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“PIPEX has
consistently delivered
reliable Internet
services, ensuring our
network of 47
independent Wildlife
Trusts stays connected
both internally and
externally.”

The Wildlife Trust

“The scalability of the solutions
provided by PIPEX can not
only cope with the constant
changes in the service
requirements and working
practices of incoming and
outgoing clients, but it is also
responsive to an organisation’s
evolving needs and the 24
hour demands of international
businesses. This has enabled us
to offer a truly flexible service
to our clients.”

Stonemartin Corporate
Centres

“The support service
itself has been
excellent. The
maintenance of the
account and the
account manager has
also been of high
standards. In network
management you have

enough problems, so it
is nice to be able to
just think, well that’s
sorted.”

Birmingham City
Council
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Chairman’s Statement

Coventry University

“We have an excellent partnership with PIPEX and
we are delighted with every aspect of the connection
and service the company provides."

Overview

2003 was an extremely important year in the
development of the group. Our transformation plan

has had three clear objectives:

e To grow the Company by acquisition

e o use our increased scale to leverage our

infrastructure and operational assets

e To refocus our product portfolio on the fastest
growing sectors of the market.

In July 2003 we acquired XTML Ltd and Compulink
Information eXchange Ltd (for £1.0 million) and, in
August 2003, we acquired Firstnet Services Ltd (for
£7.0 million), culminating in the acquisition of PIPEX
Internet Limited in October 2003 (for £57.4 million).
This acquisition, and the realisation of cost synergies of
the new enlarged group, enabled PIPEX to become
EBITDA positive on a month-by-month basis by the
year end. Gross margins also benefited, increasing to
43.5% from 24.5% in the year ended 31 December
2003. During the period the management team
generated significant cost synergies from the enlarged
group, resulting in cost savings of £15.2 million on an
annualised basis. These are made up principally of staff
savings (£9.5 million), network (£3.9 million) and
property costs (£1.3 million).

The newly acquired businesses, as well as bringing
their own very important infrastructure assets such as
data centres and radio licences, have been integrated
to benefit from PIPEX's national network, billing and
finance as well as sales and marketing operations.
From a product perspective, these acquisitions have
enhanced our capabilities in the broadband and
hosting sectors which we see as currently the most
important and fastest growing in our market.

Operational performance

Turnover for the year was £35.2 million versus

£8.1 million last year, with 48.7% of the growth a
result of the acquisitions. We now have a balanced
portfolio of products with a gross margin that has
increased to 43.5% in the year ended 3| December
2003, up substantially from 24.5% in the prior yean
We expect this balanced product portfolio to provide
a stable foundation for our gross margin during the
course of 2004. The increase in gross margin has been
achieved through the attainment of scale and by a
substantial restructuring of the business.

Network and products

We are now well positioned in the data services
market, providing services across all market sectors
from home users to large companies. Broadband is
at the heart of our business, and we believe that we
are the 5th largest supplier of ADSL in the United
Kingdom. Broadband is the fastest growing area

in the telecommunications sector and PIPEX has
demonstrated that it has the infrastructure and team
to deliver strong growth. PIPEX has an infrastructure
“light” model and has over 100 network points of
presence (“PoPs”) in the United Kingdom on its long
term IRU on the Fibernet network.

We acquired additional hosting capabilities during
the year from two of our acquisitions and now have
four data centres. We anticipate that the demand
for hosting services will increase as broadband
penetration rises. The additional hosting products
that we now have will enhance our service mix and

improve “stickiness” within our customer base.

PIPEX, with its broad product offering, is well
positioned to develop its broad suite of “managed



services” for those of its customers looking to improve

the efficiency of their businesses through outsourcing.
PIPEX will be able to differentiate its products as it
develops a greater portfolio of Internet Protocol (“IP")
products including voice over IP (“VoIP”). As PIPEX
delivers these products, customers will become
increasingly linked to our business and this multi-strand
connection will help grow and protect our revenues

and margins.

Team

The integration of our businesses has been completed
by an excellent team that has been led by Chief
Executive Officer; Mike Read. Our team has worked
tirelessly with our customers and suppliers to help us
improve our business performance during the
integration process. We would like to thank all our
staff for their hard work during this period of

acquisition and expansion.

Board changes

Following the successful integration of PIPEX Internet
into the group, David Rickards, Chief Operating
Officer, will be stepping down from the Board in order
to spend more time with his family. The resignation is
effective immediately. The Board wishes to thank
David for his valuable contribution during his time with
the company and wishes him well in the future.

Financing

We completed three institutional fundraisings totalling
£43.2 million (net of expenses) during the year to
finance the acquisitions and to strengthen our balance
sheet. PIPEX remains an acquisitive business and we
would return to the equities and/or debt markets in
order to fund further consolidation in the sector:

BUSINESS COMMUNICATION MADE SIMPLE | 3

Outlook
We are confident in our ability to increase revenues

in 2004 — both organically and by acquisition.

e We remain committed to our business model
with its low capital expenditure requirements

e We continue to focus on higher margin, lower

churn products

e  We will remain committed to the technical
excellence and customer service on which our
reputation is based and which has brought us so

many industry awards.
Finally I would like to thank you, the shareholders, for

your support over the past year which has been such

a major contribution to our success.

Peter Dubens
Chairman

| April 2004
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Chief Executive Officer — Business Review

Gameplay GB

“PIPEX offered Gameplay GB a secure environmen
host our infrastructure and some great opportunitie
expand our services in the future.”

Welcome to our first annual report as PIPEX The CIX/XTML acquisition saw:
Communications plc. | am delighted that you join mein e  Leased line dependence further reduced
reflecting upon our commercial success over the last yea, o Hosting revenues accounting for 20% of the
which saw us achieve a turnover in excess of £35 million. product mix (from 7%)

e The introduction of Oracle expertise.
As many of you will already know, PIPEX
Communications today is the result of the combination %
of PIPEX Internet Limited with five established business xw 5%

telecom providers; Zipcom plc, GX Networks, 20% \’

Compulink Information eXchange Limited (CIX) and
XTML Limited (which were previously part of the l .

46%

Telenor Group) and Firstnet Services Limited. These %
acquisitions have been completed against the backdrop 7 5%
of consolidations in the telecommunications market, Leseed Lo I~
which we expect to continue throughout the Diak-up B Leased Lines - Radio
remainder of 2004 and into 2005. Hosting Securlty
B sDsL B Hardware/Software

Voice

As well as giving the group critical mass, these
acquisitions have significantly extended the physical
infrastructure of the group; they have broadened the The Firstnet acquisition saw the:

service portfolio and extended the geographical reach o Product portfolio becoming much more balanced

of the business. Most importantly, perhaps, each with leased lines only accounting for 38% of
acquisition has brought incremental efficiencies and revenues
economies of scale to the group. e Introduction of a DSL wireless product

e  Hosting maintained at 20%
e Introduction of new hardware and ASP
software products.

The GX/Zipcom merger saw:

e  Decreasing dependence on highly price sensitive
leased line revenue

e Launch of SDSL in 2003

e Voice revenues building

e Dial-up benefiting from higher revenue share
from network operators.

3% /4%
% \ 0%

ADSL

Leased Lines

Dial-up Leased Lines - Radio
Hosting Security
60% W sosL B Hardware/Software

Voice

12%

Leased Lines B ADsL
Dial-up B Leased Lines - Radio
Hosting Security

W sDsL B Hardware/Software
Voice
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PIPEX acquisition introduced:

e  Over 140,000 customers

e A balancing of product portfolio

e  “Dial-up” benefiting from higher revenue share
from network operators

e  Greater opportunity to cross sell to much larger
customer base

e The opportunity to change our Company brand
from GX Networks to PIPEX.

Leased Lines W ADsL
Dial-up M Leased Lines - Radio
Hosting Security

W sos. B Hardware/Software

Voice

PIPEX Internet Limited, established in 1991, was one
of the UK's first commercial ISPs. lts primary focus was
DSL services which are forecast to be one of the
fastest growing connectivity technologies over the
coming vyears. There were immediate efficiencies to be
achieved by migrating our existing GX Networks dial
and DSL business onto the PIPEX Internet Limited
network and service platform. Longer term benefits
will also come from the consolidation of our financial,
sales, marketing and other operational functions.

PIPEX today
PIPEX today is set up to deliver affordable, high speed,

high quality and reliable corporate Internet access and
Hosting services. Honouring the same fundamental
company values today, we remain committed to
delivering to our customers solutions that are easy to
use and are designed for businesses and professionals
who appreciate that affordable, mission-critical quality
and reliability have a value. Indeed, over the last eight
months we have shared ideas and processes from
each of the six organisations amalgamated under the
PIPEX brand to enable us to replicate the best
processes, support and services for the benefit of all
our customers.

