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MetroNet Communications is Built for Business™. Founded in 1995, MetroNet has aggressively
expanded its market coverage and product breadth to become Canadd’s leading competitive
telecommunications provider and the country’s only national competitive local exchange carrier
(CLEC). MetroNet offers a new choice in local and long distance, voice, data networking and

Internet services to business and government customers across the country.
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FINANCIAL HIGHLIGHTS I

(in thousands, except per share amounts)
Years ended December 31

1998 1997 1996
Revenue $ 76238 $ 5893 $ 578 AT VEAR END I -
Net loss $(212,801) $ (36,449) $ (2,289) (in thousands) <
Net loss per share!” $ (6.04) $ (11.41) $ (1.68) Years ended December 31 =
. 1998 1997 1996 =
Weighted average z
shares outstanding'” 35,252 3,195 1,365 Cash and short-term =
EBITDA $ (49,986) $ (20,934) $ (2,229 deposits $ 854,729 $455725 $ 10,748 =
Capital expenditures $ 396,109 $112,642 $ 3,081 Working capital $ 851,745 $444,531 § 9,090 z
Gross property, plant
and equipment $ 870,819 $116,802 $ 4,093 ]
Total assets $2,657,711  $732,705 $ 15,101 ..
g
OPERATING DATA 1 Common shares outstanding 45,564 25,626 3,472 .
Years ended December 31 [1) Share and per share amounts reflect a 14or-2 stock consolidation coincident with the Company’s share ;
1998 1997 1996 reorganization at the time of its December, 1997 Initial Public Offering >
2) EBITDA is earnings before interest, taxes, depreciation and amortization, and non-recurring charge, and =
Cities in operoﬁon 11 5 1 . is commonly usej as a meosture r; 1]55\5! in uiderstlmdmg opero;mgtresu\!s. ’ ’ g
Cities under development 6 6 4 e
Infracity Route kilometres 3,513 170 32 -
Intracity Fibre kilometres 175,093 10,368 145 -
BU\‘dlﬂgS connected on-net ],675 153 28 1998 TOTAL SHAREHOLDER RETURN I 2
Lines in service 59,456 3,996 0
Voice grade equivalent 195%
(VGE) circuits 681,791 22,085 8,749 1%
Voice switches operational 8 5 0 100% ™
Frame Relay switches 11 5 0 -~
ATM switches 385 46 19 ok
Number of employees 955 428 13 . .
Number of sales employees 252 83 2 | T T -
o N 29%
25/0 ﬁ/’ 18% [ .
MNC.B METNF  TSE 300 TSE Dow Jones ~ S&P 500 S&p
(c$) (US$) Index Telephone Industrial Index Telephone
MetroNet Communications Utiliies Index ~ Average Index
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Message

to Shareholders

an exciting year of progress As we reflect back on the
many accomplishments of the past twelve months, it is clear that MetroNet
now proudly carries the flag as the pioneer and leader in competitive local
exchange services in Canada.

MetroNet Communications is the first, the largest, and the only national
facilities-based competitive local exchange carrier [CLEC) in Canada.
Established in 1995 with our roots in the data business, we built our first
fibre optic network to deliver asynchronous transfer mode (ATM) services
to fill the unmet needs of the oil and gas industry in Calgary, Alberta.
Since then we have rapidly evolved info a national, full service local and
long distance telecommunications and dafa networking services provider.

The Canadian voice and data telecommunications market generates
over $15 billion in revenue and is growing at almost ten per cent per
annum. With rapid growth and key acquisitions throughout 1998,

MetroNet is well positioned for success in this markef, as well as

penetration of the U.S.-Canada telecommunications traffic corridor, the
largest and most heavily utilized international telecommunications traffic
route in the world. MefroNet now has significant time to market and scale
advantages over any other actual or potential CLEC in Canada. We
operafe under one of the most conducive and simple regulatory
environments in the world for facilitiesbased competitive new entrants.

1998 began with a historic change in telecommunications in Canada.
The Canadian Radiofelevision and Telecommunications Commission
(CRTC) opened the local telephone market to competition on January 1st,
presenting MefroNet with an unprecedented opportunity fo gamer a
share of this large and growing market. Because MetroNet had
anficipated this deregulation and had begun constructing ifs networks and
building its sales and marketing teams, the Company was uniquely
positioned to attack this exciting market as soon as it opened. To mark

the occasion, on January st in Monireal, MefroNet made the first



telephone call over our own network to our first cusfomer connected

to these facilities.

focus | Throughout 1998 our focus was twofold. First, we focused intently
upon operational excellence. Our definition of operational excellence is the
focus, process and discipline around the hundreds of litile things in this very
complicated business that, when combined in harmony, enable low cost, high
quality and rapid cycle time. Operational excellence is never fully attained:
It is a mindset and a perpetual mission, the product of which is creating value
for our shareholders and, through doing so, for our customers, employees and
communities. Operational excellence is only achieved through the work of
experienced and motivated employees and leaders, and we are extremely
proud of the fopnofch team of 955 MetroNet employees who brought this
Company so very far during 1998.

Second, because we are in a business where scale and early market entry

are rewarded, in 1998 we focused on achieving both, through organic
growth and acquisition. This enabled us to rapidly expand our formidable
lead over our competitors and further solidify our competitive advantage. Our
rapid infernal growth during 1998 expanded both the number of cities in
which we operate, from 5 to 11, and the number of route kilometres of fibre
optic network, from 170 to 3,513. Most significantly, we grew the number
of telephone access lines in service more than fourteen-fold, from 3,996 to

59,456 as of December 31, 1998.

defining acquisitions | We made two defining acquisitions during
1998 that further strengthened MetroNet's strategic position and opened
multiple opportunities for us to continue delivering exceptional returns on your
investment in MefroNet Communications in the future.

On June 30, 1998, MefroNet acquired Rogers Telecom Inc. [RTI), the

competitive telecommunications division of Rogers Communications, one of

1998 HIGHLIGHTS 1

* Hevenue in 1998 grew more than twelve-fold to over $76 million.

» Access lines in service grew 14 times to 59,456 at year end, versus 3,996 at the end of 1997.

* C(oncluded the year with 3,515 route kilometres of fibre optics, accessing 1,675 buildings.

» The acquisitions of a nationwide fibre optic intercity network and Hogers Telecom Inc. further strengthened our strategic positioning in the marketplace.

 Raised approximately $1.5 billion in additional financing during the year, which we exited with $855 million in cash and short-term deposits to

continue funding our rapid growth.
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Canada’s largest cable television and media conglomerates. This transaction
added more than 3, 100 fibre route kilometres and over 1, 100 additional on-
net buildings. It also extended the reach of our fibre optic networks well
beyond the footprint that we had originally planned. We now have fibre
routes and access fo portions of the market that we could not have
economically justified prior to this acquisition. This was enabled by the cost
advantage that RTl gained by jointly constructing portions of their network with
Rogers Communications’ cable television network fibre rings. This exciting
acquisition also accelerated and expanded the development of our wholesale
business, something that we were in the formative stages of developing and
that is important to optimizing the utilization of our network and confributing
to financial refurns. Overall, the acquisition of RTl accelerated our business
plan by more than three years, eliminated what would likely have been one
of our largest facilitiesbased competitors, and absolutely solidified our
position as Canada’s largest CLEC.

Another very significant fransaction for MetroNet this year was our
October 1998 agreement to acquire a nationwide infercity and cross-border
fibre opfic network that will span more than 9,700 kilometres. We will use
this network to interconnect all of our CLEC networks in cities across Canada
utilizing foday’s most sophisticated  Infernet Profocol (IP) technology. This
strategic asset will help create considerable economic benefits for MetroNet,
now and well info the future. As this network is deployed through to the end
of 1999, MetroNet will possess the largest and most advanced end-to-end

faciliies-based competitive telecommunications network in Canada.

MetroNet had another very successful year in what were offen turbulent
capital markets. During 1998, we raised more than $1.5 billion of additional
financing fo execute our strategy of building state-of-the-art, integrated local
and long distance voice and data networks in and between all of the major
business centres across Canada. These financings included two ten-year note
offerings and a very successful equity offering. MetroNet exited 1998 with
over $855 million of unrestricted cash and short-term deposits on its
balance sheet to fund its exciting and rapid growth.
positioned for success Through the combination of our aggres-
sive network construction, back office development programs and key
acquisitions, MetroNet has built one of the most advanced, comprehensive
and strategic felecommunications assets in the world. With sales, installations
and network deployment all accelerating and the infegration of the RTI acqui-
sifion completed, we are executing across the business to rapidly capitalize on
the significant MetroNet opportunity. VWe exit 1998 with the scale, momentum
and resources necessary fo carry out our strafegy. As thousands of businesses
have already discovered, MefroNet is delivering on its commitment to provide
real choice and value in the Canadian felecommunications market.

We thank you for your continued support and investment in MefroNet

Communications.

[signed) D. Craig Young [signed) Philip R. Ladouceur

Philip R. Ladouceur
Chairman of the Board

D. Craig Young
President and Chief Executive Officer



THE METRONET STRATEGY

At MetroNet we have focused our growth around one thing — the advanced
telecommunications needs of business and government customers. With state-of-
the-art networks and service platforms, we are delivering a new and exciting
choice for telecommunications at exceptional value, backed by exceptional
service, to thousands of Canadian businesses. From our team of highly qualified
employees to our advanced infrastructure and systems, we have built a unique

set of tailored capabilities to respond to the needs of business.

[ to r: PHILIP R. LADOUCEUR, Chairman of the Board and D. CRAIG YOUNG, President and Chief Executive Officer
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What We Do

the opportunity | Canada’s local telecommunications services market was officially opened to
competition on January 1, 1998. On that historic date, MetroNet was the first competitive carrier to
complete a telephone call using its own local telecommunications facilities and fibre optic network. With
its successful early entry strategy and rapid fibre optic network build-out, MetroNet has established a
formidable lead as the premier alternative facilities-based provider of competitive telecommunications

services o business and government in this $10 billion market.

built for business ‘ Simply put, MetroNet provides telecommunications services, including local and
long distance voice, data and Internet services to business and government customers in markets across
Canada. literally from the ground up, MetroNet has built its services, networks and systems around the

unique and advanced needs of business customers.
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MetroNet is deploying highly advanced and reliable fibre optic networks and digital switching platforms within

major metropolitan areas and across Canada. Over these networks, MetroNet provides businesses with Lanada’s

only competitive, fully end-to-end nationwide solution for local and long distance voice, data and Internet services.
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A CLOSE-UP LOOK AT FIBRE OPTICS

Individual Optical Fibre
A fibre optic cable is a bundle of glass strands, each

Protective Coating approximately the same width as a human hair. laser-
generated light signals are transmitted through these fibre optic
Buffer Tube strands and converted into digital signals representing voice,
data, Internet and video traffic. These strands are wrapped in
protective plastic coatings to prevent signal interference and
are bundled around a Kevlar core to provide strength and
rigidity. MetroNet typically buries these cables in conduits,
deep under roads and through key rights-ofway in the urban
cores of our markets, extending all the way into buildings

where business customers are located.

Fibre Optic Cable Kevlar Strength | e Fibre optic systems deployed by MetroNet are far superior to

Member . existing copper networks in terms of reliability, transmission

PVC Jacket | : speed and capacity. A single pair of fibre optic strands is
: capable of carrying the equivalent of up to more than 20,000
times as much information as a 4-inch cable containing 400

copper wires.

Laser-Generated
Beam of Light




How We Do It

throughout each city ‘ MetroNet builds digital networks using leading-edge fibre optics and the
latest voice and data switching technologies. Fibre optic networks use laser-generated light to transmit
voice, data and video in digital format through ultra-thin strands of glass. These networks are deployed in
extremely reliable ring fopologies to buildings in which business customers are located. Fibre and facilities
are also connected fo switching offices of the incumbent telephone companies in collocation arrangements

that further extend the reach of MetroNet's network within a given city.

across the country ‘ In October 1998, MetroNet acquired a cross-country, broadband fibre optic
network to interconnect its city networks and to provide reach info the United States via strategic border crossing
points. Upon completion of this network, MefroNet will be the first company fo provide a tofal local and long

distance voice and data telecommunications solution across Canada using its own facilities from end to end.
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built for business MetroNet has deployed a core set of voice
telecommunications services designed specifically to help businesses do
business faster, better and more cost effectively. MetroNet’s core set of
voice telecommunications services can be combined with our most
popular business calling features, such as Call Waiting, Call Forwarding
and Calling Name and Number Display, as well as more sophisticated
services, such as Voice Messaging, Centrex, ISDN and PBX trunks. The
long distance voice products launched in 1998 feature rate plans that are
among the simplest and most cost effective in the industry, with a single
calling rate that applies 365 days a year, 24 hours a day to all North
American locations.

the backbone of business Telephone service has long been
the backbone of virtually all businesses. No other tool is so widely used
and so cost effective in driving sales and servicing customers. In January

1998, MetroNet was the first national competitive provider in Canada to

launch its own facilities-based local telephone service. By the end of
the year MetroNet served approximately 5,000 local service business
customers with 59,456 access lines.

Our local and long distance voice portfolio today includes local
business lines, a full suite of calling features, trunks, Centrex services and
ISDN. To complement these services and provide “one-stop shopping” for
our customers, MetroNet also provides the latest in voice messaging
service and telephone sefs.

As an early entry strategy in business communities where MetroNet
is currently constructing or is planning to construct networks, resale
arrangements are used to allow early selling and customer acquisition. As
networks are completed, customers’ services are then seamlessly migrated
to the MetroNet fibre optic networks. Through the 1998 acquisition of
Posicom, a Canadian long distance company, and arrangements with most
major long distance carriers, MetroNet has amassed a powerful portfolio

of long distance services. In the crowded long distance market, MetroNet



has differentiated itself with simple pricing programs that feature one rate
for all North American long distance calling. Similar rate plans have also
been launched for inbound, toll free calling. With the acquisition of our
nationwide intercity network late in 1998, long distance traffic between
MetroNet business centres will be migrated to our own intercity fibre

facilities, assuring the ultimate end-+o-end control over service and cost.

value for business MetroNet voice telecommunications services
are strategically priced to offer businesses better value for their telecom-
munications investment. In general, customers switching to MetroNet
realize at least a 10% to 15% savings versus their total spending with
their old service provider. MetroNet does not “nickel and dime” customers
with added charges and fees. MetroNet offers national coverage and a
leading-edge billing system that allows customization and consolidation of
billing for services and locations across the country and assists in
reducing customers’ administration costs.

reaching customers In 1998, MetroNet created a sales force
dedicated exclusively to the distribution of its voice service offerings. This
specialized team of highly trained and motivated individuals is focused on

marketing to businesses in buildings connected to MetroNet's networks.

