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an accounting policy to he critical if it is important to a company’s financial condition and results of operations, and if it requires significant 
judgment and estimates on the part of management in its application. We have discussed the selection and development of the critical accounting 
policies with the audit committee of our hoard of directors, and the audit committee has reviewed our related disclosures in this prospectus. 
Although we believe that our judgments and estimates are appropriate and correct, actual results may differ from those estimates. 

We believe the following to he our critical accounting policies because they are important to the portrayal of our financial condition and 
results of operations and they require critical management judgments and estimates about matters that are uncertain. If actual results or events 
differ materially from those contemplated by us in making these estimates, our reported financial condition and results of operation for future 
periods could be materially affected. 

Revenue Recognition 

* Allowance for Doubtful Accounts 

Accrued Liabilities 

* Accounting for Income Taxes 

Stock-Based Compensation 

* Legal Contingencies 

Revenue Recognition 
We generate revenue from the sale of our neutral tandem interconnection services. We maintain executed service agreements with each of 

our customers in which specific fees and rates are determined. Revenue is recorded each month on an accrual basis based upon documented 
minutes of use by each customer for which service is provided, when collection is probable. We provide service primarily to large, well- 
established competitive carriers. 

Allow,ance for Doubtfir/ Accounts 
We make judgments as to our ability to collect outstanding receivables and provide allowances for the portion of receivables when 

collection becomes doubtful. Provisions are made based upon a specific review of all significant outstanding invoices. For those invoices not 
specifically reviewed, provisions are recorded at differing rates, based upon the age of the receivable. In determining these percentages, we 
analyze our historical collection experience and current economic trends. Ifthe historical data we use to calculate the allowance for doubtful 
accounts does not reflect our future ability to collect outstanding receivables, additional provisions for doubtful accounts may he needed and 
future results of operations could be materially affected. At September 30,2006, our allowance for doubtful accounts is zero. We did not write- 
off any customer receivables throughout 2006. 

.4ccrued Liabilities 
The preparation of our consolidated financial statements, in conformity with GAAP, requires management to make estimates and 

assumptions that affect our reported amount of accrued liabilities at the date of the financial statements and the reported amount of expenses 
during the period 

that may have been incurred but not yet invoiced. We have cutoff processes and controls in place to identify accrual amounts where invoices 
have been received after the period end. m e r e  we believe products or services have been received, but no invoice has been received, we 
develop accrual estimates. 

We may also develop, and report, significant estimates when our transport vendors invoice us for amounts that we dispute where (i) there 
is a high probability that the dispute will ultimately result in a payment by us and (ii) an amount can he reasonably estimated. At September 30, 
2006, our disputed charges accrual is approximately $0.8 million. Of this amount, $0.4 million is related to one dispute. For more information, 
see “Business-Legal Proceedings.” 

Significant estimates may be required to determine the amount, if any, of charges for transport, signaling and other facility related expenses 
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Accounting for Income Taxes 
Deferred income tax assets and liabilities are recognized for future income tax consequences attributahle to temporary differences between 

the financial statement carrying amounts of existing assets and liabilities and their respective tax bases and for net operating loss carryforwards. 
Deferred income tax assets and liabilities are measured using enacted tax rates expected to apply to taxable income in the years in which those 
temporary differences are expected to he recovered or settled. The effect on deferred income taw assets and liabilities of a change in tax rates is 
recorded in earnings in the period of enactment. A valuation allowance is provided for deferred income tax assets whenever it i s  more likely than 
not that future tax benefits will not be realized. 

Stock-Bused Compensation 
We currently record stock-based compensation expense in connection with any grant of options to our employees. 

We record stock-based compensation expense associated with our stock options in accordance with Statement of Financial Accounting 
Standards, or SFAS, No. 123(R), Share &JsedPQyments which requires us to calculate the expense associated with our stock options hy 
determining the fair value of the options. This expense is included in general and administrative expense. 

We adopted SFAS 123(R) as of January 1,2005, using the modified retrospective metbod. The modified retrospective method requires the 
prior period financial statements to be restated to recognize compensation cost in the amounts previously reported in the pro formafootnotes. We 
adjusted general and administrative expense in 2004 to include $10,000 of additional compensation expense. 

the stock option, the fair value of the common stock underlying the stock option as measured on the date of grant and an estimation of the 
volatility of the common stock underlying the stock option. Such value is recognized as expense over the service period, net of estimated 
forfeitures, using the accelerated method under SFAS 123(R). The estimation of stock awards that will ultimately vest requires judgment, and to 
the extent actual results or updated estimates differ from our current estimates, such amounts will be recorded as a cumulative adjustment in the 
period estimates are revised. We consider many factors when estimating expected forfeitures, including types of awards, employee class and 
historical experience. Actual results, and future changes in estimates, may differ substantially from our current estimates. The following table 
provides the amount of share-based expense recorded as aresult ofadopting SFAS No 123(R). 

We use the Black-Scholes valuation model to calculate the fair value of stock options. This model takes into account the exercise price of 

Nine Months Ended 
YearEnded December 31. September 30, 

2003 loD4 1005 2005 1006 

(In thoussods) 

- - - ~ -  
(Unaudited) 

Share-based expense $ -  $ 10 $ 29 $ 19 $ 198 
Prior to 2005, we consideredNeutral Tandem to be an illiquid start-up and developed a process for assessing the fair value of our common 

stock internally. This process was used for determining a reasonable estimate of the then current value of our common stock through 2005. 
Given an absence of an active market for our common stock, we determined the estimated fair value of our common stock on the grant date 
based on several factors, including: - 

* 

the grants involved private company securities that were not liquid 

the price at which Series A, Series B-1, Series B-2 and Series C convertible preferred stock was issued hy us to outside investors in 
arms-length transactions inNovember 2003, November 2004, June 2005 and February 2006, respectively, and the rights, preferences 
and privileges of the preferred stock relative to the common stock; 
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- 
* 

* 

our stage of development, business forecast and present value of our projected future cash flows; 

important developments relating to our business strategy; 

the likelihood of achieving a liquidity event for the shares of common stock, such as an initial public offering or a sale of us, given 
prevailing market conditions; 
the state of the new issue market for similarly situated technology companies; and 

the market prices of various publicly held technology companies 

* 

* 

Beginning late 2005, to assist us in our analysis of the fair value of the stock options being granted, we engaged an independent valuation 

These valuations were generally prepared soon after the end of our fiscal quarter preceding the grant date. The independent valuation 

specialist to assist us in our determination ofthe fair value of our common stock at December 31,2005, and at the end of each quarter in 2006. 

specialist applied a number of different methodologies to assist us in our determination of fair value. The methodologies primarily employed 
were (i) an “income approach and (ii) a “market approach.” 

“market approach estimates the fair value of our common stock based upon comparisons to publicly held companies whose stocks are actively 
traded and an analysis ofthe multiples at which those stocks are trading in the market. These factors were then analyzed and given the 
appropriate weight to determine a value for us. To establish the fair value of our common stock as a privately-held company on a per-share basis, 
appropriate adjustments were applied to account for the illiquid and noncontrolling nature of our common stock, the liquidation preference of the 
our preferred stock, and the number of common shares issued and outstanding as of each valuation date (incorporating, as appropriate, both (a) 
the number of issued and outstanding stock options and (b) the conversion rights ofthe preferred stock). 

relies upon projections of future cash flows and estimations of appropriate discount rates to determine present value. Throughout 2006, our 
actnal operating results increased when compared to comparable prior periods, and correspondingly our projections of future revenues and 
expenses evolved as this information and other relevant factors were considered in our projections. Moreover, the perceived risk of our projected 
cash flows has changed over time as we have developed a track record of growing our business substantially consistent with our long-term plan. 

The “market approach” relies upon market-based evidence of how the market values companies identified as comparable to ours. Over 
time, the observed market evidence with respect to these comparable companies has changed. In addition, our growth prospects, risk attributes, 
and other relevant factors have also changed, which affects the selection of an appropriate valuation multiple applicable to our business. These 
factors have been considered and reflected in the valuation analysis performed by our independent valuation specialist. 

Finally, as we have moved closer toward the filing of an initial public offering, the perceived liquidity of our common stock has increased. 
In other words, although we are still a privately held company without an active market for our shares, the increased likelihood of a future event 
(i.e., the initial public offering) whereby our shareholders would achieve liquidity, decreases any appropriate discounts for lack of marketability 
that would otherwise apply absent a potential initial public offering. 

Since December 2003, when we began to grant stock options, the fair value of our common stock has increased at each measurement date. 
As described above, these increases are a reflection of a number of factors 
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that, generally, reflect (a) decreased risk with respect to the achievability of our future projected cash flows as we have achieved a track record of 
growing our business substantially in line with our long-term plan and (b) increased perceived liquidity in our common stock as the potential for 
an initial public offering becomes more likely. 

We follow the fair-value method of accounting for stock options under SFAS No. 123(R) to account for the 2003 Stock Option and Stock 
Incentive Plan, or the 2003 Stock Incentive Plan. Stock-based employee compensation is reflected in the statement of operations. All options 
granted under the 2003 Stock Incentive Plan have an exercise price equal to the market value of the underlying common stock on the date of the 
grant. No stock options have been issued to contractors. The following table shows the fair value of one share of our common stock on each 
stock option grant date during the nine months ended September 30,2006: 

Weighted Avenge 
NumherolStock FsirVslue ofone  

Grant Dale Optioos Issued ShsreofComrnon Stock 
First Quarter 2006 9 2 0,8 2 5 $ 1.17 
Second Ouarter 2006 397.500 1.33 
Third Qu-arter 2006 

Total 
258;650 

1,576,975 
2.56 

For purposes of this disclosure, the fair value of each option granted during the nine months ended September 30,2006 is estimated on the 
date of grant using the Black-Scholes option-pricing model with the following assumptions: 

Expected life IO years 
Risk-free interest rate range 4.7%5.1% 

Volatility 34.4%41.6% 
Expected dividends 0.0 Yo 

Our volatility assumption has evolved over time. As a non-liquid start-up, we determined that the use of a broad index fund which included 
companies similar to us was acceptable. During this timeframe leading up to 2006, our volatility assumption was updated quarterly based upon 
historical prices oftbe Fidelity Select Telecommunications “FSTCX index fund. 

Beginning in 2006, as we began moving closer to an initial public offering, a new metbod for estimating volatility was adopted. This 
metbod focuses specifically on the simple average volatility of three telecommunication companies that share similar business characteristics 
The simple average volatility ofthe three companies selected range from 34.4% at the beginning of 2006 to 41.6% at the end ofthe year. 

Legal Contingencies 
We are currently involved in various claims and legal proceedings. We review the status of each significant matter quarterly and assess our 

financial exposure. lfthe potential loss from any claim or legal proceeding is considered probable and the amount can be reasonably estimated, 
we accrue a liability for the estimated loss. Significant judgment is required in both the determination of probability and the determination as to 
whether an exposure is reasonably estimable. Because of uncertainties related to these matters, accruals are based only on the best information 
available at the time. As additional information becomes available, we reassess the potential liability related to our pending claims and litigation 
and may revise our estimates. Such revisions in the estimates of the potential liabilities could have a material impact on our results of operations 
and financial position. 

See “Risk Factors” for certain matters that may bear on our future results of operations. 
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Results of Operations 

ended September 30,2005 and 2006: 
The following table sets forth our results of operations for the year ended December 3 1,2003,2004 and 2005 and for the nine months 

Statements of Operations 
Revenue 
Operating Expense: 

Cost of revenue 
Operations 
Depreciation and amortization 
Sales and marketing 
General and administrative 

Income (Loss) From Operations: 
Other (Income) Expense: 

Total operating expense 

Interest expense 
Interest income 
Other income 

Total other expense 
Income (Loss) Before Income Taxes 
Provision For Income Taxes 
Net Income (Loss) 

Year Ended December 31, 
~ 2003 2cQ4 2005 - 

(In tboussnds) 

$ 3 , 4 3 9 -  

13 2,027 11,349 
155 2.704 8,189 

2 655 3,141 
69 775 1,360 
- 449 - 2,310 - 3,053 

688 - 8,471 - 27,092 
(688) (5,032) 870 

Nine Mooths E n d d  
September 30, 

2005 2006 
(unaudited) (uorudiled) 

$ 18,177 $ 37,864 

7,467 14,621 
5,868 8,150 
2,011 4,464 

99 1 1.149 
2,361 2,785 

18,698 31,169 
(521) 6,695 

594 849 
(140) (556) 

- - - 
~ -0 - 

2 207 __ 662 454 293 
(690) (5.239) 208 (975) 6,402 

157 
$0 $(5.239) E - $ (975) $ 6,245 

- - 
- - - - - - - 

Nine Months Ended September 30,2006 Compared io Nine MonIhs Ended September 30,2005 
Revenue. Revenue increased from $18.2 million in the nine months ended September 30,2005 to $37.9 million in the nine months ended 

Sevtember 30.2006. or an increase of 108.3%. The increase in revenue was due to an increase of minutes of use from 6.4 billion minutes of use 
in h e  nine months ended September 30,2005 to 17.4 billion minutes of use in the nine months ended September 30,2006, or an increase of 
170.5%. 

The number ofmarkets in which we operate increased from ten in the nine months ended September 30, 2005 to 17 in the nine months 
ended September 30,2006. The average fee per minute decreased from $0.0028 in the nine months ended September 30,2005 to $0.0022 in the 
nine months ended September 30,2006, or a decrease of 23.0%. The decrease resulted from us entering six new markets where the market rate 
offered by the ILECs were lower than our then average market rate, causing us to enter into contracts with our customers at competitively lower 
rates than in markets where we had already been in operation. 