Unlike some other Service Providers, the PIPEX range
of one-stop business-class communications solutions is
about delivering genuine business benefits, rather than
just technology solutions designed to help customers
increase productivity and profitability.

With our Tier | status, proven track record, breadth
of services and industry defining accreditations,

PIPEX is a provider for a number of the Times' Top
100 UK Companies and tens of thousands of SMEs.

Ultimately it is the strength of the PIPEX network
that is responsible for our overwhelming success, with
nearly 50% of new Broadband customers joining as a
result of recommendations from existing users.
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Chief Executive Officer — Business Review

continued

PIPEX Subscriber
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PIPEX

The infrastructure that PIPEX broadband customers
utilise is unparalleled, with a total of more than

3.5 GBps of capacity already deployed, and an equal
amount on order.

For our Access and Hosting customers we manage

and monitor a network that has over 100 Points of
Presence (PoPs) nationwide. This network is based

on proven technologies such as ATM and MPLS and
is able to provide Virtual Private Networking (VPN)
as well as Internet connectivity.

Our networking and systems mission here is simple:
minimise downtime and maximise performance.
We achieve this by investing and managing a
multi-layer national network based on optical fibre
and microwave with CISCO BPX and IGX carrier
class switches. The network is designed to be:

e  Scalable — providing the ability to increase
capacity and extend geographical reach

e Resilient — delivering mission-critical data safely
and securely

e  Reliable — utilising carrier class equipment and
redundancy to maintain service.

We have added data centres in London, Manchester
and Leeds to our communication networks, enabling
us to become one of the very few ISPs who can
provide truly resilient local hosting facilities, and
geographic disaster recovery. We are particularly
proud that our Leeds data centre has been awarded
the prestigious BS7799 accreditation, which is a

demonstration of our ability to meet the highest levels

of security in terms of people, physical infrastructure

and processes. We have also achieved ISO 9001; 2000,

acknowledging our continued commitment to ensuring
that we follow the best processes and practices in
the industry.

As business becomes 24/7, the need for a secure and
resilient data centre to house valuable web, email and
other servers becomes more critical. PIPEX is well
equipped to meet this challenge. All our data centres
are highly secure and have strictly vetted access.
Proactive controls are built in to ensure that any
potential problems are rectified before they impact on
customers. Uninterruptible Power Supplies (UPS) and
environmental controls mean that whilst not totally

2
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eradicated, such threats are kept to a minimum. If they
do arise, contingency plans are in place to manage the
threat and ensure that normal business is resumed
quickly.

Such commitment to support is reflected by prestigious
industry awards, including Best Broadband ADSL ISP of
the Year 2002 at the ISP Review Awards, Best Business
ISP at the Practical Internet Magazine Readers Awards
2003 and Best Consumer Broadband ISP at the ISPA
Internet Awards 2003.

PIPEX continues to build complex network solutions
and to provide a range of Internet access, hosting, voice,
Oracle and security services and solutions, including
managed virtual private networks (VPNs) and firewalls.

We are therefore better placed than ever to target all
public and private market sectors and cover the
spectrum of customers from professional home users
to large corporates such as Kellogg's, Sony, John Lewis
and Littlewoods Gaming. By building a high quality
customer base and extending it from 25,000 last year
to over 150,000 today, and generating rapid revenue
growth, we have an excellent opportunity to capture
market share.

There are currently approximately 45,000 new DSL
connections purchased each week, 78% of which are
provided by the top 5 broadband providers. PIPEX is
connecting one in every |2 of all non-BT owned DSL
lines, and over 95% of these customers are new to
PIPEX. Systems are now in place to provide high
quality customer service, and this has led to over 95%
of new customers signing-up on-line.

Ovum projects over 8m Broadband DSL Lines
in the UK by 2006

We remain clearly focused on business broadband
solutions to both businesses and prosumers, whilst
educating the consumer about the technology and its
benefits. We are committed to next generation
technological advances, positioning ourselves as a
driving force behind the UK's business broadband
revolution.

Combining the best infrastructure, services and support
with highly sophisticated, low touch back office systems,
and employing over 400 very talented people, the
result has been the emergence of PIPEX
Communications as not only one of the UK's leading
telecom network operators, but also as the UK's fifth
largest provider of broadband solutions.

The outlook for PIPEX Communications is very
promising. With the Government pledging to make
broadband accessible to all by 2008, 2004 is clearly
the year of broadband and will be the year of PIPEX
Communications' broadband offering.

We understand the telecommunications market is
competitive, but our strong business model means
we are now well positioned to further develop our
business through both acquisition and organic growth
during 2004.

Mike Read
Chief Executive Officer

| April 2004
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of Internet services.”

Transactions

Placing

On 31 March 2003 the Company placed 236,667,000
shares with institutional investors at 2.125p to raise
£5.03 million (£4.8 million net of expenses). The new
shares were admitted to AIM on 31 March 2003.

XTML and CIX acquisition

On 18 July 2003 the Company acquired XTML Limited
and Compulink Information eXchange Limited which
had previously formed part of the Telenor Group.

The total consideration payable in respect of these
acquisitions was £1.0 million, which was satisfied
entirely by the allotment of 20,366,599 shares at a
price of 491p.

Net liabilities acquired were £0.7 million giving rise
to goodwill of £1.7 million.

Firstnet acquisition

On 28 August 2003 the Company acquired Firstnet
Services Limited for a total consideration (excluding
acquisition costs) of £6.6 million. This was satisfied by
£4.1 million in cash and a further £2.5 million to be
issued as ordinary shares contingent on recovering

a specified proportion of acquired trade debtors.
The effective cash consideration was £3.2 million as
£0.9 million of the consideration was used by the
vendors to repay an intercompany debt due to Firstnet.
Allotment of the shares was deferred until no sooner
than April 2004.

After fair value adjustments, Firstnet had net assets on
the acquisition date of £0.9 million giving rise to goodwill
of £6.2 million.

At the same time, the Company raised £12.4 million
(£12.0 million net of expenses) through an institutional
placing of 261,894,737 new ordinary shares at a placing
price of 4.75p per share.

PIPEX Internet acquisition

On 28 October 2003 the Company acquired PIPEX
Internet Limited for a consideration (excluding
acquisition costs) of £54.9 million. The consideration
was satisfied by the allotment of 80,000,000

“Over the past few years, PIPEX have proven to be
flexible to our ever growing business needs. Today they
provide us with the support and delivery of a breadth

A

-

consideration shares and the payment of £49.9 million
in cash on completion. The consideration shares had a
value of £5.0 million for the purposes of the acquisition
agreement (valuing each consideration share at 6.25p,
the same value as in the accompanying placing). At the
allotment date the share price had risen to 7.5p,
producing a valuation of the consideration shares for
cost of investment purposes of £6.0 million.

The cash consideration was financed through a placing,
a new debt facility and from the existing cash resources
of the enlarged group. The placing raised £27.7 million
(gross) from the issue of 443,200,000 shares at a price
of 6.25p per share. The new debt facility provided

£15.0 million by way of a term loan, repayable over

4 years. Following a financial assistance whitewash
under Sections 151 to 158 of the Companies Act 1985,
£10.0 million from existing PIPEX Internet Limited cash
resources was used to fund both the balance of the
cash consideration and the cost of the acquisition.

Net assets acquired were £8.1 million giving rise to
goodwill of £49.3 million.

Performance

Profit and Loss

Turnover for the year was £35.2 million, representing
an increase of 337% over 2002. Of this turnover,
22.0 million was derived from existing operations and
£13.2 million from the four acquisitions completed

in the second half of 2003. Given the timing of the
acquisitions, the revenues they contribute will be very
much higher in 2004.

Gross profit was £15.3 million (2002: £2.0 million),
providing a margin of 43.5% (an increase of
|9 percentage points over the previous year).

The gross profit for existing operations was £9.3 million,
a margin of 42.3% which compares to the total gross
margin in 2002 of 24.5%. Cost of sales in 2003
benefited from the network rationalisation plan
implemented following the acquisition of Transigent in
October 2002. Acquisitions contributed gross profit of
£6.0 million at a margin of 45.6%.



