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Enclosed for filing with the Tennessee Regulatory Authority (“Authority™) is an
original and thirteen (13) copies of the responses of Covad Communications Company
Authority’s April 6, 2006 Data Request No. 1.

to the

Also enclosed is a duplicate copy of this filing, and a self-addressed, postage paid
envelope. Please date stamp the duplicate and return it in the envclope provided. Please contact
the undersigned at (202) 955-9667 or via email at mconway@kelleydrye.com if you have any
questions or require any additional information.
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‘How many customers does Covad currently have in Tennessee?

Has Covad Communications Company (“Covad” or the “Company”) filed similar
applications in other states and what is the status of any such application?

Yes, Covad has made similar filings in other states. Covad filed notlﬁcatlon of
the financings in the following states: District of Columbia, Indiana, Kenplcl\y
Louisiana, Nebraska, Ncw Hampshire, and North Carolina. Covad filed applications that
are pending (unless otherwise noted) in the following states: Arizona, Colé)rado
Delaware (approved with no action taken 4/11/06), Georgia, New Jerscy, New Yorlk and
West Virginia. In Pennsylvania, Covad filed a registration for an abbreviated sccurities

certificate which is complete

Has Covad applied for approval for financing from any Federal agency? H:‘ive they
notified any Federal Agency" If so, what is the status of any such appllcatlon or
notification?

Covad has not applied for approval from or notified any Federal agency.
However, Covad will be notlfymo the SEC of the financings, as required, shortly after
closing.

Covad currently has a total of approximately 3,350 customers in Tennessee.

Confirm that Covad will: continue to operate and/or provide service under its
current name and CCN issued by the Authority, and its business licenses as filed
with the Tennessee Secretary of State’s Office.

Yes, Covad will continue to operate and/or provide service under its currént name

and CCN issued by the Authority and its business licenses as filed with the Tennessee
Secretary of State’s Office.

Provide the most recently independently audited balance sheet and operating
statement of revenues for Covad.

Covad is a subsidiar:y of Covad Communications Group, Inc. (“Covad GfOLlp”) a

publicly held corporation. A copy of Covad Group’s most recent publicly avallablle SEC

Form 10-Q is appended hereto as Attachment A. These financials cover Covad Group

‘and subsidiaries, including Covad.




ATTACHMENT A

Covad Group Financials
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COVAD COMMUNICATIONS GROUP INC ow

110 RIO ROBLES
SAN JOSE, CA 95134
408 952 6400

10-Q

FORM 10-Q
Filed on 11/09/2005 - Period: 09/30/2005
File Number 001-32588
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UNITED STATES SECURITIES AND EXCHANGE COMMISSION
i Washington, DC 20549

| .~ FORM 10-Q

% QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES E\("H ANGE
ACT OF 1934
For the quarterly period ended September 30, 2005

O " TRANSITION REPORT PURSUAVT TO SECTION 13 OR 15(d) OF THE SECURITIES EX( HANGE
ACT OF 1934 ,
For the transition period from to

Commission file number: 001-32588

COVAD COMMUNICATIONS GROUP, INC

(Exact name of registrant as specified in 1ts charter)

Delaware 770461529
) (State or other jurisdiction ' (RS Employer
of incorporation or organization) : Identification Number)
110 Rio Robles 95134
San Jose, California (Zip Code)
(Address of principul executive .
offices) |

' (408) 952-6400
(Registrant’s telephone number, imcluding urea code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Sceunties Exchange Act of 1934

dunng the preceding 12 months (or for such shorter period that the registrant was required to file such reports). and (2) has been subject to su
requircments for the past 90 days
Yes @M No O
. Indicatc by check mark whether the registrant 1s an Accelemted hlcr (as described by Rule 12b-2 of the Exchange Act) Yes M No O
Indicate by check mark whether the registrant 1s a shell company (as defined in Rule 12b-2 of the Exchange Act) Yes O No M
APPLICABLE ONLY TO REGISTRANTS INVOLVED IN BANKRUPTCY PROCEEDINGS DURING THE PRECEDING FIVE

ch filing

YEARS:

Indicate by check mark whethcer the registrant has filed all documents and reports rcquired to be filed by Section 12, 13 or 15(d) ofthe Securities

Exchange Act of 1934 subscquent to the distribution of securities under a plan confirmed by a court Yes [ No
As of October 21, 2005 there were 266,584,975 shares outstanding of the Registrant’s Common Stock and no shares outstanding of the Re
Class B Common Stock :

cgistrant’s
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. PART I. FINANCIAL INFORMATION
Item 1.'Financial Statements i
COVAD COMMUNICATIONS GROUP, INC.
CONDENSED CONSOLIDATED BALANCE SHEETS
(All dollar and share amounts are presented in thousands, except par value)

. September 30, " December 31,
2005 2004

b . g L
C urrent a”gscts .
Cash and cash%eqmvalcnts a
Short—tcrm investments. in debt securmcs
Restireted cash and cash equivalents- *:
Accounts rcccnable _net.
Unbilled revenues ™ G#85 :
Inyventorics

Prepaid e)\penscs“’aud bther current assets -

7506 -

Total current assets
Propeny and eqmp‘afnent ‘net :
Collocation fees and othcr 1ntau[,lble qsscts nct
Goodwill .~ Lo
Dcfcrred Costs 0 servxcc actn atxon
Déferted customer incentives, net...
Dc{crrcd debt issuance costs, nct
Other long=tern assets

Total assets . 3 330,185 $ 385,225

i
Current Imbllmcs
AdEounts payablc
Accrucd compcnsatlon .
Accruéd collonatlon and fictwork service feed
Accruced transaction— bnsed taxes,
Collateralized and othéf Customer: deposlts
Unearned revenues
Other accrtied habllmes

Total currcnt llabllltleb .
Eong-term debt ..
Collaterahzeg and other long tcrm customer deposm o
Deférredigain reSulting from deconsolidation of- subsidiary
Unearned reyenues,, ...
Other long~term liabilitie

Total liabihties : 333931 393,860

s

Commitinents andfcontitigencies.(Noté 6) =1

Stockholders’ deficit;, g

Preferred stock, $0.001 par ] 0
30, 2005-and:December312004

Common Stock, $0 001 par value, 590,000 shares authon/cd, 266,560 shares 1ssucd and outstandmg at’
.. September 30, 2005 (263,681 ahares 1ssued and outstandm;, at December 31, 200.4

Common Stock — Elass’ §$ Horized; i 1
September 30, 2005 and'DccembcréBl ”004 g

Addmonal paid—in capatal

- g

1,695,424

Deterred.stock—bascd compcnsatnon e (939)
Accumulated other comprchensne'mcomc (loss) 9 . (985),
Accumulated deficit 557 . EA (1,700;233) - +:702,399).

Total stockholders” deficit ' (3.746) (8.635)

Fotal liabilities afid stockholders® deficit ...

| Sec accompanying notes.
i 2
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CO\}AD COMMUNICATIONS GROUP, INC.
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

(AN dollar and share amounts are presented in thousands, except per share amounts) ,
(Unaudited)
E Three months ended September 30, Nine months ended September 30,
) ? 2004 2005 2004
Revenues, net “0 8. 105687 S .11329528% S 321,490

Opcmtm;, expenses ., ..
- Cost of sales (exc usive of deprectanon and amomzatlon)

533486577 T To6.981

Selling, general and admuinistrative,. . 233790 100,668
. . Depréciationand amortization of:property and equnpmcm : 38,734 | 42,735 -
Amortization of collocation fees and other, intangible asse 14,079 ... 15,121
. Provision: for restructuring upcnsesé% [P SR - 31 ) (3|
Total opcmtmg, cxpenses 140,048 120.978 409.678 356,420
168 from operations ¥ ' : e L BTN e SN (5291) e (80150 T (34.930).

Other income {expense). .
Interestiincome :
Gain on sdle of equity. sccurmcs
Gainon.d&onsohdifion of subsndnry%

1§70 °

(1,243)

Interest expensc, . ) (3,646)
Mlqccllﬁi'i'eous ifcome. net : 168 1.956.:
Other income, net . 12,174 1.487 82316 . 189
Nét income (loss) CC15:805) 8. . (13.804) .oS o 2,166 LS - (34.741)
Earnings, (loss) per common share e
- EBasiéil Lo i . 8- (0.14).
Diluted : S 0 14)
Wcighted avem"e ‘number of common sharcs outstandlﬁﬁs"zww i b T e
Busic 266,412 260,304 264.731 245219
CEDIGE iy e i 1266412 1 U360.304 00 i« 270,342

i Scc accompanying notes
3
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! COVAD COMMUNICATIONS GROUP, INC.
’ CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(ANl dollar amounts are presented in thousands)
(Unaudited)
i .
: Nine months ended September 30,
' 2005 2004

Oflerﬁifﬁg Activities:
Net incomc (loss)
Adpustments to reconcilé.net incomé (loss) to net cash: prowdcd by (used m) operanmz activitios:

('34 741)

.. Provision for bad debts (bad debt recovcncs), net i (1,903)
£ Depreciation'and amortizations: . 57,856

. Loss on disposttion. of property and gqmpmcnt o R 7

-#Amortization of déféricd stock—based. c”zémpensatlon - 871!

_Amomzzmon of deferred customcr mcentlves 1,311,

: . 555
e A306): wiiv - o e (540)e
" Gairi'on dcconsolld'ltlon Ofbubsldld v : wpgor . oo (53,963) - s E—
Net changes 1n opcrating assets and habxlmcs nct ot asscts acqunrcd dnd lmbllmcs qssumed n purchase

chunsmon

_Accounts réceivable LR34y "~ . 870
. Unbilled revenucs i 575
. Inventores - Genbl : . 927..
- .Prcpmd e\(penses 'md other. assLts ~.(1.847)
" 'Déférred costs of service activation s 1,904 -
. AiCCOUNLS payable 2,092°
Y Eollateralizednid other.customer depo:lts . {5.886).

Other current liabthities
. Unearncd revenuest

Net cash provided by (used n) opémtmg activities (33.889)

.(1.634)
(38,654
55,000
+29,807:5 .0
(32:427)
- #1324
(3,156),
%

Restrlcted
Purchase-of:short—term investments 1n débtsectirities:.
Maturmcs of short,—_t m uvestments n debt securmes
“SECUTTNIESE . o
Purchase of propcrty and equipment . ...
Proceeds fromi'sale of property .and-equipment .
Payment of collocation fees and purc se of other 1nt'mg1ble ass
Cash acquiréd through' dcgiissition .2 : -
Acquisition costs, ..
Déecrea&g’in other: long—tcrm assets’s

Net cash provided by (used 1n) investing activiies 9.104

Fmancmg Activities: ]
Proceeds from the 1ssuance of SCMIOT, unsec
Prificipal: payment of long-tern1-debt 7t X
Principal payments under capital Icasc obllgatlon
Proceeds from the 1ssuance of, common stock: S B P

Proceeds from the 1ssuance of common stock related to acqunsmon — . 1,781

% ..-th=cash=prov1dcd by .ﬁnancmg activitics:

Net increase (decrease).1n cash and cash equw’llents o
Cashiandicash equnvalents at beginning of period ... :

Cash and cash equnvalents at end of period I S 94,417 $ 97.623

SupplémentaliDisclosuresof Cash. Flow.Information

Cash paid duning the period for interest . . o o . o T h) 3,823 8,5!3
Supplemental Schedule of NonZCash Invésting and Financing A¢tivities:
Equipment purchascd through capatal Icases ' —

: ek ih Settlemént’of claims related to bankruptey . .. .. i 6,951

Sec accompanying notcs
4
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COVAD COMMUNICATIONS GROUP, INC.
NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS '
(All doltar and share amounts are presented in thousands, except per share amounts) '
i (Unaudited)

1. Basis of Presentation and Summary of Significant Accounting Policies

The condensed consolidated financial statements mclude the accounts of Covad Communications Group, Inc and 1ts wholly—owned subsiduaries (the
“Company™ or “*Covad") except for the accounts of BlueStar Communications Group, Inc and its wholly—owned subsidiarics, which have been excluded
from the Company’s condensed consolidated financial statementq cffective fune 25, 2001 All significant intcrcompany accounts and transactions have
been eliminated 1n consoltdation

The accompanying unaudited condensed consolidated ﬁnancml statements have been prepared 1n accordance with accounting pnncnplcs generally
accepted 1n the United States for interim financial information, the instructions to Form 10--Q and Article 10 of Regulation S—X Accordingly, they do not
include some of the information and footnotes required by accounting principles gencrally accepted in the United States for complcte financial statements
In the opinion of management, all adjustments (consisting of normal recurnng adjustments) considered necessary for a fair statement of the condenscd
consolidated financial statements have been included Operating results for the three and nine months ended September 30, 2005 are not nccessanly
indicative of the results that may be expected for the ycar ending December 31, 2005

The Company currently beheves 1t wilt be able to continue as a going concern at Ieast through September 30, 2006 using only its unrestnicted cash, cash
cquivalents and short—term mvestment 1n debt securities balances 1n existence as of September 30, 2005 Adverse business, legal, regulatory or legislative
developments may require the Company to raise additional financing, raise 1ts prices or substantially decreasc 1ts cost structure The Company also
recognizes that 1t may not be able to raise additional capital If the Conipany 1s unable to acquire additional capital on favorable ternis. 1f needed, or 15
required to raise 1t on terms that are less satisfactory than 1t desires. 1ts financial condition will be adversely aftected

The consolidated balance shect as of December 31, 2004 has been denved from the audited consolidated financial statements at that date but does not
include some of the information and footnotes requnred by accounting principles gencrally aceepted 1n the United States for complete financial statements

All information included 1n this report should be read 1n conjunction with the Company’s audited consolidated financial statements and notes thercto
included 1n the Company’s Annual Report on Form 10--K!for the year ended December 31, 2004
Use of Estimates

The preparation of financial statements in conformity w1th accounting principles generally accepted in the United States requires management to make
cstimates and assumptions that atfect the reported amounts of assets and liabilities at the date of the financial statements and the reported.amounts of
revenues and expenses during the reporting period Actual results may differ matenially from these estimates The Company’s cnitical accounting cstimates
melude (1) revenue recognition and the cstablishment of accounts recervable allowances, (1) inventory valuation, (111) usctul life assignments and
impatrment evaluations associated with property and equipment, collocation fees and other intangible assets, (1v) restructuring habihities. (v) anticipated
outcomes of legal proceedings and other disputes, (v1) transaction—based and cmploymcnt—rcldtcd tax labilines, (vir) habilitics for market development

funds and customer incentives and (vir) valuation '1llow.mccs associated with deferred tax assets

During the three months ended September 30. 2005, the Company reduced its estimates of certan transaction—based taxes duc to the cxprration of the
statute of lirmtations for the corresponding tax returns These changes n accounting estimates deercased the Company’s cost of sales and its net loss by
approximately $622 (SO 00 per share) during the three months ended September 30, 2005. During the nine months ended September 30, 2005, the Company
reduced its estimates of certain hablitics for transaction—bascd taxes and property taxes as a result of various settlements and the cxpiration of the relevant
statute of mitations for such taxes These changes in accountmg estimates decreased the Company’s cost of sales by $4.452 and 1ts sching, general and
administrative expenses by S117, and increased 1ts net income by $4,569 (S0 02 per share) during the nine months ended September 30, 2005

S




During the three and nine months ended September 30, 2004, the Company reduced 1ts cstimates of property tax liabihities, primarily based on lower
property tax valuations and actual tax asscssments on its network assets For the three and ninc months ended Scptember 30. 2004 these changes in
accounting cstimates decreased the Company’s cost of sales by $1.050 and $1,824. respectively, sclling gencral and administrative expenses by $313 and
$544, respectively, and net loss by approximately $1.363 ( $0 01 per share) and 52,368 (SO 01 per share), respectively In addition, during the three months
ended June 30, 2004. the Company ceased the accrual of a transaction—based tax because 1t determined 1t should not be subject to this tax. The
determination was based on the Company’s revised interpretation of the apphicability of the tax The Company believes that such deternunation
prospcectively rémoves the “probable™ condition required by Statement of Financial Accounting Standard 5 (“SFAS 57) to accruc a contingent hability For
the three and ninc months ended September 30. 2004, this change 1n accounting estimate had the eftect of lowering the Company’s cost of salcs and net
loss. compared to the prior year period. by approximately S1,041 (S0 00 per share) and $2.141 (S0 01 per share), respectively The Company did not reverse
the Liability of approximately $19.455 that was accrued at the statutory tax ratc as of March 31, 2004, because the Company belicves that the habihty was
properly recorded based upon its interpretation of the tax law at that time coupled with the guidance provided by SFAS 5 The Company believes that the
cntena for derccognizing the hability for the tax reflected in its condensed consolidated balance sheet as of March 31, 2004, will be met when one of the
following occurs (1) a ruling, either judicial or from the Internal Revenue Service (“*IRS™), that it 1s not subject to the tax, (1) a ruling, either judicial or from
the IRS that a company with sinutar facts and circumstances to the Company 1s not subjcet to the tax, (1) a scttlement with the IRS on this matter or,

(1v) the expiration of the applicable statute of limitations Furthermore, during the three and nine months ended September 30, 2004, the Company recorded
a bad debt recovery 1n the amount of $1.600 as a result of a scttlement of a previously written down account recervables balance from one of its wholcsale
customers For the three and nine months ended September 30, 2004, this change n accounting estimate decreased the Company'’s sclling. general and
administrative expenses and nct loss by $1.600 (30 0t per,sharc)

During the nine months cnded September 30, 2004, the Company reduced 1ts estimates of a transaction—based tax liability and certain employment
related tax habilities duc to the expiration of the statute of limitations for the corresponding tax retumms For the nine months ended September 30, 2004,
these changes in accounting estimates decreased the Company's cost of sales by $2,023, selling, general and adnunistrative expenses by $1,971 and net loss
by $3.994 ($0 02 per sharc) . ;

Earnings (Loss) Per Share

Basic earnings (loss) per sharc 1s computed using the W eighted—average number of common shares outstanding during the period, less the
welghted—average number of common shares outstanding’subject to rcpurchase

Diluted carmings (loss) per share 1s computed 1n the same manner as basic earnings (loss) per share. except that the weighted—average number of
common shares outstanding computed for basic eamings (loss) per share 1s increased by the weighted—average number of common shares resulting from the
(1) exercise of stock options and warrants using the treasury stock method, and (11) conversion of convertible debt instruments Iquity instruments are
excluded from the calculation of diluted weighted—average number of common shares outstanding 1f the efteet of including such instruments 1s not ditutive
to carmings (loss) per share In applying the treasury stock method for dilutive stock—based compensation arrangements, the assumed proceeds are computed
as the sum of (1) the amount, 1f any, the employee must pay upon exercise, (1t) the amounts of compensation cost attributed to future services and not yct
recognized, and (111) the amount of tax benefits (both deferred and current), if any, that would be credited to additional paid—in capital assuming exercise of
the options In addition, in computing the dilutive etfect of convertible sccuritics, net income (loss) 1s adjusted to add back (1) any convcrtlble preferrcd
dividends, and (11) the after—tax amount of interest recogmized 1n the perod associated with any convertible debt
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The tollowmgs table presents the calculation of weighted—average number of common shares outstanding used tn the computations of basic and diluted
carnings (]oss) per share presented n the accompanying condcns;d consolidated statements of operations

Three months ended September 30, Nine months ended September 30,

2005 2004 2005 2004
- . ,.,n K ?f’w‘\ .

Basic; i i K R
Weighted—average numbcr of common, Sh'lrw outst..mdmg .260,495 . .. 264,802

sub_]ect to répurchase’ ..(.1291)

Weighted - .ncr..lg,e number of common shares outstandmg: used
n hc computatlom (%ggt)'l c1m1ng,s (loss) pc{r% hal

260,304 . 264731

Dllumc Qtd;k optlons and warr'mts C e %VA ..5,540, ._
' Common’ Shares subjectito rcpurchaae B SRR SO 7"
|
Weighted—average number of common shares outstanding used
in the computattons of diluted eamings (loss) per share 266,412 260,304 270342 245,219

For the three months ended September 30, 2005 and the three and nine months ended September 30. 2004, the weighted—average number of common
shares outstanding uscd in the computations of diluted loss per share 1s the same as basic because the unpact of (1) common shares subjcet to repurchase,
(11) the assurned cxcreise of outstanding stock options and warrants, and (1) the assumied conversion of convertible debentures 1s not dilutive

The total number of stock options, options under employee stock purchase plan, warrants and common stock 1ssuable under the assumed conversion of
convertible debentures that were excluded from the computation of diluted camings per sharc were as follows

! Three months ended September 30, Nine months ended September 30,
o i 2008 2004
Stock Gptions .t E267728 26,659 .

Options under cmployec stock purch'lse pldn
Warrants .. ' :
Common stock |s<mble undcr the assumcd conversion of lts )

convertible debentures i 39.380 39.380 39.380 39.380
Stock—Based Compensuation |

The Company accounts tor stock—bascd awards to (1) employees (including non—cemployee directors) using the intrinsie value method and
(11) non—employces using the fair value method Under the mtrinsic value method. when the exercise price of the Company’s employcc stock options equals
or exceeds the market price of the underlying stock on the date of grant, no compensation expense 1s recognzed

The following table 1llustrates the pro forma effect on nct incomc (loss), weighted—average number ot common shares outstanding, dnd carmngs
(loss) per share had the Company applied the fair value method to account for stock—based awards to employees

7

8312
6i514...




Table of Contents

Three months ended September 30, Nine months ended September 30,
2005 _ _ 2004 ) 200< 2004
Net.income (loss TS (158059 U 58I (13.804) . ST L8 (34,741)

. e

Stock—based employee compensation cxpense
(reversal) includcd m the determination of net income (loss)
as reportcd

Stock™ bascfd ‘emmployee comp n

896

" fair.value methdd hadibeen apphcd 16 albwards . - (18,224,

Net loss, pro forma ' S

S (9.005) S (52.069)

Bamc and diluted Iow per comn arc . .
- As'réported, . s (0.14):
Pro forma ? f $ (0 07) $ 008) S (0 03) $ 021)
Comprehensive Income (Loss) '
Comprchcnxlvc income (loss) for the three and nine month< cnded September 30, 2005 and 2004 are as follows.
! Three months ended September 30, Nine months ended September 30,
\\\\\\ 2005 2004 2005 o 2004

Nét income (loss)
Unreallzcd gains (losscs) on av al )
Reahzed gain'on equnv securities el )
unrealized gain (loss) . - (12,658)
IForeign currency translation adjustment : 481

(34,741
7

Comprehensive incémie (1088) % " (29.590) . -
Inventories

Inventories, consisting primarily of customer premmm cquipment (“CPE”), are stated at the lower of cost, detcrmined using the “first—in, first—out™
method, or market Shipping and handling costs incurred in conjunction with the sale of inventory are included as an element of cost of sales
Goodwill

Goodwill 1s recorded when the consideration paid for an acquisition exceeds the fair value of net tangible and intangible assets acquired Goodwill 1s
measured and tested for impairment on an anmial basis or more frequently 1f the Company believes indicators of impairment exist The performance of the
test mvolves a two—step process The first step compares the fair value of the reporting unit to its carrying amount, including goodwill The fair value of the
reporting umt 1s detcrmined by calculating the market capitalization of the reporting nnit as derived from quoted market prices or other gencrally accepted
valuation methods if quoted market prices are not available A potential impairment exists 1f the fair vatue of the reporting unit 1s lower than its carrying
amount The sccond step of the process 1s only performed 1f a potential impairment exists, and 1t involves determining the difference between the fair valucs
of the reporting unit’s net assets, other than goodwill, to the fair value of the reporting umt [f the dfference 1s less than the net book value of goodwill, an
impaiment exists and 1s recorded
8
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Collateralized aml Other Customer Deposits I :

The Company cntered nto a 10—year resalc agreement with SBC Communications (“SBC™) in December 2001 under which SBC, 1ts affiliates or special
agents will reseli the Company’s s DSL services. Under the arrangement with SBC, the Company recognizes reverue consistent with its revenuc recognition
policy, which 1s described 1n Note 2, “Revenue Recognition,” to its condensed consohdated financial statements As part of the resale agreement, SBC made
a $75.000 non—interest-bearing prepayment, which 1s collateralized by substantially all of the Comipany’s domestic assets As the Company provides
certan products and services to SBC, the resultant billings arc rccognized as revenue in accordance with the Company's revenue recognition policy and are
offset by the prepayment to the extent of SBC’s right to do so under the resale agreement The total balance of the prepayment as of Scplcmbcr 30, 2005
was $46,234. The Company categorizes a portion of the prepayment hiability as a current hability, based upon the amount of cxpccted billings over the next
twclve months, with the renmiunder classificd as long—term The amount ofblllm;,s expected over the next twelve months 1s an cstinate based on the current
quantity of products and scrvices for which SBC 1s being billed, and the actual amount sold during this peniod may be greater or lesser than this estimated
amount :

SBC has reached an agreement to acquire AT&T Corp (*AT&T™), another one of the Company's wholesalc customers On May 5. 2005, the Company
.announced that it reached an agreement with SBC and AT&T setting forth terms under which the Company will provide broadband access to AT&T and
SBC following their merger The Agreement will allow both SBC and AT&T to use the remainder of the prepayment described 1n the preceding paragraph
Thc agrecment 1s contingent upon completion of the SBC'and AT&T merger SBC has indicated that the acquusition 1s expected to be completed by
December 31, 2005 The completion of this acquisition and our related agreement with SBC and AT&T will likely result in accelerated utihization of the
SBC prepayment The Company will continue to monitor these cvents to deternune whether a change in these classifications 1s appropnate