In early 2005, SBC Communications, Inc. or SBC, announced an agreement to acquire AT&T. AS a result of this transaction, beginning in 
the second quarter of 2006, the combined SBC and AT&T entity began reducing the amount of minutes of use processed by us. Although we are 
not currently aware of any merger or acquisition agreements that may have a negative effect upon our future revenue, it is likely that industry 
consolidation will continue to occur. Our ability to grow in the future could he adversely affected by greater industry consolidation. 

OperafingExpenses. Operating expenses increased from $18.7 million in the nine months ended September 30, 2005 to $31.2 million in 
the nine months ended September 30,2006, or 82.3% of revenue. The components making up operating expenses are discussed further below. 
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Costs ofRevenue. Costs of revenue increased from $7.5 million in the nine months ended September 30,2005, or 41 . I %  of revenue, to 
$14.6 million in the nine months ended September 30,2006, or 38.6% of revenue. The increase in our costs of revenue resulted from an increase 
of $7.0 million in recurring network costs, due to the increase in the number of switch locations we connect, from 286 switch locations at 
September 30,2005 to 473 switch locations at September 30,2006, and a decrease of $0.2 million in non-recurring costs, as only 140 
new switch locations were connected in the nine months ended September 30,2006 compared with 187 new switch locations connected in the 
nine months ended September 30, 2005. Cost of revenue also increased due to an increase of $0.3 million in our switch related costs primarily 
made up of increased facility rent and utilities costs in our 14 locations at the end of September 30,2006 compared to ten locations at 
September 30,2005. 

Operations expenses increased from $5.9 million in the nine months ended September 30,2005, or 32.3% of 
revenue, to $8.2 million in the nine months ended September 30,2006, or 21.5% of revenue. The increase in our operations expenses resulted 
from an increase in payroll and benefits of $1.2 million, due to an increase in thenumber of switch location personnel as well as individuals 
located at our corporate office who are directly responsible for maintaining and expanding our switch network and an increase of $1 . I  million 
related to property tax, insurance, maintenance and supplies for the new switch locations. 

Depreciation and amortization expense increased from $2.0 million in the nine months ended 
September 30,2005, or 1 1  . I% of revenue, to $4.5 million in the nine months ended September 30,2006, or 11.8% of revenue. The increase in 
our depreciation and amortization expense resulted from capital expenditures of $10.7 million primarily related to the expansion of switch 
capacity in existing markets and the installation of switch capacity in new markets. 

Sales and marketing expense increased from $1.0 million in the nine months ended September 30,2005, 
or 5.5% of revenue, to $1.1 million in the nine months ended September 30,2006, or 3.0% of revenue. The increase in our sales and marketing 
expense is due ow hiring of an additional employee. 

September 30,2005, or 13.0% of revenue, to $2.8 million in the nine months ended September 30,2006, or 7.4% of revenue. The increase in our 
general and administrative expense is due to an increase in salaries and benefits resulting from hiring additional employees. 

Other expense decreased from $0.5 million in the nine months ended September 30,2005 to $0.3 million in the 

Operations Expenses. 

Depreciation and Amorliration Expense. 

SaIes andhfarketing Expense. 

General and Adminisfrative Expense. General and administrative expense increased from $2.4 million in the nine months ended 

Other (Income) Etpepense. 
nine months ended September 30,2006, or 0.8% of revenue. The decrease in our other expense resulted from a $0.3 million increase in onr 
interest expense related to our increase in borrowings under our facility with an affiliate of Western Technology Investment, which was off-set 
by an increase of $0.4 million in interest income from higher average balances in our short term investments. 

Provision for Income Taxes. Provision of income taxes increased from zero in the nine months ended September 30,2005 to $0.2 million 
in the nine months ended September 30,2006, or 0.4% of revenue. 

Fiscal Year Ended December 31,2005 Compared to the Fiscal Year Ended December 31,2004 
Revenue. Revenue increased from $3.4 million in the year ended December 31,2004 to $28.0 million in the year ended December 3 1, 

2005, or an increase of 713.1%. The increase in revenue was due to an increase of minutes of use from 1.0 billion minutes processed in the year 
ended December 31,2004 to 10.4 billion minutes processed in the year ended December 31,2005, or an increase of 920.4%. 

The number of markets in which we operate increased from four in the year ended December 3 1,2004 to 14 in the year ended 
December 31,2005. The average fee per minute decreased from $0.0034 in the year ended 
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December 31,2004 to $0.0027 in the year ended December 31,2005, or a decrease of 20%. The decrease resulted from us entering 10 new 
markets where the market rate offered by the ILECs were lower than our then average market rate causing us to enter into contracts with our 
customers at competitively lower rates. 

In early 2005, the Michigan Public Service Commission revised the maximum allowable rate that an ILEC could charge for transit service 
based upon AT&T’s (previously SBC Communications, Inc.) total element long run incremental cost, or TELRIC, which was significantly 
below the rate charged by AT&T. This decision decreased our average rate per minute in Michigan from $0.0035 at the beginning ofthe year to 
an average rate per minute of $0.001 1 at the end of 2005. To the extent future ILEC transit rates may be reduced in OUT other switch locations, 
our revenues may be adversely affected. 

Operating Expenses. 

Costs of Revenue. 

Operating expenses increased from $8.5 million in the year ended December 31,2004 to $27.1 million in the year 
ended December 3 1,2005, or 96.9% of revenue. The components making up operating expenses are discussed further below. 

Costs of revenue increased from $2.0 million in the year ended December 31,2004, or 58.9% of revenue, to $1  1.3 
million in the year ended December 31,2005, or 40.6% of revenue. The increase in our costs of revenue resulted from an increase of $6.8 
million in recurring network costs, due to the increase in the number of switch locations we connect, from 99 switch locations at December 3 1, 
2004 to 333 switch locations at December 3 1,2005, and a increase of $0.9 million in non-recurring costs, as only 99 new switch locations were 
connected in the year ended December 31,2004 compared with 234 new switch locations connected in the year ended December 31,2005. Cost 
of revenue also increased due to an increase of $1.6 million in our switch related costs primarily made up of increased facility rent and utilities 
costs in our 14 locations at the end of December 31,2005 compared to four locations at December 31,2004. 

Operations expenses increased from $2.7 million in the year ended December 31,2004, or 78.6% of revenue, to 
$8.2 million in the year ended December 3 1,2005, or 29.3% of revenue. The increase in our operations expenses resulted from an increase in 
payroll and benefits of $3.8 million, due to an increase in the number of switch location personnel as well as individuals located at our corporate 
office who are directly responsible for maintaining and expanding our switch network, an increase of $0.8 million associated with the 
implementation of new computer software and an increase of $0.9 million related to property tax, insurance, maintenance and supplies. 

31,2004, or 19.0% of revenue, to $3.1 million in the year ended December 3 1,2005, or 11.2% of revenue. The increase in our depreciation and 
amortization expense resulted from capital expenditures of $14.0 million primarily related to the expansion of switch capacity in existing 
markets and the installation of switch capacity in new markets. 

Sales and marketing expense increased from $0.8 million in the year ended December 31,2004, or 22.5% 
of revenue, to $1.4 million in the year ended December 31,2005, or 4.9% of revenue. The increase in our sales and marketing expense is due to 
an increase in the size of our sales and marketing department with the addition ofthree individuals in the year ended December 3 1, 2005. 

2004, or 67.2% of revenue, to $3.1 million in the year ended December 3 1,2005, or 10.9% of revenue. The increase in our general and 
administrative expense is due to an increase in salaries and benefits from the addition of new employees and higher corporate facility rent as we 
moved to a larger corporate office in late 2004 to accommodate business growth. 

ended December 31,2005, or 2.4% of revenue. The increase in our other expense 

Operations Expenses. 

Depreciation and Amortization Expense. Depreciation and amortization expense increased from $0.1 million in the year ended December 

Sales undMurkefing Expense. 

General andAdminishutive Expense. General and administrative expense increased from $2.3 million in the year ended December 3 1, 

Other lIncome) Expense. Other expense increased from $0.2 million in the year ended December 31,2004 to $0.7 million in the year 
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resulted from a $0.6 million increase in our interest expense related to increased borrowings under our facility with an afiliate of Western 
Technology Investment, which was partially off-set by $0.1 million in interest income from higher average balances in our short term 
investments. 

Provision for Income Taxes. There were no income tax provisions in the years ended December 31,2004 and 2005 as a result of our net 
operating losses. 

Fiscal Year Ended December 31,2004 Compared to the Fiscal Year Ended December 31,2003 
Revenue. Revenue increased from zero in the year ended December 31,2003 to $3.4 million in the year ended December 31,2004. The 

increase in revenue was due to the start up of our business in Februay 2004 which resulted in an increase of minutes processed from no minutes 
processed in the year ended December 31,2003 to 1.0 billion minutes processed in the year ended December 3 1,2004. We began processing 
minutes of use in February 2004 and at December 31,2004 had four operating switch locations. The average fee per minute in the year ended 
December 31,2004 was $0.0034. 

Operating Expenses. Operating expenses increased from $0.7 million in the year ended December 3 1,2003 to $8.5 million in the year 
ended December 31,2004, or 246.3% of revenue. The components making up operating expenses are discussed further below. 

ended December 31,2004, or 58.9% of revenue. The increase in our costs of revenue resulted from an increase of $1 .0 million in recurring 
network costs, due to the increase in the number of switch locations we connect, from zero switch locations at December 31, 2003 to 99 switch 
locations at December 3 1,2004, and an increase of $0.3 million in non-recurring costs, as no new switch locations were connected in the year 
ended December 31,2003 compared with 99 new switch locations connected in the year ended December 3 1,2004. Cost of revenue also 
increased due to an increase of $0.7 million in our switch related costs primarily made up of increased facility rent and utilities costs in our one 
location at the end of December 31,2003 compared to four locations at December 31,2004. 

Costs of Revenue. Costs of revenue increased from less than $0.1 million in the year ended December 3 1,2003 to $2.0 million in the year 

Operations Expenses. Operations expenses increased from $0.2 million in the year ended December 31,2003 to $2.7 million in the year 
ended December 31,2004, or 78.6% of revenue. The increase in our operations expenses resulted from an increase in payroll and benefits of 
$1.8 million, due to an increase in the number of switch location personnel as well as individuals located at our corporate office who are directly 
responsible for maintaining and expanding our switch network, and an increase of $0.7 million in supplies, repairs and maintenance and 
temporay labor. 

Depreciation and amortization expense increased from less than $0.1 million in the year ended 
December 3 1,2003 to $0.7 million in the year ended December 31; 2004, or 19.0% of revenue. We did not have any significant fixed assets in 
the year ended December 3 1,2003 and therefore the increase in our depreciation and amortization expense resulted primarily from $8.1 million 
in capital expenditures related to the addition of switch capacity in new markets. 

Sales and marketing expense increased from less than $0.1 million in the year ended December 31,2003 
to $0.8 million in the year ended December 31,2004, or 22.5% of revenue. The increase in our sales and marketing expense is due to an increase 
in the size of our sales and marketing department with the addition of four individuals in the year ended December 3 I, 2004. 

General and administrative expense increased from $0.4 million in the year ended December 3 1, 
2003 to $2.3 million in the year ended December 3 1,2004, or 67.2% of revenue. The increase in our general and administrative expense is due 
to an increase in salaries and benefits from the addition of new management and administrative employees. 

Depreciation and Amortization Expense. 

Sales and Marketing Expense. 

General andAdministrative Expense. 
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Other (Income) Expenre. Other expense increased from less than $0.1 million in the year ended December 31,2003 to $0.2 million in the 
year ended December 31, 2004. The increase in OUT other expense resulted from a $0.3 million increase in our interest expense related to our 
increase in borrowings under our facility with an affiliate of Western Technology investment, which was partially off-set by $0.1 million in 
interest income from higher average balances in our short term investments. 

operating losses. 

Liquidity and Capital Resources 
Our primaly sources of liquidity have been cash provided by operations, the sale and issuance of equity, and borrowings under our credit 

facility. Our principal uses of cash have been capital expenditures for switch equipment, working capital and debt service requirements. We 
anticipate that OUT principal uses of cash in the future will be facility expansion, capital expenditures for switch equipment and working capital. 

respectively, and $12.5 million and $10.7 million in the nine month periods ended September 30,2005 and 2006, respectively, related primarily 
to the installation of switching equipment in existing and new locations. We expect to incur approximately $21.4 million of capital expenditures 
related to the installation of switching equipment in 2007. 

Working capital increased from $3.1 million at September 30,2005 to $14.7 million at September 30,2006. Tbe increase in working 
capital at September 30,2006 is due to the equity financing completed in Februluy 2006 in which we received $12.0 million of proceeds and 
additional borrowings of $7.5 million under our credit facility with an affiliate of Western Technology Investment. We borrowed the remaining 
$2.5 million in December 2006 under OUT credit facility. Working capital decreased from $6.1 million at December 3 1,2004 to $3.7 million at 
December 31,2005. The decline in working capital in 2005 is primarily due to our investment in switch equipment and an increase in both 
accrued expenses and the current portion of long-term debt. 