Operating expenses increased in the year by

£11.1 million to £24.8 million, an increase of 81%,
afthough, measured against the growth in turnover, this
is a considerable improvement. Excluding depreciation
and amortisation, operating expenses were £19.4 million
(2002: £11.8 million) including £5.0 million in the
acquired businesses. Operating expenses (excluding
depreciation and amortisation) as a percentage of
turnover in existing operations were 65% which
compares very favourably with [46% for 2002. This
reflects the success of the programme introduced
towards the end of 2002 to reduce costs through the
integration of back office systems and the elimination
of duplicated or overlapping overheads, as reported in
our 2002 Report & Accounts. Operating expenses
(excluding depreciation and amortisation) in the
acquired businesses were 38% of turnover: Similar
integration programmes were introduced following
each of the more recent acquisitions and these have
progressively delivered cost benefits in the post
acquisition periods in 2003 and into 2004.

As part of the PIPEX Internet transaction it was agreed
that certain directors and senior managers would be
granted share options and warrants at the placing price
of 6.25p.The grants were made on dates adjacent to
the date of placing by which time the share price had
moved up by |.12p. Under UITF |7 the Company is
required to account for the notional increase in value
through the Profit and Loss account, apportioning the
charge across the estimated vesting period, giving rise to
a charge in 2003 of £577,000 and an estimated charge
for 2004 of £942,000.

As a result of cost savings and acquisitions, EBITDA
losses better than halved from £9.8 million in 2002 to
£4.0 million in 2003. Acquisitions contributed positive
EBITDA of £1.0 million. The full year benefit of many
of the cost savings described above will not be felt
until 2004.

There was an increase in the depreciation charge of
£1.7 million over the previous year of which depreciation
of tangible assets as a result of the acquisitions
accounted for £0.9 million and the effect of a full year's
charge for Transigent's assets the majority of the
balance. Goodwill amortisation rose very steeply from a
small negative number in 2002 (£0.1 million) to positive
charge of £1.7 million in 2003. This reflects a full year
charge for goodwill arising on the Transigent acquisition
and part-year charges against goodwill on the 2003
purchases. Cost of goodwill in the year-end balance
sheet was £64.7 million and is written off over |0 years,
except for the small amount of negative goodwill which
arose on the HighwayOne acquisition, amounting to
£0.9 million, which is amortised over 4 years. It follows,
given the significant cost of purchased goodwill, that the
amortisation charge will increase significantly in 2004.

The rise in net interest payable to £0.4 million

(2002: nil) reflects the cost of the £15.0 million senior
debt facility in place from 28 October 2003, lower
average cash balances in the year compared to 2002
and costs arising from debt in the acquired businesses,
particularly a property mortgage in Firstnet and finance
leases in both Firstnet and XTML.
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The loss for the year was £9.9 million
(2002: £11.8 million) including £1.1 million of losses
arising in the acquisitions.

Balance Sheet

At the end of December 2003 fixed assets were
£79.5 million, a rise of £58.5 million over 2002, mainly
due to goodwill arising on the 2003 acquisitions.

The net book value of goodwill at the year end was
£63.2 million (2002: £8.5 million). Of this, £48.5 million
relates to the acquisition of PIPEX Internet Limited.

Current assets have grown to £22.7 million compared to
£8.4 million at the end of 2002. The major contributors
to this growth are trade debtors, which have increased
by £4.6 million in line with the increase in turnover, and
cash at bank which has increased by £7.9 million.

The increase in creditors falling due within one year
arises principally from the balance sheet liabilities in the
acquired businesses (amounting to £21.4 million on the
acquisition dates, after fair value adjustments). There is
also an amount of £3 million of the term loan repayable
in 2004 and the consideration loan notes issued in
connection with the Transigent purchase in 2002,
amounting to £3.5 million, now falling due within one
year (in 2002 these fell due after one year).

In the year, all of the issued convertible loan stock,

(£1.6 million in total), converted to 57,090,909 ordinary
shares at 2.75p. Other long term creditors were also
reduced by the switch to short term liabilities of part of
the debt and consideration loan notes above. Of the
term loan, £12.0 million was payable after one year.

Cash Flow

Cash balances, including short-term deposits at

the end of the year amounted to £13.3 million,
(2002: £5.4 million). The company raised £43.3 million
in the year through placings (net of expenses) and a
further £15m from a bank loan. Purchase of the four
subsidiaries in 2003 cost £39.7 million in net cash
terms. Lease payments amounted to £1.4 million,
capital expenditure was £1.2 million and interest
payments £0.2 million.

Net debt at the year end was £11.7 million (2002:
£2.5 million) comprising cash balances of £13.3 million
less; the term loan £15.0 million; consideration loan
notes of £3.5 million; outstanding lease obligations of
£4.6 million; and a property mortgage of £1.9 million.

Treasury

The group uses financial instruments to raise finance
for its operations and to manage risk arising from
those operations. The group does not undertake any
speculative trading in financial instruments, see note 8.

Early in 2004 approximately half of the forward interest
payment obligations with respect to the £15.0 million
bank loan were swapped from variable rate to fixed
rate.

Stewart Porter
Chief Financial Officer

| April 2004
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Board of Directors

Peter Dubens, Chairman

Peter Dubens has experience in the start-up, development and restructuring of business both in the public and private sectors.
He has led the consolidation strategy that has built PIPEX Communications plc to where it is today. Peter Dubens is also
Executive Vice Chairman of ukbetting plc, the largest UK online sports content and gaming company. He is also the co-founder
of Palmer Capital Management, a hedge fund introductory business, and a number of other privately held companies.

Mike Read, Chief Executive Officer

Mike has 30 years experience in the Communications and Internet Industry. He started his career in British Telecom where he
gained considerable experience in international activities including: Product Management, Product Development, Engineering &
Planning, Marketing and Advertising. This culminated in him working in the USA in the joint venture with MCl where he led the
operational and engineering aspects of Concert. He later returned to the UK to become ‘Chief of Global Engineering’ which
covered all engineering aspects of BT worldwide (with the exception of the UK).

During the initial launch phase’ of the internet Mike left BT and joined ANS in the USA — one of the first internet companies
which had just been purchased by AOL. His responsibilities covered Sales, Marketing, Product Management and Business
Development.

In 1998 he moved to Florida to become CEO of Pacer International, a company that designed and built communication networks
and systems for clients worldwide. Mike was headhunted by Pacer to run as President and COO of a consumer ISP ‘roll up’ in the
USA called One Main. During the first 18 months over 30 companies were purchased and rolled into one company.

In 2000 Mike moved back to the UK to become CEO/MD of XO Europe, the UK arm of which was acquired by GX Networks
in October 2002.

Stewart Porter, Chief Financial Officer

Stewart Porter is a Chartered Accountant and holds a Bachelor of Science degree in electrical engineering. Prior to founding
Zipcom (now PIPEX Communications) as Chief Financial Officer; Stewart was Finance Director for Highpoint Telecommunications
Inc, a Canadian listed company, where he was closely involved in the successful establishment of a number of European start-ups.
Stewart worked for Cable & Wireless for 8 years in a number of senior financial positions, most recently as Director of Finance
and Business Development in Global Markets, the business unit responsible for serving the multinational customers of Cable &
Wireless.

Christina Kennedy, Non Executive Director

Christina Kennedy has a Masters Degree in Business Administration and is a Fellow of the Chartered Institute of Secretaries.
For the past 20 years she has been working on a consultancy basis at Board level acting as Company Secretary in a variety of
listed companies: AlM, top 250 and overseas companies with a secondary listing.

Industry experience is wide ranging including manufacturing, leisure and service companies. She has a good working knowledge
of the Stock Exchange Regulations. Company Law and Corporate Governance. During 2001 to 2002 she worked in a
consultancy capacity as Corporate Governance Advisor for a major UK pension fund and therefore has a good understanding
of investors' governance requirements. Her experience has involved her working with boards on acquisitions; restructuring; board
compositions and appointments; directors’ service contracts and remuneration issues; long term incentive schemes; share options
and risk management issues related to internal control requirements.

Laurence Blackall, Non Executive Director

A former Chairman of the Internet Service Providers Association (ISPA), Laurence Blackall has a Masters degree in Marketing
and over 20 years experience in media and telecommunications industries. After an early career that included Virgin and the

SEMA Group he was a director of Frost & Sullivan and a Vice President at McGraw-Hill. In 1995 he founded Global Internet

and took it public as Internet Technology Group in 1996.

He managed the sale of his company to Concentric Network Corporation, which was itself acquired by XO Communications
Inc. Together with Peter Dubens, he acquired XO's UK business, which was then acquired by Zipcom plc and then became
GX Networks plc then PIPEX Communications plc.
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Directors’ Report

The directors present their annual report and the audited financial statements for the year ended 31 December 2003.

Principal activity and business review

The principal activity of the group during the period was the supply of telecommunication services. A detailed review of the
business is set out in the Chairman’s statement on pages 2 and 3 and the business review on pages 4 to 7 and the financial
review on pages 8 and 9.