On May 27,2005, the Company entered 1nto a strategic agreement with EarthLink, Inc (“EarthLink™) to develop and deploy the Company’s
line—powered voice services Under the arrangement with EarthLink, the Company recognizes revenue consistent with its revenue recognition policy. which
15 described in Note 2, “Revenue Recogninon.” to its condensed consolidated financial statements As part of the agreement, EarthLink made a
non-1nterest—bearing prepayment, which the Company has agreed to use exclusively and solely for expenditures related to the development and deployment
of its line—powered voice services Consequently, the Compdny classified the unuscd cash balance of the prepayment as restricted cash and cash equivalents
as of Scptember 30, 2005 As the Company provides the products and services described 1n the agreement to EarthLink, the resultant billings are recogmized
as revenuce 1n accordance with the Company’s revenue recognition policy and arc oftsct by the prepayment to the extent of EarthLink’s right to do so under
the agreement The Company categorizes a portion of the prepayment liabihity as a current habihty, based upon the amount of expected billings over the
next twelve months, with the remainder classified as longiterm The amount of billings expected over the next twelve months 1s an estimate based on
current projections of products and services EarthLink will purchase, and the actual amount sold during this period may be greater or lesser than this
cstimated amount
Post—Employment Benefits

Post—employments benefits primarily consists of the Company’s severance plans These plans are primarily designed to provide severance benetits to
those cligible employces of the Company whosc employment 1s terminated in connection with reductions in 1ts workforce The Company has not accrucd
for this employee benefit. other than for individuals that have been notified of termunation. because 1t cannot rcasonably determine the probability or the
amount of such payments
Recent Accounting Pronouncements

On Junc 1, 2005, the Fmancial Accounting Standards erd (“*FASB") 1ssued Statement of Financial Accounting Standards (“SFAS™ ) No 154,
“Accounting Changes and Error Corrections. a replacement of Accounting Principles Board (“*APB™) Opinion No 20 and FASB Statement No 3 ” SFAS
154 applics to all voluntary changes 1n accounting principle and also applics to changes required by an accounting pronouncement 1n the unusual stance
that the pronouncement does not include specific transition provisions APB Opinion No 20 previously required that most voluntary changes in accounting
principle be recogmized by including 1n net income of the period of the change the cumulative effect of changing to the new accounting principle SFAS 154
requires retrospective applicatton to prior periods’ financial statements of changes 1n accounting principle, unless 1t 1s impracticable to determine cither the
period—specific cffects or the cumulative effect of the change When 1t 1s mlpractlc'lble to determine the period—specific cffects of an accounting change on
one or more individual prior periods presented, SFAS 154 requires that the new accounting principle be applied to the balances of asscts and liabilities as of
the beginning of the earhest period for which retrospective application 1s practicable and that a corresponding
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adjustment be made to the opeming balance of retained carmungs (or other appropriate components of equity or net assets 1n the statement of financial
position) for tlnt period rather than bemng reported 1n the statement of operations When 1t 1s impracticable to deternune the cumulative cffect of applying a
change 1n accounting principle to all prior periods, SFAS 154 requires that the new accounting principle be applied as 1t it were adopted prospectively from
the carliest date pr'mlmblc SFAS 154 redefines restatement as the revising of previously 1ssued financial statements to reflect the correction of an error
SFAS 154 also rcquircs that a change n depreciation, amortization, or depletion mcthod for long-hved. non—financial assets bc accountced for as a change
n accounting estimate effectcd by a change w accounting principle SFAS 154 apphes to accounting changes and crror corrections that are made 1n fiscal
ycars beginming after December 15, 2005

In March 2005, the FASB. 1ssucd Interpretation (“FIN™) No 47. “Accounting for Conditional Asset Retirement Obligations — an interpretation of FASB
Statcment of Financial Accounting Standards, No 143, “Accounting for Asset Retirement Obligations™ FIN 47 clarifies that the term conditional asset
retirement obligation as used i SFAS 143, refers to an unconditional legal obligation to perform an asset retirement activity in which the tinung and
{or) method of scttlcment are conditional on a future event that may or may not be within the control of the cntity The obligation to perform the asset
retirement activity 13 unconditional cven though uncertainty exists about the tinuing and (or) micthod of settlement Thus, the timing and (or) method of
settlement may be conditional on a future event Accordingly, an cntity 1s required to recognize a ltability for the fair value of a conditional asset retiremient
obhigation 1f the fair value of the habtlity can be reasonably estimated The fair value of a liability for the conditional asset retirement obhigation should be
recognized when incurred. gencerally upon acquisition, construction, or development and (or) through the normal operation of the asset Uncertainty about
the timing and (or) mcthod of scttlement of a conditional asset retirement obligation should be tactored into the measurcment of the habihity when sufficient
information cxists SFAS 143 acknowledges that 1n some cases, sufficient information may not be available to reasonably estimate the fair valuc of an asset
retirement obligation FIN 47 also clanfies when an entity would have sufficient information to reasonably cstimate the fair value of an assct retirement
obligation The Company 1s required to adopt FIN 47 by no later than December 31, 2005 The Company 1s currently evaluating the ettect that the adoption
of FIN 47 will havc on 1ts condcnscd consolidated statement of operations and financial condition for the ycar ending December 31, 2005

In December 2004. the FASB, 1ssued SFAS No 123 (revised 2004), “*Share—Based Payment™ (“*SFAS 123R"). that addresses the accounting for
share—based payment transactions in which an CntCIprisc receives employee services in exchange for cither equity instruments of the enterprise or liabihties
that are based on the fair value of the enterprise’s equity instruments or that may be settled by the 1ssuance of such equity instruments The statement
ehmunates the ability to account for share—based compensation transactions using the intrinsic value method as prescribed by APB Opinion No. 25, °
“Accounting for Stock Issued to Employces,” and generally requires that such transactions be accounted for using a farr-value—based method and
recognized as expenses in the Company’s condensed consolidated statement of operations The statement requires companics to asscss the most appropriate
model to calculate the value of the options The Company currcntly uses the Black— Scholes option pricing model to value options and 1s currently assessing
which model 1t may use 1n the future under the statement and may deem an alternative model to be the most appropriate The use of a different model to
value options may result in a difterent fair value than the usc of the Black—Scholes option pricing model In addition, there are a number of other
requircments under the new standard that wall result in diftcring accounting treatment than currently required These ditferences inelude, but are not limited
to, the accounting for the tax bencfit on employce stock options and for stock tssued under the Company employee stock purchase plan [n addition to the
appropniate fair value model to be used for valuing share—based payments, the Company will also be required to detcrmune the transition method to be used
at datc ot'adoption The allowed transition methods include prospective and retroactive adoption options Under the retroactive options, prior periods may
be restated either as of the beginning of the year of adoption or for all periods presented The prospective method requires that compensation expensc be
recorded for all unvested stock options and restricted stock at the beginming of the first quarter ot adoption of SFAS 123R

On Apnl 14, 2005 the Secunities and Exchange Commission, (“SEC™), announced the adoption of a new rule that amends the compliance dates for SFAS
123R Under SFAS 123R, the Company would have been' required to implement the standard as of the beginning of the first interim or annual pertod that
begins after June 15, 2005 The SEC’s new rule allows the Company to implement SFAS 123R at the beginning of its next fiscal ycar Consequently. the
cffective date of the new standard tor the Company s condensed consolidated financial statements 1s 1ts first quarter 1 2006. The SEC’s new rulc does not
change the accounting required by SFAS 23R, 1t changes only the dates for compliance with the standard.
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Upon adoptlon this statement will have a significant impact on the Company’s condensed consolidated financial statements as 1t will be rcqutred to
expense the tair value of its stock option grants s and stock purchases under its employvee stock purchase plan rather than disclose the impact on 1ts condensed
consolidated net income withm 1ts footnotes as 1s 1ts current practice (scc Note | of the notes of the condensed consolidated financial statements contained
herein). The amounts disclosed within the Company's footnotes are not necessartly indicative of the amounts that will be cxpensed upon the adoption of
SFEAS 123R Compensauon expense calculated under SFAS 123R may chffer matenally from amounts currently disclosed within the Company’s footnotes
based on changes 1n the fair value of 1ts common stock, changes 1n the number of options granted or the terms of such options, the treatment of tax benefits
and changes 1n 1nterest rates or other factors In addition, upon adoption of SFAS 123R the Company may choose to usc a different valuation model, or
continuc to use its current model, but with different assumptions, to valuc the compensation expense assocrated with employee stock options

On March 29, 2005, the SEC 1ssucd Staff Accounting Bullctin (“SAB™) No 107, which provides guidance on the mtcraction between-SIFAS 123R and
certain SEC rules and regulations SAB No 107 provldcq gmdance that may sumphfy some of SFAS 123R's implementation challenges and enhance the
information that mvestors recetve

In December 2004, the FASB 1ssued SFAS No 153 “I xchanges of Non~monetary Assets ™ SIFAS climinates the cxception from fair value mcasurement
for non—monetary exchanges of similar productive assets in paragraph 21 (b) of APB Opinion 29, “Accounting for Non—monctary Transactions,” and
replaces 1t with an exception for cxchanges that do not have commercial substance SFAS 153 specifies that a non—monctary exchange has commercial
substance if the future cash flows of the entity arc cxpected to change significantly as a rcsult of the exchange SFAS 153 1s effective for fiscal periods
beginning after June 15, 2005 The adoption of SFAS 133 did not have a matenal effect on the Company's condensed consolidated statement ol operations
and finaneial condition for the three and nine months ended Scptember 30, 2005

In November 2004, the FASB 1ssued SFAS No 151 “Inventory Costs — an amendment of Accounting Research Bulletin No 43, Chapter 4 ™ SFAS 151
amends the guidance in ARB No 43, Chapter 4. “Inventory Pricing,”. to clanify the accounting for abnormal amounts of 1dle facility expense, freight,
handling costs, and wasted material, or spotlage Paragraph 5 of ARB 43, prcvlouslv stated that under some errcumstances, items such as 1dle facility
expense, cxcessive spotlage. double freight. and re—handling costs may be so abnormal as to require treatment as current period charges SFAS 151 requires
that such items be recognized as current period charges rezdrdless of whether they meet the criterion of “so abnormal ™ In addition, SFAS 151 requires that
allocation of fixed productlon overhcads to the costs of conversion be based on the normal capacity of the production facilities SFAS 151 1s effccuve for
fiscal years beginning aftcr June 15, 2005 The Company 1s currently cvaluating the effect that the adoption of SFAS 151 will havc on its condensed
consolidated staterent of operations and financial condition.

In March 2004. the FASB approved Emcrging Issue Task Force, or CITF, Issuc 03—6, “Participating Securities and the Two Class Mcthod under SFAS
128 ” EITF Issuc 03—6 supersedcs the Eundance in Topic No. D95, “Effect of PamcxpatmE Convertible Sccunties on the Computation of Basic Earnings
per Sharc,” and requires the use ot the two—class method of participating securities The two—class mcthod 1s an earnings allocation formula that dctermines
carnings per share for cach class of common stock and participating sceurity according to dividends declared (or accumulated) and participation rights in
undsstributed earnings In addition. EITF Issuc 03—6 addresses other forms of participating secunties, including options, warrants, forwards and other
contracts to 1ssuc an entity’s common stock, with the excéption of stock—based compensation 9ubjcct to the provisions of Opinton 25 and SFAS 123 EITF
Issue 03—6 1s effective for reporting periods beginning after March 31, 2004 and 1s apphed by restating previously reported earnings per share The adoption

of EITF Issue 036 did not have a stgmticant ctfect on the Company’s condenscd consolidated financial statements for the three and ninc months ended
September 30. 2005 |

2. Revenue Recognition
Revenues from recurnng service are recogmzed when (1) persuasive evidence of an arrangement between the Company and the customer cxists,

(11) service has been provided to the customer, (111) the price to the customer 1s fixed or determinable and (1v) collectibility of the sales prices 1s reasonably
assured. If a customer 1s (1) cxpenenctng
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financial difficultics and, (11) s not current in making payments for the Comipany’s services or. (111) 1s essentially current in making payments but,
subsequent to the end of the reporting period, the financial condition of such customer deteriorates sigmficantly or such customer filcs for bankruptcy
protection, then, based on this information. the Company may detcrnune that the collectibility of revenucs from this customier 1s not reasonably assurcd or
its ability to retain some or all of the payments recerved trom a customer that has filed for bunkruptey protcction 1s not reasonably assured Accordingly. the
Company classtfics tlus group of customers as “financially distressed™ for revenue recognition purposes Revenucs from financially distressed customers are
recognized when cash for the services to those customers 1s collected, assuming all other criteria for revenuc recognition have been met. but only after the
colleetion of all previous outstanding accounts reccivable balances At the ime a customer files for bankruptcy. payments received dunng a defined period
pror to therr filing of petitions for bankruptey protection are recorded 1n the condensed consolidated balance sheets caption “*Uncamed revenues™ if the
Company's ability to retain these payments 1s not reasonably assurcd

Revenucs carned for which the customer has not been bitled are recorded as “Unbilied revenues™ 1n the Company’s condensed consohdated balance
sheets Amounts billed 1n advance of providing service are deferred and recorded 1n the Company’s condensed consolidated balance sheets caption
“Uncamed revenues ™ Included in revenues are Federal Umversal Service Fund (“FUSF™) charges bifled to customers aggregating $1,661 and $5.052 for the
three and ninc months ended September 30, 2003, respectively, and $1.356 and $4.022 for the three and nine months cnded September 30, 2004,
respectively Shipping and handling charges billed to customers are included m the Company’s nct revenues

The Company recognizes up—front fees associatcd with scrvice activation over the expected term of the customer relationships, which ranges from
twenty—four to forty—etght months. using the straight—lin¢ method The Company treats the cremental direct costs of serviee activation (which consist
principally of CPE, service activation fees patd to other telecommunications companies and sales commissions) as deferred charges i amounts that are no
greater than the up—tront fees that are deferred These deferred mcremental direct costs arc amortized to cxpense using the straight—linc method over
twenty—four to forty—eight months : :

The Company has billing disputes with some of 1ts customers These disputes anise in the ordinary course of business in the telecommunications industry
and their impact on the Company's accounts receivable and revenues can be reasonably estimated based on historical experience. In addition, certain
revenues are subject to rcfund 1f the end—user terminates service within 30 days of service activation Accordingly, the Company maintains allowances,
through charges to revenues, based on the Company’s estimates of (1) the ultimate resolution of the disputes and (11) future service cancellations The
allowance for scrvice credits and bad debts 1s calculated generally as a percentage, based on histoncal trends, of balances that meet certain eritena plus
specific reserves for known disputes As stated above, revenues from financially distressed customers are recognized when cash for the services to those
customers is collected but only after the coltection of all previous outstanding accounts receivable balances Upon determining that a customer 1s financially
distressed. the Company establishes an allowance. through a charge to bad debt expense, based on the outstanding balance of such customer

Accounts recetvable consisted of the following . '

December 31,2004

Gross accounts,recéivable S LT3Ne07

Allowance for scrvice creduts (1.405)

‘Allowaiice forbad debts.s.. .. - Lor(len).
Accounts reccivable, net I 5 $ 30,041

Significant Customers

The Company had approximately 410 wholesale customers as of September 30, 2005 For the three and nine months ended September 30, 2005, the
Company’s 30 largest wholesale customers collectively comprised 92 3% and 92 2%, respectively. of the Company’s total wholesale gross revenues, and
65 7% and 65 5%, respectively, of the Company’s total gross revenues For the three and mne months ended September 30. 2004, the Company’s 30 largest
wholesale customers collectively compnised 92 8% and 93 3%, respectively. of the Company’s total wholesale gross revenues, and 66 1% and 67 6%,
respectively, of the Company's total gross revenucs As of Scptember 30, 2005 and December 3 1, 2004, reccivables from these customers collectively
comprised 60 3% and 65 1%, respectively, of the Company’s gross accounts receivable balance .
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Two of the Company’s wholesale customers, EarthLink and AT&T. accounted for 14 3% and 13 4%, respectively, of the Company’'s total net revenues
for the three months cnded Scptember 30, 2005 These customers accounted for 15 1% and 13 8%, respectively, of the Company’s total net revenues for the
nie months ended September 30, 2005 For the three months ended September 30, 2004, these customers comprised 16 1% and 13 5%, respectively, of the
Company’s total revenues For the nine months ended September 30, 2004, these customcrs accounted for 17 2% and 13 3%, respectively, of the
Company’s total revenues Accounts receivable from these customers totaled 14 9% and 12 8%, respectively, of the Company’s gross accounts receivables
as of September 30, 2005 As of December 31, 2004, accounts receivable from these customers totaled 17 9% and 20 9%. respectively No other individual
customer accounted for more than 10% of the Company’s total net revenues for the three and nine months ended Scptember 30, 2005 and September 30,
2004 : .

On January 31, 2005, AT&T announced that 1t had '1greed to be acquired by SBC This acquisition 1s subject to regulatory, antitrust and other forms of
review. Based upon the statements of the partics. subject to the outcome of these reviews, the transaction 1s expected to close by December 31. 2005 At this
ume. the Company cannot rchably predict the effects ofthls transaction on 1ts revenues derived from AT&T and SBC or the timing ofuny such effects
Wholesaler Financial Diffi culties

During the three and nine months ended September 30 2005, the Company 1ssued bills to 1ts financially distressed customers aagreqatmg $683 and
$2.282, respecuvely, that were not recognized as revenues or accounts receivable 1n the accompanying condenscd consolidated financial statenients at the
time of such billings, as compared to the corresponding amounts of $821 and $2.623 for the three and nine months ended September 30, 2004, respectivety
However, 1n accordance with the revenuc recogmition policy described above, the Company recognized revenues from certain of these customers when cash
was collected aggregating $613 and $2,206 during the three and ninc months ended September 30, 2005, respectively, and $774 and $2,190 during the three
and nine months ended Scptember 30. 2004, respectively Revenues from customers that filed for bankruptcy accounted for 0 3% ofthc Company’s total net
revenucs for both the three and nine months ended September 30. 2005. and 0 4% of the Company''s total net revenues for both the three and nine months
ended September 30. 2004 The Company had contractual receivables from its financially distressed customers totaling 3661 and $1,317 as of
September 30, 2005 and December 31, 2004, reﬁpectlvely which are not reflected 1n the accompanytng condensed consolidated balance shects as of such
dates Although MCI, Inc (“MCI™) filed for bankruptey protection on July 21, 2002, the Company continued to recognize revenues from MCI on an accrual
basis unttl MCI emerged from bankruptcy 1in April 2004. Conscquently, the amounts 1n this paragraph related to financially distressed customers exclude
amounts pertaining to MCI

The Company has identified certain of 1ts customers \\'ho were essentially current in their payments for the Company’s services prior to September 30,
2005, or have subsequently paid all or ssgmficant portions of the respective amounts that the Company recorded as accounts recervable as of September 30,
2005, that the Company belicves may be at risk of becomung financially distressed Revenues from these customers accounted for approximately 10.8% and
11 0%, of the Company's total net revenues for the three and ninc months ended September 30, 2005, respectively. and 6 9% and 7 9% of the Company’'s
total nct revenues tfor the three and nine months ended September 30, 2004 As of September 30, 005 and December 31, 2004, recervables from these
customers comprsed 12 9% and 8 8%, respectively, of the Company’s gross accounts recetvable balance If these customers are unable to demonstrate their
ability to pay for the Company’s scrvices i a timely manner 1n periods ending subsequent to September 30, 2005, revenues from such customers will only
be recognized when cash 1s collected, as described above
3. Customer Warrants

On January 1, 2003, 1n conjunction with an amcndmcnt to an agreecment with AT&T, the Company granted AT&T threc warrants to purchase shares of
the Company’s common stock as follows 1,000 shares at-$0 94 per share, 1,000 shares at $3.00 per share, and 1.000 shares at $5 00 per share Such
warrants were immediately excrcisable. fully vested and nonforfeitable at the date of grant Accordingly, the measurcment date for these
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warrants was the date of grant The aggregate fair value of such warrants of $2,640 was recorded as a deferred customer incentive during the vear ended
December 31. 2003 and 1s being recognized as a reduction of revenues on a straight-line basis over the threc—ycar term of the agrecment because the
Company belicves that tuture revenues from AT&T will exceed the fair value of the warrants described above The aggregate farr value was determined
using the Black—Scholes option valuation model with the following facts and assumptions closing price of the Company’s commion stock on December 31,
2002 of $0 94 per share, C\pCCth lifc of seven years (which 1s also the contractual lifc of the warrants), dividend yield of zero, volatlity of 1 52, and a
nisk—frce interest rate of 3 63% None of these warrants were exercised during the three and nine months ended September 30, 2005 or 2004, or had expired
as of September 30, 2005 As of September 30, 2005 and December 31, 2004 the unamortized amount of the warrants was $0 and $660, respectively

On September 4, 2002, 1n conjunction with the execution of a five—year agreement with America Online, Inc (“*AOL"), a wholesale customer, the
Company granted AOL three warrants to purchase shares of the Company’s common stock as follows 1,500 shares at $1 06 per share, 1,000 shares at $3 00
per sharc and 1:000 shares at $5 00 per share Such warrants were immediately exercisable, fully vested and nonforfeitable at the date of grant Accordingly,
the measurement date for these warrants was the datc of grant The aggregate fair value of such warrants of $3,790, which was determined using the
Black—Scholcs option valuation model with the following facts and assumptions closing price of the Company’s common stock on September 4, 2002 of
$1 14 per share, L\pCCtLd lifc of seven years (which 1s also the contractual life of the warrants), dividend yield of zero, volaulity of 1 56. and a risk-free
nterest rate of 3 63%, was recorded as a deferred customer incentive during the year ended December 31, 2002 and 15 being recogmzed as a reduction of
revenucs on a straight-line basts over the five—year term of the agreement beeause the Company believes that future revenues from AOL will exceed the
fair valuc of the warrants described above None of these warrants were excrcised duning the three and mne months ended September 30, 2005 or 2004, or
had expired as of Scptember 30, 2005 As of September 30 2005 and December 31, 2004 the unamortized amount of the warrants was $1,454 and $2.023,
respectively

Other warrants for the purchase of 14 shares of the Company’s common stock were outstanding as of September 30, 2005 Such warrants are exercisable
at a purchase price ranging from $0 01 to $2 13 per share and are fully vested as of September 30, 2005 Unless exercised, all such warrants wll cxpire
during penods ending between October 2007 and March 2008

The Company recorded amortization on the above descnibed warrants in the amount of $355 and $1.229 for the three and nine months ended
September 30. 2005, respectively, and $437 and $1,311 for the three and nine months ended Scptember 30. 2004, respectively
4. Rcstructurmg I
Reduction in Force

The Compdny reduced 1ts workforce by apprommately 8 and 61 employces, respectively, which represented approximately 0 7% and 5 5% of the
Company’s workforce during the three and nine months cnded September 30, 2004, respectively The reductions covered employees mn the areas of sales
and markcting, operations and corporate functions In connection with the reductions 1n force, the Company recorded a charge to operations for the three
and nine months ended Scptember 30, 2004 of $145 and S915, respectively, relating to employcc scverance benefits During the three and nine months
ended September 30, 2004, the Company paid severance benefits of approximately $185 and $833, respectively The Company paid the remainder of the
scverance benefits accrued as of September 30, 2004 during the threc months ended December 31, 2004 The cxpenses associated with these reductions n
foree for the three and nine months ended September 30, 2004 were $8 and $287, respectively, related to the Company’s Wholcsale segment, and none and
$253, respectively, related to the Company’s Direct segment. The remaining $137 and $375 1n expenses associated with these reductions in force were
related to the Company’s Corporate Operations for the three and mine months ended September 30, 2004, respectively The Company did not record
restructuring activitics during the three and nine months clndcd September 30, 2005
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Other Restructuring Activities

On Scptember 22, 2000, the Company acquired BlucStar Communications Group, Inc and its subsidiarics (collectively “BlueStar™). in a transaction
accounted for as a purchase BlueStar, a wholly owned subsidiary of the Company, provided broadband communications and Internet services to small and
medium--sized businesscs Continued losses at BlueStar, cauﬂcd the Company's board of directors to decide, on June 22, 2001, to ccase the Company’s
funding of BlueStar’s operations

On June 25, 2001, BlucStar made an irrevocable assignment for the benefit of creditors (“ABC™) of all 1its assets to an independent trustee (the

“Assignee™) 1n the State of Tennessee An ABC under Ter}ncw.c law 1s a non—judicial alternative to a plan of hquidation under Chapter 7 ot the Bankruptey

Code As aresult of the ABC. BlueStar's former asscts were no longer controlled by BlueStar or the Company and could not be used by cither BlueStar’s or
the Company’s boards of directors to satisfy the habilities of BlueStar and the llqunddtmn of BlueStar’s assets and the settlement of its habilittes was under
the sole control of the Assignee Consequently, the Company deconsolidated BlueStar effective June 25, 2001, which resulted in the recognition of a
deferred gain in the amount of $55,200 1n the Company’s consolidated balance shcet as of December 31, 2001 This deferred gain represented the diffcrence .
between the carrying values of BlueStar’s assets (aggregating $7.900) and labilities (aggregating $63,100) as of June 25, 2001 During 2003 and 2002. the
deferred gain was reduced by $9 and $1,228, respectively, because certain BlueStar assets were inadvertently not deconsolidated on June 25, 2001 As of
December 31, 2004, the amount of this deferred gain was $53,963

On February 4, 2005, the Seventh Crrcuit Court for Davidson County. Tennessce ordered the Assignee n the ABC to make a final distribution of funds
of the cstates to holders of allowed cluims. Such final distribution has been made As a result of the completion of the ABC, the Company recognized a
deferred gan of $53,963 during the threc months ended March 31, 2005
5. Long—Term Debt .

