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1. This form is used for an original application for a certificats and
for approva] of sale, assipgmment or transfer of am existing
altornative lecal exchange certificate. In case of a sale,
asst or transfer, the information provided shall be for the

» dssignee or transferes.

2. fRespond to each itam requested in the application and appendices.
If an item is not applicable, plesse explain why.

3.  Use a separats sheet for each ansuer which will mot fit the allotted
THECH.

4. if you have questions about completing the form, comtact:

Flerida Mblic Service Cammizsion
PMvisien of Commnications, Cortification & Canpliance Sactiem
21540 Smmncd Sek Geulevard
Tallahesses, Florida 32999-0088
(004) 413-6000

eﬂﬂu. submit the original and six (6) coples of this fora
with 2 non-refundable application fee of $250 made payable to
orida Public Service Coliinission at the above address.
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This is an application for (check one):
&% Origimal astherity (new company)

() Approval of transfor (to another certificated company)
purchases

2. l certificated c?u
e-u? and desires to retain
th ﬂ"llilﬂ ificate authority.

() Approval of assigment of amist certificate (to a
noncertificated ) i ‘
s B mi-uﬂiﬂnm“ w
an exis company @
te retain the n,ﬂﬂtl of authority
rather than apply for a new certificate.

() OApprovel fer tr-f-r of contrel (to wtlm cortificated company)
colpany purchases 51T of a
mm m The Cammission sust
approve the new controlling entity.

h of “‘1”‘ .5, Long Distance, [ng.

A. Netions! miling address including street name, mumber, post office
box, city , state, 2ip code, and phone number.

9311 San Pedrn, Suite 100

San .l'l.l“ll.ﬁllll'l| Toxns 78216

(210) 525=9019

8. Florida miling address including street name, mmber, post
office bax, city . state, zip code, and phone Mamber.

NRAT Services Inc.

a/bfo U5, Long Distance, Inc,

526 E. Park Avenus

Iallahagsae, FL 32301 (RO Gudi=1110
C. ?liﬂl sdéress of alternstive local exchange service in Florids
fnciuding street name, number, post office box, city, 2ip code and phong

nsi

PSC/OW 8 (07
red by GH‘IHMJI.HI F.S.
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structure of organization:

Ingividua) ) Corporation

Feraign Corporation Foreign Partnership
Genera) Pertmership Limited Partnership
Joint Vekture Other, Ploase explain

1f incorperated, plesse provide proof frem the Florida Secretary of State
thet the applicant has authority to operats in Florida. e

Corperate charter mmber: _I'’00)]

Neme under which the applicant will do business (d/b/a):

U.5. Long Distance, Inc.

If applicable, please ide f of fTictitt 4
registration. ' e chonfis s A

Fictitious name registration number: _ 11/o

If applicant is an individual, nership, or joint venturs, please
give name, title and address of each legal entity.

n/a

State whether any of the officers, directors, or any of the ten largest
stockholders have previously been adjudged bankrupt, mentally incompetent,
or found guiity of any felony or of any crime, or whether such actions may
result frem ponding proceadings. If so, please axplain.

ho officer, director, or stockholder meots these condilions.

Pisase provide the name, title, address, telephone mmber, intermet
address, and facsimile number for the person serving as ng lHaison
with the Cammission, and I different, the linison responsible for this
application. (KenLel leyUUSLED . com)

Keaneth Fo Melley, Jr. U.S5. Long Distance
Vice President = Regulatory Affairs 9311 San Pedro, Suite |
(B0D) 460=1110 San Antonio, IX 75216

Plaase 1ist other states in which the applicant s currently providing or

has UL providg lecal w t!l'l,l‘l 1 W

lll'ﬂi.; ’FIJ is :mﬁmr?y‘-.'ml [T m*mr .Iluc.-l tuﬂ-u}ﬁ-" in lexas,
Callfornia, Oklahoma and Kansas. USLD is pending approval for
such authorization in Opregon, Missouri, Arkansas opd Gooreia.

irod b9 Chapter 304237 .5,




M.

15.

Nas the applicant boen denied certification in any other state? If so,
please 1ist the state and reason for denial.

No.

Have ponaities baon imposed against the applicant in any other state? If

0, please 115t the state and reason for pemalty.

Mo,

Please indicate how a customer can file a service cemplaint with wowr
CORBaRY.

See Attached Fontnote.

Please provide all available decumentation demenstrating that the
applicant has the following capabilities to provide alternative local
onchange service in Florida.

A. Financial capability.
fegarding the showing of financia) capability, the following applies:

The application should contain the applicant’s financial statemenmts
for the most recent 3 years, including:

1. the balance sheet
2. incose statemant
3. statament of retatined earnings.

Further, a2 written explanstion, which can include supporting
documentation, nrrdiu the following should be provided to show
financial capsbility.

1. Mease provide documentation that the applicant has sufficient
finencial capability to previde the requested service in the
goographic area propessd to be served.

2. Ploase provide documentation that the applicant has sufficient
financial capability to mintain the reguested service.

3. Please provide decumentation that the applicant has sufficient
financial capadility to meet its lease or owmership obligations.

BNE: This decumentation may include, but is not limited to,
financis) statements, & projected profit and loss statesent, credit
references, cradit burean s, and descriptions of business
relationships with financial institutieons.

See Attachnoont 1.

FORN PIC/CN B (07
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If available, the Tinancial statements should be audited financial
stataments.

If the app!licant does not have audited financial statements, it shall
be so stated. The unaudited financia) statements should then be signed by
the applicant’s chief executive of ficer and chief financial officer. The
signatures should
correct,

8. Nanagerial capability.

[ Technical capability.




Title:

Addrass:

AFFIDAVIT

By my signature below, 1, the undersigned of ficer, attest to
the accuracy of the information contained in this application amd
attached documents and that the applicant has the technical
axportise, menagerial ability, and financia) capability to provide
alternative Jocal exchange service in the State of Florida. | have
redd the foregeing and declare that to the best nfurtnulurm
beliaf, the information is true and correct. 1 attest that | have
the authority to sign on behalf of my company and agree to comply,
now and in the future, with all applicable Commission rules amnd

i

I am mmre that pursuant to Chapter §37.08, Florida

. “Mhsover kiswingly mekes a false statement i writing with

8l n: :-:H ;- m‘ﬁ 5 mu—?&ﬁr'm sacond l::r::.

sheble as previded in 5. 775.002 and 5. 775.083°. !
H__'_,..--'

lg;g

\ i /23 /43
ofictan; q:%é L8l

Melley (210) 525-9004
Telephone lumber

= Regulatory Affairs

U.S. Long Distance, Inc.
g y g

v 40
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APPLICATION FOR AUTHORITY

TO PROVIDE ALTERNATIVE LOCAL EXCHANGE SERVICE WITHIN THE
STATE OF FLORIDA

14.  Service complainis can be regisiered by dialing USLD's cusiomer service number, which
appears on all comespondence 0 cusiomers, of by wiiling fo U.S. Long Drstance, nc.,
Atenlion: Customer Service, 9311 San Pedro, Suite 100, San Anlonio, Texas 76216.
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SECURITIES AND EXCHANGE COMMISSION
Washingten, (1.0 30840

Form 10-K
[X] ANNUAL REPORT PURSUANT TO SECTION 13 or 15(d) OF THE
SECURITIES EXCHANGE ACT OF 1934
Fut the Bnral yeor cnded September W, 1994

s
{ ] TRANSITION REPORT PURSUANT TO SECTION 13 or 15(d) OF THE
SECURITIES EXCHANGE ACT OF 19
For the Troosbiion Ferind from e

Cummiwlen S nofubel 8 15195

U.S. Long Distance Corp.

1<t Nome of Begiaresd os Spevilied b ity § havier)

Irlawnre T4-152110)
1"state of faconpenation (RS Fmpleyry
blemiilcnling N )
o311 Son Prdre, Suite 30 Son Antosbs, Trass Talie
i Lidorws of Primsipal | urontior {MBuv ) i Fig U wirh
(28) 525-90m

i Bagininat™s loivghesr “sombrr, lachmbag Sove { ade)

Sevuritirs Reghvered Punasat to Section 12(0) of the Adt:
None

Secarilies Regiviered Ponasat to Section 12(g) of the Act:
Common Stock, Par Yalue 3000 Fer Share
i Tinle of { o

Indicate by check mark whether the Registrant (1) has fided all reports required to be Bled by Sechion 13
or 15¢d) of the Securities Exchange Act of 1934 during the preceding 12 months {or For such shoficr period
thal 1he Registrant was required to fike such reports) and (2) has heen subject 1o sich filing requirements fie
the past ‘W idaos Yes [ No 1|

Indicate by check mark if disclosure of delinquent filers pursuant 1o ftem #15 ol Regulation 5-k 15 nat
contained hercin, and will not be contained, 1o the best of Registrant’s hnow ledge, in definitve proay of
information statements incorporated by seference in Part 1 of this Form 10-K o any amendment 1o this
Form 10K 11

Ihe aggregate market value of the Registrant's outstanding Common Stich hekil by non-afibates of the
Registrant a3t December 14, 1994, mas $150.354.61 1. There were 12.931,70) shates of Lommon Stk
outstanding a1 December 14, 1994, and the chosing sales price on the Nasdayg Stock Market's National Market
(*Nasdag Natconal Market™) for the Company™s € ommon Stk was $11% per share on such dale.

M UMENTS INCORPORATED BY REFEREME

Portions of the Registrant’s Definitive Proxy Statement fos the 1995 Annual Mecting of Stockholders 1o
be held on March 1, 1995, ase incorparated by reference in Pant 11 hereol.
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LS. LONG INSTANCE CORP.

ANNUAL REFORT ON FORM H-K
Far The Fiscal Vear Ended Sepirmber 1, 1994

PART |

Submissson of Matters 10 a Vote of Security Bobders: ... s sz sss s
PART

Market for the Company’s Commoa Equity and Related Stockbolder Matters.

Scleciod Fimpncial Dhala . ... ... i
ol

PMMMWM: ....................
[m.ﬂmmb.!‘ Accoustaniy on ﬁmmlnuaﬂllmamm

l‘lll' ]

Enccutive Compessation . .. . ............cco0i ciiiioieiononans
Security Ownership of ltllam hn:fn.ul {hrlln and Muq:nu:nt .
Certain Relatiombips and Related Tramsactions . .

PART IV
Exhibits, Financial Statement Schedules, and Reports on Form K-K
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PART |
ftem 1. Baviarns

US. Long Dristance Corp. {ihe “Company™ } i a fully-integrated long distame telecommunications and
information managevent senvices company. From fiscal 1999 theough fscal 1994, the Company’s tesenues
increased al s compounded annual rate of K45, ktahing $181.K milbon for fiscal 1994 The Compainy bas 2= tes
primary arcas of busincss: billing clearinghowse and information management scivices b wther sgeratior
services and direct dial long distance compamies; operator senaces fof the hospitaliny and prvate pay telephone
industrics; and direct dial long distance telkecommunications services in most states, but focused on the Wet
Coast, Southwest and Paciic Northwest, pnmanly serving small and medin-sred commercial custoner

The kong distance tclephonc industry has changed sigmificantly since the mandated divestiture =4
American Telephwne and Telegraph Co. (“AT&T™) of its 22 kwal tclephone companics in 1954, Regutanons
mandating equal access to the caisting ickecommunications netward fed 10 the crcation of hundreds of res
kong distance companics. Competition now pervades across all categones of loag distance telephone services
including both domestic and imternational direct dial long distance telephone services, operatin assisted and
calling cand services, snd 800 and specialired in-bound long distance tekephone servies. While ATA F and 10
a besser entest MO Telecommunications Corporatioa (“MUITT) and Spom Invorgarated A "Sprnt™ )
together domimate the estimated $70 billion kang distance ickecommunications sndustry, management belicves
that a groming share of the narhel iy scrviced by smaller long distance compunies such as the Company. I s
extimated by management that approninsately 70% of the long distance market is shared among A 1K I.MO|
and Sprint, while the other approrimate MFE is serviced by smaller companics such as the Campany.

Billiag ¢ rasinghowss ond lnlormation Senices

The Company, thiough its subsidiary Zero Plus Dialing, Inc., is a major third pasty ilhing cleannghouse
for call records resulting from telephone calls carricd by its customers. These custoniess ate opeiabin sen ies
providers and direct dial bong distance tckephone companics. Call reconds aie generated when comumens place
calls from telephones presubnoribed fo a customer’s network of customer telcphones 1hat require operorn
awsistance ambfor altcrnative billing optioas, such as collect and person-1o-person calls, thid pasty nlhing, and
calling cand hillimg. Thiough its contractual bilhing asrangements with over ‘WE) lical 1elephone companies, The
Company has the ability to collect long destance charges from all but a small porton of L nited States and
Canadian bowscholds and businesses. Withowt access o the billing aml collection senvies of the kal
telephone companics, operator services providers woukd not have a practical means of balling and collecting the
revenues generated from their services since these carniers hnow only the halling telephone numiber and not the
name of address of the party 1o be billed. Homever, duc 1o up-fronl financiad foes, significant investiments in
systems and infrastrocture and volume requirciments, most operaton scrvices providers and kcal and 1egional
direct dial bong distance carriers do pot find it practical or cnt effective to establish direct billing and
collection relationships with docal telephone companics similar 10 the relationships the Company has
establishied. The Company achicves discounted billing conts due to ity aggregated volumes and passes these
thiscounted costs on 1o its billing services customens.

Al September 10, 1994, the Company provided billing and inlotimateon services o 167 customer,
comsisting of operator services providers, direct dial long distance ickephone companics and store-and-fomard
pay tclephone owners. Revenucs from the Company’s largest billing services customer represenicd appion-
mately K% of the Compamy’s hilliag services revenues (approumatcly 2% of total comolidated operating
revenues) i fiscal 1994, although the Compamy's five bagest billing services customers fepresented
approumatcly 29% of billing scrvices revenies (K of total revenues) in fiscal P4 The Company. billed
1026 million, 149.8 million and 238.6 millioa thisd-party calls during the 1992, 1991 and 1994 fiscal years,
respectively (encluding call reconds that the Company processed for its own operatof swnices and direct dial
long distance scrvices busingsses). Walling services revenues were $30.0 million, $320 millin and $52.4 mal
hon in fiscal 1992, 1993 and 1994, respectively.




Indusiry Overview

The Company belicves that there are four major billing clearinghouses in the tekephone imdiatmy in the
United States, the largest of which are 1be Company and OAN Services, Inc., a wholly owned sutsdiary of
Electronic Data Systiems, Inc., itsell a subnidiary of General Motors Corparation. A T&T, MU and Spont as
well a3 certain other bkng dntance companics have established their own balhing arrangements with bowcal
selephone companics, bul they do not offer these services to other operator services providens amd direct dial
long distance carviers. Masagement estimates that there arc peesently appeonimately 23 million <perator
services calls and approximately 20 million direct dial long distance calls being bilicd cach month throuih the
four clearinghouscs. The Company processed a moathly average of approximately 124 million «jesator
assistod calls and 13.% million direct dial calls during the fiscal quarter ended September ML, 1'% (cncliding
1.8 million moathly call records pricessed for the Comgany's operator services and direct dial long distance
services businenses). Competition among the cleasinghouses is based on the quality of information reporting.
collection history, the speed of collectioms amd the price of scrvices

The Compamy markets ils billing. reporting systems and information management serviees fo ils
customers through a difect sabes and masketing cffort based at its headguarters in San Antomio, Texas Most ol
the Company’s sabes activity is through active participation in industry trade shows and educational seminan
and workshops. The Company advertines fo a limited exient in irade journals and other industry publications

Operations

The Company waes the hilling and collection facilities of the kcal tekephone companics o ball and codlect
fong destance iclephone charges (call reconds) on behalf of its long distance company customen Upon receipi
of the customen’ revenwes from the bocal iclephone companics, the Company reconciles ils custonmnr
accounts, provides informational reporting and distributes the collecied fuads o the appropriste customen
The Company alo performs the screening, editing and information management functions required 1o track
the call reconds throughout the billing and collcction process, to inform ity custonsers about the quahiy amd
quantity of their call secords and 10 handic rate adjustenemts and rcfunds o behall of s customers In
addition, vhe Company provides sccounting reconciliation and reporting and payment sysfems poccssan o
provide accountability and auditability for the revenues billed for cach customer by cach loval telephon
company. The Company also aggregates and pays state and local telecommunications amd sales tanes on
behalf of its customers and in most cascs handles billing inguirics from consumens, The Company introdiced a
billing management product in 1993 whereby the Company assists operalor services and direct dial kg
distance companies in obtaining their onn hilling and colicction agreements with the local telephone
companics and provides a range of administrative and management services lo these custimpers

The Compaay operales (wo independent computer systems 1o easure continual “up time™ fof 3ts hilling
clcaringhovsc and information management provesses. One such system 1s dedicated to the daily billing .ind
information management processing activities. The other serves as a buck-up o the pimary system and 1
used o store sin months of billing detail. This detail s imaediately accessible to the Company’s custonict
service representatives who handle billing inguiries. The collection period from the time the Company subnnts
call reconds to the local tclephone companies until the loval ielephone compamies returm the collecied funds 1
the Company gencrally ranges from 35 1o %0 days. Since fimely submission of wall reconds to the hisal
tclephone companics is critical 10 prompt collcctions and high collection rates, the Company has made the
meccusary imvestmend in compuier systems to emure that its customers” call records are provessed and
submitied 10 the Jocal telephone companics, gencrally within 24 hours of receipt by the Company.

The Company has a revolving line of credit with Gireyhound Financial Corporation (GEC), Tty Bicll
Attantic Capital Corp., secured by accounts receivable and other unencumbered asscts of the Company, i
onder to offer an advanced funding program [0 its billing customers. The Company borrows funds under this
credw facility 10 purchase centain cligible billing customens” accounls receivable. An cligible customer can
receive cash for S0% to BO% of its accounts receivable within five business days of submutting its call seconds

4




the Company for processing, gencrally 30 to 85 days carlicr than the nosmal bocal telephone company paymer!
cycle. The Company advamces fumnds ncarly cvery busiacss day wnder this program. Abment half of re-
Company’s billing scrvices customers are wsing the Company’s advanced funding program. See “Manage-
ment's Discussion and Analysis of Financial Condition and Results of Operations — Advanced Funding
Program and Receivable Financing Facility.”

Caompetitive Advaniages

Commencing in 1990, the Company designed, developed and implemented an innovative hilling
clearinghowse and information management sysiem. Managemenm helicves that this systcmi, due to its uRigue
design, affords the Company a competitive advantage i the following arcas. effective customer accounting
and Teporting; expodited paymcnt on castomiens' acoounts rocgivable, improved coliectibility. and momitonng
of loval tekephome company bitling aad collection efforts.

The Company provides its customers with detailed information that can be used to manage their sxounts
receivable, improve the quality of their services and, ultimately, cahance their profitability, To emsure that
each customer is responsibic oaly for its own uncollectible call records and customer service rchates, the
Company developed systems and procedures enabling it 1o accerately anrnibute uncollcctible call records 1o
specific customens.

When the local telephone company respomids 1o inguinics (rom the billed party, its primary maotivation is
frequently 1o accommdate this party rather than 1o punue collection. Recognizing this fact, the Company
negotiated with cenain local telephone companies for the right so respond directly to such inguines. As a
result of handling such inguiries, the Company has realized an improvemesd in its coliection rales.

Billing and collection are dependent upos state-of-the-art systems and procedures. However, many of the
Jocal telephone companics are still using billing and collection systems that were developed pror to the ATAT
divestiture and are not capable of providing the quality of billing and collection services thal the Company’s
customers desire, The Company's Quality Assurance Department and Telco Relations Department continu-
ally monitor the performance of the local ielephone companics” billing systems in order to deiect bhilling criors.
Since the inception of this business in 1990, the Company has discovered and collected for its custumers
significant amwunts attributshle 1o billing errors made by local telephone companics.

Steategy and Growth Opportunities

The Company intcads 1o comtinue o puisic opporiunitics in billing clearinghowse services and
information management services for companics im the operator services market. In addition, in fiscal 1992 the
Company hegan billing calls for direct dial loag distance telephone companics. The Company believes that its
hilling services should be attractive to long distance Ielephone companics who scrve of desire o serve sasll
busincsses and residential consemers oa a4 more cost-cffeclive basis Billing  through the Company’s
contraciual arrangememts with the local telephonc compunics is less eapensive for smaller accounts and
provides higher collection rates than if the customer were billed directly by the kg distance telcphone
company. The direct dial long distance market is over five times Larger than the operator scrvices inarhel.
therefore, management expects that direct dial hoag distance calls will represent a growing portion of the
Company’s hilling volumes and associaled revenucs over the neal two years.

During fiscal 1994, the Company esperienced significasi growth s its billing managcment busincs.
Uiwler billing management agrecaents, the Company provides data processiag. accounting, lan processing and
reporting, and el wct customer service for customens who desire to possrss their omn billing agrecments with
the kical telephone companics. The number of call recards processed by the Company related 10 such billing
management servives grew from appronimatcly T in fiscal 1993 1o 114 million in fiscal 1994,
Management expects this growth trend fo continue,




Chiparstar Boxviost

The Company provides operator assisicd scrvices for private pay tckephoncs, hotcls, motch, wniverity
dormitories and hospitals through its long distance iclecommunications subsidiary, U.S. Long Distance, Inc.
The Company's operator scrvices are accesscd when calls requiring operator assistance and/or alicrnate billing
oplions are placed from customer locations. Such services involve the use of live and sutomated operakors 1o
receive. validate and complete the calls. The Company processes collect, thisd-panty, person-to-person and
calling card calls, bills these calls throwgh its hilling subsidiary and gencrally shares a percentage of call
revennes with it customeTs.

Al Scptember 30, 1994, the Company provided operakr services fo approaimately 122000 hotel, motel,
hoapital and dormitory rooms. Ia addition, at Scprember M), 1994, the Company had scrvice contracts with
privatc pay iclcphone owners covering approximatcly S2000 pay telephones. The Company carmicd 46,2 mil-
kom, 865 million and 104.7 milkbon minutes of opcralorn services traflic dunng fiscal 1992, 1993 and 1994,
respectively. The Company carried 9.1 million average monthly minutes of aperator services traflic during the
fourth gquarter of fiacal 1994, a3 compared 1o 106 million average momihly minutes during the fourth quaricr
of fiscal 1993, The Compuay’s operator scrvices revenues amosnied to 3.8 million, $63.5 million and
$467.9 milkon in fscal 1992, 1993 and 19N, respectively

Indwstry Overview

Managemeni belicves that there are now approzimately 125 operator services providers competing within
the long distance iclccommunications industry. AT&T continues (o dominate the operator scrvices market,
supplying operaiof sefvices for more thas 90% of the traffic onginating from the hospitality industry and over
mﬂmmmhummm Additionally. MCI and Sprint provide opetalor
services and are comsidesed by management 1o be major competitors. Excluding AT&T, MCI, Sprint, GTE
and Regional Bell Operating Companics, management belicves the Company is one of the five largest
providers of operalor services.