Provision for Income Taxes. There was no income tax provision in the years ended December 3 1,2003 and 2004 as a result of our net 

Our capital expenditures of $1.3 million, $8.1 million and $14.0 million in the years ended December 31,2003,2004 and 2005, 

Cash, cash equivalents and short-term investments increased from $6.7 million at September 30, 2005 to $20.9 million at September 30, 
2006. The increase in cash, cash equivalents and short-term investments at September 30,2006 is due to the equity financing completed in 
February 2006, increased borrowings under our credit facility and cash flows from operations, partially offset by cash used to finance capital 
expenditures for switch equipment and reduce other debt obligations. 

our operations for the next twelve months. We regularly review acquisitions and additional strategic opportunities, which may require additional 
debt or equity financing. We currently do not have any pending agreements or understandings with respect to any acquisitions or strategic 
opportunities. 

Discussion of Cash Flows 

We believe that cash flow from operating activities together with available borrowings under our credit agreement will be sufficient to fund 

The following table sets forth components of our cash flow for the following periods: 

Nine Months Ended 
Year Ended Deeember31, September 30, 

2003 2004 2005 2005 2006 

(lo tbousmds) 

- _ _ -  
(Unaudited) (Unaudited) 

Cash flons irom operating activities 
Cdsh flows from iine5ting acti\ itir., 
(:ash flows t'rvm financing acii\,itics 

($ 623) ($ 4,572) '$ 2,147 ' $ 962 $ 8,969 
($7,886) ($10,030) ($10,240) ($10,379) ($ 6,328) 
$8,59l $14,719 $ 9,185 $ 9,774 $16,971 
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Cash flowsfrom operating activities 
Our largest source of operating cash flows is payments from customers which are generally received between 45 to SO days following the 

end of the billing month. Our primary uses of cash from operating activities are for personnel related expenditures, facility and switch 
maintenance costs. 

Cash provided by operations for the nine months ended September 30,2006 was attributable to net income of $6.2 million plus non-cash 
charges, primarily amortization and depreciation, of $4.8 million, and $2.9 million due to an increase in accounts payable and accrued liab 
$3.8 million due to an increase in accounts receivable and $1.1 million due to an increase in other current assets. Cash provided by operations for 
the nine months ended September 30, 2005 was attributable to a net loss of $I .O million, plus non-cash charges, primarily amortization and 
depreciation of $2.1 million, and $2.3 million due to an increase in accounts payable, accrued liabilities and noncurrent liabilities, less $2.4 
million due to an increase in accounts receivable. Cash provided by operations for the year ended December 3 1,2005 was attributable to net 
income of $0.2 million, plus non-cash charges, primarily amortization and depreciation, of $3.2 million, and an increase in accounts payable and 
accrued liabilities of $2.1 million, which was partially offset by an increase in accounts receivable of $3.6 million. Cash used by operating 
activities for the year ended December 31,2004 was attributable to a net loss of $5.2 million, which reflected our start up of operations, plus 
$0.8 million of non-cash charges, primarily amortization and depreciation, an increase of $1.6 million in accounts payable and accrued liabilities, 
less an increase in accounts receivable of $1.0 million, due to increased monthly billings, an increase of $0.2 million in other assets and $0.5 
million in noncurrent assets. For the year ended December 31,2003, cash used by operating activities consisted of our net loss of $0.7 million, 
less a $0.1 million increase in accrued liabilities. 

Cashflows from investing activities 
The changes in cash flows from investing activities primarily relate to purchases of switch equipment and the timing of purchases and 

maturities of short-term investments. We also use cash to support letters of credit required by certain facility landlords and other vendors. 

Cash used in investing activities for the nine months ended September 30, 2006 was $6.3 million. We invested $10.7 million in the 
purchase of switch equipment, offset by a decrease in short-term investments of $4.5 million. Cash used in investing activities for the nine 
months ended September 30,2005 was $10.4 million. We invested $12.5 million in the purchase of switch equipment, offset by a decrease in 
short-term investments of $2.1 million. Cash used in investing activities for the year ended December 31, 2005 was $10.2 million. We invested 
$14.0 million in the purchase of switch equipment; offset by a decrease in short-term investments of $3.8 million. Cash used in investing 
activities for the year ended December 31,2004 was $10.0 million. We invested $8.1 million in the purchase of switch equipment and supported 
$0.3 million of letters ofcredit, required to secure certain facility leases and other obligations, and increased our short-term investments by $1.6 
million. Cash used in investing activities for the year ended December 31,2003 was $7.9 million. We invested $1.3 million in the purchase of 
switch equipment in addition to increasing our short-term investments by $6.6 million. 

Cmhflow~sfiornfinancing activities 
The changes in cash flows from financing activities primarily relate to equity financing, borrowings and payments under our debt 

obligations. 

We generated cash flow from financing activities in the nine months ended September 30,2006 of $17.0 million primarily as a result of 
$1 1.9 million in net proceeds from the issuance of preferred shares and $7.5 million in borrowing under our credit facility from an affiliate of 
Western Technology Investment. These proceeds were partially offset by our repayment of $2.5 million of principal on our outstanding debt. We 
generated cash flow from financing activities in the nine months ended September 30,2005 of $9.8 million primarily as a result of $8.5 million 
in net proceeds from the issuance of preferred shares and $2.8 million in borrowing under our credit facility. These proceeds were partially offset 
by our repayment of $1.4 million of principal on our outstanding debt. We generated cash flow from financing activities in the year ended 
December 31,2005 of $9.2 million primarily as aresult of $8.5 million in net proceeds from the issuance of 
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preferred shares and $2.8 million in borrowing under our credit facility. These proceeds were partially offset by our repayment of$2.0 million of 
principal on our outstanding debt. We generated cash flow from financing activities in the year ended December 31,2004 of $14.7 million 
primarily as a result of $8.6 million in net proceeds from the issuance of preferred shares and $6.8 million in borrowing under our credit facility. 
These proceeds were partially offset by our repayment of $0.7 million of principal on our outstanding debt. We generated cash flow from 
financing activities in the year ended December 3 1,2003 of $8.6 million as a result of net proceeds from the issuance of preferred shares. 

Contractual Cash Obligations 
The following table represents a summary of our estimated future payments under contractual cash obligations as of September 30,2006. 

Changes in our business needs, cancellation provisions, changing interest rates and other factors may result in actual payments differing from 
these estimates. We cannot provide certainty regarding the timing and amounts ofpayments. There have been no significant developments with 
respect to our contractual cash obligations since September 30, 2006. 

Payments duo by period 
MOW 

4 than 5 
Total Current 2-3vean 5"-n E Contractual Cash Obiiplioos 

Principal payments on long-term debt $11,874 $6,071 $ 5,803 $ - $ - 
Interest uavments on long-term debt 2.957 1.278 1,679 - - 

- -  
(Io thousands) 

- 
Operating ieases 
Total 

16;193 636 5 058 5,246 5,253 
-- $31,024 $7,985 $12,540 $5,246 $5,253 ----- 

Debt and Credit Facilities 

$19.5 million in available credit. This credit facility matures in several installments, beginning in May 2007 and ending in March 2010. As of 
September 30,2006 we had approximately $1  1.6 million outstanding under this credit facility. Loans bear interest at prime plus between 1.25% 
and 3.005% and there is a terminal payment of between 8.14% and 9.6% of the original amount borrowed. The average interest rate of this credit 
facility, including all balloon payments, was 11.4%, 13.6% and 14.0% for the years ended December 31,2004, 2005 and for the nine months 
ended September 30,2006, respectively. Our obligations under the credit facility are secured by a lien on substantially all of our assets and 
specified equipment. 

incur additional indebtedness, incur liens, dispose of significant assets, make acquisitions or significantly change the nature of our business 
without the permission oftbe lender. As of September 30,2006, we were in compliance with all ofthe covenants under the agreement. 

preferred stock for a weighted average price of $2.55 per share. The warrants are exercisable at any time up to eight years afier their issuance. 
No warrants had been exercised at September 30,2006. The fair value ofthese warrants, as calculated using the Black-Scholes method, was 
estimated at $182,000, $206,000 and $460,000 at December 31,2004,2005 and at September 30,2006, respectively and has been reflected as a 
reduction of the carrying amount of the note and is being accreted over the term ofthe note. The charge to interest expense in the nine months 
ended September 30,2005 and 2006 were $45,000 and $82,000 and for the years ended December 31,2003,2004 and 2005 were $0, $18,000 
and $68,000, respectively. 

We have an equipment loan and security agreement with an affiliate of Western Technology Investment, which provides us with up to 

Under the terms of the credit facility, we must comply with certain negative covenants that limit our ability to declare or pay dividends, 

Additionally, in accordance with the terms of the credit facility, we issued warrants to the note holders to purchase 402,236 shares of our 

Letters of Credit 
We use cash collateralized letters of credit issued by LaSalle Bank N.A. to secure certain facility leases and other obligations. At 

September 30, 2006 there was $360,500 of restricted cash used as collateral for $305,000 in letters of credit outstanding. 
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Effect of Inflation 

results of operations during the nine month periods ended September 30,2005 and September 30,2006 or the years ended December 31,2003, 
2004 and 2005. 

Off-Balance Sheet Arrangements 

Inflation generally affects us by increasing our cost of labor and equipment. We do not believe that inflation had any material effect on our 

We do not have any off-balance sheet arrangements 

Recent Accounting Pronouncements 

154 requires retrospective application to prior-period financial statements of changes in accounting principles, unless it is impracticable to 
determine either the period-specific effects or the cumulative effect of the change. SFAS 154 also redefines “restatement” as the revising of 
previously issued financial statements to reflect the correction of an error. This statement is effective for accounting changes and corrections of 
errors made in fiscal years beginning after December 15, 2005. We will comply with the pronouncement as required. 

In June 2006, the FASB issued FASB Interpretation, or FIN, No. 48, Accountingfor Uncertain@ in Income Tares. FIN 48 clarifies the 
accounting for uncertainty in income taxes recognized in an enterprise’s financial statements in accordance with SFAS 109, Accountingfor 
Income Taxes, and prescribes a recognition threshold and measurement attribute for the financial statement recognition and measurement of a tax 
position taken or expected to be taken in a tax return. We have not yet determined the impact, if any, that the adoption of FIN 48 will have on 
onr consolidated financial statements. 

In September 2006, the FASB issued SFAS No. 157, Fair ?’ah Measurements. The standard provides guidance for using fair value to 

In May 2005, the Financial Accounting Standards Board, or FASB, issued SFAS 154, Accounting Changes andfirror Correction. SFAS 

measure assets and liabilities. The standard clarifies the principle that fair value should be based on the assumptions market participants would 
use when pricing the asset or liability and establishes a fair value hierarchy that prioritizes the information used to develop those assumptions. 
Under the standard, fair value measurements would be separately disclosed by level within the fair value hierarchy. SFAS 157 is effective for 
financial statements issued for fiscal years beginning after November 15,2007 and interim periods within those fiscal years. We have not yet 
determined the impact, if any, that the adoption of SFAS 157 will have on our consolidated financial statements. 

Quantrfj.ing Misstatements in Current Year Financial Statements. SAB 108 provides guidance on how the effects of prior year misstatements 
should be considered in quantifying a current year misstatement. SAB 108 is effective for financial statements issued for fiscal years beginning 
after November 15, 2006. We are not aware of any misstatements that would have a material impact on onr consolidated financial statements. 

Qualitative and Quantitative Disclosure about Market Risk 

In September 2006, the SEC issued Staff Accounting Bulletin, or SAB, No. 108, Considering the Effects of Prior Year Misstatements when 

Interest rate exposure 
We invest our excess cash in short-term high-grade commercial paper whose carrying values approximate market. We do not enter into 

investments for trading or speculative purposes. We believe that we do not have any material exposure to changes in the fair value of our short- 
term investments as a result of changes in interest rates. Declines in interest rates, however, will reduce future investment income. If overall 
interest rates fell by 10% in the nine months ended September 30,2006, our interest income would have declined by approximately $56,000. 
Assuming an average investment level in short-term interest bearing securities of $16.0 million, which approximates the average amount 
invested in these securities during the nine months ended September 30,2006, a one-percentage point decrease in the applicable interest rate 
would result in a $120,000 decrease in interest income. 
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BUSINESS 

Our  Company 
We are a leading provider of tandem interconnection services to competitive carriers, including wireless, wireline, cable telephony and 

VoIP companies. Competitive carriers use tandem switches to interconnect and exchange traffic between their networks without the need to 
establish direct switch-to-switch connections. Prior to the introduction of our service, the principal method for competitive carriers to exchange 
traftic was through the use of the incumbent local exchange carriers’, or ILECs, tandem switches. Under interpretations ofthe 
Telecommunications Act, ILECs are required to provide tandem switching to competitive carriers pursuant to prescribed rates established by 
regulatory authorities. Our solution enables competitive carriers to exchange traffic between their networks without using an ILEC tandem. 

The proliferation of competitive carriers over the past decade and their capture of an increasing share of subscribers has shifted a greater 
amount of intercarrier traffic to ILEC tandem switches and amplified the complexity of carrier interconnections. This has resulted in additional 
traffic loading of ILEC tandems, lower service quality and substantial costs incurred by competitive carriers for interconnection. A loss of ILEC 
market share to competitive carriers has escalated competitive tensions and resulted in an increased demand for tandem switching. 

We founded OUT company to solve these interconnection problems and better facilitate the exchange oftraftic among competitive carriers. 
By utilizing our managed tandem solution, our customers benefit from a simplified interconnection network solution which reduces costs, 
increases network reliability, decreases competitive tension and adds network diversity and redundancy. Since the launch of our service in 2004, 
we believe we have established the largest network of tandem switches serving as neutral interconnection points for voice traffic between 
competitive carriers in the United States. 