On March 10. 2004, the Company completed a private plac.emcm of $125.000 1n aggregate principal amount of 3% Convertible Senior Debentures
(“Debentures™) due 2024, which arc convertible 1nto shares of the Company's common stock at a conversion price of approximately $3 1742 per share,
subject to certam adjustments The Debentures mature on March 135, 2024 The Company may redeem some or all of the Debentures for cash at any ime on
or after March 20, 2009 Holders of thc Debentures have the option to require the Company to purchasc the Debentures in cash, in whole or in part, on
March 15, 2009, 2014 and 2019 The holders of the Debentures will also have the ability to require the Company to purchase the Debentures 1n the event
that the Company undergoes a change m control In cach case, the redemption or purchasc pricec would be at 100% of their principal amount, plus accrued
and unpaid interest thereon Net proceeds from the Debentures were approximately $119,961 after commission and other transaction costs The Company
incurred approximately $5.039 1n transaction costs m conjunction with the placement of the Debentures The transaction costs, or debt 1ssuance costs. arc
being amortized to operations over sixty months, the pcnod through to the first date that holders have the option to require the Company to purchase the
Debentures

On March 1 [, 2004. the Company used a portion of the nct proceeds of the offening to repay its | 1% note payable to SBC The payment amounted to
$56.569, including $50,000 of principal and $6,569 of accrued interest

As of September 30, 2003, the Company had a $3,500 revolving line of credit note with a bank that was available through May 1, 2006 The outstanding
principal balance of the note bears interest at a rate per annum cqual to the prnime rate. Interest accrued on the note 1s payable on the last day of each month
commencing ori May 31, 2005 The outstanding principal balance of the note 1s due n full on May 1, 2006 As of September 30, 2005. the amount of
revolving linc of credit note available was $182 as a result of vanous letters of credit 1ssued against the hne There was no outstanding pnnCIpal balance as
of Scptcmbcr 30, 2003 !
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6. Commitments and Contingencies !
Litigation : |

On December 13, 2001. the United States Bankruptey € Coun for the District of Delaware (the “Bankruptcy Conrt™) entered an order conhnmng, the
Compdnv s pre—negotiated First Amended Plan of Reorgamzation as modificd on November 26. 2001 (the **Plan™) On December 20, 2001 (the “Eftective
Date™). the Plan was consummated and the Company emerged from bankruptcy Under the Plan, the Company settled several claims against it As of
September 30, 2005 and 2004, there were approximately S35 and $1.327, respectively. in unresolved claims related to the Company's Chapter 11
bankruptcy procecdings As of September 30, 2005 and 2004, the Company had recorded $33 and $364. respectively. for these unresolved claims in its
condensed consolidated balance sheets However, 1t 1s reasonably possible that the Company’s unresolved Chapter |1 bankruptey claims could ultimately be
settled for amounts that differ from the amounts recorded in the Company's condensed consolidated balance sheets

In April 1999, the Company filed a lawswuit agaimst Bell Atlantic (now Vernizon) and 1ts affiiates tn the Umited States District Court for the District of
Columbia The Company 1s pursuing antitrust and other claims n this lawsuit arising out of Verizon's conduct as a supplier of network facthues, mcluding
central office space, transmussion facilities and telephone fines In December 2000, the Company also filed a lawsuit against BellSouth Telecommunications
and 1ts subsidianes 1n the United States District Court for the Northern Distriet of Georgia The Company 15 purswng claims n this lawswit that are simlar
to 1ts claims against Verizon The Company cannot predict the outcome of these proceedings at this time

On June 11,2001, Venzon filed a lawsuit against the Company in the United States District Court for the Northern District of Califorma Verizon 1s a
supplier of telephone hncs that the Company uses to provide scrvices to 1ts customers [n 1ts amended complaint, Venzon claims that the Company falsified
trouble ticket reports with rcspect to the telephone lines that the Company ordered and seeks unspectfied monetary damages (characterized as being in the
“mulions™) and injunctive relief’ On November 13, 2002, the District Court entered summary judgment 1n favor of the Company and dismissed Venzon’s
clatms against the Company 1n their entirety Verizon appealed the disnussal of its lawsuit and in July 2004 the Ninth Circuit Court of Appeals partially
reversed the District Court’s decision and indicated that Verizon could attempt to pursue a claim against the Company for breach of contract The matter has
been sent back to the District Court for further procecdings The Company believes 1t has strong defenses to this lawsuit, but litigatton 1s inhcrently
unpredictable and there 15 no guarantee 1t will prevail '

Several stockholders have filed complaints in the Unted Statcs District Court for the Southern District of New York, on behalf of themselves and
purportcd classes of stockholders, against the Company and scveral former and current officcrs and directors 1 addition to some of the underwriters who
handled the Company’s stock oftcnm_.,s These lawsuits arc so—called PO allocation cases, challenging practices allegedly used by certain underwriters of
public cquity offerings during the late 1990s and 2000 On Apnil 19, 2002, the plaintiffs amended their complaint and removed the Company as a defendant
Certain directors and othccrq arc still named 1n the comphmt The plaintffs presently claim others failed to disclose the arrangements that some of these
underwriters purportedly made with certain investors. The plaintiffs and the issuer defendants have reached a tentative agreement to settle the matter, and
the Company belicves the tentative settlement will not have a material adversc effect on 1ts consolidated financial position or resuits of operations That
settlement, however, has not been finahzed If the settlcment 1s not finalized, the Company belicves these officers and directors have strong defenses to
these lawsuits and intends to contest them vigorously However, hitigation 1s nherently unpredictable and there 1s no guarantee that theqe ofticers and
drrectors will prevail

In June 2002, Dhruv Khanna was rcheved of his dutleq as the Company’s General Counsel and Secretary Shortly thercafter, Mr Khanna alleged that,
over a period of years, certain current and former directors and ofticers had breached therr fiduciary duties to the Company by engaging n or approving,
actions that constituted waste and self—dealing, that certain current and former dircctors and officers had provided false representations to the Company’s
auditors and that he had been relieved of his dutics 1n retaliation for his being a purported whistleblower and because of racial or national ongin
discrrmination -He threatened to file a shareholder denvative action against those current and former directors and officers, as well as 2 wrongful
termunation lawsuit Mr Khanna was placed on paid lcave while his allegations wcre being investigated
’ 16 .
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The Company’s Board of Directors appomted a special investigative committee, which imtially consisted of Dale Crandall and Hellenc Runtagh. to
investigate the allegations made by Mr Khanna Richard Jalkut was appointed to this comnuttee shortly after he joined the Company’s Board of Directors
This commuttec retmned an independent law firm to assist in its investigation Based on this investigation, the comnuttee concluded that Mr Khanna's
allcgations were without merit and that st would not be in the best interests of the Company to commence litigation based on these allegations The
comnuttee considered, among other things, that many of Mr Khanna’s allcgations were not accurate, that certain allegations challenged business decisions
lawfully made by management or the Board, that thc transactions challenged by Mr Khanna m which any director had an interest werc approved by a
majority of disinterested directors in accordance with Delaware law. that the chdllcmv_cd director and officer represcntations to the auditors were true and
accurate, and that Mr. Khanna was not relieved of his duties as a result of retaliation for alleged whistleblowing or racial or national origin discoimiination
Mr Khanna has disputed thc commuttee’s work and the outcome of its investigation

After the comnuttee’s findings had been presented and analyzed. the Company concluded n January 2003 that it would not be appropriate to continue
Mr Khanna on’paid leave status, and dctermmed that there was no suitable role for him at the Company Accordingly, he was termunated as an cmployee of
the Company

Based on the events mentioned above. in September 2003, Mr Khanna filcd a purported class action and a derivative lawsuit against thc Company’s
current and former dircctors 1n the Court of Chancery of the State of Delaware 12 and for New Castle County On August 3, 2004, Mr Khanna amended his
Complaint and two additional purported sharcholders joined the lawsuit In this action the plainuffs seck recovery on behalf of the Company from the
individual defendants for their purported breach of fidueiary duty The plainuffs also seek to invalidate the Company’s election of directors i 2002, 2003
and 2004 beeausc they clamm that the Company’'s proxy statements were nusleading The Company 1s unable to predict the outcome of this lawsuit

The Company 1s also a party to a vancty of other pending or threatened legal proccedings as erther plantiff or defendant, or 1s engaged 1n business
disputes that arise 1n the ordinary course of business Fatlure to resolve these various legal disputes and controversies without excessive delay and cost and
1n a manncr that 1s favorable to the Company could significantly harm 1ts business The Company docs not believe the ultimate outcomic of these matters
will have a matenal impact on 1ts condenscd consolidated financial position and results of operations However, hitigation 1s inherently unpredictable and
there 1s no guarantee the Company will prevail or otherwise not be adverscly affected

The Company 1s subject to state public utility comnussion, Federal Communications Comnussion (“FCC™) and other regulatory and court decisions as
they relate to the mtcrpretation and implemcentation of the 1996 Telecommunications Act In addition. the Company 1s engaged n a variety of legal
negotiations. '1rb1tr'mon§ and regulatory and court proceedings with multiple telephonc companies These ncgotiations, arbitrations and proccedings concern
the telephone companies’ derual of central oftice space, the cost and delivery of transnussion factlities and telephone lines and central oftice spaccs, billing
wsucs and other operational 1ssues Other than the payment of legal fees and expenscs, which are not quantifiable but are expected to be matcnial, the
Company docs not believe that these matters will result in material liability to 1t and the potential gans arc not quanufiable at this time An unfavorable
result in any of these negotiations, arbitrations and proceedings, however. could have a material adverse effect on the Company’s condensed consolidated
financial position and results of operations 1f 1t 1s denied or charged higher rates for transmission lines or central offiec spaces

Purchasers of the Company's common stock and purchasers of the convertible scnior notes the Company 1ssued in Septcmber 2000 filed complants on
behalf of themsclves and alleged classes of stockholders and holders of convertible notes against the Company and ccrtatn present and former ofticers of the
Company n the Umted States Dustrict Court for the Northern District of Califormia (the “District Court™) alleging violations of federal sccurities laws on
behalf of persons who purchascd or othcrwise acquired the Company’s sccurities. including commen stock and notes, during the period from Apnl 19, 2000
to May 24, 2001 In 200!, the Company and thc officcr and director defendants agreed to scttle the hitigation. The settlement provided for the distribution to
the plaintiffs of $16,500 m cash to be funded by the Company’s insurance carriers and 6.496 shares of the Company's common stock Consequcently, the
Company recorded a habihty of approximately 518,578 1n 1ts condensed consohdated buldncc sheet as of December 31, 2001 through a charge to
litigation—related expenses for the year then endedin
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conncction with this anticipated settlement As a result of chdngcs m the fair market value of the Company’s common stock. the Company decreased this
liability to $6.950 as of December 31, 2002 through credits to lmg,anon related expenses in the amount of $11,628 for the year ended December 31, 2002
The scitlement was subject to the approval of the District Court and, on December 18, 2002. the District Court issued 1ts final judgment and dismussal order
One class member subsequently filed an appeal pertaining to the final judgment, but this appcal only related to the allocation of the scttlement proceeds
between the plamtiffs and their attorneys On February 18, 2004, the Ninth Circuit affirmed the District Court’s final Judgment Consequently, on such date -
the Company considerced the 6.496 sharcs vahidly 1ssucd and outstanding The distribution of the shares was completed in April of 2004
Other Contingencies

As of September 30, 2005, the Company had disputes with a number of telccommunications compantes conccrning the balances owed to such carriers
for collocation fees and ccrtain nctwork services The Company believes that such disputes will be resolved without a matenal adverse effect on its
condensed consolidated financial position and results of operations However, 1t 1s reasonably possible that the Company s estimates of its collocation fec
and network service obligations, as reflected 1n the accompanying condensed consohdated balance sheets, could change 1n the near term. and the cftects
could be material to the Companv s condenscd consolidated financial position and results of operations

The Company performs ongoing analysis of the applicability of certain transaction—based taxes to (1) sales of 1ts products and services and () purchascs
of tclecommunications circuits from various carriers This analysis includes discussions with authonties of sigmficant junisdictions in which the Company
does business to detcrminc the extent of its transaction—based tax habilities It 1s the Company’s opinton that this analysts will be concluded without a
material adverse effect on 1ts condensed consolidated financial position and results of opcrations However, 1t 1s rcasonably possible that thc Companys
estimates of 1ts transaction—based tax liabilities, as reflected 1n the accompanying condenscd consolidated balance shects, could change in the near term, and
the effects could bc material to the Company’s condensed consohidated financial position and results of operations

The Company recorded an cstimated hability for cmployment—related taxes for certain stock—based compcnsation provided to employees through a
charge to operations in the amount of $5.931 during the year ended December 31, 2003 During the year ended December 31, 2004, the Company
dctermined that 1t does not owe a portion of this tax, approximately $3,079. and conscquently, released the amount as a benefit to the statement of
operations. In addition. during the nine months cnded September 30, 2005, the Company determined that 1t does not owe an additional portion of this tax,
approxmmatcly S419. and conscqucntly, released the amount as a benefit to the statement of opcrations It 1s the Company’s opinion that such analysis will
be concluded without a matenal adverse effect on 1ts condensed consolidated finaneial position and results of operations. However. 1t 1s reasonably possible
that the Company’s estimates of these tax habilities. as reflected in the accompanying condensed consoltdated balance shects as of September 30, 2005,
could change 1n the near term, and the effccts could be matcnial to the Company’s condensed consolidated financtal position and results of opcrations
Indemnification Agreements

From time to ume, the Company enters 1nto certain typcs of contracts that contingently require 1t to indemnify various parties against cl'mm from third
parties These contracts primarily rclate to (1) ccrtain real estate lcases, under which the Company may be required to indemnify property owners for
environmental and other habilities, and other claims ansing from the Company’'s use of the apphicable premises, (1) certain agreements with the Company”’s
officers, dircctors and employees, under which the Company may be required to indemnify such persons for habihitics anising out of their employment
relationship, (11) contracts under which the Company may be required to indemnify customers against third—party claims that a Company product infringes
a patent, copynight or other ntcllectual property nght and (1v) procurement or license agreements under which the Company may be required to indemnify
heensors or vendors for certain clarms that may be hrought against them anising from the Company's acts or omissions with respect to the supplied products
or tcchnology. -
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Generally, a maximum obligation under these contracts 1s not explicutly stated Becausc the obligated amounts associated with thesc types of agreements
arc not explicitly stated, the overall maximum amount of the obligation cannot be reasonably cstimated During the three and nine months period ended
September 30. 2005, the Company recorded $10 and $546 of expenscs as a result of an indemnification clause 1n a contract with one of 1ts customers that 1s
a defendant in a patcnt mfringement dispute The Company expects that 1t will continue to incur thesc cxpenses in future periods, but the amount of this
obligation cannot be rcasonably cstinated .

Commitments -

Effective July 27, 2005, the Company entered into an agreement to lease additional space 1n San Jose, California The leasc 1s for a penod of five years
which commences on October 1, 2005 The lease increases the Company’s lease comnutments by approximately $2,923

Effective August 1, 2005, the Company entered into an agreement to extend the terms of 1ts officc lease n Denver. Colorado, and to mmtc 14,871
square feet of office space on August 1, 2003, reducing the basc rent amount The extension 1s for a period of 4 3 years which commences on April 1. 2007
This amendment increases the Company’s lease comnutments by approximatcly $2,710

Effective June 9, 2005, the Company entered tnto an agreement to lease a new office m Jersey City. New Jersey, to replace the current office in that city,
whose leasc expires on September 30. 2005 The new lease 1s for a period of five years which commences on October 1, 2005. The leasc increases the
Company’s lease commitments by approximately $979 :

Effective March 31, 2003, the (.ompany entered into an agrecment to extend the terms of its office lease in Herndon. Virginia The extenston 1s for a
period of five years which commences on August 1, ;.005 The cxtension of the lease increases the Company's lease commitments by approximately
$5.029

In 2005, the. Company cntered into an agrcement with Svhntro Systems Corporation to obtain discounted pricing on ComSuite Module licenses For
2005, the Company has a minimum remaining aggregate purchdsc commutment ot S675 as of Scptember 30, 2005

In 2002, the Company entered into a four—ycar, non—cxclusive agreement with AT&T for the night to provide long distance services to the Company
The Company has an annual mmimum usage requirement which began m April 2002 The agreement cxpires in March 2006 and has a ninimum remaining
aggregate usage commutment of approximately $362 as ofSeptembcr 30, 2005
7. Business Segments '

The Company sclls to businesses and consumers 1nd1rec(|y through Internet service providers, or ISPs, telecommunications carriers and other rescllers
The Company aiso sells 1ts services directly to busincss and consumer end—users through 1ts ficld sales force, telephone sales, referrat agents and its
website The Company presently operates two business segments, Wholesale and Direct, which are described below in more detail

The Company’s business segments arc strategic business units that are managed based upon differences in customers, scrvices and marketing channels,
even though the assets and cash flows from these operations arc not independent of cach other The Company’s wholesale segment, or Wholesale. 1s a
provider of high—speed connectivity services to ISPs and enterprise and telecommunications carrier customers The Company's direct segment, or Direct, 1s
a provider of voice over Internet protocol, or VolP, high-specd conncctivity, Internet access and other services to individuals, smatl and medium—sized
businesscs, corporations and other orgamzattons All other business operations and activities of the Company are reported as Corporate Operations These
operations and activitics arc primarily comprised of general corporate functions to support the Company's revenuc producing segments as well as costs and
expenses for headquarters facilities and equipment, certaln branding and corporate promotions, depreciation and amortization, network capacity and other
non—recurring or unusual items not dircetly attributable of allocated to the segments, gains and losses on the Company’s nvestments, and income and
cxpenses from the Company's treasury and financing activities

The Company evaluates performance and allocates resources to the segments based on income or loss from operations. excluding ecrtain operating
expensces, such as depreciation and amortization, and olher mcome and expense itcmis The Company does not scgregate all of 1ts asscts or its cash flows
between 1ts two scgments because -
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these resources are not managed separately by segment The Company sinmlarly manages 1its capital expenditures and cash needs as one entuty Therefore,
the Company docs not allocate such operating expenses and other income and expense 1tems to its business segments because 1t beheves that these expenses
and other income 1tems are not chrectly managed or controlled by its business segments

Segment information, including a reconcthation to the respective balances in the Company’s condensed consolidated finaneial statements. as of and for
the three and ninc months ended September 30, 2005 and 2004 are as follows

As of and for the three months i Total Corporate Consolidated
ended Scptembor 30, 2003 _ ' Wholesale N Direct chmcnts __Operations _ Total
Revénues: net ) BT 5 $79734¢. 3 L S 112,069 HRETT = ]

Cost of sales (excluane ot depreciation and

. amortization). ) .~ 13839 10,658 .. 84,497
SEiling igeneral- and administrative el 294288000 . L w2657 T 39,5138
Depreciation and amortization .= 16,038 .. 16,038
Income (loss) from operations . 425,288 zi( 53:267.')= 3 ’ (27.9.79)&@5
Other \ncome, net__ 12,174

Net income (loss)"- 73825288 . S (15:805

Total assets | R " §44.327 520331 $ 64,658 $265.527 $330.185

As of and for the three months i Total Corporate  ~ Consolidated
ended Qcptcmher 30, 2004 | _Wholesale Direet _ chmen_ts _ Opcratmm Total
Revenueshet® 8F .$75.296 3 © S105,687: . UG . $105,687.:

Cost of sales (C‘(Llllbl\ (5 of deprecmtlon and
.amortization) .

Seiling::genéral andiadiinistrative-
Dcpreciation and amortization
Provision for restructuring expenses-.
Income (loss) from opcratlons )
Other<ncome, net &1, -

Net. mcome (loss)
Totalfssets

o 65,939
B 35,488 s

.S 33593
¥5103.974 . <

i

. $304, 946*"%”
Total Corporate Consolidated
Direct ) Segments Operations_ Total

189537385 Y $320.5280 . s ...$329.528

As of and for the nine months
ended Septemher 30, 2005:
Revenues, nét... «it. . : -
Cost of salcs (exclusive of dcprccmtlon .md
amom/atlon)
Scllmg ‘general and admimistrative .
Depreciation and amortization

T

59,518 ..205,924
38,164 :-44,402

790202 L

Income (loss) from offermons: ) 2:,30'9)
Other income, net,.. ST ey L.
Net income- (loss)s 5 $(2,309) $ 79,202

: [ H
As of and for the nine months Total Corporate Consolidated
ended Septeml)cr 30, 2004 ' Wholesale Direct _ Segments (_)perations ) Total _
Revenues riet . : i $232,900 < 5. 0 $88.590.EAY | $321,490 - : L L S 321,490 L
Cost of sales (exclusne of depreciation and :

dmortlzatlon) e .23, ]90 196, 981

Selling? ;,cm:rdl And administrative 70,9565

Depreciation and amortization,. .. ..

Provision for réstructuring eXpenses

Income (loss) from opennons

Otheraincome, net .. . L. ko . .

Net income (loss) $ 92 99I $Il7 447 S (34, 741)
During the threc months ended June 30, 2005, the Compdny changed certain alloc:mom to 1ts business segments Prior pcnod balances have becen

adjusted to conform with the current period presentations'
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8. Acquisition of GoBeam, Inc.

On June 8, 2004, the Company completed its d(.qumuon of all of the outstanding shares of privately—hcld GoBeam. Inc (*GoBcam™). a Delawarc
corporation bascd 1 Plecasanton. California, that provides VolP solutions to small and mcdium—sized businesses. The Company acquired GoBcam to
accclcrate its plan to enter the VolP market As a result ofjthe acquisition, thc Company has added a VolP offering to its current portfolio of products and
services In addition, the Company also planned to rcalize certain costs synergics and strategic value from combining the two enterprises These factors
contributed to a purchase price that was in excess of the fair value of GoBeam's net tangible and intangible assets acquired and, as a result, the Company
recorded goodwll in connection with this transaction The acquisition was cffectuated by merging a wholly—owned subsidiary of the Company with and
mto GoBeam., with GoBeam surviving the merger as a wholly owned subsidiary of the Company The merger 15 intended to quallfv as a tax--free
reorganization -

As a result of the merger, the Company 1ssued 18.724 sharcs of its common stock Additionally, the Company has reserved 266 slnrcs to cover sharcs
1ssuablc upon cxeraisc of assumed GoBeam stock options.and 3 shares to cover assumed warrants Of the shares 1ssued 1n conjunction with the merger,

2,216 sharcs were placed 1n an escrow account until August 2005 to cover GoBcam's indemnification obligations under the merger agreement The
Company released the shares trom escrow during August 2005

The Company accounted for the acquisition of GoBeam using the purchase method of accounting Accordingly, the Company's condensed consolidated
financial statements include the results of opcrations of GoBcam for periods ending after the date of acquisition The Company valued the commion share
options and warrants 1ssued, for accounting purposes. based on an avcrage market price of $2 08 per sharc, which 1s based on the average closing price for a
range of two trading days before and aftcr the measurement datc of the transaction, June 4, 2004 The outstanding GoBeam stock options were converted
into options to purchase approxunately 266 shares of the Company's common stock In addition. the outstanding GoBeam warrants were converted into
warrants to purchase 3 shares of the Company's common stock The value of the options and warrants was determined using the Black—Scholes option
pricing model wath inputs of 1 284 for volatility, four—ycar cxpccted life and a nisk—free interest ratc of 3 27% The values of the options and assumed
warrants, as well as direet acquisition costs. were included as clements of the total purchasc cost

The total purchase cost of the GoBcam acquisition has'been allocated to the asscts and habihtics of GoBeam based upon estimatcs of thewr farr values
The following tables set forth the total purchasc cost and the allocation thercof .

Total: purchaﬁc cost andiian I,
Value of common SQJFCS 1ssucd
Value sfassumed GoBeari optlons andwarrants.

Acquisition costs

Total purchase cost

Purchase price allocation
Tangible net habilities acqlured
utdnglb]c asdets” ‘Acquired: .
” Customcr relationships
<8 nteriial lise software
Goodwill

36,626

zzﬁig ;E

The tangible assets of GoBeam acquired by the Company aggregating $1,723 consisted principally of cash, accounts receivable and property and
cquipment The liabilities of GoBeam assumed by the Company aggregating $6,202 consisted principally of accounts payable and accrued expenses
The customer relationships were valued using an mcome approach, which projccts the associated revenues, expenses and cash flows attributablc to the
customer basc These cash flows are then discounted to their prescnt value Through Scptember 30, 2005. this intangible assct was being amortized on a
straight—hne basm over a period of forty—cight months which represents the e\peued life of the customer relationships
21

- Totdl purchasc consideration:. . $..239:837
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The internal use software was valued using the rcplacclmcnt cost approach This approach estimates value based upon estimated cost to recreate the
software with equivalent functionality Through Septembeér 30, 2003, this mtangible assct was being amortized on a straight—-line basis over a period of sixty
months

Goodwill was determined based on the residual difference between the purchase cost and the values assigned to tdentified tangible and intangible assets
and habilities. and 1s not deductible for tax purposes The Company tests for impairment of these asscts on at least an annual basis

The following unaudited pro forma financial informanon presents the condensed consolidated results of operations ot the Company as 1f the acquisition
of GoBeam had occurred at the beginning of the period presented For the nine months ended September 30, 2004, net loss included GoBeam merger
expenses of $4,247 1n addition, for the ninc months ended September 30, 2004, net loss included a charge of $1,848 for costs assoctated with the cxit of a
real estatc property lcase This financial information does not purport to be indicatve of the results of the operations that would have occurred had the
acquisition been made at the beginming of the penods presented, or the results that may occur n the future

| - : Nine months ended
' September 30, 2004
: 324.441

Reventie -
Net loss $ (42311).
Basic and diluted net lass per ‘share ‘ : - 0.16) -

Upon closing of the acquisition of GoBeam, thc Company effectively gr'mtcd 337 shares of rcstrlctcd common stock to certain employcc< of GoBeam
The restricted common stock was valued on the date of 1ssuance at $1 96 per share and vested over a period of two years Accordingly the Company
recorded deferred stock—-based compensation of $660 during the threc months ended June 30. 2004 During the three months ended September 30, 2004, as
a result of the resignation of one of the Company’s executives, the Company reversed $289 of such deferred stock—based compensation and cancclled 148
shares of the restricted common stock The remaining net deferred stock—based compensation balance of $371 at December 31, 2004 1s being amortized on
an accelerated basis over the vesting period consistent with the method deseribed 1 FIN 28 For the three and nine months ended September 30, 2005, the
Company recognized $24 and $164. respectively, of ﬁtock ~based compensation related to such amount The remaining $26 will be amortized over the next
eight months  °

As part of the acquisition of GoBeam. the Company sold 834 shares for S1.781. or $2 13 per share. to pay for GoBeam's merger expenses
9. Related Party Transactions

A member of the Company’s Board of Dircctors, RlCh'll'd Jalkut. 15 the President and CEO of TelePacific Communications (“TelePacific™), onc of the
Company’s rescllers The Company recognized revenues from TelePacific of $69 and $22 1 during the threc and nine months ended September 30, 2005,
respeetively, and $87 and $285 during the three and nine months ended Scptember 30. 2004, respectively Accounts receivables from TelePacific were $23
as of September 30, 2005 and $29 as of December 31, 2004, respectively L Dale Crandall, another of the Company’s directors, 15 a director of BEA
Systems (“BEA™), one of the Company’s vendors The Company paid $15 and $293 to BEA during the threc and mine months cnded September 30, 2003,
respectively, and $30 and $563 dunng the three and nine months ended September 30, 2004. respectively Charles Hoffman, the Company's CEO, 1s a
director of Chordiant Software (**Chordiant™), one of the Company’s vendors The Lompany paid $0 and $620 to Chordiant during the three and nine
months ended September 30. 2005, respectively, and 81,311 and 32,806 during the three and nine months ended September 30, 2004, respeetively Gary
Hoffman, a sibling of the Company’s Chicf Exccutive Officer, 1 ecmployed by the Company During the three and nine months ended September 30, 2005,
Gary Hoffman received compensation 1n the form of salary and comnussions 1n the amount of $35 and $89, respectively, as well as an option grant to
purchasc 2 shares of the Company’s common stock at an exercise price of $1 54. Dunng the three and ninc months ended September 30, 2004, Gary
Hoffman received compensation 1n the form of salary and comnussions 1n the amount of $21 and $66, respectively. as well as an option grant to purchase 4
shares of the Comp'my s common stock at an cxercise pncc of $3 34

&
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10. 2003 Employee Stock Purchase Plan !

