First Union
National Bank, CIT Lending Services Corporation and Lucent (the "Amended Senior
Secured Credit Facility"), those subsidiaries are restricted in their ability to
pay dividends on their capital stock. The indentures applicable to our 13 1/2%
Senior HNotes due 2009 and our 12 1/2% Senior Discount Notes due 2008,
respectively, impose certain restrictions upon our ability to pay dividends on
our capital stock.

Subject to the foregoing and to any restrictions which may be contained
in any future indebtedness which we may incur, the payment of cash dividends on
our Common Stock will be within the sole discretion of our Board of Directors,
and will depend upon the earnings, capital requirements and financial position
of the Company, applicable requirements of law, general economic conditions and
other factors considered relevant by cur Board of Directors.

On January 1, 2000, March 6, 2000, April 1, 2000, May 1, 2000, June 6,
2000, July 1, 2000 and October 1, 2000, the Company granted options to purchase
an aggregate of 255,674 shares of its Common Stock to employees and directors of
the Company, as well as independent contractors who perform services for the
Company, under the 1998 Stock Purchase and Option plan for Key Employees of KMC
Telecom Holdings, Inc. and Affiliates. No consideration was received for the
issuance of the options. The options have various exercise prices with 127,500
exercisable at an exercise price of §75 per share, 2,500 exercisable at an
exercise price of $125 per share, 64,508 exercisable at an exercise price of
$250 per share, and 61,166 exercisable at an exercise price of $300 per share.
The issuance of these options was made in reliance upon the exemption from the
registration requirements of the Securities Act provided by Section 4{(2} of the
Act, on the basis that the transactions did not involve a public offering.
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ITEM 6. SELECTED FINANCIAL DATA.

The selected financial data set forth below for the years ended
December 31, 1996, 1997, 1998, 1999 and 2000 were derived from our audited
financial statements and those of our predecessors. The data presented below
should be read in conjunction with Item 7 "Management's Discussion and Analysis
of Financial Condition and Results of Operations" and the consolidated financial
statements and notes thereto included in Item.8 "Financial Statements and
Supplementary Data.”"

Year Ended December 31,

{IN THOUSANDS, EXCEPT FER SHARB DATA)

STATEMENT OF OPERATIONS DATA:
REVEDUE. «cvvuvronnnns e N $ 205 $ 3,417 $ 22,425 $ 64,312 $ 209,138
Operating expecsen:

wetwork operating costs:

Non-cash stock option compensation... 13 1,110 56¢ 2,387 2,731
Other network cperating costs........ 1,361 5,482 27,633 81,678 169,593
selling, general and administrative:
Non-cash stock option compensation... 231 12,780 €,514 27,446 31,840
Other selling, general and
admindatrative. . ... htiiiinnie i 2,216 12,176 34 m 84,434 182,275
Pepreciation and amortiszation............. 287 2,506 9,257 29,017 16,129
Total operating expenses.......... 4,104 34,034 78,207 225,022 442,568
Loss from operations,,........ P {3.8%89) {30,617} {55.782) {160,709} {213,373
Other axpense (a}, e - - - {4,297 -
Interest fncome........ ... . ~ 513 8,818 8,701 11,784
Interest sxpenge (Bl .occivvvinrneiaraanrens {598) {2.542) {29,789 {63,411} {136,393)
Net loss before cumulative effect of change in .
sccounting priosciple. ... ...... . ool {4,495) {32,686} {76,753} (22%,718) {357,902}
Cumuilative effect of change in accounting
principle (€} .....ccc..c A Y - - - . i1, 705}
et 1O88....courrraorncrsonnunearasonraannsas {4,495) {32,688} {76,753} {225,716} {359,687
pividends and accre!:ion on redemble preferzed
BLOCK 1 ininnsretursenonrsoannocncsnneaasns - {8,904} {18,288) {81,633) (94, 440}
Net loss applicable to common shareholders... $ {4,43%) § (41,590} 5 {95,038; $(307,349) $ (454,127)
e wnw
Het logs par common share before cumulative
eftect of change in accounting principle.. 5 (7.4%) $ (64.93) 5 (114,42} § (360.88) $ (52%.2%)
Cumulative effect of change in accounting
principle {c) ........ rrenoun vreavan reras - ~ - - {1.99}
Nebt 1088 per common SHAXE......aaviseocnoves 3 (7.49) § (64.93) § (114.42) $ (360.88) 3 {531.21)
- 2% SsamNmmamammw
Proforma amounts assuming the change in
accounting principle was applied retroactively:
Net loss applicable to common sharehclders.. $ (4,495 § (41,746} $ (35,424} $(309,054) $§ {452,427
P ammz  mmn - wuman
Ket loss per common SBAXE. ... . viiiinciaannns § {7.49) $ {(65.17) § (114.88) $ (362.88) 1 {52%.32)
e e p o
Weighted average number of comnon shares
outstanding., ...oveveinnnroaoann emrenaenan §00 641 831 852 855
e
QTHER FINANCIAL DATA:
Capital expenditures {d)..........iiiniiin $ 9,111 § 61,146 § 161,802 $ 440,731 § 457,651
Adjusted EBITDA{e)........ {3,372} (14,241) {39,445) {101,793} {122.673)
EBITDA{L) .. v ccinnoasnnvnnnsan PN {3,612} (38,111) (48,%25) {135,929} {167,244}
Cash used in operating activities. N {2,687} (89,676} (33.573} (38,293) {146,448}
Cash used in investing activities. {10,174) {§2,992) {180,198} {277,078} {488,952)
Cash provided by financing activities........ 14,334 85,734 219,399 440,156 659,411
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{IN THOUSANDS)
BALANCE SHEET DATA:

Cash and cash equivalenta. 5 1,487 § 15,553 $ 23,181 $ 85,966 ] 108,977
Restricted investmenta.... - - - 88,571 100,056
Working capital........... (2,345) 3,672 1,391) {57,007} ' (53,116}
Hetworks, properxty and equipment, net........ 12,347 21,31 234,890 639,324 *1,021,684
TOLAL ABEOUS. . ...iviirariniirrrannrranannn 16,715 35,941 311,310 886,040 1,331,278
Long-term notes payable... 12.330 €1,277 41,41¢ 235,000 728,173
Other long-term debt...... - - 267,811 576,137 615,181
Redeemable prefersed stock...... - 35,925 $2,033 203,7%0 472,185
Redeemable common stock and warrant . - 11,726 22,979 46,680 62,380
Total zonredeemable equity {deficiency)...... 389 {26,673} {104,353} {384,413) {819,472}

{a) During the second quarter of 1999, we recorded a $4.3 million charge to
other expense in connection with an unfavorable arbitration award. The net
amount due under the terms of the award was paid in full in June 1999.

(b} Excludes capitalized interest of (i) $103,000 for 1996, (ii) $854,000 for
1997, (iii) $5.1 million for 1998, (iv) $6.56 million for 1999 and (v} $10.4
million for 2000. During the construction of our networks, the interest
costs related to construction expenditures are capitalized.

{c} In December 1959, the Securities and Exchange Commission issued Staff
Accounting Bulletin No. 101 (“SAB 101"), REVENUE RECOGNITION IN FINANCIAL
STATEMENTS. SAB 101 provides additional guidance in applying generally
accepted accounting principles to revenue recognition in financial
statements. Through December 31, 1999, we recognized installation revenue
upon completion of the installation. Effective January 1, 2000, in
accordance with the provisions of SAB 101, we are recognizing installation
revenue over the average contract period. The cumulative effect of this
change in accounting principle resulted in a charge of approximately $1.7
million which was recorded in the quarter ended March 31, 2000. For the
year ended Decembexr 31, 2000, the net effect of adopting this change in
accounting principle was a deferral of the recognition of $3.0 million of
revenue, which increased net loss for the year by $3.56 per share. Revenue
for the year ended December 31, 2000 includes $1.7 million of revenues
that, prior to the accounting change, had been recognized through December
31, 1998.

{d) The figure for 1997 includes $2.0 million related to the acquisition of a
network.

{e) Adjusted EBITDA consists of earnings (loss) before net interest, income
taxes, depreciation and amortization charges, stock option compensation
expense {(a non-cash charge), other expense and cumulative effect of change
in accounting principle. EBITDA consists of earnings (loss) before all of
the foregoing items except stock option compensation expense and other
expense. These items are provided because they are measures commeonly used
in the telecommunications industry. They are presented to enhance an
understanding of our operating results and they are not intended to
represent cash flow or results of operations in accordance with generally
accepted accounting principles. Adjusted EBITDA and EBITDA are not
calculated under generally accepted accounting principles and are not
necessarily comparable to similarly titled measures of other companies.
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ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND RESULTS
OF OPERATIONS.

YOU SHOULD READ THE FOLLOWING DISCUSSION AND ANALYSIS TOGETHER WITH OUR
FINANCIAL STATEMENTS, INCLUDING THE NOTES AND THE OTHER FINANCIAL INFORMATION
APPEARING ELSEWHERE IN THIS REPORT. DUE TO QUR LIMITED OPERATING HISTORY,
STARTUP NATURE AND RAPID GROWTH, PERIOD-TO-PERIOD COMPARISONS OF FINANCIAL DATA
ARE NOT NECESSARILY INDICATIVE, AND YOU SHOULD NOT RELY UPON THEM AS AN
INDICATOR OF OUR FUTURE PERFORMANCE. THE FOLLOWING DISCUSSION INCLUDES
FORWARD-LOOKING STATEMENTS. SEE "--CERTAIN FACTORS WHICH MAY AFFECT OUR FUTURE
RESULTS".

AR

OVERVIEW
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We are a rapidly growing fiber-based integrated communications provider
offering data, voice and Internet infrastructure services. We offer these
services to businesses, governments and institutional end-users,; Internet
service providers, long distance carriers and wireless service providers. Our
business has twe distinct components: serving communications-intensive customers
in Tier III markets, and providing data services on a nationwide basis.

We provide a full suite of broadband communications services in 37 Tier
I1I markets, which we define as markets with a population between 100,000 and
750,000. We own and operate rcbust fiber-based networks and switching equipment
in all of our Tier III markets, which are predominantly located in the South,
Southeast, Midwest and Mid-Atlantic United States. We will continue to expand in
our existing Tier III wmarkets because we believe that these markets have
attractive growth attributes and are typically less competitive than larger
markets. Our customers in these markets include: AT&T, Boeing, City of Augusta,
Columbia Hospital, NASA, Pillsbury, State of Wisconsin, Texas A&M University and
Wal-Mart.

We also provide nationwide data services under long-term guaranteed
revenue contracts. Under these contracts, we provide local Internet access
infrastructure and other enhanced data services and will be providing Voice over
Internet Protocol beginning in the second half of 2001. Currently, we have
contracts vrepresenting approximately $280 million in annualized revenues in
approximately 140 markets. We expect these markets to be operational by the
second quarter of 2001. The Internet infrastructure we are deploying includes
the latest technology platforms from Cisco and Nortel, which we believe will
result in a cost-effective and technologically superior solution for our
customers.

TIER III MARKETS. We have installed fiber-based SONET networks, or
self- healing synchronous optical networks, using a Class 5 switch in all of our
37 markets. Our fiber optic networks are initially designed and built to reach
approximately 80% of the business access lines in each of our markets, typically
requiring a local fiber locop of about 30 to 40 miles.

As our switches have become operational, our operating margins have
improved meaningfully. Our operating margins have also improved due to increased
on-network revenues relative to resale revenues. On-network revenues are
revenues earned from services provided on our network, including by direct
connection to our switch, unbundled network element or dedicated line. Resale
revenues are generated when traffic is carried completely on the incumbent local
exchange carriers' facilities. On-network revenues have increased from
approximately 37% of our revenues £for the year ended December 31, 1998 to
approximately 95% of our revenues for the year ended December 31, 2000.

NATIONWIDE DATA PLATFORM. We currently provide Internet access
infrastructure using remote access servers manufactured by Cisco and Nortel
which we are deploying in our 41 supernodes, including ten in our existing Tier
III markets. Supernodes are concentration points for high-speed connectivity to
the Internet.

Under the terms of our existing guaranteed revenue contracts, we
provide the routing and ancillary equipment for each supernode, as well as data
transport service from the incumbent local exchange carrier to our supernode
location. OQur customers pay us a fixed price per port and compensate us for
certain expenses, including space, power and transport, that we may incur above
an agreed level. This structure provides highly predictable revenues and costs
over the life of each contract, currently ranging from 42 to 51 months. These
contracts began generating revenues during the third quarter of 2000. Revenues
will continue to increase as the contracts are phased in through the third
quarter of 2001. These contracts started providing positive margins beginning
with the commencement of revenues in the third quarter of 2000.
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We purchased approximately $134.4 million of equipment (the "KMC
Funding V Equipment") relating to these contracts during the first quarter of
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2000. We sold this equipment to General Electric Credit Corporation and CIT
Lending Services Corporation, and leased it back from them, during the second
quarter of 2000. We purchased an additional $168.6 million of eguipment (the
YKMC Funding Equipment”) relating to these contracts during the second guarter
of 2000 and signed an agreement in November 2000 with Dresdner Kleinwort Benson
North American Leasing, Inc. to finance this equipment by means of a 48 month
term loan. In March 2001, we entexed into two financing transactions (the “"KMC
Funding V Monetization" and the "KMC Funding Monetization," respectively) and
repaid the remaining balance on this term loan and exercised our purchase option
on the KMC Funding V Equipment under the operating lease. See "--Liquidity and
Capital Resources" below for a detailed description of these transactions.

The table below ptovides selected key operational and financial data on a
consolidated basis as of the following dates:

Quarter Ended

December March 31, June 30, September December

31, 19939 2000 2000 30, 2000 31, 2000
Tier III operational markets.... 34 35 35 35 37
Route miles......oioiienvannesn 1,475 1,724 1,989 2,178 2,285
Fiber miles........ Vesesassasans 94,119 110,338 122,376 134,352 140,988
Collocations...... ahreserasavany 81 111 124 125 134
CUBLOMELS s vvanrsovanraoscsnsans 6,060 7,305 8,513 9,950 11,802
Total buildings connected....... 4,108 5,815 7,088 9,085 9,745
Total lines in service.......... 318,031 480,073 767,992 1,865,390 2,284,378
On-network revenves{a) (bl ...... 87% 88% 3% 96% 97%
Resale revenues(a){c)........... 13% 12% % 4% 3%

{b} On-network revenues are revenues earned from services provided on our
network, including by direct connection to our switch, unbundled network
element or dedicated line.

(¢} Resale revenues are generated when traffic is carried completely on the
incumbent local exchange carriers' facilities.

REVENUE. Our revenue is derived from the sale of local switched
services, long distance services, Centrex-type services, private line services,
special access services and Internet access infrastructure. In prior years, a
significant portion of our revenue was derived €from the resale of switched
services. We have transitioned the majority of our customers on-network and as a
result the portion of our revenue related to the resale of switched services has
decreased from 63% of total revenue for the year ended 1998 to 5% of total
revenue for the year ended 2000.

RECIPROCAL COMPENSATION. We recognized reciprocal compensation revenue
of approximately $9.7 million, or 15.1% of our total revenue for 1999 and
approximately $18.2 million or 8.7% of our total revenue for the year ended
December 31, 2000. 1In May 2000, we reached a resclution of our claims for
payment of certain reciprocal compensation charges, previously disputed by
BellSouth Corporation. Under the agreement, BellSouth made a one-time paywent
that resolved all amounts billed through March 31, 2000. In addition, we agreed
with BellSouth on future rates for reciprocal compensation, setting new
contractual terms for payment. Our prior agreement with BellSouth provided for a
rate of $.009 per minute of use for reciprocal compensation. Under the terms of
the new agreement, the rates for reciprocal compensation which will apply to all
local traffic, including I8P-bound traffic, will decrease over time. The
reduction will be phased in over a three-year period beginning with a rate of
$.002 per minute of use until March 31, 2001, $.00175 per minute of use from
April 1, 2001 through March 31, 2002 and $.0015 per minute of use from April 1,
2002 through March 31, 2003.
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In March 2001, we filed a formal complaint against Southwestern Bell
Telephone Company with the Kansas Corporation Commission seeking payment of past
due reciprocal compensation for calls to Internet service providers. We cannot
predict the outcome of this proceeding.

We are currently pursuing resolution of this issue with other incumbent
local exchange carriers. Our goal is to reach mutually acceptable terms for both
outstanding and future reciprocal compensation amounts for all traffic. We
cannot assure you that we will reach new agreements with these carriers on
favorable terms

As of December 31, 2000, we have provided reserves which we believe are
sufficient to cover any amounts which may not be collected, but we cannot assure
you that this will be the case. Our management will continue to consider the
circumstances surrounding this dispute periodically in determining whether
additional reserves against unpaid balances are warranted.

OPERATING EXPENSES. Our principal operating expenses consist of network
operating costs, selling, general and administrative expenses, stock option
compensation expense and depreciation and amortization. Network operating costs
include charges from termination and unbundled network element charges; charges
from incumbent local exchange carriers for resale services; charges from long
distance carriers for resale of long distance services; salaries and benefits
associated with network operations, billing and information services and
customer care personnel; franchise fees and other costs. Network operating costs
also include a percentage of both our intrastate and interstate revenues which
we pay as universal service fund charges. National data platform operating
expenses include space, power, transport, maintenance, staffing, sales, general
and administrative and rental expenses under our operating lease agreements.
Certain of these costs are passed through to the carrier customer which allows
us to limit our maintenance and servicing costs to predetermined levels, and to
receive additional revenues for any costs incurred in excess of such
predetermined levels. Selling, general and administrative expenses consist of
sales personnel and support costs, corporate and finance personnel and support
costs and legal and accounting expenses. Depreciation and amortization includes
charges related to plant, property and equipment and amortization of intangible
assets, including franchise acquisition costs. Depreciation and amortization
expense will increase as we place additional equipment into service expanding
our existing networks.

INTEREST EXPENSE. Interest expense includes interest charges on our
senior notes, senior discount notes, our senior secured credit facilities and
our Internet infrastructure equipment financings. Interest expense also includes
amortization of deferred financing costs.

RESULTS OF OPERATIONS
YEAR ENDED DECEMBER 31, 2000 COMPARED TO YEAR ENDED DECEMBER 31, 1999

REVENUE. Revenue increased 225% from $64.3 million for 1959 to $209.2
million for 2000. This increase is attributable to the fact that our Tier III
Market business derived revenues from 37 markets during 2000 compared to 23
markets during most of 1999 as well to the fact that our Nationwide Data
Platform business began toc generate revenues for the first time in the third
quarter of 2000. In addition, each of our Tier III markets that generated
revenues during 1999% generated increased revenues during 2000.

On-network local switched services, long  distance services,
Centrex-type services, private 1line services, special access services and
Internet access infrastructure revenues ("On-network revenues®) represented 9S5%
of total revenue in 2000, compared to 69% of total revenue in 1999; while
revenue derived from the resale of switched services ("Resale revenue")
represented 5% and 31% of total revenue, respectively, during those periods.
On-network revenues include revenues derived from services provided through
direct connections to our own networks, services provided by means of unbundled

T network elements leased from the incumbent local exchange carrier and services
= .. provided by dedicated line. In addition, we recognized reciprocal compensation
'“ revenue of approximately $18.2 million or 8.7% of our total revenue for the year
2000.
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NETWORK OPERATING COSTS. Network operating costs, excluding non-cash
stock compensation expense, increased 108% from $81.7 million for 1399 to $169.6
million for 2000. This increase of $87.9 million is due primarily to the
increase in the number of markets in which we operated in 2000 as compared to
1998 combined with expenses vrelated to the startup of our Nationwide Data
Platform business in the third quarter of 2000. The components of this increase

24

are $48.3 million in direct costs associated with our Tier III Market and
Nationwide Data Platform businesses which provide on-network services, including
leasing unbundled network elements, and resale services, $18.0 million in
personnel costs, $7.3 million in network support services, $5.4 million in
consulting and professional services costs, $2.7 million in telecommunications
costs and $6.2 million in other direct operating costs.

SELLING, GENERAL AND ADMINISTRATIVE EXPENSES. Selling, general and
administrative  expenses, excluding non-cash stock compensation — expense,
increased 92% from $84.4 million for 1999 to $162.3 million in 2000. This
increase of $77.9 million is due primarily to the increase in the number of
markets in which we operated in 2000 as compared to 1599 as well as to the fact
that our Nationwide Data Platform business commenced operations for the first
time in the third quarter of 2000. The components of this increase are $38.0
million in personnel costs, $11.0 million in professional costs, $5.7 million in
facility costs, $3.2 million in telecommunications costs and $2.4 million in
travel related costs, as well as increases in other marketing and general and
administrative costs aggregating approximately $17.6 million, including amounts
related to our arrangement with KNT.

STOCK OPTION COMPENSATION EXPENSE. Stock option compensation expense, a
non-cash charge, in aggregate increased 16% from $29.8 million in 1999 to $34.6
million for 2000. This increase is due primarily to an increase in the estimated
fair value of our common stock, as well as. the grant of additional option awards
during 2000.