To augment this sales channel, a national network of specially certified
agents is used to efficiently expand MetroNet's distribution capabilities. For
selected products and targeted programs, telemarketing strategies are
deployed. MetroNet has also established a unique sales force to capitalize
on wholesale opportunities for voice services, marketing to large carrier
customers including long distance carriers, wireless service providers, other
local exchange carriers and international telecommunications companies.
an exciting new choice In 1998, thousands of customers
discovered that MetroNet delivers an exciting new choice in local
telephone service. With the development of Local Number Portability
(LNP), that choice is now even easier to make. LNP allows our customers
to switch to MetroNet’s local service without having to change their
telephone numbers. The past year was one of significant progress in
implementing LNP. As a leader on the regulatory, technological and
procedural fronts, MetroNet was able to spearhead significant regulatory
progress and early testing and development of LNP. At year-end, LNP was
available in many of MetroNet's largest markets, with the remaining
markets to begin rollout over the first few months of 1999. The successful
delivery of LNP was achieved significantly faster than similar rollouts in

the U.S. markets.

In January 1998, MetroNet was the first competitive local exchange carrier (CLEC) in Canada to launch its own

facilities-hased local telephone service. By the end of the year, MetroNet was serving more than 5,000 local

service customers and had sold over 81,750 business access lines.
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MetroNet Building Access Node

BUILT FOR BUSINESS™

"As a small busingss, every opportunity for savings needs to be
exploited. When the Iocal telephone services market opened up, we
switched to MetroNet for better value and because they showed a
genuine interest in my business. The transition was smooth, the
service since has been exemplary and we're saving money that

goes right to the bottom line.”

LARRY KENDALL, President, Kendall Printing Company Limited — Toronto, Ontario



METRONET VOICE SERVICES
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Data

built for business MetroNet's heritage is in the data
communications business. The first products offered by MetroNet
were ATM (Asynchronous Transfer Mode) services launched in
mid-1995, providing service to the oil and gas industry over the
Company’s first fibre optic network in Calgary. This service provided
a unique solution to a business problem for oil and gas companies:
how to quickly move information to the right place at the right time
for use in making multi-million dollar exploration and drilling
decisions. This application of technology saved significant amounts
of time and dramatically improved the quality of business decisions
made by MetroNet’s customers. From the outset, MetroNet has been
Built for Business™.

business enabler MetroNet’s data services are used by our
customers to move data between business locations and trading

partners, whether it is across the city, across the country or around

the world. Because doing business profitably is about having the
right information in the right place at the right time, MetroNet has
built an advanced data network, connecting thousands of business
locations across the country. MetroNet's nation-wide ATM and Frame
Relay data networks can meet the most advanced and wide ranging
data networking services needs of business and offer the flexibility
and scalability required in today’s rapidly changing business
environment. MetroNet grew its data networking capability
significantly during 1998. The MetroNet data network now includes
385 ATM switches, 11 Frame Relay switches and more than 1,630
high-speed data ports in service.

data solutions MetroNet has rapidly evolved its product
portfolio, and now offers a full suite of data networking services.
Through the acquisition of Rogers Telecom Inc. (RTI) in mid-1998,

MetroNet significantly expanded its data network reach, customer



base and data product expertise. MetroNet’s data services portfolio
now consists of five core product lines: ATM, Frame Relay, Private
Line Services, Managed WAN and Transparent LAN. This powerful
portfolio of advanced services can provide business solutions for a
broad range of applications, including LAN interconnections, file
transfers, videoconferencing, e-mail, server back-ups and inter-
connection of PBXs, to name just a few. Access speeds for data
transfer range from 56 kilobits per second to OC-48 (2.4 gigabits
per second). MetroNet sales and engineering teams work with
customers to provide a total solution for data networking, including
the installation, configuration and maintenance of the customer’s
data equipment in many cases. Data network usage reporting
options are available to assist businesses in assessing their network
usage, performance and capacity requirements. MetroNet’s highly
competitive pricing structures have been developed to offer
customers unparalleled value in network performance. MetroNet's
Network Operations Centres (NOCs) in Toronto and Calgary
proactively monitor the status of our networks every minute of every
day to assure the uninterrupted performance of our fibre optic

networks across the country.

Doing business profitably is about having the right information in the right place at the right time. To help our

customers do their business better, MetroNet has built an advanced broadband data network that supports

reaching customers In 1998, MetroNet created a sales
force dedicated exclusively to the distribution of its advanced data
networking service offerings. This specialized team of highly trained
and motivated individuals is focused on marketing data networking
services to businesses in MetroNet's markets. This sales force targets
medium to large business and government customers, including
businesses in the financial, resource, entertainment and information
technology sectors. In addition, MetroNet has also created a sales
force dedicated to serving the unique needs of our wholesale

customers which include many of Canada’s long distance, cellular,

PCS, cable television and Internet providers.

thousands of businesses with ATM, Frame Relay and Internet Protocol services.
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BUILT FOR BUSINESS™

We've been delighted with MetroNet's service from the beginning.

g Everyone we deal with at MetroNet has been very supportive and

quick to address our needs. Not only do they deliver on service

0

o\

and performance, they deliver on cost as well.
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DAVID LEZETC, Clearly Canadian Beverage Corp. — Vancouver, British Columbia

MetroNet Building
Access Node

" MetroNet ATM Node



METRONET DATA SERVICES
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Internet

a new reality The Internet revolution rages on. But the hype
of years past has been replaced by a new reality. The Internet is now a
standard business tool and an essential enabler of the new information
age. Many businesses are abandoning private networks in favour of
lower-cost, secure Internet access. In turn, suppliers and customers need
reliable, high-speed connectivity in order to stay connected to their
business partners. MetroNet is helping business harness this new reality

and use the Internet as a powerful weapon to do business faster, better

and cheaper.

internet solutions ‘ Our Business Internet Service leverages our
extensive fibre optic networks in major metropolitan areas and across
Canada, delivering a wide range of high-speed Internet access options,
ranging from fractional DS-1 (128 kbps) to ATM-based Internet connec-
tions of up to 45 Mbps. The network is configured with multiple, diverse
DS-3 links to the U.S. Internet backbone, with over 300 Mbps of available

bandwidth. In addition to offering high-speed Internet access to business
customers, MetroNet serves the Internet Service Provider (ISP) community
with a selection of services specifically designed to improve their
technical and business performance. MetroNet's Virtual Point of Presence
Service (VPOP), the first competitive offering of its kind in Canada,
provides ISPs and corporate customers with a scalable and flexible
platform for managing modem pools using ISDN or dial-up connections.
ISPs can also utilize MetroNet's Server Park Service to economically
extend their reach into remote markets without having to establish a
physical presence of their own.

built for business Whether serving corporate users or ISPs,
MetroNet's portfolio of Internet Services is designed to enable business
transactions using the new reality of the Internet. MetroNet's pricing
and service levels offer the even newer reality of value from an

alternative provider.
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BUILT FOR BUSINESS™

’MetroNet is the first competitive local exchange carrier that is
investing heavily in its national infrastructure, including service,
support and consolidated billing. Beyond upwards of a 20% cost
savings on monthly invoices, the level of service and support from
MetraNet is phenomenal compared to the incumbent telephone

Ve

company. MetroNet is an ideal strategic partner for our business.

P.S. (PARM) GILL, Executive Vice President, Cyberus Online Inc.— Ottawa, Ontario
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Custamer Care

MetroNet utilizes superior customer service to distinguish itself from
incumbent local telephone carriers through proactive initiatives and
effective response to our business customers’ needs. MetroNet's Customer
Care philosophy is centered on the three simple notions of prevention,
access and resolution.

prevention Before any of our services are sold to customers, they
are built to be the most reliable, efficient and maintainable in the industry.
Our networks are built with full redundancy and routing diversity. Our
digital switching equipment is the very latest from world-class providers.
Our highly trained sales and customer contact personnel educate and

assist customers in using our services.

access The second step in providing exceptional service is making
sure that customers can quickly and easily reach a person who can
enhance their service or solve a problem. Through our National Customer
Care Centres with toll free access anytime, MetroNet delivers single point
of contact service across the country. As well, our Customer Care Centres
can be reached via e-mail and our secure Web facilities. All systems that

customers contact are monitored 7 days a week, 24 hours a day.

resolution | MetroNet has built provisioning and billing tools that allow
modifications and repairs to services or billing to occur quickly and effi-
ciently, often even remotely. Our two national Network Operations Centres

are powerful and intelligent centres to assist in solving problems quickly.

Our goal is simple: to provide our customers with the best customer service available in the Canadian

telecommunications industry.
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Financial Review

1998 ANNUAL REPORT

1998 was an impressive year of achievement for MetroNet that saw explosive growth in revenue,
access lines and network asset deployment. Through strong organic growth and several key acquisitions,
MetroNet has assembled a unique and scarce set of strategic telecommunications assets. With $855 million

of unrestricted cash and short-term deposits, MetroNet exited 1998 well funded to continue executing

METRONET COMMUNICATIONS

its growth strategy.
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Management's

and Analysis

The following discussion and analysis should be read in conjunction with the Company’s Consolidated Financial Statements and the notes thereto and the other

financial data appearing elsewhere herein.

(All amounts are stated in thousands of Canadian dollars, except where otherwise noted.)

Discussion

OVERVIEW I

MetroNet Communications Corp. (the “Company” or “MetroNet’] was
founded in 1995 to provide broadband local telecommunications services
to business and government cusfomers. MetroNet currenﬂy offers, or is
preparing fo offer, local voice and data services in Canada’s largest cities.
MetroNet's goal is to be the first and leading national facilitiesbased
provider of competitive local telecommunications services to business and

government customers in Canada, and the principal and preferred choice

to the incumbent local exchange carrier ["ILEC") in each of the Company'’s $5,893
target markefs. The Company believes that with the May 1, 1997 release S@ i
by the CRTC of a series of decisions, which effectively opened Canada’s \%‘ 97

local switched telecommunications services market to competition on

ANNUAL REVENUE

(in thousands)

January 1, 1998, MetroNet is well positioned fo compete for a portion
of the ILEC’s historically monopoly-controlled local business and
government market.

The development of the Company’s business and the build out of ifs networks in ifs
target markets will require significant expenditures. The Company has made the strategic
decision to build high capacity networks with broad market coverage, which increases
its level of capital expenditures and operating losses during the early phase of ifs

development, but which the Company believes will enhance the future financial

$76,238

performance by enabling greater margins as the business matures.

N

The Company’s principal operating expenses consist of service costs;

selling, general and administrative costs ("SG&A”); and depreciation.

Service costs consist of costs directly associated with servicing the
operations of the Company’s networks, such as service personnel,

expenses associated with fibre leases where it does not presently have its

own facilities, local and long distance transport, maintenance agreements,
rights-of-ways fees, municipal access fees, hub site lease expenses and

leases of utility space in buildings connected to the Company’s networks.

" SG&A costs include the costs of sales and marketing, including the costs of
sales and marketing personnel, promotional and advertising expenses,
corporate administrative expenses and general office costs. As the
Company further develops its target markets and expands info new
markets, both service costs and SG&A will continue fo increase in advance of realizing
corresponding revenue levels. Significant amounts of marketing expenditures may be
necessary for such development and expansion in order for the Company to build a
customer base large enough fo generate sufficient revenue to offset such marketing
expenses. In addition, SG&A may increase as a percentage of total revenue in the short-

term after the Company enters a new market, because many of the fixed costs of
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providing service in new markets are incurred before significant revenue
can be expected from those markets. As anticipated in the Company’s plan,
MetroNet has experienced operating losses and generated negative cash
flow from operations since its inception. The Company expects fo continue
fo incur operating losses and fo generate negafive cash flow from

operations at least through 1999 and expects negative cash flows from

$732,705

operafions and net losses fo contfinue for the next several years thereafter

due fo the activities underfaken while it installs and expands its networks and

develops its business. $15,101

AN
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note offerings ‘ The Company has issued and sold nofes in four

TOTAL ASSETS

(in thousands)

offerings during 1997 and 1998 with stated amounts fotaling
US$1,581.0 million. The details are as follows:

10.625% Note Offering

On November 12, 1998, the Company issued and sold US$225.0 million of 10.625%
Senior Notes due 2008 (the “10.625% Notes”) at a price of 100% of the principal
amount per Note ("the 10.625% Note Offering”). The 10.625% Notes will mature on
November 1, 2008. Interest on the 10.625% Notes will be payable semiannually on
May 1 and November 1 of each calendar year at the rate of 10.625% per annum,

commencing May 1, 1999.

9.95% Note Offering

On June 10, 1998, the Company issued and sold US$936.0 million stated amount
at maturity of its 9.95% Senior Discount Notes due 2008 (the 9.95% Notes’)
[US$971.0 million after taking info account the effect of the initial purchasers” exercise

of their over-allotment option which closed on July 7, 1998). The 9.95% Notes will

$2,657,711 mature on June 15, 2008. The 9.95% Notes were issued at an issue price

h N

of US$614.55 per US$1,000 stated amount at maturity to generate gross
proceeds of US$575.2 million (US$596.7 million after taking info account
the effect of the initial purchasers’ exercise of their over-allotment option),
(the "9.95% Note Offering”). The 9.95% Notes bear inferest on the issue
price at a rate of 9.95% per annum computed on a semiannual bond

equivalent basis from the date of issuance.