In June 2003, the Company adopted the 2003 Emplovee Stock Purchasc Plan Under tlis plan, chigible employces may purchase comnlon stock at 85%
of (1) the farr market value of the Company’s common stock on the first day of the applicable twenty—four month offcrmg period. or (1) the fair markct
value on the last day of the applicable six—month purchasc period The offering period that commenced n July 2003 and ended n June 2005 was subject to
variable accounting Accordingly the Company rccorded net cumulative deferred stock—bascd compensation of $13.886 over the offering pcriod During the
ntne monthis ended September 30, 2005. the Company reversed $1,011 to operations (none for the three months ended September 30, 2005) For the three
and nine months ended September 30, 2004, the Company recoLm/cd an expense (reversal) of S(1,143) and $759, respectively As of Junc 30, 2005. the net
deferred stock compensation balance was fully amortized to operations
11. Sale of Investments

In August 2000, the Company made an equity tnvestment in 10 shares of ACCA Networks Co , Ltd , or ACCA, a privatcly— held Japanese
telecommunications company In March 2005. ACCA completed a public offering of its shares in Japan The Company recorded a net realized gain of
$12,177 and $28.844, respcectively, for the three and nine months ended September 30. 2005 as a result of the sale of 5 and 10 shares of ACCA,
respectively, during the three and mine months ended September 30,2005 i
12. Income Taxes

Although the Company recorded net income for the nine months ended September 30, 2005. 1t projects that on an annualized basis 1t will record a net
loss for the year ending December 31, 2005 The Company made no provision for income taxes in any period presented 1n the accompanying condensed
consolidated financial statements because 1t incurred net losscs for the periods presented, or expects to mceur net losses for the current year
13. Subsequent Events

On October 12, 2005. the Company filed a universal shclf registration statemnent on Form S-3 with the SEC After the regustration statement has become
effective, the Company may, from time to time, offer its common stock. preferred stock. debt securities and warrants, or any combination of the foregoing,
which together has an aggregate value of up to $150,000 The sceurihes may be oftered, scparately or together, i separate series, in amounts, at prices and
on terms to be set forth in the prospectus contamed n the registration statement

On October 4, 2005, the Company entered into an Agreement and Plan of Merger (the “Agreement™) to acquire all of the outstanding sharcs of
NextWeb, Inc , a provider of wireless broadband services in the San Francisco Bay Arca, Los Angeles, Orange County (Califorma). Santa Barbara and Las
Vegas The Company will pay approximatcly $23,000 1n aggregate considerathon for the NextWeb shares, and for assumed bonus obligations to NextWeb
cmployees Approximately $1,700 of the Company stock included n the consideration will be placed m an cserow account that shall be available for claims
by the Company based upon breaches of representations, warranties or certain other matters as more fully described 1n the Agrecment

The consideration will be paid with a combination of approximately $19,000 1n Company stock and up to $4.000 1n cash The value of the Company
stock 1n the Agreement s set at $1 157 per sharc. but 1s subject to a collar arrangement that would adjust this value as more fully descnbed 1n the
Agreement The transaction 1s expected to close by the end of 2005 and 1s subject to customary closing conditions. including the approval of NextWeb’s
shareholders .

During the month of October 2005, the Company made a decision to reduce its workforce by approximately 104 employees, or 8 7% of the total
workforce The reductions covered cmploycu n the arcas of sales and markcting, operations and corporate functions [n connection with these reductions,
the Company expects to record a charge to operations of approximately $2,300 relating to employce severance benefits under its existing scverance plan
The Company expeets that most of the charge will be rccordcd for the three moths ending December 31, 2005
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Item 2. Management's Discussion and Analysis of Financial Condition and Results of Operations

The following discussion of our financial condition and results of operations should be read in conjunction with the unaudited condensed consolidated
financial statements and the related notes thereto mcluded elsewhere in this Report on Form 10-0 and the audited consolidated financial statements and
notes thereto and management's discussion and analysis of financial condiion and results of operations for the year ended December 31, 2004 mcluded in
our Annual Report on Form 10-K filed with the Seturmev and Exchange Commussion on March 14, 2005 This discussion contamns forward—looking
statements, the accuracy of which 1s subject to risks and uncertamties Our actual results could differ matena][\ Jfrom those expressed inforward—looking
statements for many reasons icluding, but not Iimited to, those discussed heremn and in the “Risk Factors” section of our Annual Report on Form 10~ 1\.
winch 1s contamed i “Part 1, Item 1, Business — Risk Factors, ™ of that report We disclaim any obligation to update information contamned in any
SJorward—looking statement See “Forward Looking Statements ' :

(All dollar and share amounts are prescnted in thousands, except per share amounts)

Overview i
Our Business - !

We providc voice and data communications products and services to consumers and busincsscs We provide these services throunhout the United States
1n approximatcly 235 major metropolitan arcas, which include over 900 cities Our telecommunications network allows us to offer services to more than
57 nullion homes and businesses Our products and services include igh—speced, or broadband, data communications, Internet access connectivity, voice
over Intcmet Protocol telephony, or VolP, and a variety of related services We primarily use digital subscnber line, or DSL, and DS—1. also referred to as
T-1. technologies to deliver our services [n order to provide our services we purchase network elements, such as telecommunication lines and central office
facilities, from the traditional local tclephone companies. which arc often referred to as the mcumbent Jocal telephone companies, or ILECs. and other
carriers, and then combine these network elements with our own nattonwide network facilities We purchase the majonty of these network clements from
Verizon Communications. Inc , or Verizon, BellSouth Telecommunications, Inc , or BellSouth, SBC Comnnications, Inc , or SBC, and Qwest
Corporaton, or Qwest, which are also known as the regional Bell operating companies, or RBOCs As of September 30, 2005, we had approximately
578,400 broadband access end—users and 1,035 VoIP business customers with a combined total of approximately 36,100 VolIP stations

We operate two business scgments. Wholcsale and Direct Wholesale s a provider of high—speced data connectivity services to Internet service providers,
or ISPs, and telecommunications carricr customers As of September 30, 2005. Wholesale had approximately 498,500 DSL and T~1 hnes 1n service, up
from 448.700 lines at the end of September 30, 2004

Our Direct segment sclls VolP. high—speed data conncetivity and related value—added services through multiple channcls including tclesales, field sales,
affimity partner programs, and our website Dircet focuses on the small business market and also sclls to enterprise customers that purchase our services for
distribution across their enterprisc As of September 30, 2005, Dircet had approximately 79,900 DSL and T—1 lines in service, up from 76,200 lines at the
end of September 30, 2004

Since our mception, we have generated significant nct'and operating losses and negative operating cash flow Our cash reserves are hmited and our
business plan is based on assumiptions that we believe are'reasonable, but some of which are out of our control. If actual events differ from our assumptions,
we may need to raise additional capital on terms that are less favorable than we desire
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Our Opportunities and Challenges

Our business continues to be 1n transition due to ch'm;,es n tclccommunications technologies, the competitive environment, federal :md state
telecommunications regulations and our rescllers” changing strategies Sales of our stand—alone DSL services have slowed. and we continuc to experience
churn among our existing end-users duc to competitive pricing pressures and other factors As a result, we have mcreased our tocus on direct sales of
bundled voiec, - VoIP and data commumcations services to small and medium~sized businesses This transition presents a substantial business opportunity
for us While we behieve we are favorably posittoned to Iakc advantage of this opportumty, our ability 1o grow our sales of these services 1s inhcrently
difficult to predict

Given the facts abovc and the highly competitive, dynamic and heavily regulated nature of our business environment. we face a complex array of factors
that crcate challenges and opportunities for us Key mattcrs upon which we are focused at this time include the followng

Cash management -— We concluded the three months endcd September 30, 2005 with cash. cash equivalents. restricted cash and cash equivalents and
short—term 1nvestments 1n debt sccurities of $116.065 This balance was compnsed of $94.417 n unrestricted cash and cash equivalents, $17,481 1n
unrestricted short—term investments in debt securitics and $4,167 1n restricted cash and cash equivalents We continue to manage expenses closcly Our
ability to attain cash flow sufticiency will largely depend on the rate at which we can grow our revenues while controlling the expenditures necessary to
gencrate and support increascs m revenue As discussed below under “Recent Developments,” we cntered into a plan of merger with NextWceb, Inc We
expect to pay up to $4,000 in cash as part of the consideration of the purchase pricc We expect the transaction to closc by the end of 2005

Efficiently deliver broadband Internet access services to consumers — The dehvery of stand—~alone high—speed Intcrnet connectivity services by our ISP
customers 1s facing intense compctitton from the RBOCs and cable providers like Comcast, Time Warner and Cox Communtcations, who arc aggressively
pricing their consumer broadband services. often as part of a bundled service oftering We belhieve these market conditions have placed additional pricing
pressure on us and our resellcrs, reduced the number of orders for our services, and have caused a higher level of chum among our end—uscrs During the
first halt of 2004, these conditions caused reductions of approximately 2.600 1n our total number of broadband end—users Howcever. we experienced net
additions of approximately 18.800 broadband end—uscrs 1n the second half of 2004 and 45,200 broadband end—users for the nine months ended
September 30, 2005

Respond to Changes in Telecommunications Regulatmn\ — Federal, statc and local government regulations affect our services In particular, we rely
upon provisions of the 1996 Telccommurucations Act to procure certain facilities and services from the ILECs that are necessary to provide services As a
result, our business can be matenally affected by changes in apphicable rules and policies as a result of Federal Communications Commussion, or FCC,
decistons, legislative actions at both the statc and federal level. rulings from state public utility comnussions, and court decssions Such changes may reduce
our access to network clements at regulated prices and incrcase our costs We have changed our business 1n the past to respond to new regulatory
developments and 1t 1s hikely that we will nced to make sumilar changes 1n the future

Expand and diversify our sources of revenue — We are taking steps to improvc our prospects for revenue growth We continue our efforts to diversify
our revenue sources by adding new scrvices such as VolP., line—powered voice. expanding on—premise customer services and wireless bro'\db'md as wecll as
by adding new rescllers

New market opportumiies — We believe that VolP services have the potential to be a significant contributor to our futurc revenucs Howcver, we are n
the early stages of offcring this capability and continue to experience opcrational and competitive challenges as we expand and improve our capabihtics
Our ability to succced in prov1dmg this new service will dcpend on whether we offer a service that 1s competitive with vorce services provided by other
telecommunications scrvice providers and continue to improve this service
Recent Developments

On October-12, 2005, we filed a umversal shelf registration statcment on Form S~3 with the SEC  After the registration statement has become cffective,
we may, from time to time, offer our common stock, preferred stock. debt sccurities and warrants, or any combination of the foregoing, which together has
an aggregate value of up to $150,000 The sccurities may be otfered, separatcly or togcther, 1n scparate serics. i amounts, at prices and on terms to be sct
forth in the prospectus contamed 1n the registration statement.
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On October 4, 2005, we cntered 1nto an Agreement and Plan of Merger (the “Agreement™) to acquire all of the outstanding shares of NextWeb, Inc . a
provider of wirtlcss broadband services in the San Francisco Bay Arca, Los Angeles. Orange County (Califormia), Santa Barbara and Las Vegas We plan to
acquirc NextWeb to acceleratc our commereial deployment into ‘the wireless broadband market W cxpect that the acceleration will cnable us to enhance
our portfolio of products, reducc the cost of access and reduce our dependency on copper lines

We will pay:approximately $23,000 in aggregate consideration for the NextWeb shares. and for assumed bonus obhigations to NextWeb employecs
Approximately:$1,700 of the Covad stock mcluded mn the.consideration will be placed i an escrow account that shall be avarlable for claims based upon
breaches of representations, warranties or certain other matters as more fully described in the Agreement The consideration will be paid with a combination
of approximately $19,000 in Covad stock and up to $4,000 in cash The value of the Covad stock 1n the Agreement 1s sct at S1 157 per share, but 1s subject
to a collar arrangement that would adjust this value as more fully described in the Agreement The transaction 1s expected to close by the end of 2005 and 1s
subject to customary closing conditions, mcluding the approv al of NextWeb's sharcholders

During the month of Octobcr 2005. we made a decision to reduce our workforee by approximately 104 employces, or 8 7% of the total workforee. The
reductions covered employccs in the areas of sales and marketing, operations and corporate functions. In conncction with these reductions, we expect to
record a charge to operations of approximately $2,300 relating to employee severance benefits under our cxisting severance plan We expecet that most of the
charge will be recorded for the three months ending Dccember 31, 2005
Critical Accounting Policies and Estimates

Our discussion and analysis of financial condition and results of operations 1s based upon our condensed consolidated financial statements, which have
been prepared 1n accordance with accounting principles generally aceepted in the United States for interim financial information, the instructions to Form
10-Q and Article 10 ol Regulation S—X The preparation of our condensed consolidated financial statements requires us to make eshimates that affect the
reported amourits of assets, hiabilitics, revenues and expenscs. and related disclosures of contingent assets and habilitics We base our accounting estimates
on historical expericnce and other factors that we believe to be reasonable under the circumstances However, actual results may vary from these estimates
under different assumptions or conditions We have discussed the development and sclection of critical accounting policies and estimates with our audit
commuttec The following 1s a summary of our critical uccountmg policies and estimates we make 1n preparing our condensed consolidated financial
statements

*  We recognize revenucs when persuasive evidence of our arrangement with the customer exists, service has been provided to the customcr the price to

the customer 1s tixed or determinable and collectibihity of the sales price 1s reasonably assured We recognize up~front fees associated with service
activation over the expected term of the customer relationship, which 1s presently estimated to be twenty~tfour to forty—ei1ght months using the
straight—hine method Simularly, we treat the incremental direct costs of scrvice activation, which consist principally of customer premises equipment,
or CPE, service activation fees paid to other telccommunications companies and sales commissions. as deferred charges 1n amounts no greater than
the up~front fecs that are deferred, and such inecremental direct costs uarc amortized to expense using the straight—hne method over a range of
twenty— tour to forty—cight months ;

We perform ongoing credit evaluations of our cuqtomem financial condition and maintar an allowance for estimated credit losses In addition. we
have billing disputes with some of our customers Thesc disputes arise 1n the ordinary course of business in the telecommunications industry and we
believe that their impact on our accounts receivable and revenucs can be reasonably estimated based on hustorical experience In addion. certain
customer revenucs are subject to refund if the end—user-terminates service within thlrty days of service activation Accordingly, we mamntain
allowances, through charges to revenues, bascd on our estimate of the ultimate resolution of these disputes and future service cancellations. and our
reported revenuc 1n any period could be different than what 1s reported if we ecmployed different assumptions tn estimating the outcomes of these
items.
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*  We state our inventorics at the lower of cost or market, determined using the ““first—in. first—out” mcthod In asscssing the ultimate rccovcmbllxty of

inventories, we are required to make estimates regarding future customer demand i

1
«  We rccord property and equipment and intangible assets at cost, subject to adjustments for impairment We depreciate or amortize property and
equipment and mtangible assets using the straight—line method over their estimated uscful lives In assessing the recoverabihity of our property and
equipment and mt'mglblc assets, we must make assumptions regarding estimated future cash flows and other factors to determme the fair value of the
respective assets |f these estimates and assumptions change in the future, we may be required to record additional impairment ch'm.cs relating to our
property and equipment and intangible assets. |

*  We record goodwill when the consideration paid for an acquisition exeeeds the fair value of net tangible and intangble assets acqumd We measure
and test E()Od\\’l“ for impairment on an annual basis or more frequently 1f we believe indicators of impairment cxists The pertonn'mce of the test
involves a two—step process The first step compares the fair value of the reporting unit to its carrying amount, mcluding goodwill The farr value of
the reporting umt 15 determined by caleulating the market capitalization of the reporting unit as derived from quoted market prices or other generally
accepted valuation methods 1f quoted market prices arc not available A potential impairment exists 1f the fair valuc of the reporting unit 1s lower than
s carrying amount The sccond step of the process 1s only performed 1f a potential impairment exists, and 1t mvolves determining the difference
between the fair values of the reporting unit’s net assets. other than goodwall, to the tair value of the reporting unit If the difference 1s less than the net
book valuc of goodwill. impairment cxists and 1s recorded We determine our reporting units, for purposes of testing for impairment, by determining
how we manage our operations, 1f a component of an operating unit constitutes a bustness for which diserete financial information 1s avarlable and our
management regularly reviews such financial information, and how the acquired entity 15 integrated with our operations Based on these critena, we
determined that our Wholesale and Direct segments are our reporting units On June §, 2004, we completed the acquisition Ofdll of thé outstanding
shares of pnv.ltcly -held GoBeam. Inc., or GoBeam, as described in Note 8 to our condensed consolidated financial statements, © 4cqunmon of
GoBeam, Inc ” We integrated and manage the GoBeam business within our Direct segment  Accordingly, the recorded goodwill from the acquisition
of GoBeam was allocated to the Dircct segment for purposes of testing for impairment 5

I

* We are a party to a variety of legal procecdings, as cither plaintiff or defendant, and are engaged 1n other disputes that arise 1n the ordinary course of
busincss. We are required to assess the hikelihood of any adverse judgments or outcomes to these matters, as well as potential ranges of probable
losses for certam of these matters The determination of the habihitics to be recognized, 1f any. for loss contingencies 1s made after analysis of cach
indrvidual sttuation bascd on the facts and circumstances However, it 1s reasonably possnblc that the habilities reflected 1n our condensed
consolidated balance sheets for loss contingencies and business disputes could change 1n the near term duce to new facts and circumstances, the effects
of which could be matenal to our condensed consohdated financial position and results of operations |

*  We continue to analyze the applicability of certain transaction—based taxces to sales of our products and services and purchases oftélcc!ommumcmlons
circuits from vartous carmers This analysis includes discussions with authoritics of jurisdictions in which we do business and various !
transaction—based tax experts to detcrmine the extent of our transaction—based tax habilities We believe that these discussions will be concluded
without a,matenial adverse effect on our condensed consohidated tinancial position and results of operations It 1s reasonably possible that our
estimates'of our transaction—based and employment-related tax habilitics could change n the near term, the effects of which could be matcrial to our
condensed consolidated financial position and results of operations |

s We makc market development funds, or MDF, available to ccrtain customers for the rermbursecment of co—branded advertising expenscs and other
purposcs . To the extent that MDF is uscd by our customers for co—branded advertising, and the customers provide us with third—party cvidence of
such co—branded advertising and we can reasonably cstimate the fair value of our portion of the advertising, such amounts are chdrgcd}to advertising
expensc as incurred Qther MDF activities are recorded as reductions of revenucs as incurred Amounts payable to customers relating to rebates and
customer neentives are recorded as reductions of revenuces based on our estimate of sales incentives that will ultimately be clatmed by:customcrs
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+  We account for mcome taxes using the lrability method, under which deferrcd tax assets and habilities arc determined based on dlffcrcnccs between
the financial reporting and tax bases of our asscts and liabilitics We record a valuation allowance on our deferred tax asscts to arrive at an amount
that 1s morc hkcly than not to be reahized In the futurc, should we dctermine that we are able to realize all or part of our deferred tax assets, which
presently are fully reserved. an adjustment to our deterred tax asscts would increase ncome n the period in which the determination was made

«  We accolint for stock—based awards to employees using the intrinsic value method, and non-employees using the fair value method Under the
intrinsic value method, when the exercise price of our cmployee stock options equals or exceeds the market price of the underlying stock on the date
of grant, we do not record compensation expense in our condensed consolidated statements of operations We use the intrinsic value method
accounting for cniployee stock options because the alternative fair value accounting requires us to use option valuation models that \\crc not
developed for use 1n valuing employce stock options Rather, such option valuation models were developed for usc n estimating the fair value of
traded options that have no vesting restrictions and are fully transterable Because our employee stock options have characteristies'significantly
different from those of traded options and because changes in the subjective input assumptions can matenally affect the fair valuc estimates of these
valuation models, we bclieve such existing models do not necessanly provide a relable single measurc of the fair value of our cmploy'ec stock
options :

Recent Accounting Pronouncements i

On June 1, 2005, the Financial Accounting Standards Board. or FASB. 1ssucd Statement of Financial Accounting Standards, or SFAS, No. 154,
“Accounting Changes and Error Correcttons, a replacement of Accounting Principles Board, or APB, Opinion No 20 and FASB Statcment No 3 " SFAS
154 applies to all voluntary changes 1n accounting principle and also applies to changes requircd by an accounting pronouncement tn the unusual mstance
that the pronounccment docs not include specific transition provisions APB Opinion o 20 previously rcquired that most voluntary changes i accounting
principle be recognized by including in net income of the period of the change the cumulative cffect of changing to the new accounting principle SFAS 154
rcquuires retrospective application to prior periods’ financial statements of changes m accounting principle, unless it 1s impracticable to detcnnmc etther the
period-specific effects or the cumulative effect of the change When 1t 1s impracticable to detcrmine the pertod—specific cffects of an accounting change on
one or more ndividual prior periods presented, SFAS 154 requires that the new accounting principle be applied to the balances of asscts and ltabilities as of
the beginning of the earliest period for which retrospective applicatton 1s practicable and that a corresponding adjustment be made to the openmz balance of
retamned earnings (or other appropriate components of cquity or net assets 1n the statement of financtal posttion) for that period rather than being reported n
the statement of operations When 1t 1s impracticable to determune the cumulative cftect of applying a change n accounting principle to all prior periods,
SFAS 154 requires that the ncw accounting principle be applicd as if 1t were adopted prospectively from the carliest date practicable SFAS 154 redefines
restatement as the revising of previously issucd financial statements to reflect the correction of an crror SFAS 154 also requires that a change 1n
depreciation, amortization, or depletion method for ong- -lived, non—financial assets be accounted for as a change i accounting estimatc effected by a
change in accounting principle SFAS 154 applies to accounting changes and crror corrections that are made wn fiscal years beginmng after l)ccembcr 15,
2005

In March 2005, the FASB 1ssucd Interpretation, or FIN, No 47, “Accounting for Conditional Asset Retirement Obhgations — an mtcrpretunon of FASB
Statement of Financial Accounting Standards No 143, **Accounting for Assct Retirement Oblhigations ™ FIN 47 clanifies that the term condztlonul usset
retirement obligation s uscd in SFAS 143, refers to an unconditional lcgal obligation to perform an asset retirement activity in which the timing and
{or) mcthod of settlement are conditional on a futurc cvent that may or may not be within the control of the entity The obligation to perform'the assct
retirement activity 1s unconditional even though uncertainty cxists about the timing and (or) method of scttlement Thus, the timing and (or) Imt.thod of
settlement may be conditional on a future event Accordmg]y. an entity 1s required to recogmze a liability for the fair value of a conditional asset rctirement
obligation 1f the fair value of the liability can be reasonably cstimated The fair valuc of a hability for the conditionat asset retirement obligation should be
recogntzed when incurred, generally upon acquisition. construction, or devclopment and (or) through the normal operation of the asset Unccrtainty about
the tming and (or) method of settlement of a conditional asset retircment obligation should be tactored into the measurement of the llablhty when
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sufficient information exists SFAS 143 acknowledgces that in some cases, sufticient mformation may not be available to reasonably estimate the fair value
of an asset retirement obhigation FIN 47 also clanfics when an entity would have sufficient information to reasonably estimate the fair value of an asset
retircment obligation We are required to adopt FIN 47 by no later than December 31, 2005 We are currently evaluating the effect that the adoption of FIN
47 will have on our condensed consolhidated statement of operations and finaneial eondition for the year ending December 31, 2005 !