DEPRECIATION AND AMORTIZATION. Depreciation and amortization expense
increased 162% from $2%.1 million for 1999 to $76.1 million for 2000. This
increase is due primarily to depreciation expense associated with the greater
number of networks in commercial operation during 2000,

INTEREST INCOME. Interest income increased 36% from $8.7 million in
1999 to $11.8 million in 2000. The increase is due primarily to larger average
cash, cash equivalent and restricted cash balances during 2000 as compared to
1999, as well as receiving interest at a higher average rate.

INTEREST EXPENSE. Interest expense increased 97% from $69.4 million in
1999 to $136.4 willion in 2000. Of this increase, $49.2 million is related to
higher borrowings under our senior secured credit facilities, $15.1 million is
attributable to the fact that our $275 million of 13 1/2% senior notes, issued
in May 1993, were outstanding throughout all of 2000, $4.9 million is due to
accretion and amortization of financing costs on our senior discount notes and
$1.6 million is due to our Nationwide Data Platform business. The individual
increases above were offset by a $3.8 million increase in capitalized interest
related to network construction projects which increased from $6.6 million
during 1999 to $10.4 million during 2000.

NET LOSS BEFORE CUMULATIVE EFFECT OF CHANGE IN ACCOUNTING PRINCIPLE.
For the reasons stated above, net loss before cumulative effect of change in
accounting principle increased f£from $225.7 million for 1999 to $358.0 million
for 2000.

YEAR ENDED DECEMBER 31, 1999 COMPARED TO YEAR ENDED DECEMBER 31, 1998

REVENUE. Revenue increased 187% from $22.4 million for 1998 to $64.3
million for 1999. This increase is primarily attributable to revenues derived
from 23 markets we serviced during 1989, as compared to 1598 when we derived
revenues from only 8 markets during the entire year, and began to derive
revenues from 14 additional markets during the fourth guarter of 1998. In
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addition, each of our markets that generated revenues during 1998 generated
increased revenues during 1999.

During 1998 and 1599, we recognized revenue which we believed was due
to us from incumbent local exchange carriers for terminating 1local traffic of
Internet service providers. We determined to recognize this revenue because we
concluded, based upon all of the facts and circumstances known to us at the
time, including numerous state public service commission and state and federal
court decisions upholding competitive local exchange carriers' entitlement to
reciprocal compensation for such calls, that realization of those amounts was
reasonably assured. On October 13, 1999, however, the Louisiana Public Service
Commission ruled that local traffic to Internet service providers in Louisiana
is not eligible for reciprocal compensation. As a result of that ruling, we
determined that we could no longer conclude that realization of amounts
attributable to termination of local calls to Internet service providers in
Louisiana was reasonably assured. Accordingly, we recorded an adjustment to
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reduce revenue in the third quarter of 1999, which reversed all reciprocal
revenue recognized related to Internet service provider traffic in Louisiana for
the entire vyear of 1998 and the first nine months of 1999. The adjustment
amounted to $4.4 million, of which $1.1 million relates to the year ended
December 31, 1998 and $3.3 million relates to the nine months ended September
30, 1899.

Although incumbent local exchange carriers, such as BellSouth {prior to
our May 2000 settlement with them), have generally withheld payments of amounts
due for reciprocal compensation to competitive local exchange carriers like us
for calls to Internet service providers and disputed the entitlement of
competitive local exchange carriers to reciprocal compensation for such calls in
jurisdictions other than Louisiana as well, we have determined to continue to
recognize amounts due to us for reciprocal compensation for such calls in
jurisdictions other than Louisiana and South Carolina (which is the only other
jurisdiction in which we currently operate that has adopted a similar position)
because we have concluded, based upon all of the facts and circumstances,
including numerous state public sexrvice commissions and state and federal court
decisions upholding competitive local exchange carriers:® entitlement to
reciprocal compensation for such calls, that realization of such amounts is
reasonably assured.

Revenue for 1998 and 19%9 included $14.2 million and $19.7 million,
respectively, derived from resale services and an aggregate of $8.2 million and
$44.6 million {including, after giving effect to the third quarter 1999 $4.4
million adjustment for Louisiana, $9.7 million of revenue related to reciprocal
compensation during 1999), respectively, of revenue derived from on-network
services. Resale services represented 63% of revenue in 1998 and 31% of revenue
in 1999.

NETWORK OPERATING COSTS. Network operating costs, excluding non-cash
stock compensation expense, increased 195% from $27.7 million in 1998 to $81.7
millien in 1999. This increase of $54.0 million was due primarily to the
increase in the number of markets in which we operated in 1999. The components
of this increase are $27.7 million in direct costs associated with providing
on-network services, including leasing unbundled network elements, and resale
services, $514.3 million in personnel costs, $4.2 million in network support
gservices, $5.1 million in consulting and professional services costs, $600,000
in facility costs, $900,000 in travel costs and $1.2 million in
telecommunications and other direct operating costs.

SELLING, GENERAL AND ADMINISTRATIVE EXPENSES. Selling, general and
administrative expenses, excluding non-cash stock compensation expense,
increased 147% from $34.2 million in 1998 to $84.4 mwillion in 1999%. This
increase of approximately $50.2 million resulted primarily from increases of
$25.4 million in personnel costs, $5.1 million in professional costs, §$3.4
million in travel related costs, as well as increases in other marketing and
general and administrative costs aggregating approximately $16.3 million. These
increases were due primarily to the greater number of networks in commercial
operation during 1859.
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STOCK OPTION COMPENSATION EXPENSE. Stock option compensation expense, a
non-cash charge, increased 320% from an aggregate of $7.1 million for 1598 to
$29.8 million for 1983. This increase primarily resulted from an increase in the
estimated fair value of our common stock, as well as the grant of additional
option awards during 199S.

DEPRECIATION AND AMORTIZATION. Depreciation and amortization expense
increased £rom $9.3 million for 1898 to $29.1 million for 1999, primarily as a
result of depreciation expense associated with the greater number of networks in
commercial operation during 1998%.

OTHER EXPENSE. During the second quarter of 1599, we recorded a $4.3
million charge to other expense in comnection with an unfavorable arbitration
award. The net amount due under the terms of the award was paid in full in June
1999.

INTEREST INCOME. Interest income remained consistent from $8.8 million
in 1998 to $8.7 million in 1999.

INTEREST EXPENSE. Interest expense increased from $29.8 million in 1998
to $69.4 million in 1999. Of this increase, $23.3 million is attributable to the
fact that our $275 million of 13 1/2% senior notes were issued in May 1999,
$10.9 million is attributable to higher borrowings under our senior secured
credit facility and $6.9 million is attributable to increased accretion year
over year on our senior discount notes. The individual increases above were
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offset by a $1.5 million increase in capitalized interest vrelated to network
construction projects from $5.1 million during 1998 to $6.6 million during 1999.

‘ NET LOSS. For the reasons stated above, net loss increased from $76.8
million for 1998 to $225.7 million for 1999. '

STOCK COMPENSATION PLAN

During 1996 and 1997, one of our principal operating subsidiaries
granted options to purchase shares of its common stock pursuant to its 1996
Stock Plan. On June 26, 1998, our board of directors adopted the 1998 Stock
Purchase and Option Plan for Key Employees of KMC Telecom Holdings, Inc. and
Affiliates which authorizes the grant of options to purchase shares of our
common stock and replaced our 1996 Stock Plan. During the third quarter of 1998,
we replaced the options to purchase shares of common stock previously granted
under the 1996 Stock Plan, with options to purchase shares of our common stock
granted under the 1998 Stock Plan. We also granted new options to some
additional employees. Upon cancellation of the outstanding options under the
1996 Stock Plan, we reversed all compensation expense previously recorded with
respect to those options. Additionally, to the extent the fair value of our
common stock exceeded the exercise price of the options granted under the 1998
Stock Plan, we recognized compensation expense related to such options to the
extent vested. The net effect of the cancellation of the options outstanding
under the 1996 Stock Plan and the grant of options under the 1998 Stock Plan
resulted in a credit to compensation expense of approximately $600,000 in 1998.

Some of the provisions in the stock option awards granted undexr the
1528 Stock Plan will necessitate that the awards be treated as variable stock
compensation awards pursuant to Accounting Principles Board Opinion No. 25,
Accordingly, compensation expense will be charged or credited periodically
through the date of exercise or cancellation of such stock options, based on
changes 1in the wvalue of our stock as well as the vesting schedule of such
options. These compensation charges or credits are non-cash in nature, but could
have a material effect on our future reported net income (loss}.

LIQUIDITY AND CAPITAL RESQURCES

We have incurred significant operating and net losses as a result of
the development and operation of our networks. We expect that such losses will

Copyright 2001 EDGAR Online, Inc, (ver 1.01/2.003) Page 29
DCOl/JENKE/147091.2




KMC TELECOM HOLDINGS INC — 10-K — Annual Report Date Filed: 4/17/2001

continue as we emphasize the development, construction and expansion of ocur
networks and build our customer base. As a result, we do not expect there to be
any cash provided by operations in the near future. We will also.need to fund
the expansion of our networks and our capital expenditures related to our
nationwide data platform business. We have financed our operating losses and
capital expenditures with equity invested by our founders, preferred stock
placements, credit facility borrowings, equipment loans, operating leases,
monetizations and our 12 1/2% senior discount notes and 13 1/2% senior notes.

During the first quarter of 2000, we amended, restated and combined our
prior senior secured credit facility and our prior Lucent facility in a single
$700.0 million facility. Under this amended senior secured credit facility, our
subsidiaries which own our 37 existing networks are permitted to borrow up to an
aggregate of $700.0 million, subject to certain conditions, for the purchase of
fiber optic cable, switches and other telecommunications equipment and, once
certain financial conditions are met, for working capital and other general
corporate purposes.

During the quarter ended June 30, 2000, our subsidiary, XMC Telecom,
IV, Inc., <closed a new senior secured term loan from Lucent Technologies 1Inc.
Proceeds from this loan were to be used to purchase or install Lucent products.
This loan agreement was subsequently terminated by both parties and the
equipment purchased under it was returned to Lucent.

In July 2000, we issued shares of Series G Convertible Preferred Stock
to Lucent Technologies, Dresdner Kleinwort Benson Private Equity Partners, CIT
Lending Services, Nassau Capital Partners and Harold N. Kamine, our Chairman,
for aggregate gross proceeds of $182.5 million {See Note 7, "Redeemable and
Nonredeemable Equity-SERIES G PREFERRED STOCK," of the Notes to Consolidated
Financial Statements included in Item 8 of this Report on Form 10-K). The Series
G Convertible Preferred Stock has an aggregate liquidation preference of $182.5
million and an annual cumulative dividend equal to 7% of the liguidation
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preference. Payment of the unpaid dividends is triggered by an initial public
offering in which we receive aggregate gross proceeds of at least $80.0 million
or a merger, consolidation or sale of substantially all of our assets. In such
event, we may elect te pay these dividends with additional shares of our common
stock.

In March 2001, we entered into a financing transaction (see Note 18,
"subsequent Events-KMC FUNDING MONETIZATION," of the Notes to Consclidated
Financial Statements included in Item 8 of this Report on Form 10-K) that
resulted in us receiving unrestricted gross proceeds of $325.0 from a secured
loan. The KMC Funding Monetization is secured by the future cash flows from our
Nationwide Data Platform business contract that was entered intc in June 2000
(see Note 9, "Significant Contracts and Customers," of the Notes to Consolidated
Financial Statements included in Item 8 of this Report on Form 10-K}. The KMC
Funding Monetization requires that the principal and interest be paid on a
monthly basis upon receipt of the monthly proceeds from the related contract. We
retain the right to receive the remaining cash flows from this contract which
are expected to be approximately 25% of the monthly cash flows (from which
on-going operational expenses mwmust be paid). We realized net proceeds of
approximately $145.5 wmillion after using the proceeds to pay off the 48 month
term loan we obtained pursuant to our November 2000 agreement with Dresdner
Kleinwort Benson North American lLeasing, Inc. to finance our acquisition of the
KMC Funding Equipment (see Note 5, "Long-Term Debt - KMC FUNDING INTERNET
INFRASTRUCTURE EQUIPMENT FINANCING," of the Notes to Consolidated Financial
Statements included in Item 8 of this Report on Form 10-K}, as well as to pay
any financing fees and expenses related to the monetization.

In March 2001, we entered into a financing transaction ({see Note 18,
"Subsequent Events-KMC FUNDING V MONETIZATION," of the Notes to Consolidated
Pinancial Statements included in Item 8 of this Report on Form 10-K) that
resulted in us receiving unrestricted gross proceeds of $225.4 million from a
secured loan. The KMC Funding V Monetization is secured by the future cash flows
from our Nationwide Data Platform business contract that was entered into in
March 2000 (see Note 9, “"Significant Contracts and Customers,” of the Notes to
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Consolidated Financial Statements included in Item 8 of this Report on Form
10-K}. The KMC Funding V Monetization requires that the principal and interest
be paid on a monthly basis upon receipt of the monthly proceeds from the related
contract. We retain the right to receive the remaining cash flows from this
contract which are expected to be approximately 25% of the monthly cash flows
{from which on-going operational expenses must be paid). We realized net
proceeds of approximately $125.5 million after using the proceeds to exercise
our purchase option with respect to the KMC Funding V Equipment which we were
leasing from GECC and CIT Lending Services Corporation under an operating lease,
as well as to pay any financing fees and expenses related to the monetization.

In March 2001, we purchased approximately $65.0 million of Voice over
Internet Protocol equipment in association with entering into an agreement with
Qwest (see Note 18, "Subsequent Events - VOIP EQUIPMENT CONTRACT," of the Notes
to Ceonsolidated Financial Statements included in Item 8 of this Report on Form
10-K). We expect to enter into a financing transaction to fund the cost of thisg
equipment; however, we can give no assurances that we will be able to obtain
such financing.

In April 2001, we further amended our amended senior secured credit
facility. The aggregate amount of the facility remains at $700.¢0 million and
funds are available under it for the same purposes. The primary changes effected
by the amendment were (i) changes to certain of the financial covenants to
reflect changes in the Company's business since the amended senior secured
credit facility was entered into and to permit continued compliance with those
covenants by the borrowers in accordance with its revised business plan, (ii) to
conform the repayment schedules of both term loans and the revolving loan, (iii)
to require the borrowers to make an aggregate of $100 million in prepayments on
the loans in accordance with an agreed schedule, (iv) to require the Company to
use a portion of the proceeds of future equity issuances in excess of a
cumulative $200.0 million to make additional prepayments on the locans, (v} to
require the Company to use agreed upon portions of the proceeds from certain
sales of assets to make additional prepayments on the loans, (vi) to reguire the
Company to use agreed upon portions of the excess cash flows from its Nationwide
Data Platform business to make additional capital contributions to the
borrowers, (vii) to require the Company to restructure those of its subsidiaries
involved in its Nationwide Data Platform business under a single subsidiary
holding company, the shares of which will be pledged as additional collateral
for KMC Holding's obligations under its guaranty of the amended senior secured
credit facility, and (viii) to increase the interest rate. In connection with
the amendment, the lenders also waived failures by the borrowers to comply with
certain of the prior financial covenants as of March 31, 2001, and the Company
made aggregate capital contributions to the borrowers of $200.0 million. 1In
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addition, the collateral for KMC Holdings' guaranty of the facility was expanded
to include substantially all of the assets of KMC Heldings. For a more detailed
discussion of this amendment see Note 18, "Subsequent Events - AMENDMENT TO
AMENDED SENIOR SECURED CREDIT FACILITY," included in Item 8 of this Report on
Form 10-K.

As of March 30, 2001, we had $656.2 million and §550.4 million of
indebtedness outstanding under the amended senior secured credit facility and
the combined KMC Funding V Monetization and KMC Punding Monetization,
respectively. Subject to certain conditions, as of that date we had an
additional $43.8 million in borrowing capacity available under the amended
senior secured facility. The KMC Funding V Monetization and KMC Funding
Monetization were both fully drawn at that date.

Net cash provided by financing activities from borrowings and equity
issuances was $659.4 million and our net cash used in operating and investing
activities was $635.4 million for the year ended December 31, 2000.

We made capital expenditures of $161.8 million in 1998, $440.7 million
in 1999, and $457.7 million in 2000. Of the total capital expenditures for 2000,
$280.7 million was related to the Tier III Markets business segment and $177.0
million was for the Nationwide Data Platform business segment. As of March 30,
2001, we had outstanding purchase commitments aggregating approximately $32.2
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million related to the purchase of fiber optic cable and telecommunications
equipment under our agreements with certain suppliers and service providers. We
currently anticipate capital expenditures to be approximately $120.Q million for
the Tier III Markets business for 2001. It is our intention that capital
expenditurea for the Nationwide Data Platform business will be financed
separately and therefore will not affect our current liquidity position. The
majority of the Tier III Market expenditures are expected to be made for network
expansion to facilitate the offering of our services. We expect to continue to
incur operating losses while we expand our business and build our customer base.
Actual capital expenditures and operating losses will depend on numerous
factors, including the nature of future expansion and acquisition opportunities
and factors beyond our control, including economic conditions, competition,
regulatory developments and the availability of capital.

We believe that our cash and borrowings available under the amended
senior secured credit facility will be sufficient to meet our liguidity needs to
fund operating losses and capital expenditure requirements for all of our 37
Tier III markets, our current Nationwide Data Platform contracts and other
existing commitments into the second guarter of 2002.

However, in the event that our plans change, the assumptions upon which
our plans are based prove inaccurate, we expand or accelerate our business plan
or we determine to consummate acquisitions, the foregoing sources of funds may
prove insufficient and we may be regquired to seek additional financing soonerxr
than we currently expect. Additional sources of financing may include public or
private equity or debt financings, leases and other financing arrangements. We
can give no assurance that additional financing will be available to us or, if
available, that it can be obtained on a timely basis and on acceptable terms.

We Dbelieve that the present market prices of our 12 1/2% senior
discount notes and our 13 1/2% senior notes represent an opportunity for us to
reduce our long-term debt. Accordingly, our subsidiaries have recently made, and
may in the future make, purchases of senior discount notes and/or senior notes
in the open market from time to time at then prevailing market prices. Certain
of our officers and directors may also make purchases for their own account. We
may utilize a portion of our unrestricted cash to pay for any purchases of
senior discount notes or senior notes that we may make.

CERTAIN FACTORS WHICH MAY AFFECT OUR FUTURE RESULTS

WE HAVE A LIMITED OPERATING HISTORY AND HAVE INCURRED SIGNIFICANT NEGATIVE
CASH FLOW FROM OPERATIONS AND SIGNIFICANT NEGATIVE EBITDA SINCE INCEPTION

We commenced material operations in 1996 and, as a result, we have a
limited operating history and limited revenues. We have only recently completed
the process of building many of our networks. Accordingly, you will have limited
historical financial information upon which to base your evaluation of our
business. Cur prospects for financial and operational success must be considered
in light of the risks, expenses and difficulties frequently encountered by
companies in their early stage of development.
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In connection with the expansion of our networks we have incurred and
expect to continue to incur significant negative cash flow from operations while
we expand our business and build our customer base. Our negative cash flow and
negative EBITDA have increased in each of the last five years. Our operating
losses and cash used by operations will increase as a result of the continuation
of our expansion strategy.

For the year ended December 31, 2000, we had revenues of $209.2
million, negative cash flow from operations of $146.4 million and negative
EBITDA of $157.2 million.

We might not achieve or sustain profitability or at any time have
sufficient resources to meet our capital expenditure and working capital
requirements. We will need to significantly increase our revenues and cash flows
to meet our debt service obligations.
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OUR FUTURE GROWTH MAY REQUIRE SUBSTANTIAL ADDITIONAL CAPITAL

Our current plans for expansion may require substantial additional cash
from cutside sources. We currently anticipate that our capital expenditures for
2001 will be approximately $120.0 million for the Tier III Markets business. It
is our intention that capital expenditures for the Nationwide Data Platform
business will be financed separately and therefore will not affect our current
liquidity position. We will also have substantial net losses to fund and our
substantial cash requirements will continue into the foreseeable future.

Additional sources of financing may include:

o public or private equity or debt financings,
o capitalized leases, and
o other financing arrangements.

Additional ‘financing may not be available to us on acceptable terms,
within the limitations contained in the documents relating to our indebtedness,
or at all. Failure to obtain such additional financing could result in the delay
or abandonment of some or all of our development and expansion plans and
expenditures.