10.75% Note Offering
% On October 30, 1997, the Company issued and sold US$170.0 million
stated amount at maturity of its 10.75% Senior Discount Notes (“the
10.75% Notes"). The 10.75% Notes will mature on November 1, 2007.
The 10.75% Notes were issued at an issue price of US$592.24 per
US$1,000 stated amount at maturity, fo generate gross proceeds of
US$100.7 million (the “10.75% Note Offering”). The 10.75% Notes will bear interest
on the issue price at a rate of 10.75% per annum computed on a semiannual bond
equivalent basis from the date of issuance. In the period prior to November 1, 2002,
interest at a rate of 10.75% per annum will accrue on the issue price but will not be
payable in cash. From November 1, 2002, inferest at a rate of 10.75% per annum on

the stated amount at maturity of the 10.75% Notes will be payable in cash semiannually

on May 1 and November 1 of each year, beginning May 1, 2003.

12.0% Note Offering
On July 25, 1997, the Company issued and sold 250,000 Units, each consisting of a
US$ 1,000 principal amount 12.0% Senior Note (“the 12.0% Notes”) and one warrant

fo acquire 1.715 Class B NonVofing Shares, for an aggregate purchase price
of US$250.0 million [the “12.0% Note Offering”]. The 12.0% Notes will mature on
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August 15, 2007. Inferest on the 12.0% Notes will be payable semi-
annually on February 15 and August 15 of each year af the rate of 12.0%
per annum, commencing February 15, 1998. Upon the closing of the
12.0% Note Offering, the Company purchased US$46.7 million of US
government obligations which are held by the Company in a separate
account fo pay for the first three regularly scheduled interest payments due
on the 12.0% Notes from February 15, 1998 through February 15, 1999.
In addition, the Company purchased and placed in a pledge account
US$38.8 million of US government obligations (“the Pledged Securifies’)
which will, upon receipt of scheduled principal and inferest payments on

such securities, provide for payment in full of the three regularly scheduled

2
‘ -9 "
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On October 30, 1998, the Company entered info two agreementfs to
purchase 12 fibre opfic strands and associated communication shelfers
for a total purchase price of $213.1 million. The Company has paid
$20.2 million of this purchase price to date, of which $80.2 million
has been dllocated to property, plant and equipment. The Company has
committed fo pay the balance as the routes are completed. The remaining
$10.0 million paid represents a deposit on uncompleted segments and has
been included in other assefs. Completion of the final route is scheduled

for December 1999.

credit facilities ‘ The Company has entered info an agreement

SALES EMPLOYEES

inferest payments due on the 12.0% Notes from August 15, 1999 through

August 15, 2000. The Pledged Securifies have been pledged as security

for the benefit of the holders of the 12.0% Notes. The 250,000 warrants to acquire a
fotal of 428,625 Class B NonVofing Shares are exercisable after July 25, 1998 and
before August 15, 2007 at an exercise price of US $0.02 per share which was paid
as part of the 12.0% Note Offering.

See additional discussion of the Note Offerings in Note 7 to Consolidated Financial Statements.

acquisitions ‘ Effective June 30, 1998 the Company purchased all of the issued
and outstanding shares of Rogers Telecom Inc. (subsequently renamed MefroNet Telecom
Inc. or “MTI"). The acquisition has been accounted for by the purchase method of
accounting and the results of operations have been included from the date of acquisition.
Purchase consideration, before acquisition expenses and any working capital
adjustment was approximately $1.05 billion, comprised of $600.0 million in cash and

$450.0 million in common shares.

with a Canadian chartered bank (“the Bank”) under which the Bank has

agreed fo loan $40 million to the Company on a threeyear revolving
credit basis (the “Bank Facility’]. At December 31, 1998, nothing was drawn on this
facility but there were lefters of credit outstanding against the facility of approximately
$5.7 million.

On August 21, 1998 MefroNet cancelled its vendor financing facility with Northern
Telecom Limited (“Nortel”) and on September 4, 1998 MetroNet cancelled its equipment
loan facility with General Electric Capital Canada, Inc.

On February 23, 1999, the Company entered into a $200 million bank facility with
a syndication of various financial institutions. $75 million of the facility is Non-Revolving
and $125 million is Revolving. Draws under the Non-Revolving and Revolving facilities
shall be made on or prior to December 31, 2002 and March 31, 2006, respectively.
The bank facility can be cancelled or reduced at any time at the option of the Company
without penalty. The bank facility has scheduled quarterly repayments of principal starting
on March 31, 2003 until December 31, 2006, when the bank facility is cancelled.
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Outstanding principal amounts under the bank facility bear interest, at the Company's
opfion, equal fo the Prime Rate plus 2% or the market rate for bankers acceptance plus
3%. The bank facility is secured by supporting security granted by the Company's wholly
owned subsidiaries and a general security agreement. The bank facility includes financial

and other covenants such as restrictions on the Company’s ability to create additional or

alter the provision of, or make prepayments on existing debt, permit liens, sell assets, and
make investments. Security under this bank facility must be put in place by August 31,
1999 or the facility will be cancelled. Once security is in place, this bank facility will

replace the $40 million bank facility described above.

RESULTS OF OPERATIONS I

Year ended December 31, 1998
Compared to Year ended December 31, 1997

revenue Revenue for the year ended December 31, 1998 was
$76,238 compared to $5,893 for the year ended December 31, 1997.
For the year ended December 31, 1998, voice service revenue was
approximately $26,754 of which $15,344 was derived from local
service and $11,410 was derived from long distance. Data and transport
revenues were approximately $44,465 of which $12,762 was generated
from a combination of Asynchronous Transfer Mode ("ATM”), frame relay

and AN inferconnect services, $5,976 was generated from Infernet

related services and $25,727 was generated from private line sales.

81,762

4

6,796

* §
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costs and expenses ‘ Service costs increased to $64,487 for the
year ended December 31, 1998 from $7,687 for the year ended
December 31, 1997. The increase was primarily atiributable to the
Company's confinued growth and offering of private line, dedicated access
ond frame relay services during 1998. In addition, increased rental
expense under the Company’s fibre leases with the City of Calgary and
Toronto Hydro, the underlying cosfs of resold voice telecommunications
services, and service cosfs associated with the acquired businesses added
fo the service costs in 1998. The Company expects service cosfs, and the
rafio of these service costs to system fee revenue, fo increase through the

end of 1999 as the Company continues ifs expansion info its farget markets

ACCESS LINES

Data and telecommunications equipment and service sales of $5,019
comprised the remainder of the revenue for the year. For the year ended
December 31, 1997, revenue was comprised primarily of data transmission, dedicated
access and private line fees of $3,031 and fees related to management of deskiop
computers and routers of $2,482. The remaining $380 was comprised of resale fees

and equipment sales.

SOLD

and continues to expand its product offerings.
The Company's SG&A expenses increased to $61,737 for the
year ended December 31, 1998 from $19,140 for the vyear ended
December 31, 1997. The largest contributor fo the increase was salary and benefits

which rose to $30,450 for the year ended December 31, 1998 from $9,733 for the

year ended December 31, 1997. This increase resulted primarily from the Company’s
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continued expansion of its adminisirative and sales personnel in connection
with the introduction of dedicated access, private line and frame relay
services during 1998 as well as cosfs associated with employees gained
from the acquisition of MTI. The number of employees employed by the
Company increased from 428 employees af December 31, 1997 to 955
at December 31, 1998.

Depreciation and amortization expense increased to $54,668 for the
year ended December 31, 1998 from $3,103 for the year ended
December 31, 1997. The increase is a result of increased levels of 8,749
telephone network equipment and computer equipment the Company has

placed into service and the amortization of goodwill and the non-compete

22,085

N

681,791 $15 million, the 12.0% Note Offering and the 10.75% Note Offering.
\ Interest expense of $127,891 for the year ended December 31, 1998

represents primarily the inferest accrued on the 12.0% Notes, the 10.75%
Notes, the 9.95% Notes and the 10.625% Notes. Interest expense of
$20,978 for the year ended December 31, 1997 represents interest on
the 12.0% Note Offering which was completed in July 1997 and the
10.75% Note Offering which was completed in November 1997.

net loss ‘ The Company's net loss increased to $212,801 for the year
ended December 31, 1998 from $36,449 for the year ended December

31, 1997. These losses are consistent with the Company’s plans and the

CIRCUITS IN

agreement related to the acquisition of MTI.

During the year ended December 31, 1998 the Company recorded a
charge of $9,200 for integration costs related to its acquisition of MTI. This charge
includes costs related to the consolidation of the network operation cenfres of the
Company and MTI, cosfs to consolidate office locations and other onetime costs o

infegrate the operations of the two companies.

interest income (expense) ‘ The Company had interest income of $36,659
for the year ended December 31, 1998 compared to inferest income of $10,066 for
the same period in 1997 Interest income for 1998 was earned primarily on the balance
of proceeds of the 12.0% Note Offering, the 10.75% Note Offering, the Initial Public
Offering completed in December 1997, the 9.95% Note Offering, the equity offering
completed in August 1998 and the 10.625% Note Offering. Interest income for 1997

was eamed primarily on the proceeds of the 1996 Private Placement which generated

SERVICE (VGEs)

startup nature of ifs current operations.

EBITDA and cash flow from operations ‘ EBITDA losses increased tfo
$59,1806 for the year ended December 31, 1998 ($49,986 excluding the integration
costs related fo the acquisition of MTI), from $20,934 for the year ended December 31,
1997 Cash flow used in operations, as porfrayed in the accompanying statements of
changes in financial position, also increased from $6,004 for the year ended December
31, 1997 to $83,232 for the year ended December 31, 1998. The EBITDA losses and
negative cash flow from operations reflect the increasing operating and SG&A expenses
noted above resulfing from the development and expansion of the Company’s networks
and systems. EBITDA is a financial measure commonly used in telecommunications and
other industries and is presented fo assist in understanding the Company’s operating
results. However, it is not infended to represent cash flow or results of operations in

accordance with Canadian or U.S. GAAP.
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Year ended December 31, 1997

Compared to Year ended December 31, 1996

revenue ‘ Revenue for the year ended December 31, 1997 was
$5,893 compared to $578 for the year ended December 31, 1996. For
the year ended December 31, 1997, revenue was comprised primarily of
data transmission, dedicated access and private line fees of $3,031 and

fees related to management of desktop computers and routers of $2,482.

175,093 benefits from $1,694 in 1996 1o $9,733 in 1997. This resulted primarily

4

from the Company’s continued expansion of its administrative and sales
personnel in connection with the infroduction of dedicated access, private
line and frame relay services during 1997. Salaries and benefits to
employees of the acquired businesses also accounted for a portion of the
increase in 1997. The number of employees employed by the Company
increased from 13 employees at December 31, 1996 to 428 af

The remaining $380 was comprised of resale fees and equipment sales. 10,368 December 31, 1997.
Revenue for 1996 was derived primarily from the Company’s ATM service 145 “ Depreciation and amorfization expense increased to $3,103 for
and installation fees in Calgary. The Company began offering ATM ‘ - g % the year ended December 31, 1997 from $262 for the year ended

services in Calgary in July 1995 and in early 1997 expanded its data

December 31, 1996. The increase was a result of increased levels of

FIBRE STRAND
fransmission services in Calgary fo include frame relay and commenced KILOMETRES telephone network equipment, computer equipment and vehicles the

offering dedicated access and private line services.

costs and expenses ‘ Service costs increased to $7,687 for the year ended
December 31, 1997 from $409 for the year ended December 31, 1996. This increase
in service costs was primarily atiributable to the Company’s confinued growth and
offering of private line, dedicated access and frame relay services during 1997. In
addition, increased rental expense under the Company’s fibre leases with the City of
Calgary and Toronfo Hydro, the underlying costs of resold voice telecommunications
services and service costs associated with the acquired businesses added to the service
costs in 1997.

The Company's SG&A expenses increased from $2,398 for the year ended
December 31, 1996 1o $19,140 for the year ended December 31, 1997. The largest

contributor fo the increase in SG&A expense was an $8,039 increase in salaries and

Company has placed into service and the amortization of costs associated

with the purchase of acquired businesses.

interest income (expense) ‘ The Company had interest income of $10,066
for the year ended December 31, 1997 compared fo interest income of $221 in 1996.
Inferest income in 1997 was eamed on the balance of proceeds of the 1996 Private
Placement, the 1997 Private Placement, the proceeds of the 12.0% Note Offering, the
10.75% Note Offering and the Initial Public Offering. Interest income in 1996 was
earned on the proceeds of the 1996 Private Placement. Interest expense of $20,978
for the year ended December 31, 1997 represents the interest accrued on the 12.0%
Notes and 10.75% Notes. Interest expense of $19 for the year ended December 31,
1996 includes interest on funds borrowed under a bank credit facility that was repaid

in July 1996.
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net loss ‘ The Company's net loss increased to $36,449 for the year ended
December 31, 1997 from $2,289 for the year ended December 31, 1996. These
losses are consistent with the Company’s plans and the current startup nature of

its operations.

EBITDA and cash flow from operations | EBITDA losses increased fo
$20,934 for the year ended December 31, 1997, from $2,229 for the year ended

December 31, 1996. Cash flow used in operations, as portrayed in the accompanying

stafements of changes in financial position, also increased from $2,028 for the year
ended December 31, 1996 to $6,004 for the year ended December 31, 1997. The
EBITDA losses and negative cash flow from operations reflect the increasing operating
and SG&A expenses noted above resulting from the development and expansion of the
Company's nefworks and systems. EBITDA is a financial measure commonly used in the
telecommunications and other industries and is presented fo assist in understanding the
Company's operating results. However, it is not intended fo represent cash flow or results

of operations in accordance with Canadian or U.S. GAAP.