Many operaior services providers, including the Company, initially focused on the hospitality indusiry.
More recently, as the private pay iclephone industry has grown and taken market share from the public pay
sclephone market generally served by ATAT, many operator services providens gained increasing market share
by providing service to the owners of private and public pay icikephoncs. Competition hetween the Company
and other operakd scrvices providens is hascd spos commission programs, quality of service, reporting and
CUSIOMCT SCTVICE.

Sales and Marketing

The Company markets its operator services nationally theough the combined cffort of direct sales
representatives based in Hlinois, Minncsota, Texas, and California and a network of agents. The Company’s
corporate salies force focuses o Larger sccounts, such as holel management companics, multi-unit franchises,
hospital chains, large privaie pay ichephone companics and umiverutics. The Company's agents marhet the
Company’s operatol services on a aationwide basis and typically reccive a commission hased upon the volume
of busimcss gencrated. The Company aho parficipates in various industry trade shows and promiotes its
opcialon services lhifough adveriiscments in tiade magasines. The Company customizes s kelecommunication
sefvices 1o provide, nmong other things, individualized reports and specialized call hranding By cuslonicns

iperations

The Company owns and opcrates iy own operalor cealer ia San Antoniko, Teaas, which emplned WP
opcrators aad sepport stall a1 September 30, 1994, The Company provides live and automaicd opetator
services 24 hours per day, 365 days per year, and features multi-hngual operaton versed in Spanish, French,
German, Japsaese and a varicty of other languages. The Company maintains a sophisticated emergency call
handiing system that caablcs its operatons (o access police, fire and other emergency agencies within the
jurisdiction of the iclophone from which the call is placed. The Company ulilizes ity own (ransmission
facililics when posatble of comtracts to wse Facilitics of other lomg divtance network providers as pecessan

]




The Company switches the majority of its operator assivied calhs at its main swilching centers kcated sn
Houston and Waco, Teaas, Seatile, Washington and Lox Angeles, California. Many operator dssisted calls arc
tramsmitied to the Compamy’s switching centers via dialing cquipment instalied at customers’ locations or in
customer pay iciephone cquipmeal. This dialing equipment is programmed to recognize calls requinng
operator assistance #nd 1o access the Company™s netwink by duling the Compamy’s access numbet, then
passing the call record information to ome of the switching centers. The Company vahidaics the calling card of
sclcphone number to be billed and thea compleics the call, while recording the date, distance, duration and
time of day for subsequent billing purposes. As of Scpiember 30, 1994, the Company wis suthonsed W
compicic imternational and interstate calls placed throughout the United States, as well as intrastate calls
within 4} states

Comprtitive Advantages

Management belicves that the Company eajoys several competitive advantages over many uthers i the
operator actvices industry, By virtee of the Compamy’s large call volunes relative 1o many uther opcrilon
services providers and the cost efficiencics it realizes by routing a portion of its operalor services traffic over ils
own facilities and maintaining s own operator center, the Company s able to provide high qualiy
ransmsission on 30 ecomomic basis. Additionally, because it is the source of commission payments 1o its
opeErsor services customers, the Company belicves that its financial stabslity and history of limely payments
allow it to compete cffcctively against many smaller, sader-capitalired operatof services pros whers. Moreover,
the Company’s flexible ratc options allow it to offer customized commission programs 10 s cusiomers as

compared o lasger operator services providers.

In Sepiember 1994, the Compary began implcmenting 4 computerized bullctin board service that allows
its customers 1o acorss the system from remote bocations and obtain cusiomized and sophisticated reporting of
calling patieras and volumes for cach customer location o pay felcphone. This advanced reporting sysiem
allows the Company’s operator services customen to analyze their traflic on a daily basis and manimize
sclecommunication fevemses by, for caample, relocating underutilized sckephones. The Company’s detailed
reporting rlso allows its cestomers 1o reconcile the accuracy of imtegrity of their commissions. The Company
empioys a highly skilled professional staff of customer service employees and foechmcians, who provide service
24 hours per day, 363 days pev year,

Nwirgy and (iruwih Opporiunsifies

The Company has developed a stromg presence in operator scrvices throughout the United Stales.
Theough its direct sakes force aad its participation in state, regional and national trade associations, the
Company intends 10 pursse geographic capansion oa 2 astionwide hasis.

While the Compasy costiawes 0 market ils operator services business (o the private pay iclcphone
industey, the Company’s hospitality business represents an incicasing porceniyge of the Company's opcrates
services revenwes, The Company recently signed a new agreement with Tntenstate Hoich Cofpuration, the
mation’s lasgest independent botel management company, by extend amd cxpamd it eaisting telecommunica-
tions contract through Sepiember 1998, Under the onginal agreement, the Company provided avtomated
operator scivices o approximately S0 hospitakity propertics. The mew agreement has heen broadencd 1o
inchade live operator and direct dial long distance ielecommunications services. The Company anticipates that
the majority of its growth im the operator services business will be within the hospriality industey, and the
Company will coatinue 10 develop and presest mew products and services (o this marhet, such as prepand
calling cards and conferemce calling

Ihswct Mol Long Distancr Servicors
The Company, thiough its long distance telecommunications subsidiary, LS lomg Dhstance, Inc, is a
full-service long distance carmer currcnily providing ditect dial bong distance services 1o sma Il and medim-

sized commercial customers and, 10 a besser extent, residential customens. US. Long Dhstance, lnc. was
authorised W prinide direct dial kng distance services (o customern in 42 statcs as of September M), 1994, bul




focunes its direct sales efforts in Tenas, Louisiana, Oklahoma, New Meawo, California, Oregon and
Wankington 10 tabe advantage of nelwork eflicicnoes. D sddition 1o 13 hasic “one-plin™ service, the Company
provides imbound M service, travel and debat card senvices, private line services, data fransmiisaion sErvices,
wholcsale carnier services and other customer-specihic priducts

The Company began offcring disect dial long drstance services following its entry inlo the derect dial long
distunce busincss in July 1991 through the acquinition of thiee related direct dial long distance companics in
Tenas. As of September 30, 1994, the Company serviced approsimately 15,000 connicicial and residential
customers. The Company carried an average of 3.7 millioa minutes per moath of long dintance traffic duning
the fiscal quarier ended September 30, 1994, as compared 10 17.2 million and 10.3 millon dunng the hscal
quariers ended September M), 1993 and 1992, respectivels. In fscal 1992, 1993 and 199, the Company had
$19.2 million. $25.6 million and $61 4 million, respectinedy, o direct dial king distance Ievenues, compaung
2V, 21 and M'E of total operating revenucs i cach penil, respectinels.

Indhasiry Overview

Direct dial bong distance revenues industrywide are estimated to have been approvimately $7¢ lhon
1993, wp from appeonimately $30 billion i 1992 AT& T and, to a kesser eatent, MOE and Spiint. dominate the
kmg dintance indesiry and controd a combined market share of approaimately Wk, These large national
companies offer comprebemsive telecommunications senvices 1 a wider array of products than other long
distance companies and typically target natinal, multi-state business customers and millons of residential
long distance wers through national tclevisson and medu advertising The Company believes that over (i)
smaller bong distance companics account for the remaming WPE of the mathet. These companies tpically
concentrale on smaller regional, local busincss and residential customen. Management estimates that the
Company’s share of direct dual long distance revenucs i kess than 3T of the mathet Compenition in the direct
dial lomg distance industry is based wpoa price and, 10 a besser extent, upon customer service, product design
and inpovation, customized billing capatehities, transmission quality and avaldababity of scrvice

Xalvs and Markrting

Al Scpiember M), 1994, the Company employed 121 duect dial long distance sales personncl These
personncl are focated throughout the Company™s service area and are respoassble b marketing 1o commcrcal
accounts. The Company supervises sales and matheting eflonts from is corpeeate headiguartens and unilizes
vanows adverting media to cahance its commercial marketing effors and 10 atiract and retan resdential
customers. The Company examines the calling peofiles of target markets and desigm long distance services
that specifically fill certain demands. For example, the Company msoes long distance calling cands customized
10 include the customer’s cofporate bogo and has abo customized debit cands 10 be ued v promeotional
marketing tooks. In addition b it omn sales force, the Company alse matkets its dieect dul long dintance
services through authorized agents, other carricrs and affinity organizations (stralegi partncrships )

The Company currently has an exclusive marketing agreement with MNolan Ryan, femerly a player with
the Tewws Rangen® professional haschall team and a potential hall of fame candulate, who acts as the
C ompamy™s spohesmian for ifs direct dial long alistance services amd whose prcture appeans i the ©ompany's
adverinements and product lilerature, including detutl Caids

{hpe Fuilioms

The Company completes calls that are onginated when the customer dials =17 plus the arca e and
number 1o reach any domestic of intcmational destmation. All long distance calls placed oser the Company’s
network are disecied to call destination points by computenzed swilching equipment operating at onc of the
Company's switching centers. The switching cquipment receives a subscriber’s direct dial call, venhes the
caller’s bulling states, rowses the call 1o the dialed destination, monitors the call's duraton and collects other
mformation for hillag purposes. The Company's switlching equipment selects the most contoefficient
transmission cirouil of path available pokw 1o swiching and completing cach call. The Company emplovs
digital, state o -the-art switching equipment at the Compamy’s switching centers in Houston and Wace, Tevas,




Scattle, Washington and, beginning in September 1994, Lin Angeles, Califorma. The Lin Angeles saiiching
cquipment, along with the acquisition of (wo separatc direct dial long distance companics kcated in Southern
California during Racal 1994, allowed the Company to expand its direct dial long distance target marhet for
commercial aad resadential customens snto Califirnia

To savisly imcreasing of anticipated usage of it long distance pctwork, the Company, from tupe 1o e,
adds citcuil capacity al cach caisting switching center by inrcasing the numbet of delecoummunications peirts
ia Juae 1992, the Compaay hegan upgrading i1s netwirk with the addition of Common (€ hanacl Signaling
System 7. The Company’s Commeon Channel Signahing Nystem 7 vapatulities are currently operalional for
virtually all onginating traffic within the Company’s markets. This netwinh protocel sigmificantly reduces
conmoct time delays and provides additional technical capabilitics and effsoencics for the routing of calls

Comprtitive Advoniagr
The Company competes with AT&AT. MO and Spnat and numertou local and regwonal Casners primarly
on the hasis of price and, 10 a besser eatent, om the haus of ils services and its local identity. The Company
gencrally prices s services up o 25% below ATAT, MCI and Sprint compatable service offerags In
addition, by designing long distance products and services that hll specific mathet needs, the Compant
cakances ils ability fo compeic with ATAT, MU and Sprint.

The Company belicves that its emphanis on cuslimes service distinguishes stael from many of sls regronal
sad bocal competitons. The Company maintains a feyponsive COMIMEr scivie center, staffed with 61 traincd
professionals a1 September 30, 1994, Morcover, in competing with certain fegional and bocal long distance
casviers, the Company holds a competitive advamtage within its regional territory because the Company’s
megional concentration of traflic over its metwork facilities allows fof the cnt cficaencies of & natwmal carmer
in addition, the Company belicves that its kcal wentity in the maskets 1 serves provides an advantage 1n
marketing il services and competing with Jong distance carneis hased outsde of the tagel Togion
Managcment helicves that, through i1s caperienne in billing scrvices. the Company has duveloped the expertine
i information systems mecessany to mcet the nocds of it direct dial bong distance customers. Fiowr imstance, the
Company provides an imvolce indicating call detail i a form that assnis custodiers i vontrolling and
mositoriag iclecommunications costs fig vasious projects of departments

The Company employs digital switching cquipment utilizing a network compriscd largely of high guality
fiber-optic cirouitry to maximize communications quality and has continually expanded transmission capacity
in asticipation of increased traflic volume and 0 ensuie that s nctwork is oplimally accessible when network
demand is beavy. The Company behicves that ils we of a digital Dher-opic netwirk s particularly
advastageows in markcting ofs dala transmision s ke

Xerategy ond Growth Opporiunities

The Compamy's strategic focus in the direct dial long distance industiy s 10 compete with A&, ML
sad Sprint, primanly on the hasis of price, while mantaimng a comparable or higher level of service.
Marcover, the Company intends 1o continue o foces on soiall and medium-sred commefcial customens and
will continue its efforts W0 develop imnovative and cost-cfhicicnt services thal meet the noods of its customers.
i this regand. the Company has developed new products 10 Like advantage of rocent FCC regulations allowing
subscribers o 800 services to change kag distance carricrs without changing 80D numbers. Another product
that the Company has revently begun marheting is the debil cand. These prepaid loag distance calling cards
are & growing tread in Selecommunications ami are being wholesaled by the Company #s specialty services,
i items and cven as collectons’ items. The Company alvo continues 1o mashet 10 residential
customers. Duc 1o the difficulty of billing residential accounts cost-effectively, thes niarket has traditionally s
boen & focus of regional and kocal kg distance companies The Company helieves that 1s nlling scivees

operation can cost effectively bill these acounts through it agieements with kual telephone companies.

The Company expects fo kud fos opportumitics 1o expand its long distance business, both by internal
growth and ihiough acquisitions. The Company has continued ils acquisition activitics, the primary focus of
which is to make additional acquisitions in the ditect dial kng distance industry. The Company helicves iis

oy




OPETMOF scrvices business affords it the OPRAITUBIY 10 expand its disect dial lag distasve business on a more
cost-cffective basis than many of its conipctiton. By baving a concentration of operater scrvices call trathic in g
particular geographic region, the Company can utilize any bng distance facilities it installs of acquires 1o
service a ready base of call yathic, thereby loneiing the marginal trammission costs for any direct dral long
distance traffic that the Company dcquires or develom i that region. The ( ompany believes this gost
advantage not valy impraves the potcntial profitability of both the Compamy’s operator seevices and direvt dial
long distance scrvices businesses in such region, bul al capands the number of direct dial long distance

ies that would he it in that region. Pursuant  its acquisition strategy,
the Company acquired five sepataic, prvatcly owned direct dial kng distance companies kcated in Orcgon,
Tenas, and Califomia during frscal 1994, These acquited Sompanics generated $1K.1 million in revenue for
fiscal year 1994 and accountod fur appeonimately S5% of the increase in direct dial long distance revenues
from fiscal 199).

In addition, cffective October |, 1994, 1he Company completed the acquisition of 1. 13, Network, Inc., a
direct dial loag distance ickephone coiipany headguartcied in Los Angeles, California and serving the greater
Orange Couaty, California area. The acquisition will be treated av @ pooling-of-interests combination for
accounting purposes. L.D. Network, Inc. had revenues of approximatcly $2.5 to $3.0 million for the year
:::d Scpicmber 30, 1994, and senved approsemately $00 dicct dial long distance customets at Scptem-

30, 1994,

The success of the Company’s Acquisition peogram will depend, among otker things, on the avalatulity of

acquisition candidates, the availahility of fusds 10 Binance acquisitivns and the availability of management
0 oversee the ion of acquired b While the Company has, from time 10 time, had

discussions with direct dial hng distance companies, it has po agreements o peading negotiations with respect
10 any acquisition af the date of this report
Corpuraie Symregy

Management bedieves that the Company has certain operating advantages amd com efficiencies through
ihe i ion of its three busi . The combined trallic volumes of the Conpany’s operator scivices and
direct dial loag distance businesscs ipetale to kmer the Company's trassminsion tonts for baoth these
H in grographic regions where the ( ‘ompany operates loag distance swilching cquipment, In addition,
im its direct dial regioss, the Company’s salcs frce now can provide inicgrated loag distance solutions 10
the hospitality industry by offering hoth operator services and direct dial long distance telephone services. The
volume of call records from the Compamy's operator services business alw assists in lowering the marginal
conts for the Company’s billing services due o increased economics of scale. Furtbeimuore, hwer billing cints
permit the Company 40 cmt eflcctively provide dinect dhal kg distance scrvices ta residential und saall
business consumers.

Management alio belicves that the Company’s participation and expericnce in the direct dial long

distance and operator services Businexses punition the Company to hetrer understand the needs of customers
for its billing clearinghouse and information managemenl services, asist the Company in designing billing and

services that effecti mieet the noeds of its billing customers, and enable the
Company 1o react more quickly 1o market changes.
Corcraminl Begulaiian
L
The Company competes in an indusiry that, 1o 3 large degice, coatinues 1o be regulated by govemment
agencies. At i the same time as the required divestiture of the Bell Telephone companies by
AT&T im 1984, the Federal Communications € ‘oumnnission (the “FCCT announced rules that were created to
foster a self Lating i ) ! imhntry, 1elying upon competitive forces 1o keep rates

and scrvices in check. Managemeal belicves that the current direct dial matketplace demonsirales substantial
Ppeogress toward the fulfiliment of these objectives. For cxample. the cost of 3 loag distance call has

1

more cfficicnt methods of carrying calls.

ignificantly declined while the numbcr of kg distance
:ﬂa—:‘lhmﬂm&mﬂmc-mmﬁdm

wllhllw‘hm 3 hly bills alsy
ing on behalf of indepemdemt long distance providers using boval ickephone company monthly bi b,
emerped @ i consequence of the ATAT divestiture. Bell and GTE telephune comipasics are el
itrmst comsent decrees o offer billing services for all long distance companics if they l"“\'l"k ng i
ealect nl' cluding d: iom of service 1 the consumer ke sonpayment of bong distance dwq:&im
kong distance company. Subscquent 1o that decision, the FCC determiined that mm:..;:: b':l’:; aed
?-lh.'lim services were fo be provided by the koval tckephone companics on an uniegy 3

for billing and collcction services free from

Company, A _-:vlh Bocal telep
the regulatory control of the FCC. .
In somc states, billing and collection of intrastate ek ications records are subject to regulatory

j o, ¢ ommission may require thal the kcal telephone coinpany provide
Mﬁl‘-"d.:n;:;im m.!'::ml::::;l:‘:t desines |..,n|-::n wch services, and these m:u!_-":u:tw
offcred al the same ralcs and terms fo any sech catity, These rales and tcrms, which are ::: "w. e
incorporaied by reference into the hilling and collcction agrecments between the C Mn[un. )“M“ g
sclephone companics and arc subject (o any change that i approved by the applicable state re 7 hﬂr i2h
By fmmr hilling volume is outweighed by inferstate hilling voluine, the sale |=¢u!a|m;. 8

wll::l":-u 5 Bt anticpated 10 pose signilicant conseyuences 10 the overall operations of the Company.

Operator Senvices : ;
On October 15, 1990, President Bush sigeed into law the Telephone Operator (mu-::lfm;::
Improvement Act nr'mn (*TOCSIA"). Congress directed the FCC to impose upon the iaters < et .
ity ket certain rules and regulations designed 10 InCrease ConsuIneT AWAICHcss COMCCIRIRE § : .‘mrm
e "“l:ull:l' cartying the call, the information the caller can request of the operator, -_nd the alternal ives
m’:‘n the consumer for reaching other kong distance carnicts, Operalos services [I-hukl\h:tltnl:ilﬂ::lll:
ith the 1'CC informationsl taniffs that describe the rules and iegulations povermng o 1‘--' Him o
‘“::l.:: aperater avsisted Ickecommunications aiuld ki Jucde all pates that may apply 1o an 'ln‘f" Lale Fal.
) .
: Ic required §o suhmit, on a ¥
om‘ -‘:'“mup*m'.;:::‘i::':;:‘mr:‘:;;&m and conts, Based on these reports, on No_nmlh.-f l:.‘ |99:"
the l'z‘(' submiticd to Congrem its “Final Report Punuaal to the Telephone "‘“‘“"_‘d‘ I'NS:::I:; .“nn:.’
W] ! o adentify whether imcrcased regulat
cl of 1 The purpose of this report wans 1o i w
_ uk uﬂ-a:h: O o satedy Congresseonal objective: 1CC detetmi hat *... mul:“ldl; “:l::.
‘..“nrm 'l’mzud charges that are just and reasonable . . ." amd therele stated . we condl
;:th':‘mhn is necessady . . .7 on behalf of the FCC at this time.

. “ompany was authorized 1o carry intrastale uperatos asvisied traffic in

:" o kf:!“-‘:' l: m‘;::\w‘l in ane viher state. State regulatory agencies have l_hc Iu_rh-rnl)_ w
s ot ing the iston of iMrastale operalon services, fw.lmllq
it syl "‘“"“ ‘sl:l:l” have nules similar if not ';k'llliul 10 thise inpused by the FCC on "lll‘l\ll:
“..:::-md “m:nlh.‘.‘l!h Company remains in material cospliance with the mpurlrkmcnl\ c: T.wl:‘::".
b " TV infrastale o
individeal regulal neics and continues to pursue authonzaton o
SCTVIES il':::l m,.-m.::n Certain states ate eapected 1o niduce o revise “.:.....'.:“mﬁ:ﬁ:"::
aoperanw services prowiders mithin the peat year, The Company dors ol anticipate Mg

complying with the new of revised rules.

Direvt Nal Long Distance Services . =
L jurisdicy er intenslate and intermational teke . comimk
CATIcTS, mlv'l: :w?m..,"'m?.ﬂ mu::z:; of the Federal Communications Act, the must ?“ml:‘:
;rmnicalim common wnu before it may provide intcraational services. The Company has obtai




Section 214 authorization 1o provide intcrastional switched services by means of resale. The FCC has ruled
that “mon-dominsat” common carricrs, ke the Company. socd not apply for Section 214 authonsation [0s the
provision of domestic 1.5, interstate services.

As of Seplember 30, 1994, the Company was authorized to provide intrastate long distance service within
42 states pnd had applicstions peadiag in two others. Regulations within cach of these states, as they pertan to
complcting direct dial long distance calls for the Company’s customens within the staic, are vithuwally static amd
pone mo Foresceable concern. As the Company capands the grographic sope of i dhincet hal kong distance
busimess, il will ubtain state regulatory approvals as mecessany o provide intrastate long distance service

Iniersiate Access Tremsport Proceeding

Recemly, ia an cffort 10 encourage competition ia the provision of imtontate access senvices, the 10
grasted increased pricing flenibility 1o Jocal telephone companies fir “acccss tramport” services. Access
transport refers to the conmection provided by local tekephonc companics between long distance carmicis” hng
distance facilitics aad 1he tclephone companies” central offices. These rate structures previcmdy were devgned
such that local iclephone companics avsessed an equal charge per umit of accen o all g distamee caners,
regardiess of the wlume of kxal access that these long distance carmers imdepemdently purchased. Under the
nenly adopied pricing plan, beginning in December 1993, local telephone companies were able 10 offcr more
cost cffective acoess 10 those long distance carriers with very high acoess volumes in a particular Lal market
Accordingly, long distance carriers with lesser access requirements would experience increases in their o etall
average access cost. Although all carriers will be affectod differently, the FCC initially projected that the
smallest long distance carmier in Llerms of acoess requirements would expericace no mofe than a 1% ncrease in
total cost and that the largest Jong distance carriens may eaperience up 1o a DNE decrease in total cont
However, information filed with the FUC by the kial tckephone companices in Scpiember 1F3 shows the
imgpact diffcrentials between Lurge and small loag distance camicns 1o be much goealer in cortam vascs I such
diffcrential is substantial with respect to the Company, the differential could sigmibicantly impact the
Company. Scveral partics have ashed the FUC 10 suspend and iavestigate thes kowal telephone Lantfs and
osder that they be sevined fo reduce the impact on smalics bong distance carners.