WE HAVE A SUBSTANTIAL AMOUNT OF INDEBTEDNESS, SIGNIFICANT DEBT SERVICE
REQUIREMENTS AND REFINANCING RISKS

As of March 31, 2001, we had approximately $1.8 billion of indebtedness
outstanding. In addition, until February 15, 2003, our senior discount notes
accrete in value instead of paying cash interest. At March 31, 2001, the
carrying wvalue of the notes was $350.8 million, which will accrete to a
principal amount of $460.8 million as of February 15, 2003. Subsegquently, we
will be required to make semi-annual cash interest payments on these notes. Our
substantial indebtedness could have important consequences. For example, it
could:

o limit our ability to obtain additional financing in the future,

o require us to dedicate a substantial portion of our cash flow from
operations to make payments on our indebtedness, thereby reducing
the funds available to us for other purposes, including working
capital and capital expenditures,

o limit our flexibility in planning for, or reacting to changes in,
our business or the industry in which we operate,

o make us more highly Ileveraged than many, if not all, of our
competitors, which could place us at a competitive disadvantage
relative to our competitors that are less leveraged, and

o increase our vulnerability in the event of a downturn in our
business.
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The documents under which ocur long-term debt was issued contain a
number of significant covenants. These covenants limit, among other things, our

ability to:
o borrow additional money,
o create liens,
i; o engage in sale-leaseback transactions,
P o pay dividends,
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o make investments,

=} sell assets,

° issue capital stock, ’

o redeem capital stock,

o merge or consclidate, and.

o enter into transactions with our stockholders and affiliates.

The limitations contained in the documents under which our long-term
debt was issued are subject to a number of important qualifications and
exceptions. In particular, while the indentures applicable to our senior
discount notes and our senior notes restrict our ability to incur additional
indebtedness, they do permit us to incur an unlimited amount of purchase money
indebtedness. If we incur new indebtedness, the related risks that we and our
subsidiaries now face could intensify.

Under our credit facilities, certain of our subsidiaries are required
to meet a number of financial tests at the end of each quarter. In addition,
these subsidiaries are required to prepay at least $100 million of indebtedness
under those credit facilities prior to May 1, 2002. Failure to comply with these
tests or to make the required prepayments could limit their ability to make
further borrowings, or could result in a default under our credit facilities,
allowing the lenders to accelerate the maturity of the locans made thereunder.
Our subsidiaries might not he able to comply with these covenants in the future.

If we fail to meet our obligations under the documents governing our
indebtedness there could be a default on our indebtedness which would permit the
holders of substantially all of our indebtedness to accelerate the maturity
thereof.

In connection with the build-out of our networks and expansion of our
services, we recorded negative EBITDA and our earnings were insufficient to
cover fixed charges for 1998, 1995 and 2000. After giving effect to the increase
in interest expense resulting from the establishment of the forty-eight wmonth
term loan with Dresdner Kleinwort Benson North American Leasing Inc. which we
entered into in November 2000 to purchase the KMC VI Equipment (and which was
later repaid with a portion of the proceeds from the KMC Funding Monetization)
and the termination of the KMC Telecom IV credit facility as if they occurred on
January 1, 2000, our earnings would have been insufficient to cover f£fixed
charges by $370.1 million for the year ended December 31, 2000. We might not be
able to improve our earnings before fixed charges or EBITDA. If we do not, we
will not be able to meet cur debt service obligations.
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BECAUSE WE ARE A HOLDING COMPANY, WE WILL BE RELIANT ON FUNDS FROM OUR
SUBSIDIARIES TO REPAY OUR INDEBTEDNESS AND OUR SUBSIDIARIES' CREDITORS MAY HAVE
PRIORITY ON THOSE FUNDS

We are a holding company whose sole material asset is the common stock
of our subsidiaries. In connection with the amended senior secured credit
facility, we have reaffirmed the pledge of all of the common stock of our
operating subsidiaries that own our 37 existing networks to the lenders under
the amended senior secured credit facility. These operating subsidiaries, which
currently own substantially all of our operating assets related to our Tier III
Markets business, are directly 1liable to the lenders under the amended senior
secured credit facility. 1In addition, under a recent amendment to the amended
senior secured credit facility, we will be required to pledge to the lenders all
of the commeon stock of a subsidiary holding company which we will organize to
hold all of the common stock of the operating subsidiaries through which we
conduct our National Data Platform business.

We must rely upon dividends and other payments from our operating
subsidiaries to generate the funds necessary to meet our obligations, including
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the payment of principal and interest on the notes. These subsidiaries are
legally distinct from us and have no obligation to pay amounts due by us. The
ability of our operating subsidiaries to make such payments <to us will be
subject to, among other things, the availability of funds, the terms of each
operating subsidiary's indebtedness and applicable state laws. In particular,
the terms of the operating subsidiaries' credit facilities prohibit them from
paying dividends and principal and interest on intercompany borrowings unless,
among other things, they are in compliance with certain financial covenants.
Accordingly, we cannot assure you that we will be able to obtain any funds from
our operating subsidiaries.

Claims of creditors of our subsidiaries, including trade creditors,
will generally have priority as to the assets of such subsidiaries over the
claims of the Company and the holders of our indebtedness and capital stock. We
have unconditionally guaranteed the repayment of the amended senior secured
credit facility.

THERE ARE RISKS IN CONNECTION WITH OUR NATIONWIDE DATA PLATFORM BUSINESS

We have entered into a number of guaranteed revenue contracts with
carrier customers whereby we, as the local service provider, will provide data
telecommunications services to these companies for approximately 42 to 51
months. At the present time we have commitments under these agreements to
provide more than one million ports.

To date, we have principally financed the capital cost of the eguipment
agssociated with the provision of this service. We are wholly dependent upon
payment of fees under agreements with the carrier customers in order to fund the
required financing.

We do not have an option to renew or extend these agreements. In
addition, given the rapid change in technology in the telecommunications
industry, the equipment may be obsolete at the end of the term.

Currently, more than 96% of the ports comprising our nationwide data
platform are subject to our contracts with Qwest. Any failure by Qwest to make
the contracted payments would have a material adverse effect on our business.

QOUR INDUSTRY IS EXTREMELY COMPETITIVE AND MANY OF OUR COMPETITORS HAVE
GREATER RESOURCES THAN WE HAVE

The telecommunications industry is extremely competitive, particularly
with respect to price and service. We face competition in all of our markets,
primarily from incumbent local exchange carriers. Generally, our incumbent local
exchange carrier competitor is one of the regional Bell operating companies. The
incumbent local exchange carriers:

o have long-standing relationships with their customers,

o have financial, technical and marketing resources substantially
greater than we have,

=] have the potential to fund competitive services with revenues from
a variety of businesses, and
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o currently benefit from a number of existing regulations that favor
these carriers.

We do not believe that Tier III markets can profitably support more
than two facilities-based competitors to the incumbent local exchange carrier.
In several of our markets we face competition from two or more facilities-based
competitive local exchange carriers. After establishing and funding a network in
a given market, the marginal cost of carrying an additional call is negligible.
Accordingly, in Tier III markets where there are three or more facilities-based
competitive local exchange carriers, we expect substantial price competition. We
believe that such markets may be unprofitable for one or more operators.
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Potential competitors in our markets include:

o microwave carriers, .

o wireless telecommunications providers,

o cable television companies, utilities, regional Bell operating
companies seeking to operate outside their current local service
areas,

o independent telephone companies, and

o large long distance carriers, such as AT&T and MCI WorldCom, which
have begun to  offer integrated 1local and 1long distance

telecommunications services.

Industry consclidation and the formation of strategic alliances within the
telecommunications industry, as well as the development of new technologies,
could also give rise to significant new competitors for us.

A large portion of our Nationwide Data Platform business will be
conducted in larger Tier I and Tier II markets. We expect that our primary
competitors in this business will be both incumbent local exchange carriers and
other competitive local exchange carriers. Because the regional Bell operating
companies and other incumbent local exchange carriers tend to focus their
efforts on Tier I and Tier II markets, they will have a significantly greater
local presence in these markets. In addition, due to the larger size of the
markets, there are a greater number of facilities-based competitive 1local
exchange carriers competing for data business in these markets than we usually
face in Tier III markets. For this reason, we generally will not enter these
markets to offer nationwide data platform services unless we have a pre-existing
agreement with a significant customer justifying our presence in the market.

. One of the primary purposes of the Telecommunications Act of 1996 is to
promote competition, particularly in local markets. Recent regulatory
initiatives allow competitive 1local exchange carriers like us to interconnect
with incumbent local exchange carrier facilities. This provides increased
business opportunities for us. However, thesge regulatory initiatives have been
accompanied by increased pricing flexibility for, and relaxation of regulatory
oversight of, the incumbent 1local exchange carriers. If the incumbent 1local
exchange carriers engage in increased volume and discount pricing practices or
charge us increased fees for interconnection to their networks, or if the
incumbent local exchange carriers delay implementation of our interconnection to
their networks, our business may be adversely affected.

To the extent we interconnect with and use incumbent local exchange
carrier networks to serve our customers, we are dependent upon their technology
and capabilities. The Telecommunications Act imposes interconnection obligations
on incumbent local exchange carriers, but we cannot assure you that we will be
able to obtain the interconnections we require at desirable rates, terms and
conditions. In the event that we experience difficulties in obtaining
appropriate and reasonably priced service from the incumbent local exchange
carriers, our ability to serve our customers would be impaired.

Both the long distance and data transmission businesses are extremely
competitive. Prices in both businesses have declined significantly in recent
years and are expected to continue to decline. Our long distance services face
competition from large carriers such as AT&T, MCI WorldCom and Sprint. We will
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rely on other carriers to provide transmission and termination for our long
distance traffic and therefore will be dependent on such carriers.

Although we expect to experience declining prices and increasing price
competition, we might not be able to achieve or maintain adequate market share
or revenue, or compete effectively, in any of ocur markets.
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INCUMBENT ILOCAL EXCHANGE CARRIERS HAVE DISPUTED THE ENTITLEMENT OF
COMPETITIVE LOCAL EXCHANGE CARRIERS TO RECIPROCAL COMPENSATION FOR CERTAIN CALLS
TC INTERNET SERVICE PROVIDERS .

In most states in which we provide services, our arrangements with the
incumbent local exchange carriers provide that every time a customer of an
incumbent local exchange carrier connects to an Internet service provider that
is one of our customers, we are entitled to receive payment from the incumbent
local exchange carrier. This payment is called "reciprocal compensation." The
incumbent local exchange carriers have objected to making reciprocal
compensation payments and are seeking to have this changed by legislation,
regulation and litigation. The incumbent local exchange carriers have threatened
to withhold, and in many cases have withheld, reciprocal compensation for such
calls. We recognized reciprocal compensation revenue of approximately $18.2
million or 8.7% of our revenue, related to these calls for the year ended
December 31, 2000. As of December 31, 2000, the receivable related to these
calls was approximately $7.2 million.

In May 2000, we reached a resolution of our c¢laims for payment of
certain reciprocal compensation charges previously disputed by BellSouth
Corporation. Under the agreement, BellSouth made a one-time payment that
resolved all amounts billed through March 31, 2000. In addition, we agreed with
BellSouth on future rates for reciprocal compensation, setting new contractual
terms for payment. Our prior agreement with BellSouth provided for a rate of
$.009 per minute of use for reciprocal compensation. Under the terms of the new
agreement, the rates for reciprocal compensation which will apply to all local
traffic, including Internet service provider-bound traffic, will decrease over
time. The reduction will be phased in over a three year period beginning with a
rate of $.002 per minute of use until March 31, 2001, $.00175 per minute of use
from April 1, 2001 through March 31, 2002 and $.0015 per minute of use from
April 1, 2002 through March 31, 2003.

In March 2001, we filed a formal complaint against Southwestern BRBell
Telephone Company with the Kansas Corporation Commission.seeking payment of past
due reciprocal compensation for calls to Internet service providers. We cannot
predict the outcome of this proceeding.

We are currently pursuing resolution of this issue with other incumbent
local exchange carriers. Our goal is to reach mutually acceptable terms for both
outstanding and future reciprocal compensation amounts for all traffic. We
cannot assure you that we will reach new agreements with these carriers on
favorable terms; nor can we assure you that changes in legislation or regulation
will not adversely affect our ability to collect reciprocal compensation.

WE RELY ON INCUMBENT LOCAL EXCHANGE CARRIERS FOR INTERCONNECTION AND
PROVISIONING

Although the incumbent local exchange carriers are legally required to
tunbundle” their network into discrete elements and permit us to purchase only
the network elements we need to originate and terminate our traffic, thereby
decreasing operating expenses, we cannot assure you that this unbundling will be
timely or result in favorable prices. We cannot service a new customer unless
the incumbent local exchange carrier sends a technician to physically alter its
network (known as provisioning). We have experienced delays in provisioning
unbundled network elements from incumbent local exchange carriers in the past
and these delays have hampered ouxr revenue growth. These delays may continue to
occur.

In January 1999, the  Supreme Court overturned the Federal
Communications Commission’s rules regarding which network elements must be
unbundled by the incumbent local exchange carriers, and remanded to the Federal
Communications Commission the guestion of which network elements are "necessary"
to competing carriers like us. The Supreme Court alsc remanded several issues to
the U.S. Court of Appeals for the 8th Circuit for further consideration.

On November 5, 1999, the Federal Communications Commission issued an
order establishing the network elements that must be offered by incumbent local
exchange carriers as unbundled network elements. The Federal Communications
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Commission reguired that most, but not all, of the network elements. specified in
its initial order, as well as some new network elements not included on the
original 1list, be made available by incumbent local exchange carriers. The
Federal Communications Commission also changed the obligation of incumbent local
exchange carriers to provide certain combinations of network elements. Various
parties have sought reconsideration and filed appeals of the Federal
Communications Commission's order. Those appeals and petitions are pending and
there can be no assurance as to their ultimate ocutcome.

On July 18, 2000, the U.S. Court of Appeals for the 8th Circuit issued
a decision in which it upheld the Federal Communication Commission's use of a
forward-locking methodology to establish prices for network elements, but the
Court vacated the agency's rule that the methodology applied should be based on
the use of the most efficient telecommunications technology currently available
and the lowest cost network configuration. Rather, the Court held that the
methodology must be applied based on the costs of the incumbent local exchange
carriers' existing facilities and equipment. The issue was remanded to the
Federal Communications Commission for further consideration. The Court's ruling
is currently under review by the U.S. Supreme Court. A decision by the Supreme
Court is expected in the Court's £all 2001 term. We are unable to provide
assurances as to the outcome of the Supreme Court case or of the remand
proceeding that must be conducted by the Federal Communications Commission.

The 8th Circuit also affirmed its prior decision to vacate the Federal
Communications Commission rule that required incumbent local exchange carriers
to provide combinations of network elements that are not ordinarily combined in
their networks. The Court's decision keeps in place the system whereby carriers
cannot obtain network element combinations unless the incumbent local exchange
carrier has already combined the elements in its network today. The Supreme
Court is currently reviewing this issue as well as the pricing issue described
above.

WE MUST COMPLETE THE INSTALLATION OF OUR CUSTOMER SERVICE SYSTEMS

Sophisticated information and processing systems are vital to our
growth and our ability to monitor costs, bill customers, provision customer
orders and achieve operating efficiencies. Initially, our billing and
information systems were designed largely in-house with partial reliance on
third-party vendors. These systems generally met our needs due in part to our
low wvolume of bills and orders. As we have expanded our services and our
customer base, the need for sophisticated billing and information systems has
increased significantly. We have embarked upon a program to implement a full
suite of order management, customer service, billing and financial applications.
These applications include electronic order tracking software developed by Eftia
08S Solutions Inc., providing comprehensive billing functions developed by
Billing Concepts Systems, Inc./APTIS, Inc. and financial software developed by
PeopleSoft, Inc. The installation of the operational support systems has been
substantially completed with development and expansion to continue as needed.
The initial installation of the new billing and financial systems was completed
during the second quarter of 1999. Additional development of the billing and
financial systems will be phased in over time as needed. Our failure to:

[} implement the new operational support systems on a timely basis,

o adequately identify all of our information and processing needs,
or

o upgrade our systems as necessary,

could have a material adverse effect on our business.

THERE ARE RISKS IN PROVIDING LONG DISTANCE SERVICES

We enter into wholesale agreements with long distance carriers to
provide us with long distance transmission capacity. These agreements typically
provide for the resale of long distance services on a per minute basis (some
with minimum volume commitments or volume discounts). The negotiation of these
agreements involves estimates of future supply and demand for long distance
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telecommunications transmission capacity, as well as estimates of the calling
pattern and traffic levels of our future long distance customers. Should we fail
to meet our minimum volume commitments, if any, pursuant to these agreements, we
may be obligated to pay underutilization charges or we may lose the benefit of
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all or a portion of the volume discounts we have negotiated. Likewise, we may
underestimate our need for long distance facilities and therefore be required to
obtain the necessary transmission capacity in "spot markets® which are often
more expensive than longer term contracts. We cannot assure you that we will
acquire 1long distance capacity on favorable terms or that we can accurately
predict long distance prices and volumes so that we can generate favorable gross
margins from our long distance business.

WE ARE SUBJECT TO SIGNIFICANT GOVEkNMENT REGULATION WHICH MAY CHANGE IN AN
ADVERSE MANNER

Cur networks and the provision of switched and private line services
are subject to significant regulation at the federal, state and local levels.
The telecommunications industry in general, and the competitive local exchange
carrier industry in particular, are undergoing substantial regulatory change and
uncertainty. We cannot assure you that future regulatory, judicial or
legislative changes, or other regulatory activities, will not have a material
adverse effect on our business. For a further discussion of regulatory issues
see Item 1 - "Business--Regulation" of this Report on Form 10-K.

WE WILL BE DEPENDENT UPON KNT NETWORK TECHNOLOGIES LLC FOR OUTSIDE NETWORK
RELATED CONSTRUCTION AND MAINTENANCE SERVICES

We are currently in negotiations to complete the transfer of our
construction division to KNT Network Technologies, LLC, a company independently
owned by Harold N. Kamine and Nassau Capital, our principal stockholders.
Pursuant to an arrangement between the parties, effective June 1, 2000, we
transferred substantially all of the employees of our construction division to
KNT. KNT is providing construction and maintenance services to us and is being
reimbursed for all of the direct costs of these activities. In addition, we are
currently funding substantially all of KNT's general overhead and administrative
costs at an amount not to exceed $15 million per annum. We will be dependent
upon KNT for performance of our network related construction needs.

WE ARE DEPENDENT ON AGREEMENTS WITH THIRD PARTIES FOR OUR RIGHTS-OF-WAY AND
FRANCHISES

We must obtain easements, rights-of-way, entry to premises, franchises
and licenses from various private parties, actual and potential competitors and
state and local governments in order to construct and operate our networks, some
of which may be terminated upon 30 or 60 days' notice to us. We cannot assure
you that we will obtain rights-of-way and franchise agreements on acceptable
terms or that current or potential competitors will not obtain similar
rights-of-way and franchise agreements that will allow them to compete against
us. If any of our existing £franchise or license agreements were terminated or
not renewed and we were forced to remove our fiber optic cables or abandon our
networks in place, such termination could have a material adverse effect on our
business. Our agreements for rights-of-way and similar matters generally require
us to indemnify the party providing such rights. Such indemnities could make us
liable for actions {including negligence of the other party).

THE TELECOMMUNICATIONS INDUSTRY IS SUBJECT TO RAPID TECHNOLOGICAL CHANGE

The telecommunications industry is subject to rapid and significant
changes in technology, and we must rely on third parties for the development of
and access to new technology. We cannot predict the effect of technological
changes on our business. For example, Voice over Internet Protocol technology is
not currently being used to any material extent for many of the purposes for
which we believe it will in the future. There may be significant obstacles in
implementing Voice over Internet DProtocol for these purposes. We believe our
future success will depend, in part, on our ability to anticipate or adapt to
these changes and to offer, on a timely basis, services that meet customer
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demands. In particular, service offerings in the data transmission sector of the
industry are expanding rapidly. We may not be able to anticipate or adapt to
such changes and to offer, on a timely basis, services that meet customers’®
demands. .

THE FUTURE SUCCESS OF OUR BUSINESS DEPENDS UPON KEY PERSONNEL

We believe that the efforts of a number of key management and operating
personnel will largely determine our success and the loss of any of such persons
could adversely affect us. We do not maintain so-called "key man" insurance on
any of our personnel. We have employment agreements with Mr. Lenahan, our Chief
Executive Officer, Mr. Young, our President and Chief Operating Officer, and Mr.
Stewart, our Chief Financial QOfficer, which expire at various times from March
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2003 through April 2005. Our success will alsc depend in part upon our ability
to hire and retain highly skilled and qualified operating, wmarketing, financial
and technical personnel. The competition for gqualified persomnel in the
telecommunications industry is intense and, accordingly, we may not be able to
hire or retain necessary personnel.
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ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK.