LIQUIDITY AND CAPITAL RESOURCES I

At December 31, 1998, the Company's current assefs of $947,762,
including cash and short-term deposits of $854,729, exceeded current
liabilities of $96,017 which provided a working capital surplus of
$851,745. Working capital surplus ot December 31, 1997 was
$444,531. The increase in working capital is aftributable fo the proceeds
of the 9.95% Note Offering, the equity offering completed in August 1998
and the 10.625% Note Offering less expenditures on property, plant

and equipment and the acquisition of MTl and other business and

Expenditures on networks, equipment and relafed assefs totaled

19
related assets. ‘
A
96

$396,109 during the year ended December 31, 1998. These

385
b N

Other longterm assefs increased to $155,721 at December 31,
1998 from $23,286 at December 31, 1997. The increase relates to
the value assigned to the non-compete agreement signed in conjunction
with the acquisition of MTI, premiums paid on two options purchased fo
hedge exchange rafe fluctuations on debt denominated in U.S. dollars
and cosfs associated with the issuance of debt. Debt issuance costs
have been deferred and will be amortized over the respective ferms of
the related debt.

As expected, the Company's sfartup operations have nof generated
" sufficient cash flow from its inception in 1995 through December 31, 1998

fo enable it to meet ifs capital expenditure, debt service and other cash

ATM SWITCHES

expenditures reflect the purchase of equipment, rights-of-ways, develop-
ment of a customer care system and laying fibre to focilitate the Company’s confinued
expansion of its dedicated access, private line, and data networking services in its

target markefs.

needs. Cash for the aforementioned items was provided by private
placements, the 12.0%, 10.75%, 9.95% and 10.625% Note Offerings, the Company's

Inifial Public Offering and the equity offering completed in August 1998.
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The Company is a holding company that derives, and will derive, all of
its operating income from MefroNet Group and any future subsidiaries. The
Company expects that inferest income and principal repayments on loans
made to ifs subsidiaries, and, fo a lesser extent, fees paid to the Company
by MefroNet Group pursuant fo an agreement in respect of management
services provided by the Company, will be the principal sources for the
funds necessary for it to meet ifs obligations. MetroNet Group and any
future subsidiary of the Company will be separate and distinct legal enfities
and will have no obligation, contingent or otherwise, to pay any dividend
or to make any other distribution to the Compony, other than for such

management services and the payment of interest and principal payments

11
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fo fund its costs of consfructing, developing, acquiring and improving its
telecommunications  networks through ot least the next 18 months.
Thereafter, the Compony may require additional finoncing. The extent of
additional financing required will depend upon the rate of the Company's
expansion and the success of ifs business.

If the Company requires additional capital to complete the planned
build out of its networks in ifs farget markets, or if customer demand in such
markefs exceeds current expectations, the Company’s funding needs may
increase, possibly fo a significant degree. The Company will continue to
evaluate additional revenue opportunities and strategic initiatives in each of

its markets, as well as in additional markefs. As economically affractive

FRAME RELAY

on such loans from the Company, or otherwise to pay amounts due with
respect fo the Company'’s indebtedness or to make funds available for such
payments. The ability of the Company's subsidiaries to make payments will be subject to,
among other thmgs, the ov0i|obi|if\/ of sufficient cash.

The competitive local services business is capital intensive. The Company's operations
will continue fo require substantial capital to fund the development and build out of ifs
networks and services in its farget markets, to fund the confinued development of its
planned services and for its other general corporate purposes, including funding
operafing losses and working capital needs. The Company plans to continue deploying
capital for the development and expansion of networks in its target markets in order fo
offer a full array of dedicated access, private line, data transmission and local switched
voice services in those markets. The Company’s capital expenditures are expected fo be
$460 million for the twelve months ending December 31, 1999. The majority of these
expenditures will be made to continue to build out the Company’s networks. The
Company believes that the net proceeds of the recently completed 10.625% Offering,

Togefher with other sources of funds available to it, will provide it with sufficient |iquidif\/

SWITCHES

opportunities develop, the Company may make odditional capital
investments in its networks, build new nefworks or consummate strategic
alliances or acquisitions fo pursue such opportunities. The Company expects that
potential additional funding needs could be met by raising additional equity and/or debt
Copiio|, borrovving under future credit facilities, entering info joint ventures with strategic
partners or a combination of such options. There can be no assurance, however, that the
ferms of ifs existing or future indebtedness or credit facilities will permit the Company fo
raise sufficient additional debt capital, or that the Company will be successful in raising
sufficient additional copifo|, obfoining such borrowmgs or enfering info such joint ventures
fo meet ifs funding needs or that such options, if available at all, will be available on o
timely basis or on terms that are acceptable to the Company.

The Company'’s expectations of required future capital expenditures are based on the
Company’s current estimates and plans. There can be no assurance that the amount of
funds actually required to complete the planned build out of the Company's networks in

its target markefs will not exceed the Company’s currently anticipated expenditures.
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risk management Some of the Company's assets and liabilities are denomi-
nated in U.S dollars. The Company hedges ifs exposure fo foreign currency exchange
risk on longterm debt by designating existing foreign currency denominated monetfary

assefs as hedge instruments and through the use of options, cross-currency swaps and

forwards. Foreign exchange gains and losses on hedge instruments are recorded in the

same period as the corresponding gains and losses on longferm debt.

The Company is also exposed to fluctuations in interest rates. The Company’s long
term debt is set at fixed rafes, but there are significant monetary assets that are dependent
on floafing interest rates. The Company uses a rigorous sysfem of internal controls and

investment criteria to mainfain minimum exposure fo possible interest rafe fluctuations.

IMPACT OF YEAR 2000 I

Many computer programs and microprocessors were designed and developed without
considering the impact of the transition to the year 2000. As a result, these programs
and microprocessors may not be able to differentiate between the years “1900" and
"2000"; the year 2000 may be recognized as the two-digit number “00". If not
corrected, this could cause difficulties in obtaining accurate system data and support.

The Company is currently in the midst of its Year 2000 project which will determine
what actions yet need fo be taken in order to be ready for the Year 2000. The
Company's definition for Year 2000 readiness is as follows:

"The capability of a Product, when used in accordance with its associated
documentation, to correctly process, provide and/or receive dafe data within and
between the 20th and 21st centuries, provided that all products used with the Product

properly exchange date data with it."

project scope ‘ The scope of the Year 2000 project within the Company is to
address the following areas of ifs business as it relafes to Year 2000 readiness:
hardware, vendorowned software, infernal software, facilities, manual processes,
outside suppliers, contingency planning, infemnal awareness, vendor assurance and

customer assurance.

There is a six-step Year 2000 methodology: inventory, assessment, friage,
construction and remediation, festing and imp|ement0ﬁon.

1. Inventory: The first phase was to inventory all systems, capture current Year 2000
status information, and obtain Year 2000 compliance statements from vendors.
The Company has completed the inventory step.

2. Assessment: In this phase, the repair options for each invenfory item were determined.
Assessment has been completed for all of the Company’s business units. The issues
considered in developing the repair option included the following:

o Cost — what is the cost of the repair options and whether it is more effective to replace
the item or repair if.

e Time — what is the effort (time] required to execute the repair opfions. Those ifems
requiring longer lead times are given priority.

e Resource requirements — what resources are required fo fix the ifem.

e Contingency requirements — what altfernatives can be found to mitigate the Year 2000
issue.

3. Triage: The purpose of this phase in the Year 2000 process was fo prioritize the
Company's efforts for repairing the non-compliant Year 2000 items. Triage has been

completed for all of the Company’s business unis.
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4. Construction: When the repair option has been selected, the Company will execute
the repair option defermined in the assessment. Construction is currently under way
and is expected fo be completed by March 31, 1999. The repair phase may include
unit testing and validating the system using the current date values before proceeding
with tesfing future dates.

5. Testing: This phase ensures that the repair phase has resulted in Year 2000 readiness
and has not infroduced other errors info the system. Testing is expected to be
completed by March 31, 1999. Several test cases are run for each of the following
suspect dates: 9/9/1999; 12/31/99; 1/1/2000; 1/2/2000; 2/28/2000;
2/29/2000; 3/1/2000; 12/31/2000; 1/1/2001; 2/28/2001 and
3/1/2001. Date testing will be incorporated into the Company's application life-
cycle management, as all future enhancements must be defermined to be Year 2000
compliant. Additionally, the Company has infroduced Year 2000 compliance clauses
info supplier contracts.

6. Implementation: When the repaired module/system is ready for production, the
implementation may include more than just implementing hardware and software.
It may also include: postimplementation data integrity tests, changing regression tests
for all future enhancements, complefion of any required dafa conversions, provision
of any required fraining and life cycle management of any femporary bridges.

The implementation of all repairs is expected to be completed by June 1999.

industry collaboration ‘ The Company, along with every large Canadian
telecommunications company, is a member of the National Year 2000
Telecommunications Industry Forum (the “Forum”). The goal of the Forum is the continued
infegrity and operation of the Canadian telecom system for basic national services
[emergency, local, long distance, tollfree, wireless and operator services). Each member

represents the Forum on behalf of its customers and audiences. The key areas of focus

are: managing discussions with vendors, thorough testing of interconnected
telecommunications networks and establishing industry contingency plan.

MefroNet has purchased and designed numerous computer systems since ifs
inception. MetroNet believes, based on advice from its vendors, that its systems will be
Year 2000 compliant and capable of functioning after December 31, 1999. However,
the Company does and will confinue fo inferconnect certain portions of its networks and
systems with other companies’ networks and systems, certain of which may not be as
Year 2000 compliant as those installed by MefroNet. While MetroNet has and will
continue to make all reasonable efforts fo assure the full functionality of its networks and
systems after December 31, 1999, and is acfively working with those companies whose
systems it interfaces with and/or relies upon, there can be no assurance ifs own systems,
or those of third parties with which it inferacts, will be fully Year 2000 compliant before
December 31, 1999. The Company also sells its felecommunications services to many
companies who rely upon computerized systems fo make payments for such services.
There can be no assurance that these companies will make their own systems fully
compliant before December 31, 1999 to assure fimely payments to the Company for
telecommunications services which it provides. While the Company has discussed these
matters with other companies it interconnects with and sells its services fo, there can be
no assurance that any pofential impact associated with incompatible systems after
December 31, 1999 would not have a material adverse effect on the Company's
business, financial condition, results of operations or prospects.

The Company currently estimates that it will incur expenses of approximately
$1.8 million to complete its Year 2000 readiness efforts, $1.0 million of which has been
incurred through December 31, 1998. The costs include the cost of consultants used to
implement the Year 2000 plan, hardware costs and software costs. These costs, which
may vary from the estimates, have been, and will continue to be, expensed as incurred.

Such cosfs, however, are not expected to have a material adverse effect on the



MANAGEMENT'S DISCUSSION AND ANALYSIS

Company'’s business, financial condition, results of operations and prospects.
Additionally, such costs do not include costs that may be incurred by the Company as a
result of the failure of any third parties, including suppliers, to become Year 2000
compliant or costs fo implement any confingency plan.

The Company has begun to develop contingency plans to handle its most reasonably
likely worst case Year 2000 scenarios and expecfs fo have a contingency plan

complefed by June 1999.

While the Company's efforts are designed fo be successful, because of the complexity
of Year 2000 issues and the inferdependence of organizations using computer systems,
there can be no assurance that the Company’s efforts or those of a third party with which
the Company interacts will be safisfactorily completed in a timely fashion. Failure by the
Company, its major vendors, other material service providers or customers to adequately
address their respective Year 2000 issues in a timely manner (insofar as they relate to the
Company’s business) could have a material adverse effect on the Company’s business,

financial condition, results of operations and prospects.

CORPORATE GOVERNANCE 1

The Board of Directors of MefroNet is responsible for the overall stewardship of the
Company including planning, directing and controlling issues which are pivotal in
determining the direction and strategy of the Company. The Board considers manage-
ment development, business development, financing arrangements and other matters
requiring Board approval by law. The Board reviews the systems being put in place to
manage the identifiable risks of the Company as well as the integrity of the infernal
confrol and management information systems. The Board also reviews and confirms
decisions and recommendations made by senior management where appropriate, but
does not generally involve itself in the day-to-day operations of the Company.

The Board is comprised of eleven members and has extensive knowledge of the

Company and of the felecommunications industry, which enhances its overall effectiveness.
The Board has established several committees to assist it in carrying out ifs responsibilifies.

The Compensation Committee is comprised of four members who meet periodically
fo consider and approve compensation plans for all officers and employees. The Audit
Committee has three members and is responsible for overseeing the Company's internal
confrols and the systems in place to manage the risks that face the Company.
The Executive Committee is comprised of three members who work closely with
management on various projects and who assist management on an ongoing basis. The
three member Corporate Governance Committee reviews Board governance practices

and evaluates director and Board performance.

The information set forth above in “Management’s Discussion and Analysis of Financial Conditions and Hesults of Uperations” includes forward-looking statements

that involve numerous risks and uncertainties. The Company’s actual results could differ materially from those anticipated in such forward-looking statements as a

result of certain factors, including those set forth in the sections entitled “Risk Factors” in the Company’s Registration Statement on Form F-4 (No. 533-3222) filed

with the Securities and Exchange Lommission on August 5, 1998.
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report of management ‘

The accompanying consolidated financial statements have been prepared by
management in accordance with generally accepted accounting principles.
Management is responsible for their integrity, objectivity and reliability and, where
necessary, they reflect managements best estimates and judgements. To provide
reasonable assurance that the Corporation’s assets are safeguarded and that reliable
financial information is produced, management is also responsible for developing and
maintaining an effective system of internal controls.

Management believes that the system of internal confrols provides reasonable
assurance that the financial records are adequate and can be relied upon for the
preparation of financial statements in conformity with generally accepted accounting
principles and that access fo assefs occurs only in accordance with management’s
authorizations.

The Board of Directors is responsible for ensuring that management fulfills its
responsibilities for financial reporting and internal controls. The Board exercises these
responsibilities through its Audit Committee whose members are not involved in the daily
activities of the Corporation. The Audit Committee meefs periodically with management
and with the independent auditors, KPMG LIP, to satisfy ifself that management's
responsibilities are properly discharged and to review and report to the Board with
respect to auditing, internal controls, and the consolidated financial statements.

The consolidated financial statements have been reviewed and approved by the
Board and have been audited by KPMG 1P, whose report and professional opinion is
presented herein.