We have 56 signed agreements with major competitive carriers and operate in 33 markets. Currently, we provide service to leading 
competitive carriers in the United States, including wireless carriers such as Sprint Nextel Corp., T-Mobile USA, Inc., MetroPCS Wireless Inc., 
US. Cellular Corporation and Cingular Wireless LLC; cable companies such as Cablevision Systems Corporation, Comcast Cable 
Communications, Inc., RCN Corporation and Cox Communications Inc.; wireline carriers such as AT&T, McLeod USA Inc., MClNerizon 
Business, Level 3 Communications Inc. and XO Communications Inc.; and VoIP providers such as Vonage Holdings C o p ,  Broadvox Carrier 
Services, LLC, Voex Inc. and Reynwood Communications Inc. Our network currently carries approximately 2.5 billion minutes of traffic per 
month and is capable of terminating calls to over 15 1 million assigned telephone numbers. As the telecommunications market share continues to 
shift from traditional ILEC access lines to competitive carriers, we believe we will have access to an expanding market. We believe that our 
neutral tandem network and its size and scale will provide us with opportunities to enter new markets, increase market share with current 
customers and attract new customers. 

Since commencing service in February 2004, we have grown rapidly, generating revenue of approximately $28.0 million in fiscal 2005. 
During the nine months ended September 30, 2006, we increased revenue to $37.9 million, an increase of 108% compared to the nine months 
ended September 30,2005, and net income was approximately $6.2 million. 

O u r  Industry 

enterprise telephony. The increasingly diverse market now includes wireless, cable telephony, wireline and VolP companies. As these 
competitive carriers have expanded their customer base, the amount of traftic exchanged between them has also increased and is expected to 
grow in the future. For example: 

IDC Research estimates that the number of wireless subscribers in the U.S. is expected to grow from 203.9 million as ofyear end 
2005 to over 262.5 million as ofyear end 2010, representing a compounded annual growth rate, or CAGR, of 5.2% (IDC, March 
2006, (1.S Wireless Consumer 2006-2010 Forecast: W q s  Around the Walls Ahead). 

In recent years, a wide array of new services and technologies has emerged as competitive alternatives to ILEC services for consumer and 

* 
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CTIA reported that U S .  wireless minutes of use exceeded 850 billion in the first half of 2006, representing a 27% increase compared 
to the same period in 2005 (CTIA, 2006, CTIA ‘s Semi-Annual Wireless Industry Suriy) .  
IDC Research estimates that the number of cable telephony and VoIP subscribers in the U.S. is expected to grow from 4.2 million as 
of year-end 2005 to approximately 44.0 million by the end of 2010, representing a CAGR of approximately 60% (IDC, May 2006, 
US. Residential VoIP Services 2006-2010 Forecast and Analysis: Where There Is Smoke, Is There Fire?), 
Total ILEC access lines declined by 6.2 million to 160.9 million during the 2005 calendar year, representing a 3.7% decrease from 
access lines at year-end 2004 (FCC, Local Telephone Compelilion: Status as of December 31, 2005). 

* 

According to the Local Exchange Routing Guide, or LERG, an industry standard guide used by carriers, there are approximately 1.4 billion 
telephone numbers assigned to carriers in North America. Our services are principally targeted to address the estimated 722 million, or 52% of 
the total 1.4 billion, telephone numbers assigned to competitive carriers. 

Prior to the introduction of our services, competitive carriers had two alternatives for exchanging traffic between their networks. The two 
alternatives were interconnecting to the ILEC tandems or directly connecting individual switches, commonly referred to as “direct connects.” 
Given the cost and complexity of establishing direct connects, competitive carriers resorted to utilizing the ILEC tandem as the primary method 
of exchanging traffic. The ILECs often required competitive carriers to interconnect to multiple ILEC tandems with each tandem serving a 
restricted geographic area. In addition, as the competitive telecommunications market grew, the process of establishing interconnections at 
multiple ILEC tandems became increasingly difficult to manage and maintain, causing delays and inhibiting competitive carrier growth and the 
purchase of ILEC tandem services became an increasingly significant component of a competitive camer’s costs. 

Growth in intercarrier traffic switched through ILEC tandems has created switch capacity shortages known in the industry as ILEC 
Yandem exhaust,“ where overloaded ILEC tandems become a bottleneck for competitive carriers. This has increased call blocking and given rise 
to service quality issues for competitive carriers. With the introduction of our services, we believe we became the first carrier to provide 
alternative tandem services capable of alleviating the ILEC tandem exhaust problem. 

tandem network. 
The following diagrams illustrate interconnecting via the ILEC tandem networks and an example of interconnecting via our managed 

~ ~ ~ ~ “ ~ ~ ~ 1 ~  r n ~ ~ ~ ~ ~ ~ ~  

l C € C I n b r a  

The second alternative exchanging traffic, prior to us, was by directly connecting competitive carrier switches to each other. Implementing 
direct switch-to-switch network connections between all competitive switches in a market is very challenging. For example, in order to 
completely bypass the ILEC tandem network, a market with 100 competitive switches would require 9,900 direct one-way switch-to- switch 
connections. The capital and operating expense requirements, complexity and management challenges of establishing and maintaining direct 
connections generally makes them uneconomical for all but the highest traffic switch combinations and an impractical network-wide solution. 
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Competiti\e carriers are also inrerc,red in ua! s to redwe the rish oinenrork failure. The H; 'oninr~ i r~~i r ions ofrhe lndeyendm: / ' f ind 

Hz&w ing rlw I i n p n ~ ~  oftlitrricww Kurrtnci wi (-,ii,iniiiii;~.,iri~,i~ \m  i A .  \r liich was prepared tar rhe FCC, notrd the need for tandem 
diierzir). The panel highlishted that the imps-1 af an ll.E(' tandem failure due 13 the failurc olrouting paths into tandems in Ue\v Orleans i n  
August 2W5 led t~ the innhilir) oilncal carriers io exchange and coniplete calls and the inabilit! o f  long distance  call^ to enter or I c a r ~  area, 
sened h) the tandem 

O w  solutions help minimize these nchrurh Pdilurus ;md intercdnneclion problems h! offering phpically diverse tandem sait2hing 
facilities and rrmsniission paths that increase nerwxk reliabilin. \Ye also h p l i f !  the ordering. pro\ isioning and capaciiy nianageincnt 
requirements d o u r  customcr~, and serk to .werage our ehtensi\e interconnecliun nenrorh and proprietan technoha  IO capitalize on the 
growth ufintcrcarricr traffic. 

Our Services 

connection, Each competiri\e carrier rhat coniiecti t~ r)ur network generally gains acxss 
our network. 

Our sen ices allou compctiti\e carriers to exchange rraflic henreen tneir netuorhs without using an ll,EC tandem orestahlishing dire;[ 
all orher somperiri\,e carriers' switches connected to 

Once i onnx tcd  to our nenrxk,  carriers 2311 route their tratlic to othur dcstinarioiiz itelephone numbers, that are addrcssablc by uJr 
netndrh. \ \ c  charge on a per-minute basis fur traitic s\ritclied by our n c t n x k .  \\'e ha\e an established systcni for monitoring and rrackiiig 
custumer trallic \olumei. and habe histurically been able IO predkr these volunies with rclati\e ascurac). Our cu,romur> r) pically use our 
senices for all. or the inajorit! of: tneir randeni switching needs i iour  nerworh connrcts to thc d r i r e d  final destination In addition. Jur 
.wstomerr provide us n i th  i.xecasts o f f d u r e  traffic lerels. l'ogerher. rh i i  system ot'predictinp t n n i c  \oIuiiies for borh exisring and ne\\ 
customers allo\r s us to reasonably estimate future rcvenue ,trcani,. 

As a ;ore compoiieiir ofour service offering. \\e acrivel! nianage net\>orh capacir) betur.cn oar tandem switches and customers' suirches. 
nhich results in improved nenrdrh qiialit) and reduced call bluching. 13) cumrand! monitoring traffic IcvuIs and projecting anticipated growth 
in traffic. u e  are generall! able IO provide un a timely babis additional circuits h:nreen customer snirches and our netuorh IJ muet inere:ued 
demand. 'I'his feature saves coinperitibe carriers substantial time a i d  efhn in managing their interiunnection neturork, iniprows their cLstoiners' 
experience. reduces trouble tichuts and allu\r, them tu tbius mcorc on their iore business \\e are not aware utan) other company that prwides ;i 
ninnaged tandem senice \rhi:h includes a:tiw man;rgcm.mt ot'capacit) io and from the tandem. 

\\'e use pr.?prietag d i u a r e  tiiolr (man) d \ r  hich are patent-pending1 io manage and track roisiny cumbinations asm3ared \r i lh hundred, 
o f  millions of teleplionc numbers. Odr sen,iccs include dngoing customer norification ofne\\, roJting options that become avdilablc a \ru add 
new chtumers to our network or enter tien markets. \\'e alsd p r x  ide our cummers uith in\ui:c,, managrmcnt reports and call detail rrcords in 
paper dnd clu;tronie formats along uitli inontlil! sat ings summar! repans. II.FC, do not currciitl) pro\ ide customers with inan) of these \31uc- 
added sen ices. 

Our managed tandciii network includes technulogically aAanced IP and Time Division hlultiple.\ing. or TDM. switching plarforins linked 
tJgether by an I P  hachbone. Our nrhrorh is capable of'automatiially sir itching IP-orisinaied or cnmentioiial 'I V h l  lrnlfic to terminating carriers 
usins either prutucol. We suppon ll'-to-ll'. IP-to-'rV\I. 1'Vhl-lo-IP and TDhl-to-TDhl r rat t i i  ~ i t h  appropriate protocol conrersinn and gateria! 
functisnalit? 

Our nenrork cuncnrl) connests 580 uniquc compctiti\e sarrirr .wilchcs, crcariiig up to 335.820 unique ,witch-to-;aitcli riiutes sn ing 
15 I million trlephone iiunibers assigned to these carriers. In the quarter ended September 30. 2006, our network carried approkimatel) 2.5 
hillion minutes sftratXc per month. 
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Our  Strengths 
We believe the following strengths differentiate us and position us for continued growth. 
Market Leading Position. We believe we have built the largest neutral tandem network in the United States. By being “first-to- 
market” in the metropolitan areas we serve, we have built significant scale for carrier interconnections and access to terminating 
telephone numbers. We provide service in 33 markets and have become an integral part of many of our customers’ networks, gaining 
significant industry knowledge of how they manage and engineer interconnections. 
Strong “Nehvork Effect. ” The value of our service offering increases with the number of carriers connected to our network. The 
addition of each new customer to our network allows the new customer to route traffic to all of our existing customers and allows all 
of our existing customers to route traffic to the new customer. The “network effect” of adding an additional customer to our platform 
creates a significant opportunity for existing customers to realize incremental savings by increasing the volume of traffic switched by 
our tandem network. 
According to Metcalf s law, the “value” or “power” of a network increases in proportion to the square of the number of nodes 
(interconnected switches) on the network. For example, we currently interconnect 580 competitive switches, which provides a 
possible 335,820 revenue opportunities for us and savings opportunities for our customers. The 581‘ interconnection will potentially 
add up to 1,160 new revenue opportunities for us and savings opportunities for our existing customers. 
h’ehvork-,Veutral Position. Unlike the ILECs, we are positioned as a neutral, third party tandem service provider and generally do 
not directly compete with our customers. Therefore, we do not have the competitive tensions and conflicts of interest of an ILEC in 
providing tandem interconnection services. We believe any new entrant would need to match our position of neutrality in order to 
compete effectively with us. 
Large and Growing Market. 
wireless, VoIP, cable telephony and other wireline segments, provides opportunities for us to continue to expand our business. ILEC 
access lines declined by 6.2 million to 160.9 million during the 2005 calendar year, representing a 3.7% decrease from access lines at 
year-end 2004 (FCC, Local Telephone Connection status as of December 21,2005). During the same period, wireless subscribers 
grew by 22.6 million and VoIP and cable telephony lines grew by an estimated 3.6 million. Our tandem network was designed to 
serve the interconnection needs ofthese rapidly growing segments of the communications market, and since the initiation of our 
service in 2004, we feel we have built strong relationships with a majority of the leading camers in these segments, which we believe 
provides opportunities for us to grow with our customers. 
Adaptable Technology andProprietary sofhvare Tools 
Networks, Inc. and Nortel Networks C o p  We have deployed a full suite of Sonus Networks’ IMS (IP Multimedia Subsystem)-ready 
solutions which enables us to interconnect to customers on either a TDM or 1P interface. In addition, we support both conventional 
SS7 and Session Initiation Protocol, or SIP, call routing. 
Patent-pending proprietary software tools help us to manage the complicated routing scenarios required to terminate traffic to 
hundreds of millions of telephone numbers and support our network. The software allows us to quickly identify new routing 
opportunities between carriers and to help optimize our customers’ interconnection costs, which leads to improved customer service. 
We believe the adaptability and flexibility of our technology enables us to provide more robust service offerings, to interconnect a 
wider range of traffic types and to adapt our service offerings more efficiently than the ILECs, which predominantly employ legacy 
Class 4 TDM-only circuit switching technology for tandem switching. 
Experienced Management Team. 
provider of neutral tandem services. Our senior management has an average of 

* 

* 

* The continuing shitl of telecommunications traffic away from conventional ILEC phone lines to the 

- Our switching architecture utilizes platforms manufactured by Sonus 

We have an experienced management team committed to expanding our position as a leading 
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20 years of industry experience at companies such as AT&T, Comcast Cable Communications, Inc., Focal Communications 
Corporation (now pad of Level 3 Communications Inc.) and MCI (now part of Verizon). 