Market risks relating to our operations result primarili from changes
in interest rates. A substantial portion of our long-term debt bears interest at
a fixed rate. However, the fair market value of the fixed rate debt is sensitive
to changes in interest rates. We are subject to the risk that market interest
rates will decline and the interest expense due under the fixed rate debt will
exceed the amounts due based on current market rates. We have entered into two
interest rate swap agreements with commercial banks to reduce the impact of
changes in interest rates on a portion of our outstanding variable rate debt.
The agreements effectively fix the interest rate on $415.0 million of our
outstanding variable rate borrowings under our amended senior secured credit
facility due 2007. A $325.0 million interest rate sBwap agreement entered into in
Rpril 2000 terminates in April 2004 and a $90.0 willion interest rate swap
agreement entered into in June 2000 terminates in June 2005. For other
information regarding the swap agreements, see Note 6, "Interest Rate Swap
Agreements,” of the Notes to Consolidated Financial Statements included in Item
8 of this Report on Form 10-XK.

The following table provides information about our significant
financial instruments that are sensitive to changes in interest rates {(in
millions):

rair Value
on
Decenber Future Principal Payments
2 LT 2 T T T R T PP
2000 2001 2002 2003 2004 2008 Thexeafter Total

Long-Term Debt:
Fixed Rate:
Senior Discount Hotes,
interest payable at 12 1/3%,
maturing 2008......000000 § 85.3 3 - $ - $ - 8 - E] - § 340.2 5 340.2
Senior Notes, intexest
payable at 13 1/2%, maturing
2009, couonseomrrasreranns 109.% - - - - B 275.0 275.0
Variable rate:
A ded Senior
Credir Yacility, interest
variable (11.87% at
December 31, 2000)(a).... §18.2 - .6 54.5 99.9 136.5 326.7 618.2
Internet Infrastructure
Equipment Pinancing (38.75%

4

at December 31, 2000) (a). 110.¢ 18.3 1.4 3l.4 28.3 - - 110.0

Interest rate swaps:
varfiable rate for fixed rate {13.2) - - - - - - -
Total $ 909.8 $ 13.3 $ 32,0 $ 85.3 § 123.8 $ 136,35 § 941.9 § 1,343.4

(a) Interest is based on a variable rate, which at our option, is determined by
either a base rate or LIBOR, plus, in each case, a specified margin.

a8

ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA.

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

FORM 1¢-K
PAGE NO.
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REPORT OF INDEPENDENT AUDITORS

The Board of Directors and Stockholders
KMC Telecom Holdings, Inc.

We have audited the consolidated balance sheets of KMC Telecom
Holdings, 1Inc. as of December 31, 1999 and 2000, and the related consclidated
statements of operations, redeemable equity, nonredeemable equity and cash flows
for each of the three years in the period ended December 31, 2000. These
financial statements are the responsibility of the Company's management.
Our responsibility is to express an opinion on these financial statements based
on our audits.

We conducted our audits in accordance with auditing standards generally
accepted in the United States. Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the financial statements
are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An
audit alsco includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial
statement presentation. We believe that our audits provide a reasonable basis
for our opinion.

In our opinion, the consclidated financial statements referred to above
present fairly, in all material respects, the consolidated financial position of
KMC Telecom Holdings, Inc. as of December 31, 1999 and 2000, and the
consolidated results of its operations and its cash flows for each of the three
years in the period ended December 31, 2000, in conformity with accounting
principles generally accepted in the United States.
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/8/ ERNST & YOUNG LLP
MetroPark, New Jersey .
April 17, 2001
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XNC TELECOM HOLDINGS, INC.
CONSOLIDATED BALANCE SHEETS
{IN THOUSANDS}
DECEMBER 31
1989 2000
ASSETS
Curzent assets:
Cash and ¢ash equivalents....... PO s s e enm ek ac et 3 835,966 $ 109,977
Restricted dnvestmemEs . oottt tiuraaar et ia st e aa e 37,125 37,128
Accounts receivable, net of allouance for douhctul accounts of $5,551 and
$16,921 in 1999 and 2000, respectively.. 27,373 47,141
Prepald expenses and other current assets.. 1,378 14,888
TOCAL CUYYANEL BB B . . v v v uuurosoesassoeiasansnennnnaoonannnisssnnnosnrasesssnsseavnses 151,839 209,131
Long-term restricted investments..... iae 51,448 62,911
Networks, property and squipment, net . .. 639,324 1,021,684
Intangible agsgets, net..........0ueer . NN 3,602 3,838
Deferrsd financing cosata, net.. e 38,816 32,768
Other assets......... Vrveaeeaas et et etaiesetaa e eaaaaan fhbaaare e 1,013 928
$ 386,040 § 1,331,278
wmzmmmaamamn PR T
LIARILITIES, REDEEMABLE AND NONREDEEMABLE BQUITY (DEFICIENCY)
Current liabilities:
ACCOUNLS PAYAD L. L it i ittt im st et et s $ 167,458 $ 180,803
Accrued expenses.... Cidaraas s 37,047 71,608
Deferred FEVEOMEB vt onnvsrcannes rerany v hrsasaccsaear e s e eeres 4,309 17,839
Total current liabBiliodes. .. i iiiianar vt 208,848 272,247
Notes payable.......... . .o 235,000 728,173
Senior notes payable... . 275,000 275,000
Senior discount notes payable.. 301,137 340,181
Total liabilivies........... PN recena R R T R R L T R T OO N 1,019,983 1,615,601

Commitments and contingencies

Redeemable equity:

Senior redeemable, exchangeable, PIK preferred stock, par value $.01 per
share; authorized: 630 ahares in 1999 and 2000; shares i{ssued and
outstanding:
Series B, 65 shares in 1955 and 75 shares in 2000 ($74,954 liquidation
- 2 T R L L R L T 50,770 61,992
Series ¥, 44 shares in 1999 and 48 shares in 2000 {547,866 liquidation
Preference) ... uiasiiviianccaon b s aar ettt et s e 41,170 50,588
Redeemable cusmlative conveztible preferred scock par value §.01 per share; 499
shares authorized: shares issued and outstandiag:
Series A, 124 shares in 1999 and 2000 {$12,380 ligquidation preference)......... 71, 349 109,272
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Series C, 175 Bhares in 1999 and 2000 ($17,500 liquidarion preference)......... 40,302 72,703
Redeemable cumilative convertible preferred stock, par value $.01 pex
share; 2,500 shares authorized; shares issued and gutstanding:
Series G-1, -0- shares io 1959 and 5% shaze. in 2000 ($19, 300 liquidation
preferencel.......aiaun, cwavane i 19,435
Series 6-2, «0- shares in 1999 ud uz -kares 1u zooo (5152 soo liquldation *
PraferenCe] . it enurrecnvarrrnesnorovnron RN - 158,737
Redeemable common stock, ghares isaued and outatandiug. 22; 1n 1999 aad zooo....... 33,758 45,563
Redeemable COMMOR BLOCK WAXLAMLD . oo cuurartorneoacevcaavossroncsnmnnnssncsosoreanvanrs 12,9238 18,817
Total redeemable aquily. . ..o iintiirineeiirerinsionoanscnoovrasscorssransnssasanasns 350,470 538,145
Nonredeemable eguity (deficiency):
Common stock, par value $.01 per share: 4,350 phares authorized, issued and
outstanding, 629 shares In 1999 and 637 shares 1n 2000......vcveceuvnesnrsnnrenen [3 [
Unearned CoOMPensation. cu .. iee it iiaiieateinreainnrasosrscriasavascsocnsasnssrssnsn (9,163} {16,608)
Accumulated defdCit. co . i v ittty i e {375,256) {802,889}
Total nonredeemable equity (deficiency). . ii i iiitinnnsiiiiiiivnictcncccconrananennns (354 413) (81%,471)
$ us.mo $ 1,331,278

SEE ACCOMPANYING NOTES.
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XMC TELECOM HOLDIKGS, INC.

CONSOLIDATED STATEMENTS OF OPERATIONS
(IN THOUSANDS, EXCEPT PER SHARB AMOUNTS)

YEAR ENDED DECEMBER 31

1998 1599 2000
ReVenue....cvoevoncunns fesaaveir e e ann PR paercnee § 2,425 3 64,313 $ 205,138
Operating expenses:
Network operating costs:
Non-cask stock option compensation expense............. 568 2,387 2,731
Other network operating Costa.... .. viniiinvieenan. 27,699 81,678 169,593
Selling, general and administrative:
Non-cash stock option compensaticn expense............. 6,514 37,448 31, 848
Other selling, general and administzative.............. 34,171 84,434 162,175
Depreciation and amortifation......ceoviirenii®arannninenn, 9,257 29,077 78,129
Total OPeraling eXPeNSES. . ... ovuvuiiconcrconveormsnasssvmnnins 78,307 442,568
LOgs £rom OPerALioNS..cveasrrsrnirionncasnanotscorsrvasasvnnns {%8,782) (233,373
OLHEY SXPENBE. . ... renrrnrarrcccsmnatsacerrsacoreronstsnans - -~
INLETEest LOCOME. ... . iircrrneooreromcnarnsntrasossrasnarnness 2,818 11, 784
INEETEEY BXPOHES. . .tuirerareararsenasrosrsrasonorcranvoaracnns {29, ?39) $136,393)
Het loss before cumulacive effect of change in accounting
principle..... S {76,753) (357,982}
Cumulative effect of changa in accouating principle........... - {1,70%)
Het lOSB....cvcevrnnrananes e rExtecaeesereanaes e nann {76,753} {228, 716) (359,887}
Dividends and accretion on :edeemahle preferred stock......... {18 285) (91,833} {94,440}
Net loss applicable to common shareholders.................... § <95 038) $ (307.349) $ (454,127}
Net losa per comnon share before cumulative effect of change
in accounting principle......... F N . 3 (114.42) § (360.68) 3 {$39.22)
Cumulative effect of change in accauntxng prxnczple weae e .- {1.99)
Net 1083 Per COMMOR BHAYe. ... . ivierririiancenonrasconconnrvas § (114,42} $ (iso. ea) $ {531.20)
P
Pro forma amounts assuming the change in accounting
principle was applied retroactively:
Net loss applicable to common ghareholders.........ccovnvevver § (95,434} §  {309,054) $  (452,422)
AR ERsaanun PEry—
Net 1053 per common SRAXE. .. ...vovvvriarscannvnnss P 1 {11¢.288) % (362.88} § {529.22}
PO -
Weighted average number of common shares outatanding.......... 831 852 255

220

SEE ACCOMPANYING NOTES.
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KMC TELECOM HOLDINGS, INC.
CONSOLIDATED STATEMENTS OF REDEEMABLE EQUITY
YEARS ENDED DECEMBER 31, 1998, 1959 AND 2000

{IN THOUSANDS)

BALMNCE, DECEMBER 31, 1997 124 $ 18,879 150 § 14,687 35 $2,379 -~ § - P 1 -

Conversion of Series D preferred
Stock to Series € Preferzed Stock.
Issuance of common SCoCk.,....
Accretion of redeemable equity........ 11,511 4,597
Payment of dividends on preferred
stock of subsidiary......... Creeseaaan
Issuance Of wWarrXant8...,ccessvrrsencas
cancellation of EMC Telecom stock
Options... . iivienraonnns P — PN
Issuance and adjustments I:o fair
walue of stock options to employees...
lesuance and adjustments to fair
value of stock options
to son-employées........ PR .o
Amortizationa of upearned
CONPEnBALION. L v o e PN
Het lOSS.....covcocncrvrvracnne errrnes

BALANCE, DECEMBER 31, 1998 124 30,390 178 21,643 - .. - - - -

s 4,379 {35) {3,379}

Tasuance of Serles B Praferxed Stock... 60 44,829

Issuance of Series P Preferred Stock... 40 34,817
Stock Divldenas of Series E rreferred .

SEOCK . oo e vnsrnenrstrasoncesorrrrtvsens 5 5,004

Stock..... recasana Caresrasaasiasrinnann 4 4,177
Igsuance of warrants...... Cveseessnauan
Reclassification of warrants related

to *put rights®..
Exercise of warrant - . .
Accretion on redeemable equity......... 40,959 18,658 837 2,376
Issuance and adjustments to falr
value of stock options

to employees. ... evvreaanae vaes
Adjustment to fair value o: stock

options to non-employees............ .

Amortization of unearned campencanon
Exercise of stock options........c0nnn .
Reclassification of additional
paid-in capital deficiency.............
Het 1OBS.....ovverrscnroenonconasncnsann

BALANCE, DECEMBER 31, 1399 124 72,349 1713 40,301 .- - €5 50,770 4 41,370

Issuance of Seriesz G1 Preferred Stock.,
Issuance of Series G2 Preferred Stock..
stock Dividends of Series E Preferred
-3 10 9,%%2
Stock Dividends of Series ¥ Preferred
BEOCK. s v s vr i ancasarareanatnarraananon 8 6,654
Accretion on redcemable equity......... 37,923 32,400 1,271 5, 50%
Issuance and adjustments to fair
value of stock options to employees....
Issuance and adjustments to fair
value of stock options

to non-employees. . .........
Exercise of stock options.. .
amortization of uneagrned compensa:ian‘ .
Redemption and retirement of Series ¥

preferred SEOCK. c.ciccciinaiioaannan (4) (2,965}
Reclassification of additional pald-in

capital deficiency... ... .oiniial..
Nat 1088, .. ... uivecerrnnncvnaroacavans

BALANCE, DECEMEER 31, 2040 124 $109,272 175 $72,701 - § - 75 $61,932 48 $50, 568

- KMC TELECOM HOLDINGS, INC.

T CONSOLIDATED STATEMENTS OF REDEEMABLE EQUITY
- YEARS ENDED DECEMBER 31, 1998, 159S AND 2000
e . (IN THOUSANDS)
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REDEEMABLE EQUITY

Shares Amount Shares Amount Warrants Equity

BALANCE, DECEMBER 31, 1957 - $ - 133 $11,187 § 5319 $ 47,651

Convergion of Series D Preferred
Stock to Series C Preferred Stock....

Issuance of CoOmmMOn BLOCK....c.cvvenren .

Accretion of redeemable equity...... e 91 3,500 9,500

payment of dividends on preferred 1,618 135 17,861
stock of subsidiary........ cerverenan

Issuance of warrants. ... coevvrinaennn

Cancellation of XMC Telecom stock
OPELIONS. . onieestrnarcetiniiionaians
Isasuance and adjustments to fair
value of stock options to employees....
Issuance and adjustments to fair
value of stock options
to non-employees...... feeveesaeaaasn
Amortizations of unearned
COMPenSation. . vt etrnerraann
Net 108S....0ceeeecncnanncanns ceeann e

. BALANCE, DECEMBER 31, 1998 - .- 224 22,305 674 75,012

Issuance of Seriles E Preferred Stock...
Isasuance of Serles F Preferred Stock... 44,829
Stock Dividends of Series E Freferred 34,817
BLOCK. . v vvvrecrnosasnonsossanssa PP
Stock Dividends of Series F Preferred . 5,004
Stock. . ar.. ceenesnw aresererannena
Issuance of warrants....... rkea e 4,177
Reclasagification of warrants related 10,606 10,806
to "put rights”............... e
Exercise of warrants............. e (249) (24%)
Accretion on redeemable equity .....
Issuance and adjustments to tair 11,450 1,895 76,274
value of stock options
LO eNMpPlOYeeS . i. v ivenriatariaaaaennan
Adjustment to fair value o: atock
options to non-employees.............
Amortization of unearned compensatxon..
Exercise of stock options............ v
Reclassification of addicional
paid-in capital deficiency...........

Bet 1088.....iivvrrenrns Cremaer e

BALANCE, DECEMBER 31, 1999 -- -- 224 33,755 12,925 250,470

Issuance of Series G1 Preferred Stock..

Issuance of Series G2 Preferred Stock.. 59 19,355 19,355

Stock Dividends of Series E Preferred 481 158,145 158,145
SEOCK. e vvivennnssnnnenn Ceeraaaaaaaan

Stock Dividends of Series F Preferred 9,951
SEOCK. s revussvocacnanseansnnnnncrnne

Accretion on redeemable equity......... 6,654

Issuance and adjustments to fair 732 11,808 3,852 93,535

value of satock options to employees..
rssuance and adjustments to fair --
value of stock options

to non-employees..... eeaeareneraeas

Exercise of stock options..... earrees . ..

Amortization of unearned compensation.. --

Redemption and retirement of Series F --
Preferred StOCK. v rerrivannvsaenns

Reclassification of additional paid-in ) (2,965)
capital deficiency.. .. cinvvvaanan

NEL LOBS.eisiuiransansnsocsnrccsanananns --

BALANCE, DECEMBER 31, 2000 540 $178,232 224 $45,563 $16,817 $535,145

' SEE ACCOMPANYING NOTES.
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HOLDINGS, INC.

CONSOLIDATED STATEMENTS OF NONREDEEMABLE EQUITY

YEARS ENDED DECEMBER

31, 1998, 1995 AND 2000

{IN THOUSANDS)

NONREDEEMABLE EQUITY

Additional
ON STOCK Paid-In
Shares unt Capital
BALANCE, DECEMBER 31, 1997 614 56 £ 15,374
Conversion of Series D Preferred Stock to Series €
Preferred SLOCK, oonrrciv it nenrritrsarronrnrenenrrrrnsn
Issuance of CommOn BEOCK . scssnrsrrnsvrvsnnancnncasaonsa
Accretion of redeemable equUitY...vvvveervencrannncsnsnns {17,861)
Payment of dividends on preferred stock ot auhsidiary..n {852}
188uANCe Of WATLANES .. oo viiesnurserrsivonnsnscssncnnvense 10,44¢
Cancellation of KMC Telecom stock optioms.....eeevurvnnes {26,191}
Iasuance and adjustments to fair value of stock
options O emMPlOYyees. . . ccirivrariorcacanssonennssnsnnns 27,906
lssuance and adjustments to fair value of stock
options to non-employess..........covuee eesveacaaanas 4,668
Amortizations of unearned compensation........... heaaan
NEt 1OBB...ccoervesnvrnrsvavnsntrconcrsconsncsnossnarcnne
BALANCE, DECEMBER 31, 19938 614 € 13,750
Issuance of Series E Preferred Stock......... Ceaesassens
Issuance of Series F Preferred Stock.....c.ieviiivecnaan
Stock Dividends of Series E Preferred Stock......evsveaee {5,004}
Stock Dividends of Series ¥ Preferred S5tock......cevenxs {4,177}
Issuance of WarrantB....oveoreoorrvnnnonn [ 749
Reclassification of warrants related to 'put rights*.... 249
Exercise of warrants..... eemcraevecauaraa e e e i
Accretion on vedeemable equity.....covivivnerioncanaan {76,274}
Issuance and adjustments to fair value of stock
options to emMplOYeeS. .. .coveorivrccrvncranann erreaerene 27,286
Adjustment to fair value of stock optiens Co
non-employess. ... coveentecarnas eeavasetereenaas eenn 5,832
Amortization of uneasned cempensation.. ........... PPN
Exercise of Stock options......covivivinuiiinns fessaranee 15 133
Reclassification of additional pa;d -in capital
BeLiCienCy .. creareercnroenosontaneerstrscnnonn PR 37,255
Net 1088. .. .0 vseevancrncacraonasnscvoracen erexsuasnan
BALANCE, DECEMBER 31, 1999 629 [ -
Issuance of Series Gl Preferred SEOCK... . ...cuvvavuoncnn
lasuance of Series G2 Preferred Stock.......... vimravean
Stock Dividends of Series E Preferred Stock... .......... (9.351)
Stock Dividends of Seriss F Preferzed Stock.cv-rvnrrnrae {6,654}
Accretion on redeemable equity..... ... coiiieiainiiinaan {93,535)
Issuance and adjustments to fair value of stock
OPLions tO eMPlOYeeS .. civisinreacrctsurrnrestinsssvans 38,218
fssuance and adjustments to fair value of stock
oprions to non-employees 3,798
Exercise of Stock options............ . 8 582
Amortization of unearned Compensation.......eeecvasvenss
Redemption and retirement of Series F Preferred Stock...
Reclassification of additional paid-in c¢apital
AefiCi@NCY v chin s i iscitsiaataaravrecncesanasaronas 67,564
B T T T Cmasarane
BALANCE, DECEMBER 31, 2000 637 $ 6 $ -
P T - mmm [y

SEE ACCOMPANYING NOTES.