(signed) Robert C. Bicksler (signed) Philip R. Ladouceur

Robert C. Bicksler
Executive Vice President and

Chief Financial Officer

Philip R. Ladouceur
Chairman of the Board

auditors’ report ‘

To the Shareholders of MetroNet Communications Corp.

We have audited the consolidated balance sheets of MetroNet Communications Corp.
as at December 31, 1998 and 1997 and the consolidated statements of operations and
deficit and changes in financial position for each of the years in the three year period
ended December 31, 1998. These financial statements are the responsibility of the
Company's management. Our responsibility is to express an opinion on these financial
statements based on our audits.

We conducted our audits in accordance with generally accepted auditing standards.
Those standards require that we plan and perform an audit fo obtain reasonable
assurance whether the financial statements are free of material misstatement. An audit
includes examining, on a test basis, evidence supporting the amounts and disclosures in
the financial stafements. An audit also includes assessing the accounting principles used
and significant estimates made by management, as well as evaluating the overall
financial statfement presentation.

In our opinion, these consolidated financial statements present fairly, in all material
respects, the financial position of the Company as af December 31, 1998 and 1997
and the results of its operations and the changes in its financial position for each of the
years in the three year period ended December 31, 1998 in accordance with generally
accepted accounting principles in Canada.

Generally accepted accounting principles in Canada differ in some respects from

those applicable in the United States (nofe 13).

(signed) KPMG

Chartered Accountants
Toronto, Canada
Januvary 29, 1999 (February 23, 1999 as to note 12 (b))



Consolidated Balance

ASSETS

1

(In thousands of Canadian dollars)

Sheets

LIABILITIES AND SHAREHOLDERS” EQUITY

On behalf of the Board:

[signed) Philip R. Ladouceur

Philip R. Ladouceur

Director

[signed) Robert W. McKenzie

Robert W. McKenzie

Director

1

As at December 31, 1998 and 1997 1998 1997
Current assets:
Cash and short-term deposits (note 3) $ 854,729 $ 455725
Restricted investments (note 3) 47,081 46,354
Accounts receivable 29,302 2,868
Other current assets 16,650 7,658
947,762 512,605
Restricted investments (note 3) 42,526 78,826
Property, plant and equipment (note 4) 832,874 114,275
Goodwill (note 5) 678,828 3,713
Other assets (note 6) 155,721 23,286
$ 2,657,711 $ 732,705
Current liabilities:
Accounts payable $ 65,264 $ 42,689
Accrued liabilities 2,517 5,327
Accrued interest payable 22,326 18,578
Income taxes payable 4,950 1,480
Current portion of long-term debt (note 7) 960 —
96,017 68,074
Long-term debt (note 7) 1,882,424 500,372
Shareholders’ equity (notes 7(a) and 8):
Common shares 928,052 200,240
Warrants 3,429 3,429
Deficit (252,211) (39,410)
679,270 164,259
$ 2,657,711 $ 732,705

Commitments and contingencies (note 10)
Subsequent events (note 12)
Canadian and United States accounting policy differences (note 13)

See accompanying nofes fo consolidated financial statements.
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Consolidated Statements of

and Deficit

Operations

1

(In thousands of Canadian dollars, except per share amounts)

OPERATIONS Years ended December 31, 1998, 1997 and 1996 1998 1997 1996
Revenue 76,238 5,893 578
Expenses:
Service costs 64,487 7,687 409
Selling, general and administrative 61,737 19,140 2,398
Depreciation and amortization 54,668 3,103 262
Infegration costs related to acquisition (note 2) 9,200 — —
190,092 29,930 3,069
Loss before the undernoted (113,854) (24,037) (2,4971)
Other income [expense):
Interest income 36,659 10,066 221
Interest expense (127,981) (20,978) (19)
(91,322) (10,912) 202
Loss before income taxes (205,176) (34,949) (2,289)
Income taxes (note 9) 7,625 1,500 —
Loss for the year (212,801) (36,449) (2,289)
DEFICIT I
Deficit, beginning of year (39,410) (2,961) 672)
Deficit, end of year (252,211) (39,410) (2,961)
Loss per common share (6.04) (11.471) (1.68)

See accompanying nofes to consolidated financial statements.




Consolidated Statements of

Changes in Financial Position

1 (In thousands of Canadian dollars)

CASH PROVIDED BY (USED IN): Years ended December 31, 1998, 1997 and 1996 1998 1997 1996

Operations:

Loss for the year $  (212,801) $  (36,449) $ (2,289) =
ltems not affecting cash: -
Depreciation and amortization 54,668 3,103 262 E
Accretion of Senior Discount Note interest 67,458 2,621 — =
Other 8,978 145 — =
(81,697) (30,580) (2,027) =
Changes in non-cash working capital:
Accounts receivable (15,982) (2,695) (138) ...
Other current assets (7,287) (7,211) (351) 29
Accounts payable 17,326 9,233 352 T
Accrued liabilities (2,810) 5,191 136 .
Accrued interest payable 3,470 18,578 — -
Income taxes payable 3,748 1,480 — =
(83,232) (6,004) (2,028) z
Financing: z
Share capital issued, net of issue costs 727,495 184,456 14,763 z
Warrants — 3,429 _ :
Issues (repayment] of long-ferm debt 1,244,153 485,029 (549) =
Debi issue costs (33,807) (24,073) — =
Option premiums on financial instruments (38,271) — — =
1,899,570 648,841 14,214
Investments:
Acquisitions (1,068,509) — —
Additions to property, plant and equipment (396,109) (112,642) (3,081)
Additions to other assets (12,286) (3,929) —
Reduction of (additions to) restricted investments 41,502 (120,838) —
Change in non-cash working capital (18,676) 31,315 1,653
(1,454,078) (206,094) (1,428)
Effect of exchange rate changes on cash 36,744 8,234 —
Increase in cash position 399,004 444 977 10,758
Cash position, beginning of year 455,725 10,748 (10)
Cash position, end of year $ 854,729 $ 455,725 $ 10,748

Cash position includes cash and short-term deposits.

See accompanying notes to consolidated financial statements.
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Notes

Financial Statements

organization and nature of operations

Years ended December 31, 1998, 1997 and 1996
(Tabular amounts — in thousands of Canadian dollars, except per share amounts)

The Company engages in the telecommunications business in Canada through its operating subsidiaries. The Company is the largest competitive facilities-based, Iocal

telecommunications provider and access provider in Lanada.

NOTE 1 I

significant accounting policies ‘

The accompanying consolidated financial statements are prepared in accordance with
accounting principles generally accepted in Canada which, in the case of the Company,
conform in all material respects with those in the United States, except as outlined in
note 13. All amounts are expressed in Canadian dollars unless otherwise indicated.

The preparation of financial statements in conformity with generally accepted
accounting principles requires management to make estimates and assumptions  that
affect the reported amounts of assets and liabilities and disclosure of contingent assets
and liabilities at the date of the financial statements and the reported amounts of revenue
and expenses. Actual results could differ from these estimates.

Ultimate recoverability of the Company’s investments is dependent upon its
subsidiaries, affer an expected period of inifial losses, achieving and mainfaining
profitability which depend on market conditions, the Canadian telecommunications
regulatory environment and the Company’s ability to obtain adequate financing to meet
capital requirements.

The Company’s significant accounting policies are as follows:

(a) Principles of consolidation:
The consolidated financial statements include the accounts of the Company and ifs
majority owned subsidiaries. Al intercompany transactions and balances have been

eliminated on consolidation.

(b) Cash and short-term deposits:
The Company’s short-term deposits have an original maturity of less than three months
and, occordmg\y, are considered to be cash equivo|ems. Short-term deposits are

recorded at cosf, which approximates current market value.

(c) Revenue recognition:

Telecommunications service revenue is recognized as services are provided.

(d) Restricted investments:
Restricted investments consist of U.S. government securities which are restfricted in
connection with the payment of inferest on certain debt and are stated af cost plus

accrued interest.

(e) Property, plant and equipment:
Property, plant and equipment are recorded at cost. Provisions for depreciation are

computed using the straightline method over the estimated useful lives of the assets

as follows:

Telecommunications networks 20 vyears
Electronics and related equipment 7 years
Computer hardware and software 3 =5 years
Furniture and office equipment 5 -7 years
Building 20 years
Power equipment / years

Leasehold improvements term of lease

Telecommunications nefworks are installed on rights-ofFways granted by others and
construction costs are capitalized and amortized over the lives of rights-ofFways including
option periods. Costs incurred in developing new networks or expanding existing
networks, including costs of acquiring rights-ofways and network design, are included
within telecommunications networks. Telecommunications networks and electronics and

related equipment begin to depreciate once the network is put in service.



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(f) Goodwill and other intangible assets:
Goodwill is recorded at the date of acquisition and is amortized on a straightline basis
over its estimated useful life of 25 years.

Other intangible assets comprise the fair value of the non-compete agreement which
was defermined by an independent valuation. The balance is amortized on a straight-

line basis over its estimated useful life of 4 years.

(g) Impairment of long-lived assets:

Capital assets are reviewed for impairment when events or changes in circumsfances
indicate that the carrying value of such assets may not be recoverable. This review
consists of a comparison of the carrying value of the asset with the asset's expected future
undiscounted net cash flows. Estimates of expected future net cash flows represent
management’s best estimate based on reasonable and supportable assumptions and
projections. If the expected future net cash flows exceed the carrying value of the asset,
including the unamortized portion of goodwill, no impairment is recognized. If the
carrying value of the asset, including the unamortized portion of goodwill, exceeds the
expected future net cash flows, an impairment exists and is measured by the excess of
the carrying value over the expected future undiscounted net cash flows. Any impairment
recognized in accordance with this policy is permanent and may not be restored in the
future. No adjustments to the carrying value of longlived assets have been recognized

in these financial statements.

(h) Debt issuance costs:
Debt issuance costs are amortized on a straightline basis over the terms of the related

debt financing.

(i) Foreign currency translation:

Foreign currency denominated monetary items are franslated at the current rate of
exchange. Translation gains or losses are included in income except for those related to
longterm monetary items which are deferred and amortized over the remaining lives of

the longterm monetary items.

(j) Financial instruments:

The Company hedges its exposure fo foreign currency exchange rate risk on long-term
debt by designating existing foreign currency denominated monetary assets as hedge
instruments and, from time fo time, through the purchase of currency options, cross
currency swaps and forward exchange contracts. All such insfruments are only used for
risk management purposes and are designated as hedges of specific debt instruments.
The Company accounts for these financial instruments as hedges and as a result, foreign
exchange gains and losses on hedge instruments are recorded in the same period as the
corresponding gains and losses on the related longferm debt. Premiums paid to acquire
currency options, cross currency swaps and forward exchange contracts are deferred

and amortized on a sfroithine basis over the ferm of the instruments.

(k) Income taxes:

The Company uses the liability method of accounting for income taxes. Future income tax
assets and liabilities are recognized for the estimated future tax consequences attributable
to differences between the financial stafement carrying amounts of existing assets and
liabilities and their respective tax bases. When necessary, a valuation allowance is
recorded fo reduce future income tax assets fo an amount where realization is more likely
than not. Future income fax assets and liabilities are measured using enacted tax rates in
effect for the year in which those temporary differences are expected to be recovered or
seffled. The effect on future income tax assets and liabilities of a change in tax rates is
recognized as part of the provision for income faxes in the period that includes the

enactment date.

(1) Loss per common share:

Loss per common share is based on the weighted average number of common shares
outstanding after giving refroactive effect fo the share reorganization and consolidation
described in note 8. The exercise of options and warrants outstanding at December 31,

1998, 1997 and 1996 would have an anti-dilufive effect on loss per common share.

(m) Segmented information:
The Compony's operations fall into one indusfry segment, the telecommunications indusfry

in Canada.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

NOTE 2 I

acquisitions ‘

Effective June 30, 1998, the Company purchased all of the issued and oufstanding
shares of Rogers Telecom Inc., a company in the business of providing local high-speed
telecommunications and infernet access services to business customers in three major
cities in Canada [the "Acquisition”). The Acquisition has been accounted for by the
purchase method of accounting and the results of operations included from the date of
acquisition. Purchase consideration, before acquisition expenses and any working
capital adjustment was approximately $1.05 billion.

Details of the net assets acquired at fair value, are as follows:

Purchase price:
Cash $ 600,000
Ascribed value of 12.5 million Class B

Non-Voting Shares issued 450,000
Working capital adjustment (2,991)
Acquisition expenses 5,000

$ 1,045,009

Allocation of purchase consideration:

Property, plant and equipment $ 355922
Working capital deficiency (9,991)
Non-competfe agreement 32,500
Goodwill 666,578

$ 1,045,009

In connection with the Acquisition, the Company recorded a non-recurring charge of
$9.2 million to reflect onedime costs associated with integrating this operation. The
charge includes the costs of consolidating and integrating office locations, consolidation

of network operation centres and other one-fime costs.

The following pro forma consolidated financial information reflects the Acquisition

assuming it had occurred on January 1, 1998.

(unaudited)

Revenue $ 107,341
Service costs 70,797
Selling, general and administrative expenses 74,653
Depreciation and amortization 86,824
Infegration costs related to acquisition 9,200
Loss before the undernoted (134,133)
Interest expense, net (132,2506)
Loss before income taxes (266,389)
Income taxes 5,218
Loss for the year $ (272,307)
Loss per common share $ (7.03)

The pro forma consolidated financial information has been provided for information
purposes only and is not necessarily indicative of the results of operations or financial
condition that actually would have been achieved if the Acquisition had been completed
on the date indicated or that may be reported in the future.

On October 30, 1998, the Company enfered info two agreements to purchase
12 fibre optic strands and associated communication shelters for a fotal purchase price
of $213.1 million. The Company has poid $20.2 million of this purchose price to
date, of which $80.2 million has been allocated to property, plant and equipment. The
remaining $10.0 million paid represents a deposit on uncompleted segments and has
been included in other assets. Completion is scheduled over 1999, with the final route
scheduled for completion in December 1999. The Company has committed to pay the
balance of the purchase price as the routes are complefed.