Our Strategy 
Our strategy is focused on expanding our business by increasing the share of telecommunications traffic that our tandem network can 

serve. Expanding our share oftelecommunications traffic increases the value of our network to our customers and enables ns to capture a larger 
share of total telecommunications revenue. Key elements of our expansion strategy include: 

* Broaden our geographicpresence. 
assigned telephone numbers out of a potential addressable market of 322 million telephone numbers assigned to competitive carriers 
in these 33 markets. We plan to broaden our geographic presence in 2007 to include an additional 18 markets. After completing the 
planned expansion, we estimate that, based upon information published in the LERG, our potential addressable market opportunity 
will include over 400 million telephone numbers assigned to competitive carriers in those markets. Many of our existing customers 
provide service in one or more of these new markets. We intend to market our services to our customers in these new markets. 
Expand our customer base. 
(particularly regional wireless carriers and cable companies) that are not in the markets we currently serve. Many ofthese potential 
customers are among the fastest growing carriers in their service areas. In selecting new markets into which we plan to expand, our 
sales and marketing organization reviews each new market to identify possible new customers. 
Grow customer trafiic. 
routing opportunities in new markets and growth in our customers‘ traffic volumes. As we add new customers to onr network, we 
receive incremental revenue from the new cnstomer and from all existing customers terminating traffic to the new customer. This 
“network effect,” our expansion strategy and focus on serving the fastest growing segments of the competitive telephony industry 
positions us well to grow customer traffic. 
Increase the types of traffic we exchange. 
metropolitan market. In 2006, we installed a national IP backbone network connecting our major local markets. As a result, our 
service offerings now include the capability of switching and carrying traffic between multiple markets. With one point of access, our 
customers are able to increase the number of minutes that are switched by our network. We believe that this significant base of 
interconnected customers and future access to more markets will provide opportunities for further growth in our business. 

Our managed tandem services are currently available in 33 markets, serving 151 million 

- As our network expands, our market opportunity will include additional competitive carriers 

- Three factors principally drive traffic growth from customers: routing opportunities to new customers, 

Our business originally connected only local traffic among carriers within a single 

Our Customers 

to our network. Our contracts with our top five customers represented approximately 61% of our expected total revenue in 2006. Two customers, 
Sprint Nextel and T-Mobile, each represented over 10% of our expected total revenue in 2006. Our contracts with customers do not contain 
volume commitments, are not exclusive, and could be terminated or modified in ways that are not favorable to us. However, while we have lost 
customers’ traffic in specific routes, since initiating service we have not had any significant customer cease using our services completely. We 
generate revenue for our managed tandem services by charging tandem transit fees to the originating carrier of the call on a minutes of use basis. 
Wireless and cable companies represent approximately 26% of our customer base and account for approximately 69% of our revenue. 

Since onr customers typically interconnect with us in all oftheir markets where we have a presence, by entering new markets, we have the 
ability to increase our revenues. In addition, we expect to broaden our customer base by targeting competitive carriers that are not current 
customers or that operate in markets that we 

As of January 9,2007, we have agreements with 56 competitive carriers to exchange traffic and 48 of these carriers are already connected 
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do not yet serve. Approximately 67% of our 48 interconnected carriers currently use our services in more than one market. 

Our principal customers include: 

Wireless Carriers 
SprintNextel 
T - M o b i I e 
MetroPCS 
U S .  Cellular 
Cingular 

Cable Companies 
Cablevision 
Comcast 
RCN 
cox 

Our  Markets 
Our managed tandem services are currently available in the following 33 markets: 

New York, NY 
Washington, D.C, 
Minneapolis, MN 
Cincinnati, OH 
Milwaukee, WI 
Rochester, NY 
Toledo, OH 
Madison, WI 
Rockford, IL 

Los Angeles. CA 
Atlanta, GA 
Tampa, FL 
Orlando, FL 
Jacksonville, FL 
Albany, NY 
Syracuse, NY 
Peoria. IL 

VolP Providers Wireline 
Vonage AT&T 
Broadvox McLeod 
Voex MCINerizon Business 
Reynwood Level 3iBroadwing 

XO 

Chicago, 1L 
Detroit, MI 
N. New Jersey 
Columbus, OH 
Hartford, CT 
Dayton, OH 
Youngstown, OH 
Green Bay, W1 

Miami, FL 
Boston, MA 
Cleveland, OH 
Indianapolis, IN 
Buffalo, NY 
Akron, OH 
Fort Myers, FL 
Champaign, IL 

Our expected 2007 market expansion plan includes 18 markets, including Philadelphia, San Francisco, Phoenix, Seattle and Denver. The 
new markets increase our potential addressable market coverage opportunity to over 400 million assigned telephone numbers to competitive 
carriers. 

Sales and Marketing 
Our sales and marketing organization divides accounts by wireless, cable, wireline and VoIP companies and seeks to develop solutions for 

OUT customers. Dividing customers in this way allows us to develop unique industry knowledge about each carrier and a more value-added sales 
force. Our sales team works closely with our customers to identify and address their needs. We seek to expand the use of our service offerings by 
our current customers through account managers who are dedicated to specific customer accounts. The sales team conducts weekly meetings to 
discuss customer activity, best practices and industry trends. In addition to a base salary, the compensation package for the members of our sales 
team includes incentive arrangements, including quarterly target incentives based on OUI performance and the individual’s performance, tiered 
payment structures and negative incentives. The members of our sales organization have an average of 19 years of sales experience and in-depth 
knowledge of the telecommunications industry. 

Our marketing team works closely with the sales team to deliver comprehensive services, develop a clear and consistent corporate image 
and offer a full range of product offerings. Our marketing efforts are designed to drive awareness of our service offerings. Our marketing 
activities include direct sales programs, website programs and targeted public relations. We are also engaged in an on-going effort to maintain 
relationships with key communications industry analysts. 

Our  Customer Support 
Our ordering and provisioning groups form the core of our customer support team. Each group works closely with the different vendor and 

customer organizations responsible for establishing service. We assign an implementation manager to each account that is responsible for the 
end-to-end delivery of our services. These managers make daily contact with their customer and help coordinate our local operations teams 
during 
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implementation. This process helps to improve customer satisfaction, increase customer implementation and promote our revenue realization. 

Our network operations center monitors and supports our tandem network 24 hours a day, 365 days a year. The network operations center 
is responsible for troubleshooting any potential network problems. 

Competition 

switching services pursuant to interpretations ofthe Telecommunications Act. The ILECs generally set prices for per minute transit charges and 
port charges according to mandated rate schedules with varying rate caps set by state public utility commissions. 

We also face indirect competition from carriers that directly connect their switches. When there is a significant amount of traffic between 
two switches, there is an economic incentive to establish such direct connection to remove intermediate switching. As our customers grow, the 
amount oftraffic exchanged between them grows, thus leading to the increased risk that they will direct connect switches exchanging significant 
traffic and remove that traffic from our tandems. The risk of direct connections is increased as more carriers move to an IP based interface, 
because direct connecting between two IP based carriers is less complex, thus enabling more direct connections. Maintaining and coordinating 
direct connects, however, has proven to be expensive, difficult to manage and time consuming. 

Additionally, other companies may be focusing resources on developing and marketing services that may compete with our services. 
Potential competitors face barriers to entry due to the network effect associated with our large customer base, switch port availability Drovided 
by customers and our growing operational and network scale economies. 

The ILECs that provide tandem switching in competition with us have significantly more employees and greater financial, technical, 
marketing and other resources than we have. Our ability to compete successfully depends on numerous factors, both inside and outside OUI 
control, including: 

Our primary competition comes from the traditional ILECs (AT&T, Verizon and Qwest) who are generally required to provide tandem 

* tandem switching rates charged by the ILECs; 

our responsiveness to customer needs; 

our ability to support existing and new industry standards and protocols; 

our ability to continue development of technical innovations; and 

the quality, reliability, security and price-competitiveness of our services, 

* - 
Barriers to Entry 

* D@cultyfor New Entrants to Overcome Strong Nehvork Effect. 
and interconnecting 580 competitive switches gives us a significant advantage over new entrants. Our value proposition to customers 
is based on lower cost of transit, superior service quality and neutrality. We believe that any network with fewer interconnections 
than ours has proportionately less value. 
Inubilify to Replicate ShelfSpace within a Customer's Switch. 
difticnlt for new entrants. Each interconnection requires the use of switch ports from the competitive carrier. Switch ports are capital 
intensive and are purchased on a just-in-time basis. Competitive carriers may be unwilling to provide switch ports without significant 
traffic or savings opportunities 
Our EstablishedRelalionships with Most Mujar Carriers. 
leading cable telephony, wireless, wireline and VoIP providers in the markets we serve. We feel it would be difficult for a new 
entrant to readily displace our interconnection network. 

We believe our three year head-start in establishing our network 

Obtaining interconnections from competitive carriers may also be 

Since our inception, we have built strong relationships with most of the 
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Our Employees 

and consider our relations with our employees to he good. 

Regulation 

As of December 3 1,2006, we had 110 employees. No labor union represents our employees. We have not experienced any work stoppages 

Overview 
Our communications services business is subject to vuyiug degrees of federal and state regulation. We have chosen to operate as a 

common carrier and therefore are voluntarily subject to the jurisdiction of both federal and state regulatory agencies, which have the authority to 
review our prices, terms and conditions of service. We operate as a fac es-based carrier and have received all necessary state and FCC 
authorizations to do so. The regulatory agencies exercise minimal control over our prices and services, but do impose various obligations such as 
reporting, payment of fees and compliance with consumer protection and public safety requirements. 

By operating as a common carrier, we also benefit from certain legal rights established by federal legislation, especially the 
Telecommunications Act, which gives us and other competitive entrants the right to interconnect to the networks of incumbent telephone 
companies and access to elements of their networks on an unbundled basis. We have used these rights to gain interconnection with the 
incumbent telephone companies and to purchase selected services at wholesale prices that extend our ability to terminate traftic. We have also 
used these rights to request interconnection with competitive carriers for the termination of transit traffic to carriers that decide for whatever 
reason not to utilize our transit service. While OUI experience has been that competitive carriers usually accommodate such requests, and indeed 
frequently becomes users of our transit service as well, we are pursuing an FCC proceeding against Verizon Wireless related to its refusal of 
such a request. See “Legal Proceedings.” 

The FCC and state regulators are considering a variety of issues that may result in changes in the regulatory environment in which we 
operate our business. Most importantly, many state and federal proceedings have considered issues related to the ILECs’ pricing of services 
competitive with our service. To the extent that the regulatory commissions maintain or impose pricing restrictions on the transit rates charged 
by the ILEC, then the price we compete with is likely to he lower. The trend has generally been to remove pricing restrictions on the ILECs’ 
rates, thus allowing the prices we compete against to reach a market level, which is often higher than the previous regulated price, but there can 
he no guarantee that the trend will continue. In addition, the FCC is conducting an extensive proceeding involving intercarrier compensation. 
One ofthe issues in the proceeding involves the pricing and regulation of ILEC tandem services, with which we compete. To the extent that the 
FCC limits or regulates the rates the ILECs’ charge for tandem services, it could have a materially adverse impact on our rates and operations. 

Although the nature and effects of governmental regulation are not predictable with certaintyy, we believe that the FCC is unlikely to enact 
rules that extinguish our basic right or ability to compete in telecommunications markets. The following sections describe in more detail the 
regulatory developments described above and other regulatory matters that may affect our business. While many ofthe regulatory developments 
do not directly affect our operations, to the extent that they limit our customers’ ability to compete effectively against the ILEC, we are indirectly 
impacted. 

Regulatory Framework 
The Telecommunications Act 
The Telecommunications Act, which substantially revised the Communications Act of 1934, established the regulatory framework for the 

introduction of competition for local communications services throughout the United States by new competitive entrants such as us. Before the 
passage of the Telecommunications Act, states typically granted au exclusive franchise in each local service area to a single dominant carrier, 
often a former 
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subsidiary of AT&T known as a Regional Bell Operating Company, or RBOC, which owned the entire local 
exchange network and operated a virtual monopoly in the provision of most local exchange services in most locations in the United States. The 
RBOCs, following some recent consolidation, now consist of Verizon, Qwest Communications and AT&T. 

Among other things, the Telecommunications Act preempts state and local governments from prohibiting any entity from providing 
communications service, which has the effect of eliminating prohibitions on entry that existed in almost half of the states at the time the 
Telecommunications Act was enacted. Nonetheless, the Telecommunications Act preserved state and local jurisdiction over many aspects of 
local telephone service and, as a result, we are subject to varying degrees of federal, state and local regulation. 

among other things, requiring the incumbent carriers to cooperate with competitors’ entry into the local exchange market. To that end, incumbent 
local exchange carriers are required to allow interconnection of their network with competitive networks. Incumbent local exchange carriers are 
further required by the Telecommunications Act to provide access to certain elements oftheir network to competitive local exchange carriers. 
These rules have helped the development of competitive telecommunications carriers, many ofwhich have become our customers. 

We believe that the Telecommunications Act provided the opportunity to accelerate the development of competition at the local level by, 

We have developed our business, including being designated as a common carrier, and designed and constructed our networks to take 
advantage ofthe features ofthe Telecommunications Act. There have been numerous attempts to revise or eliminate the basic framework for 
competition in the local exchange services market through a combination of federal legislation, adoption of new rules by the FCC, and 
challenges to existing and proposed regulations by the incumbent carriers, We anticipate that Congress will consider a range of proposals to 
modify the Telecommunications Act over the next few years, including some proposals that could restrict or eliminate our access to elements of 
the incumbent local exchange carriers’ network. Although we consider it unlikely, based on statements of both telecommunications analysts and 
Congressional leaders, that Congress would reverse the fundamental policy of encouraging competition in communications markets, we cannot 
predict whether future legislation may adversely affect our business in other ways. 