Financial results and dividends
The results for the group for the year are shown in the profit and loss account on page 21.
The directors do not recommend the payment of a dividend.

Directors and directors’ interests
The directors who held office during the year were as follows:

Peter Dubens Chairman (until 3 September a non executive director)

Michael Read Chief Executive Officer (appointed 9 September 2003)

Stewart Porter Chief Financial Officer

David Rickards Chief Operating Officer (appointed 28 October 2003, resigned | April 2004)
Christina Kennedy Non Executive (appointed 9 September 2003)

Laurence Blackall Non Executive (appointed 3 March 2003)

Grahame Purvis Chairman and Chief Executive Officer (resigned 9 September 2003)

Jon Richards Non Executive (resigned 9 September 2003)

Michael Read and Christina Kennedy, having been appointed since the last Annual General Meeting, retire in accordance with the
articles of association and, being eligible, offer themselves for re-election.

Stewart Porter retires by rotation in accordance with the articles of association and being eligible, offers himself for re-election.

The directors’ remuneration and the interests of the directors in the share capital of the Company are detailed in the report on
directors’ remuneration on pages |6 to |8.

Employees

[t is the policy of the group that there should be no unfair discrimination in recruiting and promoting staff, including applicants
who are disabled. The directors are committed to maintain and develop communication and consultation processes with
employees, who in turn are encouraged to develop an awareness of the issues affecting the group. The directors place
considerable emphasis on employees sharing in the success of the group. This is achieved through the performance related
bonus scheme and participation in the share option schemes.
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Corporate Governance

Although the Company is not required to comply with the provisions of the Combined Code, the directors have decided to
provide the following voluntary corporate governance disclosures. The Board of Directors recognises the importance of, and is
committed to, ensuring that effective corporate governance procedures relevant to smaller listed companies are in place.

This statement considers how the relevant principles of the Combined Code on Corporate Governance (“the Code”) have
been applied by the Company during the year to 3| December 2003. The Board have also considered the Revised Combined
Code (“the Revised Combined Code”) which was effective for accounting periods beginning on or after | November 2003.
The Revised Combined Code will be applied by the Company in the year to 31 December 2004.

The Board and Committees

At | January 2003 the Board comprised two executive directors (G Purvis and S Porter) and two non-executive directors

(J Richards and P Dubens). G Purvis resigned and P Dubens was appointed Executive Chairman on 9 September 2003. M Read
was appointed Chief Executive Officer on the same date. On 28 October D Rickards was also appointed to the Board as an
executive director: L Blackall and C Kennedy were appointed to the Board on 3 March 2003 and 9 September 2003 respectively
as non-executive directors, whilst | Richards resigned on 9 September 2003. At 3| December 2003 the Board therefore
comprised four executive and two non-executive directors. The Board considers that the current composition provides a
reasonable balance of independence. L Blackall, while a substantial shareholder; brings an independent view of the telecoms
industry to Board discussions. The Board however accepts that C Kennedy is considered to be the only current independent
non-executive director as defined under the Code.

An evaluation of Board performance has not been relevant due to the recent changes in the Board.

The Board, which meets on average six times a year, is responsible for the overall strategy and financial performance of the
group and has a formal schedule of matters reserved for its approval. Each Board meeting is preceded by a clear agenda and
any relevant information is provided to directors in advance of the meeting.

Following the resignation of G Purvis on 9 September 2003, the roles of Chairman and Chief Executive Officer have been
separated.

The Board does not consider it necessary to appoint a senior independent director:

The Remuneration Committee consisted of | Richards, L Blackall and P Dubens until 3 September 2003. The Committee
currently comprises C Kennedy and L Blackall only and is chaired by C Kennedy. The report on directors’ remuneration on
pages |6 to |8 contains a detailed description of remuneration and applicable policies.

Given the small size of the Board, and as permitted by the Code, the Board has not appointed a Nominations Committee.
The Board as a whole considers the appointment of all directors and senior managers.

At | January 2003 the Audit Committee comprised G Purvis and | Richards. Following the Board changes noted above, from

9 September the Audit Committee comprised L Blackall (Chairman) and C Kennedy. C Kennedy is considered by the Board

to have relevant financial experience. The Committee operates under written terms of reference and is scheduled to meet at
least twice a year with the Company's auditors, and the executive directors present by invitation only. The Committee meets
with the external auditors without the executive directors present as it considers appropriate. The Committee is responsible for
the independent monitoring of the effectiveness of the system of internal control, compliance, accounting policies and published
financial statements on behalf of the Board. This is achieved primarily through a review of the annual financial statements and a
review of the nature and scope of the external audit. Any significant findings or identified risks are examined so that appropriate
action may be taken.The Committee is also responsible for keeping under review the independence and objectivity of the
external auditors, including a review of non-audit services provided to the group, consideration of any relationships with the
Company that could affect independence and seeking written confirmation from the auditors that, in their professional
judgement, they are independent.
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Board Report on Directors’ Remuneration

Remuneration Committee
The Remuneration Committee comprises C Kennedy (Chairman) and L Blackall.

The Committee meets not less than twice a year to determine all aspects of the remuneration of the executive directors and
other senior managers. The fees of the non-executive directors are determined by the Board as a whole. No director or
employee has a role in determining his own remuneration.

Remuneration policy

The Committee determines overall policy for executive remuneration. The Committee sets levels of remuneration to attract,
retain and motivate executive directors and other senior managers and, in doing so, takes into account the level of remuneration
throughout the telecommunications industry. Employees throughout the group, including executive directors, have performance
reviews annually. The main components of the executive directors’ and senior managers’ remuneration are:

—  a competitive base salary

— an annual performance bonus
—  pension provision

—  benefits in kind

—  share options

The group operates a discretionary bonus scheme. The scheme applies to directors, senior managers and certain other
employees. Individual payments made under the scheme are generally dependent on the company achieving its financial targets
and the attainment of individual objectives.

The group makes contributions to money purchase personal pension schemes on behalf of certain executive directors and
senior managers.

Other customary benefits, such as car allowances, permanent health insurance and life assurance are made available as appropriate.

The group has three share options schemes, the Unapproved Executive Share Option Scheme, the Approved Executive Share
Option Scheme and the EMI scheme. Details of options granted under these schemes are given in note |9 to the financial
statements.

Set out below are the details of total remuneration of the directors for the year:

Directors’ remuneration

Compensation
Salaries & for loss Total Total Pension Pension
Fees Benefits Bonus of office 2003 2002 2003 2002
Executi £000 £'000 £000 £'000 £000 £000 £000 £000
ecutive

M Read 66! Il 28 - 105 - 2 -
S Porter [53 5 [25 - 283 |46 24 24
P Dubens 67 - 275 - 342 4 - -
D Rickards 27? - - - 27 - - -
G Purvis I3 3 - 168 284 147 29 24
C McKee - - — - - 201 - 4

Non-executive
J Richards 18 - - 20 38 20 - -
L Blackall | 8° - - - 18 - - -
C Kennedy |74 = = = 17 - - -
P Maher - - = — = |5 - _
479 |9 428 188 1,114 533 55 52

' Appointed as a director on 9 September 2003
2 Appointed as a director on 28 October 2003
* Appointed as a director on 3 March 2003

* Appointed as a director on 9 September 2003
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Board Report on Directors’ Remuneration (continued)

While a non executive director P Dubens received fees of £13,000 in respect of his services (included in salaries and fees above).

The bonus received by M Read was in respect of services as a director since appointment on 9 September 2003.

The bonus received by S Porter was in respect of services during the year.

The bonus received by P Dubens in the year comprised £200,000 in respect of fundraising associated with the acquisition
of PIPEX Internet Limited and £75,000 in respect of services as a director since appointment as an executive director on

3 September 2003.

Shareholdings and option interests of the directors in office at 3| December 2003 are as follows:

Directors’ shareholdings

M Read

S Porter

P Dubens
D Rickards
L Blackall
C Kennedy

Directors’ share options
Note At
| Jan
2003

S Porter 0] 989,130

(i) 2693583

@iy 5,253,000

0) 750,000

@iy 2,602,440

() -

(iv) -

0) -

M Read v) =
0) -

P Dubens  (v) =
(i) -

L Blackall =
C Kennedy -
D Rickards =

Awarded
during
the year

3455313
17,939,247
750,000
1,600,000
9,650,000
1,600,000
8,400,000

Cancelled At
during 31 Dec
the year 2003

989,130
— 2693583
~ 5253000
(750,000) -

— 2,602,440
— 3455313
— 17939247

750,000
~ 1600000
— 9,650,000
— 1,600,000
— 8400000

(i) EMI scheme — no performance criteria attached

(i) Unapproved scheme — no performance criteria attached

I p ordinary shares | p ordinary shares
at 31 December 2003 at 3|1 December 2002

Exercise
price

1.00p
1.00p
4.50p
5.75p
3.00p
2.25p
2.25p
3.00p
6.25p
6.25p
6.25p
6.25p

or on appointment

174,500 174,500

138,888,889 138,888,889
80,000,000 80,000,000
138,888,889 138,888,889
125,000 =

Exercise period

20 November 2001 to 19 November 201 |
20 November 2001 to 19 November 201 |
27 December 2001 to 26 December 201 |
20 November 2001 to 19 November 201 |
27 December 2001 to 26 December 201 |
20 February 2003 to 19 February 2013
20 February 2003 to |9 February 2013
20 February 2003 to |9 February 2013
24 October 2003 to 23 October 2013
24 October 2003 to 23 October 2013
24 October 2003 to 23 October 2013
24 October 2003 to 23 October 2013

(i) Unapproved scheme — only exercisable once the Company’s market capitalisation reaches £25.0 million.