In December 2004, the FASB 1ssued SFAS No 123 (revised 2004). “Share—Based Payment,” or SFAS 123R, that addresses the accounting for
share—based payment transactions (n which an enterprise receives employce services in exchange for erther equity instruments of the enterprisc or habilitics
that arc bascd on the fair value of the enterprise’s equity instruments or that may be settled by the issuance of such equity instruments The statcment
chimmates the abihity to account for share—buased compensation transactions using the intrinsic value method as prescribed by APB Opinion No 25,

“Accounting for Stock Issued to Employces,” and gencrally requires that such transactions be accounted for using a fair— value -based method and
recognized as ekpenses 1n our condensed consohdated statements of operations The statement requires companies to assess the most appropriate model to
calculate the value of the options We currently use the Black—Scholes option pricing model to valuc options and arc currently assessing which model we

may use 1n the future under the statcment and may deem an alternative model to be the most appropriate The usc of a different modet to \alue options may
result 1n a ditferent fair value than the use of the Black—Scholes option pricing modcl In addition, there are a number of other requirements undcr the new
standard that will result m differing accounting treatment than currently required These differences include, but arc not linuted to, the accounting for the tax
benefit on employee stock options and for stock 1ssucd under our employce stock purchase plan In '1ddmon to the appropnate fair value model to be used
tor valuing share~based payments, we will also be required to determine the transttion method to be used at date of adoption The allowed transition
methods include prospective and retroactive adoption options Under the retroactive options, prior penods may be restated either as of the beginning of the
year of adoption or for all periods presented The prospective method requires that compensation expense be recorded for all unvested stock opnons and
restricted stock at the beginning ot the first quarter ot adoption of SFAS 123R

On April 14, 2005 the Securitics and Exchange Commission, or SEC, announced the adoption of a new rule that amends the comphance datcs for SFAS
123R Under SFAS 123R, we would have been requnred to implement the standard as of the begmning of the first interim or annual period that begins after
June 15, 2005 The SEC’s ncw rule atlows us to implement SFAS 123R at the beginning of our next fiscal year Conscquently, the effective date of the new
standard for our condensed consolidated financial statements is our first quarter in 2006 The SEC’s new rule does not change the accountm;: required by
SFAS [23R, 1t changes only the dates for comphance with the standard

Upon adoption, this statement will have a sigmficant impact on our condensed consolidatcd financial statements as we will be required tolexpensc the
tair value of our stock option grants and stock purchascs under our employce stock purchase plan rather than disclose the impact on our condensed
consoltdated net tncome wiathin our footnotes as 1s our current practice (see Notc | of the notes of thc condensed consolidated financial statements contained
herem) The amounts discloscd within our footnotes are not necessanily indicative of the amounts that will be expensed upon the adoption of SFAS 123R.
Compcnsation éxpense calculated under SFAS 123R may differ matenially from amounts currently disclosed wathin our footnotes based on changes 1n the
fair value of our common stock, changes 1n thc number of options gr:mtt.d or the terms of such options, the treatment of tax benefits and éh‘mgcs 1n ntercst
ratcs or other factors In addition, upon adoption of SFAS [23R we may choose to usc a diftcrent valuation model, or continue to use our’ current model, but
with different assumptions. to value the compensation expense associated with cmployee stock options

On March 29, 2005, the SEC 1ssued Staff Accounting Bulletin, or SAB. No 107, which provides gmdance on the interaction between SF AS No 123(R)
and certain SEC rules and regulations SAB No 107 provides guidance that may simplify some of SFAS No 123(R)’s implementation chdllcmzes and
cnhance the information that investors reccive

In December 2004, the FASB 1ssued SFAS No 153 “Exchanges of Non—monetary Asscts ™ SFAS 153 eliminates the exception from tmr,value
measurciment for non—monetary exchanges of sinular productive asscts in paragraph 21 (b) of APB opmion 29, “Accounting for Non-monetary
Transactions,” and replaces 1t with an cxception for exchanges that do not have commcrcial substance SFAS 153 specifies that a non—monetary exchange
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commercial subqtancc 1f the future cash tlows of the entity are expected to change sigmficantly as a result of the exchange SFAS 153 1s effcctive for fiscat
periods begmning atter June 15, 2005 The adoption of SFAS 153 did not have a matenal effect on our condensed consolidated statcxmnt ot operations and
financtal condition for the three and nine months ended September 30, 2005

In November 2004, the FASB 1ssued SFAS No 151 “Inventory Costs — an amendment of Accounting Rescarch Bulletin No 43, Chaptcr 4" SFAS 151
amends the gurdance in ARB No 43, Chapter 4, “Inventory Pncm;: to clarity the accounting for abnormal amounts of 1dlc tacility expensé, freight,
handhing costs. and wasted material, or spoilage Paragraph 5 of ARB 43. previously stated that under some circumstances. items such as idle facility
expense, excessive spotlage, double treight, and re—handling costs may be so abnormal as to require trecatment as current period charges SFAS 131 requires
that such 1tems be recognized as current period charges regardless of whether they meet the criterion of *so abnormal ™ In addition. SFAS [51 requires that
allocation of fixed productlon overheads to the costs of conversion be based on the normal capacity of the production facilities SFAS 151 15 effective for
fiscal ycars beginning after June 15, 2005 We arc currently evaluating the ettect that the adoption of SFAS 151 will have on our condensed consolidated
statement of operations and financial condition

In March 2004, thc FASB approved Emerging Issuc Task Force, or EITF. Issue 03—6. “Participating Securnitics and the Two-Class Method under SFAS
128 ™ EITF Issiie 03—6 supersedes the gwidance 1n Topic No D95, “Effect of Participating Convertible Securitics on the Computation of Basic Earmings
per Share,” and requires the use of the two—class method of participating sccurities The two--class method 15 an camings allocation tormu]a that detcrmines

earnings per share for each class of common stock and participating sccunity according to dividends declared (or dccumulalcd) and p'lrnmpdtlon rights in
undistributed earnings In addition. EITF Issuc 03—6 addresses other forms of participating securities. including options, warrants, forwards and other
contracts to 1ssue an entity’s common stock, with the cxception of stock—based compensation subject to the provisions of Opinion 25 and SFAS 123 EITF
Issue 03—6 1s effective for reporting peniods beginning after March 31, 2004 and should be applied by restating previously reported carmings per share The
adoption of EITF Issuc 03-6 did not have a sigmificant effect on our consohdated financial statements for the three and nine months ended Scptember 30.
2005 : !
Results of Operations For The Three and Nine Months Ended September 30, 2005 and 2004 |
Business Segment Information !

We manage our bustness scgments bascd upon differences 1n customers. services and marketing channels, even though the assets and C'mh flows from
these operations are not independent of cach other Qur wholesale segment, or Wholesale, 1s a provider of lugh-speed connectivity services to {SPs, and
enterprise and tcleccommunications carrier customers Our direct segment, or Dircet, 1s a provider of voice and data communication services! which include
VolIP, high—speed Internct access and other related services. to individuals., small and medium—sized businesses, and other organizations. We report all other
operations and-activities as Corporate Operations These operations and activitics are primanly comprised of gencral corporate functions to support our
revenuc producing segments and include costs and expenses for headquarters facilities and equipment. depreciation and amortization. network capacity and
non—recurring or unusual ttems not directly attributable or allocated to the segments, gains and losscs on our mvestments, and income and cxpenses from
our trcasury and financing activitics We do not allocate such operating expenses and other income and expense 1tems to our busincss segments because we
believe these expenses and other income items are not directly managed or controlied by our business scgments |

We mcasure our business segments’ profitability as income from operations, excluding certain operating expenscs such as depreciation and '1mom7'mon
and other income and expensc items We record business segments” net revenucs based upon the ditferences 1n customers and related m'lrl\ctm;:, channels
Wholesale net revenues are primarily driven by products and services sold to large rescllers, whercas Direct net revenues are primarnily driven by products
and services sold directly to end—users Our business segments’ operating cxpenses arc primarily (.ompmed of network costs and labor and related
non—labor expenses to provision services and to provide support to our customers Our business segments’ network costs consist of end—user cireunts,
aggregation circuits, central office space, Internet transit charges, CPL, and equipment maintenance Operating expenscs also consist of labor and related
non—labor expenscs for customer care, dispatch, and repair and installation acttvities ;
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We allocate network costs to our business segments based on their consumption of circuit or equipment capacity We allocate end—user circuit costs to a
segment based on the products and services sold by such segment Aggregation circuits are allocated based on actual capacity usage deternuned by the total
number of customers 1 a scgment utihizing those circuits CPE cost 1s directly assigned to a business segment based on mstallations performed by such
scgment and the cost of each specific CPE We allocate labor costs from our operations to our business segments based on resource consumption formulas,
which are primarily based on stallations, percentage of total ines in service and trouble tickets by segment We allocate employee compensation for our )

sales forces directly to the business segments based on the customers they sell to and serve We allocate advertising and promotions to the buslncsx
segments primarily based on expenditures ncurred to stimulate demand for target customers within those segments o
Revenues, net -

The primary component of our net rcvenucs 1s carned monthly broadband subscription billings for DSL services We also cam revenues from monthly
subscription and usage billings related to our VolP services, monthly billings for T--1 circuits, monthly billings for high—capacity cireuits sold to our
wholesale customers and to a lesser degree from dial-up services sold to end—users Because we do not recognize revenue from billings to financially
distressed customers until we receive payment and until our ability to keep the payment 1s rcasonably assured. our reported revenues for the three and nine
months ended September 30, 2005 and 2004 havc been impacted by the iming of receipt of payments from thesc customers Our revenucs also include
billings for nstallation fees and equipment sales, which arc rccognized as revenuc over the expected life of the relationship with the end—usér, and Federal
Universal Service Fund, or FUSF, charges billed to our customers We record customer incentives and rebates that we offer to attract and retain customers
as reducttons to gross revenues We regularly have billing disputes with our customers. These disputes arise in the ordinary course of business in the
teleccommunications industry, and we believe therr impact on our accounts recervable and revenues can be reasonably cstimated based on hlstoncal
experience In addition. certain revenues are subject to refund 1f an end—user terminates scrvice within thirty days of the service activation Accordingly, we
maintain allowances. throngh charges to revenuces, based on our estimate of the ultimate resolution of these disputes and future service cancellations

Our net revenues of $112,069 for the three months ended September 30, 2005 increased by $6,382, or 6 0%, from $105.687 for the three months ended
September 30, 2004 $6.831 of this mcrease was attributable to an increase in broadband net revenucs as a result of adding end—users to our network, and
$1.128 was due as a result of the addition of our VolP scrviecs, which began i June 2004 Thesc increases were offsct by lower selling pricés which
reduced broadband net revenue by $837, and a $740 decrcasc in dial—up revenue. as a result of the continung decline in the demand for this service

Our net revenues of $329,528 for the nine months ended September 30. 2005 increased by $8,038. or 2.5%, from $321.490 for the nine months ended
September 30. 2004 $19,529 of this inerease was attributable to an increase m broadband net revenues as a result of adding end—users to our network, and
$5.267 was as d result of the addition of our VoIP services These inereases were offset by lower selling prices which reduced broadband nct revenue by
S$13.831, and a $2,927 decrease in chal-up revenue, as a result of the continuing decrecase 1n the demand for this service :

We expect to continue to add new broadband end—users and VolP customers and stations to our network We also expect to continue to experience
competitive pricing pressurcs for our current services. equipment and products As a result, we expeet high levels of customer disconnects, particularly in
our core DSL broadband access, which may be greater than the number of new end--users We also expect customer rebates and incentives to continue to be
an clement of our sales and marketing programs and we also may reduce our prices 1n order to respond to competitive market conditions -t 1s possible that
these condmons will cause our revenue to decline 1n future penods 1f we do not gencrate sufticient levels of new end—users :
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Our scginent net revenues were as follows i

i
.

Three months ended September 30, Nine months ended September 30,
2008 __2004 2005 _ 2004

Wholesates
Pereent of total nct revenues
Dirdet’ .
Percent oftoml nct revenues

Our wholesale nct revenues for the three months cnded September 30, 2005 mcrmsed by $4.428, or 5 9%, when compared to the three mionths endcd
September 30, 2004 This incrcasc was attributable to a $4,905 mncrease n broadband net revenues as a result of adding end—users to our network, offset by
a $477 deercase 1n broadband net revenues as a result of lower selling prices Our dircet net revenues for the three months ended Scptember 30, 2005
inereased by $1,954, or 6 4%, when compared to the threc months ended September 30, 2004 This increase was attributable to a $1,926 increase 1n
broadband net revenucs as a result of adding end—uscrs to our network, and $1,128 as a result of the addition of our VolP services These increases were
offset by a $360 decrease n broadband net revenues as a result of lower selling prices and a $740 decrease n dial~up revenue as a result;of the continuing
deercase 1n demand for this service

Our wholesale net revenues for the nine months ended Septcmbcr 30, 2005 mercased by $1,255, or 0 5%, when compared to the nine momhs ended
September 30, 2004 This increase was attributable to a S13.518 increase m broadband net revenues as a result of adding end-users to our network, offsct
by a $12,263 decreasc in broadband net revenues as a result of lower selling prices Our direct net revenues for the nine months ended Scptcmbcr 30, 2005
mnercased by $6.783, or 7 7%, when compared to the nine months ended September 30, 2004 This inerease was attributable to a $6.011 inerease m
broadband net revenucs as a result of adding end—users to our network, and $5,267 as a result of the addition of our VolIP services. These increascs were
offset by a $1,568 decrease in broadband net revenues primanly as a result of lower selling prices, and a $2,927 deerease n dial-up revenuc’as a result of
the continuing decrease 1 demand for this service

We had approximately 410 wholesale customers as of September 30, 2005 compared to approximately 370 as of Septembcr 30, 2004. I'hc Increasc in
2005 from 2004 resulted primanly from the addition of smaller resellers Our 30 largest wholesalc customers comprised 65 7% and 65 5%, of our total gross
revenues for the three and nine months cnded September 30, 2005, respectively, and 66 1% and 67 6% of our total gross revenucs for the three and nine
months cnded Septcmhcr 30, 2004, respectively As of September 30, 2005 and December 31, 2004, reccivables from these customers colleétiv cly
compnised 60 3% and 65 1%, respectively, of our gross accounts receivable balance !

Two of our wholesale customers, EarthLink, Inc, or EarthLink. and AT&T Corp , or AT&T. accounted for 14 3% and 13 4%, respectively, of our total
nct revenues for the three months cnded September 30, 2005 These customers accounted for 15 1% and 13.8%, respectively, of our total net revenues for
the nine months ended September 30, 2005 These customers accounted for 16 1% and 13 5%, rcspccnvclv of our total net revenues for the three months
ended September 30, 2004 For the nine months cnded September 30, 2004, they accounted tor 17 2% and 13 3%, respectively, of our total net revenues
Amounts owed to us from these customers totaled 14 9% and 12 8%, respectively, of our gross accounts receivables as of September 30, 2005 As of
December 31, 2004, amounts owed to us from these customers totaled 17 9% and 20 9%, respcctively, of our gross accounts receivables

On May 27 2005, we cntered mto an agreement with EarthLink to develop and deploy our linc-powercd voice services Under the Arrangemcnt with
EarthLink, we recogmze revenue consistent with our revenue recogmition policy, which is deseribed in Note 2, “Revenue Recognition,” to our condenscd
consolidated financial statements As part of the agreement, EarthLink made a non—intcrest—bearing prepayment As we provide the products and services
described 1n the agrcement to EarthLink, the resultant billings are recogmized as revenue 1n accordance with our revenuc recognition policy and are offsct by
the prepayment to the extent of EarthLink’s right to do so under the agreement We categonize a portion of the prepayment hability as a currcnt lability,
based upon the amount of’
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cxpected billings over the next twelve months, with the remainder classified as long—term The amount of billings expected over the next twelve months g
an estimatc bascd on current projections of products and services that EarthLink will purchase, and the actual amount sold during this pcnod may be greater
or less than this estimated amount
SBC has reached an agrecement to acquire AT&T On May 5, 2005, we announced that we rcached an agreement with SBC and AT&T %mng forth terms
under which we will prowdc broadband access to AT&T and SBC following their merger The Agreement will allow both SBC and AT&T to use the
remainder of the prepayment described in Note 1 to our condenscd consolidated financial statements The agreement 1s contingent upon complctmn of the
SBC and AT&T merger. SBC has indicated that the acquisttion 1s expected to be completed by December 31. 2005 -
Wholesaler Financial Difficulties
We have 1dénuficd certain of our customers who were cssentially current in their payments for our services prior to September 30, ’005 or have
subsequently paid ail or significant portions of the respective amounts that we recorded as accounts receivable as of Scptember 30, 2003, that we belicve
may be at risk of beconming financially distressed Revenues from these customers accounted for approximately 10 8% and |1 0% of our total net revenucs
for the three and nine months ended September 30, 2005, respectively, and 6 9% and 7 9% of our total net revenues for the three and nine months ended
September 30. 2004, respectively. As of September 30, 2005 and December 31, 2004, amounts owed to us from these customers comprised 12 9% and 8 8%
of our gross accounts recervable balance, respectively [f these customers are unable to demonstrate their ability to pay for our scrvices n a timely manner 1n
penods ending subsequent to Scptember 30, 2005, revenucs from such customers will only be recognized when cash 1s collected, as described in Note 2
“Revenue Recogmiion” to our condenscd consohdated financial statcments. .
Operating Expenses o
Opcrating cxpenscs mclude cost of sales. selling, general and administrative expenses. depreciation and amortization expenses and prowsnon for
restructuring cxpenses. .
Our total operating cxpenscs were as follows:

Three months ended September 30, Nine months Lnded S tember 30,
‘ 2005 2004 2005 L2004
Amount ; N 140,048 $ 120978 $ 409,678 . $ 356420
Pcreent of net revenues 125 0% 114 5% 124.3% Col 110 9%

Cost of sales (exclusive of depreciation and amortization) !

Cost of sales consists primarily of the costs of provisioning and maintaining telccommunications circuits and central office space, equtpmcnt sold to our
customers. labor and related cxpenscs and other non—labor items to opcrate and maintain our network and related system infrastructure !

Our cost ofisalcs was as follows |

! Three months ended September 30, Nine months ended S tember 30,
2005 2004 2005 | 2004
Amount $ 84,497 $ 65,939 $ 233,486 'S 196981
Percent of net revenuc ' 75 4% 62 4% 70 9% . 61 3%

Our cost of salcs for the three months ended Sceptember 30, 2005 increased by $18,558, or 28 1%, when compared to our cost of sales for'the threc
months ended Septcmber 30, 2004 This increase was primarily attnbutable to increases in network costs of $7.224. cost of equipment of $990. and labor
and other rclated operating expenscs of $6,128 as a result of the addition of broadband and VolP subscribers to our network and the continued investment in
our VolP operations We began offering VolP products and services in June 2004 Approximately $6,154 of the total increase in network co‘sts cost of
equipment. and labor and other rclated opcrating expenses
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resulted from addmoml sales volumes driven by a market trial that we exccuted with America Onhne, Inc , or AOL, onc of our wholesale customers The
market tnal ended during the three months endéd September 3(), 2005 In addition, our network costs for the threc months ended September 30, 2005
increased by $2,314 as a result of regulatory ratc adjustments to certaun of our network clements and by $2,697 as a result of lower recovenes from billing
disputes with ouir telecommunication vendors These increases were partially offset by a $2,061 decrease in network costs as a result of the expiration of
purchase commitment contracts with certain of our telecommunications vendors As prevlously reported, during the three months ended September 30,
2004, we reduced our estimates on property tax habilitics, pnimarily based on lower property tax valuations and actual tax assessments on our nctwork
assets These changes in accounting cstimates deercased our cost ot sales and our nct loss by approximately $1.050, or $0 00 per share, dunnL the three
months ended September 30, 2004 On a comparative basis. these changes i accountmg estimates for the three months cnded September 30 2004 had the
cffect of increasing our cost of sales and our nct loss by $1,050, or $0 00 per share. for the three months cnded September 30. 2005

Our cost of sales for the nine months ended Septembcr 30. 2005. increascd by $36.505, or 18 5%, when compared to our cost of sales for. the nine
months ended September 30, 2004 This incrcase was primarily attnbutable to increases in network costs of $15,308, cost of equipment of S|1.2‘)3 and labor
and other relatéd operating expenses of $13,919 as a result of the addition of broadband and VolP subscnbers to our nctwork and the continued investment
1n our VoIP operations Approximately $7,828 of the total increasc in network costs, cost of equipment, and labor and other related operating expcnses
resulted from addinonal sales volumes driven by a market trial that we exccuted with AOL In addition, our network costs for the ninc months ended
September 30, 2005 increascd by $6.341 as a result of lower recoverics from billing disputes with our telecommunication vendors and by $4,916 as a result
of regulatory rate adjustments to certain of our network elements Thesc incrcases were partially offset by a $5.092 decrcase in network costs as a result of
the expiration of purchase commutment contracts with certain of our telecommunication vendors and by 2 $1,353 decrease m incentive and stock—bascd
compensation that primarily resulted from a reduction in the vanable accounting for our 2003 employee stock purchase plan, or 2003 ESPP _Dunmc the nine
months cnded September 30, 2005 we reduced our estimates of certain habifities for transaction—bascd taxes and property taxes as a result of various
scttlements and the expiration of the relevant statutc of limitations for such taxes These changes 1in accounting estimates decreased our cost of sales and
increased our net income by $3,830, or $0 01 per sharc, during the nine months cnded September 30, 2005 As previously reported, during the mine months
ended September 30, 2004, we reduced our estimates of certain liabiittics for some clements of our network costs that were not yet billed by our supphers
These changes m accounting estimates decrcased our cost of sales and our nct loss by approximately $1.185. $0 00 per share, during the nine months ended
September 30, 2004 I[n addition, during the mnc months ended September 30, 2004, we reduced our estimates of some property, transaction—bascd and
employment—related tax habilitics due to the expiration of the prescribed statutory period for the corresponding tax returns and due to lower'property tax
valuations and actual tax assessments on our network assets These changes in accounting cstimates decrcased our cost of sales and our net loss by
approximately $3,846, or S0 02 per share, during the mne months ended September 30, 2004 On a comparative basis, these changes 1n accounting estimates
for the nine months ended September 30, 2004 had the cffeet of mcreasing our cost of sales and decreasing our net ncome by $5, 031, or 0 07 per share, for
the nine months cnded September 30, 2005 i

During the three and ninc months ended September 30, 2005, our cost of sales increased at a greater rate than our increase 1n net revenues because we
have been making enhancements to our nctwork and improvements to our VolP scrvice In addition, as stated above, we incurred certain costs associated
with a market trial with AOL As we rcalize the benefits of the recent enhancements and improvements made to our network and to the detivery of our VolP
services, we expect cost of sales to decrease 1 future periods as a percentage of nct revenues as we add subscribers and services to our network We plan to
continue to cxecute cost—continment programs and improve the effictency of the delivery of our services As discusscd above in “Overview”— Recent
Devclopments™ and “Part I1, Item | Legal Proceedings,” there is uncertainty concerning our ability to continue to purchase certain network clements at
regulated prices from the ILLICs as a result of the FCC’s recent decisions As a result of those legal and rcgulatory proceedings, 1t 1s possible that the ILECs
could substantially increase the cost or reduce the availability of these network elements, which would substanually icreasc our overall network cost
structure and might cause us to discontinue services that become unprofitable
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Our cost of sales was allocated as follows
. .

! ‘Three months ended September 30, Nine months ended September 30,
2004

52,399 .
21,440,
10,658

\\r’l.lolcsal‘e":Segﬁr&“r'\:é'r\'t. ;
Dyrect Segment

Eorporate*Opérations

Total : $§ 84,497 $ 65939 S 23348 .S 196981

Our cost of sales for the Wholcsale segment for the three months ended September 30, 2005 increased by $9.911, or 23 3%, when comnpared to our cost
of sales for the Wholesale segment for the three months cnded September 30, 2004 This increase was attributable to increascs in network costs of $7,106,
cost of equipment of $990, and labor and other rclated operating expenses of $1,815 as a result of the addition of broadband subscribers to our network Our
cost of sales for the Direct segment for the three mounths ecnded September 30, 2005 increased by §5,866, or 37 7%. when compared to our cost of sales for
the Direct segment for the three months cnded September 30. 2004 This increase was attributable to tcreases in network costs of $3.443 and labor and
other related operating expenses of $2,423 as a result of the addition of broadband and VolIP subscribers to our network and continued investment in our
VolP opcrations Our cost of sales for Corporate Opcrations for the threc months cnded September 30, 2005 increased by $2,781., or 35 3%, when compared
to our cost of sales for Corporatc Opcrations for the three months ended September 30, 2004 This increasc was primarly attributable to an increase in labor
and other rclated opcratmg expenses of $1.893 as a result of continued improvements 1n our operations In addition, our network cost for the'three months
ended September 30, 2005 increascd by $2,314 as a result of regulatory rate adjustments to certain of our network clements and by $2,697 a$ a result of
lower recoveries from billing disputes with our telecommunication vendors These increases were partially offsct by a $5,386 decrcase 1n network costs. of
which $2,061 1s a result of the expiration of purchase commitment contracts with certain vendors As previously reported, during the three months ended
September 30, 2004, we reduced our estunates of property tax liabilhities, primanly based on lower property valuations and actual tax assessments on our
network assets These changes in accounting cstimate reduced our cost of sales and net loss by approximately $1,050 during the three months ended
September 30, 2004 On a comparative basis. these changes i estimates for three months ended September 30, 2004 had the cffeet of increasing our cost of
sales by S1.,050 for three months ended September 30, 2005 .

Our cost of sales for the Wholesale scgment for the nine months cnded September 30, 2005 increased by S13.105, or 9 8%. when compared to our cost of

sales for the Wholesale segment for the ninc months ended Scptember 30, 2004 Thus increase was attributable to increases tn network costs of $12,206 and
cost of cquipment of $1,293, partially offset by a decrcasc in incentive and stock—based compensation of $417, primanly as 4 result of reduced charges for
our 2003 ESPP Our cost of sales for the Direct segment for the ninc months ended September 30, 2005 increased by $19.028, or 47 0%, when compared to
our cost of sales for the Direct segment for the ninc months ended Sceptember 30, 2004 Thus increase was primanly attributable to increases in network
costs of $11,144 and labor and other related operating cxpenses of $7,858 as a result of the additron of broadband and VolP subscribers to our network and
continued investment in our VolP operations Our cost of sales for Corporate Operations for the ninc months ended September 30, 2005 increased by
$4,372, ar 18 9%. when compared to our cost of sales for Corporate Operations for the nine months ended September 30, 2004 This increase was primanly
attributable to an increasc 1n labor and other related operating expenscs of $4,898 as a result of continued improvements in our operations and reduced
charges for our.2003 ESPP. In addition, our network cost for the nine months cnded September 30, 2005 mncrcased by $4,916 as a result of regulatory rate
adjustments to certain of our network elements and by $6,341 as a result of lower recoverics from billing disputes with our telecommunication vendors
These increases were partially offsct by a $13,134 decreasc 1n network costs, of which $5.092 is a result of the expiration of purchase commitment contracts
with certamn vendors During the nine months ended Scptember 30, 2005, wc rcduced our estimates of certain liabilities for transaction—based taxes and
property tax as a result of various scttlements and cxpiration of relevant statutory of limutations for such taxes These changes 1n accounting estimates
decreased our cost of'sales and increased our net income by approximatcly $3,830 during the nine months ended September 30, 2005 As previously
reported, during the ninc months ended September 30, 2004, we reduced our estimates of certain liabilities for some elements of our network costs that were
not vet billed by our supphers Thesc changes in accounting estunates decrcased our cost of sales and our net loss by approximately $1,185 dunng
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the minc month-cnded September 30, 2004 In addition, during nine months ended September 30, 2004, we reduccd our estimates of some propcrtv
transaction—based and employment-related tax liabilitis due to the cxpiration of the prescribed statutory period for the corresponding tax returns and due to
lower property tax valuations and actual tax assessments on our network asscts These changes 1n accounting estimates decreased our cost of sales and our
net loss by approximately $3,846 during the nine month ended Scptember 30, 2004 On a comparatve basis, these changes 1n aceounting cstimates for the
nine months ended September 30. 2004 had the effect of increasing our cost of sales and decreasing our net income by $5.031 for three months cnded
September 30. 2005 .