Federal Regulation 

The FCC regulates interstate and international communications services, including access to local communications networks for the 
origination and termination of these services. We provide services on a common carrier basis and the FCC has jurisdiction over our services to 
the extent they are used as p a t  ofthe origination or termination of interstate or international calls. However, the FCC only has limited 
jurisdiction over transit services that we provide for delivery of local and intra-state calls. 

The FCC imposes extensive economic regulations on incumbent local exchange carriers due to their ability to exercise market power. The 
FCC imposes less regulation on common carriers without market power including, to date, competitive local exchange carriers. Unlike 
incumbent carriers, we are not currently subject to price cap or rate of return regulation, but we are subject to the general federal guidelines that 
our charges for interstate and international services be just, reasonable and non-discriminatory. The rates we can charge for interstate access, 
unlike our transit services, are limited hy FCC rules. We are also required to file periodic reports, to pay regulatory fees based on our interstate 
revenues, and to comply with FCC regulations concerning the content and format of our bills, the process for changing a customer’s subscribed 
carrier, and other consumer protection matters. Because we do not directly serve consumers, many ofthese regulations have no practical effect 
on our business. The FCC has authority to impose monetary forfeitures and to condition or revoke a carrier’s operating authority for violations of 
its requirements. Our operating costs are increased by the need to assure compliance with regulatory obligations. 

market by (i) requiring incumbent local exchange carriers to permit interconnection to 
The Telecommunications Act is intended to increase competition. Specifically, the Telecommunications Act opens the local services 
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their networks, (ii) by establishing incumbent local exchange carrier obligations with respect to interconnection with the networks of other 
carriers, (iii) provision of services for resale, (iv) unbundled access to elements of the local network, (v) arrangements for local traffic exchange 
between both incumbent and competitive carriers, (vi) number portability, (vii) access to phone numbers, (viii) access to rights-of-way, 
(ix) dialing parity and (x) collocation of communications equipment in incumbent central offices. Incumbent local exchange carriers are required 
to negotiate in good faith with carriers requesting any or all of these arrangements. If the negotiating carriers cannot reach agreement within a 
prescribed time, either carrier may request binding arbitration of the disputed issues by the state regulatory commission. Where an agreement has 
not been reached, incumbent local exchange carriers remain subject to interconnection obligations established by the FCC and state 
communications regulatory commissions. 

engaging in communications equipment manufacturing. The Telecommunications Act permitted the RBOCs to provide long distance service to 
customers outside of states in which the RBOC provides local telephone service, immediately upon its enactment. It also permitted a RBOC to 
enter the long distance market within its local telephone service area upon showing that certain statutory conditions have been met and obtaining 
FCC approval. The FCC has approved RBOC petitions for in-region long-distance for every state in which these companies operate, and each 
RBOC is now permitted to offer long-distance service to its local telephone customers. This development has led to increased concentration in 
the telecommunications industry, which may affect onr addressable market. See “Risk Factors-Consolidation in the industry, such as AT&T- 
BellSouth-Ciugular, Verizou-MCI and SBC-AT&T; reduces the need for intercarrier transit service and may limit OUT growth opportunities,” 
above. RBOCs have recently petitioned the FCC to remove some ofthe conditions they had to meet to obtain long-distance approval, including 
in particular conditions that impose obligations to provide access to RBOC broadband network elements. 

provide competitors access to elements of their local network on an unbundled basis, known as UNEs. The Telecommunications Act requires 
that the FCC consider whether competing carriers would be impaired in their ability to offer telecommunications services without access to 
particular UNEs. If the FCC requires access to particular UNEs, the incumbent local exchange carriers are required to make available access to 
these network elements at prices based on TELRIC computed in accordance with FCC guidelines. Ifthe FCC finds that UNE access is not 
required, the incumbent LEC may still be required to offer access to the element, but not at TELRIC-based prices. 

a March 2004 court decision required the FCC to reconsider portions of its Triennial Review Order, and as a result the FCC further revised the 
rules in a Remand Order adopted in late 2004, effective March 11,2005. The Triennial Review Order denied competitors access to incumbent 
local exchange carrier packet switching capabilities provided over some fiber loop facilities and severely restricted their access to fiber loops to 
homes and other ‘primarily residential” locations such as apartment buildings. The Remand Order stated that incumbent local exchange carriers 
will no longer he required to provide access to unbundled circuit switching capabilities, which previously allowed carriers the opportunity to 
resell ILEC services or UNE-P, at incremental cost-based rates. These resale carriers have had to either convert their customers to other 
arrangements, which may include contractual resale arrangements with the incumbent local exchange carriers, or discontinue serving them. 

capacity loop and transport UNEs. However, the new rules placed new conditions and limitations on the incumbent local exchange carriers’ 
obligation to unbundle these elements. 

central offices. For T-l transport (including transport as a component of a T-1 EEL); the exception applies if both central offices serve at least 
38,000 business lines or have four or more fiber-based colocators. For DS-3 transwrt. the excention aunlies if both central oftices serve at least 

The Telecommunications Act also eliminated provisions of prior law restricting the RBOCs from providing long distance services and 

TriennialReview Order and Appeals. As discussed above; the Telecommunications Act requires the incumbent local exchange carriers to 

The FCC‘s Triennial Review Order of August 2003, substantially revised its rules interpreting and enforcing these requirements. However, 

The FCC Remand Order also required that incumbent local exchange carriers continue to make access available to competitors for high 

lncumbent local exchange carriers no longer have to provide T-1 and DS-3 UNE transport circuits on routes connecting certain high-traffic 

. ,  1 .  

24,000 business 
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access lines or have three or more colocators. There is also a cap of 12 DS-3 transport circuits available on an unbundled basis from an 
incumbent local exchange carrier on any given route, even where the high-traffic exception does not apply. Similarly, incumbent local exchange 
carriers no longer have to provide T-1 or DS-3 UNE loops to premises served by certain high-traffic central offices. 

customers. First, the elimination of UNE-P has reduced the market share of resellers and led some former resellers to convert to fac 
service. This development is positive for us because resellers generally are not potential users of our transit services. Second, the restrictions on 
the availability of loop and transport UNEs may have contributed to accelerated consolidation among competitive carriers, such as the recent 
acquisitions of TelCove and Broadwing by Level 3, the acquisition of US LEC by PaeTec, and the merger of CTC Communications, Choice One 
Communications and Conversent Communications to form One Communications. This development may have a negative impact on us because 
our business model is based on the existence of many independent carriers who need to exchange traffic with each other. It is difficult to predict 
the overall effect of these countervailing trends on our future business opportunities. 

The new FCC rules are subject to ongoing court challenges. We cannot predict the results of future court rulings, or how the FCC may 

TELRIC Proceeding. 

These changes in the FCC rules have had several effects on the competitive telecommunications carriers who are our prospective 

respond to any such rulings, or any changes in the availability of UNEs as the result of future legislative or regulatory decisions. 

In late 2003, the FCC initiated a proceeding to address the methodology used to price UNEs and to determine 
whether the current methodology, TELFUC, should be modified. Specifically, the FCC is evaluating whether adjustments should be made to 
permit incumbent local exchange carriers to recover their actual embedded costs and whether to change the time horizon used to project the 
forward looking costs. The FCC has taken no action in this proceeding during the past three years and is unlikely to adopt any changes to its 
rules within the next year, but we cannot be certain as to either the timing or the result of the agency’s action. 

Intercarrier Compensation. In 2001, the FCC initiated a proceeding to address rules that require one carrier to make payment to another 
carrier for access to the other’s network, or intercarrier compensation. In its notice ofproposed rulemaking, the FCC sought comment on some 
possible advantages of moving from the current rules to a hill and keep structure for all traffic types in which carriers would recover costs 
primarily from their own customers, not from other carriers. In February 2005, the FCC requested further comments on these issues and on 
several specific proposed plans for restructuring intercarrier compensation. In addition, from time to time, carriers that we connect with have 
requested that we pay them to terminate traffic, and this proceeding will likely address those rights or obligations. As part of that docket, on 
July 24,2006, a group of large and rural ILECs filed a proposal for intercarrier compensation reform at the FCC called the Missoula Plan, which 
primarily benefits the ILECs. The Missoula Plan includes provisions regarding t m transit services, Under the Missoula Plan a carrier may 
satisfy its transport obligations by a direct interconnection (by using its owns fa s or facilities obtained from another carrier) or by indirect 
interconnection through a third party tandem transit service. Under the Missoula Plan, tandem transit service would be provided at a rate not to 
exceed $0.0025 per minute of use for non-access traffic with exceptions for high-volume interconnections and premium or enhanced services. 
The FCC currently is considering public comments on the Missoula Plan. Independently or in combination with the Missoula Plan, the FCC 
could make significant changes in the ILEC’s pricing oftransit traffic, including lowering the rate, freezing the rate or establishing uniform rates. 

We currently generally have no revenue exposure associated with reciprocal compensation for local traffic because OUI customers are 
primarily carrier customers, who are responsible for any compensation. We do, however, collect revenue for transit and access charges relating 
to the termination of local and long distance traffic with other carriers. If the FCC were to reduce what the ILEC can charge for the transiting of 
local trafflc, our revenues would be reduced. We cannot predict either the timing or the result ofthis FCC rulemaking. 

VolP providers. Currently, the status of VoIP providers is not clear, 
Regulatory Treatment of VolP. In February 2004, the FCC initiated a proceeding to address the appropriate regulatory framework for 
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although a report issued by the FCC in 1998 suggests that some forms of VoIP may constitute “telecommunications services” that are subject to 
regulation as common carriers under federal law. The 1998 report also suggested, however, that this regulatory treatment would not apply until 
after the FCC determined which specific services were subject to regulation. The new FCC proceeding will attempt to determine what, if any, 
regulation is appropriate for VoIP providers and whether the traffic camied by these providers will he subject to access charges. The principal 
focus ofthis rulemaking is on whether VolP providers should be subject to some or all ofthe regulatory obligations of common carriers. 

The FCC is continuing to consider whether to impose various obligations on VoIP providers. It recently voted to impose requirements to 
provide access to 91 1 emergency services, to permit duly authorized law enforcement ofticials to monitor communications and to require VoIP 
providers to contribute to the cost ofthe FCC’s universal service program. These obligations are likely to increase the cost ofproviding VoIP 
service and slow the growth of VolP providers. Because VolP providers are potential users of our services, this trend may affect demand for our 
services. 

State Regulation 
State agencies exercise jurisdiction over intrastate telecommunications services, including local telephone service and in-state toll calls. To 

date, we are authorized to provide intrastate local telephone and long-distance telephone services in twenty states. As a condition to providing 
intrastate telecommunications services, we are required, among other things, to: 

file and maintain intrastate tariffs or price lists describing the rates, terms and conditions of our services; 

comply with state regulatory reporting, tax and fee obligations, including contributions to intrastate universal service funds; and 

comply with, and to submit to, state regulatory jurisdiction over consumer protection policies (including regulations governing 
customer privacy, changing of service providers and content of customer hills), complaints, transfers of control and certain financing 
transactions. 

* 

Generally, state regulatory authorities can condition, modify, cancel, terminate or revoke certificates of authority to operate in a state for 
failure to comply with state laws or the rules, regulations and policies ofthe state regulatory authority. Fines and other penalties may also be 
imposed for such violations. As we expand our operations, the requirements specific to any individual state will be evaluated to ensure 
compliance with the rules and regulations of each state. 

interconnection of telecommunications carriers’ facilities with those of the incumbent local exchange carrier, to arbitrate disputes arising in 
negotiations for interconnection and to interpret and enforce interconnection agreements. In exercising this authority, the states determine the 
rates, terms and conditions under which we can obtain collocation in ILEC central offices and interconnection trunks for termination of local 
traftic to ILEC customers, under the FCC rules. The states may re-examine these rates, terms and conditions from time to time. 

State governments and their regulatory authorities may also assert jurisdiction over the provision of transit services, particularly the ILECs’ 
provision of the service. Various state regulatory authorities have initiated proceedings to examine the regulatory status of transit services. Some 
states have taken the position that transit service is an element ofthe “transport and termination of traffic” services that incumbent ILECs are 
required to provide at TELRIC rates under the Telecommunications Act, while other states have ruled that the Telecommunications Act does not 
apply to these services. To date, the FCC has not resolved this dispute over interpretation of the Telecommunications Act, resulting in disparate 
pricing of these services among the states. The trend has been to reduce the state regulation oftransit service, although there are exceptions and 
there can be no assnrance that the trend will continue. Like the FCC, most states have the power to order interconnection in the event that we 
have traffic that we need to terminate directly to a carrier not on the tandem. 

In addition, the states have authority under the Telecommunications Act to approve or (in limited circumstances) reject agreements for the 
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lotellectual Property 
Our success is dependent in part upon our proprietary technology. We rely principally upon trade secret and copyright law to protect our 

technology, including our software, network design, and subject matter expertise. We enter into confidentiality or license agreements with our 
employees, distributors, customers and potential customers and limit access to and distribution of our software, documentation and other 
proprietary information. We believe, however, that because of the rapid pace of technological change in the communications industry, the legal 
protections for our services are less significant factors in our success than the knowledge, ability and experience of our employees and the 
timeliness and quality of our services. 