(iv) Unapproved scheme — 10,697,280 are only exercisable when the Company's share price reaches 5.00p and it is EBITDA
positive measured on a monthly basis. The remaining 7,236,967 are only exercisable once the Company's share price
reaches 3.00p and the Company is EBITDA positive measured on a monthly basis.

(v) EMI scheme — only exercisable once the Company's share price reaches 9.00p and the Company is EBITDA positive
measured on a monthly basis.

No directors in office at 3|1 December 2003 exercised any share options during the year.
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Board Report on Directors’ Remuneration (continued)




BUSINESS COMMUNICATION MADE SIMPLE | 19

Statement of Directors’ Responsibilities
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Report of the Independent Auditors to the Members of PIPEX Communications plc

KPMG Audit Plc
8 Salisbury Square
London EC4Y 8BB
United Kingdom

We have audited the financial statements on pages 2| to 49.

This report is made solely to the Company’s members, as a body, in accordance with section 235 of the Companies Act 1985.
Our audit work has been undertaken so that we might state to the Company’s members those matters we are required to
state to them in an auditor’s report and for no other purpose. To the fullest extent permitted by the law, we do not accept or
assume responsibility to anyone other than the Company and the Company's members as a body, for our audit work for this
report, or for the opinions we have formed.

Respective responsibilities of directors and auditors

The directors are responsible for preparing the Annual Report and Accounts. As described on page |9 this includes
responsibility for preparing the financial statements in accordance with applicable United Kingdom law and accounting standards.
Our responsibilities, as independent auditors, are established by statute, the Auditing Practices Board and by our profession’s
ethical guidance.

We report to you our opinion as to whether the financial statements give a true and fair view and are properly prepared in
accordance with the Companies Act 1985.We also report to you if, in our opinion, the Directors’ report is not consistent with
the financial statements, if the Company has not kept proper accounting records, if we have not received all the information and
explanations we require for our audit, or if information specified by law regarding directors’ remuneration and transactions with
the group is not disclosed.

We read the other information contained in the Annual Report and Accounts, including the Corporate Governance report, and
consider whether it is consistent with the audited financial statements. Ve consider the implications for our report if we become
aware of any apparent mis-statements or material inconsistencies with the financial statements.

Basis of audit opinion

We conducted our audit in accordance with Auditing Standards issued by the Auditing Practices Board. An audit includes
examination, on a test basis, of evidence relevant to the amounts and disclosures in the financial statements. It also includes an
assessment of the significant estimates and judgements made by the directors in the preparation of the financial statements, and
of whether the accounting policies are appropriate to the group's circumstances, consistently applied and adequately disclosed.

We planned and performed our audit so as to obtain all the information and explanations which we considered necessary in
order to provide us with sufficient evidence to give reasonable assurance that the financial statements are free from material
mis-statement, whether caused by fraud or other irregularity or error. In forming our opinion we also evaluated the overall
adequacy of the presentation of information in the financial statements.

Opinion

In our opinion the financial statements give a true and fair view of the state of affairs of the Company and the group as at

31 December 2003 and of the loss of the group for the year then ended and have been properly prepared in accordance with
the Companies Act 1985.

KPMG Audit Plc
Chartered Accountants
Registered Auditor I April 2004
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Consolidated Profit and Loss Account
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Consolidated Balance Sheet
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Company Balance Sheet
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Consolidated Cash Flow Statement
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Reconciliation of net cash flow to movement in net debt
for the year ended 31 December 2003

2003 2002
£000 £000
Increase in cash in period 8,203 906
Net movement in liquid resources (304) (6,041)
Cash inflow from issue of convertible loan stock - (1,570)
Drawdown of new loan (15,000) -
Repayment of loan 40 -
Cash outflow from lease financing 1,381 1,515
Change in net debt resulting from cash flows (5,680) (5,190)
Finance leases acquired with subsidiary (3,126) (1,113)
Conversion of loan stock 1,570 -
Loans acquired with subsidiary (1,919) -
Issue of loan notes - (3,490)
Movement in net debt (9,155) (9,793)
Opening net debt (2,500) 7,293
Closing net debt (11,655) (2,500)
Analysis of net debt
at 31 December 2003
At Acquisitions At
| January (excluding 31 December
2003 Cashflow cash) Other 2003
£000 £000 £000 £000 £000
Cash 2,639 8,203 - - 10,842
Short term deposits 250 (250) - - -
Restricted deposits 2,479 (54) - - 2,425
Cash at bank and in hand per balance sheet 5,368 7,899 - - 13,267
Bank loans - (14,960) (1,919) - (16,879)
Finance leases (2,808) [,381 (3,126) - (4,553)
Debt due in more than one year
Convertible loan stock (1,570) - - 1,570 -
Loan notes (3,490) - - - (3,490)

Net debt (2,500) (5,680) (5,045) 1,570 (11,655)
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Reconciliation of Movements in Shareholders’ Funds
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Notes to the Financial Statements

I Accounting policies
The following accounting policies have been applied consistently in dealing with items which are considered material in relation
to the group’s financial statements.

Basis of preparation
The financial statements have been prepared in accordance with applicable accounting standards and under the historical cost
convention.

The cost of acquisitions represents the cash value of the consideration and the market value of the shares issued on the date
the offer became unconditional, plus expenses.

Basis of consolidation

The consolidated financial statements include the financial statements of the company and its subsidiary undertakings made up
to 3| December 2003. Unless otherwise stated, the acquisition method of accounting has been adopted. Under this method,
the results of subsidiary undertakings acquired in the year are included in the consolidated profit and loss account from the
date of acquisition.

The group financial statements consolidate the financial statements of PIPEX Communications plc and all its subsidiary
undertakings. As permitted by Section 230 of the Companies Act 1985, a separate profit and loss account is not presented
in respect of the Company.

Going concern

The group has financed its trading losses from cash raised from share placings. As at 3| December 2003 the group had cash
of £13,267,000 including £2,425,000 of restricted cash. The directors continue to monitor the group’s funding strategy and
have prepared detailed forecasts for future periods. These forecasts underpin the going concern basis, which the directors have
applied in the preparation of the financial statements for the year ended 3| December 2003.

Turnover
Turnover comprises the value of telecommunication and related services provided net of value added tax. Income is recognised
in the period in which the service is provided.

Goodwill

When the fair value of the consideration for an acquired undertaking exceeds the fair value of its separable net assets, the
difference is treated as purchased goodwill and is capitalised and amortised through the profit and loss account over its
estimated useful life. The economic life of goodwill has been estimated by the directors to be [0 years.

Where the fair value of the separable net assets exceeds the fair value of the consideration for an acquired undertaking the
difference is treated as negative goodwill and is capitalised and amortised through the profit and loss account in the period

in which the non-monetary assets acquired are recovered. In the case of fixed assets this is the period over which they are
depreciated and, in the case of current assets, the period over which they are sold or otherwise realised. The economic life of
negative goodwill has been estimated by the directors to be 4 years.

Intangible assets acquired as part of an acquisition are capitalised at their fair value where this can be measured reliably.

Patents purchased by the group are amortised to nil by equal annual instalments over their useful economic lives.
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Notes to the Financial Statements (continued)

Tangible fixed assets and depreciation
Depreciation is provided to write off the cost less the estimated residual value of tangible fixed assets by equal instalments
over their estimated useful economic lives as follows:

Network infrastructure 2 to 10 years
Indefeasible rights of use Life of the contract
Office equipment 3 to 5 years
Leasehold improvements Life of the lease
Plant and machinery 3 to 5 years

Where assets are financed under finance leases the cost is written off over the shorter of the lease term and the remaining
useful economic life.