Selling, General and Admmustrative Expenses !

Selling, gencm] and adnumstrative expenses consist primanly ot salaries and related expenses, other non~labor items. and our promouon.:l and
advertising expenses

Our selling, general and adnumistrative expenses were as follows

Three months ended September 30, Nine months ended Slepteml)er 30,
2005 2004 2005 5 2004
Amount : $ 39,513 S 35,488 S 123379 :$ 100,668
Percent of net revenue 353% 33 6% 37 4% ' 31.3%

Our sethng, general and administrative expenses for the three months ended September 30, 2005, increased by $4.025, or 11 3%, when comp'lred to our
sclhing, gcneml and administrative expenses for the three months ended September 30, 2004 This increase was primarly attributable to increases in labor
and other related operating expenses of $4,233 pnmanly as a result of the growth 1n our broadband and VolP scrvices, lower bad debt recoveries of S1,785
as a result of a recovery from onc of our wholesale customers during the three months ended September 30, 2004, and an wncrease in professional services of
$950 primarily.as a result of the timing of C\pcndltures assoctated with Sarbanes—Oxley, liigation and other corporate related activities Thcsc Increases
were offset by a decrcase in marketing expenses of $3,256 As previously reported, during the three months ended September 30, 2004, we reduccd our
estimates on our property tax hiabihties, primarily caused by lower property tax valuations and actual tax assessments on our network assets. These changes
1n accounting estimates decreased our selling, general and admuimistrative expenscs and our nct loss by approximately $313. or $0 00 per share. during the
three months ended September 30, 2004 On a comparative basis, these changes 1n accounting estimates for the three months ended September 30, 2004 had
the effect of increasing our selling. general and admimistrative expenses and our net loss by $313, or $0 00 per share, for the threc months ended
September 30, 2005

Our sclling,'general and admnistrative expenscs for the nine months ended September 30, 2005, increased by $22,711, or 22 6%, when compared to our
selling. general and adnunustrative expenses tor the ninc months ended Scptember 30, 2004. This increase was pnmanly attnbutable to mncreascs n labor
and other related operating expenses of $10,576 primarily as a result of the growth 1n our broadband and VoIP serviees, an increase 1n profcasloml services
of $4,374 primarily as a result of the timing of expenditures assoctated with Sarbanes—Oxley, litigation and other corporate related activities, an increase n
marketing expcnses of $4,348, and lower bad debt recovernies of $2,127 These increases were oftset by a $1,112 decrease 1n weentive and stock—based
compensation that primanly resulted from a reduction in the vanable accounting for our 2003 ESPP [n addition, during the nine months ended
September 30, 2005, we reduced our estimates of certain labilities and transaction—based taxes and property taxes as a | result of various scttlements These
changes 1n dccountmg estimates decreased our selling, general and adnunistrative expenses and increased our net tncome by $117, or $0 00 per share,
during the minc months ended September 30, 2005 As previously reported, during the nine months ended September 30, 2004, we reduced our estimates of
certain property, transaction—based and cmployment-related tax labihtics due to the expiration of the prescribed statutory period for the corresponding tax
returns and due to lower property tax valuations and actual tax assessments on our network assets These changes 1n accounting estimates deercased our
sclling, general and adnumnistrative expenses and our net loss by approximately 52,515, or $0 01 per share, during the nine months ended September 30,

2004 On a comparative basis, these changes 1n estimates for the nine months ended September 30, 2004 had the effect of increasing our selling, general and
administrative c\pcnscs by $2.515, or $0 01 per share, for the nine months ended September 30, 2005
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We expect to incrcase our sclling, general and admmustrative expenscs primanly as a result of sales compensation and increased m.1rkeun;__ cfforts
associated with cftorts to promote Erowth in sales of our VolP and broadband services However. we expect our sclling, general and admlmslr'mve cxpenses
to trend downward as a percentage of net revenues i
Our sclling, general and admimistrative expenses were allocated as follows

; Three months ended September 30, Nine months cnded ISgpl‘cmher 30,
. 2005 : 2005 ' 2004
Wholesale Segment S A ; 6238 -
Duregt Scement ., 38, 164
Corporate Operdtlons 78.97:*%
Total _ . S 39513 S 123379 . $ 100,668

Our sclling, general and admuinistrative expenses for the Wholesale segment for the three months ended September 30, 2005 wncreased by, S198, or
11 5%, when compared to our sclling. general and admmistrative expenses for the Wholesale scgment for the thrce months ended September 30, 2004 This
increasc was primarnly attnibutable to an increase in marketing expenses Owr selling. general and admimstrative expenses for the Direct segment for the
three months ended September 30, 2005 decreased by $1, 280, or 10 4%. when comp‘xred to our sellmg, general and adnuimistrative expenses for the Dircct
segment for the threc months ended September 30, 2004 This dccrease was primanly attnbutable to a decrease in marketing cxpenses of $3.465, offsct by
an increase 1 labor and other related operating expenses of $2,184 as a result of the growth 1n our broadband and VoIP rcvenues Our selling, general and
administrative expenscs for Corporate Operations for the thrce months ended September 30, 2005 increased by $5.107, or 23 8%, when compared to our
selling, general and admimstrative expenses for Corporate Operations for the three months ended September 30, 2004 This incrcase was primarily
attributable to a S950 increase 1n professional cxpenses as a result of the tinung of expenditures associated with Sarbanes—-Oxley, litigation and other
corporate related activities. lower bad debt recoveries of $1,785 as a result of a recovery from one of our wholesale customers and a $2.157 increase m Iabor
and other related operating cxpenses a result of higher headcount and outsourced services As previously reported, during the three months ended
September 30, 2004, we reduced our estimates of our property tax habilities. primarily based on lower property tax valuations and actual tax assessments on
our network assets. These changes in accounting estimate decreased our selling, general and administrative expenses and our net loss by $313, during the
three months ended September 30, 2004 On a comparative basis, these changes in estimates for the three months ended September 30, 2004 had the effeet
of increasing our sclling. gencral and administrative expenses by $313 for the three months ended Scptember 30, 2005

Our selling, general and administrative expenses for the Wholesale segment for the ninec months ended September 30, 2005 decreased by ‘594 or | 5%,
when compared to our selling, general and admimistrative expenses for the Wholesale segment for the nine months ended September 30, 2004 This decrease
was attributable to decreases 1n incentive and stock—based compensation cxpenscs of $346 primarily as a result of reduced charges for our 2003 ESPP and
labor and other related operating expenses of $907 primarily as a result of lower headcount, offsct by an increase in marketing expenses of $1,150 Our
sclling, general and admmistrative expenses for the Direct segment for the nine months ended September 30, 2005 increased by $14,784, or 63 2%, when
compared to our selling, general and administrative expenses for the Direct segment for the minc months ended September 30, 2004 This Increase was
attributable to increases n labor and other operating expenscs of $10,061, primarily as a result of the growth in our broadband and VolP revenues, and
marketing expenses of $4.671 Our selling, general and admimistrative expenses for Corporate Operations for the mine months ended September 30, 2005
increased. by $8.021, or 11 3%, when compared to our selling, gencral and administrative expenses for Corporate Operations tor the ninc months ended
September 30, 2004 This increase was attributable to a $4,374 increase 1n professional services as a result of the iming of expenditures assoctated with
Sarbanes—Oxley. litigation and other corporate related activitics, lower bad debt recovenies of $2,127, and an ncrease 1n labor and other operating expenses
of $1.405 These increases were offset by a $645 decrease n meentive and stock—based compensation as a result of reduced charges for our 2003 ESPP and
a decrease in marketing cxpenses of $1.629. In addition, during the nine months ended September 30, 2005, we reduced our estimates of certain habihties
and transaction—bascd taxes and property taxes as a result of various scttlements These changes 1 accounting estimates decreased our selling, general and
admunistrative expenscs by S117, and increased net income by $117 during the nine months ended September 30. 2005 As previously reported duning the
nine months ended September 30, 2004, we reduced our estimates of certain property, transaction—based and employment—related tax lmbllmes duc to the
expiration of th(. :
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prescribed statutory period for the corresponding tax returns and due to lower property tax valuations and actual tax asscssments on our network assets
These changes 1n accounting cstimates reduced our selling, general and admimistrative expenses and our net loss by approximately 52,515 during the nine
months ended September 30, 2004 On a comparative basts, thesc changes 1n accounting estimates for the nie months ended Scptember 30, 2004 had the
effect of increasing our selling, general and adnmimistrative expenses by '$2,515 for the ninc months ended Scptember 30. 2005 Co

Depreciation and Amortzation

Our dcprccmtlon and amortization of property and equipment, or depreciation, was 512,040 for the three months ended September 30, 2005, a decrcase
of $2.038. or 14 5%, over our depreciation of $14,078, for the three months ended September 30, 2004 Our deprcciation was $38.734 for the nine months
ended September 30, 2005, a decreasc of $4,001, or 9 4%, over our depreciation of $42,735 for the nine months ended September 30. 2004 The decrcase 1n
depreciation resulted pnimarily from certain assets becoming fully depreciated ' ’

Our amortization of mtangible assets, or amortization, was $3,998 for the threc months ended Scptember 30, 2005, a decrcase of $1.330, br 25 0%. over
the amortization of $5,328 for the three months ended Scptember 30, 2004 Our amortization was $14,079 for the nine months ended Septcmber 30,2005, a
decrease of $1,042, or 6 9%, over the amortization of $15.,121 for the nine months ended Scptember 30, 2004 The decreasc n amortization r'csul&cd from
certain asscts becoming fully amortized. offsct by the network build and augmentation, and the acquisition of the GoBeam customer list during 2004

We expect our depreciation and amortization to decrcasc 1n future periods as historical assets continuc to become fully depreciated. partially offsct by
ncrcases as we add more broadband and VolP cnd-users to our network and purchase additional cquipment so that we can offer new serv u‘es As e\pldmed
above, we do not allocate depreciation and amortization expense to our busincss segments '

Prowision for Restructuring Expenses !

During the three and nine months ended September 30, 2004, we reduced our workforee by approximately 8 and 61 employecs, respectwvely, or 0 7%
and 5 5% of our workforce, respectively The reductions covered employecs 1n the arcas of sales and markcting, operations and corporate functions In
connection with our reductions during the threc and nine months ended September 30, 2004. we recorded restructuring e\penen.s of $145 and $915,
respectively. consisting primanly of employee severance bencefits For the three and nine months ended September 30, 2004, $8 and $287, respccln’ely of
these expenscs related to our Wholesale segment and none and $253, respectively, related to our Dircet segment The remaining expenses 2 'msocntcd with
these reductions 1n force duning the three and nine months cnded Septcmber 30. 2004 of $137 and $375, respectively, were related to our Corpordte
Operations W did not record restructuring expenses during the three and nine months ended September 30, 2005 We expect to incur approXimately
$2.300 1n severance and related costs as a result of certain reductions in our workforce Most of these costs will be charged to operations durmg the three
months ending December 31, 2005 We continue to evaluate whether additional restructuring s necessary, and we may incur additional chargcs o
operations rclated to any further restructuring activities in futurc periods
Other Income (l: xpense) i

Net Interest Expense

Our nct interest cxpense was $171 and $746 for the three and ninc months ended Scptember 30, 2005. respectively Nct interest expense for the threc and
nine months cnded Scptember 30, 2005 consisted princtpally of interest on our 3% convertible senior debentures, Iess nterest income earned on our cash,
cash cquivalents and short—tcrm investments 1 debt securities balances Net intercst expense during the three and nine months ended Scptember 30, 2004
consisted principally of interest expense on our 3% convertible senior debentures due 2024 and our 11% long—term note payable to SBC, which we repaid
in March of 2004, less interest income carned on our cash, cash equivalents and short—term investments in debt securitics balances We expect future net
interest expensc o be himited to interest on our 3% convertible senior debentures partially offset by interest carned on our cash balances We' ,may. however,
seek additional debt financing in the future 1f 1t 1s available on terms that we believe arc favorable If we seek additional debt financing. our intercst expense
would increasc
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Investment Gains

In August 2000, we madc an cquity mvestment n 10 shares of ACCA Networks Co , Ltd , or ACCA, a privately--hcld, Japanese teleccommumcations
company In March 2005, ACCA completed a public offering of its shares in Japan We recorded a net reahized gain of $12,177 and $28.844 for the three
and nine months ended Scptember 30, 2005, respectively. as a result of the sale of 5 and 10 shares of ACCA, rcspectlvely. durmg the three and nine months
ended Scptember 30, 2005 We did not recogmze similar gains for the three and nine months ended September 30, 2004

Gain on Deconsolidation of Subsidhary:

We recogmized a gam of $53,963 for the ninc months ended September 30, 20035 as a result of the deconsolidation of onc of our substdiaries Refer to
Note 4. under “Other Restructuring Activitics,” to our condensed consolidated financial statements for additional information on such gains We did not
recogmze sunilar gains for the three and nine months cnded September 30, 2004
Income Taxes -

Although we recorded net ncome for the mne months ended September 30. 2005, we project that on an annuahzed basis we wall record a net loss for the
year ending De¢ember 31, 2005 We made no provision for incoine taxes in any period presented in the accompanying condensed COHSO]lddICd financial
statcments because we meurred nct losses for the periods presented. or expect to incur net losses for the current year
Related Party Transactions

A member of our Board of Dircctors, Richard Jalkut. 1s the President and CEO of TelePacific Commumecations, or TclePacific, one of our rescllers We
recogmized revenucs from TelePacific of $69 and $221 during the threc and nine months ended September 30, 2005, respectively, and $87 and $285 during
the threc and nine months ended September 30, 2004, respectively Accounts receivables from TelePacific were $23 as of September 30, 2005 and $29 as of
Dceember 31, 2004, respectively. L Dale Crandall, one of our directors, 1s also a director of BEA Systems. or BEA, onc of our vendors We paid $15 and
$293 to BEA during the three and mine months ended September 30, 2003, respectively, and $30 and $563 during the three and nine months ended
Scptember 30, 2004, respectively Charles Hoffman, our CEO, 1s a director of Chordiant Software. or Chordiant, one of our vendors. We paid S0 and $620
to Chordiant during the three and nine months ended September 30, 2005, respectively, $1,131 and $2.806 during the three and ninc months cnded
Scptember 30, 2004, respectively Gary Hoftinan, a sibling of our Chief Exccutive Officer. 1s employed by us During the three and nine months ended
September 30, 2005, Gary Hoftman recerved compensation in the formn of salary and commussions in the amount ot $35 and S89, respectively, as well as an
option grant to purchase 2 shares of our common stock at an exercisc price of $1 54 During the three and nine months ended September 30, 2004, Gary
Hotfiman received compensation mn the form of salary and comnussions 1n the amount of $21 and $66, respectively, as well as an option grant to purchase 4
shares of our common stock at an exercise price of $3 34

We belicve these transactions were negotiated on an arms—length basis with terms we belicve are comparablc to transactions that \vould likely be
negotiated with'unrelated partics
Liquidity and Capital Resources i '

Over the last five years we have invested substantial capital for the procurement, design and construction of our central office collocation facilities, the
design, creation, |mplcmcm'mon and maintcnance of our mtcrnally uscd sottware, the purchasc of telecommunications equipment and the design,
development and maintenance of our networks We expect that i future penods our expenditures related to the purchase of infrastructure cquipment
neeessary for the expanston of our networks and the development of new regions will be relatively lower than in recent periods while incremental, or

“success—based,” expenditures related to the addition of subscnibers 1n existing regions, and expenditures related to the offering of new services, will
increasc b'lSCd on the number of new subscribers and types of new services that we add to our network
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Our cash and cash equivalents balance for the minc months ended September 30, 2005 decreased by $23,089 The change tn cash and é:ash equivalents
was as follows .

. Nine months ended September 30,
2005 : 2004

Nétlcastiprovided by (used 1)
. Opcrating activitics
" Investing activitiess
Financing activitics

aaiTotal#

Operating Activities

Nect cash used 1n our operating activitics for the nine months ended September 30, 2005 mncrcased by 541,490 when compared to net cash provided by
our operating activities for the nine months ended September 30, 2004 This increase was attributable to an incrcase in our net loss, adjusted tor non-cash
and non—operating items of $50,308, offsct by the net change in our operating assets and hiabilities of $8.818, primarily as a result of a $12.100 increasc 1n
our accounts payable and other liabilities primarnily due to the tinung of payments to our vendors and an increase in collateralized and other customer
deposits, partially offset by a $3.184 increasc 1in our accounts recetvable due to timing of receipts from our customers and ncrease 1n billings We expect net
cash usagc to continue 1n our opcrating activitics during 2005, pnmarily as a result of our product, sales and marketing activities to promote our broadband
and VolP services
Investing Activities

Our mvesting activities consist primartly of purchases, maturitics and sale of short—term mvestments 1n debt securities. capital e\pcndltures for property
and equipment and expenditures to acquire collocation facilities. Net cash provided by our investing activities for the mne months ended September 30,
2005 1ncreased by $60.296 when compared to our net cash used in our investing activitics for the nine months ended September 30, 2004 This ncrease was
primarily attributable to $32,180 from the net cash cffect of purchase, salc and matunity activities on our short—term investments in:debt secunties and
$29.807 related to the procceds from the sale of our equity holdings in ACCA, partially offset by a $1,684 increase (n restricted cash and cash equivalents as
a result of funds received to be used cxclusively and solely for the purchase of equipment related to our linc-powered voice services In September 2005,
we sold the remaimder of our 5 ACCA shares after the expiration of our lock—up agreement and reccived net proceeds of $12,658 We cxpect that our capital
cxpenditures levels will decrease during the remainder of 2005 as most of the expenditures related to our line—powered voice access have been incurred

As discussed above under “Recent Developments,™ we entcred into a plan of merger with NextWeb, Inc. We expect to pay up to $4.000 1n cash as part of
the considcration of the purchase price. We expect the transaction to close by the end of 2005
Financing Activities

Our financing activitics consist primartly of proceeds and repayments of long—term debt and proceeds from the 1ssuance of our common stock under our
employce stock—based compensation plans Net cash provided by our finaneing activities for the nine months ended September 30. 2005 decrcased by
$74.142 when compared to our net cash provided by our financing activities for the nine months ended September 30, 2004 This decrease was primarily
attributable to the receipt of $119.999 of net proceeds from the 1ssuance of our senior unsecured convertible bonds during the nine months ended
Scptember 30, 2004, and a $3,409 decrcase n procceds from the 1ssuance of our common stock, partially oftset by the $50,000 principal repayment of our
note to SBC, which we repaid during the ninc months ended September 30, 2004 We expect that in the remainder of 2005 our cash from financing activities
will be prlmanly related to procecds from the 1ssuance of common stock under our employcc stock—based compensation plans
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As discussed above under “Recent Developments,” we filed a universal shelf registration statement on Form S—3 with the SEC  After the registration
statement has become effective, we may. from nme to time, offer our common stock, preterred stock. debt sccurities and warrants, or any combination of
the foregoing, which together has an aggregate value ot up to $150,000 The securities may be offered, scparately or together. 1n scp.xratc SErics, In amounts,
at prices and on terms to be set forth 1n the prospectus contained 1n the registration statement
Liquidity ’

Our total cash, cash equl\'alcnts and short—term investments 1n debt sceurities balance as of September 30, 2005 decreased by $39,098 from our total
cash balance as of December 31, 2004 As of September 30, 2005, we had a total cash, cash cquivalents, restricted cash and cash equivaleats and short—term
wvestments n debt securities balance of $116,065 This balance was compnsed of $94.417 in unrestricted cash and cash equivalents, $17,481 in
unrestrictcd short—term investments in debt securitics and $4,167 1n restricted cash and cash equivalents We cxpect to continue to use our cash resources
for sales and marketing activitics and to improve our operational capabihtics The amount ot this additional usage of cash will depend on whether we
continue to increase spending to expand and enhance our VolP services, the amount of capital cxpenditures to grow our subscriber basc, develop and
maintain our opcrating support systems and software, and our ability to generate demand for our scrvices [n addition, we may wish to selectively pursue
possible acquisitions of, or Investments ., bustnesscs, technologies or products complementary to ours 1n order to expand our geographic presence, broaden
our product and service offerings and achieve operating cfficicncies We may not have suffictent hquidity, or we may be unable to obtamn additional
financing on favorable terms or at all, in order to finance such an acquisition or investment

We currently believe that we will be able to continue as a going concern at least through September 30, 2006 using only our unrestncted cash, cash
equivalents and short-tcrm investment in debt securitics balances i existence as of Septcmbcr 30. 2005 Advcrse business, legal, regulatory or legislative
developments may requirc us to raise addittonal financing, raisc our priccs or substantially decrease our cost structure We also recognize that we may not
be able to raise additional eapital f we arc unable to acquire additional capital on favorable terms f needed, or are required to raise 1t on terms that are less
satisfactory than we desirc, our financial condition will be adverscly affected

Our cash requirements for 2005 and beyond for developing, deploying and enhancing our network and operating our business will depcnd on a number
of factors including

. further dcvclopment of our VolP capabilitics, including systems and software to expand and improve our VolP services, :

. our co‘ntmumg ability to obtain access to ILEC facihities, including line—shared telephone lincs, remotc terminals, interoffice tralnspon and
high-capacity circuits, all at reasonable prices,

. rates a‘t which resellers and end—users purchase and pay for our services and the pncing of such scrvices,

. ﬁnan(:!lal condition of our customers,

. levels:of marketing required to acquire and retain customers and to attain a competitive position 1n the marketplace, I i

. rates dt which we 1nvest i engincering, equipment, development and intellcctual property with respect to existing and futl.lrc tcéhnology.,

. operuﬁonal costs that we incur to nstall, maintain and repair end—user lines and our network as a whole, '

. pending and any future hitigation, ;

. cxlstlﬁg and future technology, including wirelcess, :

. \m'.mti:cxpatcd opportumties, )

. netwofk develvpment schedules and associated costs; and

. number of regions entered and the timing of entry and services oftered.
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Contractual Cash Obligations ) ) ) ‘ . )
Our contractual dcbt. lease and purchase obligations as of Septcmber 30, 2005 for the next five years, and thereafter, werc as follows

: o 2005 N 20062007 2008-2009 Thereafter . _Total ’
3%, convertible débentuires . : i$ F g FLES 12500000 . L '$125.000™
Interest, on noté payable, .5,469 12,96‘)

Capltalélcases i g v b3
Officc leases + ... .. 8142
Other operating. Téhses . 5346 . . ;
Purchasc obhgations — — 1,237

LSS 1389700

§82.4758 " 8162277

We lease cert'un vehicles, cquipment and office facilities under various non—cancelable operating lcases that expire at various dates through 2011 Our
office leases gencrally require us to pay operating costs, including property taxes, msurance and maintcnance. and contain scheduled rent increases and
certain other rent escalation clauscs Rent expense 1s reflected 1n our condensed consolidated financial statements on a straight—linc basis over the terins of
the respective leascs

Effective July 27, 2005, we entered 1nto an amendment to our corporate hcadquarters facilities lease in San Jose, California The amendment provides for
us to lease an additional 47.114 squarc fcet of spacc for a term of five ycars beginning upon delivery of approximately 27,087 square fect of the new space,
which 1s expected to occur October 1, 2005 The dehivery of the Temaining spacc is expected to occur January, 1 2006 The amendment increases our lcase
obhgation by 52,923 over the five—year term and 1s reflected in “office leascs™ i the table above

Liffective August 1, 2005, we cntered 1nto an amendment to our facilitics lease in Denver. Colorado, to extend the terms of the Icase and to vacate 14,871
square feet of oftice space, effective August 1, 2005 The extension 1s for a period of 4 3 years which commenees on April 1.2007 This amendment
inereases our lcase obligation by $2.710 and 1s reflected 1n “office leascs™ in the table above

Effective June 9. 2003, we entered nto an agreement to lcase an office 1n Jersey City, New Jersey to replace the current Jersey City ofhce Such lcase
ends on Scptember 30, 2005 The icase 1s for a period of five years which commences on October 1, 2005, and 15 reflected in “office feases™ in the table
above. The leasc increascs our lease commitments by approximately $979 :

Effcetive March 31, 2005, we entered into an agreement to extend the terms of our office lease in Herndon, Virgima The extension 1s for a period of five
years which commences on August 1, 2005, and 1s reflected in “office leases” above The extension of the lease increases our lease comnmmems by
approximately $5.029

In 2005, we'entered into an agreement with Sylantro Systems Corporation to obtain discounted pricing on ComSwite Module heenses For 2005 we have
a minimum remaining aggregate purchase commitment of $675 as of Scptember 30, 2005. which 1s reflected 1 “purchase obhigations™ 1n the table above

In 2002, we.cntered into a four—vear, non—cxclusive agreement with AT&T for the nght to provide long distance services to us We have an annual
minimum usage requirement which began 1n April 2002 The agreement expires in March 2006 and has a mimimum remaining aggregate’usage commutment
of approximately $562 as of Scptember 30, 2005, which 1s reflected m “purchase obligations™ in the table above

As part of our ongoing business. we do not participatc in transactions that generate relationships with unconsohdated entities of financal partnerships,
such as entities’often referred to as structured finance or special purpose entities, or SPEs. which would have been established for the purpose of facilitaung
off-balance shect arrangements or other contractually narrow or himited purpose. As of September 30, 2005, we were not unvolved  any SPL transactions
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Risk Factors
Our services are subject to government regulation, and chunges in current or future laws or regulations and the methods of enforcing the law and
regularions could adversely affect our business.