We have heen granted one patent and have two additional patents pending with the U S .  Patent and Trademark Office. The granted patent 
addresses our core business, the operation of a neutral tandem network. One of the pending patents addresses a series of unique traffic routing 
designs developed by us to assist our customers in reducing their internal network operating costs. The second pending patent covers a set of 
proprietary operating systems and software developed by us to manage our network. There can be no assurance regarding how, whether or when 
these additional patents may be granted. 

Our Properties and Facilities 

office space. Our leased properties are described below: 
Our headquarters is located at One South Wacker Drive, Suite 200, Chicago, Illinois, where we lease approximately 15,000 square feet of 

Properly Location 

Chicago, IL 
New York, NY 
Detroit, MI 
Indianapolis, IN 
Los Angeles, CA 
Cleveland, OH 
Atlanta, GA 
Minneapolis, MN 
Chicago, IL 
Miami, FL 
Chicago, IL 
San Francisco, CA 
Cincinnati, OH 
Boston, MA 
Orlando, FL 
Columbus, OH 
Milwaukee, WI 
Phoenix, AZ 
Tampa, FL 

Approrimale Square 
0- 

15,423 
16,532 
10,800 
9,577 
6,857 
6,000 
5,861 
5,808 
5.263 
5,176 
4,347 
3,922 
3,369 
2.416 
2,092 
2,026 
1,703 
1,652 
1,048 

11% 

Administrative Office 
Switch site 
Switch site 
Switch site 
Switch site 
Switch site 
Switch site 
Switch site 
Switch site 
Switch site 
Switch site 
Switch site 
Switch site 
Switch site 
Switch site 
Switch site 
Switch site 
Switch site 
Switch site 

Lease Expiration 
Date 

October 31,2011 
August31,2014 
February 28,2010 
April 30,2012 
October31,2011 
October31,2011 
May31,2015 
February 28,2012 
March 3 1,2009 
December31,2011 
May31.2011 
April 30,2014 
September 30,2015 
June 11,2016 
May31,2011 
February 28,201 1 
November30,2014 
March31,2012 
January 31,2016 

We believe our existing facilities are adequate for our current needs in our existing markets and that suitable additional or alternative space 
will be available in the future on commercially reasonable terms as needed. 

Legal Proceedings 
From time to time, we are a party to legal or regulatory proceedings arising in the normal course of our business. Aside from the matter 

discussed below, we do not believe that we are party to any pending legal action that could reasonably be expected to have a material adverse 
effect on our business or operating results. 

54 

http://www.sec.gov/Archives/edgar/data/1292653/OOO1193 12507009970/ds1 .htm 5/2/2007 

http://www.sec.gov/Archives/edgar/data/1292653/OOO1193


Form S- 1 Page 59 of 132 

Table ofcontents 

I’erizon Wireless. In July 2006, Verizon Wireless notified us that it wished to terminate its existing Master Service Agreement. As a 
consequence of this notification, we potentially would he unable to terminate traffic to Verizon Wireless customers in the three markets in which 
we are directly connected with Verizon Wireless. In response to the notification, in August 2006, we filed a petition for interconnection with the 
FCC. The petition argues that direct connection with Verizon Wireless is in the public interest because it furthers competitive choices in tandem 
services and strengthens the network reliability of the public switched telephone network. We have written submissions supporting our petition 
for interconnection from various sources, including the New York Department of Public Services, the cities of New York and Chicago, AT&T 
and others. To OUT knowledge, the FCC has never ordered a wireless carrier to provide interconnection. Therefore, there can be no assurance that 
our petition for interconnection will he successful or how, whether, or when this matter will he resolved. 

Verizon. We are considering initiating an arbitration proceedings against Verizon regarding a hilling dispute of approximately $1.3 
million. The dispute originates from an accounts payable which we feel is not owed under the Verizon tariff. There can he no assurance 
regarding how, whether or when this matter will he resolved. 
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MANAGEMENT 

Executive Officers and Directors 
The names, ages and positions of our executive officers and directors, as of January 15,2007, are set forth below: 

xame & Position(s) 
Rian J. Wren 50 President, Chief Executive Officer and Director 
Robert Junkroski 42 Chief Financial Officer 
Surendra Saboo 
Ronald Gavillet 
David Lopez 
James P. Hynes 
Dixon R. Doll 
Peter 1. Barns 
Robert C. Hawk 
Lawrence M. Ingeneri 

47 
47 
42 
59 Director, Chairman 
64 Director 
55 Director 
67 Director 
48 Director 

Chief Operating Officer and Executive Vice President 
General Counsel and Executive Vice President, External Affairs 
Senior Vice President of Sales 

Rian J Wren. Mr. Wren joined us in F e h r u q  2006 and has served as our President, Chief Executive Oiiicer and Director since that 
time. Prior to joining us, Mr. Wren was Senior Vice President and General Manager of Telephony for Comcast Cable from November 1999 to 
August 2005. Mr. Wren joined Comcast in 1999 and was named CEO of Broadnet, Comcast’s international wireless company located in 
Brussels, Belgium in 2000. AAer returning to the United States, he served as the Senior Vice President and General Manager of Telephony for 
Comcast Cable Division. Prior to joining Comcast, Mr. Wren held several senior management positions at AT&T from 1978 to 1999, including 
President of the Southwest Region, and worked in the Consumer, Business, Network Services, and Network Systems Manufacturing divisions 
for more than 20 years. MI. Wren serves as a Director of Accessline Communications, Inc. 

Robertfunkroski. Mr. Junkroski has been with the Company since it commenced services, and has served as our Chief Financial Officer 
since that time. Prior to joining us, Mr. Junkroski held the position of Vice President of Finance with Focal Communications Corporation, or 
Focal (now part of Level 3 Communications Inc.), from 1999 to 2002. Mr. Junkroski previously Served as Focal’s Treasurer and Controller from 
1997 to 2001. On December 19,2002, subsequent to Mr. Junkroski’s departure, Focal filed for bankruptcy protection under Chapter 1 1  of the 
U.S. Bankruptcy Code. Before joining Focal, MI. Junkroski was Controller for Brambles Equipment Services, Inc. and Focus Leasing 
Corporation. 

Surendra Saboo. Dr. Saboo joined us in May 2006 as our Chief Operating Officer and Executive Vice President. Prior to joining us, 
Dr. Saboo was the Vice President of Product Development and Operations for Voice Services at Comcast Corporation from January 2002 to 
March 2006. From June 2000 to December 2001, Dr. Sabm served as Executive Vice President and Chief Operating Officer of Broadnet 
Europe, SPRL, a pan-Enropean subsidiary of Comcast Corporation. Prior to joining Comcast Corporation, Dr. Saboo was the Chairman, Chief 
Executive Officer and founder of Teledigm, an e-CRM software product company in Dallas, Texas. Prior to starting Teledigm, Dr. Saboo spent 
14 years at AT&T in a variety of operating areas including research and development, engineering, product management, strategy, systems 
development and operations. Dr. Saboo began his career with AT&T in 1986 as a Member of Technical Staff at Bell Laboratories in Holmdel, 
NJ. Dr. Saboo holds a B.S.M.E. degree from Birla Institute of Technology, India as well as M.S. and Ph.D. degrees in Operations Research from 
Ohio State University. 

Ronald GwiNet. Mr. Gavillet has been with the Company since it commenced services, and has served as General Counsel and 
Executive Vice President, External Affairs since that time. Mr. Gavillet has over 20 years of diversified telecommunications experience. 
Previously, Mr. Gavillet served as Executive Vice President and General Counsel for MCG Capital’s Cleartel Communications from 2002 to 
2003. In addition to five years in private practice with the law firms of Skadden, Arps, Slate, Meagher & Flom and Hopkins & Sutter, 
Mr. Gavillet 
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held senior legal and strategic positions with several competitive carriers, including MCI, USN Communications and Universal Access between 
1985 and 2002. Mr. Gavillet was the founder and co-chair ofthe Federal Communications Bar Association Midwest Chapter and has authored 
several articles on the telecommunications industry 

Mr. Lopez has provided account management responsib 
position, Mr. Lopez provided sales management for Focal’s largest and most successful market from 1997 to 2003. During his tenures at Centel 
and Sprint from 1992 to 1997, Mr. Lopez held national account positions with responsibility for local service, Centrex, and PBX equipment to 
Fortune 500 companies. 

David Lopes. Mr. Lopez joined us in 2003 and has served as our Senior Vice President of Sales since that time. For nearly 20 years, 
es at Centel, Sprint, and Focal Communications Corporation. In his most recent 

James P. Hynes. Mr. Hynes co-founded the Company in 2001, and served as Chief Executive Officer until Februaq 2006, after which he 
became Executive Chairman. In December 2006 Mr. Hynes stepped down as Executive Chairman and assumed the title of Chairman of the 
Board, a position he holds today. Active in the industry for 30 years, Mr. Hynes personally directed the establishment of COLT 
Telecommunications in Europe as their first CEO in 1992. As Chairman ofthe Board, he led COLT’S initial public offering in 1996. Mr. Hynes 
established MetroRED Telecom in South America and Mexico, as well as KVH Telecom in Tokyo. Concurrent with taking on these operating 
roles, he was Group Managing Director at Fidelity Capital for 10 years. His career has included senior positions with Chase Manhattan, 
Continental Corporation, Bache & Co. and New York Telephone. Mr. Hynes is a Vice Chairman ofthe Board of Trustees of Iona College and is 
also on the North American Board of the SMUWIT Graduate School of Business, University College Dublin in Ireland. 

venture capital firm which currently has more than $1.5 billion under management, headquartered in Menlo Park, California. In the mid-I980’s, 
Dr. Doll co-founded the venture capital industry’s first fund focused exclusively on telecommunications opportunities. He is the Chairman of the 
Board of Network Equipment Technologies and numerous private companies. Since 2004, he has been a director ofthe U.S. National Venture 
Capital Association in Washington D.C. where he also serves on the Executive Committee. Additionally, he also serves on the Stanford Institute 
for Economic Policy Research Advisory Board and is the Chairman ofthe San Francisco Asian Art Museum Board. Dr. Doll received his 
B.S.E.E. degree (cum laude) from Kansas State University as well as M.S. and Ph.D. degrees in Electrical Engineering from the University of 
Michigan, where he was aNational Science Foundation scholar. 

Mr. Barris has served as a Director since 2003. Mr. Barris is currently the Managing General Partner ofNEA where he 
specializes in information technology investing. MI. Barris has been with NEA since 1992, and he serves as either an executive officer or general 
partner of various NEA entities. From 1988 to 1990, Mr. Barris was President and Chief Operating Officer at LEGENT Corporation. From 1986 
to 1988, Mr. Barris served as Senior Vice President and General Manager of the Systems S o h w e  Division and from 1985-1985 as the Vice 
President ofcorporate Development at UCCEL Corporation. Prior to that, Mr. Barris also held various management positions between 1977 and 
1985 at the General Electric Company, including Vice President and General Manager at GE Information Services, Inc. Mr. Barris serves or has 
served as a member of the Boards of Directors of IunerWorkings, Inc., where he also served as a member ofthe audit, compensation and 
corporate governance committees, Vonage Holdings Corp., where he also served as a member ofthe compensation committee, ProtoStar, 
Boingo Wireless and Hillcrest, as well as several other private companies in the NEA portfolio. Mr. Barris serves on the Executive Committee of 
the National Venture Capital Association and is a member of the Board of Trustees of Northwestern University and the Board of Overseers of 
Tuck School at Dartmouth College. 

MI. Hawk has served as a Director since January 2004. Mr. Hawk has served as President of Hawk Communications 
since 1996 and is a Venture Partner of DCM. Prior to this, Mr. Hawk served 

Diron R. DON. Dr. Doll has served as a Director of ours since 2003. Dr. Doll is the co-founder of DCM, an early stage technology 

PeferJ Burris. 

Roberf C. Hmvk. 
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as President and Chief Executive Officer of US West Multimedia Communications, Inc. From 1986 until 1995, Mr. Hawk was President ofthe 
Carrier Division of US West Communications, Inc. Prior to such position, Mr. Hawk was Vice President, Marketing and Strategic Planning for 
CXC Corporation, and Director of Advanced Systems Development for American Bell. From 1997 to 2002, MI. Hawk served as a Special 
Limited Partner of Crosspoint Venture Partners. During that time he served on the boards of directors or advisory hoards of fifteen companies 
that went public. MI. Hawk previously served as a Director of Covad Communications and is a current Director for Centillium Communications 
and several private high technology companies. 

Lawrence M. Ingeneri. Mr. Ingeneri has served as a Director since October 2006. Mr. Ingeneri is currently the Chief Financial Officer 
and a member of the Board of Directors of mindSHIFT Technologies, Inc., an IT managed services provider which he joined in October 
2003. Prior to that time, Mr. Ingeneri was employed by COLT Telecom Group plc, or COLT, a European telecommunications services company 
from July 1996 to December 2002. Mr. Ingeneri was the Chief Financial Officer of COLT from July 1996 to June 2002 and a member of the 
Board of Directors of COLT from June 2001 to June 2002. 

Our  Board of Directors 
Our board of directors has the power to appoint our officers. Each officer will hold office for the term determined hy the board of directors 

and until such person’s successor is chosen and qualified or until such persons resignation, removal or death. Our board currently consists of six 
persons. Within one year of the consummation of this offering, a majority of the board of directors will satisfy the independence requirements of 
the NASDAQ Stock Market. 