The pricing plan was implemented of Decomber 30, 1993 and is W be in effect uanl Nivember 1, 1995
During the interion period, the FOC is expected ko consider whether to make this pricing plan peimancat of 1o
make further revisions. Ulader this process, the FUOC could graat local ickephone companics furtber fenlubity
and could polemtially impose a greater burden wpon the operations of the Company's direct dial long distance
services. The FOC believes that, by November 1995, the proliferation of competitive access providens and
increased long distance camier network cfficiencics showld offset any inequities caused by yolume-sensitive
access pricing. Management is unable to predict the counse and effect of the FCC's actions oa this ssue at this
time.

In a related matier, the FCC has authorized local tckephone companies 10 olfer volume discounts on
access fransport services, once certain threshold conditions arc met. The offering of such discounts could
produce cost advastages for long distance carriers with large volumes of transport trafiic. This FOE action i
subject to pending pelitions for feconsideration.

CIID Calling Card Preseesding

The ATAT proprictary calling card, ofien called a Card-lisucr Jdentificr (CHD™ b card, carmics an
account mumber thal operator services prowidens such as the Company are unable 10 validate o accept 1o
billing. Tremendous problems arosc regarding this CHEY card when it was intriduced because the acconipany
ing dialing instructions disect the cardholder to aticmpt to place calls by fint accessng the piesubs ribed
operalof sefvioes provider's metwork, notwithstanding the inabality of non-AT&T providers 10 complete the
call. Oa Oclober 8, 1992, the FCC adopicd an onder declining 10 require ATET to allow all long distan.e
companies to validate and bill calls wsing the ATAT CHD card

The FCC did requiee ATAT W chgage in 3 vigooows customet re-educabion campaign le coricct the
miniaformation that ATAT had distributed 0 comumers about the CHD card. Furthermore, the Tt
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ordered ATAT 1o simplify customer access via 1-800 dialing. In addition, the FCC invited comments from
mﬂpﬁmmmwwmhmeMuﬂMEm
tion from ATAT for transferring such CIID card calls o ATAT.

l-llmmh!lﬂ!.hl{'{‘hulphicmiuu;ﬁl.mmp:mimmhpﬁhynfle
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and conditions of sech compeasation. The Competitive Telecommunications Association wibseguently
wmnTlTuMdihw.-dmnpﬁlI!.IWJ.Iht‘mpujipdum
with ATAT stipulating the terms of sech compensation. According to the terms of this agreement, the
Company will provide reconded redialing insiruclions for cach CHID card call atiempled over the Company’s
opcrator service nctwork and ATAT will compensate the Company for cach wich call. This agreemend s
scheduled to eapire ia February 1995,

Billed Party Preference

Another issue uasder consideration by the FCU currently is termed “Billed Party Preference,” or BPP.
This term refers 10 a concepd in which any loag distance call owtside the local tekcphonc company’s calling
area carried from a publicly available telephoat would be completed over the long distance carrier petwork of
the billed party's previously cxpressed preference. This would he accomplished through a kocal tekephone
mhﬁﬂmlﬂlﬂﬁlmnﬂiﬂcﬂnﬂmnumhr to a prclemred loag
distance company and direct all calls accordingly. In Apnil 1992, the FOC seatatively proposed adopling BIPP.
During the summer of 1992, comments from local telephone companics, long distance carricrs and other
hhujﬂﬁ#-hnﬁﬂmmwdmmmuhinzmﬂll hillioa and could require
huadreds of millioas of dollars each year 10 support its operation. The majority of these commenters were in
Mﬂmmmdﬂ.ﬁmmuﬂdﬂlﬂﬂ many technical impediments remain
mimwdm.wmmmwmw.mmmum
mwdﬂpﬁulmﬂuﬂmmumniwuﬁmmcmﬂ
implcmcat BPP without makiag call processing signiticantly less convenicnt for mamy opcrator services calls,
particularly those requining & live operator.

In Apgust 1994, industry members responded to a Conunison Further Notice of Proposed Rulemaking
The Commission had teatatively comcluded, based upon their calculatioa of related cmt infosmation
previowsly submitted by industry members, that the potetial bencfits of a BPP syviem appeared o outweigh
its costs, although the Commission sdmiticd the financial data it used in its study oould be outdated. Ome
again, industry participants were fesoundingly opposed 1o the Commibsion’s proposal, including AT&T and
muost of the Regional Boll Operating Companies (the “RBOCs™). The FCC has taken no further action since
receiving these commenis

¥ such a system were implemented successfully, the unique market piche of opcrator services provider
presubscription, swch as that of the Company, would be readered ineficctual, as an omner of publicly available
tckephoncs would be uaable 10 disect operator assisted calls over the network of such o ner's desired carnicr. It
is difficult 1o asscss the indusiry support for BPP given the inheremt problems descnibed abunve, and the FCC
continues 10 consider implementation of the proposal. In any cvemt, local tckcpbone companics have indicated
that, if so directed, appronimately two 4o four years wowld be required 1o reconfigure their netwarks 1o BPP's
specifications. Thus, while BPP remains visble, the Company believes that if 1s not hikely to be implemented in

the ncar e,

K0 Service (ompetition
On May 1, 199), “sumber portability™ for imterstate 800 scrvices becamie available. Uinder the new
systcm. which was mandated by the FCC, ssbacribers 10 M) service muy change their usage fim voe loag
distance carricr 10 another withowt the meed 1o change KOO numbers. Previously, S0 numibers were divided
among the long distance carriers, a system that prevested customers from chasging 8O0 scrvice carmern
without also abandoning their 800 sumbers. The new system of number portability ends the restraint on the




ability of competing long distance carriers 1o scll services 1o customens with snigue of heavily advertined
numben

FOU Forbrarance Policy

On November 13, 1992, the U.S. Court of Appeals for the D.C. Circuit found the 1 CC's “lorbearance’
policy to be unlawful, Under this policy, “son-dominant™ istertaic bong distance carmiers (almost all but
ATET) had been cacuned from filing tarifls 8o povern their service offerings. and imvicad were permitted 10
cnter into individual comtracts with customens. As a result of the court ruling, all loag distance carmicns now arc
required 1o file tariffs with the FCC for their long distance scrvices. The Company is in compliance with this
requirement, The 1.8, Supreme Court has agreed to review the Court of Appeals’ invalulation of the
forhearance policy duning the Supreme Court’s upcoming term.

I resposse to the Count of Appeals” decision, AT&T filed actions in the LS. district courts agamst MU
and other carnicrs seeking damages for their failere to comply with the requitements of the Communications
Act. Shortly thereafter, the FCC adopied revised mules governing mon-donsinant carpict tanil hlings. As a
resull, the district court dismissed ATET's action against MCL but AT&T has asked the court for a reheanng
of the dismissal. Several procecdings regarding the issue of damages for noa-compliance with tanff filing
reguirements arc also pending a1 the FOC, I the court of 1 CC sltimately finds in AT& 1's Favor, 11 1s possble
that entitics could seck damages from other competitive camiers, such as the Uompany, who Laled 1o hile o
comply with tarff rates. The outcome of timing of any such procecding is impossible to prodect, sor is 18
pomaible 1o predict the timing or oulcome of the pending court revicw,

fhher Regwlatory Matices

Legislation was introduced in the 1030d Congress which would have codificd many of the requirements o
the ATET Consent Decree of 1983, HLR. 3626, “The Anti-Trast Reform Act of 19917 sponsored by
Congressmen Brooks and Dingell, proposed to incrementally eliminate the long distance restrictions imjened
on the RBOCs over o perkd of five years, pending review and approval of the FCC and the Department of
Justice. The bill also would have allowed the RBOCs 10 provide cable programming services and cable signals
over their network, while a1 the same time permitting cable companics 1o carny teleconmunications signals
over their existing nctwork.

SHOIN2E a Bl inteoduced i carly February 1999 by Senator Holhings. Charman of the Senale
Commwice Commitiee, wouhl have alliowed RBOC entry into Jong distance apon obtsining FCC approsval
after demonstrating some level of aciual competition in their local seavice wiea, and that thest ety anto hing
distance would mot unfairly harm existing competition. While the 103rd Congress ended belore a telecomi
mications bill reached Conference Commitice, cortain beginlaton have indicated thew inlerest in sponsning
sckcommunications legislation in the Hith Congress, which convenes i January 1995, The Company would
face formidable pew competition in the event the RBOCs are permiticd 1o enfer the long distance husinos.
Competition would be more formidabie if such entry is pot predicated on certain RBOC concessions over their
control of long distance access services. The Company is unable 10 determine the time frame or outcome of
such consolidation of pogoliations.

In Scpicmber 1993, ATAT petstioned the HOC 10 reclaay ot as 2 “non-dominant”™ carmier. The FOC has
ashed for public comment on the ATET propesal. I the petition s granted, ATAT would be given additional
ficaibility in its service offering and pricing. Such Beaibility could make ATAT an cven more formidable
competitor than i is toduy, The Company cannot predict the timing or oulcome of FOC action on this
petition

Fmplorees
Al September 30, 1994, the Company had 737 full-time employees, including 23 oflicers, 175 sales amd
marketing personnel, 72 network, technical and operations persomncl, 182 accounting, administrative and

supgeait personncl, and 2KS iclephone operators and customer service representatives and related support
penonncl. At Scpiember M), 199, the Company also emphned 286 part-time telephone operators and



vt 1. Prapritin

Al Scptember 30, 1994, the cocupicd approsimately 76,000 square feet of space for it
corporate ofices al 9311 San Pedro, San Amionio, Tenas, substantially sl . leased pursuant
fease agrocment that capises in Jasuary 1999, The Company currenily pays a yearly reatal of appeoaimately

$965,000 for this facility (plus a pro rata charge for cleaning services, real estate tax escalatioms and
E..lﬁif"llgiil‘;tﬁi.h
Sepicmber 30, 1994, the Company leased approximaiely 17,000 squarc feet of space for its Opcrator SErvices
cemicr st 2200 Dasbury, Saa Astonio, Texss, sad approvimately 73.000 square feet in the aggregate for
27 sales and operations affices thioughowt Tenas, Oklshoma, New Menico, Lovisiana, California, Oregon and
Washington for shick the Company is paying an aggregate of approsimatcly $72708K) ansually i rental
ﬂlIl.!lﬁtﬁlﬁiﬂi!ﬁil%ﬁ.ﬁ!iﬁ_ﬂ.rﬂiizirr
Antomio for a customer service facility st a cost of approsimaicly $240,000 per year. Total rental obligations
under beases in cffect on Scptember 30. 1994, for the fiscal ycans 1993, 1996 and 1997 were $1 656,000,
$1.651 00 and 51,525,000, respectively. The Company believes that its facilities arc adequate lo meet its
curresd needs.

mil!i!r-!.iﬂii'trtigiwu
acquisition of L.I). Network, Inc. consisting of a location in California totaling 1,430 square feet with an
anmual reatal of $17,000.

e 3. Legel Precondiags

Ia December 1993, the Securities aad Exchange Comminsion (the “SEC"), Division of Enforcement,
instituted an informal inquiry relating 10 certain of the Company’s accounting practices, incleding revenue
recogmition and accounting related to the Company’s accounts receivable, putchased receivables and other
ascts, and related dinclossses. When the Company’s Board of Directors lcamed of the SEC informal
inguiry, Aribur Andersen LLP, the Company’s indcpendent public accountanls, was engaged to conduct a
iiiiﬂiﬂi%iiggiiilnﬁi
partnct of Arthur Andersen LLP who was mot involved in the amnual audit process. This special review
Eiiiitlii.iin.._iqtﬂqlﬁ sialcd and in
conformity with generally accepted sccoumting principles. Representatives of the Company and Anhur
Andcraen LLP have met with the Enforcement Division of the SEC 10 discuns the issues raised by the inguary.
On May 5, 1994, the Company was informed thal the SEC had instituted a formal osder of privale
investigation pursuast o Section 21 (a) of the Securitics Exchange Act of 1934, as amended (Im The Matier
of 1S Lowg Distance (1H0-2052) ), relating to, among other things, the Company's financial condition,
results of operations, asscts aed kabilstics, revenucs and revenue Feoignitem and agreements and (rans o
The Company has and will contisue 1o cooperate fully with the S1LC, Alibough the Company cannot predict
when the SEC’s private investigation will be concluded, based upon its review of facts and circumstances,
management docs nol believe that the SECs review in this matter will result in any adjustment 1o the
Company's previously reporied fisancial statements

iy
Section 21 (a) of the Secwritics Exchange Act of 1934, a3 amended (In the Masier of Trading in the Securitics
of Value-Added Communications, Inc. (H0-2163)) on August 25, 1993. The investigation relates he
trading in the securitics of both the Company and Value-Added Communications, Inc. ("VACT), an aperator
service provider hased im Dallas, Texas. A proposed merger belween the Company and VAC was serminaicd
in February 199). Speciically, the SEC has allcged. among other things, that certan indwviduals may
employed devices, schemes or antifices 1o defraud vihers in conmection with the purchase or sale of Ihe
!ii-trﬂlnﬂi.tlﬂirl?innﬁI-w.l?l-l.lilﬂ:.—.ﬂ.[l—l.—
administrative remedies and/or sanctions against any individual of emity found 1o have violated the federal




securities laws. The Company is unaware of any activity by the Company o its management that might hae
violated the insider trading provisions of the federal securities laws

On December 15, 199), the Company, its Board of Directons, a former director and Arthut Andersen
LLP were aasmed as defendants in a stockholdes chass action Lawsuit filed in the Umited States Bisteict € ours
for the Wesiern District of Texas (Codby L Collier v US Long Pistance Corp, et al . Coil Action
No. SA9ICAI086). The Complaint, filed by aa isdividual who claimed o vwn shares of the Compans
Common Stock, was brought o behalf of purchasers of the Company's Common Stock duning the periad
from December 22, 1992 thiough December 10, 1993, The Complamt alleged. among other things, vielations
of federal securities laws, including antifraud provisions, common Law [raud and neghigent mistepresentation in
connection with the Company’s filings with the SEC, the preparation of the Company’s financial staleiments
and the Company’s public statcments and press releases. The Lawsuil requested, among other g
compemalory damages is a8 wmprciicd amount, picjudgement inicrest, costs and reasmable antormeys” fees
On April 4, 1994, the plaintiffs in the above pending class action lawsunt soluntanly mosed For the dismnssal o
their complaints withou! preyudice. No settlement anwunls were pand by the Company of Arnthur
Anderen LLP.

On December 21, 1993, the Company, its Board of Dhirectons and a former dhrecton were named s
defendants in & separste class action Lawsuit (Lippier v U'S Lomg Distanoe Corp . ot al, € il Action
No. SAOM AIORE). This action, alwe hicd i the United States Dvstont Court lor the Wiealern Ihistrict of
Tenas, wan brought by an individual wbo claimed 1o own shares of the ( ‘pmpany’s Common Stock on behalf of
purchasers of the Common Stock during the period Nivember 20, 1992 through December 9, 11 The
Complamt alleged, among other things, vialations of federal sccuntics laws, including antifraud provisions,
common law fraed, deceit and pegligent miucpecsentation in connection with the Company’s ilings with the
SEC, the preparation of the Company’s financial statements and the Company’s public reports, stalements
and press releases. The lawswit sought, among other things, compensalony and punitive darages. m an
umspecificd amownt, pre-judgment interest, costs and attorneys’ fees. On Apnl 4, 19, the plantiffs m the
above pending class action Lawsuit volustanily moved for the disoissal of thew complants without prejudice
No scttlcmenl amounis were paid by the Company.

The Company is iavolved in vanious claims and kegal actions amsing 1 the ondinary course of business
The Company believes it is wabbely that the final outcome of any of the claims o proceedngs bo which the
Company is 2 party would have 3 material adverse effect on the Company’s financial position results of
operations; however, due 10 the inberent uncertainty of litigation, there can be no assorance that the resolution
of amy particular claim or proceeding would aot have an advense effect o the Company’s results of opetatiais
for the fiscal period in which sech sesolotion eccuricd

lem 4. Submission of Matters te a Vesr of Sevurity Holders

Dwring the fowrth quaricr of the fiscal year, no matter was submitied by the Company 1o vole ob ats
stackholders thiough the sobicitation of prosies o stherwise




PART 11
bem 8. Market for she Compuay's Commen Equity and Relaied Nsachholder Matsers
fbiachei [aformsilen
Since Jusc 18, 199), the Company’s common stock, par value $0.01 per share (the “Commeon Stock™ ),
has been quted on the Nasdag National Market under the symbol “USLD.” The table below sets forth the
high and low bid prices for the Common Stock from October 1, 1992, through December 14, 1994, as reported

by the Nasdaq National Market. These price guitations reflect inter-dealer prices, without retal mark-up,
marh-down of comminsion, and may ot secessanly reprosent actual ransactnns

Hgh LB

Fiscal Year Ended Scptember 30, 1993:
BBV QUIMIMEE o cuuonnsnsonssanmsssesusisnrnnasussesrrsssessnnsnsys $19% Sk
L e e e e AP {1 § uh

Fiscal Year Ended Seplember 30, 1994
B o s U e e T e Sl SR R » 1 $12%;
Jod quarter . . ... S Rk At e s S S T $ 9%
N R S R R Ty e ey P e (O R 1Y $ A%

Fiscal Year Ended September M), 1995
Ist quarter (through December 14, 1994) ... $i24 5 Pa

Stochbabdor

At December 14, 1994, there were 12,933,730 shares of Commion Stock outstanding, held by 703 holders
of record. The last reporied sales price iof the Common Stock on December 14, 1994, was $11% per shate.

Dividend Policy

The Company has never declared or paid any cash dividends on the Comamon Stock. The Company
presently intends (o retain all carmings for the opcration and developonent of 1ty business and docs: pat
anticipate paving any cash dividends on the Common Stock in the foreseeable future. Furthermorc, ceftain
covenants in variows credit agreements of the Company prohibit the paymeat of dividends on the Common
Seock.
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Mem & Selevted Fisanciel Dot

The sckecied financial dala presesied below are derived from the awdited Consolidated Financial
Statements of the Company. The data prescaicd below for the fiscal years ended September 30, 1992, 1993
and 1994 should be read in conjuaction with the Consolidated Finamcial Statements, the Notes thereto and
the other haancial information mcleded i ths post.

¥inenl Weous l M
Yo 1)
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i et boover “Wals ety [hats
Cipcrating revenucs
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(1) Includes the reswhts of operations of the Company's direct dial long distance business after July 23, 1991,
the date of acquisition.

(2) Iscome (boss) from operations docs Bt include the net contribution (intcres! income less inberost
capemc) relating to the Compasy's advasced funding program fos its billing services customcers duning

i Fooimotes continued on following page




fiscal 1991, 1992, 1993 and 1994, This net conlribution, along with other interest eapense and interest
income, is incleded in other income (Eapersc).

(1) Reflects the wtilization of act operating loss carmyforwands.

(4) Reflects the wiilization of a met operating koss carryforward and am extraordinary loss atifibutable 1o a
$547.000 (3005 per share) write-off, net of iscome tanes, of unamortized discount and capitalired
fimancing costs resulting from the prepayment of indebiedness in the fiscal quartcr ended June 30, 1993,

{5) The Company has never declared cash dividends oa its Common Stock. nof docs 1t anticipate doing 3o in
the furesecable future.

(61 Preferred stock dividends of $77,000 and $199,000 for the fiscal years ended Scptember W, 1990 and
1991, respectively, were deducted from income (boss) before entraordinary 1tems and dncontinued
operations and nct income (loss) in artiving at income (boss) applicable to common stockbolden for
purposcs of detcrmining per share amounts.

(7) Calkeulated hased upon 4 monthly average over the fiscal guaricr eaded on the dake indicaied.

(%) Does not include call records that the Company processed fof its operator services and durect dial long
distance services businesacs,

{9) At end of the period.
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b 7. Masaprevat’s Discassion and Asalysis of Fisonciel Conditioa aad Rerulis of Operations

The following is & discession of The consoldated financial condition and resulis of operations of the
Company for fiscal 1992, 199) and 1994. It should be read in comjunction with the Consolidated Financial
Statements of the Company, the Notes thereto and the other finaacial information included chenhere ia this
repont. For purposes of the following discussion, references to year periods refer 1o the Company’s fiscal year
ended Scpiember 30 and references 1o quanterly periods refer to the Company's fiscal quaricrs cnded
December 31, March 31, Juac 30 and Scpiember 3.

e e

Revenues grew to $181.8 million in 1994 from $134.1 millioa in 1993 and $85.1 million in 1992. Dunng
the five-year period ended Sepiember 30, 1994, revenucs grew at an 8% compounded rate. The Company’s
gross profit margia decreased from J0.7% ia 1992 10 30.3% in both 1993 and 1994, The decrease in gross
margin from 1992 1o 1993 was largely due 10 the groeth of lowes grows mangin operator sCIVICEs fEVERUCS a5 4
perceatage of total revenmes. (iross margin has remained flat from 1993 1o 1994 primanly duc to highcr
neiwork costs s a percentage of revenue, which were offact by the growth of higher gross margin disect dal
long distance services Feveauss a3 a porceatage of total revenues. Although there mas no year-fo-year
improvement, gross profit margins improved in each successive quaricr of 1994, with 33.5% being reported for
the Tourth quanier, the highest kevel reported for the Company during the past three fiscal years

The Compamy's sclling, gencral and administrative ("SCGHEA™) expenses as a perocatage of sevenues
were 1998, 1575 aad 2008 in 1994, 199) and 1992, respectively. The increase from 1993 10 194 »
primarily the ressh of the increased percentage of Company revesucs derived from the direct dial long
distance business, which incurs Mghtt SG&A expenscs as a percentage of revenues than the Company as .
wholc, and legal and accousting costs that were incurred in connection with teo Scourities and LEachange
Commission (S1:C) investigations aad two class action lawsuits {see Note 10 10 the Consolidated Financial
Statemenis). Depreciation and smortization eapenses as a percentage of revenues were 5.5, 4.4% and 4.2
in 1994, 1993 aad 1992, respectively.