KMC TELECOM HOLDINGS,
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CONSOLIDATED STATEMENTS OF REDEEMABLE EQUITY

YEARS ENDED DECEMBER 31,

1998, 1999 AND 2000

(IN THOUSANDS)

NONREDEEMABLE EQUITY
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Nonredeemable
Unearned Accunulated Equity
Compensation Deficit (Deficiency)
................................ R
BALANCE, DECEMBER 31, 1997 $ ({6,521} $ (35,532) $ (26,873)
Conversion of Series D Preferred Stock to Series C
Preferred SLOCK. . e rearernrrrrvoconsssssnsennoossns
Issuance of Common stock....... R
Accretion of redeemable equity......vvieiimruacrsnnsens {(17,881)
‘payment of dividends on preferred stock of subsidiary... {592)
Ilssuvance of warrants..... eraen PO 10,448
Cancellation of KMC Telecom stock options.......ovvvunnn 4,845 {21,346)
Issuance and adjustments to fair value of stock
options toO employees.........cvneenvaan. (27,9086} -
Issuance and adjustments to fair value of stock
options to NON-emPloYeeS. ..o cciuvsvrrarnsarennnsnaras 4,668
Amortizations of unearned compensation............ PR 23,758 23,758
NEL LOBB. ..uusrsinstsssunsosssavirsssovatasinrbboensonnn (76,753) (76,753)
BALANCE, DECEMBER 31, 1998 (5,824) {112,288) {104,353}
Issvance of Series E Preferred SLoCk.....vvsrauvennannss
Issuance of Series F Preferred SCocK.....vsvsranrnccecnn
Stock Dividends of Series E Preferred StOCK.....ovveeuen {5,004}
Stock Dividends of Series F Preferred StOCK...ccvevevans {4,177}
Issuance Of WATZANEB..cuniirraeerrunsoncnnnnsrsnnonnons 749
Reclassification of warrants related to *put rights*.... 249
Exercise of warrants....e.ccoss. [ chermacenantrsanns 1
Accretion on redeemable equity........ tetensserntraranen {76,274)
Issuance and adjustments to fair value of stock
options to employees............. revrevrenasennrasane s {27,286} -
Adjustment to fair value of stock options to
NON-EMPLOYBES. « o vovssrruvesussosrcannsasnsaasrsnsnryes 5,832
Amorcization of unearned compensation....... ieeesesaunn 23,947 23,947
Exercise of Stock Options. . v aceeinrvnrecncavoanrsnanana 333
Reclassification of additional paid-in capital
deficiency..... derecemuamaans rebasrarana reeanrea vesee (37,255) -
NEL 1088 .cicacrrronnannn eaenaan cevsaven {225,716) {225,716)
BALANCE, DECEMBER 31, 1999 ! $ {9,183) $ (375,258) $ {384.413)
lasuance of Series Gl Preferred Stock....... rrereanacan -
Issuance of Sexies G2 Preferred Stock............. P -
Stock Dividends of Series E Preferred Stock....v.vuuua.. (9,951)
stock Dividends of Series F Preferred Stock........... .. {6,634)
Accretion on redeemable eQUILY....evverericnrrnrrcaonnan {93,538)
-Issuance and adjustments to fair value of stock
options to employees.........ovvuencnn (38,218) -
Issuance and adjustments to fair value of stock
options to non-employees..... ke rreaarecann Cereeaan 3,798
Exercise of Stock options.........vuuan.. 562
Amortization of unearned compensation........ cearireeaan 30,773 30,773
Redemption and retirement of Series F Preferred Stock... (362) (362)
Reclassification of additional paid-in capital
L 3 8 1S T (67,564} -
Net 1088 ... 0. uuunieecrnnsnnvrvrncans eamecaneassonva {359,687} (359,687)
BALANCE, DECEMBER 31, 2000 $ {16,608} $ (802,869} $ {819.471)
[ - L ——
44
KMC TELECOM HOLDINGS, INC.
CONSOLIDATED STATEMENTS OF CASH PLOWS
(IN THOUSANDS)
YEAR ENDED DECEMBER 31
1998 1999 2000
QOPERATING ACTIVITIES
Net 108S..uoarcnvrannanoensons P I $ (76,753} $ (225,716) $ (359,687
Adjus:ments to reconcile net loas to net cash used in
operating activities:
Depreciation and amortization............ crbemesteaar vy 9,257 28,077 76,129
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Provision for doubtful accounts....eeee.. vesreearavasearnnon 370 5,263 7,875
Non-cash interest Expense............. Chr ks iaarerann cnssan 25,356 31,141 45,635
Non-cash stock option Compensabion eXpPensE.......c.cvmuvmanan 7,080 29,833 34,571
Changes in assets and liabilities:
Accounts receivable......cvuieruriincaiannn, feisaararienanen {6,591} {25,097) (27.643)
Prepaid expenses and other current asse:s.................. (826) g0y ° {2,513}
OLHer BBBEEB. ot icecuausssorsirssosasossoviocanronsvonaseans {1,821} 3,720 {9
ACCOUntS PAYADLe. ... it iuiiisanrcestrs et hrra s aaneen 7,449 239,319 31,541
ACCTUES @A ENSEE . e i vvvrenrnnnnronrsvtanescnsunocannasenenrn 1,719 21,105 34,123
Deferred LevVENUS. . ... cuvinnnreoessneanonssnaoran eneneean 1,187 3,122 13,530
Net cash used in operating activitles.........c civiiiiinencnnns {33,573} (98,293} {146,448}
INVESTING ACTIVITIES
Construction of networks and purchases of equipment............. (148,580} (318,536) (476,6430)
Acquisitions of franchises, authorizations and related assets... (1,147} {1,992) {926)
Deposit on purchase of equipment....coovvivevevnncann e enernanny {2,551) - -
Additions to restricted InvestmEntS . .c.ucuveiviieranancncarnnene - - - {43,471)
Purchase of investments, RNet.....ceeevansnn esseebnermrannsraran {27,920) - -
Redemption of investments.......... PSRN sersanaraveresanenaeonn - 43,450 32,085
Net cash used in investing activities........cucivvvuvivnnrnerans {180,198} (277,078) (488, 952)
PINANCING ACTIVITIES
Proceeds from notes payable. net of issuance COSES........ P 938 - 108,478
Pr ds from i stock and warrants,
net of issuance costs........................... ...... P 20,446 - -
Proceeds from issuance of preferred stock and related warrants,
net of 1SSUANCE COBUB. ... .vaturnrvmrnoernsnvrvoncnsnnsnsa PR - 91,001 177,500
Issuance costs of credit facilities..........e.voviniininns P (6,515} (2,300} -
Procesds from exercise of stock options.......cvivvnnes N - 333 562
Proceeds from issuance of senior notes, net of iasuance costs
and purchase of portfolic of restricted investwents.......... - 158,286 -
Proceeds from senlor secured credit facility, net of issuance
COBEB. . coanvooconsnavuvoans Crereas AR R s s b ks e RN - 192,836 378,203
Repayment of notes payahle...................................... {20,801) - -
Repurchase and retiremant of Series F Preferred Stock...... “eras - - {3,329}
Proceeds from igsuance of senior discount notes, net of
1BBUANCE COSES.oviusrtvarsneninsnsonsnvarasncrarsassnrancsons 225,923 - -
Dividends on preferred stock of subsidiary.......oceiniinenvennns (592} - -
Net cash provided by financing activities............. ... .van. 219,399 440,156 £59,411
Net increase in cash and cash equivalents......covveivnvruvrorces 5,628 64,785 24,011
Cash and cash equivalents, beginning of year.....ciscvesnecnnnen 15,553 21,181 85,9866
Cash and cash equivalents, end Of Year......vcvveruvnoncreivonnns 5 21,181 $ 85,966 $ 109,977
- - IR —

SUPPLEMENTAL DISCLOSURE OF CASH FLOW INFORMATION
Cash paid during the year for interest, net of amounts
capitalized.......covieenuns ererean esiiaaaesns e cenaan ves $ 4,438 $ 29,182 $ 80,374

- - PPy T L T Y P T T

SEE ACCOMPANYING NOTES.
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KMC TELECOM HOLDINGS, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

DECEMBER 31, 2000
1. ORGANIZATION

KMC Telecom Holdings, Inc. ("KMC Holdings") is a holding company
formed during 1997 primarily to own all of the shares of its then operating
subsidiaries, KMC Telecom Inc. {"KMC Telecom®™), KMC Telecom II, Inc. ("KMC
Telecom IXI"), KMC Telecom III, Inc. ("KMC Telecom III") and KMC Telecom of
Virginia, Inc. KMC Telecom Holdings, Inc. and its subsidiaries are collectively
referred to herein as the Company . All significant intercompany transactions and
balances have been eliminated in consolidation.

The Company is a fiber-based integrated communications provider
offering data, voice and Internet infrastructure sexvices. The Company offers
these services to businesses, governments and institutional end-users, Internet

o service providers, long distance carriers and wireless service providers,
= primarily in the South, Southeast, Midwest and Mid-Atlantic United States. The
business has two distinct components: serving communications-intensive customers
in Tier III markets, and providing data services on a nationwide basis.
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2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
BASIS OF PRESENTATION .

On July 1, 1999, the Company acquired all of the membership interests
of KMC Services LLC from Harcld N. Kamine, the Chairman of the Bcard of
Directors, for nominal consideration. KMC Services LLC was formed to provide .
services to the Company and its customers, initially offering a leasing program
for equipment physically installed at the customer's premises. The acquisition
was accounted for as a combination of entities under common control, and no
changes were made to the historical cost basis of KMC Services LLC's assets.
During the second quarter of 1999, the Company had reduced the carrying value of
itg $709,000 loan receivable from KMC Services LLC to an amount equal to the
value of KMC Services LLC's net assets at the acgquisition date. KMC Services LLC
has been consolidated with the Company since July 1, 1993.

The Company has incurred significant operating and net losses as a
result of the development and operation of its networks, and expects that such
logsses will continue as it emphasizes the development, construction and
expansion of its networks and building its customer base. As a result, the
Company does not expect there to be any cash provided by operations in the near
future. The Company will also need to fund the expansion of its networks as well
as to fund capital expenditures related to its nationwide data platform
business. To date, the Company has financed its operating losses and capital
expenditures with equity invested by its founders, preferred stock placements,
credit facility borrowings, equipment loans, operating leases, monetizations and
its 12 1/2% senior discount notes and 13 1/2% senior notes. Actual capital
expenditures and operating losses will depend on numerous factors, including the
nature of future expansion and acquisition opportunities and factors beyond the
Company's control, including economic conditions, competition, regulatory
developments and the availability of capital. .

As more fully described in Note 18, the Company entered into two
financing transactions in March 2001 which generated aggregate unrestricted net
proceeds of approximately $271.0 million and, in April 2001, further amended its
Amended Senior Secured Credit Facility to, among other things, revise certain of
the financial covenants to be less restrictive.

After giving effect to these transactions, management believes that the
Company's cash and borrowings available under the Amended Senior Secured Credit
Facility will be sufficient to meet its liquidity needs on a going concern basis
to fund operating losses and capital expenditure requirements for all of its
Tier III markets, its current Nationwide Data Platform contracts and other
existing commitments into the second guarter of 2002. However, in the event that
such plans change, the assumptions upon which such plans are based prove
inaccurate, the Company expands or accelerates its business plan or determines
to consummate  acquisitions, the foregoing sources of funds may prove
insufficient and the Company may be required to seek additional financing sooner
than currently expected. Additional sources of financing may include public or
private equity or debt financings, leases and other financing arrangements.

46

CASH AND CASH EQUIVALENTS

The Company considers all highly ligquid investments with maturities of
three months or less when purchased to be cash egquivalents.

NETWORKS, PROPERTY AND EQUIPMENT

Networks, property and equipment are stated at cost, net of accumulated
depreciation. Depreciation is provided over the estimated wuseful lives of the
respective assets using the straight-line method for financial statement
reporting purposes.
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The estimated useful lives of the Company's principal classes of assets
are as follows: :

Networks: .
Fiber optic systems........ e eer e et 20 years
Telecommunications equipment. ... .. cvieeicrrvrencannanseneenenn 10 years
Furniture and cother........... Cenaae e et ....5 years
Leasehold improvements.........coeveuvnnnn PN ...Life of lease

INTANGIBLE ASSETS

Costs incurred in developing new networks or expanding existing
networks, including negctiation of rights-of-way and obtaining regulatory
authorizations are capitalized and amortized over the initial term of the
agreements, which generally range from 2 to 7 years. Costs incurred to obtain
city franchises are capitalized by the Company and amortized over the initial
term of the franchises, which generally range from 2 to 7 years.

IMPAIRMENT OF LONG-LIVED ASSETS

The Company records impairment 1losses on long-lived assets used in
operations or expected to be disposed of when impairment indicators are present
and the cash flows expected to be derived from those assets are less than the
carrying amounts of those assets. An impairment loss is measured as the amount
by which the carrying amount of the asset exceeds the fair value of the asset.
There were no material impairments of assets during the year.

DEFERRED FINANCING COSTS

The Company capitalizes issuance costs related to its debt. Such costs
are amortized wutilizing the interest method over the lives of the related debt.
The related amortization is included as a component of interest expense, and
amounted to $2,279,000, $3,814,000 and $7,721,000 for the years ended December
31, 1998, 1999 and 2000, respectively.

OTHER ASSETS

Other assets are comprised principally of employee loans, security
deposits and other deposits.

REVENUE RECOGNITION

Revenue is recognized in the period the service is provided, except for
installation revenue which is recorded over the average contract period (see
"ACCOUNTING CHANGE" below}. The Company generally invoices customers one month
in advance for recurring services resulting in deferred revenue. However, some
services, such as reciprocal compensation, are not billed in advance resulting
in unbilled revenue included in accounts receivable. The accounts receivable
balances for services which will be billed in the succeeding month totaled
$5,305,000 and $4,119,000 at December 31, 1999 and 2000, respectively.

47

ACCOUNTING CHANGE

In December 1999, the Securities and Exchange Commission issued Staff
Accounting Bulletin No. 101 ("SAB 101"), REVENUE RECOGNITION 1IN FINANCIAL
STATEMENTS. SAB 101 provides additional guidance in applying generally accepted
accounting principles to revenue recognition in financial statements. Through
December 31, 1999, the Company recognized installation revenue upon completion
of the installation. Effective January 1, 2000, in accordance with the
provisions of SAB 101, the Company is recognizing installation revenue over the
average contract period. The cumulative effect of this change in accounting
principle resulted in a charge of approximately $1.7 million which was recorded
in the quarter ended March 31, 2000. PFor the year ended December 31, 2000, the
net effect of adopting this change in accounting principle was a deferral of the

4"'}."? RIS
¢ v o
AN
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recognition of $3.0 million of revenue, which increased net loss for the period
by $3.56 per share. Revenue for the year ended December 31, 2000 includes $1.7
million of revenues that, prior to the accounting change, had been recognized
through December 31, 1999. o

NET LOSS PER COMMON SHARE

Earnings per share are calculated in accordance with FASB Statement No.
128, EARNINGS PER SHARE ("Statement 128"). All earnings per share amounts for
all periods have been presented in accordance with the provisions of Statement
128. Diluted earnings per share have not been presented for any period, as the
impact of including outstanding options and warrants would be anti-dilutive.

INCOME TAXES

The Company accounts for income taxes in accordance with FASB Statement
No. 109, P"ACCOUNTING FOR INCOME TAXES," which requires that deferred income
taxes be recorded based on differences between the financial reporting and tax
reporting bases of assets and liabilities, using enacted tax rates.

ADVERTISING COSTS

Advertising costs are included in selling, general and administrative
expenses and charged to expense as incurred. For the years ended December 31,
1998, 1999 and 2000, such costs were $2,769,000, $4,080,000 and $6,851,000,
respectively.

USE OF ESTIMATES

The preparation of financial statements in conformity with generally
accepted accounting principles requires management to make estimates and
assumptions that affect the amounts reported in the financial statements and
accompanying notes. Actual results could differ from those estimates.

STOCK~BASED COMPENSATION

As permitted by FASB Statement No. 123, ACCOUNTING FOR STOCK-BASED
COMPENSATION ("Statement 123"), the Company has elected to follow Accounting
Principles Board Opinion No. 25, ACCOUNTING FOR STOCK ISSUED TO EMPLOYEES ("APB
25") and related interpretations in accounting for its employee stock-based
compensation. Under APB 25, no compensation expense is recognized at the time of
option grant if the exercise price of the employee stock option is fixed and
equals or exceeds the fair market value of the underlying common stock on the
date of grant, and the number of shares to be issued pursuant to the exercise of
such option are known and fixed at the grant date. As more fully described in
Note 7, the Company's outstanding stock options are not considered fixed options
under APB 25. The Cowpany accounts for non-employee stock-based compensation in
accordance with Statement 123.

SEGMENT REPORTING

In 1998, the Company adopted FASB Statement No. 131, DISCLOSURES ABOUT
SEGMENTS OF AN ENTERPRISE AND RELATED INFORMATION ("Statement 131"). Statement
131 uses a management approach to report financial and descriptive information
about an entity's operating segments. Operating segments are revenue-producing
components of an enterprise for which separate financial information is produced
internally for the entity's chief operating decision maker. Under this
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definition, the Company operated within a single segment until the commencement
of our Nationwide Data Platform Business in 2000. See Note 8 for the Company’'s
detailed segment disclosure.

RECENTLY ISSUED ACCOUNTING PRONCUNCEMENTS

In June 1998, the Financial Accounting Standards Board issued Statement
No. 133, ACCOUNTING FOR DERIVATIVE INSTRUMENTS AND HEDGING ACTIVITIES
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{*Statement 133"}, which will require the Company to recognize all derivatives
on the balance sheet at fair wvalue. The Company will be reguired to adopt
Statement 133, as amended by Statement No. 137 which defers the effective date,
as of January 1, 2001. Derivatives that are not hedges must be adjusted to fair
value through income. If the derivative is a hedge, depending on the nature of
the hedge, changes in the fair wvalue of derivatives will either be offset
against the change in fair value of the hedged assets, liabilities, or firm
commitments through earnings or recognized in other comprehensive income until
the hedged item is recognized in earnings. The ineffective portion of a
derivative's change in fair value will be immediately recognized in earnings.
The Company has two interest rate swap agreements to hedge its interest rate
exposure (see Note 6), and the estimated effect of applying Statement 133 as of
December 31, 2000 would have resulted in the fair value of the swaps of $13.2
million being included as an asset with a corresponding credit to other
comprehensive income.

RECLASSIFICATIONS

Certain reclassifications have been made to the 1998 and 1999
consolidated financial statements to conform with the 2000 presentation.

3. NETWORKS, PROPERTY AND EQUIPMENT

Networks and equipment are comprised of the following:

DECEMBER 31,

{IN THOUSANDS)

Fiber Optic BYSLEMS,. .. v vrvurrrruverncerresnsvconsvennsssasnsos s 150,847 $ 249,690
Telecommunications equipment . ... ...t iuureinronusrcnronononss 436,056 696,683
Furniture and Ot ... vue e e sanasnsnvansvsocnossinscosasonns 21,397 27,790
Leasehold dmprOVemeIlS . . oo crrveceenuaninnnasonssonaneens 1,811 2,704
ConStrUCt LON-EN-PrOgLeSS . v v v v v e vt s v rsrennrnarocnnsensnnasusn 66,380 157,078
676,231 1,133,242

Less accumulated deprecialtion.....c.ovovieerraeniennnresnnancsns {36,967) {112,258}
$ 639,324 $ 1,021,684

IMMETTRWME=SScSmems=s 2 es=opwEam=sSwmSSEw

Costs capitalized during the development of the Company's networks
include amounts incurred related to network engineering, design and construction
and capitalized interest. Capitalized interest related to the construction of
the networks during the years ended December 31, 19398, 1939 and 2000 amounted to
$5,133,000, $6,635,000, and $10,384,000 respectively.

For the years ended December 31, 1998, 1999 and 2000, depreciation
expense was $8,284,000, $27,723,000, and $75,434,000 respectively.
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4. ACCRUED EXPENSES

Accrued expenses are comprised of the following:

DECEMBER 31,
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(IN THOUSANDS)

Accrued CoOMPeNSALioN. .v vt er it rrtneinuiatanansneratoraranny $ 11,423 $ 20,068
Accrued interest payable.. .. ..ovieiiivninrrvensansanocasnsannan 8,544 20,418
Accrued telecommunicabions COSES...viuiriiiinnrnasanvrnncnnnns 3,794 8,125
Accrued costs related to financing activities........cccuicu.. . 7,316 1,593
Other accrued EXPenSeS......ceevesvvarnss e svernes et 5,970 23,400

$ 37,047 1 73,608

5. LONG-TERM DEBT
KMC FUNDING INTERNET INFRASTRUCTURE EQUIPMENT FINANCING

In November 2000, our subsidiary, KMC Telecom Funding Corporation,
entered into an agreement with Dresdner Kleinwort Benson North American Leasing,
Inc. to finance the 5168 million of Internet infrastructure equipment purchased
from Qwest Communications Corporation in June 2000 (the "KMC Funding Equipment®)
{See Note 92). The maximum aggregate loan amount is $168 million and the proceeds
from this leocan can be drawn down in installments through April 30, 2001 to fund
the vendor payments due on the KMC Funding Equipment. Borrowings under this loan
bear interest payable at a rate of 200 basis points above the LIBOR Rate through
October 15, 2001 and 600 basis points over the LIBOR Rate thereafter. The loan
is secured by the KMC Funding Equipment and reguires 48 monthly payments

- commencing on December 15, 2000. The first 6 payments are interest only, and the
remaining payments include principal and interest. The loan was amended in March
2001 to allow the Company to borrow an additional $21 million. As of December
31, 2000, the outstanding balance on this 1loan was $110 million and an
additional 579 million was drawn down through March 2001. As more fully
described in Note 18, the loan was repaid in full in March 2001, using a portion
of the proceeds from the KMC Punding Monetization.