So long as a combined total of at least 1,842,000 shares of Series A preferred stock, Series B-1 preferred stock, Series B-2 preferred stock 
and Series C preferred stock are outstanding (as adjusted for stock split, stock dividend, combination, reclassification of shares or similar event), 
the holders ofthe shares of Series A preferred stock, Series B preferred stock and Series C preferred stock (voting together as a single class and 
not as separate series, and on an as-converted basis) are entitled to elect two of our directors at any election of directors. The holders of 
outstanding common stock are entitled to elect two of our directors at any election of directors. The holders of preferred stock and common stock 
(voting together as a single class and not as separate series, and on an as-converted basis) are entitled to elect any of our remaining directors. 

There are no family relationships among any of our directors or executive officers. 

Our amended and restated certificate of incorporation, which will become effective prior to completion of this offering, may provide that 
our board of directors will be divided into three classes. If applicable, the term of office of directors assigned to Class I will expire at the annual 
meeting of shareholders in 2007 and at each third succeeding year thereafter, the term of office of directors assigned to Class I1 will expire at the 
annual meeting of shareholders in 2008 and at each third succeeding annual meeting thereafter, and the term of office of directors assigned to 
Class I11 will expire at the annual meeting of shareholders in 2009 and at each third succeeding annual meeting thereafter. If applicable, our 
board resolved that and will serve as Class I directors, and will serve as Class II directors and 

and will serve as Class 111 directors. 

If applicable, this classification of the board of directors may delay or prevent a change of control of us or in our management. See 
“Description of Capital Stock-Anti-Takeover Effects of Certain Provisions of Delaware Law and Our Amended and Restated Certificate of 
Incorporation and Restated Bylaws.” 

Committees of the Board of Directors 

committee has three or more members, who serve at the pleasure of the hoard 
We currently have an audit committee, compensation committee and a nominating and corporate governance committee. Each such 
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of directors. At the time of the offering, each committee will consist of three persons, at least one of whom is not employed by us, and is 
“independent” as defined under the rules of the NASDAQ Stock Market. Within one year of the consummation ofthis offering, all ofthe 
members of these committees will be independent, 

Directors with respect to compensation of executive officers and other related compensation matters. Currently, Dr. Doll, Mr. Hynes and 
Mr. Barris serve on the Compensation Committee. Dr. Doll is chairman of the committee. 

offering. 

and for making recommendations with respect to those matters to the Board of Directors. Currently, Mr. Ingeneri, Mr. Hawk and Mr. Hynes 
serve on the Audit Committee. The board has determined that Mr. Ingeneri, the current chairman of the committee, qualifies as an “audit 
committee financial expert” within the meaning ofthe regulations of the SEC. 

Compensation Committee. The Compensation Committee is responsible for reviewing and making recommendations to the Board of 

Our hoard of directors will adopt a written charter for this committee, which will be available on our wehsite after completion of the 

Audit Committee. The Audit Committee is responsible for reviewing OUT financial statements, audit reports, internal financial controls, 

Our board of directors will adopt a written charter for this committee, which will be available on our wehsite after completion of the 
offering. 

The Nominating and Corporate Governance Committee will he responsible for the 
oversight of and assist our board of directors in developing and recommending governance practices and selecting the director nominees to stand 
for election at annual meetings of our shareholders. Currently, Mr. Hawk, Mr. Barris and Mr. Ingeneri serve on the Nominating and Corporate 
Governance Committee 

Nominating and Corporate Governance Committee. 

Our board of directors will adopt a written charter for this committee, which will be available on our website after completion of the 
offering. 

Code of Conduct 

key employees of the finance organization. 

Compensation Committee Interlocks and Insider Participation 

the Compensation Committee. Shortly after the completion of this offering, each member of the Compensation Committee will meet the 
definition of independence under our corporate governance guidelines and further qualifies as a non-employee director for purposes of Rulel6b- 
3 under the Securities Exchange Act of 1934. None of the current members of the Compensation Committee are current or, other than 
Mr. Hynes, former employees of ours nor are any members eligible to participate in any of our executive compensation programs. Additionally, 
the Compensation Committee operates in a manner designed to meet the tax deductibility criteria included in Section 162(m) of the Internal 
Revenue Code. See “-Committees ofthe Board of Directors” for a further description ofthe Compensation Committee. As discussed in 
“Certain Relationships and Related Transactions,” Dr. Doll is co-founder of DCM and Mr. Barris is Managing General Partner of NEA, each of 
which are affiliates of certain of our stockholders. 

Prior to this offering, we will adopt a finance code of professional conduct for our chief executive officer, chief financial officer and other 

The Compensation Committee is currently comprised ofthree directors, Messrs. Doll, Bams and Hynes. Dr. Doll serves as Chairman of 
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COMPENSATION DISCUSSION AND ANALYSIS 

Overview 

service in February 2004. The material principles underlying our executive compensation policies and decisions are intended to: 
We were incorporated on April 19,2001, commenced operations in November 2003 and began generating revenue with the launch of our 

* implement compensation packages which are competitive with comparable organizations and allow us to attract and retain the best 
possible executive talent; 
relate annual and long-term cash and stock incentives to achievement of measurable corporate and individual performance objectives; 

appropriately balance the mix of cash and non-cash short and long-term compensation; 

encourage integrity in business dealings through the discretionary portion of our compensation package; and 

align executives’ incentives with long-term stockholder value creation. 

- 
* 

To implement these principles, the Compensation Committee, which is responsible for approving and administering the compensation 
program for executive officers and certain senior employees, expects to maintain compensation plans that tie a substantial portion of executives’ 
overall compensation to key strategic goals such as the development of our network, the establishment and maintenance of key strategic 
relationships and the growth of our customer base as well as our financial and operational performance, as measured by metrics such as revenue, 
customer growth, chum and markets launched. As executives assume greater responsibility inside Neutral Tandem, a larger portion oftheir total 
compensation is expected to be “at r i s k  and thus subject to corporate and individual performance. 

Our  Compensation Methodology 

compensation consultant, Human Capital Solution, to evaluate certain aspects of our compensation practices and to assist in developing and 
implementing our executive compensation program. Human Capital Solution also provides outsourced human resources management services to 
us. Human Capital Solution developed a competitive peer group and performed benchmarking analyses of competitive compensation levels. 
With this information, our management developed recommendations that were reviewed and approved by the Compensation Committee in 
connection with developing and approving compensation awards. 

policies and procedures relating to executive compensation. Our Compensation Committee does however informally consider competitive 
market practices by speaking to recruitment agencies and reviewing publicly available information relating to compensation of executive officers 
at other comparable telecommunications companies. 

To assist the Compensation Committee in discharging its responsibilities, in 2005, the Compensation Committee retained an independent 

Other than our retention of Human Capital Solution in 2005, we have not retained any other compensation consultant to review our 

Our Compensation Committee reviews and approves all of our compensation policies. 

Elements of Compensation 
The principal elements of our compensation package are as follows: - base salary; 

annual cash incentive bonuses; 

* long-term incentive plan awards; 
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* severance benefits; 

* change in control benefits; 
* 

* retirement benefits, 

perquisites and other compensation; and 

Base Salary 

executive officers. When establishing base salaries for 2006, the Compensation Committee and management considered a number of factors, 
including the seniority ofthe individual, the functional role ofthe position, the level of the individual’s responsibility, the ability to replace the 
individual, the base salary of the individual at their prior employment and the number of well qualified candidates to assume the individual’s 
role. Generally, we believe that executive base salaries should be targeted near the median of the range of salaries for executives in similar 
positions at comparable companies. 

time to time to realign salaries with market levels after taking into account individual responsibilities, performance and experience. 

Annual Cash Incentive Bonus 

bonuses are intended to compensate for the achievement of both our annual financial goals and individual annual performance objectives. 
Amounts payable under the annual cash incentive bonus plan are calculated as a percentage of the applicable officer’s base salary, with higher 
ranked executive officers being compensated at a higher percentage of base salary. The corporate targets and the individual objectives are given 
roughly equal weight in the bonus analysis. The corporate targets generally conform to the financial metrics contained in the internal business 
plan adopted by the board of directors, including revenue, EBlTDA and net income. Individual objectives are necessarily tied to the particular 
area of expertise of the employee and their performance in attaining those objectives relative to external forces, internal resources utilized and 
overall individual effort. The Compensation Committee approves the annual cash incentive award for the Chief Executive Officer and each other 
named executive officer. The Compensation Committee’s determination, other than with respect to the Chief Executive Officer, is generally 
based upon the Chief Executive Officer’s recommendations. 

Base salary is used to recognize the experience, skills, knowledge and responsibilities required of all our employees, including our named 

Base salaries are reviewed at a minimum annually by our Compensation Committee during our performance review, and adjusted from 

We have an annual cash incentive bonus plan for nearly all employees, including our named executive officers. The annual cash incentive 

The bonus awards for 2006 and the expected target bonus awards for 2007 (each as a percentage of annual base salary) for the named 
executive officers are: 

cateeory 

Rim Wren 
Robert Junkroski 
Ronald Gavillet 
Surendra Saboo 
James Hynes 

ZOO6 Target Bonus PI a % of 
Aononl Base Salary 

40% 
40% 
40% 
40% 
0% 

2W7 Target Boous as B % of 
Annual Base Salary 

40% 
40% 
40% 
40% 

0% 

David Lopez, our Senior Vice President-Sales, is compensated quarterly based upon achievement of certain of our financial goals and 
individual performance objectives. During the first year ofthe named executives’ employment agreements (other than Mr. Lopez), however, the 
maximum annual cash incentive bonus was capped at 40% of base salary. Depending on the achievement of the predetermined targets, the 
annual bonus for the other named executives may be less than or greater than the target bonus. The maximum annual cash incentive bonus is 
determined by the Compensation Committee based upon the principles underlying our executive compensation program. See “-Overview” 
above. The annual cash incentive bonus for the named executive officers is normally paid in a single installment in the first quarter following 
any given fiscal year. 
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Long-Term Incentive Plan Awards 

use of stock-based awards, such as stock options, restricted stock awards, and other rights to receive compensation based on the value of our 
stock. Therefore, our executive officers have a continuing stake in our long-term success. 

We believe that our long-term performance is fostered by a compensation methodology which compensates executive officers through the 

Our 2003 Stock Incentive Plan was adopted on November 24,2003 to provide certain of our employees, including our executive officers, 
with incentives to help align those employees’ interests with the interests of our stockholders. Recently, our 2003 Stock Incentive Plan has been 
the principal method for our executive officers to acquire equity interests in us. We believe that the annual aggregate value of these awards 
should he set near competitive median levels for comparable companies. However, due to the early stage of our business, we expect to provide a 
greater portion oftotal compensation to ow executives through our stock compensation than through cash based compensation. 

eligible employees, directors and consultants based upon the principles underlying our executive compensation program. See “ 4 v e r v i e w ”  
above. Awards under our 2003 Stock Incentive Plan are made throughout the year and are generally tied to Compensation Committee meetings. 
A total of 4,650,000 shares of our common stock are currently authorized for issuance under the 2003 Stock Incentive Plan. Shares subject to 
awards which expire or are cancelled or forfeited will again become available for issuance under the 2003 Stock Incentive Plan. As of Januay 
15, 2007, there were 3,580,250 shares reserved for issuance under the 2003 Stock Incentive Plan and 1,069,750 shares available for future 
awards. 

The Compensation Committee administers the 2003 Stock Incentive Plan and determines the type and amount of awards to he granted to 

Stock Options. Stock option grants are typically made at the commencement of employment and generally thereafter by the 
Compensation committee upon achievement of key strategic goals and on the anniversary of previous grants. Periodic stock option grants are 
made at the discretion of the Compensation Committee, and in appropriate circumstances the Compensation Committee may consider the 
recommendation of members of management. In 2006, certain named executive officers were awarded stock options in the amounts reflected in 
the following “Grants of Plan Based Awards” table. The Compensation Committee determines the exercise price of options awards granted 
under our 2003 Stock Incentive Plan, hut with respect to incentive stock options intended to qualify as “performance-based compensation’’ 
within the meaning of Section 162(m) ofthe Internal Revenue Code, the exercise price must at least be equal to the fair market value of our 
common stock on the date of grant. In setting the fair market value ofthe common stock for the stock option, the Compensation Committee has 
engaged and relied upon an independent third party to perform appraisals ofthe fair market value of the common stock, which was last 
performed during the third quarter of 2006. The compensation Committee determines the term of all options. Generally, the option awards vest 
25% per year. Upon termination of a participant’s service with us or with a subsidiary of ours, he or she may exercise his or her vested options 
for the period of 90 days from the termination of employment; provided, if termination is due to death or disability, the option will remain 
exercisable for 12 months after such termination. However, an option may never be exercised later than the expiration of its term. The terms of 
option awards under the 2003 Stock Incentive Plan are generally 10 years. Option holders are also generally allowed to exercise a stock option 
and at any time convert it into restricted stock. 

Restricted stock awards are shares of our common stock that vest in accordance with terms and conditions established 
by the Compensation Committee. Holders of restricted stock have all the rights of a Neutral Tandem stockholder. Until adoption of the 2003 
Stock Incentive Plan, it was more common for us to award shares of restricted stock than options. Since adoption of that plan, however, our 
compensation practice generally has been to award options rather than shares of restricted stock. The change was largely based upon the 
increased appreciation in the stock value, which would require employees to pay significant sums to purchase the restricted stock at the fair 
market value at the time of the grant. Shares of restricted stock that do not vest are subject to our right of repurchase or forfeiture. 

awards under the plan other than hy will or the laws of descent and distribution, 

Reshicfed Stock. 

Unless otherwise determined hy the Compensation Committee, the 2003 Stock Incentive Plan does not allow for the sale or transfer of 
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