Income from operstions of $9.4 million, $9.6 million, and $5.6 million was reportcd for 1994, 19913 and
1992, respectively. Net income has grown each year from 1992 10 1994, with net income reported by the
Company increasing to $6.1 milkon, or $0.43 per shase, for 1994 from $4.0 million, or $0.35 per share, for
12

rals of 4l

The following 1able presents certain items in the Consolidated Statements of Income as a percentage ol
total operating revenues for the years ended September 30, 1992, 1993 and 1994:

el [l L]
Opcrating revonees:
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{priating oo
Cosl of services. . ... ., Sy A e : (LR w7 L5
Sehling, peacral and administrative ... ............... . 2 Is.T 1494
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Yeor Faded Scpiember 30, 1994 Compased to Yeor Ended Neptember 30, 1993
{pwrating Keveniaes

Revenucs in 1994 increased by 36 to $141.8 million from $134.1 million in 1993, Growth ia dircct dial
long distance scrvices, billing services and operatr services accounted for $328 millon, $10.5 million and
$4.4 million, respectively, of the increasc in revenues.

Billing Services. Billing services revenwe increased by 25% 0 $52.4 mullion in 1994, compared to
$42.0 million in 1993, The increase in revenuc was duc o an incicase in the number of billing call records
proccssed. An average of 19.9 million billing call records were processed per month during 1994, compared 1o
an average of 12.% million per month during 1991 (in both yean, eaclisding call reconds that the Company
provessed for s owm operator services and divect dial loag distance services businesses ). This volustie increane
was The result of new business from customens that signed billing agreements with the Company during the
past year, s well as capanded busiacss from existing customers. Dicect dial bong distance billing call records
represcnicd 8.9 million and 2.6 million of the average sumber of reconds processed per moath in 1994 and
1993, respectively. The Company belicves that billing services for the direct dial long distance carricr market
will continue to represent an increasing perceatage of it billing services revenue

Operator Senvices. Operalor services revenee grew by 7% 10 $67.9 million in 1994, compared 10
$63.5 million in 1993, The growth was primarily the result of the changes in the Company’s operalof services
billing practices as discussed below and, 10 2 lesser extent, the increased number of pay tebephoncs servived by
the Company. The Company serviced an average of 48,200 pay ickcphoncs per month for 1994, compared 1o
an average of 30,900 per month for 199). Although the Company has experienced significant growth in the
number of pay telcpbones serviced, this growth has not resubicd in 4 cormespoading increase in revenue. This
has been caused by scveral factom, including aa increase in the percentage of pay Iclephoncs serviced by the
Company located in states thal impose regulations on operator scrvices providers, an inCIcasing awareness on
the pan of the consumer of the ability to sclect a carmier of choice by dialing access codes of other CalTiETs
(=800 dial-around” ), and an inciease in Lhe number of junsdictions that have imposed rate Lanfl regulations
on uperator services providers. In addition 1o the above factors, future growth in operalof services revenucs will
be hindered by changes in the Company’s billing practices which occurred in Junc and July of 1994 1o the
extent these changes are not offset by other pricing modifications.

The Company made several changes in its operalor services billing practices beginning in §'cbruary 1993,
Such changes increased the amount of time charged 10 comsumens for the usc of the Company's operator
services. Those changes increased operator services revenue by SMM000 and $1,631.6000 for the third and
fourth gquarters of fiscal 199), respectively, and iacreased first, second and thisd quarter fiscal 1994 operator
services revenue by $1,673,000, $1.818.000 and $2,106,000, respectively. These amounts were collected from
consumers over a 17-mosth period, were not in compliance with cortain regulatory requirements and may be
subiect o refund in various regulatory jurisdictions. It is not possible o extimalc the ultimuate earnings impact.
if any. of potential refunds and other related claims. However, bascd wpon its review of current facts and
circumstances, management docs nol belicve that any such refunds or claims will have a matendl advenc
impact on the financial condition or resuits of operations of the Company. Any poiential clasms paid to
consumers of regulatory agencies will be partially offset by refumbs of commissions that were paid 1o the
Company’s agents and pay ickephose vepens. The Company further maodified its operator services billing
practices in Junc and July of 1994 1o comply with all regulatory requirements in those arcas in which it
provides services. Where appropriate, the Company has refiled 1asifls to provide an enhanced description of
the Company’s operator services billing practices.

Direvit hal Lomg Divtamor Senviers. Direet dial bong distasee services revenue increased by 1146 1o
s 1.4 million in 19949, compared o $28.6 million in 1993, Approrimaicly 55% of this increasc is attributable 10
the acquisition of five direct dial komg distance companics and customer bases during the year coded
Scplember 30, 1994 (See Note 3 1o the Consolidated Financial Statements). The remaining prtion of the
mcrease s attnbutable to islernal growth achieved thiough the effiits of an expanderd sholesale cuner
services sabes forve and 8O0 portabihty, as well as o higher guabity sabes force mhisch has been nuie elfective in
sexunng business from larger customen. The Company belicves that there are oppertunitics for continucd
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cxpansion, both internally and externally through acquisitions, in all three of its primary businesses Hoacver,
becamse direct dial loag distance services repeesent the lasgest markel in which the Companmy 18 active,
management belicves that this buuncss prescnts the Company with its greatest revenuc growth opportunity
The Company belicves thal its base of operator services business affords it the oppetunity b eapand 114 direct
dial loag distance busincss on » maore cosl effective basis than many of 1ts daect dial long distance competiton
Accordingly, the Company contimues fo comider poteatial acquiutions. This activity is focused primaniy on
small 80 medinm-sired direct dial long distance ickephone compamics. While the Company has, from lime 1o
time, had discussions with disect dial long distance companies, it has no agreements of peading ncgotiations
with respect 1o any acquisition al the date of this repon.

Operating Expenses

Cast of Services, Cost of services (Irammission cosls, operatol costs, commasssons and billing conta)
increased fo $126.7 million in 19594, from $93.5 million in 199). The gross peofit margia for both 1%H and
1993 was 30.3%, even though the gross profit margin declined for both the operator services and direct dial
long distamce scrvices busincsses in 194, These declines did not impact the consolidated grims profat margin
because of the significant ncrcme in the Company's higher gross margin direct dial long distance services
revenues as a perceniage of lolal revenses. These revenues accounted for ME of the Company™s tital
comsolidated revenues for 1994 compared to 21 for 1993, Although there was mo year-to-year improvement,
gros profit margins improved in cach successive quarier of 1994, with 31.5% being reported for the fourth
quanier, the highest quarterly leve! reponied by the Company during the past three fiscal years

The gross profil magia declines For both operator services and ducct dial lng distance services o 1Y
were primatily due (o higher fined networking costs, buth as a percentage of revenwes and dollar level. during
the first sin months of 1994. These higher cosis were partly the result of expansion of petworking capacity in
the Pacific Northwest and on the West Coast. Specifically, becawse of certain regulatory developments in the
State of California (see Note 11 o the Comsolidated Financial Statements), the Company did mt begin 1o
provide its aperakor scrvices fo cerlain pay tckcphoncs under contract as swn s it had eapecied. Thus, the
Company incerred network costs without gaining the full bencfit of the associated revenucs. The Company
mﬂdmmmhmmmmtmhwﬁmmmwmnm by the
ead of the second guanier of 1994, During the third quarter of 1994, nctworking costs began to decrease ti
level comsistent with the previows year's results and continued to do so throughout the remainder of 1994 The
in the percentage of networking costs bo direct dial long distance revenucs was abo caused by the
significant growth in the Company’s wholesale carricr services revenucs, which have a fower grins margin than
other divect dial long distance revenwes. Altbough management continucs 1o wndertabe measures 1o Imprine
gross profii margias, the impact of regulatory issucs (see Note 11 1o the Comsolidated Financial Statements )
and the changes in billing practices discussed above could pressure future gross profit margins

Selling General and Adminisirative. SGAA cypenses in 199 were $16.2 milhon, representing 1Y Il
revenues, comparcd to $25.1 million in 199, or IK.7% of revenues. SGAA eapenscs ds a pefientage ol
revenwes increased from the prior year primarily as a resull of 4 bigher percentage of Company revenues being
derived from the direct dial business. A higher level of SG&A capense s incurred in conncction with direct
dial long distance revesucs tham with other revenucs carned by the Company. SGEA cxpenses weie aba
highet from year %o year s a resull of the direct dial hong distance companics acquired dunng the first sin
months of 1994 having higher SGRA eapeases as a percentage of fevenucs than the Company as a whole and
due 10 higher legal and accounting costs incurred in conncction with the SEC's investigations and stockbolder
class action lawsuits. As o resuht of a strong focws on cost coatrol and cost efficiencies 10 be gained from
intcgrating the companics soguired in 1994, management anticipates that SGEA eapenses ds a perventage o
revenee will decline alightly in 1994

Depeeviation and Amornization. Depreciation and amortization eapense was $9.4 millioa in 1994,
with $5.9 million in 1993. Depreciation and amortization cupense s a percentage of revenues

increased 10 3.2% in 1994 from 4.4% in 199). This increase is primarily artributable to additional depreciation
eapense associated with capital equipmest scguired 1o facilitaie the growth of the L ‘vanpany s direet dual Jong
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distamce and operatof scrvices businesses and the amaortization of the cost of cestomer bases and contracts
acyuired and goudwill related o acyuired companies.

Income from Operations

Income from opcrations in 1994 decreased 10 $9.4 million, representing 3. 2% of revenues, compared to
£9.6 million, or T.1% of revenucs, i 1993, Migher SGEA and depreciation and ankrtization capcnscs were

virtually offset by higher gross profit.

(xker Income [ Expenar)

Net ather income (eapemse) improved o net other income of $955,000 in 1994 from met olker eapemc of
$1.1 million in 1993, The improvement was primarily attributable 1o the retirement of the Compamy's Sesiof
Subordinated Notes and reduced interest expense as a result of rencgotiating the Company’s revolving credi
facility. Thesc increascs in et interest income were pastially offset by increased interest costs msociated with
financing a higher level of capital espenditurcs

Tncome Taves

The Campany’s effective tax rate incrcased 1o 41 ¥5 i 1994, from .06 n 1993 The Company’s
effective tan 7aie is higher than the foderal statutory rate duc 1o state income taxes and cortain deductions
taken for financial reporting purposes which are sl deductible for federal income tan purposes. The increase
in the cficctive rale is primarily due to (1) bigher state income tanes, (2) un increase in mondeductible
amortization capenses related 1o acquisitions, and (3) aa increase in nondeductible capenses cawsed by the tax
law changes contained in the Omaibus Budget Reconciliation Act of 1993

Extraordinary Hiemn

The Company reported mo extraordinary items in 1994, The catraodinary boss of $316.000 in 1993 related
10 a S0 write-off, net of imcome tanes, of wnamortized financing costs and unamortized discounl
associated with the Company’s Sewior Subordinated Notes, which were retired prior 1o their maturity daic in
connection with the Company's waderwritien public offcring o Junc 1993, This lins was partially offsct by
utilization of $231.000 of the Company's net operating boss carndorward (“NOL").

MNet Imiomie

The Company continsed 1o expericnce carnings growth during 1994, with et income of $6.1 nulboa in
1994, compared 10 $4.9 million in 1991, an increase of 25%. Net income for 1994 eflecied cominped growih
of billing and opcralor services revenscs and expaasion of the Company’s durect dial long distance servies
business through both intersal growth and acquisitions.

Vear Ended Sepicasber 38, 199) Compared 4o Year Fnded September 38, 1992
Operating Reventrs

Revenues in 1993 increased by S8% 10 $134.1 million from $K5.1 milhon in 1992, Significant growth in
operalor services, billing services and direct dial Jong distance scrvices accounted for $28.7 nullion,
$10.9 million aad $9.4 million, respectively, of the increase in revenues

Rillimg Services  Billing services revenacs increased by 345 1o $42.0 mollon in 19), compared 1o
$31.0 miblion in 1992. The rise in billing services revenues mas principally due 10 the addition of pew oporator
scivices companics as customers, as well as an incrcasc in the number of direct dial long distance carmcrs that
have contracied to bill their long distance call records through the Company. An average of 124 miillwon
hilling call reconds were processed per month during 1993, compared with K6 milivon dunng 1992 (in beth
sears, eaclinding call revords that the Company processed fos ity operalin services amad dhirect dial hng dnlan
services businesses ). Dhrect dial fong distance bulling call sevonds represented 2.6 millon and KOG, (00 of the
average mumber of records processed per month in 1993 and 1992, respectively,
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Opevwior Services. Operator services fevenoes gres by KIE (o $61.3 mithon in 1993, compared to
$34.8 million ia 1992. The growth was the result of the continued capansion of the Company’s customer base,
primarily in the private pay telcphone archa. The Company serviced approsimately 44,800 pay telephones at
September 30, 1993, compased o approsimaicly 15,900 at Scptember M), 1992, Puy telepbone opcrator
scrvices revenwes accounted for approimaely 77% of operatin services revenues during 1991, incrcasing from
o0'% during 1992, A wgnaficant portion of this iscrease is attributable to the caccution of five pay tckcphone
opeTakor scrvices agieements from the fourth quarics of 1992 through the secoad guaster 1993, represeniing
approximately 22,500 pay telephones. In 199, these live costracts accounted fur approsimaiely $15.0 million
in opersiof scTVICES TCYCRES.

Direct Dial Long Distance Services. Dieect deal long distance scrvices fevenucs increased by 49% 1o
$28.6 million in 1993, compared 10 $19.2 madlion in 1992, The higher level of revenues wan attributable fo the
efforts of an expanded sales force, the acquisition of direct dial long distance customier banes, mcieavcd

of customer scivice, and radio and television advertising. Also contribuling to the iscrease wan a
restructosing of marheting aad sales programs and products to target higher volume, highcr revenue
cusiomers. Duriag 199), the Company istroduced several new revdential and commercial products and
adjwsted selected pricing strectires 10 impiove its position i the highly competitive darect dial long distance
baness.

(Aperating Eapenses
Cont of Services. Cost of services (Uansmisvsion Cmts, operator cints, coiamissions and billing costs)
increased 1o $91.5 million in 1993, from $59.0 million in 1992, Grims profit margin percentage was 30.3%
during 199), compared 1o 30.7% for 1992. This decrease is atiributable to the increase in the peicentage of
lower margin operalof services fevenucs o fotal revenues in 1993 compared to 1992,

Selling. General and Administrative. SG&A capenses in 1993 were $25.1 million, represcating 18.7% of
revenues, compared to $17.0 million in 1992, or 200r% of revenues. Despite higher spending related fo the
eapamion of the Company's sales and related support groups, technical support opeiations and managemeni
information services depariment, the Company has continued to reduce SGAA capenses as 4 peiventage of
revesucs,

Depreciation and Amortization. Depeeciation amd amortizalion capeasc wis $59 molhon in 1993,
compared with $3.5 million in 1992, Depreciation and amortization expense as a percealage of revenues
remained relatively constant sl 4.4% and 4.2% during 1993 and 1992, respectively.

Income from Oprrations
Income from opetations in 1993 increased to $9.6 milhon, represcnling T.1% of revenues, compared 1o
$5.6 million, or 6.9% of revenues, in 1992. This increase was atiributable 10 the decrease in SGEA expenses as
a percentage of revenucs offsct by the increase in cost of scrvices s a percentage of revenues discussed abine,

ther Income [ Expraw)

Net other capense decreased 10 $1.1 million in 1993 from $1.4 millioa in 1992, The decicase was
peimarily atiributable 1o the sctirement of the Company’s Scakor Subordinated Notes and increased net
intesest income realized from the Company’s advanced funding program (sce “Advanced Funding Program
and Receivable Financing Facility” below) for billiag scrvices customers. The decrease in net other expense 18
atso attributable 10 increased imterest income carned from the Company's advances to coptain of its private pay
telephone customens. Hlowever, increases in interest inconie i 1993 were partially offsct by increased interest
costs associated with financing a higher level of capital expenditures.

Incomse Taxes

The Company’s effective tas ratc dectemed 1o 190E in 1993, from 41.6% in 1992, The Company's
cifective 1ax rase is higher than the federal statutory rate duc 1o the additon of state income tancs and certain
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iit!i’iii which are not deductible for foderal incone tas purposes. The
decline in the effective tax rate in 1993 was the result of a reduction in the peroentage of non-tax deductible
cxpeases relative o pretas book iscome. This reduction was caused by the sigaificant year to year mcrease in
pretax book income ia 1993,

Extraordinary fiems

The extraordinary foss of $116,000 m 199) related 1o a $547,000 w ;ﬁaﬂl:ﬂﬁlrﬁri
I!tiﬂlll-liﬂl-i!_ll!ﬁ-l ‘ompany’s Senior r___,.__..,_n._
Notes, which wese retiend prior 10 their maturity dase in coamection with the Company’s _!-... icn public
offcring in June 1993. This loss was partially offsct by utilization of $231,000 of the C “ompany’s 75_,. The
extraordinasy lem of $1.5 milkion in 1992 related to the wiilization of the Company’s NOL..

At Facome

The Company contisusd to expericnce earnings growih during 1993, with ncl inc ._-_ni!_ million in
iu.i!!&l.l 1992, an increase of 2 H#In_in:ﬂrn 19493 reflectod continued growth
in operating reveaucs from all of the Company's businessrs and a decrease in SGikA e .ﬁ-ﬂ-! perccniage
of revenses compared to the prior year. The increase in net income w H_.E: ally offset by an ¢ ..,niun._ na
of $316,000 ia 1993. This lous relsted to a $547,000 write-off, net of E,_....n_._.sh i!:::ﬂi nancing
costs and wapmortized discosat sssociaied w _r-rnl__:.!._i W debr, as partially offset by the
wtilization of $231,000 of the Company’s net operating Joss carryforw

ety el Capied Rmanias

The Company's cash balance incressed to $16.8 million at fi«l—!.it-.!u miltion a
Sepiember 30, 199). As an additional source of cash availabwlivy, r... __..__..___.u.FF ._ln...n_.r.
receivable financiag facility with Greybound Financial Corporation (G formerly Bel A __E Capital
Corp., that allows the Company o [!li:lil!li%.-lgtig
servicss accousts seceivable. At Sepiember 30, 1994, the Company had appronimatcly $18.7 millioa available
Eil!ii-‘[—iiiﬂﬁb s wader r:-n..,:_-___- credil
wceivable finsaciag facility. See “Advaaced Fuading Program and ._..E.__.___.r_II...__I?__E " bebow,
Working capital was $12.9 million st Scpiember 30, 1994, compared to $9.1 million a1 September E_.x_._
?ﬁi-iil..._ligg __n 5.._!_.1 canh Bow provided by
operations was §16.2 million for 1994, increasing from $4.8 million for 1993,

Accounts receivable incremed 1o $35.2 million at fina..!&#i n $2K.5 million M Septem-
IE.I_ E!nlnllil:il_-ut u higher leve ._..:n....___.inn:u..nn services
revenucs in the Founth guanier of 1994 compared 1o the fourth quarier of 1991, ?Egrf __u_.
Williag customers increased to $33.3 million a1 Sepicmber X, i.:a....!_ Hioa at Scplenvber M
This increase is sttributable 10 the growth ia the volume of records billed. 1 u__-n vunts payable and ace ...._E__
Ksbilitics incressed t0 $17.4 million aad §11.2 million, respeciively, at Sepler Er__.i__..__...:u:,.. illion
and §9.0 million at Sepicmber 3, 1993, ,_.-_ninain.__n!ei-&_iz and sccrucd liabilities we due o
significanily higher fiacal 1994 costs and the overall expansion of the Company’s _____.. siness. Prepaids ____._ __n
curment ssscts and other asects imcreased 10 $4.8 million and $8.3 milkon, respectively, at Scpiember M
EIEEI'.—IE.% mn_!..if r 30, 1993, ._,rn!. -!. h...-n_E.rn?_ _f.

cument assels is primarily the result of the Company’s advances lo cortal of its __ .... tclepinme
customen. The iscreass in olber assets is primanly due w the purchase of 4 u_:.__._ rtificate of deposit
heid a8 security ko an equipment inuncing (acility, a3 decused below.