AMENDED SENIOR SECURED CREDIT FACILITY

During the guarter ended March 31, 2000, the Company's subsidiaries,
KMC Telecom, Inc., KMC Telecom II, Inc., XKMC Telecom of Virginia, Inc. and KMC
Telecom III, Inc. (collectively, the "Borrowers'), amended, restated and
combined the Senior Secured Credit Facility and the Lucent Loan and Security
Agreement, into a single facility by entering into a $700 million Loan and
Security Agreement (the "Amended Senior Secured Credit Facility") with a group
of lenders led by CIT Lending Services Corporation (formerly Newcourt Commercial
Finance Corxrporation}, GE Capital Corporation, Canadian Imperial Bank of
Commerce, First Union National Bank and Lucent Technologies Inc. {collectively,
the "Lendexs").

The Amended Senior Secured Credit Facility includes a $17% million
reducing revolver facility {(the "Revolver"), a $75 million term lcan (the "Term
Loan®) and a $450 million term loan facility (the *"Lucent Term Loan"). At
December 31, 2000, the outstanding loan balances on the Revolver, the Term Loan
and the Lucent Term Loan, were approximately $165 million, $75 million, and $378
million, respectively. Up to $10 million of the Revolver can be used for letters
of credit and as of December 31, 2000, approximately $7 million had been drawn
against the Revolver for letters of credit.

The Revolver will mature on April 1, 2007. Proceeds from the Revolver
can be used to finance the purchase of certain equipment, transaction costs and,
upon attainment of certain financial conditions, for working capital and other
general corporate purposes. The aggregate commitment of the Lenders under the
Revolver will be reduced on each gquarterly payment date beginning April 1, 2003.
The initial guarterly commitment reduction is 5.0%, reducing to 3.75% on July 1,
2003, then increasing to 6.25% on July 1, 2004, and further increasing to 7.50%
on July 1, 2006. Commencing with the fiscal year ending December 31, 2001, the

- aggregate Revolver commitment will be further reduced by an amount equal to 50%
Ned of excess operating cash flows (as defined in the Amended Senior Secured Credit
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Pacility) for the prior fiscal year until the Borrowers achieve certain
financial conditions. The Borrowers must pay an annual commitment fee on the
unused portion of the Revelver ranging from .75% to 1.25%.

The Term Loan is payable in twenty consecutive quarterly installments
of $188,000 beginning on April 1, 2002 and two final installments of $35.6
million each on April 1, 2007 and July 1, 2007. Proceeds from the Term Loan can
be used to finance the purchase of certain equipment, transaction costs, working
capital and other general corporate purposes.

The Lucent Term Loan provides for an aggregate commitment of up to $450
million. Proceeds f£from the Lucent Term Loan can be used to purchase Lucent
products or to reimburse the Borrowers for Lucent products previously purchased
with cash or other sources of  liquidity. The Lucent Term Loan will mature on
July 1, 2007 and reguires quarterly principal payments beginning on July 1, 2003
of 5%. The principal payment decreases to 3.75% per quarter beginning on October
1, 2003, increases to 6.25% on October 1, 2004 and further increases to 7.50% on
Octcher 1, 2006. An annual commitment fee of 1.50% is payable for any unused
portion of the Lucent Term Loan.

Borrowings under the Amended Senior Secured Credit Facility bear
interest payable, at the Borrowers' option, at either (a) the "Applicable Base
Rate Margin" (which generally ranges from 2.00% to 3.25%) plus the greater of
(i) the administrative agent's prime rate or (ii) the overnight federal funds
rate plus .5% or (b) the "Applicable LIBOR Margin" (which generally ranges from
3.00% to 4.25%) plus LIBOR, as defined. *"Applicable Base Rate Margin® interest
is payable quarterly while "Applicable LIBOR Margin" interest is payable at the
end of each applicable interest pericd or at least every three months. Under the
Amended Senior Secured Credit Facility the Borrowers were being charged a
weighted average interest rate of 11.87% at December 31, 2000 (10.26% at
December 31, 1993 and 9.38% at December 31, 1998). 1If a payment default were to
occur, the interest rate will be increased by four percentage points. If any
other event of default were to occur, the interest rate will be increased by two
percentage points.

KMC Holdings has unconditionally guaranteed the repayment of the
Amended Senior Secured Credit Facility when such repayment is due, whether at
maturity, upon acceleration, or otherwise. KMC Holdings has pledged the shares
of each of the Borrowers to the Lenders to collateralize its obligations under
the guaranty. In addition, the Borrowers have each pledged all of their assets
to the Lenders.

The Amended Senior Secured Credit Facility contains a number of
affirmative and negative covenants, one of which reguires us to make additional
cash capital contributions to our subsidiaries which are the borrowers
thereunder of at least $35 million prior to August 31, 2001. The original
covenant required $185 million in cash capital contributions by April 1, 2001.
However, because we contributed $150 million of the proceeds of our Series G
private equity financing toward fulfilling this reguirement, the Lenders amended
this covenant by extending the due date on the vremaining $35 millicon of cash
capital contributions to August 31, 2001. Because the entire $185 million cash
capital contribution was not made by July 31, 2000, however, the applicable
interest rate associated with the facility was increased by 100 basis points.
Additional affirmative and negative covenants include, among others, covenants
restricting the ability of the Borrowers to consolidate or merge with any
person, sell or lease assets not in the ordinary course of business, sell or
enter into long term leases of dark fiber, redeem stock, pay dividends or make
any other payments ({(including payments of principal or interest on loans) to KMC
Heldings, create subsidiaries, transfer any permits or licenses, or incur
additional indebtedness or act as guarantor for the debt of any person, subject
to certain conditions.

The Borrowers are required to comply with certain financial tests and
maintain certain financial ratios, including, among others, a ratio of total
debt to contributed capital, certain minimum revenues, maximum EBITDA losses and
minimum EBITDA, maximum capital expenditures and minimum access lines, a maximum
total 1leverage ratio, a minimum debt service coverage ratio, a minimum fixed
charge coverage ratio and a maximum consolidated leverage ratio.
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Failure to satisfy any of the financial covenants will constitute an
event of default under the Amended Senior Secured Credit Facility permitting the
Lenders, after notice, to terminate the commitment and/or accelerate payment of
outstanding indebtedness thereunder. The Amended Senior Secured Credit Facility
also includes other customary events of default, including, without limitation,
a cross-default to other material indebtedness, material undischarged judgments,
bankruptcy, loss of a material franchise or material license, breach of
representations and warranties, a material adverse change, and the occurrence of
a change of control.
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Ag of December 31, 2000, the borrowers were in compliance with all of
the financial covenants of the facility.

In April 2001, the Company further amended the Amended Senior Secured
Credit Facility. This amendment made a number of significant changes in the
facility, although it did not change the overall amount of the facility or the
purposes for which proceeds of loans under the facility may be used. 1In
connection with the amendment, the Lenders also waived failures by the Borrowers
to comply with certain of the prior financial covenants as of March 31, 2001 and
the Company made aggregate capital contributions to the Borrowers of $200.0
million (which satisfied the $35 million requirement discussed above). In
addition, the collateral for KMC Holdings' guaranty of the facility was expanded
to include substantially all of the assets of KMC Holdings. See Note 18 for a
detailed description of this amendment.

TELECOM IV SENIOR SECURED TERM LOAN

During the quarter ended June 30, 2000, the Company's subsidiary, KMC
Telecom, IV, Inc., closed a new senior secured term locan (the "Telecom IV Loan")
with Lucent Technologies Inc. The Telecom IV Loan initially provided up to $35
million of principal borrowings, plus accrued interest, until certain conditions
were met and then provided for additional principal borrowings up to a ceiling
of $50 million, plus accrued interest. In December 2000, the Company and Lucent
agreed to terminate this arrangement and the equipment purchased with funds from
the Telecom IV Loan was returned to Lucent. Accordingly, the Telecom IV Loan
balance was extinguished in full and this facility is no longer available to the
Company .

SENIOR DISCOUNT NOTES

Oon January 29, 1998, KMC Holdings sold 460,800 units, each unit
consisting of a 12 1/2% senior discount note with a principal amount at maturity
of $1,000 due 2008 pursuant to the Senior Discount Note Indenture between KMC
Holdings and the Chase Manhattan Bank, as trustee (the "Senior Discount Notes")
and one warrant to purchase .21785 shares of Common Stock of KMC Holdings at an
exercise price of $.01 per share. The gross and net proceeds of the offering
were approximately $250 million and $236.4 million, respectively. A substantial
portion of the net proceeds of the offering have been loaned by KMC Holdings to
its subsidiaries. On August 11, 1598, KMC Holdings exchanged the notes issued on
January 29, 1998 for $460.8 million aggregate principal amount at maturity of
notes that had been registered under the Securities Act of 1933 (as used below
and elsewhere herein, "Senior Discount Notes" includes the original notes and
the exchange notes}.

The Senior Discount Notes are unsecured, unsubordinated obligations of
the Company and mature on February 15, 2008. The Senior Discount Notes were sold
at a substantial discount from their principal amount at maturity, and there
will not be any payment of interest on the Senior Discount Notes prior to August
15, 2003. The Senior Discount Notes will fully accrete to face value on February
15, 2003. From and after February 15, 2003, the Senior Discount Notes will bear
interest, which will be payable in cash, at the rate of 12.5% per annum on
February 15 and August 15 of each year, commencing August 15, 2003. The Company
is accreting the initial carrying wvalue of the Senior Discount Notes to their
aggregate face value over the term of the debt at its effective interest rate of
13.7%.
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The Senior Discount Notes are redeemable, at the Company's option, in
whole or in part, on or after February 15, 2003 and prior to wmaturity, at
redemption prices equal to 106.25% of the aggregate principal .amount at
maturity, plus accrued and unpaid interest, if any, to the redemption date,
declining to 100% of the aggregate principal amount at maturity, plus accrued
and unpaid interest as of February 15, 2006.

The indebtedness evidenced by the Senior Discount Notes ranks pari
passu in right of payment with all existing and future unsubordinated, unsecured
indebtedness of KMC Holdings and senior in right of payment to all existing and
future subordinated indebtedness of KMC Holdings. However, KMC Holdings is a
holding c¢ompany and the Senior Discount Notes are, therefore, effectively
subordinated to all existing and future liabilities (including trade payables)
of its subsidiaries.

Within 30 days of the occurrence of a Change of Control (as defined in
the Senior Discount Note Indenture), the Company must offer to purchase for cash
all Senior Discount Notes then outstanding at a purchase price equal to 101% of
the accreted value thereof, plus accrued interest. The Company's ability to
comply with this requirement is subject to certain restrictions contained in the
Amended Senior Secured Credit Facility.
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The Senior Discount Note Indenture contains events of default,
including, but not limited to, (i) defaults in the payment of principal, premium
or interest, ({ii) defaults in compliance with covenants contained in the Senior
Discount Note Indenture, (iii) cross defaults on more than $5 million of other
indebtedness, (iv) failure to pay more than $5 million of judgments that have
not been stayed by appeal or otherwise and (v) the bankruptcy of KMC Holdings or
certain of its subsidiaries.

The Senior Discount Note Indenture restricts, among other things, the
ability of KMC Heoldings to incur additional indebtedness, create liens, engage
in sale-leaseback transactions, pay dividends or make distributions in respect
of capital stock, make investments or certain other restricted payments, sell
assets of KMC Holdings, redeem capital stock, issue or sell stock of restricted
subsidiaries, enter into transactions with stockholders or affiliates or effect
a consolidation or merger. The Senior Discount ©Note Indenture permits KMC
Holdings® subsidiaries to be deemed unrestricted subsidiaries and, thus, not
subject to the restrictions of the Senior Discount Note Indenture.

The Senior Discount Notes are rapplicable high yield discount
obligations" ("AHYDOs"), as defined in the Internal Revenue Code of 1986, as
amended. Under the rules applicable to AHYDOs, a portion of the original issue
discount {("0ID") that accrues on the Senior Discount Notes will not be
deductible by the Company at any time. Any remaining OID on the Senior Discount
Notes will not be deductible by the Company until such OID is paid.

SENIOR NOTES

On May 24, 1999, KMC Holdings issued $275.0 wmillion aggregate principal
amount of 13 1/2% Senior Notes due 2009. On December 30, 1999, KMC Holdings
exchanged the notes issued on May 24, 1999 for $275.0 million aggregate
principal amount of notes that had been registered under the Securities Act of
1933 {as used below and elsewhere herein, "Senior Notes" includes the original
notes and the exchange notes). Interest on the Senior Notes is payable
semi-annually in cash on May 15 and November 15 of each year, beginning November
15, 1999. A portion of the proceeds from the offering of the Senior Notes was
used to purchase a portfolio of U.S. government securities that were pledged as
security for the first six interest payments on the Senior Notes.

The Senior Notes are redeemable, at the Company's option, in whole or
in part, on or after May 15, 2004 and prior to maturity, at redemption prices
equal to 106.75% of the aggregate principal amount at maturity, plus accrued and
unpaid interest, if any, to the redemption date, declining to 100% of the
aggregate principal amount at maturity, plus accrued and unpaid interest as of
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May 15, 2007.

In addition, at any time prior to May 15, 2002, the Company may redeem
up to 35% of the aggregate principal amount at maturity of the Senior Notes with
the net proceeds from the sale of common equity at a redemption price of 113.5%
of the principal amount on such date plus accrued and unpaid . interest. Upon a
change of control (as defined in the Senior Note Indenture}, the Company wmust
offer to purchase for cash the Senior Notes at a purchase price equal to 101% of
the principal amount, plus accrued interest. The Company's ability to comply
with this requirement is subject to certain restrictions contained in the
Amended Senior Secured Credit Facility.,

The Senior Notes are guaranteed by KMC Telecom Financing, Inc., a
wholly-owned subsidiary. The Senior Notes are senior, unsecured, unsubordinated
obligations of KMC Holdings and rank pari passu in right of payment with all
existing and future unsubordinated, unsecured indebtedness of KMC Holdings and
senior in xight of payment to all of existing and future subordinated
indebtedness of KMC Holdings. However, KMC Holdings is a holding company and the
Senior Notes are, therefore, effectively subordinated to all existing and future
liabilities (including trade payables), of its subsidiaries.

The Senior Note Indenture contains certain covenants that, among other
things, limit the Company’s ability to incur additional indebtedness, engage in
sale-leaseback transactions, pay dividends or make certain other distributions,
sell assets, vredeem capital stock, effect a consolidation or merger of KMC
Telecom Holdings, Inc. and enter into transactions with stockholders and
affiliates and create liens on our assets.
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6. INTEREST RATE SWAP AGREEMENTS
AMENDED AND RESTATED INTEREST RATE SWAP AGREEMENT

In April 2000, the Company entered into an amended and restated
interest rate swap agreement (the "Amended Swap") with a commercial bank to
reduce the impact of changes in interest rates on a portion of its outstanding
variable rate debt. The Amended Swap effectively fixes the Company's interest
rate on $325 million of outstanding variable rate borrowings under the Amended
Senior Secured Credit Facility (see Note 5) through April 2003, aftexr which time
the Amended Swap is reduced to $225 million through January 2004 and then
finally reduced to $100 million until termination of the Amended Swap in April
2005. The Company is exposed to credit loss in the event of nonperformance by
the other party to the interest rate swap agreement. However, the Company does
not anticipate nonperformance by the counterparty.

JUNE 2000 SWAP AGREEMENT

In June 2000, the Company entered into a second interest xate swap
agreement {the "June 2000 Swap”") with a commercial bank to reduce the impact of
changes in interest rates on an additional portion of its outstanding variable
rate debt. The June 2000 Swap effectively fixes the Company's interest rate on
an additional $90 million of its outstanding variable rate borrowings under the
Amended Senior Secured Credit Facility for a period of five years. The Company
is exposed to credit loss in the event of nonperformance by the othexr party to
the interest rate swap agreement. However, the Company does not anticipate
nonperformance by the counterparty.

7. REDEEMABLE AND NONREDEEMABLE EQUITY
SERIES G PREFERRED STOCK

In July 2000, the Company issued 58,881 and 481,108 shares of Series
G-1 Voting and G-2 Non-Voting Convertible Preferred Stock (the "Series G
preferred Stock"), respectively, to Lucent Technologies, Dresdner Kleinwort
Benson Private Equity Partners, CIT Lending Services, Nassau Capital Partners
and Harold N. Kamine, its Chairman of the Board, for aggregate gross proceeds of
$182.5 mwillion. The Series G Preferred Stock has a liguidation preference of

Copyright 2001 EDGAR Online, Inc. (ver 1.01/2.003) Page 58
DCOI/JENKE/147091.2




R

P

.

ot

e

KMC TELECOM HOLDINGS INC — 10-K ~ Annual Report Date Filed: 4/17/2001

$337.97 per share and an annual cumulative dividend equal to 7.0% of the
liquidation preference. Payment of the unpaid dividends is triggered by (i} an
initial public offering in which the Company receives aggregate gross proceeds
of at least $80 million or (ii) a merger, consolidation or sale of substantially
all assets. As of December 31, 2000, accumulated but unpaid dividends on the
Series G Preferred Stock aggregated $6,388,000.

Each share of Series G Preferred Stock is convertible into a number of
shares of Common Stock equal to the liquidation preference of each share divided
by the conversion price then in effect. Initially, the conversion price is
$337.97. However, this price is adjustable, subject to certain exceptions, upon
the occurrence of certain events including (i) the issuance or sale of common
stock for a consideration per share less than the conversion price, (ii) the
issuance of rights or options to acquire common stock or convertible securities
with an exercise price less than the conversion price and {iii} the issuance or
sale of other convertible securities with a conversion or exchange price lower
than the conversion price. The Series G Preferred Stock will be automatically
converted into common stock upon (i) a Qualified Public Offering, defined as
sale of common stock pursuant to a registration statement in which the Company
receives aggregate gross proceeds of at least $80 million, provided that the per
ghare price at which such shares are sold in such offering is not less than the
liquidation preference then in effect, or (ii) the election of holders of at
least two-thirds of the outstanding shares of Series G Preferred Stock.

The Series G Preferred Stock ranks senior to the Common Stock, Series A
Convertible Preferred Stock and Series C Convertible Preferred Stock, on a
parity with the Series F Senior Redeemable, Exchangeable, PIK Preferred Stock
and junior to the Series E Senior Redeemable, Exchangeable, PIK Preferred Stock.
The Series G-1 shareholders are entitled to vote on all matters before the
common holders, as a single class with the common, on an as if converted basis.

Subject to certain limitations and conditions, at the request of the
holders of at least two-thirds of the Series G Preferred Stock, the Company may
be required to redeem the Series G Preferred Stock upon (i} a change of control
or sale of the Company, or (ii) August 15, 2009.
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SERIES E PREFERRED STOCK

On February 4, 1999, the Company issued 25,000 shares of Series E
Senior Redeemable, Exchangeable, PIK Preferred Stock (the "Series E Preferred
Stock®") to Newcourt Finance (now CIT Lending Services), generating aggregate
gross proceeds of $22.3 million. On April 30, 19%9%, the Company issued an
additional 35,000 shares of Series E Preferred Stock for gross proceeds of $25.9
million. The Series E Preferred Stock has a liguidation preference of §$1,000 per
share and an annual dividend equal to 14.5%% of the liguidation preference,
payable quarterly. On or before January 15, 2004, the Company may pay dividends
in cash or in additional fully paid and nonassessable shares of Series E
Preferred Stock. After January 15, 2004, dividends must be paid in cash, subject
to certain conditions. Unpaid dividends accrue at the dividend rate of the
Series E Preferred Stock, compounded guarterly. During 138%9 and 2000, the
Company issued 5,004 and 9,951 shares of Series E Preferred Stock, respectively,
to pay the dividends due for such periods.

The Series E Preferred Stock must be redeemed on February 1, 2011,
subject to the legal availability of funds therefor, at a redemption price,
payable in cash, equal to the ligquidation preference thereof on the redemption
date, plus all accumulated and unpaid dividends tc the date of redemption. After
April 15, 2004, the Series E Preferred Stock may be redeemed, in whole or in
part, at the option of the Company, at a redemption price equal to 110% of the
liquidation preference of the Series E Preferred Stock plus all accrued and
unpaid dividends to the date of redemption. The redemption price declines to an
amount equal to 100% of the liguidation preference as of April 15, 2007.

In addition, on or prior to April 1S5, 2002, the Company may, at its
option, redeem up to 35% of the aggregate liquidation preference of Series E
Preferred Stock with the proceeds of sales of its capital stock at a redemption

Copyright 2001 EDGAR Online, Inc. (ver 1.01/2.003) Page 59

DCO1/JENKE/147091.2



KMC TELECOM HOLDINGS INC — 10-K — Annual Report Date Filed: 4/17/2001

price equal to 110% of the liquidation preference on the redemption date plus
accrued and unpaid dividends.