During 1997, the Company acquired certain other businesses for an aggregate
purchase price of $4.7 million. All the acquisitions were accounted for using the

purchase method of accounting.
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NOTE 3 1

short-term deposits and restricted investments ‘

(a) Cash and short-term deposits:

U.S. dollar denominated amounts included within cash and short-term  deposits
at December 31, 1998 and 1997 are $649.8 million (U.S. $424.6 million) and
$389.1 million (U.S. $272.3 million), respectively, and within restricted investments
at December 31, 1998 and 1997 are $89.6 million (U.S. $58.5 million) and
$125.2 million (U.S. $87.6 million), respectively.

(b) Restricted investments:

Pursuant to the Indenture governing the 12.0% Senior Notes due 2007 (note 7[a)), a
portion of the net proceeds from the sale of the 12.0% Senior Notes was used fo
purchase U.S. government securities which mature at dates and in amounts sufficient
fo provide for payment in full of the interest on the 12.0% Senior Notes through
August 15, 2000. Restricted investments include eligible and pledged securifies. The
pledged securities are pledged as security for the benefit of the holders of the 12.0%

Senior Nofes.

1998 1997

Eligible securities $ 24,906 $ 68,325
Pledge securities 64,701 56,855
89,607 125,180

less eligible securities, current portion 47,081 46,354

$ 42,526 $ 78,826

NOTE 4 1

property, plant and equipment

1998 1997

Telecommunications networks $ 157,678 $ 35,107
Electronics and related equipment 608,466 48,004
Computer hardware and software 43,691 14,564
Furniture and office equipment 10,091 12,410
land and building 4,332 2,374
Power equipment 37,503 1,899
Lleasehold improvements 9,058 2,444
870,819 116,802

less accumulated depreciation 37,945 2,527

As of December 31, 1998 and 1997, property, plant and equipment includes
$199.3 million and $83.5 million, respectively, of networks in progress that are not in

service and, accordingly, have not been depreciated.

$ 832,874 $ 114,275
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NOTE 5 I

goodwill |
1998 1997
_ Accumulated Net book Net book
= Cost amortization value value
E Goodwill $ 692818 $ 13,990 $ 678,828 $ 3,713
.
- other assets ‘
......... 1998 1997
34 Debt issuance costs $ 57,741 $ 24,073
......... Option premiums on financial insfruments (note 11) 38,271 —
Non-competfe agreement (note 2) 32,500 —
Deferred foreign exchange 28,327 —
Other 12,192 23
169,031 24,096
Less accumulated amortization 13,310 810

$ 155,721 $ 23,286

METRONET COMMUNICATIONS

NOTE 7 1

long-term debt ‘

1998 1997

12.0% Senior Notes (U.S. $247.9 million) (o) $ 379,357 $ 353,808
10.75% Senior Discount Notes (U.S. $113.8 million) (b) 174,219 146,504
9.95% Senior Discount Notes (U.S. $630.0 million) (¢) 964,236 —
10.625% Senior Notes (U.S. $225.0 million) (d) 344,363 —
Capifal lease obligations (e) 21,209 —
1,883,384 500,372

less current portion of capital lease obligations 960 —

$ 1,882,424 $ 500,372

At December 31, 1998, there are no principal repayments on longerm debt required within five years.
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(a) 12.0% Senior Notes:

In 1997, the Company issued and sold 250,000 units, each consisting of a U.S.
$1,000 principal amount, 12.0% Senior Note due 2007 [the “12.0% Note")] and a
warrant o acquire 1.715 Class B Non-Voting shares, for gross proceeds of U.S.
$250.0 million. The Company allocated $3.4 million to the warrants, representing their
estimated fair value at the date of issuance. The 12.0% Notes mature on August 15,
2007 and are repayable in the amount of U.S. $250.0 million. Interest on the 12.0%
Notes is paid semi-annually on February 15 and August 15, commencing in 1998. The
12.0% Notes are redeemable, at the option of the Company, in whole or in part, on or
affer August 15, 2002, beginning at 106% of par value and declining to par value in
2005, plus accrued and unpaid interest. Each holder of 12.0% Notes will have the right
to require the Company fo repurchase all or any part of such holder's 12.0% Notes in
the event of a change of control of the Company as specified in the Indenture goveming
the 12.0% Notes [the "12.0% Note Indenture”). If, after giving effect to the Company’s
offer to purchase the 12.0% Notes following such change of control, at least 95% of the
original principal amount of the 12.0% Notes has been redeemed or repurchased, the
Company shall have the right to redeem the balance of the 12.0% Notes. In addition,
prior to August 15, 2000, in the event the Company receives net cash proceeds of not
less than $50.0 million from certain equity issuances, it may use all or a portion of such
net cash proceeds to redeem up to 25.0% of the gross proceeds allocated to the 12.0%
Notes at a redemption price equal to 112% of par value, plus accrued and unpaid
interest. The 12.0% Note Indenture contains certain covenants including limits on the incur

rence of additional indebtedness or liens, payment of dividends and redemption of shares.

(b) 10.75% Senior Discount Notes:

In 1997, the Company issued and sold U.S. $170.0 million stated amount at maturity
of its 10.75% Senior Discount Notes due 2007 (the “10.75% Notes"). The 10.75%
Notes were issued at a price of U.S. $592.24 per U.S. $1,000 stated amount at
maturity fo generate gross proceeds of U.S. $100.68 million. The 10.75% Notes mature
on November 1, 2007 and bear inferest on the issue price at a rate of 10.75% per
annum. In the period prior to November 1, 2002, interest af a rate of 10.75% per
annum will accrue on the issue price but will not be payable in cash. From November T,
2002, interest at a rate of 10.75% per annum on the stafed amount at maturity of the

10.75% Notes will be payable in cash semi-annually on May 1 and November 1 of

each year, beginning on May 1, 2003. The 10.75% Notes are unsecured and rank
pari passu in right of payment with all existing and future senior indebtedness of the
Company, and rank senior in right of payment fo all existing and future subordinated
indebfedness of the Company. The 10.75% Notes are redeemable at the option of the
Company in whole or in part at any time on or affer November 1, 2002, as well as
prior to November 1, 2000 in the event of cerfain strategic equity investments in the
Company specified in the Indenture governing the 10.75% Notes (the “10.75% Nofe
Indenture”). Each holder of 10.75% Notes will have the right to require the Company to
repurchase all or any part of such holder's 10.75% Notes in the event of a change of
confrol of the Company as specified in the 10.75% Note Indenture. If, after giving effect
to the Company’s offer to purchase the 10.75% Notes following such change of contral,
at least 95% of the original principal amount of the 10.75% Notes has been redeemed
or repurchased, the Company shall have the right fo redeem the balance of the 10.75%
Notes. The 10.75% Note Indenture contains certain covenants including limits on the incur-

rence of additional indebtedness or liens, payment of dividends and redemption of shares.

(c) 9.95% Senior Discount Notes:

On June 10, 1998, the Company issued and sold U.S. $936.0 million stated amount
at maturity of its 9.95% Senior Discount Notfes due 2008 (the "9.95% Notes”)
[U.S. $971.0 million after taking into account the effect of the initial purchasers’ exercise
of their over-allotment opfion which closed on July 7, 1998]). The 9.95% Notes were
issued at an issue price of U.S. $614.55 per U.S. $1,000 stated amount at maturity fo
generate gross proceeds of U.S. $575.2 million (U.S. $596.7 million after giving effect
fo the initial purchasers’ exercise of their overalloiment option). The 9.95% Notes mature
on June 15, 2008 and bear interest on the issue price at a rate of 9.95% per annum
computed on a semiannual bond equivalent basis from the date of issuance. Prior fo
June 15, 2003, inferest will accrue on the issue price but will not be payable in cash.
Thereafter, interest will be payable in cash semi-annually on June 15 and December 15
of each year, beginning December 2003. The 9.95% Notes are unsecured and will rank
pari passu in right of payment with all existing and future senior debt of the Company
and will rank senior in right of payment to all existing and future subordinated debt of
the Company. The 9.95% Note Indenture contains certain covenants including limits on
the incurrence of additional indebtedness or liens, payment of dividends and redemption

of shares.
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(d) 10.625% Senior Notes:

On November 12, 1998, the Company issued and sold U.S. $225.0 million 10.625%
Senior Notes due 2008 (the “10.625% Notes”) at a price of 100% of the principal
amount per note. The 10.625% Notes mature on November 1, 2008 and bear interest
at 10.625% per annum. Inferest on the 10.625% Notes will be payable in cash semi-
annually in arrears on November 1 and May 1 of each year, commencing May T,
1999, At any time on or after November 1, 2003, the Notes will be redeemable at the
option of the Company, in whole or in part, af specified redemption prices plus accrued
and unpaid inferest. 25% of the 10.625% Notes are also redeemable prior to
November 1, 2001, upon an equity offering, at a redemption price of 110.625%. The
10.625% Notes are unsecured and will rank pari passu in right of payment with all
existing and future senior debt of the Company and will rank senior in right of payment
to all existing and future subordinated debt of the Company. The 10.625% Note
Indenture confains certain covenants including limits on the incurrence of additional

indebtedness or liens, payment of dividends and redemption of shares.

(e) Capital lease obligations:

Capital leases have a weighted average interest rate of approximately 7.5% and expire
at various dates to 2018. In 1998, inferest expense includes $1.4 million related fo
inferest on capital leases (1997 and 1996 — $nil).

(f) Equipment facility:

The Company's operating subsidiary had entered into a Vendor Facility pursuant to which
the Vendor had agreed fo sell fo the operating subsidiary and to finance the operating
subsidiary's purchase of digital telephone switches and related electronics equipment.
The amount financed under this Vendor Facility was not expected fo exceed
$110 million. On August 21, 1998, with none of the facility outstanding, the Company

cancelled the facility.

(g) Bank facility:

The Company has entered into a bank facility pursuant fo which a large Canadian bank
has agreed under certain conditions related to the projected growth of the Company and
its networks to loan up to $40.0 million to the Company on a three year revolving credit
basis. Borrowings under the bank facility are payable in full on June 30, 2000 subject
to an extension for a further year at the Company’s request and the bank's sole option.
Outstanding principal amounts under the bank facility bear interest, at the Company's
option, af a rate per annum equal fo the bank’s prime rate plus 2.75% or the bank's prime
acceptance fee plus 3.75%. The facility will be secured by certain assets of the
Company. The bank facility includes restrictions on the Company’s ability to sell asses,

permit liens, pay dividends and to alter the provision of, or make prepayments on,

other debt.

NOTE 8 1

share capital ‘

(a) Authorized:

Common: Unlimited number of convertible Class A Voting Shares without nominal or par
value, each Class A Share has one vote; unlimited number of Class B Non-Voting
Shares without nominal or par value; and unlimited number of convertible Class C
Non-Voting Shares without nominal or par value. Other than with respect to voting
rights and conversion rights, the three classes of common shares have identical rights.

Each Class A Voting Share may, under certain circumstances at the option of the

holder, be converted into one Class B Non-Vofing Share or Class C Non-Voting
Share. Each Class C Non-Voting Share may, under cerfain circumstances at the
option of the holder, be converted into one Class A Voting Share or Class B Non-
Voting Share. The holders of Common Shares are entifled to receive dividends as
determined by the Board of Directors, subject fo the rights of the holders of the
Preferred Shares. The holders of Common Shares are also enfifled to participate
equally in the event of liquidation of the Company, subject to the rights of the holders
of the Preferred Shares.
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Preferred: Unlimited number of Non-Voting Preferred Shares without nominal or par value.
The Preferred Shares may be issued in one or more series. The Board of Directors of
the Company may fix the number of shares in each series and designate rights,
privileges, restrictions, conditions and other provisions. The Preferred Shares shall be
entitled to preference over any other shares of the Company with respect to the

payment of dividends and in the event of liquidation of the Company.

completion of the Company’s Initial Public Offering.

The Common and Preferred Shares were authorized in 1997 as part of a share
capital reorganization. All previously authorized and issued common and preferred

shares were either cancelled or converted to the newly authorized classes of shares on

Upon all the restrictions of the foreign ownership of voting shares being removed by

the Canadian Radiotelevision and Telecommunications Commission, the Class B Non-

Voting Shares shall be converted into Class A Vofing Shares on a one for one basis.

(b) Issued:
Number of shares (in thousands)

(loss A A-1 B B-1 ( (-1 Total
Preferred shares

Balance, January 1, 1996 — — — — — — —
Issued for cash 587 — 6,503 — 135 — 7,225
Balance December 31, 1996 587 — 6,503 — 135 — 7,225
Issued for cash — 2,933 157 18,346 — 7,828 29,264
Share reorganization (i) (587) (2,933) (6,660) (18,3406) (135) (7,828) (36,489)
Balance, December 31, 1997 and 1998 — — — — — — —

Amounts

Class A A-1 B B-1 ( (-1 Total
Preferred shares

Balance, January 1, 1996 — 3 — 3 — 3 — 3 — 3 — 3 —
Issued for cash 1,123 — 12,431 — 259 — 13,813
Balance December 31, 1996 1,123 — 12,431 — 259 — 13,813
Issued for cash — 6,566 716 41,066 — 17,522 65,870
Share reorganization (i) (1,123) (6,566) (13,147) (41,0606) (259) (17,522) (79,683)
Balance, December 31, 1997 and 1998 — 3 — 3 — 3 — 3 — 3 — 3 —
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Number of shares (in thousands)

(lass Voting A Non-Voting B Non-Voting C Common Total
Common shares

Balance, January 1, 1996 — — — 2,000 2,000
Issued for cash — — — 1,400 1,400
Reallocated 340 3,060 — (3,400) —
Issued for cash 7 65 — — 72
Balance, December 31, 1996 347 3,125 — — 3,472
Share reorganization (i) 197 28,465 7,828 — 36,490
Consolidation (i) (272) (15,795) (3,914) — (19,981)
Conversion |iii) (117) 3,706 (3,589) — —
Issued — options — 20 — — 20
Issued — public offering — 5,625 — — 5,625
Balance, December 31, 1997 155 25,146 325 — 25,626
Issued — options — 671 — — 671

Issued — public offering — 6,542 — — 6,542
Issued for acquisitions — 12,725 — — 12,725
Balance, December 31, 1998 155 45,084 325 — 45,564

Amounts

(lass Voting A Non-Voting B Non-Voting C Common Total
Common Shares

Balance, January 1, 1996 $ — — $ — $ 1,021 $ 1,021

Issued for cash — — — 800 800
Reallocated 183 1,638 — (1,821) —
Issued for cash 15 135 — — 150
Balance, December 31, 1996 198 1,773 — — 1,971

Share reorganization (i) 372 61,789 17,522 — 79,683
Conversion |iii) (154) 16,313 (16,159 — —
Issued — options — 20 — — 20
Issued — public offering — 118,566 — — 118,566
Balance, December 31, 1997 416 198,461 1,363 — 200,240
Issued — options — 9,847 — — 9,847
Issued — public offering — 259,965 — — 259,965
Issued for acquisitions — 458,000 — — 458,000
Balance, December 31, 1998 $ 416 026,273 $ 1,363 $ — $ 928,052
Warrants Number Amount

Issued on July 25, 1997 and balance at December 31,

1998 and 1997 (iv)

250,000 $ 3,429
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(i) Share reorganization and exchange:
In conjunction with the Company’s Inifial Public Offering, the Company filed Articles
of Amendment (“the Amendment’) which effected a capital reorganization. The
Company created 4 new classes of shares having an unlimited number of shares:
Class A Voting Shares, Class B Non-Voting Shares, Class C Non-Voting Shares and
Non-Voting Preferred Shares.