Capital eapeaditercs amounted to appronimaicly $10.4 million during 1994. These expenditures w
primarily seisted 00 the purchase of ielecommunications equipment n:.._ office furniture and ?1..5#2.
During !Ei!if&li;.i ______ v §98 .._E_..i_..qn.___..__.in.___.
puichascd during 1994 and the fourth quarier of 1993, Appronimaicly §5 w of these bormow .i

through an cquipment fnancing facility with BOT Financial Corporation, a E_r_._ of (he Bank of _.
2%




An sdditional $3.0 milflion was borrowed through aa cquipment financing facility with General I lectric
Capital Corporation aad is secured by a $1.5 mithon certificale of depenit which has been reconded as o long-
term sssel on the balance sheet al Scptember 30, 1994 Thi ceriicate of deposit will be released upon
evidence of the resolution of the SEC imvestigations. See “liem 1 Legal Provecdings.” The remaning
$1.8 million of borrowings were with various other institutions. Dunng 1993, the Company anticipales
imvesting $10 10 313 million in additional cquipment 1o scrvice the Company’s projected growth, Approai-
mately $6 1o $8 million of these capital capeaditures are expected to be purchases of Icleconmmunications
equipment, approvisaiely $1 to 3% sl are expected to be purchases of compater handw are anad Ml iware 1o
develap sysicms o suppunt the anlipaied continucd growth of the Compam™s business and the remaimler is
expected 1o be for purchases of office fermitere and cquipment and paymicnls for leaschold improvements. The
Company ssticipatcs financiag these capital capenditures primanly through term notes of capital leases with
various leading institutions. The Company abso has an agreement with Frst National Bank to finance up 1o
$5.0 million of equipment for up to 180 days at the prime rate plos 1. A1 Seplember 30, 199, the Company
had 8o smounts outsianding under this facility, which eapires on December 31, 1994,

The Compeny’s operations asd expamsion inlo mew geogfaphic markels will continue 10 reguire
substantial capital ivestaent for the development and procurcment ol trassaitisaion facilities and iclecommu-
sications and office equipment. In addition, any acyuisitions that the Company may consummate ALy Feuire
suhsiantial capital investmeenl. The Company believes that 11 has the ahlity 10 continue 1o secire long-term
cyuipment Rasaciag sad that this ability, combincd with cash flow generated from operations and available
borrowing capecity uader its esjsting credit faciliticos, will be sufficicnt 1o fund capital expenditures, working
capital noeds sad debi repayment requirements for the foresccable future

The Company’s credit facilities and equipment kans contain vanous restictions andd financial ratw
maintenance peguirements. Under the most restnctive torms of it credil Facilities, the Company 1s requited to
maintan a quarictly ratio of comsolidated operating income, as defined in the agreements, o consolidated finved
charges of at least 1.5 4o 1.0 and is prokibited from paying dividesds oa its commeon stick, The Company may
also be swbject to oovtaim limitations on its aanual capital capenditures and oa the vauance of additional
sccured debt, bl can issee swbordinated umccured debi provided the ratio of total comsolidated debt 1o total
capitalization does not exceed K5%, Vurther, the Company may ol ssuc debt il s ratio of funded debt (an
defincd in the applicable loan agreement) to total capitalization would exceed 6P, The agrecments further
lienit the ability of certain of the Company's subsidiarics 10 remit dividends 1o the Company. Cross default
provisions of the Company’s most significant credit Tacilitics may place the Company i default of such
facilities showld it fail to satisly provisions of certain other Joan agreements. Under the € IS Tl
sigmificamt credil facilitics, the Company has guaraniced the obligations of its subsidianes. The Company was
in comphiance with all required covenaats at Scpiember 30, 1994 and 19493,

The Company continsally evalustes business opportunitics. including potential acquisitions, The primarny
focus of the Company's acquisition activitics is to make additional acquisitions in the direct dial long distance
mdustry. One or more of such acquisitions could rewlt in a substantial change i the Company’s operalions
and Rinancial condition. The seccess of the Company’s acquisition activities will depend, among other things,
o the availability of acquisition candidates, the availability of funds 1o finamce acquisitions and the availahbiy
of management resowrces 10 oversee the operation of acquired businesses. While the Company has, from lime
$o time. had discussions with direct dial kong distance companics, it has no agreements o pending negotiations
with respect 10 any acquinition al The date of this rejant

As comsideration for any acquisitions, the Company may issue commeon stock, preferred sk wh, convertible
debit or other securitics, ia addition 10 of in Jicu of the payment of cash, that could result in dilution of the
perceatage ownership of public stockbolders. The Company docs pot intend 1o seck stochhobder approval for
amy such acquisitions of security inswances unless roguired by applicable law o regulations. The Company
issucd an aggregate of B20,000 shares of ils common stock during fiscal 1994 for the acquisitions of four direct
dial long distance companics (scc Note 3 10 the Consolidated Financial Stalements). The Company has
granted the holders of these shares cortain regisiration rights, the cont of which will be borme by the Company.
Subsequent to the acquisition of onc of these companics. the Conpany amended the terms of its purchasc
agrecment with the former stockholders of the company, agreeing, among other things. fo isue ahditional
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shares of its common stock and pay a cash sum 1o these former stockholdens, if necessary, to guarasice a
specificd . u&ﬂ.n'!iﬂ.i‘.!ﬁ—!iiiiiii
Company paid an aggregate of 341,360 in cash and issued 100,000 shares of its common stock o the Former
stockholders (sce Note 3 to the Consolidated Financial Statements). In addition, the Company agreed 1o pay
im cash within five days to such former stockholders the difference, if any, between the value of the Additional
Shares on the datc they become available for sale through a registration satcmcal declared effective with ihe
SEC (the “Firt Available Sale Datc™) and $1.386,064. The value of the Additional Shares on the Fint
Available Sake Date will be determined by reference 1o the bid price of the Company’s common stock as
1*&3.1!1&425-.!!’55??!_&%-!*-;. If the value of the Additnmal
Shares om the First Available Sale Dale is greater (han $1,180,064, the former stockholders shall nay such
difference in cash within five days 1o the Company. Assuming the closing bid price of the Company’s common
stock on November 18, 1994, of $11.75 is the same as the closing bid price of The Company’s common stock
on the First Available Sale Date, the Company would be required 1o pay approsimaicly $211.000 in cash to

L ]
om the open market over the coune of the 12 moaths beginning Sunc 1, 1994, s markel and other relevaal
conditions warrast. As of Scpiember 30, 1994, the Company had purchased 160,000 shares wader this
program 3t an average market price of $9.74 per share, and as of December 13, 1994, the Company had
purchascd an additional 107,500 shares a1 am average markel price of $10.00 per shase. Saarcs puichascd
wader this program will be wsed for general corporate purposcs, including as possible comsideration for any
it

On November 4, 1993, the Company filed a registration staiement with the SEC relating 1o an offering of
wp %0 1,580,000 shares of common steck by the Company and certain sclling stockbolders. The Company
postponcd This offering in December 1993 alier being informed by the SEC that the Company was the subject
of an informal inquiry. Sec “liem 3. Legal Procecdings.” In Janwary 1994, the Company annousced that it
would 8ot proceed with a primary offering of its stock. However, the Company’s existing registration stalcment
was amended 10 relate to a shelf offcring of an aggregate of approximately 1.7 million shases to be offcred and
sold, from time 10 time, by certain warrantholders and otber stockholders with certain regintraton rights. Thia
shell segisiratvm statement was declacd effective by the SEC va May 27, 1994, The Company will not
receive any of The proceeds of the shares being offered under the regisiration stalement ofher than minimal
proceeds upon the exercise of stock purchase warrants. On June 29, 1994, the Company filed a shell
registration statement with the SEC relating 10 3 shelf offering of an aggregale of 234,991 shares 1o be offered
and s0ld, from tlime 1o time, by certain stockholders with cortan registration rights. This shell registration
stalesscal was declared cffective by the SEC on September 25, 1994, The Company will mot receive any of the
proceeds of the shares being offered under this registration stalcmcal. Oa November 3, 1994, the Company
filed an additional shelf registration statemen! with the SEC relating o a shelfl offering of aa aggregate of
308,000 shares 10 be offered and sold, from time 1o time, by centain stockholders with cerlain registration
rights. This shell registration statemcnt has nol yet boen deglared effective by the SEC. The Company will md
receive any of the provecds of the shares being offercd under the regisiration statement.

Adeancvd ¢ padieg Pragrom pod Recriable Finsacing Fecilis

The Comguny has 4 revolving line of credit facility with GEC 1o draw uguoa 1o advance funds 1o its billing
customers prios 1o colicction of the fumds by the Comgany s billing scrvices busingss from ithe kcal ickephone
companics {(ser Note 2 10 the Consolidated Vinancial Staicments). On December 7, 1993, ibhe Uompany and
GFC exccwted an amendment to the Company's revolving line of credit facility. The new ferms afe more
favorsble 1o the Company and include, among other things, the following: greater loan availability, a reduction
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in the Company’s imterest rate and boan fees; the right 1o repay and reborrow funds within the avaiabilin
formula; climbnstion of certain financial covenants; and a maturity of December 31, 1996. The revolving line
of credit is $45,000,000 for the first and second yean of the agreement and, at the option of the € ompany.

$60.000,000 for the third year.

Becawse it gencrally tahes 35 10 90 days 1o collect receivables from the local tckephone companies,
customers can significantly accelerale cash receipts by utilizing the Company’s receivable financing program
The Company offers participation in this program to qualifying customers through its Advanced Payment
Agreemeal. Under the lerms of this agreement, the Company purchases the customer's accounts feceivabic
on the datc (“Purchase Datc™) the call records are tranamitied 1o the local I:kphunmpmm_'rb:
puschase price, which is determined after all cash has beea collected, is equal to the face amouat of the billing
secords swbmitted %o the Jocal tekcphone companies by the Company for billing aad collection lesy certain
deductions, including: all local iclephone company chasges, rejects, unbiliables and bad debt deductions, all
credits and adjusiments graated lo cad users; sales tases. processing and finsacing service foes charged 1) the
Company, and any other costs incurred by the Company in processing of collecling customer belling 1=« ads

Within five days from the Purchase Daic, an imitial payment is made to the customer based on 2
percentage of the value of the cusiomer’s call records submitied 1o the local telephone companics Tii:
percentage is catablished by the Advanced Payment Agreement and gencrally ranges between MPE and MrE,
but typically averages approximaicly 75%. The Company pays the remaining balance of the purchase price
wpon collection of funds from the local ickephone companics. The funds used to make the initial payments are
gencrally bomtowed under the Company’s revolving line of credit facility with GIC, Since the facility was
amcaded in December 199), the Company has from time to time paid down a portion of the linc witi cacess
funds prior o collection of the related receivables from the local telephone companies. The Company had paid
down $11.5 million of the credil facility at September 30, 1994, and conscquently, the outstanding balance of
the line of credil represenied appronimately 47% of purchased receivables at Scpiember 30, 1994, rather than
the more histosically typical 75%. The amount borrowed by the Company usder this credat Facility 1o iinance
the advanced funding program was $25.2 milhon and $36.1 million a Seplember M), 1994 and 1993,

respestively

Fisancing service fees charged to cusiomers by the Company are recorded as inferest income and are
compuicd al a raie above the primic rale oa the amount of advances (initial paymenis) outstanding to o
customer during The period commencing from the date the initial payment in made until the Company recoups
the full amount of the initial payment from receipts from kocal iclephone companies. The interest rate charged
o the customer by the Company is highet than the intercst rate charged to the Company by GEC, in part 1o
cover ihe admisisirative expenses incurred in providing this service, Borrosing cosls are compuicd al a rate
above the prime interest rale, but Joss thaa the rate charged by the Company on mbvances, and are bused va
the amount of borrowings outstanding duniag the pesiod commencing from the date the funds are bortowed
mntil the loan is repaid by the Company. Bosrowing custs are recorded as inferest capense. The resull of these
Emancing activilics is the geacration of a net amount of ialciest incoime that coatribules 1o the nel incosie of

the Company.

As part of the Advanced Payment Agreement, the customer grants the Company a find bien secunity
intcrest in, and right of offsct with respect to, all the customer accounts, generally including those not acquired
by ihe Company, and agrees 1o takic other aclion us may be required to perfect the Company's first licn
security imterest in such customer accousts. Lnder the terms of the agreement with GEC, the Company is
obligaied 1o repay amounts borrowed from GFC and advanced to 11y billing customers whether or not the
pwichaaed accousts receivable are actually collecied.

Sy

Appronimately 93% of the Company's direct dial boag distance revenwes are gencrated by commercial
customers, and accordingly, the Company expeniences pencral decreanes in long distance revenues around
mational bolidays when commercial raflic is reduced. The Company typcally eaperiences decieases in
ofcialn scrvices fevesues in The (bl and winter months as pay Ielephone usage declines duc to cold and
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inclemcal weather in many parts of the United Stales. The Company belicves the purtion of reveaucs
geacrated from its operator services billing customers may be similarly affected. As a result of the scasonal
variations discussed above, revenue reported in the Company's e fiscal quanier coding December 31 (which
inchudes the Thanksgiving. Christmas and New Year's Eve holidays ) historically has beea the lowest bevel of
amy quaner of the year. Comversely, due to increased traffic from pay tckephones during the spong and summes
months and a lower concentration of mational hotidays, the Company has histoncally expencaced ity highest
revenne bevels in the vhird and fourth quarters of the fiscal year. Seace the Company's fised operaling capeises
do net decrease during the first quarter, the Company's profitability is also, gencrally, at its lowest level for any

quarter of the year.

FBecx of indinics

Inflation is st 2 matenal factor affecting the Company’s business. Prices charged 10 the Comgpany for
smitching cquipment and iransmission costs have not materially changed during the year. Grencral operating
expenses such as salarics, emsployee benefits and occupancy costs are, however, subject 1o pormal inflationary

pressures.
The Company is not curresitly, por does 1§ capect to be, materially affecied by any new standants recently

issued by the Financial Accounting Standards Boand
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The consolidated financial staiements of the Company and the related report of the Company s
independent public sccountants thereon are included in This report at the page indicated
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REPORT OF ISDEPESDENT PUBLN ACCDUNTANTS

To the Board of Directors and Stockholders of
US. Long Distasce Corp.:

We have audited the accompanying coasolidated balance sheets of US. Long Distance Corp. (s
Delaware corporalion) and sebsidiarics as of Sepiember 30, 1993 and 1994, and The related consoldated
statemenis of income, stackholdens’ equity and cash flows for cach of the three yean in the penod ended
Scptember 30, 1994, These financial statements are the responsibility of the Company’s inanagement Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted owr sudits in accordance with gencrally accepicd awdiling standards. Thone standards
reguire that we plan aad perform the audit to obtasn reasnable assurance about whether the hnancial
statements are free of material misstatement. An audit includes examining. on a test hasis, cvidence
supporting the amousts and dischnurcs in the financial statements. An audil also includes assessing the
accounting principles used and significant estimates made by masagenucnt, as well as evaluating the overall
fisancial statement presentation. We belicve that our audits provide a reasonable basis for our opinion

In our opinion, the fnancial statements reforred 10 above prosent fairly, in all miaicrial reapecis, the
financial position of LS. Long Dastance Corp. and subsidianics as of Sepiember M), 1993 and 1994, amd the
results of iheir operations and their cash flows for cach of the three yean in the period ended Seplemiber Ui,

1994, in conformity with gemcrally accepied accounting principles.
As cxplained in Note 2 to the Comolidated Financial Statements, cfective October 1. 1991, the
Company changed its method of accounting for income faxcs.

ARTIIUR AKDERSEN LLP

san Antoaio, Tenas
Movember 15, 1994




U.S. LONG INSTANCE CORP. AND SUBSINARIES

CONSOLIDATED BALANCE SHEETS
ASSETS
Sarptwisbed W1,
] -
1la raagagad
Current asscis:
Coash 303 CHAN BQEIVBIORIS ... .00 ouseesiaenaninnnnsassesinesranoensnsns $ 15,387 % 0e7es
Accosats receivable, aet of allowances of $Ri6 {IW.H and 8621 iI'I'Hl . 264N 35,21
Purchased receivables from billing cuslomens . ... ....... 0 cciaiiaaniiianas +1.269 51147
Prepaids and other . .......ooooiariiiinianiia o sy e et A 8 A 1,571 4y
Tolal COTPERE BEBELE .. .. ..voinousnnsinnispammnnnnssansinss 04 678 110, 1 4=
Property and equipment . . ...........coooiii e ; S T 29,951 41,740
Less accumulated depreciation and amonization . .. ... o ooie e i1.71%) (13487
Net property and SQUIPMERE. . ... ... .ooociirie i 42,208 28,203
¥ quipracat hebd wnder capital leases, nei of accumulatcd amortization of $1,29%
(1993) aad S1.7TT (A9) . ..oooniicinniuninioinnunenmaniarsssrisoans 4,111 i L1
Dther aascis:
Excess of cost over met assets scquired, net of accumulated amortization of
S84 (1993) and $925 (IOM) . ... ..o : W40 Id4,943
Other assets, nct of accumulated mumnlu- of $2,760 (1993) and $5,027
(190 . ioiunnnusssnraorannsssssancinssinsnesossdbosonsnhosansrasey M,014 K.2K1
3 R T o e e e S IR AR P A L 131657 $ind (91
T SEE———
LIABILITIES AND STOCKHOLDERS' EQUITY
Current Kabilities:
Accounts payable:
Trade . . e T R T 4k e 6 wTH $ 10,738 $ 17,3558
“ﬂmlﬁqm i e LT 20049 ¥ 995
Accroed labilities ... ................ s e iz 9021 11,200
Revolving Line nlnnhl for purchased seceivables . ... ... ... LT o061 25,235
Curtent postion of term debi . % P A ey Ihis 5, K0
Currenl portion of Ilhupn:llcun R e g L. )] 39 1114
Total curvem labilities . o e RS, 504 97,284
Diher habilithes. 191N A
Long-term debd, l:unll'tllp:ﬂiﬂl 9,219 13,385
wmmmmnmm e 2RI9 1.117
B e e e AP U e e ; 9.5 TE% i
Cn-um-imw (See Note 10)
Stackholders® equity:
Preferred shases, $.0) par valuc, 10,000,000 shares authonsed, no shases ired
or outstanding in 1993 of 19, ... oooviiaiiiiiii it 0 0
Common shares, $.01 par value, 50,000,000 shares awthorized, 11,911,176
shares isswed and 11,869,843 shares outstanding iun 1993, JJ,'HI 545 shares
isswed and 12,751,813 shares mm-dnu in 1994 1L P2
Additional pasd-in capital . . URTE 4.2, 54)
Retaimed carmings. ... ... ..v0s e A R (] B2
T e o S SR P SN e P R 193) (1.0l )
Total stockholders’ eguity . .. ..o ovevaniiiiiiin oy e g K17 49,210
Total liabilities and stockbolders’ equaty - . .. S $137.687  Slndamd
pe———— ] e

The accompanying Rotes st aa lategral pan of these comsolidated financial statcments.
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US. LONG DISTANGE CORP. AND SUBSHMARIES
CONSOLIDATED STATEMENTS OF INCOME

OPETMOf SETVROES . . . . oo vvnrrssnsssnsssasssnasanrnsataanesss
Direct dial bong distance services

Operating expemses:

Cost of services ....... e S e R
Hcllin;.lnulﬂnndmlminhlmirt,..... T ey L
Depreciation and amortizalion . . e R A e
Tlﬂ]li#ﬂllﬂ.:l{l:ﬂﬂt...... .................. Jaas
Income from operations . . . ..
her income (expense):
Interest income . . ..
Intcrest capense. ... . . . .
her, pel........ T i .

Total other income lnpcn-ﬂ ...........................

Imcome behiwe proviskn (i inconme fares and extraoedinary ilems
Provision Tor iscome bases .. ...

Net income before extraosdimary items .. .. .oo...

Extraordinary itcms:
Unilization of nct operating boss carmyforwards .

Loss on carly extingunshment of debt, nct of income -ty h:nrl’nl of

S0 (IM3)..iiiiiiineiannn e
Hﬂm#mmmnwﬂ........,.
Net income per commaon share:

Net income before exliaordinary items .. ... ...
Extraordinary lems. . ..........

Nct income per share applicable to common stlock ... ..

ot aber Yot
} wibed rptembey W,
L R L .. R
tla tooasgads,
Evarpd pad slipte By )
SMIRE S Al § 52418
M uir Hi1820 757
19.214 s LY 1,407
KS050 134,126 IKL752
SRA956 §1.544 | 2,725
16,956 25005 L el |
_ s ST WATK
19,454 12570 172,037
5, 57 9.550) D415
3783 19513 4757
(4,156) i4,771) PN
i19) s) ¥
(1.393) 11.071) gss
4,174 K470 10370
(L7385 (Loh)i4.280)
241 A 1TH f,(FH)
1.53% 21 i
[]] AT au
$3572 § 4Mb 5 _6ir0
€ (K21 5§ 0417 % 041
LCN £ R (LAY LT
$ 035 5§ 040§ D4l

Ihe acoomgranymng notes are an integral pant of these consolidated financual statements




US LONG DISTANCE OOAP. AND SUBSHNARNES

CONSONIDATED STATEMENTS OF STOCKHOLDERS® EQUITY

For the Years Eaded September 30, 1992, 1993 aad 1994

Balances a1 Sepiember ML 1990 .. ........ ..

L nercise of stoch options
Net income ......

----------------

-------------------- L

Balances ol Sepiember 30, 1992 ............
Exercise of stock options and wasranis. . . . .
Dssmance of commem sock .. ..ol

Met income

----------------------

Balances at Sepiember 30, 1993 ........... .
Pooling with Telecom Wesi Inc ..........
Excrcise of stock options and warrants. . . ...
Issnance of common stock . ... ...... .00

----------------------

tommestimh = PwbwwidSterd pygis Bemied Trswn
Shoses  Amoomt Mhwws Amessl  Copied  Farmiegpn ok
e Foiiub
B9y §w 0 50 $12.290  S(o8M) $ (93
. [ | 1] 0 1,064 0 0
[ el ] 0 0 L] isn i
2116 93 n 0 13,300 {2.E62) %)
740 1 1] i 1AM 1] 0
1.is7 (1] 0 0 20,327 0 1]
o _0 0 0 _4860 0
11913 19 0 0 6.113 (] i93j
o ] 0 L] 3 123 1]
113 | 0 (1] 7 0 ]
LX) [ 0 0 5,358 0 0
0 ] 0 0 237 0 hh
1] 1] 0 1] (1] 1] (1.637)
0 _ 0 0 0 0 M 0
12932 ﬂ_;: 2 ELI H:IMI % K21 ill.hhh

»
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US. LONG DISTANCE CORP. AND SUBSHNARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

Fot the Yrae
§ il Serptembey NI,
S .I'HI _H'H
1in thands) =
Cash flows from opersting aclivities:
Net income before extraordinary fems ... $ 24W § 51T § 60
Adjustments to reconcile net m‘tmhﬂsutmm items 1o
net cash provided by operaling activitics:
Utilization of met operating Joss camyforwands ................ 1533 2 [
i and amortizalion . . ..........- 1542 £917 9,17%

hwﬁnhhnumhmhﬂ: 429 44n 1254
Dieferred COMPERIAION . . . ... .. ocorenrerersnasinniesinnns s 213 26 p K
Amortizstion of debt discoust . ... ... S 219 144 0
lﬂlphluﬁpnuhnfm-dwml T e 2% (21) 4s
t_-mm:ﬂhMmmﬂmuulm
mhnddumﬁalluqduluum

Imcrease il accownts feecivable . ... (6 KIh)  (12.0M1) (60175
Increase in prepaids and olber. . .. ..o iciiriiai e 862) 12,700 R
Increase in accouals payable .. ... R T e T s 1,202 234 32
Incrense im accrwed hiabilities . ....... ... ..o 2425 3210 1.663
hmhnﬁnlhﬂiﬁn ................................ =RA0 S LA
Net cash provided by operating activities. ... ... 6,352 4028 ([ [
Cash flows from investing activilies:
Purchase of property and cquipment ... ... (4500 (1601%) (77200
Acquisition of direct dial long distance companics, net of cash
acquied . ... ..ciinaans e B o o F Yy e ; 1] L] (305 )
Paymenis hMmmIHnlm billing customers, nel . .. (16,232) (6, 354 Q6 TR
Coliection of proceeds due 1o third p-'lﬂ}r cushomers, pet ... LT 2201 1 3,040
I'qﬂﬂﬁmn::un-a: ............................... i ] (1 10
Proceeds from Of CQUIPMER .. .. oiiie e 0 Lid) 17
Purchase of OINEr BEMEIS . . ... o0ivinonnnriaranoaorasanannsinios (132) (4.760) (208
Met cash used ln investing activities .. ... ... (12.659) (24K} 2,891
Cash flows from fimancing activitics:
Draws (paymeais) on revolving line of credit for pun.l'm:d
[ R B e g O o 11,882 3017 (10,526)
Procceds from fssuamce of debt . ... ...o0ooi i Sl 2134 11,531 7.4
Paymeatsondebd . ............. e N i IO (14241 (4.919)
hy-uuu-npnalkm . ) (10850 {1,000 12,171
Fimancing cosis . . e 0 LAY (267)
Proceeds from i uulu ﬂmmm ﬂm;i n:l of mu..m.r.- consls o1y 21151 470
Purchase of treasury stock . . . .. et vy e 0 D {1,589)
Net cash provided by (wsed in) ﬁl-nu :mmm T A G 120621 21732 (1L16K)
Net increase ia cadh and cash equivalenis . . ... .. h 120 1404 T
Cash and cash cywivalents, hegimmng of year . A*le R UL 15,857
Cash and cash cguivalents, end of year ... ..o.000e  1ANIE  § 15,357 § l6Tws

The accompanying Bolcs are an integral part of thewe comoludated financal stalemenis




U8 LONG INSTANCE CORP. AND SUBSHNARIES

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
Sepirmber 30, 1992, 199) sad 1984

Nate 1. Busiarss Activity

U.S. Loag Distance Comp. (USLD) was organised wnder the laws of the Province of Botish Columbia,
Canada, in 198) and was domesticated and reincorporated under the Delaware Corporation Act in the Slate of
Delaware, United States of America, in 1987, USLIY and st subsibanies (collectively, the L ompany )
curtenily prowvide operatos services (calling card, collect, penon-to-peiam, and third-party billing calls
reguiring opersior assistance) to holels, motcls, hospitals, umiversity dormitedics and privale pay tckephonc
owners throughout the continental United States. The Company also operates as a full-service switch:based
long distance carier currestly providing dircct dial long distance servives to small and medium-sized
coménercial customers and, 10 a besser extent, residential customens and was authaotized o provide direct dial
Jong distance services to busincsses and residents of 42 states as of Scptember M), 1994 Additionally, the
Company provides billing clcariaghouse and information managemicnl scrvices ko unafliliated opcrator services
providers and direct dial long dvstance companics.