Qur services are subject to tederal. state and local government regulations In particular, the company and 1ts rescllers are dependent on certain
provisions of the 1996 Telecommunications Act to procure certain facthties and services from the ILECs that are necessary to provide our services As a
result, our business 1s highly dependent on rules and ruhings from the FCC, legislative actions at both the state and federal level. 'md rulmgs from state
public utility commussions

For mstance, over the last two years the FCC has made substantial chan;:es to the regulatory environment in which we operate The FCC’s August 21.
2003 Trienmial Review order and 1ts announcement of further changes on December 15, 2004, hnuted. and m some cases elimnated our aceess to some of
the network clements that we use to operate our business Where we no longer have regulated access to network clements, our costs are likely to increasc as
a result of these orders and we may be unable to protitably offer some of our services We may be unable to adapt to the changed regulatory environment. 1n
1ts current torni, or to future ch'mbe\ whether resulting from these orders or from subsequent action by Congress, statc legislatures, the courts, the FCC or
other regulatory authornties

In addition, the FCC’s August 2003 Tricnnial review order provided that ILEC fibcr based facilitics and packet switched based fClCl]lthS were no longer
required to be unbundled and madc available to compctitive carriers like us The RBOCs have each announced plans to aggressively deploy new fiber and
packet bascd facilities as replaccments for the copper loop based facilities that we use provide our services This substitution of fiber and packet based
facilities will reducc the portion of the market for data and voice services that we can rcach utilizing our wirelinc network While we are pursuing
alternative means of providing services where this occurs, including commercial access agreements with the ILECs and alternative means of providing
scrvices, mcluding wircless, we may not be successful in these efforts, and therc may be material adverse effects on our financial condition
Charges for network elements are generally outside of our control because they are proposed by the ILECs and are subject to costly regulatory approval
processes. |

ILECs provide the telephone lines that connect cach end—user to our equipment located 1n their central offices The 1996 Telecommunications Act
generally requircs that charges for these unbundled network clements be cost-based and nondiscrimmatory Nonctheless, the nonrccurring and recurnng

- monthly charges for lmes (tclephone wires) that we require vary greatly These rates arc subject to negotiations between us and the ILIECs and to the
approval of the statc PUCs Conscquently, we are subject to the risk that the non-recurring and recurnng charges for hines and other unbundlcd network
elements will increase based on higher rates proposed by the ILECs and approved by state PUCs from time to time. which would increasc our operating
expenses and reducc our ability to provide compctitive products

The impact of judicial and rcgulatory decisions on the prices we pay to the ILECs for collocation and unbundled network elements 1s highly uncertain
There is a nisk that any ncw prices set by the regulators could be materiatly higher than current prices As a result of the FCC''s recent decisions, it is likely
that we will pay higher prices for line—-shared lines, high—-capacity lincs and data transport between mauy of the ILEC’s central offices If we are required to
pay higher prices to the ILECs for collocation and nctwork components as a result of the FCC’s recent decisions and 0ther_|udlc1al and regulatory decisions,
1t could matenally incrcase our operating expenses and reduce our abihity to provide competitive products
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Our business will be adversely affected if our interconnection agreements are not renewed or if they are modified on unfavorable terms.

We arc required to enter 1nto terconnection agreements covering cach of the metropolitan areas we scrve with the appropriatc’ ILECs mn order to
provide service 1n those regions Many of our existing interconncction agrecments have a maximum term of three years Theretore, we will have to
rencgotiate these agrcements with the ILECs when thcv cxpire A number of these agrcements have expired and we are currently 1n the process of
renegotiating them Wc may not succeed 1n extending or rencgotiating these mterconnection agreements on favorable terms or at all

As the FCC'modfics, changes and implcments rules rclated to unbundling and collocation, we gencerally have to rencgotiate our interconnection
agreements to implement those new or modificd rules For example. we are involved in a number of rencgotiations ot interconnection agrecments to reflect
the FCC’s recent decisions We may be unable to renegotiate these agreements in a timely manner, or we may be forced to arbirate and | litigate with the
RBOCSs i order to obtain agrecment terms that fully comply with FCC rules

Additionally. disputes have arisen and will continue to arise (n the future as a result o differences i interpretations of the interconnection agreements
These disputes have delayed the deployment of network capabihitics and services, and resolution of the ingated matters will require ongowng expenditures
and management time. In addihon, the interconnection agreements arc subject to statc PUCs, FCC and judicial oversight These govemment authoritics may
modify the terms of the nterconnection agreements 1n a way that reduces our access to. or increases the cost of, the network components that we purchase
from the ILECs .

We depend on a limited number of customers for the preponderance of our revenues, and we are highly dependent on sales through our resellers.

The majority of our rcvenue comes from Internct service provaders, teleccommunications carricrs and other customers who resell our Internet access and
other services to their business and consumer end—users Our agreements with our resellers are gencrally non—exclusive, and many of our customers also
rescll services offered by our competitors Our agreements with our resellers generally do not contain purchase comnutments A linuted number of resellers
account for a significant portion of our revenues Our top 30 rescllers accounted for approximately 65 7% and 65.5%, respectively. of our net revenue for
the three and nine months ended September 30, 2005 We cxpect that our rescller customers will continue to account for a sngmhcant portion of our revenue
and new cnd user additions

If we were to lose onc or more of our key resellers or 1f one or more of our key resellers stopped providing us with orders or removed cnd—users from our
network, our révenuc and line—growth could be materially adversely aftceted Consoltdations. mergers and acquisittons involving our key rescllers have
occurred 1n the past and may occur in the future Thesc consolhidations, mergers and acquisitions may cause key resellers to stop prowdlna us with orders or
to remove cnd—users from our network On January 31, 2005, one of our major resellers, AT&T. announced that 1t had agrecd to be acquired by SBC, one
of the largest RBOCs This acquisition 1s subject to rcg:ulatorv. antitrust and other forms of review Bascd upon the statements of the parties. subject to the
outcome of these reviews, the transaction 1s expected to close by December 31, 2005 For the three and nine months ended September 30, 2005, AT&T
accounted for 13 4% and 13 8%, respectively. of our revenue SBC is both one of our competitors and a reseller of our services At this time, we cannot
predict the ctfects of this transaction on our revenues denived from AT&T or SBC. or the timing of any such effects
The markets in which we operate are highly competitive, aund we may not be able to compete effecm-ely especially against esmbllvhed industry
competitors with significantly greater financial resources.

We face significant competition n the markets for business and consumer Internet aceess, nctwork access and voice serviees and we cv(pcct this
competition to intensity In addition, the RBOCs dominate the current market and have a monopoly on local telephonc lines We pose a competitive risk to
the RBOCs and, as both our competitors and our suppliers, they have the ability and the motivation to disadvantage our business We also face competition
from cable modem service providers, competitive telecommunications companics, traditional and new national long distance carriers, Intcrmet service
providers, on—line service providers and wireless and satellite service providers Many of these competitors have longer operating histories, greater nume
rccognition, better strategic rclationships and sigmificantly greater financial, techmical or marketing resources than we do As a result, these competitors may
be ablc to

» develop and adopt new or emerging technologies, . '
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»  respond to changes 1n eustomer requirements more quickly.

. devote:: greater resources to the development. pramotion and sale of their products and services.,
*» form l?lC\V alhances and rapidly acquirc significant market share,

» undcrtake morc extensive marketing campaigns,

» adopt more aggressive pricing pohicies, and

«  devote substantially more resources to developing new services

The intense competition from our compcetitors, including the RBOC:s, the cable modem service providers and the competitive telecommunications
companies could harm our business

The RBOCs represent the dominant competition in all of our target service areas, and we expect this competition to intensify The RBOCs have
established brand names and reputations for quality service, possess sufficient capital to deploy DSL equipment and other facilities rapidly, have their own
telephone lines and can bundic digatal data services with their existing voice, wircless and other services to achieve econonucs of scale 1n serving customers
They can also offer service to end—uscrs using fiber and fiber—fed loops that are not available to us Certain RBOCs are aggressively pricing their DSL
services as low as $14 95 per month when ordered as part of a bundle. which has slowed sales of stand—alone DSL services by our rescller partners and
increascd the rate of churn among our existing users [f we arc unable to enter into and mamtain our agreements with the RBOCs that provide us with access
to line~-sharing at reasonable rates, we will be unable to price our consumer services at a price that 1s competitive with the RBOCs

Cable modem scrviee providers, such as Cox Communications, Comeast, and Time Warner, and their respective cable company customers, have
deployed high ~speed Internet access services over coaxial cable networks These networks provide similar, and 1n some cascs, higher-speed data services
than we provide In addition, cable providers arc beginning to bundle VolP telephony and other services, such as video—on—demand. with their Internct
access offerings As a result, competiion with the cable modem service providers may have a significant negative cftect on our abulity to secure customers
and may create downward pressure on the prices we can charge for our services
Failure to complete development, testing and introduction of new services, including VolP services, could affect our ability to compete in the industry.

We continuously develop, test and introduce new services that are delivered over our network These new services are intended to allow us to address
new segments of the communications marketplace and to compete for additional customers In some cases, the introduction of new,services requires the
suceessful development of new technology To the extent that upgrades of existng technology arc required for the introduction of new services, the success
of these upgrades may depend on the conclusion of contract negotiations with vendors and vendors mecting their obhigations 1n a timely manner In
addition. new scrvice offerings may not operatc as intended and may not be widely accepted by customers 1f we are not able to successfully complete the
devclopment arid introduction of new services, including VolP services, line—powered voice, and wireless scrvices, in a timely manner, our busmess could
be matenally adverscly affected
We may need to raise additional capital under difficult financial market conditions.

We believe our current cash. cash equivalents, and short—term mvestments 1n debt secuntics should be sufficient to meet our anucnpatcd cash nceds for
working capital and capital expenditures until we become cash flow positive We have a busimess plan that we believe will take us to the point wherc our
operations will yield a positive cash flow without raising additional capital This business plan 1s based upon several assumptions, inctuding growth of our
subscriber base with a reasonable per subscriber profit margin and improvements in productivity If actual events differ from these assumptions, we may be
required to alter our business plan to reflect these changes We will continue to monitor events to detcrmine if such adjustments to our business plan are
appropriate
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We arc currently facing a varicty of challenges that may affcct the assumptions contained wn our business plan, including. among others

. changes 1in government regulations and legal actions challenging government rcgulations, ;

. customer disconnection rates that reduce our revenucs,

. sxgmt"lcant price reductions by our competitors, _

. h)ghc:r levels of marketing cxpense required to acquire and retain end—uscrs that purchase our services from us and from our resellers,
. the need to upgrade our systems by investing in our existing and future technology and infrastructure, '

. mvestment opportunitics i complementary businesscs, acquisitions or other opportunities, : '

. any adverse resolution of lawsuits against us, and ,

. addltlional nisk factors mentioned throughout this section '

We entered into a 10-ycar resale agreement with SBC m December 2001 under which SBC, its affihates or spectal agents will resell the Company’s
DSL services As part of the resale agrecment, SBC madc a $75,000 non—interest-bearing prepayment, which 1s collateralized by substantially all of our
domestic assets As of Scptember 30, 2005. the outstanding balance of the SBC's prepayment was approximately $46,234 This collateralization of the
outstanding balance of SBC’s prepayment. in addition to the existence of $125,000 in 3% convertible debentures. may hinut our ability to raise additional
capital. through:sales of debt or cquity sccurities

Adverse business. regulatory or legislative developments may require us to raise additional financing, raise our prices or qubstammlly decrcase our cost
structure We also recognize that we may not be able to raise additional capital under the current capital market conditions If we are unable to acquire
additional capatal or arc required to raise 1t on terms that arc less satisfactory than we desire, our financial condition will be adversely affected
In order to become cash flow positive and to achieve profitability, we must add end—users and sell additional services to our existing end—users while
minimizing the cost to expand our network infrastructure.

We must increasc the volume of Internet, data and voice transmission on our network 1n order to rcalize the anticipated cash flow, opcratma efficiencies
and cost benefits of our network If we do not add new customers and mamtain our rclationships with current customers, we may not be able to substannalty
nerease traffic on our network. which would adversely affect our profitabihty To acconiplish this strategy, we must, among other things.

. acquire new cnd—uscrs.

. enter into and maintain agreements with the RBOCs or obtain favorable regulatory rulings that provide us with access to unbundled network
elements on terms and conditions that allow us to profitably sell our consumer services,

. enhance and improve our VolP services, i

. upgrade our network to improve rchabihity and remam compctitive,

. cxpand our direct sales capability and infrastructure 1n a cost~ctfective manncr, and

. continuc to unplcment and improve our management mformation systems. including our client ordcring, provisiomng, dispatch, trouble tickcting,
customer billing. accounts receivable, payable tracking, collection, fixed assets. transaction—based taxes and other management information

systems
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Our growth has placed, and will continue to place, significant demands on our management and operations We expect to implement System upgrades.
new software releases and other enhancements which could cause disruption and dislocation 1 our busmess If we are successtul in implementing our
marketing strategy. we may have difficulty responding to demand for our services and technical support in a timely manner and 1n accordance with our
customers’ expectations We expeet these demands to requure the addition of new management personnel and the increased outsourcing of Covad functions
to third partics We may be unable to do this successfully. in which case we could experience an adversc cffect on our tinancial performance
If we do not reduce our end—user disconnection rate our revenue and end—user growth will decline.

We experience high disconnection or “churm™ rates Our high end—user churn rate continues to impair the growth we need to cover the cost of
maintaining our netw vork These disconnections occur as a result of several factors, including end—users who

. move to a new location, i
. disconnect because of better offers in the market, or

]
. disconnect because they do not like our service or the service provided by our resellers

While we are working to address problems with the end—uscr experience, many of thesc factors arc beyond our control As a result, we may see
additional mercascs m our churn ratcs cven 1f we improve the customer experience In addition, promotions and rebates that we offer to our rescllers and
cnd-users are based on an assumption that a given end—user will maintain our service for a pertod of time If our disconncction rate increases for more
reeently added end-—uscrs, we may nat recoup the money we spend on these promotions and rebates
We mnay experience decreasing margins on the sale of our services, which may imipair our ability to achieve profitability or posmve cash Sflow.

Prices for our services have stcachly decreascd since we first began operations We cxpect we will experience an overall price decrease for our services
due to competition, volume—based pricing and other factors We currently charge ligher prices for some of our services than some of our competitors do for
similar services As a result, we cannot assurc you that our customers will select our services over thosc of our compcetitors In addition, prices for digital
communications services in general have fallen histoncally. and we expect this trend to continuc As a result of these factors, we cannot prcdlct whether
demand for our,services will exist at prices that enable us to achieve profitability or positive cash flow
If our internal controls over financial reporting do not comply with the requirements of the Surbanes—Oxley Act, our business, repuranon and stock
price could be adversely affected.

Section 404 of the Sarbancs—Oxley Act of 2002 requires us to evaluate the cffectiveness of our internal controls over financial rcpomng as of the end of
each year beginning 1n fiscal 2004, and to include 2 management report assessing the effcctiveness of our internal controls over financial reporting n our
annual reports Scction 404 also rcquires our indcpendent registered public accounting firm to annually attest to, and report on, management’s assessment of
our internal controls ovcr financial reporting

Although our management has determined, and our tndcpendent registered public accounting firm has attested. that our internal control over financial
reporting was eftective as of December 31, 2004, we cannot assure you that we or our independent registered public accounting firm will not identify a
material weakngss 1n our internal controls 1n the future A matcnal weakncss tn our internal controls over financial reporting would rcquire us and our
independent registered public accounting firm to evaluate whether our internal controls over financtal reporting were ineftective [f-our internal controls
over financial reporting are not considered adequate. we may experience a loss of public confidence. which could have an adverse effcct on our business
and our stock price
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Some of our resellers are fucing financial difficulties, which makes it more difficult to predict our revenues.

Some of our rescller customers may expericnce financial difficultics, including bankruptcy If a customer cannot provide us with reasonable assurance of
payment, then we only recognize revenue when we collect cash for our services, assuming all other criteria for revenue recognition have been met, and only
after we have collected all previous accounts recetvable balances Although we will continue to try to obtan payments from these customers, 1t 1s likcly that
one or more of these customers will not pay us tor our services With respect to resellers that are 1n bankruptey proceedings, we simtlarly may not be able to
collect sums owed to us by these customers and we also may be required to refund pre—petition amounts paid to us during the 90 days prior to the
bankruptey filing
The developmem of our direct business poses operational challenges and may cause our resellers to place fewer arders with us or may cause us to lose

resellers.

Sales of services directly to end—user customers represent a significant and growing part of our business As we expand our direct busmess we will face
new operatloml challenges These challenges include. but are not linuted to, our ability to

recruit, hire and train additional direct sales teams,

. create effective automated systems to provision, manage and bill for VolP services,
. manage expanding and inercasingly diverse distribution channels,

. effcct'wc]y manage additional vendors, and

. enhance our network and access products to provide business—class VolP scrvices

In addition, some of our cxisting resellers may perceive us as a potential or actual competitor As a result, these rescllers may rcduce the volume or the
rate of growth of the sales of our services, or may ceasc to rescll our services entirely
The communications industry is undergoing rapid technological changes and new technologies may be superior to the technology we use.

The communicattons industry ts subject to rapid and significant technologtcal changes, including continuing developments in DSL and VoIP technology
and altcrnative technologies for providing broadband and telephony communications, such as cable modem. satellite and wircless tcchnology Asa
consequencc, our success may depend on

. third partes, mcludmg some of our compctitors and potential competitors, to develop and provide us with access to new communtcations and

networking technology,

. our ability to anticipate or adapt to new technology on a timely basis, and

. our abulity to adapt to new products and tcchnologics that may be superior to, or may not be compatible with, our products and technologies

The mvestments required to address technological changes are difficult to predict and may exceed our available resources 1f we fail to adapt successfully
to tcchnological changes or fail to obtain access to important tcchnologies, our business will be adverscly affected
A system failure could delay or interrupt service to our customers, which could reduce demand for our services.

Our opcrations depend upon our ability to support our highly complex nctwork infrastructure and avowd damage from fires, earthquakes, terronst attacks.
floods, power losses. excessive sustained or peak uscr demand, tclccommunications failures, nctwork software flaws, transmission cable cuts and sinmuilar
events The occurrcnce of
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a natural disaster or othcr unanticipatcd problem at our nctwork operations center or any of our regional data centers could cause interruptions in our
services Additionally, failure of an ILEC or other service provider to providc communications capacity as a result of a natural disaster. operational
disruption. labor disputc or any other reason could causc interruptions mn our services We have previously had difficulties obtaining scrvice from the ILECs
duc to their labor disputes Any damage or failure that interrupts our operations could harm our busincss

A breach of network security could delay or interrupt service to our customers, which could reduce demand for our services.

Our network may be vulnerable to unauthonzed access, computer viruses, worms and Trojan horses and other disruptions Internet service providers,
telecommunications carriers and corporate networks have in the past experieneed, and may 1n the future experienee, interruptions 1n scrviee as a result of
accidental or intentional actions of Internet users, current and former cmployees and others Unauthorized access could also potentially yeopardize the
sccurity of confidential information stored 1n our computer systems, our end—users and our rescller’s end—uscrs This might result in hability to us and also
mght deter potential customers from purchasing or selling our services While we attempt to implement and develop additional security mcasures we have
not ymplemented all of the security measures commercially available, and we may not implement such measures 1n a timely manner or at all Morcover,
these measures, 1f and when implemented, may be circumvented, and climinating computer viruses and alleviating other security problems may require
interruptions, delays or cessation of service to our customers and our reseller’s customers, which could harm our business
Our success depends on our retention of certain key personnel, our ability to hire additional key personnel and the maintenance of good labor relations.

We dcpend on the performance of our exccutive officers and key employees In particular, our sentor management has significant experience in the
telecommumcauons industry and the loss of any of them could ncgatively aftect our ability to execute our business strategy Addmonally we do not have

“key person” hfc insurance policies on any of our employecs

Our future success also depends on our continuing ability to 1dentify, hire. train and retain other highly qualified technical, operanom sales. marketing,
finance. legal, human resource, and managenal personnel as we add end—users to our network Competition for qualified personnel is intense Our reduced
stock pnice has greatly reduced or eliminated the value of stock options held by many of our employces, making 1t more difficult to retain employees in a
competitive market I[n addition, n the event that our employees unionize, we could incur higher ongoing labor costs and disruptions 1n our operations in the
event of a strike or other work stoppage
We depend on a limited number of third parties for equipment supply, software utilities, service and installation and if we are unable to obtuin these
items from these third parties we may not be able to deliver our services as required.

We rely on outside parties to manufacture our network equipment and provide certain network services These services. software and equipment include.

. DSLAMs,

. CPE, including modems, routers, bridges and other devices,
. network routing and switching hardware,
. customer support,
.
. nstallation services;
. customized software design and mamntenance,
. network management software,
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. systems management software,
!
. databasc management software,
. collocation space, ’
. software uscd in our products, .
. hosting. email and IP provisioning scrvices,
. SOﬂS\\I’ItChCS, used to provide VolP services, and i
. Inrcm‘et conncctivity and Internet protocol scrvices

We have in the past cxperienced supply problems with certain vendors Thesc vendors may not be able to mect our needs in a satisfactory and timely
manner m the future, which may causc us to lose revenue In addition, we may not be able to obtain additional vendors when needed !
Our reliance on third—party vendors involves additional risks, including '

. the possibility that some of our vendors will Icave the DSL equipment business or will stop supporting equipment that we already have nstalled,
. the ab;scncc of guarantced capacity, ) '

. the possibility that software vendors will stop supporting softwarc that we use, and '

. reduct;:d control over delivery schedules, quality assurance, production yields and costs

Any of thesé events could have a matenal adverse impact on our business and operating results '
We use third—party vendors offshore for tasks that were previously done by our employees.

In 2003 we began using oftshore vendors to assist us with sottwarc development and certain customer support functions Since we havc historically used
employces for most of our software development, we have linnted experience in managing offshore software development projeets Because we arc using a
third—party vendor to manage the day to day operations, we do not have as much contral over the hiring and oversight of the vendors’ employees In
addition. the differences in time zones, languages and culture may make 1t difficult to integrate the vendors™ sottware development teams with our internal
resources As a result, this arrangement may wmpair our ability to modify and improve our software and to develop new software in a timely manner In
addition, we have provided these vendors with access to our intellectual property While we have taken certain contractual and procedural steps to protect
our mtellcetual property. 1f any of the vendors or their employees improperly uses our mtellectual property, it may be more difficult for us to assert our
intelleetual property nights because we may not be able to use United States courts to enforce our rights

In outsourcing certain customer support functions to offshore vendors, we face snmlar integration problems as we do with our software outsourcing
arrangemcents In addition, these vendors may have difficulties communicating with our customers and resolving non—standard customer 1ssues We also
may experience difficulties as we mtegrate the vendor’s systems with onr own

Some of these offshore locations have experienced civil unrest and terrontism and have been involved 1n conflicts with neighboring countries 1f some of
these locations become engaged 1n armed hostilitics, particularly if these hostilitics are protracted or involved the threat of or usc of weapons of mass
destruction. our vendors’ operations could be adversely affected While we have attempted to contractually protect ourselves against calamities, if our
vendors” operations are adversely affected, our customer service and software devclopment cftorts could be negauvely impacted
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We have made and may make acquisitions of complementary technologies or businesses in the future, which may disrupt our business and be dilutive to
our existing stockholders. '

We mtend to consider acquisitions of businesses and technologies 1n the future on an opportunsstic basis Acquisitions of businesses and technologies
involve numerous risks. mcluding the diversion of management attention, difficulties 1n assimulating the acquired operations. loss of key employees from
the acquircd company. and difficulties in transitiontng key customer rcl'monshlps In addition, these acquisitions may result in dilutive 1ssuances of equity
securities, the ihcurrence of additional debt and large one—time expenditures Any such acquisition may not provide the benefits originally anucipated, and
there may be ditficulty m integrating the service ofterings and networks gained through acquisitions and strategic investments with our own Although we

“ attempt to minimize the risk of unexpected liabilities and contingencies associated with acquired businesscs through planning, mmvestigation and negotiation,
unexpected liabilitics nevertheless may accompany such strategic investments and acquisitions

[n addition, the purchasc price ofan acquired business may “exceed the current farr value of the net tangible assets of the acquired business. As a result,
we would be required to record material amounts of goodwill and other intangible assets, which could result n sigmificant impairment charges and
amortization cxpensc in future periods These charges, 1n addition to the results of operations of such acquured busmesic& could have a matenal adverse
effect on our business, financtal condition and results of opcrations We cannot forecast the number, timing or size of tuture acquisitions, or the effect that
any such acquisihons might have on our operating or financial results

Under gencrally accepted accounting principles. we arc required to review our intangible assets for impairment whenever events or changes in
crrcumstances indicate that the carrying value of these assets may not be recoverable In addition, we are required to review our goodwilt and
indefinite-hved mtangible assets on an annual basis 1F presently unforcseen cvents or changes i circumistances anse which indicate that the carrying value
of our goodwill or other intangible assets may not be recoverable, we will be required to perform impairment reviews of these assets, which have carrying
values of approximatcly $36,626 as of Scptember 30. 2005 Anmpairment review could result in a write—down of all or a portion of these assets to their
fair values We'will perform an annual impairment review during the fourth quarter of each fiscal year or more frequently 1f we believe mdicators of
imparrment exist In Light of the large carrying value associated with our goodwill and intangible assets, any write—down of these assets may result n a
sighificant charge to our statcucnt of operations n the period any impawment 1s determmned and could cause our stock price to decline
We must pay federal, state and local taxes and other surcharges on our service, the applicability and levels of which are uncertain.