(ii) Share consolidation:
All Class A Voting, Class B Non-Voting and Class C Non-Voting Shares were

consolidated on a one for two basis.

(iii) Share conversions:

As a condition fo filing the Amendment, the following conversions also occurred:
1. Conversion of 116,945 Class A Voting Shares into Class B Non-Voting Shares.
2. Conversion of 3,589,155 Class C Non-Voting Shares into Class B Non-Vofing

(iv) Warrants will entile the holder thereof to acquire 1.715 Class B Non-Voting Shares
at an exercise price of U.S. $0.02 expiring August 15, 2007. The warrants
were issued as part of the unit offering described in note 7(a) and the amount of

$3.4 million reflects the valuation of the warrants on the issue date.

(c) Share purchase options:

The Board of Directors has established a Stock Option Plan under which options to
purchase Class B Non-Vofing Shares are granted fo directors, officers and key employees
of the Company. Pursuant to the Stock Option Plan, 4,000,000 Class B Non-Voting
Shares have been reserved for options. These options were granted at exercise prices
esfimated 1o be at least equal to the fair value of Class B Non-Voting Shares, vest over
a three year period and generally expire five years from the dafe of grant. The option

information below has been refroactively restated for the one for two share consolidation.

Shares.

Exercise Weighted
Number of prices average
shares per share exercise price

Outstanding at January 1, 1996 —
Granted 557,500 $1.00 to $10.40 $ 4.90
Cancelled (500) $1.00 1.00
Outstanding, December 31, 1996 557,000 4.90
Granted 1,468,375 $4.50 to $23.00 .94
Cancelled (70,278) $1.00 to $8.60 3.98
Exercised (24,307) $1.00 to $4.50 4.14
Outstanding, December 31, 1997 1,930,790 8.77
Granted 1,922,967 $23.00 to $46.75 30.74
Cancelled (171,533) $4.50 to $43.50 24.24
Exercised (468,947) $1.00 to $31.70 6.53
Qutstanding, December 31, 1998 3,213,277 $ 21.19

At December 31, 1998 and 1997, 906,826 options, and 912,167 options,
respectively, were exercisable at weighted average exercise prices of $7.76 per

share and $5.00 per share, respectively.
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NOTE 9 1

income taxes ‘

The Company uses the liability method of accounting for income taxes. The tax effects of

temporary differences that give rise fo significant portions of future income tax assets are

as follows:

1998 1997

Future income fax assets:
Debt and share issue costs $ 10,678 $ 613
Future income tax deductions 3,555 $ —
Operating loss carryforwards 118,100 17,907
132,333 18,520
Less valuation allowance (132,333) (18,520)
Net future income tax assets $ — $ —

The provision for income taxes at December 31, 1998 and 1997 relates solely to
capital taxes. The income tax provision differs from the expected amount calculated by
applying the Canadian combined federal and provincial corporate tax rate to eamings
before income taxes, because the future income fax asset relafing fo losses has not
been recognized. At December 31, 1998, the Company has non-capital losses of
approximately $264.8 million, available to reduce future years' taxable income, which

expire as follows:

2001 $ 300
2002 1,800
2003 5,100
2004 61,600
2005 196,000

NOTE 10 I

commitments and contingencies ‘

(a) Under the terms of its lease agreements for fibre opfics maintenance, operating
facilities and equipment rentals, the Company is obligated at December 31, 1998 to

make the following principal payments over the years ending December 31, as follows:

1999 $ 10,080
2000 9,396
2001 9,302
2002 857
2003 6,311

(b) The Company is committed fo payments of $122.9 million over 1999 in connection
with the purchase of 12 fibre opfic strands and associated communication equipment

shelters (note 2).

(c) The Company is planning to use a substantial portion of its proceeds from share
issuances and financing received and available under the arrangements described in
note 7, in addifion to other sources, for network and equipment purchases, telecommuni-

cations network development costs, and debt service costs.

(d) A legal proceeding was commenced against the Company in July 1997, seeking
certain declarations, general damages and injunctive relief. The claim arises out of the
selection of the Company fo negotiate for the management of the City of Toronto's
abandoned underground water pipe system for use as a telecommunications conduit.
Among other things, the plaintiff is seeking participation as a 50% joint venture partner
with the Company in the confrol and management of the pipe system, which, under the
arrangement with the City of Toronfo, will not generate a profit to the Company. The
Company believes that this proceeding, if successful, would nof result in damages which
would have a material adverse effect on ifs financial position, results of operations or
business. In addition, the Company has been advised by its counsel that good defenses
are available to the claims in this proceeding and that the plaintiff would be unlikely to
succeed. The Company has filed a defense to the claim and infends to contest the claim

vigorously.
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(e) The Year 2000 issue arises because many computerized systems use two digifs rather
than four to identify a year. Date-sensitive systems may recognize the year 2000 as
1900 or some other date, resulting in errors when information using year 2000 dates is
processed. In addition, similar problems may arise in some systems which use cerfain
dates in 1999 to represent something other than a date. The effects of the Year 2000

issue may be experienced before, on, or after January 1, 2000, and, if not addressed,

the impact on operations and financial reporting may range from minor errors fo
significant systems failure which could affect an entity’s ability to conduct normal business
operafions. It is not possible fo be certain that all aspects of the Year 2000 issue affecting
the Compcmy, inc|Uding those related to the efforts of customers, supphers, or other third

parties, will be fully resolved.

NOTE 11 I

financial instruments and risk management ‘

(a) Fair values of financial assets and liabilities:

The fair values of cash and short-term deposits, restricted investments, accounts receiv-
able, other current assefs, accounts payable and accrued liabilities approximate their
carrying values due fo the short-ferm nature of these insfruments.

The fair value of longterm debt, including the attached warrants, at December 31,
1998 was approximately $1,828.4 million (1997 = $558.0 million), based on current
trading values.

The fair value of foreign currency options, cross currency swaps and forward
contracts at December 31, 1998 was approximately $56.7 million, based on current

trading values.

(b) Foreign currency risk:

The Company is exposed to foreign currency fluctuations on its U.S. dollar denominated
debt, cash and short-term deposits and restricted investments. Foreign currency risks are
managed whenever possible by matching U.S. dollar denominated assets with related
liabilities through the use of financial instruments, including, from time fo time, purchasing
foreign currency options, cross currency swaps and forward exchange contracts. During
the year ended December 31, 1998, concurrent with the conversion of the proceeds of
financings completed by the Company, the Company purchased the following financial

instruments to hedge the following financings:

(i) 10.75% Notes:

Foreign currency option which gives the Company the right (a] to acquire U.S.
$170.0 million at the current exchange rate between the Canadian and U.S. dollar
on November 1, 2002; [b) to acquire U.S. $170.0 million at an exchange rate of
Cdn. $1.4351t0 U.S. $1.00 on November 1, 2002: or (c) on November 1, 2002,
fo enfer info a cross currency inferest rate exchange agreement which will convert
U.S. dollar inferest payments from May 2003 to November 2007 to a rate of
11.25% on a notional Canadian dollar principal amount. The cross currency interest
rafe exchange rate will also have the effect of converting the principal repayment to
Canadian dollars at the lesser of the October 31, 2002 spot exchange rate or a
rate of Cdn. $1.435 to U.S. $1.00. This option is accounted for as a hedge of the
10.75% Notes. The premium paid to purchase the option is being amortized over
the period to November 2002. At December 31, 1998, the fair value of the option
was $23.4 million.

(i) 9.95% Notes:
Foreign currency opfion which gives the Company the right (a) to acquire U.S.
$244.0 million at the current exchange rate between the Canadian and U.S. dollar
on June 16, 2003; (b to acquire U.S. $244.0 million at a rate of Cdn. $1.515 to
U.S. $1.00 on June 16, 2003; or (c) on June 16, 2003, to enter info a cross
currency inferest rafe exchange agreement which will convert U.S. dollar inferest
payments from June 15, 2003 to June 2008 to a rate of 10.45% on a notional

Canadian dollar principal amount. The cross currency interest rate exchange rate will
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also have the effect of converting the U.S. $244.0 million principal repayment on
maturity at the lesser of the June 2003 spot rate or a rate of Cdn. $1.515 1o U.S.
$1.00. At December 31, 1998, the fair value of the option was $23.3 million.

Cross currency swap under which the Company sold U.S. $100.0 million at a
rate of Cdn. $1.55 to U.S. $1.00 on October 16, 1998 and received $155.0
million. The Company is obligated to purchase U.S. $163 million on June 15, 2008
atarate of Cdn. $1.55 10 U.S. $1.00. The Company is also obligated to purchase
U.S. $8.1 million every six months starting December 15, 2003 at a rate of Cdn.
$1.55 1o U.S. $1.00. At December 31, 1998, the fair value of this swap was
$(8.0) million.

Two forward exchange confracts under which the Company sold U.S. dollars.
Under the first contract, the Company sold $300.0 million at a rate of Cdn.
$1.46881 10 U.S. $1.00. The Company was obligated to buy U.S. $300.0 million

(c) Interest rate risk:

The following table summarizes the Company’s exposure to inferest rate risk.

at a rate of Cdn. $1.46844 to U.S. $1.00 on January 29, 1999, which was
extended to March 29, 1999. Under the second contract, the Company sold U.S.
$75.0 million at a rate of Cdn. $1.5525 to U.S. $1.00. The Company was
obligated to buy U.S. $75.0 million at a rate of Cdn. $1.5587 1o U.S. $1.00 on
January 29, 1999, which was extended to March 29, 1999. Although these
confracts are short-term in nature, the Company has designated these as hedges and
demonstrated their ability fo confinue fo renew these contracts af the hedged rates.
The above derivative instruments are accounted for as a hedge of the 9.95%

Notes. The premiums paid to purchase these instruments are being amortized over

the period to June 2003.

(iii) All other financings:

All other U.S. dollar denominated obligations have been hedged with U.S. dollar

cash and short-term deposits and restricted investments (note 3).

Fixed interest rate maturing within

Floating After Non-interest
December 31, 1998 rate 1 year 1-5 years 5 years bearing
Financial assets:
Cash and short-term deposits $ 394,848 $ 459,881 $ — $ — $ —
Restricted investments — 47,081 42,526 — —
Accounts receivable — — — 29,302
Other current assets — — — — 16,650
Financial liabilities:
Current liabilities — Q60 — — Q5,057
long-ferm debt — — 1,870 1,880,554 —
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Fixed interest rate maturing within

Floating After Non-interest
December 31, 1997 rate 1 year 1-5 years 5 years bearing
Financial assets:
Cash and short-term deposits $ 455,725 $ — $ — $ — $ —
Restricted investments — 46,354 78,826 — —
Accounts receivable — — — — 2,868
Other current assets 106 — — — 4,943
Financial liabilities:
Current liabilities — — — — 68,074
Llong-ferm debt — — — 500,372 —

(d) Credit risk:
The Company's financial instruments that are exposed to credit risk are cash and short-
ferm deposits, resfricted investments and accounts receivable. Cash and short-term
deposits and restricted investments are on deposit at major financial institutions. Credit
risk with respect fo accounts receivable is limited due fo the large number of customers
the Company provides services fo.

During the year ended December 31, 1998 and 1997, no cusfomers of the

Company individually represented more than 10% of the Company’s revenues. During

1996, three customers of the Company individually represented 15.9%, 14.7% and
10.3%, respectively, of the Company's revenues.

The Company monitors revenue by product line on an enterprise wide basis. In
1998, revenues by product line were: voice service revenues of $26.8 million (1997 —
$0.2 million, 1996 —nil), data and transport revenues of $39.0 million (1997 — $5.5
million, 1996 — $0.6 million), internet and related service revenues of $5.6 million
[1997 = nil, 1996 - nil), and data and telecommunications equipment and services
revenues of $4.8 million (1997 — $0.2 million, 1996 — nil).

NOTE 12 I

subsequent event |

(a) On February 1, 1999, the Company announced that it had reached a definitive
agreement fo acquire a confrolling interest in Nefcom Canada from ICG
Communications of Englewood, Colorado. Under terms of the agreement, the Company
will purchase a 51% ownership stake in Netcom Canada for $20.5 million in cash and

$5.0 million in common shares. The transaction is expected to close during the first
quarter of 1999.

(b) On February 23, 1999, the Company entered into a $200 million bank facility with
a syndication of various financial institutions of which $75 million of the facility is non-
revolving and $125 million is revolving. Draws under the non-revolving and revolving
facilities shall be made on or prior to December 31, 2002 and March 31, 2006,
respectively. The facility can be canceled or reduced at any time, at the option of the
Company, without penalty. The facility has scheduled quarterly repayments of principal
starting on March 31, 2003 until December 31, 2006, when the facility is canceled.