Investment in subsidiary undertakings
Investments in subsidiary undertakings are initially stated at cost in the balance sheet of the Company unless, in the opinion of
the directors, there has been an impairment, in which case an appropriate adjustment is made.

Foreign currencies

Transactions in foreign currencies are recorded using the rate of exchange ruling at the date of the transaction. Monetary
assets and liabilities denominated in foreign currencies are translated using the rate of exchange ruling at the balance sheet
date and the gains or losses on translation are included in the profit and loss account.

Leases
Assets acquired under finance leases are capitalised and the outstanding future lease obligations are shown in creditors.
Operating lease rentals are charged to the profit and loss account on a straight line basis over the period of the lease.

Pension costs
The pension costs charged in the Profit and Loss Account represent the amounts of contributions payable to the group’s defined
contribution pension schemes in the accounting period.

Share options
The cost of awards to employees that take the form of shares or rights to shares are recognised over the period of the
employee's related performance.

Taxation
The charge for taxation is based on the results for the period and takes into account taxation deferred because of timing
differences between the treatment of certain items for taxation and accounting purposes.

Deferred tax is recognised, without discounting, in respect of all timing differences between the treatment of certain items for
taxation and accounting purposes which have arisen but not reversed, by the balance sheet date, except as required by FRS [9.

Cash and liquid resources
Cash, for the purpose of the cash flow statement, comprises cash in hand and deposits repayable on demand, less overdrafts
payable on demand. Cash for the purpose of the balance sheet includes short-term deposits and restricted deposits.

Liquid resources comprise current asset investments held as readily disposable stores of value as defined by Financial Reporting
Standard | (Revised 1996) Cash Flow Statements. Liquid resources held in both the current and preceding year include
restricted bank deposits.
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Notes to the Financial Statements (continued)
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Notes to the Financial Statements (continued)
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Notes to the Financial Statements (continued)




PIPEX COMMUNICATIONS PLC REPORT & ACCOUNTS 2003 | 32

Notes to the Financial Statements (continued)
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Notes to the Financial Statements (continued)
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Notes to the Financial Statements (continued)

10 Fixed asset investments

Interest in
subsidiary
undertakings
Company £000
Cost
| January 2003 10,856
Additions 65,348
Transfer to subsidiary undertaking (57,365)
At 31 December 2003 18,839
Amounts provided
| January 2003 740
At 31 December 2003 740
Net book value
At 31 December 2003 18,099
At 31 December 2002 10,116

On 31 December 2003 the Company transferred PIPEX Networks Limited (at that time PIPEX Internet Limited) to
PIPEX Internet Limited (at that time Zipcom Telecommunications Limited), at a book value of £47,500,000 realising a book

loss of £9,865,000.

The Company’s principle subsidiary undertakings included in the financial statements are as follows:

Proportion of
ordinary share

Nature of

Name capital held business/activity

PIPEX Internet Limited (i) (iii) (formerly Zipcom Telecommunications Limited) 100% Telecommunications
HighwayOne Limited 100% Telecommunications
Transigent Limited (i) 100% Holding Company

GXN Limited 100% Holding Company

PIPEX Communications Services Limited 100% Telecommunications
PIPEX Communications UK Limited 100% Telecommunications
GX Networks Nine Limited 100% Telecommunications
GX Networks Ten Limited 100% Telecommunications
PIPEX Networks Limited (ii) (formerly PIPEX Internet Limited) 100% Telecommunications
Compulink Information eXchange Limited 100% Telecommunications
XTML Limited 100% Telecommunications
PIPEX Communications Business Solutions Limited (i) (iv) 100% Telecommunications

(i) directly held by the Company

(i) On 27 January 2004 the name of the company was changed from PIPEX Internet Limited

(i) On 27 January 2004 the name of the company was changed from Zipcom Telecommunications Limited
(iv) On 18 November 2003 the name of the company was changed from Firstnet Services Limited

All subsidiary undertakings are registered in England and Wales with the exception of GXN Limited which is registered in
Scotland. A full list of the company’s subsidiaries will be given in the next annual return.
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Il Stock

Group Group Company Company

2003 2002 2003 2002

£000 £000 £000 £'000

Finished goods for sale 218 = - =
12 Debt

ebtors Group Group Company Company

2003 2002 2003 2002

£000 £'000 £000 £000

Trade debtors 5,747 [, 177 - —

Amounts due from subsidiary undertakings - = 56,787 =

Corporation tax 178 = - =

Taxation and social security - = 20 =

Other debtors 843 382 - 49

Prepayments and accrued income 2,496 1,457 - =

9,264 3016 56,807 49

Included in group prepayments and accrued income are rent deposits of £1 17,000 (2002: £230,000) which are recoverable
after more than one year.

13 Cash at bank and in hand
Cash at bank and in hand comprises cash in hand and deposits repayable on demand and restricted deposit accounts.

Included in group cash at bank and in hand are funds of £2,024,000 (2002: £1,989,000) held in a restricted deposit account
in respect of a guarantee over the first loan note due on 31| January 2004 (see note |4).

Also included within cash at bank and in hand are £80,000 (2002: nil) of deposits with a credit card company. This balance
cannot be accessed within 12 months.

Also included within cash at bank and in hand are £321,000 (2002: £490,000) of funds in restricted deposit accounts.
These amounts relate to lease contracts over telecommunications equipment. These deposits may be realised in accordance
with the terms of the related leases and have the following profile:

2003 2002

£000 £000

Less than one year 248 296
One to two years 73 68
Two to five years - 126
321 490

Group cash at bank and in hand includes short term deposits of £nil (2002: £250,000) realisable between two weeks and
six months. The balance of group cash at bank and in hand, being £10,842,000 (2002: £2,640,000) is held in current accounts,
overnight money market accounts and no notice deposit accounts.

Cash at bank and in hand per the Company balance sheet comprises £2,024,000 (2002: £1,989,000) held in a restricted
deposit account (see above) and £3,908,000 (2002: £1,679,000) held in current accounts, overnight money market accounts
and no notice deposit accounts.

The Company has no restricted funds at 31 December 2003 (2002: nil).
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I5 Creditors: amounts falling due after one year (including convertible debt) (continued)

Bank loans are repayable as follows:

2003 2002

£000 £000

Within one year 4,879 =
Between two and five years 12,000 =
16,879 =

The bank loan of £15,000,000 carries interest at a rate of LIBOR +2.75%.

The bank loan of £1,879,000 carries interest at a rate of bank base rate +1.35%. As a result of the acquisition of Firstnet
Services Ltd the loan became repayable within one year.

The maturity of obligations under finance leases is as follows:

2003 2002
£000 £000
Group
Within one year 3,012 [,702
In the second to fifth years 1,541 [,106
4,553 2,808
The Company does not hold any assets under finance leases.
16 Provisions for liabilities and charges
Group
Onerous
leases Dilapidations UITF 25 Other Total
£000 £000 £000 £000 £000
At | January 2003 689 50 13 = 752
Arising on the acquisition of subsidiary undertakings |14 = = 12 126
Arising during the year 218 = 274 = 492
Utilised during the year (542) = = = (542)
At 31 December 2003 479 50 287 12 828

The UITF 25 provision relates to National Insurance payable on exercise of share options. This will be utilised as and when the
share options are exercised. The onerous lease provision comprises £3 11,000 in respect of rental costs for a vacant property,
which will be utilised up to the end of the lease in July 2005. The remaining onerous lease provision of £168,000 relates to the
early termination of a telecommunications contract and will be utilised within one year. Dilapidations relate to a vacant property
and will be released at the expiry of the lease, being July 2005.
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16 Provisions for liabilities and charges (continued)

2003
£000
Company
At | January 2003 -
Arising during the year 287
At 31 December 2003 287
Provisions relate to the National Insurance payable on exercise of share options according to UITF 25.
17 Operating leases
The group had commitments to make annual payments under non-cancellable operating leases which expire as follows:
Short leasehold Short leasehold
property Other property Other
2003 2003 2002 2002
£000 £000 £000 £000
Within one year - 1,486 = [,144
Within two to five years 957 71 467 770
After five years 436 - 187 =
1,393 1,557 654 1914

In addition to the above, the group had an annual commitment in respect of telecom circuits of £7,266,000 (2002: £4,571,000).
Typically these leases are twelve months in length and cancellable at seven days notice following the end of the initial twelve
month period.

18 Financial instruments

The group's financial instruments comprise cash and liquid resources, and various items such as trade debtors and trade
creditors that arise directly from its operations. The main purpose of the financial instruments is to provide finance for the
group's operations.