Nasy 2. Sumewry of Nignificnt Acvesnting Pelicies
Principles of Consolidation and Basis of Presentation

The accompanying comsolidated financial statements include the accounts of USLID and ats whaolly owned
subsidiarics. All sigaificant intercompany accounts and transactions have been chiminated i consoludation
Cenain prior period amounts have been reclassificd for comparative purprses

Revenwr Recognition Policies

The Company recognizes revenue from its operator and direct dial long distance services as such services
are performed, met of an estimate for wncoliectible revenue, based on historical eapenience, | he Company
recogmizes fevenue from its billing scrvices upon transmission of bellablic calls 1o the lowal ickephone
sompanics, which calls are to be billed and collected by the Company

Third Farty Billing Service

Zeto Plus Dialing, Inc. (ZPD1), a subsidiary of USLD, provides hilling scivices 10 operatin servies
providers and direct dial kong distance companics through billing agrecmcnts with the hxal lelephone
companics, »hich maintain the critical databave of end-user names and addresses of the billed partics. Bills
are gencrated by the local ickephone companies and the collecied fonds are remitied 1o SPDI, which in tum
semits these funds, met of certain fees. 1o its billing customers. ZPD records 2 Wrade accounts receivable and
revenue for fees charged for its billing services. When the customet’s receivables are collected by ZPIM from
the bocal iclephone companies, ZPDA's trade receivables arc seduced by the amount cotresponding 10 ZPDEs
processing fees and the remaining funds are reconded as an accounts payable o third-party billing customers

ZPD offers participation in a reccivable financing program to qualifying customers through its Advanced
Payment Agreement. Under the terms of this agreement, /P11 genctally deaws domn on il revelving credie
facibity for purchased receivables and purchases the custoaws’s socounts iecen ahle foa an anounl eoqual b the
face amount of the hilling secosds submitied 1 the hxal tclephone companies by 2P for tilling and

vollcction less:
 all local telcphone company charges, rejects. unbillables and bad debt deductions,
» all credits and adjustiments granicd [o end users,
+ all ZPDI processing fees and sales tanes, f appropnate;
s all financing scrvice charges assessed by ZPDI; and

33




1.8 LONG INSTANCE CORP. AND SUBSHNARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Continued)

* any and all knaes, costs of expenses incueted by ZPDD processing of collecting the customer
accounts from all previowsly billed call reconds

The purchase price is remitied by ZPDI 10 its customens in two payments. Within five days from
receiviag 3 cesiomer’s records, am initial payment s made to the customer based on a percentage of the face
amount of the customer’s call reconds submitied by ZPDI 10 the loval telephone companics. ZPDI pays the
remaining balance of the purchase price o the customer upon collection of funds from the bocal iclephone
customens. The purchase date is the date the initial payment is madc.

Any third-party accouats receivable purchascd by ZPDI ase recorded as purchased recewvables from
hilling customers in 28 amousit equal to the face amounl of the billing seconds submiticd 1o the knal ielephone
companics by ZPIM for billing and collecton. Concuarently, an cyual amwunt n reconded as accounts payahle
to third-party billing customers. The amount of the initial payment muadc o the customer reduces accounts
payable to third-party billing customers. The halance, reported as an accounts payable to third-party billing
customers (521,989,000 and $36,995,000 at Septcmber M), 1993 and 1994, respectively ) consits of:

« an amownt cqual 1o the face value of all purchased receivables, reduced for any anwunts paid s initial
payments under Advanced Payment Agreements, and

* an amount egual to collections from local schephone companies that have aot yet been remitted 1o
cuslomens

The putchased receivables balance is relicved at the time the customer receivables are collecied from the
lacal telkephone compamies. Any differences between the amount intally recorded as a purchased receivable
and the amount whtimatcly collected from the kocal tclephone companies, resulting from the fees and
deductions detailed sbove, are recorded as a reduction of the purchased receivable and accounts payable —
third-party billing customer accounts in an cqual anwunt. The funds are remitted ko the customer after ZPDI
deducts finance service charges carned uader the agrecment.

Finance service charges are assessed to custamers and are computed at a rate above the prime interest
rate based on the amounts funded o customers. Finance senvice charges are recorded oy nlciest imome
during the periad from the date of initial payment until ZPDI recoups the full amount of the witial payment
from receipts from bocal ielephone compaaies. No other reveaucs of income afe recorded in connection with
the Advance Paymest Agroement.

The following third-party seceivabies purchased and financed by ZPIM were oulstanding a1

_ Neptember W,
1] T,
Nom flasnad |
Purchased receivables from billing customers. . . . o $47.269 AL
Purchass moncy borrowings under resolving wrednt Taciliny Fas pans hased
feceivahles. ... ... .. S ¥ j $30,061 §25.215

The Company has virtually so collection risk related to its perchased accounts reces abde amd thus does
ot record an alkowance for doubtful accounts selated to such receivables. While the Company dkies pod have
the legal sight of sevowrse against ity blling cestomen with respect Lo puschased sevenables, the Company
does have the right of offsct against all funds held for the account of such customers and a first licn secunty
imterest in all of such billing customen® accounts, gencrally including thise ot acquired by the Company

L




U.S. LONG INSTANCE ODRP. AND SUBSIINARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Contlowed)

Property and Equipment

Property and equipment see stated at cost. Depeeciation is computed on a straight-line basis over the
estimated uscful lives of the related asscts, which range from thiee 1o scven y .E.:.._ dupusition, the cont
and related accumelated depreciation are removed from the accounts and the resu! ting gain of koas is reflecicd
Fi!!?ﬁiiﬂr‘i‘ﬁiﬂi are charged to expense as incurred.
Direct installation costs and major improvements are capitalired.

Encras of Cont Oher Net Avsers Acgwired

Excess of cost over met ssscts acquired reprcaents the encess of the consderation paid over the fair value
of the met asacts scquised and is bring amortized wsing the siraight-line method over forty years for ihe excess
related to the initial acquisition of a direct dial kong distance business and twenty yean for the eacess related 1o
all subsequent acquinitions of direct dial bong distamce businesses. Peniodically, 1he Company asweuses the
appropriatencss of the asset valuations and the amortization periods.,

Orher Assets

(ber asschs inclede costs incurmed i !iﬂnrﬁju!ﬂl-# ih kxal tckephoie companics fir
billing and collcction serfvices and cerfain customer service and other agreements. Such coats are being
!E!ﬂi-ﬂ!i.wnl]i—vl!-:!:i the estimated uscful lives of certain of these
biling and collection agreements were revised from five yean 1o cighl yean, resulting in decreased
amortization of approximately $200,000 and a ."E.ﬁ?!rlrﬁn!nll t income befure extraordinany
mems and net income of the same amount ($.02 per share) during fiscal 1992 Untber ancts ._ include
financing costs related 1o the isuance of debt, which have heen deferred and are amortized over the life of
cach respective agreement, the acquisition costs of ditect dial long dntance customer bases, which are
amortized over the expecied life of the ¢ Sﬂl—.-ln.rl___ﬂ__.- ﬂﬂa!.—ﬂ!ﬂ-ﬂﬂ W ETvice
agreements, which are amortired over the life of cach respective contract. In !E. a certificate of depaonit
El!nﬁzurd!i'lnl—!&:w a minoriy .........i! __..__.__._..__i._.__ﬁfrn_...= .....
which is carmied at cost, long-term deposits and the long-term portion of !i.- receivable have hoen included
i oflect assets,

Income Taves

in February 1992, the Financial Accounting Standards Board isswed Statement o o Vinancial Accounting
Standards No. 109 “Accounting for lacome Tazes,” shich the Company adupied effective October |, 199),
Under SFAS No. 109, deferved tax liabilities and assets are recorded based on ll.__n_inii__.- rates which
ase expecied to be in effect in the period in which the deferred tax liability or asset is expected 1o be settled of
realized. A change in the tax laws or rates resulis in adjusiments In I*-:EE_FI_EE asscts. The
effects of such adjustments shall be included in iscome in the period in w which the tax laws or rates are
changed. The adoption of SFAS No. 109 did mot have a malenal impact on the ( _ﬁ.__rru =a.-ir.___....__=rl
of resalis of operations. Prios to October 1, 199), the Company accoun r.___:.__.__-.._n e tanes in accordance with
the provisions of Accounting Principies Board Opinioa No. 11 = Accounting for __!___!..45

Nrt Income Fer Common Share

Net income per common share was compuicd by dividing net income applicable 10 common stock by the
weighted average number of common shares and common share equivalents outstanding during the applicable
peniad. The weighted average aumber of shares outstanding during cach fincal year differs from the number of
shares owtstanding o each year-end dut (o assumcd conversions of oplions and warrants that were ouislanding
during the respective periods and for the assumed issuance of common stock contingently issuable as discussed
i Note ).
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US. LONG DISTANCE CORP, AND SUBSHNARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS — (Contiaued )

liad the prepayment of the Senior Subordinated Notes, discussed more fully in Note 4, and the common
E%Eii!‘?%:igilmﬁt 1993, pet income per commaon share
would have heen $0.49. The supplemental pro forma el income per share amount was calculated including
adjusiments for discount and capitalized financing coul amotization, debt management feos and interest
expeme. In addition, the numbcr of common shares wsed to compute the per shate amount has boon adjusted
1o include the addition of 913,000 shares of common sk whine proceeds were used 1o retire the Senior
subordinated Notes and a 336,902 reduction in common share equivalents. The reduction in commaon share
cquivalents relates o the reduction in shares covered by the lender’s stock purchase warrants as a sesult of the
prepayment of ihe Senior Subordenated Notes.

The appronimate weighted average numbet of shares used in computing net income per share for fiscal
1992, 1993 and 1994, was 11,509,000, 12,117,000 and 14,069,000, respectively.

Siaterments of Cask Flows
Cash payments and non-cash activitics duting the perinds inchcated wrie a follows
-l-iﬂﬁ’
(] = [
i W

Cush payments for imberesd . ........- e 4 4.0 14982 LY

Cash paymenis Fof IRCORME BARES . . . (oo irainirrnatees w“ i) am

Non-cash iavesting and financing activitics:
Asscls acquiced ia commection with acquinitions ... .......... - Jois 11.560
Liabilities assumed in coshection with acquisitions . ......... - — 4,27}
Common stock isseed in conncction with acquisions . ... .. .. - — 4,962
Capital lcase and debt ahligations incurred .. ... oo . 1ieb o [
Contingent obligations imcurmed. . . ......ooovvee i - 1.91K 1637
Tax benefit recognized in connection with stack oplion

For purpmes of determining cash flows, the Company coasiders all wemporany | cash imestmenis
purchascd with an onginal maturity of thtec moaths of fess 1o be cash equivalents.

“ebr 3, Acemldiias

Efective Scpiember M), 1992, US. Long Distance, Inc. (USLIM) and National Telephone Lachange,
Inc. (NTX), subsidiasics of USLD, were combined in 2 stalulofy merger, with USLIDI being the surviving
corporation.

On March 4, 1993, the Company comsummated its acquisition of the dwect dial bong distance customes
base of Nweces Marketing Pastacrs, Lud. {formerly Travis Telecom of Saa Autosio, Inc. and Travis Telecom
of West Tenas, bnc.) for cash and moles payable. Nucces Marketing Partners, L1d. provided direct dial long
distamce scrvices fo small and medinm-sized businesses in the San Antoaio, Teras and Wesl Teaas areas.

On July |, 199), the Compaay acquired the direct dial long distance customer base of LS. Long
Distance of Lowisiana, Inc., a Lowiiana corporation kicated in Lake Charles. Lowisiana, for cash. The
Company Wad mo prios ownership istcrest in this catity nor was it an affiliate of the Company. In addition, the
purchase agrcemenl contained an carmoul provision wherchy the Company would be required (o e 1o the
sclier V00N shares of the Company's common stoch if 2 specified revenue Jevel was attained by this opcration
i the | 2-month period followiag the acquisition. Ia coasection with the acquisition, and in coasideration for
assistance provided to the Company in obtaining a particular telephone coatract, the Company insved 7,500




US LONG IMSEANCE CORP. AND SUBSIHIRARIES
NOTES TO CONSINADATED FINANCIAL STATEMENTS — (Coatinud )

shares to an affiliate of the selier and granted the seller the nght 1o cam and recene up 1o an aggregate of
I 20000 shares of the Company’s common stock upon the attunment of certain revenue levels under such
Ickephone contract i the first theee years folloming the acquisition and a warrant 1o acquite o to an aggregate
of $0,000 shares of the Company's common stock al an excrcise price of $11.50 per share upon the attainment
of certain revenue bevels under the telephone contract in the fourih and 1dth yean lollowing the acquisition
The Company initially valued the customier basve of LS. Long Distance of Lowisiana, Inc. and the tclephone
contract al the value of the consideration given by the Company, including cash, commun stick issued, and
the | LD contingently isswable shires.

In May 199, the Company tencgotiated the tenms of this telephome agieeienl Lo reshie baoth the tenm
and rates charged T limg distanee serviees alicr the Company motibed 18s customer Lhat certan of the
covtomer’s boiimer cmphmres may lave aimpropeily. directed the Company with respect W the payment of
cerfam commissons relating 1o the provision of the Company’s services. The Company is coogierating with its
customer in the customer’s civil lawauit against the customet’™s former cmplinees. As a result of the fivegoing.
on May 9, 1994, the Company amended the terms ol the purchase agreement, agrecing, among other things,
o issee 60000 shares of s common stock to the seller 1o fully satesfy all contingent consaderalion
requirgmients of the agreement and o grant ceun registration nights anth respect to these shares. The
carrying values of the customer hase and contract, as well as the corresponding labuliy which was previoush
reconded, were reduced by approaimately $6 UL in the thand guarter of fiscal 1994 o reflect Ginal issuance «f
the 60000 shares, which ocesrred dunng May 194 At September WY, 19, the Company did sl have any
remaining lrability related 1o this telephone agreenent

On October 1, 1993, the Company acquimed Telecom West Inc. (TWH), a diect dial bng distance
company, for 270080 shares of its commaon stock, 27000 of which were deposited 18 an escrom account to
satidy ceriain indemnification ohhganions. All of the shares beld in escrow related 10 this scquasition have been
included in the neighted average shares outstanding for purpenes of the eammings per shire calculations. These
shures were released Do escrow on October 1, 1% The business comlunation has been accounted fig as a
pessling ol -imterests combunation. The accompanving consolidated hnancial statements include the aperating
results of TWI since the effective date of the business combunation The comsolubated financial statements for
periods poor o the combination have ol boeen restated 1o mclude the accounts and results of operalims of
TWI duc 10 the transactivon not having 4 sigmibicant it oo the Compans s proor peniod financial paaition o
resulis o operations

During fiscal 1994, the Company acquired four other separate, privatelv-onned direct dial long distance
companics located in Texos and Califormia. These acquisitions bave been sccounted for as purchases, and
accordingly, the resulis of operanions of each company lave been aincluded m the ©ompany’s comolulated
financial statements since the respective diates of gsoguisiion. Bao pro lorma hnancial infonmnatian sath segand
fo these acquisitkns hus heen presented a5 the acoguisitions do pol have a significant impact, esther individually
o 1n ke aggregate, on the Company's prr or curtenl period fimancial posstion oo seselis of operalioas. An
aggregate of $9EAND cash and S30,000 shares of the Company's common stock were isswed in connection
with thesc purchase transactions. OF these shares, 60 were depaited in an escrow account to satisfy certain
indemnification obligations. All of 1he shares beld in escrom related 1o these acquisitions have been included in
ihe weighted average shares outalanding for purposes of the carmngs per shure calculations, These shares were
released from cscrom on November 1, 1994, Total assets acquired and labilities assumed for these acquired
companies were approvmalely 528 millon and $3.3 mullon, respectively. The eacess of the aggregaic
purchase price over the fair value of aggregate nei tangible avels acquired 1s approsimatels S840 oullon, of
which approximately $6.9 million has been recorded s goodwall amld s being amwatized on a straght-line basis
wver HMhavears. The semaining balance has been ieconded o the purchase prce for customer lists and is being
Ainasrinscal oo straghi-line busis smer Tive ycars
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Subscquent 1o the acquisition of one of these companies, the Company amended the terms of its purchase
agreement with the former stochholders of the company, agreeing, among vther things, 1o 1ssue sdditional
shares of its commnon Mock and pay a cash sum to thewe former stockholders, il necessary, b guarunice A
specified acquisition price. These addwional shares have been included in the weighted average comimon
shares outstanding for putposcs of the camings pet share calculations. On November 2. 19494, pursuant to the
terms of the amended agreement, the Company paid an aggregate of $41.1600 in cash and psued an askdinenal
L0, shares (the *Additional Shages™) 1o the fonmer stockbolders. In addition, the ©ompay agreed 1o pay
in cash within five days 1o such former stockbolders the dilference, f any, betacen the value of the Addinonal
Shares on the daie they become available for sale through a registration statement declarcd cffective with the
SEC (the “First Available Salc [hate™) and $1,3%6,064. The value of the Additional Shates on the Dirst
Available Sale Date will be determined by seference 10 the id price of the Company's comman stiwh an
queded on the Nasdaq National Market at the chose of business on such date. 11 the value of the Additional
Shares on the First Available Sale Date is greater than $1,386,064, the lotmer stochhohbers shall pay such
difierence in cash within five days 1o the Company. Assuming the clsing bid price of the Ly MIPATY S COmmon
stock on November 15, 1994, of $11.7% is the same as the chosing bid price of the Company’s comman atich
on the First Available Sale Date. the Company would be required 1o pay approsimately $211L00N in cash to
the former stockholders.

The Company granted cenain registration nights to the persons feceiving its comiman stock 1n the

acquisitions and caused its subsidiancs 1o enter into employment agrecments with certain principals of the
acguined companics
Noir 4. The
Long-term debt is comprised of 1he following:
Srpirmbar W,
_ym AT
{n Hesarands
Revolving hine of credit for purchased reccivables, with a compuany, K 4%
atl Scptcmber 30, 1994 (prime rate (7.73%) plus 5% ), duc in varying
amounts through December 199 .. ; S 36,0m1 $25,215
Variahle interest sule lerm noles 1,944 1,149
Fixed inlerest rate tenm mdes., . ... ... i i 3 10,905 17,575
Total el o ovovovaivarosnnnsinssringas : 45915 44.001
Less — Current portion ... .. .. .. .. LY U

$ 0200 SLLIKS

The Company has a revolving line of credit with a company o finance the purchase of certain eligible
accounts receivable. Any amosats borrowed 1o purchasc receivables unier this revolving credit facility are due
upon the Company's collection of the related recenvables. In December 199 1, the Company and lender
exccuted an amendment 1o the Compam s revolving hine of credit Lacihity. The pew lerms ane fiksie favorable
o the Company and include, among other things, the following: grealer loan availability, a reduction in the
Company’s interest rale and loan fees, the right 1o repay and reborrow funds within the availabaity formula,
climination of certain financial covenants, and a maturity of December 31, 199, The revolving line of credil 15
$45 000,000 for the first and second vears of the agreemient and, at the option of the Company, Sod L WNLEND [onr
the thind year, The resolviag credil seceivable bnansoing Gty also allows the Comguany be Pwsrrivs against iis
v operaton seivices amd direct dial long distance servioes aoootimis fe civalile. At September W), 1994, Lhe
Company had appsosimaicly $18.7 million available for borrowing and ne amounts baroiaed against its own
receivables under this facility, Any borrowings under this facility bear interest at the prime rale plus A5 This

i
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facility is collateralized by the related accounts receivablc and by vintually all of the asscts of the Company o
sibciwise pledged as security under other debt agreements, Performance under the revolving credit facility has
been guarantood by the Company,

The Company also has an agreement with Frost National Bask to hnance uwp 10 $5.0 million of equipment
for up 10 150 days ot the prime rate plus 1%, At Scplember 30, 1994, the Company had mo amounts
vutstanding under this facility, which eapires on Iecember 31, 1994,

To finance the acquisition of theee related dircct dial long distance companics in July 1991, the Company
placed $10,000,000 of its 1 % Sesior Sebordinated Notes duc 1993 (Senior Subordinaied Notes ) with cerntain
investment funds oa August 5, 1991, In Junc 1993, ihe Senior Subordinated Notes were retined using a portion
of the aet proceeds received from the Company's Jusc 1993 underwrities common stock offering. The early
retiremnent of the Senior Swbordinated Notes resulied in an extraordinary loss of approximaicly $547,000, net
of approaimatcly $349.000 of income tax beachits, from the write-olf of the related usamortired original issue
discount and usamontized financing costs.

The Company has varions varisble rate term motes at rates ranging from prime plus 2% o prime plus
2.5%, due in varying amounts through February 1998, The Company also has various fined rate noles with
ratcs ranging from 6.75% w0 15.75%, dec in varying amounts through Junc 1999. The proceeds from the
issuance of these notes were waed o acquire cernain compuier and Ielecommunications cquipment and office
furniture. The foans are guarasiced by the Company and arc sovured by the asscts acquired with the proceeds
of such nodes.