1998 ANNUAL REPORT

METRONET COMMUNICATIONS



1998 ANNUAL REPORT

METRONET COMMUNICATIONS

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Oufsfonding principo| amounts bear interest, at the Compon\/s option, at an annual rafe
equal to the bank's prime rate plus 2% or the market rate for bankers acceptance plus
3%. The facility is secured by supporfing security granted by the Company’s wholly
owned subsidiaries and a general security agreement which pledges substantially all

assets of the Company. The facility includes financial and other covenants such as

restrictions on the Company's ability fo create additional indebtedness or alter the
provision of or make prepayments on existing indebtedness, permit liens, sell assets,
make investments or pay dividends. Security under the facility must be in place prior fo
August 31, 1999 or the facility will be canceled. Once secured, this facility will replace
the $40 million facility described in Note 7(g).

NOTE 13 I

reconciliation to accounting principles generally accepted in
the United States |

The Company’s consolidated financial statements have been prepared in accordance
with accounting principles generally accepted ("GAAP’) in Canada which, in the case
of the Company, conform in all material respects with those in the United States, except

as outlined below:

(a) Statements of operations:
The application of U.S. GAAP would have the following effect on loss for the year, deficit

and basic loss per common share as reported:

Years ended December 31

1998 1997 1996

Loss for the year,
Canadian GAAP

Stock-based compensation

$ (212,801) $ (36,449) $ (2,289

expense (i) (597) (2,390) —
Loss for the year,

U.S. GAAP (213,398) (38,839 (2,289)
Shares subject to Put

Agreement (ii) — (5,528) —
Opening deficit,

U.S. GAAP (47,328) (2,961) (672)
Closing deficit,

U.S. GAAP $ (260,726) $ (47,328) $  (2,9061)

Basic loss per common

share under U.S. GAAP $ (6.05) $ (13.89) $ (1.68)

(i) Stock-based compensation expense:
For U.S. GAAP purposes, the Company has chosen to account for stockbased
compensations using the infrinsic value method prescribed in Accounting Principles
Board Opinion ("APB") No. 25 "Accounting for Stock Issued to Employees”.
Accordingly, compensation expense for U.S. GAAP purposes has been recognized
at the date of share purchases or opfion grants at the amount by which the
quoted market price of the stock exceeds the amount an employee must pay tfo

acquire the stock.

(i) Shares subject to Put Agreement:

Prior to the Company’s Initial Public Offering on December 10, 1997, the Company
and cerfain holders of Preferred Shares entered info a Put Agreement whereby the
shares subject o the Put Agreement would be classified as redeemable Preferred
Shares under U.S. GAAP, presented on the balance sheet between longterm debt
and shareholders” equity. Changes to the carrying amounts for U.S. GAAP purposes
of shares subject to the Put Agreement were recorded as charges to deficit unfil they
were exchanged pursuant fo the Company’s Initial Public Offering. Such adjustments
were amortized over the period commencing when sufficient share or related
fransactions had occurred to establish a new esfimated fair market value for purposes
of establishing a redemption price, to 2001 when the Put option would have
become exercisable. The estimated fair market value used for establishing the
redemption price was $4.50 to July 25, 1997 and $8.00 per share thereafter to
December 10, 1997.

The Put Agreement terminated on the Company’s Inifial Public Offering and share
capital relafed to redeemable Preferred Shares, including the adjustment above, was

included with share capital attributable to common shares for U.S. GAAP purposes.
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(iii) Foreign exchange:

Under Canadian GAAP, unrealized gains and losses on translation of foreign
currency denominated long-term monetary items which are not hedged, are deferred
and amortized over the remaining lives of the related items. Under U.S. GAAP, gains
or losses on franslation of foreign currency denominated longterm monetary items
which are not hedged are credited or charged to eamings. Under Canadian GAAP,
all longterm debt has been fully hedged thus no foreign exchange gains or losses
have been amortized.

In addition, foreign currency denominated monetary assets which are designated
as hedges of longferm debt for Canadian GAAP purposes would not be considered
effective hedges for U.S. GAAP purposes and the foreign currency gain or loss on
these items would be credited or charged fo earnings. The combined net effect of
these hedges not being effective is immaterial to these consolidated financial

statements.
(b) Statements of changes in financial position:

(i) Canadian GAAP permits the disclosure of a subtotal of the amount of funds provided
by operations before changes in non-cash working capital items in the statement
of changes in financial position. U.S. GAAP does not permit this subtotal to be

included.

(ii) Under U.S. GAAP, the non-cash issue of shares on the acquisitions in the amount of
$458.0 million would not be included in the consolidated statements of changes in
financial position as a financing or investing activity, resulting in an increase of
$458.0 million fo the amount of net cash provided by investing activities and a
decrease fo the amount of net cash provided by financing activities by the same
amount.

The following table discloses the subtotals of operations, financing and invest-
menfs in accordance with U.S. GAAP:

Years ended December 31

1998 1997 1996
Operations $ (83,232 $ (6,004 $ (2,028
Financing $1,441,570 $ 648,841 $ 14,214
Investments $ (996,078) $ (206,094) $ (1,428)

(iii) Interest and taxes paid:

Years ended December 31

1998 1997 1996
Paid during the year:
Interest $ 47855 ¢ — 3 —
Taxes $ 4,521 § —  $ —
(iv) Depreciation and amortization:
Years ended December 31
1998 1997 1996
Depreciation of property, plant
and equipment $ 35418 § 2,167 % 262
Amortization of goodwill 13,864 126 —
Amortization of non-compete
agreements 4,062 — —
Other 1,324 810 —

$ 54,668 § 3,103 $ 262

(c) Other disclosures:

Stock-based compensation expense disclosure:

Had the Company determined compensation costs based on the fair value at the date
of grant for stock options under SFAS No. 123, loss attributable to common shareholders
and basic loss per share would have increased as indicated below.

The Company utilized the Black-Scholes option pricing model fo estimate the fair
value ot the date of grant for options granted subsequent to the Company's Initial Public
Offering. Under the Black-Scholes model, 1,922,967 options (1997 — 178,750) with
a weighted-average fair value of $14.50 per share (1997 — $9.28 per share) were
granted using the following assumptions; risk free rate of return of 5.5%, estimated
volatility factor of 0.35, estimated option life of 5 years, vesting period of 3 years and
no estimated dividend payments. In 1997 and 1996, the minimum value method was
used for options granted prior to the date of the Initial Public Offering, as there was no
market for the Company’s common shares in which to monitor stock price volatility. Under
the minimum value method 1997 — 1,018,125 (1996 - 557,000] options were
granted with a weighted-average fair value of 1997 = $1.96 per share (1996 - $0.80
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per share) using the following assumptions; risk free rate of refurn of 1997 = 5.5% (1996
- 6.5%), an estimated option life of 5 years, vesting period of 3 years and weighted
average exercise price of 1997 — $8 per share (1996 — $4.90 per share).

1998 1997 1996

Loss attributable to common
shareholders, U.S. GAAP
— as reported $ (213,398) $ (44,367) $ (2,289

Loss attributable to common
shareholders, U.S. GAAP

- pro forma (223,798) (46,4106) (2,334)
loss per share — as reported (6.05) (13.89) (1.68)
Loss per share — pro forma (6.35) (14.53) (1.71)
Weighted average number of shares

outstanding (in thousands) 35,252 3,195 1,365

(d) Accounts receivable:
Accounts receivable are net of an allowance for doubtful accounts of $3.3 million at
December 31, 1998 (1997 — $0.2 million).

(e) Comprehensive income:
The Company's comprehensive income as determined under SFAS No. 130 would not

differ from loss for the year as shown above for all periods presented.

Recent accounting pronouncements:

In June 1998, the Financial Accounting Standards Board (FASB) issued SFAS No. 133,
"Accounting for Derivative Instruments and Hedging Activities.” SFAS No. 133
establishes methods of accounting for derivative financial instruments and hedging
activities related to those instruments as well as other hedging activities. The Company
has not assessed the impact on its financial position, results of operations or cash flows
of adopting SFAS No. 133. The Company will be required o implement SFAS No. 133
for its fiscal year ended December 31, 2000.

In March 1998, the American Institute of Certified Public Accountants (AICPA] issued
Statement of Position (SOP) 98-1, “Accounting for the Cost of Computer Software
Developed or Obtained for Internal Use". SOP 98-1 requires that enfifies capitalize
certain cosfs related fo infernaluse software once certain criteria have been met. The
Company has not yet determined the impact of SOP 98-1 on its financial position, results
of operations, or cash flows. The Company will be required o implement SOP 98-1 for
its fiscal year ended December 31, 1999.

In April 1998, the AICPA issued SOP 98-5, "Reporting on the Costs of StartUp
Activities.” SOP 98-5 requires that all startup costs related to new operations must be
expensed as incurred. In addition, all startup costs that were capitalized in the past must
be written off when SOP 98-5 is adopted. The Company expects that the adoption of
SOP 98-5 will have no material impact on its financial position, results of operations or
cash flows. The Company will be required to implement SOP 98-5 for ifs fiscal year
ended December 31, 1999.
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corporate information ‘

Principal Executive Offices:
MetroNet Communications Corp.
Bow Valley Square Two, Suite 600
205 - 5th Avenue S.WV.,

Calgary, Alberta, Canada T2P 2V7
Tel: (403) 705-6000

Web Site: www.metronet.ca

Investor Information:
For shareholder assistance and information or
additional reports: Tel: (888) 311-1154

For general company information and press releases:

Web Site: www.metronet.ca

Transfer Agent and Registrar:

CIBC Mellon Trust Company

P.O. Box /010, Adelaide Street Postal Station
Toronto, Ontario, Canada M5C 2W9

Tel: (416) 643-5500 or (800) 387-0825
Web Site: www.cibcmellon.ca

E-mail: inquiries@cibcmellon.ca

Institutional Investors and Analysts:
Bruce M. Mann

Vice President, Investor Relations
MetroNet Communications Corp.

525 University Avenue

Toronto, Ontario, Canada M5G 213
E-mail: brucemann@metronet.ca

Tel: (416) 640-6777

Auditors:
KPMG Lip
Toronto, Ontario

Counsel:
Osler Hoskin & Harcourt
Toronto, Ontario

Information

stock and market information

1st Quarter

high low close High low

2nd Quarter

3rd Quarter 4th Quarter

close high low close high low close

1998

MNC.B (C$) 42.00 23.50 36.00 42.50 33.75 41.00 50.00 27.90 27.95 51.00 24.00 51.00

METNF (US$)  30.000 16.250 25.250

MNC.B (C$) - - - - -
METNEF (US$) - - - - -

The common stock is listed for trading in Canada
on the Toronto Stock Exchange and the Montreal
Exchange under the symbol MNC.B and in the
United States on the NASDAQ National Market
System under the symbol METNF.

The approximate high and low prices for the common
stock are as reported by the Toronfo Stock Exchange
and the NASDAQ National Market System, and do
not include retail markups, markdowns or commissions.
Such prices do not necessarily represent actual
fransactions.

The Company’s shares began trading publicly
on December 3, 1997 coincident with its Initial
Public Offering. The 1997 high, low and close
prices represent trading activity from December 3
through December 31, 1997.

The Company currently does not pay dividends.

29.250 23.625 28.250

34.750 17.875 17.875 33.500 15.500 33.500

25.25 20.50 24.20
- - - 17.813 15.000 17.385

Note for Investors:

This annual report includes statements about expected
future events and financial results that are forward-
looking in nature and subject to risks and uncertainties.
For those stafements, we claim the protection of the
safe harbour for forward-ooking statements provisions
contained in the Private Securities Litigation Reform
Act of 1995. The Company cautions that actual
performance will be affected by a number of factors,
many of which are beyond the Company’s control,
and that future events and results may vary
substantially from what the Company currently
foresees. Discussion of the various factors that may
affect future results is contained in recent filings by
the Company with the Securities and Exchange
Commission and the Ontario Securities Commission.

Annual Meeting:

The date, time and location of MetroNet's Annual
General Meeting of shareholders will be distributed
fo shareholders in the coming weeks.



sales offices |

For more information on any of our services, please contact one of our regional sales offices:

Customer Care:

1-888-8METNET (1-888-863-8638)

Vancouver:

Suite 2200, 401 West Georgia Street
Vancouver, British Columbia V6B 5A1

Phone: (604) 638-4000
Fax:  (604) 899-2550

Calgary:

600, 205 — 5th Avenue S.W.
Calgary, Alberta T2P 2V7
Phone: (403) 705-6000

Toll Free: 1-800-439-6535
Fax:  (403) 262-3991

Edmonton:

Suite 1300, 10250 — 101 Street
Edmonton, Alberta T5) 3P4
Phone: (780) 413-8300

Fax: (780) 413-8305

Winnipeg:

200 - 200 Graham Avenue
Winnipeg, Manitoba R3C 4L5
Phone: (204) 954-2000

Fax: (204) 954-2002

London:

195 Dufferin Avenue, Suite 700
London, Ontario N6A 1K7
Phone: (519) 679-1999

Fax:  (519) 679-1855

Kitchener-Waterloo:

565 Trillium Drive, Unit 9
Kitchener, Ontario N2R 1J4
Phone: (519) 895-2955
Fax:  (519) 895-2314

Toronto:

525 University Avenue
Toronto, Ontario M5G 2L3
Phone: (416) 640-6400
Fax: (416) 640-6406

Ottawa:

150 Laurier Avenue West
Ottawa, Ontario K1P 5J4
Phone: (613) 688-4688
Fax: (613) 688-4534

Montréal:

625, rue Belmont, 2° étage
Montréal, Québec H3B 2M1
Phone: (514) 940-5678

Fax:  (514) 940-5648

Québec:

2710, rue Einstein

Parc technologique du Québec
métropolitain

Sainte-Foy, Québec GI1P 4R5
Phone: (418) 266-5000

Fax: (418) 266-5001
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