The holders of Series E Preferred Stock have voting rights in certain
circumstances. Upon the occurrence of a change of control, the Company will be
required to make an offer to repurchase the Series E Preferred Stock for cash at
a purchase price of 101% of the liquidation preference thereof, together with
all accumulated and unpaid dividends to the date of purchase.

The Series E Preferred Stock is not convertible. The Company may, at
the sole option of the Board of Directors (out of funds legally available),
exchange all, but not less than all, of the Series E Preferred Stock then
outstanding, including any shares of Series E Preferred Stock issued as payment
for dividends, for a new series of subordinated debentures (the "Exchange
Debentures") issued pursuant to an exchange debenture indenture. The holders of
Series E Preferred Stock are entitled to receive on the date of any such
exchange, Exchange Debentures having an aggregate principal amount equal to (i)
the total of the 1ligquidation preference for each share of Series E Preferred
stock exchanged, plus {(ii} an amount equal to all accrued but unpaid dividends
payable on such share.

SERIES F PREFERRED STOCK

On February 4, 1999, the Company issued 40,000 shares of Series F
Senior Redeemable, Exchangeable, PIK Preferred Stock (the "Series F Preferred
Stock") to Lucent and Newcourt Finance {now CIT Lending Services Corporation),
generating aggregate gross proceeds of $38.9 million. The Series F Preferred
Stock has a liquidation preference of $1,000 per share and an annual dividend
equal to 14.5% of the ligquidation preference, payable guarterly. The Company may
pay dividends in cash or in additional fully paid and nonassessable shares of
Series F Preferred Stock. During 1999 and 2000, the Company issued 4,177 and
6,654 shares of Series F Preferred Stock, respectively, to pay the dividends due
for such periods.

The Series F Preferred Stock may be redeemed at any time, in whole or
in part, at the option of the Company, at a redemption price equal to 110% of
the 1ligquidation preference on the redemption date plus an amount in cash equal
to all accrued and unpaid dividends thereon to the redemption date. Upon the
occurrence of a change of control, the Company will be required to make an offer
to purchase the Series F Preferred Stock for cash at a purchase price of 101% of
the 1ligquidation preference thereof, together with all accumulated and unpaid
dividends to the date of purchase.

The holders of Series F Preferred Stock have wvoting rights under
certain circumstances.
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Upon the earlier of (i) the date that is sixty days after the date on
which the Company closes an underwritten primary offering of at least $200
million of its Common Stock, pursuant to an effective registration statement
under the Securities Act or (ii) February 4, 2001, any outstanding Series F
Preferred Stock will automatically convert into Series E Preferred Stock, on a
one for one basis.

The Company may, at the sole option of the Board of Directors (out of
funds legally available), exchange all, but not less than all, of the Series F
preferred Stock then outstanding, including any shares of Series F Preferred
Stock issued as payment for dividends, for Exchange Debentures. The holders of
Series F Preferred Stock are entitled to receive on the date of any such
exchange, Exchange Debentures having an aggregate principal amount egual to (i)
the total of the liquidation preference for each share of Series F Preferred
Stock exchanged, plus {(ii) an amount egual to all accrued but unpaid dividends
payable on such share.

In September 2000, the Company repurchased and retired 2,965 shares of
Series F Preferred Stock at 110% of its liquidation preference plus accrued and
unpaid dividends for approximately $3.3 mwillion in accordance with the
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provisions of the certificate of designation applicable to the Series F
Preferred Stock.

On February 4, 2001, the Series F pPreferred Stock converted into Series
E Preferred Stock on a one for one basis (See Note 18 for a more detailed
description}.

SERIES A PREFERRED STOCK

There are 123,800 shares of Series A Cumulative Convertible Preferred
Stock of KMC Holdings ("Series A Preferred Stock") authorized and outstanding.
Such stock was issued to two entities, Nassau Capital Partners, L.P. and NAS
Partners I L.L.C. ("Nassau Capital” and "Nassau Partners", respectively,
collectively referred to as "Nassau")} in January 1997 upon the conversion of
certain notes payable and related accrued interest due to Nassau aggregating
$12,380,000. Series A Preferred Stock has a liquidation preference of $100 per
share and an annual dividend equal to 7.0% of the liquidation preference,
payable quarterly, when and if declared by the Board of Directors out of funds
legally available therefor. Unpaid dividends accumulate and the unpaid amount
increases at the annual rate of 7.0%, compounded quarterly. All accumulated but
unpaid dividends will be paid upon the occurrence of a Realization Event
(defined as (i) an initial public offering with gross proceeds of at least $40
million or (ii) sale of substantially all the assets or stock of the Company or
the merger or consolidation of the Company into one or more other corporations).
As of December 31, 2000, accumulated and unpaid dividends on the Series A
Preferred Stock aggregated $3,161,000. Notwithstanding the foregoing, pursuant
to an agreement among Nassau and the Company, Nassau has agreed to forego the
payment of dividends from September 22, 1997 through the date on which Nassau
disposes o©of its interest in the Company; provided that at the time of such
disposition, Nassau has received not less than a 10% annual compound rate of
return during the period it held the Series A Preferred Stock.

Series A Preferred Stock 1is convertible into Common Stock at a
conversion price egual to $20.63 per share of Common Stock, subject to
adjustment upon the occurrence of certain events. Holders of Series A Preferred
Stock may convert all or part of such shares to Common Stock. Upon conversion,
subject to the aforementioned agreement to forego the payment of dividends, the
holders are entitled to receive a cash payment of the accumulated but unpaid
dividends; provided, however, that the Company may substitute common shares
having a fair market wvalue equal to the amount of such cash payment if the
conversion occurs before a Realization Event. Series A Preferred Stock will
automatically convert into Common Stock upon the occurrence of a Qualified
Public Offering (defined as the first sale of Common Stock pursuant to a
registration statement filed under the Securities Act of 1933 in which the
Company receives gross proceeds of at least $40 million, provided that the per
share price at which such shares are sold in such offering is at least four
times the conversion price of the Series A Preferred Stock).

The holders of Series A Preferred Stock, except as otherwise provided
in the Company's Certificate of Incorporation, are entitled to vote on all
matters voted on by holders of Common Stock. Each share of Series A Preferred
Stock is entitled to a number of votes equal to the number of shares of Common
Stock into which such share is convertible. Without the prior consent of
two-thirds of the shares of Series A Preferred Stock, among other things, the
Company may not increase the number of shares of preferred stock (of whatever
series) authorized for issuance, or declare or pay any dividends on shares of
Common Stock or other junior shares. As discussed under "Redemption Rights"”
below, the holders of Series A Preferred Stock have certain redemption rights.
Accordingly, such stock has been reflected as redeemable equity in the
accompanying financial statements.
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SERIES C PREFERRED STOCK

There are 350,000 shares of Series C Cumulative Convertible Preferred
Stock of KMC Holdings ("Series C Preferred Stock") authorized, of which 175,000
shares are outstanding at December 31, 2000. One hundred fifty thousand of such

Copyright 2001 EDGAR Online, Inc. (ver 1.01/2,003) Page 61
DCOI/JENKE/147091.2



KMC TELECOM HOLDINGS INC — 10-K - Annual Report Date Filed: 4/17/2001

shares were issued in November 1997, generating aggregate gross proceeds of $15
million and the remaining 25,000 shares were issued in January 1998 upon the
conversion of an equal number of shares of Series D Preferred Stock. Series C
Preferred Stock has a 1liquidation preference of $100 per share and an annual
dividend equal to 7.0% of the liquidation preference, payable quarterly, when
and if declared by the Board of Directors out of funds legally available
therefor. Unpaid dividends accumulate and the unpaid amount increases at the
annual rate of 7.0%, compounded quarterly. All accumulated but unpaid dividends
will be paid upon the occurrence of a Realization Event. As of December 31,
2000, accumulated but unpaid dividends on the Series C Preferred Stock
aggregated $4,286,000. Notwithstanding the foregoing, pursuant to the Purchase
Agreement among the Company, Nassau, GECC and First Union Corp. ("First Union"),
each current holder of Series C Preferred Stock has agreed to forego the payment
of dividends that accumulate during the period from issuance through the date on
which such holder disposes of its interest in the Company; bprovided that at the
time of such disposition, it has received not less than a 10% annual compound
rate of return during such period.

Series C Preferred Stock is convertible into Common Stock at a
conversion price equal to $42.18 per share of Common Stock; provided that such
amount is subject to adjustment upon the occurrence of certain events. Holders
of Series C Preferred Stock may convert all or part of such shares to Common
stock. Upon conversion, subject to the aforementioned agreement to forego the
payment of dividends, the holders are entitled to receive a cash payment of the
accumulated but unpaid dividends; provided, however, that the Company may
substitute common shares having a fair market value egqual to the amount of such
cash payment if the conversion occurs before a Realization Event. Series C
Preferred Stock will automatically convert into Common Stock upon the occurrence
of a Qualified Public Offering.

The holders of Series C Preferred Stock, except as otherwise provided
in the Company's Certificate of Incorporation, are entitled to vote on all
matters voted on by holders of Common Stock. Each share of Series C Preferred
Stock is entitled to a number of votes equal to the number of shares of Common .
Stock into which such share is convertible. Without the prior consent of
two-thirds of the shares of Series C Preferred Stock, among other things, the
Company may not increase the number of shares of preferred stock (of whatever
series) authorized for issuance, or declare or pay any dividends on shares of
Common Stock or other junior shares. BAs discussed under "Redemption Rights®
below, the holders of Series C Preferred Stock have certain redemption rights.
Accordingly, such stock has been reflected as redeemable equity in the
accompanying financial statements.

The Series C Preferred Stock is subject to redemption at the option of
the Company, in whole but not in part, in connection with an "Acquisition
Event." An Acquisition Event is defined to mean any merger or consolidation of
the Company with any other company, person or entity, whether or not the Company
is the surviving entity, as a result of which the holders of the Company's
Common Stock (determined on a fully diluted basis) will hold 1less than a
majority of the outstanding shares of Common Stock or other equity interest of
the Company, person or entity resulting from such transaction, or any parent of
such entity.

SERIES D PREFERRED STOCK

There are 25,000 shares of Series D Cumulative Convertible Preferred
Stock ("Series D Preferred Stock") authorized, none of which are cutstanding at
December 31, 1999 or 2000.

COMMON STOCK

Holders of Common Stock of the Company are entitled to one vote for
each share held on all matters submitted to a vote of stockholders. Except as
otherwise required by law, actions at the Company's stockholders meetings (held
at least annually), require the affirmative vote of a majority of the shares
represented at the meeting, a quorum being present. Holders of Common Stock are
entitled, subject to the preferences of preferred stock, to receive such
dividends, 1if any, as may be declared by the Board of Directors out of funds
legally available therefor. The Senior Discount Note Indenture and the Company's
other indebtedness restrict the ability of the Company to pay dividends on its
Common Stock. Without the prior consent of two-thirds of the shares of Series A
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Preferred Stock and two-thirds of the shares of Series C Preferred Stock, the
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Company may not declare or pay any dividends on its Common Stock. Except as
discussed under "REDEMPTION RIGHTS" below, the holders of Common Stock have no
preemptive, redemption or conversion rights.

Pursuant to provisions contained in an Amended and Restated
Stockholders Agreement dated as of October 31, 1997, as further amended, among
the Company, Kamine, Nassau, CIT Lending Services Corporation, GECC, First
Union, Lucent and Dresdner Kleinwort Benson (the "Stockholders' Agreement"),
these stockholders have agreed to vote their shares and take all necessary
actions to elect the following individuals to the Company's board of directors:
the Chief Executive Officer, the President, three individuals designated by
Nassau, two individuals designated by Kamine, one individual designated by
Dresdner and one individual as an independent director approved by Nassau,
Kamine and other principal existing stockholders. Lucent or a person to whom
Lucent transfers its shares may be entitled to designate one individual under
certain circumstances. The number of directors each of Nassau, Xamine and
Dresdner is entitled to designate will decrease as their respective percentages
of ownership decrease. If a default relating to payment occurs under the Amended
Senior Secured Credit Facility and continues uncured for 90 days, the holders of
Series C Preferred Stock (currently Nassau, GECC and First Union) are entitled
to elect two additional Directors, who will serve until the default is cured. In
addition, under the certificate of designations relating to each of our Series E
Preferred Stock and Series F Preferred Stock, if a default occurs under such
certificate(s), the holders of Series E Preferred Stock and/or the holders of
the Series F Preferred Stock will have the right to elect one additional
individual each to serve as a director (for a total of two additional
directors), in each case until the default is cured and all accrued dividends on
such preferred stock are paid in full.

REDEMPTION RIGHTS

Pursuant to a stockholders agreement, certain of the Company's
stockholders and warrant holders have "put rights" entitling them to have the
Company repurchase their preferred and common shares and redeemable common stock
warrants for the fair value of such securities if no Liquidity Event (defined as
(i) an initial public offering with gross proceeds of at least $40 million, (ii)
the sale of substantially all of the stock or assets of the Company or (iii) the
merger or consolidation of the Company with one or more other corporations) has
taken place by the later of (x) October 22, 2003 or (y) 90 days after the final
maturity date of the Senior Discount Notes. The restrictive covenants of the
Senior Discount Notes limit the Company's ability to repurchase such securities.
All of the securities subject to such "put rights" are presented as redeemable
equity in the accompanying balance sheets.

The redeemable preferred stock, redeemable common stock and redeemable
common stock warrants, which are subject to the stockholders agreement, are
being accreted up to their fair market values from their respective issuance
dates to their earliest potential redemption date (October 22, 2003). At
December 31, 2000, the aggregate redemption value of the redeemable equity was
approximately $580 million, reflecting per share redemption amounts of $1,454
for the Series A Preferred Stock, $711 for the Series C Preferred Stock, $338
for the Series G Preferred Stock and $300 for the redeemable common stock and
redeemable common stock warrants.

WARRANTS

In connection with a predecessor to the Amended Senior Secured Credit
Facility, warrants to purchase 10,000 shares of Common Stock were issued to GECC
in 1997. These warrants, at an exercise price of $.01 per share, are exercisable
from issuance through January 21, 2005. The fair value of such warrants was
determined to be $525,000, which was reflected as a charge to deferred financing
costs and credited to redeemable equity. Pursuant to the Stockholders'
Agreement, GECC may put the shares of Common Stock issuable upon the exercise of
such warrants back to the Company. These warrants have been presented as
redeemable common stock warrants in the accompanying balance sheet at December
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31, 2000.

In connection with the sale of Senior Discount Notes in January 1998,
the Company issued warrants to purchase an aggregate of 100,385 shares.of Common
Stock at an exercise price of $.01 per share. The net proceeds of approximately
$10.4 million represented the fair wvalue of the warrants at the date of
issuance. In the first quarter of 2000 a portion of these warrants were
exercised resulting in outstanding warrants to purchase an aggregate of 99,285
shares of Common Stock at December 31, 2000. The remaining warrants are
exercisable through January 2008.

In connection with the February 4, 1999 issuances of the Series E
pPreferred Stock and the Series F Preferred Stock, warrants to purchase an
aggregate of 24,660 shares of Common Stock were sold to Newcourt Finance (now
CIT Lending Services) and Lucent. The aggregate gross proceeds from the sale of
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these warrants was approximately $3.2 million. These warrants, at an exercise
price of $.01 per share, are exercisable from February 4, 2000 through February
1, 2009.

In addition, the Company also delivered to the Warrant Agent
certificates representing warrants to purchase an aggregate of an additional
107,228 shares of Common Stock at an exercise price of $.01 per share (the
"Springing Warrants”)}. The terms of the Springing Warrants provide that they
would become issuable under the circumstances described in the following
paragraph.

If the Company fails to redeem all shares of Series F Preferred Stock
prior to the date (the "Springing Warrant Date") which is the earlier of (i) the
date that is sixty days after the date on which the Company closes an
underwritten primary offering of at least $200 million of its Common Stock
pursuant to an effective registration statement under the Securities Act or (ii)
February 4, 2001, the Warrant Agent is authorized to issue the Springing
Warrants to the Eligible Holders (as defined in the warrant agreement) of the
Series E and Series F Preferred Stock. The Company did not redeem all of the
Series F Preferred Stock as of February 4, 2001 and therefore the "Springing
Warrants" have become issuable. See Note 18 for further discussion regarding
these springing warrants.

In connection with the April 30, 1999 issuance of additional shares of
the Series E Preferred Stock, warrants to purchase an aggregate of 60,353 shares
of Common Stock were issued to Newcourt Finance (now CIT Lending Services) and
First Union. The aggregate gross proceeds from the sale of these warrants was
approximately $9.1 million. These warrants, at an exercise price of $.01 per
share, are exercisable from February 4, 2000 through February 1, 2009.

OPTIONS

Prior to the establishment of the present holding company structure,
during 1996 and 1997, KMC Telecom granted options to purchase shares of its
common stock, par value $.01 per share ("KMC Telecom Common Stock"), to
employees pursuant to the KMC Telecom Stock Option Plan.

In order to reflect the establishment of the holding company structure,
on June 26, 1998, the Board of Directors adopted a new stock option plan, the
KMC Holdings Stock Option Plan (the "1998 Plan"), which authorizes the grant of
options to purchase Common Stock of the Company. . The 1998 Plan was approved by
the stockholders, effective July 15, 1938. 1In September 1998, the Company
replaced the coptions to purchase KMC Telecom Common Stock previously granted
under the KMC Telecom Stock Option Plan with options to purchase Common Stock of
the Company granted under the 1998 Plan and granted options to additional
employees of the Company under the 1398 Plan.

The 1998 Plan, which is administered by the Compensation Committee of
the Board of Directors of KMC Holdings, provides for various grants to key
employees, directors, affiliated members or other persons having a unique
relationship with the Company excluding Kamine and any person employved by Nassau
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Capital or any Nassau affiliate. Grants may include, without 1limitation,
incentive stock options, non-qualified stock options, stock appreciation rights,
dividend equivalent rights, restricted stocks, purchase stocks, : performance
shares and performance units. The Compensation Committee has the.power and
authority to designate recipients of the options and to determine the terms,
conditions, and limitations of the options.

Under the 1998 Plan, options to purchase 600,000 shares of Common Stock
of KMC Holdings are eligible for grant, of which 88,101 options have not been
granted as of December 31, 2000. No individual may receive options for more than
75,000 shares. The exercise price of all incentive stock options granted under
the 1998 Plan must be at least equal to the fair market value of the shares on
the date of grant. The exercise price of all non-qualified stock options granted
under the 1998 Plan must be at least 25% of the fair market value of the shares
on the date of grant.

Options granted pursuant to the 1998 Plan will have terms not to exceed
10 years and become exercisable over a vesting period as specified in such
options. The 1998 Plan will terminate no later than 2008. Options granted under
the 1998 Plan are nontransferable, other than by will or by the laws of descent
and distribution, and may be exercised during the optionee’s lifetime, only by
the optionee.

The 1998 Plan provides for an adjustment of the number of shares
exercisable in the event of a merger, consolidation, recapitalization, change of
control, stock split, stock dividend, combination of shares or other similar
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changes, exchange or reclassification of the Common Stock at the discretion of
the Compensation Committee. Pursuant to the agreements adopted under the 1998
Plan, the greater of 25% of the shares granted or fifty percent of all unvested
options granted become fully vested upon a change-in-control of the Company, as
defined. Under certain circumstances, such percentages may increase.

The holders of options to acquire shares of Common Stock of KMC
Holdings are required to enter into agreements with KMC Holdings which place
certain restrictions wupon their ability to sell or otherwise transfer such
shares. 1In the event of termination of employment of the option holder by the
Company or the affiliates, the Company can repurchase all of the shares or
options held by such individuals, generally for an amount equal to the fair
value of such shares or the excess of the fair value of such options over their
exercise price. :

Information on stock options is as follows:

. NUMBER OF SHARES WEIGHTED
------------------------------------- AVERAGE EXERCISE
OUTSTANDING EXERCISABLE PRICE OF OPTIONS
Balances, January 1, 1998.....cccucererncncenns 141,500 19,000 $ 65
Granted. ... ittt ittt 262,500 - $ 26
Became exercisable..........ciiiiiiiiiiiinnnn - 117,000
Cancelled. ... oo eriieieeronacenronesaancnnas {141,500) (19,000) $ (65)
Balances, December 31, 1998......cccccerenansss 262,500 117,000 $ 26
Granted........... . 82,342 - $ 147
Became exercisable.. .. . - 51,669
Exercised.....oovvencencnnneannnns cieeee (15,600} (15,600) $ 22
Cancelled. ... ... iuiieiirernnnnninnaneaannanns (27,200) {2,000} $ (26)
Balances, December 31, 1999...............c00un 302,042 151,069 $ 59
Granted....coveercereneceriianrnecotnnvionnnn 255,674 - $ 173
Became exercisable........ceevienennenononnas - 136,929
Exercised.....ciiiiiire it iieriiiaaeaeannnn (7,803) {7,803) $ 77
Cancelled....iieeeriienrereraceennnneanssannns (38,014) (4,726) $(158)
Balances, December 31, 2000.......ccvvvernecces 511,899 275,469 $ 109
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The weighted-average exercise price of options exercisable at December
31, 1998, 1999 and 2000 is $22, $26 and §48, respectively, and the
weighted-average fair value of options granted during 1998, 1999 and 2000 were
$114, $134 and $236 per share, respectively.