The credt facilitics discusied above contain vanows resrictions and fnancial ratio maintcnance
requirements. Under the most sestrictive terms of s credit facilitics, the Company is required to makniain a
quarierly ratio of comsoledated opetating imcome, a3 defined im the agreements, to comsolidated hned charges of
at least 1.5 10 1.0 and is prohibited from paying dividends on its common stock. The Company may also he
subject 10 certain kmitations o its asasal capital expeaditures and om the ivsuance of additional scxured debi,
but can issue subordinated wnsecured debt provided the ratio of total comsolidated debt to total capitalization
docs not exceed B5%. Further, the Company is required to maintain a ratio of funded debt, as defined in the
applicable loan agreement, to fotal capitalization ot greater than 605, The agreements furiher limit the
ahility of centain of the Company's ssbsidiancs 1o remit dividends 1o the Company. Cross-defaull provisions of
the Company’s mosl u‘ﬂ:ﬂncuﬁtlmhﬁnmyplmthc{-mpunyhﬂnhrlmlhﬂmnshﬂdn
fail 1o satisfy provisions of cerfain other koan agreements. Under the Company’s most significant credit
facilitics, the Company has guaraniced the obligations of its subsidiancs. The Company was in compliance
with all required covenants at Scpiember 30, 1993 and 1994

Scheduled maturities for the years ending Seprember 30, 1995 through 1999 are as follows (in
thewanamd ):

Year Ending Sepiember M),
b e e A e e e et S R e viaeieanas  SHLSIO0
} T e S o e S e RS 4675
L, s Bty i s T e 4327
WK .. i i e e 338
b e e e 991

sH
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feate 5. lamams

The Company leases cquipment and office space under non-cancelable operating leases. Ihlu.hl eApensE
for fiscal 1992, 199 and 1994, was $595,000, $1,744.000 and $2.886,000, respectively. Fulure minimum e
peyments wnder these leases a1 Scpiember 30, 1994, are as follows (in thousands):

Year Ending Sepiember M),
1 R T T R SR L BS e A $2.454
T Sty O e A e A s e S e A e 2,205
197 ...oveens LA e e e aa iy T e R T ceee 20006
9 ....... s e e e e e AT B S AT 1,493
T Ee i e s S P S T e e 377

The Company abo leases various computer and lelecommunications equipment under capital lease
arraagements. Future minimum lease payments under these capital keases together with the present value of
the mct minimum lease payments at Sepiember 30, 1994, arc as follows (in thousamds ):

Year Ending Scpiember 30,
s ....... L e R e i ks sk SRS B LR WAk A $1.300)
1996 . 649
... Lp )
1 e e, ’ . 154
1 b A (b e L S RS R s i T e 6l
Total minimum bease PAYMIERIS . . . .. ..oooeniiiniiamerioiraarnnsoi 2,562
Less: Amount fopresenting imderes! . . ....... ... ooiieaiiaans . (331}
Presest value of pct mumimum kease paymcnt e n s $2.211

Nete 6. Shaee Capital

Duriag fiscal 1993, the Company sold, through an undersnitien commaon stock olfering, | B500000 shanes
of common sock, fecciving nct proceeds of approsimately $20,269.000 afier eapenses of approvimately
$755.000. Additionally, warrants to purchase 450,000 shares of common stock were exercised b .criain
sclling stockbolders af $0.01 per share in coanection with the underwritien common stock offening

On June |, 1994, the Company was authofized by its board of directons 1o purchase up to onc milhon
shares of its outstanding common stock. The shares acquired pursuant 1o this stock purchase progra= « il he
purchased using available Company funds from time to time on the open markel over the cimve of e twelve
months beginaing Juse |, 1994 as market and other relevant conditions warrant. Accordingly, the Lompany
purchased 160,000 shares under this program at an average market price of §9.74 per share (see Mote 12). All
of these shares were purchascd subsequent to July 1, 1994, At September 30, 1994, the Company had 179,712
sharcs of treasury stock, camed at ol

No dividends were paid on the Company's commeon stock duning fiscal 1992, 1993 and 1994
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Netr 7. Stech Options snd Stach Purchane Warrashs
The Company has granicd stock options 1o directons and emplovees as follows:

Price Rasge of
“umowbey of Shanes U pder
 Shares Opton
Cutstanding. Scptember 30, 1993 ... ... . ... c o 1L25824N9
R s i S e e S e DR e (I41054) § 462 %1388
Giramed. ............. , - 6ATNM) % 9K — §1AKN
Eacrcised .. ...oooon. .. : A s P AN12386) $ 150 —% 9758
Ouistanding. September M), 1994 y i b 1,657,009
Exercisable, September 30, 1994 . P M PR 610,792

A total of 76,665 stock options outstanding at September 30, 1994, are exercisable ot prices ranging from
~ 78 o 3462 at varying dates through July 25, 1996, A tdal of A5000 stick options outstanding
Scptember 30, 1994, were granied under the pronnkons of the Company’s Noa-Emphaee Dhecton Stk
Option Plan and are excroisable at prices ranging from $2.2% 10 $9.858 per share. These oplions, which are
subject 0 certan vesting requircments, capsre 31 varying dates thiough | cbruary 23, 1999 As of Septem-
ber 30, 1994, there were 1400000 shares remaining 1o be issued under this plan. The remaining 1,525,414
oplions outstanding at September 3, 1994, were granied under the provivons of the 1990 Emplinee Stick
Option Plan and are cxcrcisable a1 prices ranging from $1.530 per share 10 $12.13 per share. These oplions,
which are subject 1o certmn vesting reguirciments, capire @t varying datcs through Scplember 26, 1999, This
plan provides for the granting of incentive stock optioas and noaqualificd stock ophions. As of September 30,
1994, there were 568,307 sharcs remaining 1o be issued under this plan. Dunng fiscal 1992 and 1993, options
o purchase 386,300 and 289,703 shases of common stock were eaercised, respectively.

The excess of the market valoe of the common stick on the date granted over the excreise prce of such
options resalts in compemsation capense o the Company on the date the options vest. Approsimaiels
$213,000, $216.000 and $243000 of compensation expense was tevognized by the Company duning fiscal
1992, 1993 and 199, respectively. Deforied compemsation cmts amousting to $374,000 and $427,000 ar
Scptember 30, 1993 and 1994, respectively, have been netted against pand-in capital in the accompanying
consolidated financial statemenis.

Stock pun:hm warrants o purchase 1LOTH XN shares of couimion stk wene outstanding at Seplei-
ber M), 1993 and 1M which woie issucd in conncution with the sale of the Scnior Subordinated Motes
described m Noie 4 and are excrcisable at $.0) per share unlil August 5, 1999, The Company attnbuicd
$750,000 of the pioceeds from the Scnior Subswdinated Notes to these warranis in the accompanying
consolidated financial statiements. During fiscal 1993, warrants 10 purchase 450,000 shares of common stock
were caercised and the remaining warrants were reduced by 136,902 duc 10 the early retirement of the Scor
Subordinated Notes. There wore no stock purchase warants excrvised in fiscal 1992 or 1'%

In October 1992, the Company agreed 1o grant a non-transferable warrant 1o purchase 125,000 shares of
comman skock @t an eacrene price of 312 3, pursuant 10 a telccommunicalions service agreement, The
excicise price of the warrant was equal 1o the market value of the Company's commeon stock on the date of
grant. The excicisc of the warrant is contingent upon the sttamment of a cortam operalar senvwe call solume
billed by the Company pussuant to the 1elecommunications scivie agiccment

In July 123, the Company ageeed 10 grant a warranl evidencing the right 1o purchase wp 10 MLOOD shares
of commaon stock al an exercise price of $11.50 per share and pave wp 10 an additional | MLEED shares of
common stock 1o the seller of ULS. Loag Ihstance of Louisiana, Inc. Under this agicement, the exercise of the
warrant asd the issuance of the common slick was continges upon the attainment of cerldin revenue levels

4]
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under a ickephonc contract and from a particular customer bave. In May 1994, the Company issued o), 000
shares of ifs common siock to the seller 1o fally satisfy all comtingent consideration requirements of the

agrcement.

Noie L locome Tanes

The peovision for income tanes is comprised of the Following (in thousands ).

Yoaw &bl L

. [kl 1R
T F e R e O R I L T T e SLIBY O SN S3ONY
Deferred . .. civiccantransssnsannssserissaarssssssssmnsiies 552 pREL 1,211
$1.735 83303 $4.280
b— = ] T E———f

The provision for income tanes for fiscal 1992, 1993 and 1M differs from the anwunt computed by
applying the statutory federal income tax rate of M4 to income before tavcs. The reasons for these diffesences
were an follows (in thousands ):

__ Newt b nded Separmber .
(L 1] ___I!L )

Computcd income 1as provision af statutory rafe . ........o... 31419 2HKY 31506
Incicascs (reductions) in taxes resalting frome

Slate ncome tanes ... Ay ; = . ps [ '] | T

Amortization of st valuatons in eacoss of Las . 1| M) 14h

[ e e P g ; 49 i 41
Provision for income tanes . ... ....... A {1 £1.715 31,301 S4.20M)

The tax cffcct of significant icmperary differences, » hich comprise the deferred tax assets and liabilities,
are ay follows (in thousands )

Serphrmlet W,
(L) v
Delermed tan asscts;
Expense provisions ... ......ooc00io0es . $ 147 % 2
Alternative mintmum tax croditl carmforwands Kl T
Net operating loss carnforwards .. ........ s I 1LOl4 0
Tital groms deferned tan assets ... . 2000 L]
L oss valuation allowance . | . : T {39 ) 0
Net deferred tan assets . . : 1 B LY
Deferred tax liabilities:
Tax depreciation and amortization in excess of hook 11,05 1.0}
Prepalt BRPEREES ... ooooersinsruibanarianrapripasiisarragasiess i 2M) { 2ol)}
N T s s Sy s F RSP Y ; . 0 196)
Total gross deferred tax labilities . g Bt (161%) (2.206)
Net deferred tan lability . .......... ... .. 4 — $01,394)

e

Ihe saluation allowance at Seplember 30, 1993 represents the tax benefits of certan future nct opcrating
ks carnforward amounts which were st expecicd 10 be realizable as of that date [during the year ended

d
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Scptember 30, 1994, the Company gemerated sufficient taxable income 10 wiilize all the net operating hoss
carmryforwards caisting at September M), 1993, As such, no valuation allowance was required at Scptember 30,
1994,

During fiscal 1992 and 199, the Company recognized, as an extraosdinary item, a tan benefit of
appronimaiely $1,533,000 and $231,000, respectively, resulting from the wtilization in such vears of the
Company's sct operating boss carmyforwards generated in fiscal yean prios 1o fiscal 1992 No such tax benefit
was recognized during Racal 1994,

For the year ended Scpiember M), 1994, the Company had fully wtihized its federal income tax net
operating loss carryforwasds available 1o reduce fulere income tax hiabilities. The Company has an aliernative
minimum tax carryforward of approsimaicly $2.3 million available 10 reduce fulure federal tanable income.
The Company has recognized the bemefits of such tax camforward for financial reporting purposes.

Nate 9. Beawli Plom

The Company adopted the US. Long Distance Corp. #01(k) Retirement Plan ( Retiement Plan)
effective January 1, 1992. Pasticipation in the Retirement Plan is offered 1o cligible employees of the
Company or its subsidiarics. Generally, all employees of the Company of its subsidianics who are 21 years of
age and who have completed one year of service duning which they worked at least 1 (K hours are eligible for
participation im ibe Retirement Plan.

The Retirement Plan is a defined contribution plan which provides that participants generally may make
voluntary salary deferral comtributions, on a pretax basis, of between 2% and 15 of their compensation in the
form of voluntary payroll deductions up to a8 maximum amount as indexed for cost-of-living adjustments. The
Company makes matching coniributions at a percentage determined annually of the first 6% of a panticipant’s
compensation contributed as salary deferral. The Company may from time 1o lime make additional
discretionary contributions. During fiscal 1994, a discretionary contribution in the amount of approximately
$51,000 was made. No discretionary coniributions were made in fiscal 1992 or 1993, During fiscal 1992, 1993
and 1994, the Company’s comtributions iolaled approximately $34,000, $79.000 and §19%,000, respectively.

The Company adopied the 115, Long Distance Corp. Exccutive Compensation Deferral Plan (Executive
Plan) and the US. Long Distance Corp. [itector Compensatvm Delenral Plan ( Ducchiw Plan) effective
Jamuary 1, 1994. Participation in the Exccutive Plan is offcred 1o sclecied employees ivcupying managemest
positions who arc determined by the Company’s board of directon from time 1o time 1o be cligible 1o
participate in the Enccutive Plan. Participation in the Dirccior Plan is offered o individuals occupying a
position as an outside discctor. The Exccutive and Director Plans arc defincd contribution plans which provide
that participants may make voluntary salary deferral contributions, on a pretax hasis, of between 1% and 00T
of their eligible compensation. Under the Executive Plan, the Company makes matching contributions equal
5o the lesser of 100% of & participeat’s comtributions or 2a amount determined based on a formula established
by the plan. Matching coatributions wader the Durecior Plan are 3% of the parlicipant’s comtributions. The
Company has the right 1o make matching contributions of a different amount or ma contributions under both
plans. During fiscal 1994, the Company contnibuted $60.000 and $6,000 1o the Exccutive Plan and [irector
Plan, respeciively.

Additionally, the Company adopied the LS. Long Distance Comp. Exccutive Qualified Disability Plan
effective Jamuary |, 1994, The Disability Plan provides long-term disability henefits for certain employees
sccupying management positions thiough disability insurance coverage puichased by the Company and
Company funded payments. Bencfits under the Disabilaty Plan are provided directly by the Comgany based on
definitions contained in the insurance policics.

In December 19900, the Financial Accounting Standards Board (FASH) ivsued Statement of Financial
Accounting Sandaih No. 106, “Emphwyen’ Accounting for Post-Retirement Benefits Other Than Pensions™
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and in Novemher 1992, the FASH issued Statement of Finaacial Accounting Standards No. 112, “Employen
Accounting for Post- Employment Bencits.” The Company does »ot currently offer any retirement bencfits
covered by Statement No. 106 or Statement No. 112 and thus is st affected by these standards.

fumie B0 { smammrers end Coatiogescies

The ....ﬁiﬂm?lﬁ_.qii-iiil{iiriéﬁi.aii
drnﬁ.iun_tﬁtm-:gqu.l-lt.ll..il.&l-_lin__l.!wi—iii.:'rwr-r
Company is 2 party would have a material adverse effcct on the Company™s financial piition or results of
operations; however, due fo the inhereat wacertainty of ktigstion, there cun be mo assurance that The rexolution
of any particular claim or proceeding would Rot kave an advene effect on the Company’s results of operations
for the fiscal period in which such resolution accurred.

In Decembes 1991, the SEC's Division of Esforcement institwted an informal inquiry relating to certain
of the Company's accousting practices, including revesue recogmition and accounting related to the
...?Ew.-E%IEilil.r and related disclosures. When the
Company’s Board of Directors leamsed of the SEC's informal inguicy. Arthur Andersen LLP, the Company’s
independent public accoustants, was cagaged to conduct a special Foview of the Company’s accounting
policies and procedures. This review was managed by a scaiof pariacs of Anthus Anderen LLP who was not
involved in the annual swdit process. This special review provided sirung additioaal assurance that the financial
........ of the Compasy were fairly staied and in conformily with geacrally accepied accounting principles
Kepresen tatives of the C ompany aad Arther Andersen LLP have met with the Enforcement Divison of the
SEC 10 discuss the inswes raised by the inquiry. On May 4, 1994, the Company was informed that the SEC
had instituted a formal order of private investigation purseant In Section 21 (a) of the Securites Exchange Act
of 1934, as amended (In The Matier of US. Long Distance (110-2052) ), relating to, among other things, the

; / i i i gahalits filt#in

The SEC's Division of Enforcement instituied 2 formal order of private investigation putsuanl to
Section 21(a) of the Sccurities Enchange Act of 19, as amended (I the Matier of Trading in the Securities
of Value-Added Communications, lnc (1K3-2763)) on August 25, 1993, The investigation relates 1o the
trading in the securitics of both the Company and Value- Added Communications, lnc. ("VACT), an operatos
service provider based in Dallas, Texas. A proposed merger between the Company and VAL wan terminaled
in February 199), Specifically, the SEC has alleged, among other things, that certain indiiduals nuy hae
%*iii!!ﬁﬁ%ifgi.r purchase or sale of the
securities of cither the Company, VAU or both, The SEC may impose a varicty of civil, criminal and
admisistrative semedics and/of sanctions against any individual or eatily found to have violated the federal
securities laws. The Company is unaware of amy activity by the Company of its managcnent that might hase
violalcd the insider trading provisions of the fed<ral securitics laws.

On December 15, 1993, the Company, its Board of Directors, a former disector, and Arthur Andersen
LLP were samed as defendants in a stockholder class action lawsuit filed in the United States District Court
for the Western District of Texas (Colby I Collier v, US Long Distance Corp. ¢ al, Cwil Action
No. SA9MCAI066). The Complaint, filed by an individual who claimed 10 oun shares of the Company's
Comnwea Stock, was brought on hehalfl of purchasers of the Company's Common Stock during the penisd
from December 22, 1992 thiough December 10, 1993, The Complaimt alleged. among other things, violations
of federal securitics laws, including antifrasd provissons, commen law fraud and negligent misrepresentation in
connection with the Company’s filings with the SEC, the pecparation of the Company’s financial statements
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and the Company’s public statements and press relcases. The lawsuit requesied, among other _.
compeasaiory damages in an waspecificd amownt, prejudgemesl inlerest, conts and reawmablc attornes foes
On April 4, 1994, the plaintiffs in the above peading class action lawsuil voluatanly moved for the dismissal of
ibeir complaints withowl pecjedice. No scitlcmenl amounts woie paid by the Company o ...__:_.__.:
Andersen LLP.

E?iu..*?iﬁiuftiiﬁ-ﬂrﬁimi&i _...._E.,,._.:
defendants in a separate class action lawsuit (Lippist v. US. Lomg Divtance Corp., et a _., ction
No. SA9ICAIDES). This action, also filed in the United States District Con . the ____. _ ...E ol
Tenas, was beought by an individual who claimed 10 own shares of the Cotmpany's Common rﬁ_...._._ of
]ﬂt&n?iiﬁiﬂiiiiiuﬁ.*u# __:-r:nn..._:#n- 1993, The
Complaint alleged, among other things, violstions of federal secuntics laws, _E-—.iﬁ-_......_:._ provisions,
commaon law fraed, deceit and negligeal misicprescalation in conscclion with .._:. ompany's ilings with the
SEC, the preparation of the Company’s financial statements and the Company’s —II,.__.. _..._.._.ﬁ,., stalements
and press reicases. The lawseit sought, among other things, compensalony and punilive damuiges
unspecified amount, pre-judgment interest, cmsts and attoracys’ fees. On Apnl 4, _i_.. _#__f. [ETLES _._
above pending class action lawssit volustarily moved for the dismissal of their complain il pee EF
No scttlemient amousts were paid by the Company.

The Company is obligated 1o psy » total of approaimatcly $3,%9,000 dunng hivcal 1'% i
wsage charges wader hilling and collection agreements with cortain bocal ﬂr..__?in ...:_:_.E_i ::. Company
anticipates cxceeding the misimam wsage volumes with these local telepbone companies dunng fscal 1995
The Company is also obligated to pey a minimam of approzimately $8, 700,000 through Apail 199 for wsage
charpes under service agreements with certain long dislance camien.

Nate 1). Regulstary Matters
{reneral

Operator services providers such s the Company are reguired o file informalu __Pn rifls _.:.
Federal Communications Commission (FCC) that describe the rules and regulation _ .
of their inlersiate operator msisicd services, including any rates and charges that may ?. _._._ wd A .E _
regulations govera the manner in which those services are provided, such as the provision of written a E_ ._.__
ideatification of the operator services provider on each call. At the date of this repon, the ==“..___ in
material complisace with the regulations set forth by the FOC, and by thuse state -..-.._ ofy agenc r...
have excrcised similar authority over intrastate calls. The FCC issued a report to Coagress in Movember _.....u
concluding that the cument regulatory and competitive forces are effectively regulating the operalorn services
industry and that mo sdditional regulations were neccuary.

The Company made scveral changes in its operstor services hilling pracu ﬁr..n.s._ﬁ ._.__
Such changes increased the amonst of time charged 1o consumers for the use of the Compan ,_ rcTalon

scrvices, These changes increased operator services revenuc by $509.000 and $1.63).000 for _ w__._ .,_..._
fourth quarters of fiscal 1993, respectively, and increased first, scvond and thisd quarnicr ?.__. | 1994 oper,

services revense by $1,671,000, $1,818,000 and $2,106,000, respectively. These amounts were o _._9._2_ _______
consumers over a | T-moath pefiod, wese nol i compliance wilh cortain regu .._._:.uﬂ.__ ========= aend may ¥ W
subject 1o refund ia various regulstory jurisdictions. §1 is mot possible to cxtimaic 1 _r... uliiy rmings injul,
if any, of poteatial refuads and other related claims. Homever, hased upon it feview ._. __,E:.:_ facts aml

vircunnianves, munagemenl docs sl bolieve thal sy such iclionds oF « r._a __?. 1l adverse
mpact oo the hoancial condition of resulls of operations of the Company. Any __i..a:..._ .,._.._z_. pad 1o
sumsumers or regulatory agencies will be partially offset by refunds of commissions that were paid 1o the
Company’s agents and poy telephone cwmers. The Company further modilicd its operator services billing
peactices in June and Suly of 1994 jo comply with sl regulatory Feguirements in those areas in which i
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pevwides sorves, Where appropnate, the Company has refiled tarifls 10 provide an enhanced description of
the Company’s operatin services balling practices

lhhhfmlpkyihum."nhhﬂ'm'lf“mmm“
excused from the 1arifl filing requirement imposed upon kong distance companics through the Communica-
tioas Act of 1934, as amended (1he Act). On November 13, 1992, the U.S. Count of Appeals for the D.C.
Circuit found this policy 10 be unlawful. The US. Supreme Coun upheld the Circuit Coun decision on
June 17, 1994. AN long distance providers, including the Company, are now required to file tariffs which
coatain a “reasonable range of rates™ with the FCC for their direct dial long distance services. The Company
is in comphance with this requirement.