Where it is considered appropriate, the group enters into derivative transactions (principally forward foreign currency
transactions). The purpose of such transactions is to manage the currency and interest rate risks arising from the group’s
operations and its sources of finance.

[t is the group's policy that no speculative trading in financial instruments shall be undertaken.

The main risks arising from the group's financial instruments are interest rate risk, liquidity risk and foreign currency risk.
The directors review and agree policies for managing each of these risks, and they are summarised below.

As permitted by Financial Reporting Standard |3, short-term debtors and creditors have been excluded from the following
disclosures (with the exception of note (iii)).
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Notes to the Financial Statements (continued)
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18 Financial instruments (continued)

(iv) Fair values
The following table sets out the book values and estimated fair values of the group’s financial instruments:

Book value  Fair value Book value Fair value
2003 2003 2002 2002
£000 £000 £000 £000
Primary financial instruments:
Cash at bank and in hand 13,267 13,267 5368 5368
Bank loans (16,879) (16,879) = =
Convertible loan stock - - (1,570) (1,570)
Loan notes (3,490) (3,490) (3490) (3490)
Finance leases due within one year (3,012) (3,012) (1,702) (1,702)
Other creditors due after more than one year (1,541) (1,541) (1,106) (1,106)
(11,655) (11,655) (2,500) (2,500)
19 Called up share capital
Authorised and allotted share capital 2003 2002
Authorised £000 £000
Equity: 3,000,000,000 Ordinary shares of |p each
At | January 2003 15,000 15,000
Authorised during the year 15,000 =
At 31 December 2003 30,000 15,000
2003 2002
Allotted, called up and fully paid £000 £000
Equity: Ordinary shares of |p each
At | January 2003 7,100 2,857
Issued during the year 11,041 4,243
At 31 December 2003 18,141 7,100

On 27 October 2003 the authorised share capital was increased by |,500 million shares.

Share capital issued at nominal value in the year relates to the exercise of share options (4,852,777 shares for consideration of
£99,000), the conversion of loan stock (57,090,908 shares issued due to the conversion of £1,570,000 of loan stock), shares
issued on acquisition of PIPEX Internet Limited (80,000,000 shares at a fair value of £6,000,000), shares issued on acquisition of
XTML Limited and Compulink Information eXchange Limited (20,366,599 shares at a fair value of £1,000,000) and shares
placed during the year (941,761,737 shares for cash consideration of £45,169,174).
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19 Called up share capital (continued)

Share options
At 3| December 2003 rights to options over | 15,469,408 ordinary shares of the Company were outstanding as follows:

At At
| January Exercised/ 3| December Exercise Exercise
2003 Granted Lapsed Cancelled 2003 price period

Unapproved

scheme 6,751,591 = = = 6,751,591 [.00p 20.11.2001 to 19.11.201 |
10,506,000 = = - 10,506,000 450p 27.122001 to 26.12.201 |
5,204,880 = = = 5,204,880 300p 27.12.2001 to 26.12.201 |
= 1,500,000 = = 1,500,000 300p 20.11.2001 to 19.11.201 |
- 35878494 = - 35878494 225p 20.03.2003 to 19.03.2013
- 27374000 = - 27,374,000 625p 24.10.2003 to 23.10.2013
— 10,000,000 = — 10,000,000 625p 28.10.2003 to 27.10.2013
EMI Scheme 1,978,260 = (989,130) = 989,130 [.00p 20.11.2001 to 19.11.201 |
3,590,000 = (865,000)  (2,725,000) = 575p 20.11.2001 to 19.11.201 |
= 1,450,000 (800,000) = 650,000 3.00p 20.02.2003 to 19.02.2013
= 6910626  (3455313) = 3455313 2.25p 20.02.2003 to 19.02.2013
- 13,160,000 = - 13,160,000 625p 24.10.2003 to 23.10.2013

28,030,731 96,273,120 (6,109,443) (2,725,000)115,469,408

Share warrants

On 28 October 2003 warrants to subscribe to up to 75,000,000 ordinary shares of the Company were issued and were
outstanding at 31 December 2003. The warrants can only be exercised after January 2005, when the Company is EBITDA
positive for the previous twelve months and the Company’s share price has reached [2p.

Deferred consideration
There was deferred consideration in relation to the acquisition of Firstnet Services Limited in the form of 23,092,369 ordinary
shares of the Company to be issued no sooner than April 2004. At 3| December 2003 these shares were outstanding.

Detailed below is the information regarding the conversion of the loan stock:

Converted allotted @ 2.75p 15/05/2003 1,818,182
Converted allotted @ 2.75p 02/06/2003 4,545,455
Converted allotted @ 2.75p 08/07/2003 7,272,727
Converted allotted @ 2.75p 18/07/2003 16,363,636
Converted allotted @ 2.75p 22/07/2003 3,636,363
Converted allotted @ 2.75p 08/09/2003 12,727,273
Converted allotted @ 2.75p 22/09/2003 181818
Converted allotted @ 2.75p 25/09/2003 72,727

Converted allotted @ 2.75p 25/11/2003 10,472,727
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21 Acquisitions (continued)
(ii) XTML Limited and Compulink Information eXchange Limited

On 18 July 2003 the group acquired XTML Limited and Compulink Information eXchange Limited financed by the issue of
ordinary share capital of £1,000,000. Costs of acquisition were £28,000.

The goodwill of £1,732,000 arising on the acquisition is being amortised over ten years, the useful life as estimated by the
directors.

The acquisition contributed £4,592,000 of turnover in the year, an operating loss of £1,094,000 (after goodwill amortisation of
£79,000) and accounted for cash outflows from operating cash activities of £1,880,000.

The turnover and operating losses of the companies between | January 2003 and |17 July 2003 were £6,651,000 and
£1,364,000 respectively. The net liabilities of the companies at 31 December 2002 were £27,217,000 and operating losses for
the year to 31 December 2002 were £4,210,000.

Details of the fair values of the assets and liabilities acquired are set out below:

Book value of Fair value

assets acquired adjustments Fair value

£000 £000 £000

Fixed Assets 5264 (2,933) 2,331
Stock 4 - 4
Debtors 2,112 (169) 1,943
Creditors (falling due within one year) (4,206) (776) (4,982)
Net assets/(liabilities) 3,174 (3,878) (704)
Goodwill 1,732
Consideration 1,028

Satisfied by:

20,366,599 ordinary shares at market price of 4.91p 1,000
Costs of acquisition 28
1,028

Effects on group cash flow:
Cash consideration and costs 28
Cash balances on acquisition —

Net cash outflow 28

Explanatory Notes:

Fixed assets

The fair value adjustments reflect the directors’ valuation of the main classes of fixed assets held by the acquired entities. The
adjustment includes £630,000 to write off obsolete computer equipment and a write down in leased network infrastructure
assets of £2.1 million.

Debtors
The bad debt provision has been adjusted as appropriate.

Creditors (falling due within one year)
The fair value adjustments are to correctly reflect the outstanding finance lease commitments. Not included within fair value
adjustments is £9,615,000 in respect of intercompany debt assigned to the group parent company on acquisition for £1.
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2] Acquisitions (continued)

(iii) Firstnet Services Limited

On 28 August 2003 the group acquired Firstnet Services Limited financed by £4,085,000 of cash and deferred contingent
ordinary share capital of £2,540,000. Costs of acquisition were £382,000.

The goodwill of £6,150,000 arising on the acquisition is being amortised over ten years, the useful life as estimated by the
directors.

The acquisition contributed £2,490,000 of turnover in the year, an operating loss of £345,000 (after goodwill amortisation of
£205,000) and accounted for cash outflows from operating cash activities of £598,000.

The turnover and operating loss of the Company between | January 2003 and 27 August 2003 were £2,472,000 and £534,000
respectively. The net assets of the Company at 31 December 2002 were £4,234,000 and operating loss for the year to

3| December 2002 was £10,009,000.

Details of the fair values of the assets and liabilities acquired are set out below:

Book value of Fair value
assets acquired adjustments Fair value
£000 £000 £000
Intangible Fixed Assets 256 (246) 10
Fixed Assets 4,868 (2,220) 2,648
Stock 245 (80) 165
Debtors 3267 74) 3,193
Cash 284 - 284
Creditors (falling due within one year) (4,869) (562) (5,/431)
Provisions (12) — (12)
Net assets 4,039 3,182) 857
Goodwill 6,150
Consideration 7,007
Satisfied by:
Contingent ordinary shares to be issued 2,540
Cash 4,085
Costs of acquisition 382
7,007
Effects on group cash flow:
Cash consideration and costs 4,467
Cash balances on acquisition (284)
Net cash outflow 4,183

Explanatory Notes:
Fixed assets

The fair value adjustments reflect the directors’ valuation of the main classes of fixed assets held by the acquired entities.
The adjustment includes £953,000 to write freehold property down to a net realisable value of £2.0 million and an adjustment
of £1.1 million in respect of network computer equipment.