Telecommunications providers pay a varicty of surcharges and fees on their gross revenucs from interstate and intrastate services Interstate surcharges
inctude FUSF and Common Carmer Regulatory Fees In addition, state regulators impose similar surcharges and fees on ntrastate scrvicés and the
applicabihty ofithese surcharges and fees to our scrvices 1s uncertain in many cases The division of our services between interstate and intrastate services,
and between services that are subject to surcharges and fees and those that arc not, 1s a matter of interpretation and may 1n the future be contested by the
FCC or state authontics The FCC 1s currently considering the nature of Internct service provider—bound traffic and new mnterpretations or changes mn the
characterization of junisdictions or scrvice categories could cause our payment obligations. pursuant to the relevant surcharges. to increase or result in
habilities In additton, periodic revisions by state and federal regulators of the appheable surcharges may increase the surcharges and fees we currently pay
In addition. we may be required to pay certain state taxes. including sales taxces. depending on the junsdictional treatment of the services we offer. The
amount of thosé tuxes could be sigmficant, depending on the extent to which the various states choose to tax our scrviees

The federal government and many states apply transaction—based taxcs to the sales of our products and services and to our purchases of
telecomnmumecations services from vanous cammers We are 1n discussions with federal and state tax authoritics regarding the extent of our transaction—based
tax habilitics It 1s reasonably possible that our estimates of our transaction—based tax liabilities could materially change in the near term We may or may
not be able to rccover some of those taxes from our customers )
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We are a party to litigation and adverse results of such litigation matters could negatively impact our financial condition and results of operations.

We are a defendant in some of the litigation matters described in “Part I, Item | Legal Proccedings ™ While we are vigorously defending these lawsuts,
the total outcome of these litigation matters 1s inherently unpredictable, and there 1s no guarantee we will prevail Adverse results in any of these actions
could negatrvely impact our financial condition and results of operations and, in some circumstances result in a material adversc effect on us In addition.
defending such actions could result in substantial costs and diversion of resources that could adversely affect our financial condition, results of operations
and cash flows' )

Our intellectual property protection may he inadequate to protect our proprictary rights.

We regard certain aspects of our products, services and technology as proprictary We attempt to protect them with patents, copyrights, trademarks. trade
sceret laws, restrictions on disclosure and other methods These methods may not be sufficient to proteet our technology We also generally enter into
confidentiality or hcense agreements with our cmployeces and consultants, and generally control aceess to and distribution of our documentation and other
proprietary information Despltc these precautions, it may be possible for a third party to copy or otherwise obtain and use our products services or
technology without authonization, or to develop simular technology independently

Currently, we have been 1ssued sixteen patents and we have a number of additional patent apphications pending We intend to prepare addltlonal
ﬁpp\lcatlons and to seek patent protection for our systems and services These patents may not be 1ssued to us 1f 1ssued, they may not protect our intellectual
property from competition Competitors could design around or scck to invahdate these patents

Effective patent, copyright. trademark and trade sceret protection may be unavailable or mited 1n certain foreign countries Theg global naturc of the
Internet makes.it virtually impossible to control the ultimate destination of our proprietary information The steps that we have taken may not prevent
nusappropriation or infringement of our technology. Litigation may be necessary 1n the future to enforce our ntellectual property nghts, to protect our trade

secrets or to determine the validity and scope of the proprietary rights of others Such htigation could result in substantal costs and diversion of resources
and could harm our business

Third parties may claim we infringe their intellectual property rights.
We periodically receive notices from others claiming we are infringing ther intcllectual property nghts, principally patent nghts We cxpect the number
of such ctaims will increase as the number of products and competitors 1 our industry segments grows, the functionality of products overlap, and the

volume of ssued software patents and patent applicahons continues to increase Responding to any infringement claim, regardless of its validity, could
. be time—consuming,. costly and/or result in litigation,

. dlvcrt management's time and attention from developing our busincss,

reqmre us to pay monctaly damages or cnter mto royalty and licensing agreements that we would not normally find acceptablc,
. requnre us to stop sclling or to redesign certamn of our products. or

. require us to satisfy indemnification obligattons to our customers

[f a successful claim 1s made against us and we fail to devclop or license a substitute technology. our business, results of operanons financial condition
or cash flows could be adversely affected
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The price of our common stock may continue to fluctuate significantly.

The market price for our common stock has been. and 1s likely to continue to be. hughly volatile, which may result in losses to investors We beheve that
a number of factors contribute to this fluctuation and may cause our stock price to decline in the tuture While 1t 1s not possible to foresee all of the events
that could adversely affcct the price of our common stock or causc such price to remain volatile, the factors include

. statc and federal regulatory and legislative actions,

. generél economic conditions and the condition of the telecommunications industry,

. our ability to maintain existing customers and add new customers and recognize revenuc from distressed customers,

. our ablllty to reach profitabihty and cash flow positive operations;

. adverse litigation results,

. announcements of new products, scrvices o-r pricing by our competitors or the emergence of new competing technologes,

. our failure to meet the expectations of investors or of analysts,

. the adoption of new, or changes n existing, accounting rules, guidelines and practices, which may matenally impact our financial statements and
may matcrially alter the expeetations of sccurities analysts or investors,

. the level of demand for broadband Internct access serviees and VolP telephony services,

. departures of key personncl, and

. effective internal controls over financial reporting

The stock market has periodically experienced significant price and volume fluctuations that have particularly affected the market prices of common
stock of technology companics These changes have often been unrelated to the operating performance of particular companies These broad market
fluctuations may also negatively affect the market price of our common stock
Substantial leverage and debt serviee obligations may adversely affect our cash flow. (Refer to Part I, Item 2 — Management’s Discussion and Analysis
of Financial Condition and Results of Operations — “Liquidity and Capital Resources” for additional information)

We may be unable to generate cash sufficient to pay the principal of, interest on and other amounts duc n respect of our indebtedness when due We may
also add equipment loans and lease hines to finance capital expenditures and may obtain addittonal long—term debt, working capital lines of credit and
leases, some of which may be on less than optimal terms
Our substantial leverage could have significant negative consequences, mcluding

. mercasing our vulnerability to general adverse economic and industry conditions, i
. limiting our ability to obtain addittonal financing,
. requiring the dedication of a portion of our expected eash flow from operations to serviee our indebtedness, thereby reducing the amount of our

expected cash flow available for other purposcs, including capital expenditures,
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. linuting our tlexibility in planning for, or reacting to, changes n our business and the industry i which we compete, and. :

. placing us at a possible compctitive disadvantage relative to less leveraged competitors and competitors that have better access to capital resources
Forward—Looking Statements .

We includc ccrtain estimatcs. projections, and other forward—locoking statements 1n our reports, in presentations to analysts and others, and n other
publicly available material Future performance cannot be ensured Actual results may differ matenally from thosc in forward—looking statements The
statements contatned 1 this Report on Form 10—-Q that are not historical facts are “forward-looking statements™ (as such term 1s dctined in Section 27A of
the Securities Act and Scction 2LE of the Exchange Act), which.can be wdentified by the use of torward—looking terminology such as “estimates.” “goals,”
“plans,” “projcets,” “anticipates,” “cxpects,” “intends,” “believes,” or the ncgative thereof or other variations thereon or comparable terminology, or by
discussions of stratcgy that involve risks and uncertaintics Examples of such forward-looking statements include but are not hnuted to .

. impact of the federal. state and local telecommunications regulations, decisions and related litigation, and our ability to obtain ILEC nctwork

clements and facilitics at reasonable rates,

. tlmmé of our cash flows,

. extent to which customers purchase our services,

. rclatlc;)nshlps with our strategic partners and other potential third parties,

. prlcm.lg for our services 1n the future;

. murgl;ns on our service offerings. ,

. possibilities that we will mecrease our revenues, )

. plans Tto make strategic investments and acqmsitions and the eftcet of such investments and acquisitions; l

. cstlm%ltes and cxpectations of future operating results, the adequacy of our cash reserves. and the number of anticipated stalled lines,

. plans to increase salcs of valuc—added services, like VolP,

. anncl’patccl capital expenditures,

. plans to cnter nto business arrangements with broadband-related service providers,

. feasibility of alternative access solutions, like wircless,

. effect$ of hitigation currently pending, and

. other .Ismtemcnts contained m this Report on Form 10-Q regarding matters that are not historical facts :

. These statements are only estimatcs or predictions and cannot be relicd upon We can give you no assurance that future results will be achieved
Actual cvents or results may differ matcrially as a result of risks facing us or actual results differing from the assumptions underlying such
statements

All written and oral forward—looking statements made 1 conncction with this Report on Form 10-Q which are attributable to us or persons acting on our
behalf are expressly qualified in their entirety by the “Risk Factors™ and other cautionary statemcents mcluded in this document and in our Annual Report on
Form 10-K for.the year ended Deececmber 31, 2004 We disclaim any obligation to update information contamed 1n any forward—tooking statcment
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Item 3 Quantltntwe and Qualitative Disclosures About Market Risk
(All dollar amounts are presented in thousands)

Our cxposure to financial market risk, including changes 1 1nterest and markctable equity secunty prices, relates primanly to our investment portfolio
and outstanding debt obligations We typically do not attempt to reduce or chiminate our market exposure on our investment sccurities because the majonity
of our investments are 1n fixed—rate, short—term debt securitics We do not have any derivative instruments. The fair value of our investment portfolio or
rclated income would not be significantly nmpacted by either a 100 basis point increasc or decrease i interest rates due mainly to the fixed-rate nature of
our investment portfolio 1n debt secuntics In addition, all of our outstanding indebtedness as of September 30, 2005 1s fixed—ratc debt

The table below presents the carrying value and related weighted—average interest rates for our eash and eash equivalents, short—term investments in debt
secunties and restricted cash and cash equivalents as of Scptember 30. 2005

e e et g
h.and:¢ash equivalents
Short—ferm investments 1n debt securities |
Restricted cash’and Lash‘cquwalents-

' . $116,065 3 46%

Item 4. Controls and Procedures
Evaluation of Disclosure Controls and Procedures.

The Securities and Exchange Commusston defines the term ““disclosure controls and procedures™ to mecan a company’s controls and other procedures that
are designed to cnsure that information required to be disclosed 1n the reports that it files or submits under the Secuntics Exchange Act of 1934 1s recorded,
processed, summarized and reported, within the time periods specified 1n the Comnussion’s rules and forms Our chief exccutive officer and chief financial
officer have concluded, based on the evaluation of the effectivencss of the disclosure controls and proccdures by our management, with the participauon of
our chief exccutive officer and chief financial officer, as of the end of the pertod covered by this report, that our disclosurc controls and procedures were
cftcctive for this purpose
Changes in Internal Controls.

During the fiscal quartcr covered by this report. we did not makc any change m our internal control over financial reporting that matermlly affected or 1s
rcasonably likely to matenially affect our intcrnal control over financial reporting
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PART II. OTHER INFORMATION
Item 1. Legal Proceedings

In April 1999, we filcd a lawswit against Bell Atlantic, now Verizon, and its affiliatcs in the Unitcd States District Court for the District of Columbia We
are purswing antitrust and other claims in this lawsuit anising out of Verizon's conduct as a supphier of nctwork facilities, including central office space,
transnussion facilitics and telephone hines In December 2000, we also filed a lawsuit against BellSouth Telecommunications and its substdharies in the
United States District Court for the Northern District of Georgia We are pursuing claims in this lawsuit that are similar to our claims against Verizon We

cannot predict the outcome of these proceedings at this time

On June 11, 2001, Venzon filed a lawsuit against us in the Umted States Distriet Court for the Northern District of California Verizon 1s a supplier of
telephone lines that we use to provide services to our customers In its amended complamt. Verizon claims that we falsified trouble ticket reports with
respect to the telephone lines that we ordered and seeks unspecified monetary damages, charactenized as being in the “millions,” and injunctive relief On
November 13, 2002. the District Court entered summary judgment 1n favor of us and disnussed Verizon’s claims against us 1n their entirety Verizon
appealed the dismussal of its lawsuit In July 2004 the Ninth Cireust Court of Appeals partially reversed the District Court’s decision and indicated that
Venizon could attempt to pursuc a claim against us for breach of contract The matter has been sent back to the District Court for further proceedings We
beheve we have strong defenses to this lawswuit. but hitigation 1s inherently unpredictable and there 1s no guarantce we will prevail

Several stockholders filed complaints in the United States District Court for the Southern District of New York, on behalf of themselves and purported
classes of stockholders, against us and several former and current officers and directors tn addition to some of the underwriters tn our stock oftenings These
lawsuits are so—called [PO allocation cascs, challenging practices allegedly used by certain underwniters of public equity offerings dunng the late 1990s and
2000. On April 19, 2002 the plaintiffs amended their complaint and removed us as a defendant Certain directors and officers are still named in the
complaint The plaintiffs presently claim that others failed to disclose the arrangements that some of these underwriters purportedly made with certain
investors The plaintiffs and the 1ssuer defendants have reached a tentative agreement to settle the matter, and we believe the tentative settlement will not
have a matenal adversce effect on our condensed consolidated financial position or results of operations That settlement. however, has not been finalized If
the settlement 1s not finalized. we believe these officers and directors have strong defenses to these lawsuits and intends to contest them vng,orously
However, htigation is inhercntly unpredictable and there 1s no guarantee thesc officers and directors will prevail

In June 2002, Dhruv Khanna was relieved of his duties as our General Counsel and Secretary Shortly thereafter, Mr Khanna alleged that. over a period
of years, certain.current and former directors and officers had breached their fiduciary dutics to the Company by engaging n or approving actions that
constituted waste and sclf-dealing, that certain current and former directors and officers had provided false representations to our auditors and that he had
been relieved of his duties in retahation for his being a purported whistleblower and because of racial or national ongin discrimmation He threatencd to file
a shareholder derivative action against those current and former dircctors and officers, as well as a wrongful ternunation lawsuit Mr Khanna was placed on
paid leave while tus allegations were being investigated

Our Board of Directors appomnted a special mvestigative committee, which imitially consisted of Dale Crandall and Hellene Runtagh. to investigate the
allegations made by Mr Khanna Richard Jalkut was appointed to this comnuttee shortly after he joined our Board of Directors This commttee retained an
independent law firm to assist 1n 1ts investigation Based on this mvestigation, the commuttee concluded that Mr Khanna's allegations were without ment
and that 1t would not be 1n the best interests of the Company to commence litigation based on these allegations The comnuttee considered, among other
things, that many of Mr Khanna's allegations were not accurate, that certain allegations challenged business decisions lawfully made by management or the
Board, that the transactions challenged by Mr Khanna in which any director had an interest were approved by a majority of disinterested direetors n
accordance with Delaware law. that the challenged director and officer representations to the auditors were truc and accurate, and that Mr Khanna was not
reheved of his duties as a result of retaliation for alleged whistleblowing or racial or national origin discrimination Mr Khanna has disputed the
commuttee’s work and the outcome of its investigation .
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After the comnuttee's findings had been presented and analyzed, we concluded in January 2003 that 1t would not be appropnate to continue Mr Khanna
on paid leave status, and determined that there was no switable role for him at Covad Accordingly. he was termunated as an employee of Covad

Based on the events mentioned above, in September 2003. Mr Khanna filed a purported class action and a denivative lawsuit against our current and
former directors in the Court of Chancery of the State of Dclaware 1n and for New Castlc County On August 3, 2004. Mr Khanna amended his Complaint
and two additional purported shareholders joined the lawswit In this action the plainuffs scek recovery on behalf of the company from the individual
defendants for their purported breach of fiduciary duty The plaintiffs also scek to invalidate our clcction of directors 1n 2002, 2003 and 2004 because they
claim that our proxy statements were misleading We are unablc to predict the outcome of this lawsuit

We arc also a party to a variety of pending or threatened lcgal proceedings as either plaintiff or defendant. or arc engaged in business disputes that arisc
n the ordinary course of business Failure to resolve thesc various legal disputes and controversies without excessive delay and cost and 1n a manncr that 1s
favorable to us could significantly harm our business We do not believe the uftimate outcome of these matters will have a material tmpact on our condensed
consohdated financial position and results of opcrations However, itigation 1s inhcrently unpredictable and there 1s no guarantce we will prevail or
otherwisc not be adversely affected

We are subject to state public utility comnussion, FCC and other regulatory and court decisions as they relate to the interpretation and implementation of
the 1996 Telecommunications Act In addition, we are engaged 1n a variety of legal ncgotiations. arbitrations and regulatory and court proccedings with
muluple ILECs These negohations. arbitrations and proceedings concern the telephone companies denial of central office space, the cost and delivery of
transmission facilities and telephone lines and central otfice spaces, billing 1ssues and other operational 1ssues Other than the payment of legal fees and
expenses, which are not quantifiable but are expected to be material, we do not belicve that these matters will result 1n matenal habihity to us and the
potential gains are not quantifiable at this tme  An unfavorable result 1n any of these negotiations, arbitrations and proceedings, however, could have a
matcrial adverse effect on our condensed consolidated financial position and results of operations 1f we are denied or charged higher rates for transmission
lines or ecntral office spaces
Item 2. Unregistered Sales of Equity Securities and Use of Proceeds

None
Item 3. Defaults Upon Senior Securities

Nonc
Item 4. Suhmlssmn of Matters to a Vote of Security Holders

None
Item 5. Other Information

None .
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[tem 6. Exhibits

Incorporated by Reference

Exhibit Exhibit
Number Exhibit Description Form File No. Date of First Filing Number ~ Filed Herewith
31 Amended and Restated Bylaws 8-K 001-32588 11/02/2005 31
311 Certification Pursuant to X
Rule 13a—14(a)
312 Certification Pursuant to X
Rule 13a—14(a)
Certification Pursuant to 18
32 1* U S C Scction 1350, as X
Adopted Pursuant to
Section 906 of the
Sarbanes—Oxlcy Act of 2002
322* Certification Pursuant to X

18 US C Section 1350, as
Adopted Pursuant to

Section 906 of the
Sarbanes—Oxley Act of 2002

.

These certifications accompany the Registrant’s Quarterly
Report on Form 10—Q and are not deemed filed with the SEC
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SIGNATURES

Pursuant to the requirements of the Securities Exchange Act of 1934, the Registrant has duly caused this report to be signed on 1its behalf by the

undersigned thereunto duly authorized

Datc November 9, 2005

Date November 9, 2005

COVAD COMMUNICATIONS GROUP, INC
By /s/ CHARLES E HOFFMAN

Charles E Hoffman
President. Chief Execunve
Officer and Director

By /s/ JOHN E TREWIN

John E Trewin
Senior Vice President and
Cluef Frnancial Officer
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EXHIBIT INDEX

Incorporated by Reference

Exhibit Exhibit
Number Exhibit Description Form File No. Date of First Filing_ Number Filed Herewith
31 Amended and Restated Bylaws 8-K 001-32588 11/02/2005 31
311 Certification Pursuant to X
Rulc 13a—14(a) ,
312 Certification Pursuant to X
Rule 13a—14(a)
Certification Pursuant to 18
32 1* U S C Section 1350, as X
Adopted Pursuant to
Section 906 of the
Sarbanes—Oxley Act of 2002
32.2% Certification Pursuant to X

18 US C Section 1350, as
Adoptcd Pursuant to

Section 906 of the
Sarbanes—Oxley Act of 2002

These certifications accompany the chlstranf's Quarterly
Report on Form 10—Q and arc not deemed filed with the SEC
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EX-31.1

EXHIBIT 31.1
10-Q Filed on 11/09/2005 - Period: 09/30/2005
File Number 001-32588




Exhibit 31 1
CERTIFICATIONS
[, Charles E Hoftman, certify that
1 [ have reviewed this Form 10-Q of Covad Communtcations Group, Inc

2 Based on my knowledge, this report docs not contain any untruc statement of a matenal fact or omit to state a material fact necessary to make the
statements madc, n light of the circumstances under which such statements were made, not nusleading with respect to the period covered by this report,

3 Based on my knowledge. the financial statements, and other financial information included 1n this report, fairly present in all matenial respects the
financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented n this report,

4 The registrant's other certifying officer(s) and I are responsible for establishing and maintaining disclosure controls and procedures (as defined in
Exchange Act Rules 13a~15(c) and 15d—15(¢)) and internal controls over financial reporting (as defined 1n Exchange Act Rules 13a—15(f) and
15d—15(M) for the registrant and have

(a) Designed such disclosure controls and proccdures, or caused such disclosure controls and procedures to be designed under our supcrvision, to
ensurc that matenial information rclating to the registrant, including 1ts consolidated subsicharies, 1s made known to us by others within thosc
cntities, particularly during the penod in which this quarterly report 1s being prepared.,

(b)  Designed such internal control over financial reporting. or caused such intenal control over financial reporting to be designed under our
supervision, to provide rcasonable assurance regarding the reliability of financial reporting and the preparation of hnancnl statements for external
purposces tn accordance with generally accepted accounting principles,

(¢)  Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented 1n this report our conclusions about the
effectiveness of the disclosure controls and proccdures, as of the end ot the period covered by this report based on such evaluation, and

(d) Disclosed in this report any change 1n the registrant’s intemal control over financial reporting that occurred during the registrant’s most recent
fiscal quartcr (the registrant’s fourth fiscal quarter in the case of an annual report) that has matenally affected, or 1s reasonably likcly to materially
affect. the registrant’s internal control over financial reporting, and

S The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of intemnal control over financial reporting. to the
registrant’s auditors and the audit commuttee of the registrant’s board of directors (or persons performing the cquivalent functions)

(a)  All significant deficiencies and material weaknesscs 1n the design or operation of internat control over financial reporting which are reasonably
likely to adversely affect the registrant’s ability to record. process, summanze and report financial information, and

(b)  Any fraud. whether or not material. that invoives management or other cmployces who have a significant role 1n the registrant’s internal control
over financial reporting

COVAD COMMUNICATIONS GROUP, INC.
By /s CHARLES E HOFFMAN

Charles E Hoffman -
President, Chicf Exccutive

: Officer and Director
Date November 9, 2005
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Exhibit 31 2

I. John E Trcwin. certify that
I | have reviewed this Form 10~Q of Covad Communications Group, Inc ,

2 Based on my knowledge, this report does not contain any untrue statement of a material fact or omt to state a matcnal fact necessary to make the
statements madc. 1n hight of the circumstances under which such statements were made. not misleading with respect to the pertod covered by this report,

3 Bascd on my knowledge, the financial statements, and other financial information included 1n this report, fairly present in all m'nerml respects the
financial condition, results of operations and cash flows of the registrant as of, and for, the periods presented in this report,

4 The registrant’s other certifying officer(s) and I are responsible for establishing and mamntaining disclosure controls and procedures (as defined in
Exchange Act Rules 13a—15(¢) and 15d—15(€)) and internal controls over financial reporting (as defined in Exchange Act Rules 13a~15(f) and
15d-15(f)) for the registrant and have

(@

(b)

(©)

(d)

Designed such disclosure controls and procedures. or caused such disclosurc controls and procedures to be designed under our supervision, to
ensure that material information relating to the registrant, including 1ts consolidated subsidiaries, 1s made known to us by others within those
entities, particularly during the period in which this quarterly report 1s being prepared,

:
Designed such internal control over financial reporting, or causcd such internal control over financial reporting to be designed under our
supervision, to provide rcasonable assurancc rcgarding the rehability of financial reporting and the preparation of financial statcments for external
purposcs in accordance with generally accepted accounting principles,

Evaluated the cffectiveness of the registrant’s disclosure controls and proccdures and presented i this report our conclusions about the
effcctiveness of the disclosure controls and procedures, as of the end of the penod covered by this report based on such evaluation, and

Disclosed 1n this report any change n the registrant’s iternal control over financial reporting that occurred during the registrant’s most recent
fiscal quarter (the registrant’s fourth fiscal quartcr in the case of an annual rcport) that has matenally affected, or 15 reasonably likely to matcnally
affect, the registrant’s intcrnal contro! over financial reporting, and

5 The registrant’s other certifying officer(s) and I have disclosed, bascd on our most recent cvaluation of internal control over financial reporting, to the
registrant’s auditors and the audit commuttce of the rcgistrant’s board of dircctors (or persons perfornung the cquivalent functions)

(a)

(b)

All sigmficant dcficicncics and matertal weaknesses in the design or operation of intemal control over financial reporting which are reasonably
hkely to adversely affcct the registrant’s ability to record, process, summarize and report financial information, and

Any fraud. whether or not matenal. that involves management or other employcces who have a significant role n the registrant’s internal control
over financsal reporting

COVAD COMMUNICATIONS GROUP, INC.
By /s/ JOHN E TREWIN
John E Trew:n

Senior Vice President and
Chief Financial Officer

Date November 9, 2005
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EX-32.1

EXHIBIT 32.1 :
10-Q Filed on 11/09/2005 - Period: 09/30/2005 E
File Number 001-32588




(1)  The Report fully complics with the requirements ObeLtIOII 13(a) or 15(d) of the Securities L‘(ch.mgc Actof 1934, and

CERTIFICATION PURSUANT TO'
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES—-OXLEY ACT OF 2002
In connecnon with the Quarterly Report of Covad Communications Group. Inc (the Company) on Form 10-Q for the pertod cnding September 30, 2005
as filed with the Sccunties and lixchange Comnussion on the date hercof (the Report), 1, Charles E Hoffman, Chief Exccutive Officer of the Company,
certify, pursuant to 18 U S C Section 1350. as adopted pursuant to Scetion 906 of the Sarbanes—Oxley Act of 2002. that to the best of my kno“]cdgc

EXHIBIT 32 1

(2) The lnfonnzmon contamned 1n the Report fairly represents, m all material respeets, the financial condition and result of operations of the Company

Date November 9, 2005

COVAD COMMUNICATIONS GROUP, INC.

By

/s/ CHARLES E HOFFMAN

Charles E Hoffman
President, Chiet Executive Ofticer and Director

|
|
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CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES—~OXLEY ACT OF 2002
In connection mth the Quarterly Report of Covad Communications Group. Inc (the Company) on Form 10-Q for the period ending September 30, 2005
as filed with the Sccunities and Exchange Comnussion on the date hereof (the Report), [, John E Trewin, Chief Financial Officer of the Company, certily,

pursuant to 18 U S C Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxlicy Act OF 2002. that to the best of my knowledge

(1) The Report fully c'omphcs with the requirements of section 13(a) or 15(d) of the Securities Exchange Act of 1934, and |

|
|
| EXHIBIT 322
I

(2) The information contained in the Report farrly represents, 1n all matenal respects, the financial condition and result of operations of;thc Company
COVAD COMMUNICATIONS GROUP, INC.
' ' By /s/ JOHN E TREWIN
John E Trewin

Senior Vice President and
Chtef Financial Officer

Date November 9, 2005