The range of exercise prices, number of shares and the weighted-average
remaining contractual life for options outstanding as of December 31, 2000 were
as follows: :

WEIGHTED-
WEIGHTED- AVERAGE
NUMBER AVERAGE REMAINING

RANGE CF NUMBER OF SHARES EXERCISE CONTRACTUAL

EXERCISE PRICES OF SHARES EXERCISABLE PRICE LIFE

$20-850 215,950 193,999 s 26 7.5 years
$51-5100 120,000 55,937 $ 715 9.2 years
$101-8150 45,407 18,550 $ 128 7.5 years
$200-$250 72,876 6,343 $ 248 9.0 years
$251-$300 57.666 600 $ 300 3.6 years
Total $20 - $300 511,859 275,469 $109 7.5 years

During the year ended December 31, 2000, non-qualified options to
purchase an aggregate of 255,674 shares were granted to employees, directors and
independent contractors who perform services for the company, at exercise prices
of $75 (127,500}, $125 (2,500}, $250 {64,508) and $300 (61,166). All such
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options have 10 year terms. The options issued at $75 are 25% vested upon
issuance and vest 12.5% every six wonths thereafter. The options issued at $125
have immediate vesting. Of the options issued at $250, 23,500 options vest
annually over three years, 40,008 options vest 10% every six months and 1,000
options fully vest after one year. The coptions issued at $300 vest 10% every six
months.

During the year ended December 31, 1999, non-qualified options to
purchase an aggregate of 82,342 shares were dgranted to employees at exercise
prices of $125 (&67,509), $225 (2,933) and $250 (11,9%00). All options have 10
year terms and become exercisable over a five year period in egual six month
increments

As a result of restrictions upon the holders of options granted under
the 1998 Plan, including their ability to sell or otherwise transfer the related
shares, the 1998 Plan is required to be accounted for as a variable stock option
plan. Generally accepted accounting principles for variable stock option plans
require the recognition of a non-cash compensation charge for these options
{amortized over the vesting period of the employee options and recognized in
full as of the grant date for the non-employee options). Such charge is
determined by the difference between the fair wvalue of the common stock
underlying the options and the option price as of the end of each period.
Accordingly, compensation expense will be charged or credited periodically
through the date of exercise or cancellation of such stock options, based on
changes in the value of the Company's stock as well as the vesting schedule of
such options. These compensation charges or credits are non-cash in nature, but
could have a material effect on the Company's future reported results of
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operations.

The Company, upon cancellation of the outstanding options under the KMC

Telecom Stock Option Plan, reversed all compensation expense previously recorded

with respect to such options. Additionally, to the extent the fair value of the

Common Stock of the Company exceeded the exercise price of the options granted

under the 19598 Plan, the Company recognlzed compensation expense related to such
optlons over their vesting period.

Based on the estimated fair value of the Common Stock KMC Holdings at
December 31, 1998, December 31, 1999 and December 31, 2000, cumulative deferred
compensation obligations of $27,906,000, $50,972,000, and $89,190,000
respectively, have been established. The Company has recognized compensation
expense aggregating $7,080,000, $29,833,000 and $34,571,000 for the years ended
December 31, 1998, 1999 and 2000, respectively. The 1998 stock option
compensation expense of $7,080,000 reflects charges of $7,236,000 under the KMC
Telecom Stock Option Plan through its termination in September 1998 and charges
of $21,190,000 related to the 1998 Plan, partially offset by a credit as a
result of the September 1998 cancellation of the KMC Telecom stock options,
reflecting the reversal of $21,346,000 of cumulative compensation previously
recognized for options granted under the KMC Telecom Stock Option Plan.

In accordance with the provisions of Statement 123, the Company applies
APB 25 and related interpretations in accounting for its stock option plan. If
the Company had elected to recognize compensation expense based on the fair
value of the options granted at the grant date as prescribed by Statement 123,
net loss and net loss per common share would have been the following:

DECEMBER 31,
1998 1999 2000

(IN THOUSANDS, EXCEPT PER SHARE AMOUNTS)

Net loss:
As reported......iiiiiinnieaanaaeaan 5(76,753) $ (225,71s6) $ (359,687)
Pro FOrMa. .. vvvnneennoeecneesonsanannna $(76,869) $ (219,599) $ (369,114)
Net loss per common share:
As reported.......iiiiiiiiiiiiaaaa $(114.42) $ (360.88) $ (531.21)
Pro fOrmMa. ..uovuieeennnenncceeaanonnnnn $(114.56) $ (353.70) $ (542.24)
61

The fair value of each option grant is estimated on the date of grant
using the Black-Scholes option-pricing model with the following weighted average
assumptions:

1998 1999
2000
Expected dividend y1e1d ..................... 0% 0%
0%
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Expected stock price volatility.......... .o 50% 70%
B5%

Rigk-free interest rate.................. ‘e 6.0% + 6.5%
6.0% .
Expected life of options..... Cesesaraa e 7 years 7 years
7 years

The expected stock price volatility factors were determined based on an
average of such factors as disclosed 1in the financial statements of peer
companies. The Black-Scholes option wvaluation model was developed for use in
estimating the fair value of traded options which have no vesting restrictions
and are fully transferable. In addition, option valuation models require the
input of highly subjective assumptions including the expected stock price
volatility. Because the Company's employee stock options have characteristics
significantly different from those of traded options, and because changes in the
subjective input assumptions can materially affect the fair value estimate, in
management's opinion, the existing models do not necessarily provide a reliable
single measure of the fair value of its employee stock options.

8. INFORMATION BY BUSINESS SEGMENT

The Company has two reportable segments as defined by FASB Statement
No. 131, "DISCLOSURES ABOUT SEGMENTS OF AN ENTERPRISE AND RELATED INFORMATION®:
a Tier III Markets segment and a Nationwide Data Platform segment. The Company
owns and operates robust fiber-based networks and switching equipment in all of
its 37 Tier III markets, which are predominantly located in the South,
Southeast, Midwest and Mid-Atlantic United States. The Nationwide Data Platform
segment provides local Internet access infrastructure and other enhanced data
gervices in over 140 markets nationwide.

The Company evaluates the performance of its operating segments based
on earnings before interest, taxes, depreciation and amortization, excluding
general corporate expenses and stock compensation expense ("Adjusted EBITDA").
There are no significant intersegment transactions.

Prior to the development of the Nationwide Data Platform segment in
late fiscal 2000, the Company was managed as one reporting segment for the

fiscal years ended 1998 and 1999. Therefore, segment data for such years is not
presented.
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YEAR ENDED DECEMBER 31, 2000
{IN THOUSANDS)

NATIONWIDE DATA

TIER IIX MARKETS PLATFORM CORPORATE TOTAL

ReveNUET. .. . v v nneasvnvavsavanns $ 161,938 $ 47,257 $ - $ 209,195
Adjusted EBITOA. c.cenaencrvainnss {124, 545) 1.667 208 {122,673)
Depreciation and amortization.... {62,842) (1,405} {11,878) {76,129}
Stock compensation expense....... {1,037) {346} {33,188} {34,571)
Interest fNCOMe. ... coveecenvunns 8,429 1,188 2,167 11,784
Interest expense........... craean {122,230} {227} (13,876} (136,393}
Cumulative effect of change in

accounting principle.......... {1,703} - - {1,708)
Net income (1083)....cesvuscns ve (303,990 873 {56,570} (359,687)
Dividends and accretion on

redesmable preferred stock - - {94,440) {94,440)
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Net income {(loss) applicable to

shareholders....c.vovcvncnnnes § {303,9%0) $ 873 § {1s1,010) $ (454,127)
Total AaS8ELB....cvvnnveccercrnnne $ 871,861 § 263,708 $ 95,706 ‘81,331,278
J - PR, [ [ —
Capital expenditures............. $ 274,181 $ 176,970 $ 6,490 $ 457,651

SERVICE REVENUES

The Company provides on-net switched and dedicated services and resells
switched services previously purchased from the incumbent local exchange
carrier. On-net services include both services provided through direct
connections to our own networks and services provided by means of unbundled
network elements leased from the incumbent local exchange carrier.

The Company's service revenues consist of the following:

YEAR ENDED DECEMBER 31,
1558 19599 2000

(IN THOUSANDS)

on-net....... e $ 8,248 544,615 $198,177

Resale.......ccveveranenonanenansnn .o 14,177 19,698 11,018
=T - $22,425 $64,313 $209,195

BAEREIIETRSS e e e 25 0 T R

9. SIGNIFICANT CONTRACTS AND CUSTOMERS

In March 2000, the Company entered into an agreement with Qwest
Communications Corporation and Qwest Communications International, inc.
{collectively, "Quwest") pursuant to which (i} the Company  purchased
approximately $134 million of Internet infrastructure equipment (the "KMC
Funding V Equipment®"} from Qwest and {(ii) the Company agreed to install and
maintain this equipment, throughout the United States, principally to handle
Internet service provider traffic on behalf of Qwest. As amended, the services
agreement 1is for a term of 51 wmonths, commenced in August 2000 and expires in
October 2004.

In June 2000, the Company entered into a second agreement with Qwest,
pursuant to which {i) the Company purchased approximately $168 million of
Internet infrastructure eguipment from Qwest and (ii} the Company agreed to
install and maintain this equipment, in cities throughout the United States,
principally to handle Internet service provider traffic on behalf of Qwest. The
second services agreement commenced in November 2000 and expires in July 2005.
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10. INCOME TAXES

As of December 31, 2000, the Company and its subsidiaries had
consolidated net operating loss carryforwards for United States income tax
purposes ("NOLs") of approximately $500 million which expire through 2020. Under
Section 382 of the Internal Revenue Code of 1986, as amended, if the Company
undergoes an "ownership change," its ability to use its precownership change NOLs
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(NOLs accrued through the date of the ownership change) would generally be
limited annually to an amount equal to the product of (i} the long-term
tax-exempt rate for ownership changes prescribed wmonthly by the Treasury
Department and (ii) the value of the Company's equity immediately before the
ownership change, excluding certain capital contributions. Any allowable portion
of the preownership change NOLs that is not used in a particular taxable year
following the ownership change could be carried forward to subsequent taxable
years until the NOLs expire, usually 20 years after they are generated. &s a
result of the cumulative effect of issuances of preferred and common stock
through September 22, 1997, KMC Telecom has undergone an ownership change.

For financial reporting purposes, the Company has an aggregate of
approximately $311 million and $671 million of loss carryforwards and net
temporary differences at December 31, 19939 and 2000, respectively. At existing
federal and state tax rates, the future benefit of these items approximates $121
million at December 31, 1999 and $262 wmillion at December 31, 2000. Valuation
allowances have been established equal to the entire net tax benefit associated
with all carryforwards and temporary differences at both December 31, 1999 and
2000 as their realization is uncertain. :

The composition of expected future tax benefits at December 31, 1999
and 2000 is as follows:

{IN THOUSANDS)

Net operating loss carryforwards......v.vesvuonvmovananesnncne $ 83,762 ] 195,177
Temporary differences:
Stock option compensation....... ...ttt aaaas 19,528 33,011
Interest accretion....... ..ottt 21,127 34,025
COLNEY, ML .. ittt ittt tscatsaussosnoessntnoenenancenns (3,244) (419)
Total deferred £ax aSSELS. .. i v iiiuinursnornnsenns e 121,173 261,794
Less valuation allowWante. .o v v eerceacurorrassasnassoncenans {121,173} (261,794)
Net deferred £axX 8S58LS . ... unu vt usaisniosnscnsnneransans ] - 5 -

0 ST TR S R S O A ERFERWBBEASES

A reconciliation of the expected tax benefit at the statutory federal
rate of 35% is as follows:

1958 1993
2000
Expected tax benefit at statutory rate.......... {(35.0)% (35.0) %
(35.0)%
State income taxes, net of federal benefit...... {(2.6) (3.8)
{4.2)
Non-deductible interest expense.............. .. 2.0 1.1
0.8 .
L0 o8 + 75 0.1 0.1
0.1
Change in valuation allowance................... 35.5 37.6
38.3 .
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11. COMMITMENTS AND CONTINGENCIES

LEASES

The Company leases various facilities . and eguipment under operating
leases. Minimum rental commitments are as follows {(IN THOUSANDS):

64

YEAR ENDING DECEMBER 31:

2001, ... 0 cinninnann PR, $ 9,737

2002, .. e e 8,403
2003...... s eee s s e e 7,602

2004 . ittt ettt 7,039
2005.........4 P P $,224
Thereafter.......... et areeaea fhe e 22,485
$60,490

-2 % ¢ §-%.2-3-F-+—& ]

Rent expense under operating leases was $1,299,000, $3,815,000, and
$7,835,000 for the years ended December 31, 1998, 1999 and 2000, respectively.
The amounts presented above for the year ending December 31, 2001 exclude
minimum xental commitments of $40.4 willion associated with the Company's
operating lease for the KMC Funding V Equipment which was terminated in March
2001 as more fully described in Note 18.

LITIGATION

There are a number of lawsuits and regulatory proceedings related to
the Telecommunications Act of 1996, decisions of the Federal Communications
Commission related thereto and rules and regulations issued thereunder which may
affect the rights, obligations and business of incumbent local exchange
carriers, competitive local exchange carriers and other participants in the
telecommunications industry in general, including the Company.

PURCHASE COMMITMENTS

As of December 31, 2000, the Company has outstanding commitments
aggregating approximately $17 million related to purchases of telecommunications
equipment and fiber optic cable and its obligations under its agreements with
certain suppliers and service providers.

EMPLOYMENT AGREEMENTS

The Company has entered into employment agreements with certain of its
executives. In addition to a base salary, these agreements alsc provide for
certain incentive compensation payments, based upon the attainment of certain
business and financial milestones.
ARBITRATION AWARD

During the second gquarter of 1999, the Company recorded a $4.3 million

charge to other expense in connection with an unfavorable arbitration award. The
net amount due under the texms of the award was paid in full in June 1999.

12. RELATED PARTY TRANSACTIONS
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The Company and certain affiliated companies owned by Kamine share
certain administrative services. The entity which bears the cost of the service
is reimbursed by the other for the other's proportionate share of such expenses.
The Company reimbursed Kamine-affiliated companies for these shared services an
aggregate of approximately $136,000, $60,000, and $0 of expense for the years
ended December 31, 1998, 1999 and 2000, respectively. During 1999, the Company
purchased approximately $180,000 of office furniture and leasehold improvements
from an entity controlled by Kamine.

The Company leases its headquarters office through January 2012 from an
entity in which a trust for the benefit of Kamine's children owns a fifty
percent interest. This new lease provides for a base annual rental cost of
approximately $1.0 million, adjusted periodically for changes in the consumer
price index, plus operating expenses. Rent expense recognized under this new
lease and a predecessor lease (pursuant to which the Company had leased smaller
amounts of space) for the years ended December 31, 1998, 1999 and 2000 was
$217,000, $217,000 and $1.1 million, respectively.

Pursuant to an agreement dated as of January 1, 1999, the Company is
entitled to use a Citation III business jet chartered by Bedminster Aviation
LLC, a limited liability company wholly owned by Kamine, for a fixed price per

€S

hour of flight time. During 1999 and 2000, the Company paid approximately
$210,000 and $1.7 million, vrespectively, for the use of the Citation IIX. The
Company has agreed to use its best efforts to use the Citation III f£ifty hours
per gquarter during 2001. However, the Company is under no obligation to do so
and it has not guaranteed any financial arrangements with respect to the
aircraft or to Bedminster Aviation LLC.

‘ The Company is currently in negotiations to complete the transfer of
its construction division to KNT Network Technologies, LLC ("KNT") a company
independently owned by Harold N. Kamine and Nassau Capital, the principal
stockholders of the Company. Pursuant to an arrangement between the parties,
effective June 1, 2000, the Company transferred substantially all of the
employees of its construction division to KNT. KNT is providing construction and
maintenance services to the Company and is being reimbursed for all of the
direct costs of these activities. 1In addition, the Company is currently funding
substantially all of KNT's general overhead and administrative costs at an
amount not to exceed $15 million per annum.

Amounts paid to KNT during fiscal 2000 related to this arrangement
amounted to $20.0 wmillion, of which $8.7 million was for mnetwork related
construction and was capitalized into networks and equipment and the balance was
charged to expense. Further, the Company may be entitled to participate in
future profits of KNT, to the extent KNT develops a successful third-party
construction business.

The Company is currently negotiating with KNT to finalize the terms of
this arrangement and execute a formal contract which is required to be completed.
by June 15, 2001.

Pursuant to an agreement between the Company and Nassau, Nassau was
paid $450,000 per annum in cash as a financial advisory fee for the years ended
December 31, 1938, 1999 and 2000.

Upon the initial closing of the offering of the Series G Convertible
Preferred Stock in July 2000, the Company paid a fee of $1.0 million in cash to
Nassau.

Upon the initial closing, in November 2000, of the 48 month loan which
the Company obtained to finance the KMC Funding Equipment, the Company paid a
fee of $1.0 million in cash to Dresdner Kleinwort Benson North American Leasing,
Inc.

As of December 31, 1939 and 2000, the Company has made loans
aggregating $575,000 and $350,000 respectively, to certain of its executives.
Such locans bear interest at a rate of 6% per annum and are included in other

Copyright 2001 EDGAR Online, Inc. (ver 1.01/2.003) Page 72

DCOI1/JENKEF147091.2



KMC TELECOM HOLDINGS INC ~ 10-K ~ Annual Report Date Filed: 4/17/2001

agsets.

13. NET LOSS PER COMMON SHARE .

+

The following table sets forth the computation of net loss per common

share:
1998 1999 2800
{IN THQUSANDS, EXCEPT PER SHARE AMOUNTS)
Numerator:
Net loss before cumulative effect of
change in accounting principle............ $ (76,753) $ {225,715} $ {357,982)
Cumulative effect of change in accounting
principle....... PR hedeneebbshaane e - - (1,705}
et 1OBH....cacrvanvornrasvassmcravoscaasun {76,753) (225,716} {359,687}
Dividends and accretion on redeemable
preferred StOCK. ... vcuviocorcrvsncarvannas (18,285) {81,633) {94,440}
Numerator for net loss applicable to
common shareholders. . ....vveeueeenn ereaeran 3 {95,038} $ (307,349} 8§ (454,127}
[ ——
Denominator:

Dencminator for net loss per common share
- weighted average number of common
shares outstanding.....cveveaisuivonsaconss 831 852 8ss

Net loss per common share before
cumslative effect of change in accounting

principle - BasiCiiiercesonvnrvonvonesorna $  (114.42) $  (360.88) § (529.22)
Cumulative effect of change in aceounting
PrinCiple. civnvrnireimrvacranarcaserrenne - - {1.99)
Net loss per common share 3 (114.42) $ {360.88) $ (531.21)
P — -
€6

Options and warrants to purchase an aggregate of 372,885, 496,729 and 706,196
shares of common stock were cutstanding as of December 31, 1998, 1999 and 2000,
respectively, but a computation of diluted net loss per common share has not
been presented, as the effect of such securities would be anti-dilutive.

14. SUPPLEMENTAL DISCLOSURE OF NONCASH INVESTING AND FINANCING ACTIVITIES

Information with respect to noncash investing and financing activities is as
follows:

In connection with the Senior Discounts Notes, the Company recognized noncash
interest expense of $33.3 million and $39.0 million in 1999 and 2000,
respectively.

During 1993, the Company issued stock dividends to the holders of the Series
E DPreferred Stock and Series F DPreferred Stock of 5,004 shares and 4,177
shares, respectively. During 2000, the Company issued stock dividends to the
holders of the Series E Preferred Stock and Series F Preferred Stock of 9,951
shares and 6,654 shares, respectively.

In connection with options granted to employees under the KMC Holdings Stock
Option Plan in 1998, 1999, and 2000 and under the KMC Telecom Stock Option
Plan in 1997, cumulative deferred compensation obligations of $27,%06,000,
$50,972,000, and $89,190,000 have been established in 1998, 1999 and 2000,
respectively, with offsetting credits to additional paid-in capital. Noncash
compensation expense of $23,758,000, $23,947,000 and $34,571,000 in 1998,
1999 and 2000, respectively, was recognized in connection with such options.
In connection with options granted to individuals employed by certain
affiliates of the Company in 1998, 1999 and 2000, the Company recognized
noncash compensation expense of $4,668,000, $5,832,000 and $3,796,000
respectively. In addition, during 1998 the Company cancelled all of the then
outstanding options granted wunder the KMC Telecom Stock Option Plan,
resulting in the reversal of previously recognized compensation expense of
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$21.3 million.

15. RECIPROCAL COMPENSATION

In May 2000, the Company reached a resolution of its claims for payment
of certain reciprocal compensat