Debtors
The bad debt provision has been adjusted as appropriate.

Creditors (falling due within one year)
The fair value adjustment has been made to accrue correctly for any outstanding liabilities. Included within creditors due within
one year is a bank loan of £1,919,000.
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23 Reserves (continued)

Other reserves consist of the following:

Merger Capital UITF 17 Other
reserve reserve reserve reserves Total
£000 £000 £000 £000 £000

Group
At | January 2003 = 207 = 3472 3,679
Issue of shares 5,996 = = = 5,996
Grant of options = = 577 = 577
At 31 December 2003 5,996 207 577 3,472 10,252
Company
At | January 2003 = = = 3472 3472
Issue of shares 5,996 = = = 5,996
Grant of options = = 577 = 577
At 31 December 2003 5,996 - 577 3,472 10,045

The other reserves represent the premium on shares issued as part of the consideration for the acquisition of Transigent Limited.

The UITF |7 reserve arose at the time of the PIPEX Internet transaction when it was agreed that certain directors and senior
managers would be granted share options and warrants at the placing price of 6.25p. The grants were made on dates adjacent
to the date of placing by which time the share price had moved up by I.12p..

The merger reserve represents share premium on shares issued to acquire XTML Ltd, Compulink Information eXchange Ltd
and PIPEX Internet Ltd.

24 Reconciliation of operating loss to operating cash flows

2003 2002

£000 £000
Operating loss (9,503) (1'1,752)
Depreciation and impairment charges 3,736 2,039
Amortisation charge/(credits) 1,726 74)
Loss/(profit) on sale of fixed assets 16 (46)
UITF |7 charge 577 —
Increase in stock 17) —
Decrease in debtors 841 81l
(Decrease)/increase in creditors (4,878) 1,567
(Decrease)/increase in provisions (1)) 48

Net cash outflow from operating activities (7,553) (7,407)
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Notice of Annual General Meeting

Notice is hereby given that the 2004 Annual General Meeting of PIPEX Communications plc will be held at the Economist
Building, 25 St James's Street, London SWIA IHA on Wednesday 26 May 2004 at | 1.00 am for the following purposes:

As ordinary business to consider and, if thought fit, pass Resolutions | to 5 inclusive below which will be proposed as Ordinary
Resolutions:

To receive, approve and adopt the report of the directors and the financial statements of the Company for the financial
year ended 3| December 2003 together with the report of the auditors thereon.

To re-elect Stewart Porter as a director, who retires by rotation pursuant to Article |02 of the Company's Articles of
Association.

To elect Christina Kennedy as a director; who retires pursuant to Article 102 of the Company's Articles of Association.
To elect Michael Read as a director; who retires pursuant to Article 102 of the Company’s Articles of Association.

To re-appoint KPMG Audit Plc as auditors to the Company to hold office from the conclusion of the meeting until the
conclusion of the next Annual General Meeting and to authorise the directors to fix their remuneration.

As special business to consider and, if thought fit, pass the following Resolution which will be proposed as a Special Resolution:

6

That the Company be and is hereby granted general and unconditional authority (pursuant to Section |66 of the
Companies Act 1985 (‘the Act’) and the authorities contained in its Articles of Association) to make market purchases
(as defined in Section 163 of the Act) of up to in aggregate 10% of its own ordinary shares of |p each in the capital of
the Company (“Ordinary Shares”) provided that

(i) the maximum price which may be paid for an Ordinary Share is an amount equal to not more than 5% above the
average of the middle market quotations for the Ordinary Shares taken from the Daily Official List of the London
Stock Exchange for the five business days before the day on which the purchase is made, and the minimum price
which may be paid for an Ordinary Share is Ip, in each case exclusive of expenses payable by the Company; and

(i) the authority conferred by this resolution shall expire on the conclusion of the next Annual General Meeting of the
Company held after the passing of this resolution, or 26 May 2005 (whichever shall first occur), except that the
Company may, before such expiry, enter into a contract for the purchase of its own Ordinary Shares which would or
may require to be completed or executed wholly or partly after the expiration of this authority as if the said authority
had not expired.

By order of the Board Registered Office:

Carlton House

Stewart Porter 27A Carlton Drive
Company Secretary London

SWI5 2BS

30 April 2004

Registered in England No: 3974683

Notes:

(M
@)
©)

)

Any member entitled to attend and vote at the Annual General Meeting convened by this notice may appoint one or more proxies to attend and, on a poll,
to vote instead of him. A proxy need not be a member of the Company.

To appoint a proxy, the form enclosed with this Notice should be completed and deposited at the offices of the Company's registrars not less than 48 hours
before the meeting time of the Annual General Meeting specified above.

In accordance with Regulation 41 of the Uncertificated Securities Regulations 2001, the Company gives notice that only those shareholders entered on the
relevant register of members (the "Register”) for certificated or uncertificated shares of the Company (as the case may be) at 48 hours before the meeting
time (the "Specified Time") will be entitled to attend or vote at the meeting in respect of the number of shares registered in their name at the time. Changes
to entries on the Register after the Specified Time will be disregarded in determining the rights of any person to attend or vote at that meeting. Should the
meeting be adjourned to a time not more than 48 hours after the Specified Time, that time will also apply for the purpose of determining the entitlement of
members to attend and vote (and for the purpose of determining the number of votes they may cast) at the adjourned meeting. Should the meeting be
adjourned for a longer period, then to be so entitled, members must be entered on the Register at the time which is 48 hours before the time fixed for the
adjourned meeting or, if the Company gives notice of the adjourned meeting, at the time specified in the notice.

Copies of all the Articles of Association, together with directors’ service contracts or memoranda of the terms thereof (other than contracts expiring or
determinable by the employing company without compensation within one year) and the register of interests of directors (and their families) in shares of the
Company kept in accordance with section 325 of the Act will be available for inspection at the registered office of the Company during usual business hours
on any weekday (Saturdays and public holidays excluded) from the date of this notice until the close of the Annual General Meeting and will be available for
inspection at the place of the Annual General Meeting for at least |5 minutes prior to and during the meeting.
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PIPEX Communications plc Form of Proxy

[/We (See Note (I) below)
BLOCK CAPITALS PLEASE

being (a) member(s) of the above-named Company, hereby appoint the Chairman of the Meeting or

(See Note (2) below) as my/our proxy to attend and vote for me/us on my/our behalf at the Annual General Meeting of the
Company to be held at The Economist Building, 25 St. James's Street, London SWIA IHA on Wednesday 26 May 2004 at
[1.00 am. and at any adjournment thereof.

In respect of the following Resolutions (as set out in the Notice of meeting) my proxy is instructed to vote as shown by
“X" below. See Note (3) below.

ORDINARY RESOLUTIONS FOR AGAINST ABSTAIN

Resolution No. | To receive the report and accounts

Resolution No. 2 To re-elect as director Mr Stewart Porter

Resolution No. 3 To elect as director Mrs Christina Kennedy

Resolution No. 4 To elect as director Mr Michael Read

Resolution No. 5 To re-appoint KPMG Audit plc

SPECIAL RESOLUTION

Resolution No. 6 Authority to buy back shares

Dated 2004
Signature or seal See Note (4) below
Name(s)

BLOCK CAPITALS PLEASE

Address:

See Note (5) below

Notes:
(1) In the case of joint shareholders all should be named but the signature of only the first named holder on the Register is required.

(2)  If any other proxy is preferred, please insert the name of the proxy desired in the space provided, delete the words "the Chairman of the Meeting" and initial
the alteration. Such other proxy need not be a shareholder.

(3) Please indicate with an "X" in the space provided how you wish your votes to be cast in respect of the Resolutions to be proposed. Unless expressly instructed
otherwise in the form as to how the proxy is to vote on any particular matter, the proxy will vote or abstain at his/her discretion.

(4)  Inthe case of a corporation, this form of proxy must be under its Common Seal or under the hand of an officer or attorney duly authorised in writing. In the
case of joint shareholders the signature of any one of them will suffice, but the names of joint holders should be stated.

(5) To be valid this form of proxy and the Power of Attorney or other authority (if any) under which it is signed or a notarially certified copy thereof must be
returned to the Company's Registrar, Capita Registrars, The Registry, 34 Beckenham Road, Beckenham, Kent BR3 4TU so as to arrive not later than 48 hours
before the time appointed for the Meeting.
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