In response to the Circuit Court’s original action, however, American Telephone and Telegraph Co.
(AT&T) filed actions in the United Swates Dntrct Count against MUl Telccommunications Corporation
(MCI) and 1wo other carricrs secking damages for their failure 1o comply with the Act during the period priof
10 November 13, 1992. If the Court wltimatcly finds in AT&Ts favor, it is possible that ATAT could also seek
damages from other competitive carncrs, such as the Company, who did not file tariffs while complying with
the FCC's forbearance policy. The likelihood, timing or outcome of any such proceeding is impossible 10

predict

Inserstate Access Tramport Proveeding

In January 1994, the FUC granted increased pricing fcaibality to local ickephone companics for “access
tramsport”™ services. These services refer ta the connection provided by the kocal sclcphone companics between
long distance clephone companics and their customen” Ickephoacs. Local ickepbone companics formcrly
asscssed an oqual charge per unil of access 1o all long distance telephone companies, regardiess of the volume
of access cach long distance ickephone company purchased. After implementation of the FOCC's new plan,
kocal tckcphone companics now may discount access ransport raics 1o the long distance ickcphone companics
with the highest access volumes, and increase access transport fates to kng distance tchephone companics with
relatively lower access volume. The FCC orniginally projecicd the vanasce in these discountod und increased
prices should mot exceed 1.5%.

The pricing plan is scheduled to eapire in November 1995, During this interim, the FCC is expected 1o
comsider whether 1o make this pricing plan permancal of o enact further revisions. Under this process, the
FCC could grant local telephone companies further fiexibility and could potentially impose a greater burden
upon the Company's direct dial long distance services. The FCC i forecasting that, by November 1993, the
nﬂmhdmmwmpﬁnﬁnlﬂhﬂrmﬂdhqdﬁmmﬁHmm
efficiencies should offset any pricing inequities caused by volume-sensilive access pricing. Management is
uhablc 0 predict cither the coune and effect of the PO s actions on this mane at this time, of the iming or
outcome of the peading court review.

CHD Calling Card Proceeding

The proprictary calling card of ATAT, often called a cand issuer-identifier (CHID) cand, catries an
account number that operator services providens such as the Compuny arc wnable 1o sccept for bilhing. The
dialing instructions that accompanicd these cards once directied the cardholder 10 atiempt to place calls by first
accessing the presubscribed operator services provider's network, otwithstanding the inability of non-AT&T
providen 1o complete the call. O October 8, 1992, the FCC adopted an Order requiring ATAT 1o cagage in a
vigovous customer re-education campaign 1o correct this consumet misinformation. In addition, AT&T
established a mechanism by which operator services peoviders could receive compenaation for refemming such
ClID card calls 10 ATAT. This direct compensation for emant access by CIHID cardboldens, which is
scheduled to contimue until 1998, converts previously unrecoverable network expenses into billable revenuc
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Bilied Party Prefereme

Bilied Party Preference (BPP) is an issee under consideration currently by the FCC amd refers to a
concept in which any long distance call ostside the kcal tckephone company’s calling arca carmied liom a
publicly availabie telephone would be automaticatly touted over the long distance telephone company network
of the bilied party's preference. This would be accomplished through a kil telephone company data-base
system that would match every calling card and telephone number 1o 3 preferred bong distance telephone

company and rouic 2l calls accordingly.

In April 1992, 1the FCC tematively proposed adopting BIPE. During the sumimer of 1992, comments from
local selephone companics, long distance telephone companies and other industry representatives revealed that
the costs of imposing BPP could be in encens of §1 billion and could require hundreds of millions of dollars
each rnr o opersie. Commeniors made cicar thal many ancillary technical impedimenis would Becemanis

of BPF, as contemplated. Furthermure, cquipment munufacturers could not support
m of BPP uatil three yean aficr such decision. Most commentors appearcd o oppase the BI'E

proposal.

Ow Junc 6, 1994 the FCC released a “Funther Notice of Proposed Rulemaking™ in the B procecding
Oace again, the FCC expressed a clear interest in enamsining further the relative costs associated with Bi'P
The FOC abo requesied that the industny provele suggestions for a more cost eflicient

alernative which might similarly meet the objectives of BPP, which arc the facilitation of access to operaton
service metworks, increased competition and lower end wser rates. The FOU received imdustry memberny
comments on Angust |, 1994, which again were heavily against the adoption of this system. The TCC has
taken no further action to date, and it is imponsible 1o predict when and of any final tahing might be issued

I such & sysiem were implementcd, the unigue market niche of operator services providers, such as the
Company, would be severcly impaired, since operats services providerns depend wpon public telephbone
presubscription, and BPP takes the call routing decision away from the pubbic telephone owner. 161 ditticult to
asscss the indwairy suppart for BPP, given the inberent techaical problems it involves. AT&ET 1 on record as
opposing this proposal, aad the Regional Bell Operating Companics agree that they moubd not suppern 1t unless
they nere aot held accountable for the conts of its implementation, The 1CC has been investigating this
proposal mow for sis yoars, and the recond i this procecding shoes that network reconliguration would tabke
two to four years beyond any positive FOC action. Thus, while BPF remains arguably viable, as demomstrated
by the FOC's recemt Notice, it is pot probable that it would be technically implemented in the near term

MFJ Legirlation

Legistation was intsoduced ia the 1103ed Congress which sould have codibied many of the requitcments of
the ATET Coment Decoee of 1983, HLR. 326, "The Anti-Trust Reliwm: Act of 1993, sponwaied iy
Congressmen Brooks and Diagell, proposed 10 incrementally climinate the kong distance restrictions impeosed
on the RBOCs over a periad of five yeans, pesding review and approval of the FCC and the Department of
Justice. The bill also would have allowed the RBOK's 10 provide cable programmang services and cahle signals
over their metwork, while al the same tlime permitiing cable companics to cary telecommumications signals
swer their existing peiwork.

S.B. 1822, a Bill introduced in carly February 1994 by Senavw Hollings, Chazman of the Senate
Commerce Commitice, would alls REBOK' cony inlo kong distance upon obtaming PO approval after
demonsirating some level of actual competition in their local service arca, and that their entry into kng
distance would pot pnfairly harm enisting competition. While the 103 Congress ended hefore a iekeconmn-
nications bill reached Conlforence Commitiee, certain legislators have imdicated their inierest in spomsaning
ickccommunications legislation in the 10dth Congress, which convenes in January 1995 The Comgany would
face formidable mew competition in the event the RBOCs are permitied to enter the long distance business.
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Competition would be more formidable if such eatry is not predicated on certain RBOC concessions over their
coatrol of keg dislance access serviees. The Company is unable 1o delermine the ime frame of outcome i
such comsalidation or negotiations.

In September 1993, AT&T petitioncd the FCC 1o seclassify it as a “noa-dominant™ camer. The 1L has
asked for public comment on the AT&T proposal. If the petition is granted, ATET would be given additional
flexibility in ils service offering and pricing. Such flenibility could make ATAT an even more (ormidable
competitor than it is today. The Company caanol predict the timing of outiaime of FOC action on this
petition.

California

On Scptember 17, 1991, the California Public Utilitics Commission adaopled an Onder which would have
atkomed the Company 1o begin providing cortain intral ATA telecommunications services within the state
beginning January |, 1994, Sebscquently on October 6, 199), the Commisseen rescinded the September 17,
1993 Order, citing certain impaoprictics within the Commission review process, pertaining specilically 10
certain California Jocal exchange compasy employees and thei improper access To decision makers during the
final compilation of the Order. The Commission wsucd a repeat of als ivestipation into the allcged
impruprictics on October 13, 1993, and the California Legislature held a heanng on ihiobor 21, 11
regarding the cvemts leading up to Sepiember’s refease of the Ordering document. In July 14, 1he
Commission released a proposed “Implementation Rate Desiga™ decision For public comment. On Seplem-
ber 15, 1994, the Commission adopted this decnion, which authorizes centain intral ATA competition
beginning on Januasy 1, 1995,

Tevas FIU Fovire

In a Final Ovder released in Docket 10127 on April 12, 1993 (Final Ornder), the Fexas Public Unbity
Comenission (PUC) adopied ncw regulations governing the methad by which intereschange carmicrs (1XCs)
such as the Company calculate intrastate access charges paid to hcal exchange companies (1L.ECs) These
new rules requined an independent auditor's review and approval of an 1XC's methodology of delermining i
owa iatrastale access wsage. The auditony” reports were 1o be submitted w0 the LECs for review and

implementation begianing on Junc 15, 174

However, on Juse 13, 1994, Travis County Judge Hume Coler found an Allcomene Long Distance, Inc v
PLC and Sourhwestern Bell, Cause No, 9406509, that Allcomm was entithes] fo an mpunction agains
enforcement by the PLIC and Southwestern Bell of the Final Order bevause il improperly delegatod regulatiny
authofity outside the PUC. Permancat injunctive selicf was granted 1o Allcomm i this Cause on June 17,
1994, The decision has been appealed by PUC and Southwestem kel

On June 15, 1994, the Company, along with scveral other IXCs ( Intervenors) sought imfervention and
simistar injenctive reliel in a now cause filed with Judge Cofer, Cause No. S4-06MF - A, Amicrican Feloo, Inc et
al v PUC and Southwestern Bell The Inicrvenors reached an agreement in accondance with Rule 11, Texas
Rules of Civil Procedures, sith the PUC and Southwestern Bell which provided that, in licu of submilling
audit reports, Intervenors would have such seports held under seal by a designated thisd party unul a final
nonappealable judgment is readered in the Allcomm case In the intenim, Intervenats such as the Company
are nod prokibited from costinuing 1o establish access charge fevels based upon thew owm respeciine

methodologies

in the cvent Judge Coler's decivion iy anerturmed on appeal, it i prraibile that the Company may b
required by further PUC action 1o adopt maodificd methidobogies which coulil subsequently obligate it 1o
compemale the L1Cs for any resulting differences in calculated access charges. The Company canmt predict
the timing noe outcome of the appeal nor the actions which may be undertahen by the LEHOs enher belone oo
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aficr the appeal is Raalired. Based on the advice of kegal coumsel, management bebieves there i po retroactive
lability for periods prior to Scpiember 3, 1994 However, management cstimates that under the mont
extrense application of the independent auditon” propuosed metbadologics, the difference between applying the
methodologies woukd resalt in increased intrastale access charges of between $3 million and $4 million
annualhy.

Note 11. Sebugurst Frunis

Effective October 1, 1994, the Company acquited L.D. Network, Inc, a direct dial long dantance
company headquaricred in Los Angeles, California, for 175,000 shares of the Company'’s common stock,
17,500 of which were depusited in an escrom accowst 1o satisfy certain indemnification obliganons. LD
Network, Inc. had revesues of approaimaiely $2.5 10 $3.0 millon for the year ended Sepiember 30, 1994 and
had 400 customers at Scpicmber 30, 1994. The acquisition of L.1). Nerwork, Inc. will be accounted for as a
pooling-of-interests combination. The Company grantcd certain registration rights 1o the peroas feceiving its
common stock ia the acquisition and caused its subsidiary to emter into an employment agrcement with a
principal of the acquired company.

Subscquent jo Sepiember M), 1994, the Company purchased 107,500 shares of its common stock at an
average market prive of $10.00 pes share in accordance with the stock putchase plan authonzed by its board of
direcion (see Nole 8).
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PART 1}

e 0. Dirvciors and Esvcatiy (fficers of the Company

The information calied for by this item is incorporated bereia by reference from the information undes
the captions *Election of Disectons™ (ltem | om prosy), “Masagement — Dirccton and Exccutive Officen,”
amd “Scctiom 16{a) Reporting™ of the Company's definitive proay statement 1o be filed pursuant 10 Regulation
14A with the Securitics sad LEnchonge Commission iclating to its Annual Meeting of Stockholders to e beld
on March |, 1995 (the “Defimitive Proay Statement™).

hem 0. Eswstior Compracation

The information called for by this ilem is incospotaled hereim by reference from the information under
the caption “Managtmeest — Commitiecs, Moctings and Compensation of the Boaed of Ihrectons — Direc-

tors' Fers” and from the information wnder the caption "Executive Compemation™ of the Company's
Definitive Prony Statement.
kem 12 Sevenity Owasrship of Cersgin Bracficial (hwaers sad Maesagemeni

The information called for by this item is incorporated bercin by reference from the information under
the caplion “Voting Securities and Principal Stockholders™ of the Company™s Definitive Prony Statement
Mem 11 Covenin Relosionships gad Relsted Tramactions

The information called for by this item is iscorposaied herein by refereace from the information under
the caption “Certain Tramsactions™ of the Company's Definitive Prony Statement.
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PART IV

fem 14, Exibin, Financial Statcment Nchedaler, and Reporis on Fosin K-K
ta) Pocumients Filed us Part of Report
1. Financial Statemenis:

The conslidated financial stalemcnls ol the Company and the related report of the Company’s
imdependent public accountants thereon have been hiled under Hlem & hereol

2. Financial Statement Schedules:

The following financial statement schedules and the report of imdependent public accountants
thercon are included in this report at the page indicated. All other schedules for which pronison is made
in the applicable accounting regulations of the Securnitics and Exchange Commission have boen omitted
becausc such schedules are nol required under the related imtructions of are inapplicable o hecause the
information required s included i the Consohdated Financial Statemients or potes thereto

i Vopr
Repont of Independent Public Accouatants . . 4
Schedule 11 — Amounts Receivable from Related l’.:nn:-. .mnl |1m.ll.fl"-llll."l‘n I'rnlml!l:n. .md
Employees Other than Related Parties . . T 55

Schedule 11l — U.S. Long Distance Corp. € ondensed Fimancial Information . Tcred Sh

Schedule VI — Yaluation and Qualifying Accounts : el )

Schedule IX — Shoet-Term Borrowings . . ol e 6l

Schedule X — Sepplementary Income Statement Infmrun n : o . 2

The sccompanying notos are an integral part of hese consolidated linancial statenments
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REPORT OF INDEPESNDENT FUBLIC AUCCTUNTANTS

Tos the Board of [hrectors and Stockhobdens of
115, Long Distance Carp:

We have audited, in accordance with generally accepied auditing standaids, the consalidated hnancial
satements of US. Long Distance Corp. and subsidianes and have issued our report thereon dated
November 15, 1994, Our audit was made lor the purpene of formmng an opanon on the basic hnancial
siatements taken as a whole. The Schedules 11, 115, VIIL 1X and X are the responsibility of the Company’s
management and are presented for perposes of complying with the Secuniies and [ wchange Commission’s
rules and are not part of the hasx financial statements  These schedules have been sihjected 10 1he auditing
procedures applicd in the audil of the bavc hinancial statcments and, in our cganion, fanely state in all matcnal
respects the Ainancial data required to be set fonth therein in relation to the basc financial statements taken as

a4 whole,

ARTHUR ANDLRSENS LLE

San Antonie, Tews
Manember 1K 1w
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U, LONG INSTANCE OCORP. AND SUBSHMARIES

AMOUNTS RECEIVABLE FROM RELATED PARTEES AND UNDERWRITERS,
PROMOTERS, AND EMPLOYEES OTHER THAN RELATED PARTIES

e edomwmidi )
Fl "'""L ey ey Budasue 5 Fad of Poriad
Ve Kame o Bobisr Addioss  Colieetod Wenmel (omm Loy p——
"2 - $0 $ 0 0 50 50 St
1993 - 0 $ 0 $0 0 $ 0 0
10 Dave Clem $0 $100 $0 S0 $100 $0
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.S 1LONG INSTANCE CORP.
CONDENSED FINANCIAL INFORMATHON

(Mat Cossalidated)
OONDENSED BALANCE SHEETS
185 ihouaamia)

ASSETS

SCHEIIEM

=T " =

Cummenl asagis:
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Due from slBIEsles, BEL . ..........cc0cvceaeransmorsnranasses ey et n

lovestmeni i sobuidiarics lmnymﬂwl
Hﬂm-lwil—ﬂ

hiber pangin . ...... M g e LML e A AR e e L il e

Total pwaets . .. ..o vneninnns .

LIABILITIES AND STOCKHOLDERS' LOQUITY

Cuavent liabilities:

Lﬂmnhﬂtmlmﬂul ................ .

See notes 10 condensed inancial stalcmenis
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SCHEDULE I — (Contineed)
UK LONG IMSTANCE CORP.
CONDENSED FINANCIAL INFORMATMIN
(et { snalideted)
CONDENSED STATEMENTS OF INDOME
b thapramdn )
L — T — = == = = Sz
i d AL 17 1 _ .11
1.3 1) ]
Cost and expenses:
Cpcraling and gencial expenses ... .. ... i $ % 39 § M
s M T L N e e P o ey PP R vk Py oy ., | 1,198 105
Ld ) (1,921) (LX) (96l )
0 547 0
Equity in carmings of subsidiaries . ............. ... ... 39m2 4560 6,080
Mct income before catraondimary iems . ... ... ieen s 3972 5407 6,080
Extraovdmary koas on carly eatinguishment of debt .. ................... 0 (547) 0
Net income applicable ocommon stock . ......... ................... 33972 $4860 $4.000

See notes 10 condensed financial statements,
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SUHEINLE B — (Continued)
1S LOSEG IMSTANCE CORP.
CONDENSED FISANCIAL INFORMATION
{Not Cosvolidated )
COSIENSED STATEMENTS OF CASI HOWS

il tbupmnds b
Iﬂﬁlﬂlﬂm -,

T =" T

Cash flows from operating activitics.
Net income before extraondinary flem ... .- § 1572 & 40T % hirM
Adjustments 1o reconcile net income belore tllulmlm.u') Memn o ficl

cash [I'llm by (wsed in) opcrating schiviticy

I quity in carnings Trom continnng operations of subapdiarnies LAN12) (4501} (D APKDD
Depreciation and amortizalion eypeine A - M 249 RS
Deferred compensation . . .. ... ... i e 213 216 244
Amorization of dchd discount . ... .. : 219 144 1
Changes in opcrating ascts and lululum
Incicase im comment aacts . . ] (1] T e 1]
increase (decrease) in cufrent Iuhlllm i (WL KTh i Thd )
Increase in other liabilstics . . . . . v 0 1,610 22
Transfers (o) from subsidiarics . ... .. ; (L99K)  (liey) S M
Net cash provided by (used in) opcrating activities (77) _(8372) 4470
Cash floms fsom myesting achivifics
Purchaswe of property and cquipment .. .. ... .. (153) (2274 (L2
Acquisition of direct dial bong distance companics, net of c.nh .u.quu-.-d iy 0 (565)
Parchase of miher assels . ... .. = (219 (ATh)  (1,M0K)
Met cash used momvesting achivihics { Sets ) (PR U ER LU
Canh flows from bpancing activities:
l'nmﬁi'mmmmulldth ; 125 L L)
qucnh:-th e ARP Y P R Y ; (141)  (10.280) 1518}
ﬁnn:m:u-u TR i21) (147} 132
Proceeds from ssuance ul Cofnmon duln : hTY 21,181 B
Purchase of treasury shares . ... .. : : 05D (11839)
Net cash provided by (used in) ﬂnmm.u activitics e nan (L)
Net decrease in cash and cash equivalents ... ... il 0 (1]
Canh and cash cquivalents, beginning of year el 0 1]
Cush and cash equivalents, end of year o 5 0 % n s 0

—_—— i —— S=—=

See nofes to condensed financial stalements
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NOTES TO CONDENSED FINANCIAL STATEMENTS

Netr 1. Deix:
See Note 4 1o the Consolidated Financial Statcineats of the Company for disckmure of loag-term
obligations and guaranices,

Nate 2. Dividends From Sebudiarkes:
No cash dividends were paid 10 US. Long Distance Corp, by its subsidianics during tiic years cnded
September M), 1992, 1993 and 1994,

Nete ). Comtingracies:

Sce Note 10 1o the Consolidated 1inancial Statcments of the Company for dischnure of material
CORlINETROICS.
Neie 4. Sebuwgerat Evends:

See Note 12 w0 the Comolidated Financial Statements of the Company for disclosare of subscyucnt
events.
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SCHEDULE Vil

LS. LONG DISTANCE CORP. AND SUBSHMARIES
VALUATION AND QUALIFYING ACCOUNTS

fim tnmaninds )
“ W rite-alls
[~ 4 gl
Finenl lﬁd ﬁ--l - - s g F ok
Yowr fopncriguhe s Asngeee  of Povied
1992 Allowance for doubiful accoumts . . . 590 5 49 0 4 (5AR)(1) $4M
1993 Allowance for dowbifil accousts . . . s § 448 0 3 (63) tHIh

1994  Alowance for dowbtfel accousts . . . $8is 51,254 0 $(1.449) $621

() Accounts determined to be wacollectible upon purchase of dircct dial long distance subidiary.



SCHEIMLE IX

LS LONG INSTANCE CORP. AND SUBSHNARIES

SHORT-TERM BORROWINGS(1)
(1o theusaisds, earrid porrrEinge oambwnds )

Wollas e
lh-hl . fipisipndieg  WWrgieied Avrrage
1 e Bterest Baic 0
= Smiee mmae Sy T e
1992 FPayable oacompany ... $31.424 T1¥%  $11.424 521,565 1.77%
1993 Payable ioacompamy ...  $36081 TR SM0N0 $30917 1.31%
1994 Payable 0 a company ...  $25,23% K23%  $1606) 1149 7.33%

(1) Sce Note 4 of Notes 1o Consolidated Financial Statcments for a discussion of the terms and provisions of
the Company's short-term bormowiags,

(2) Average smoual outstanding during the period was determined on an average daily basis

{3) Weighted average imierest raic during the period determined on 4 daily rate basis

hl




US. LONG DISTANCE CORP. AND SUBSHNARIES

SUPPLEMENTARY INCOME STATEMENT INFORMATION

{la vhesunnds )

SMHEINLE X

i Inl
Yo e m.;u':"
1992  Amortization of intangible sasets . ..o $ e
1993  Amortiration of inlangible assels 4108
1994 Amontization of intangible awets .................. 2235

Hh2



1 Fabibit

The exhibits kisted below are filed as part of or incorporated by refercnce in this repor). Where such filing
is made by incorporation by reference to a previowsly filed document, such document is identified in
parenibeses. See the Index of Enhibits included with the exhibits filed as part of this seport

¥ b
Shateaiptinn

3l — Centificate of Incorporation, as amended (Lshibit 3ia) to General Fotm for
Registration of Securitics on I'onm 10, dated December 21, 1999)

32 — Certificate of Amendment dated October 27, 1989 (Exhibit 4 10 December 31,
1989, Form 10-0)

LR | — Cenificate of Amendment daied Jume 19, 190 (Exhibit 4 to June 30, 1990,
Form 10-0))

14 — Centificate of Designation, Powers, Preferences, and Rights of the Series A
Preferred Stock (Exhibit 3.4 10 Scptember 30, 1990, Form 10-K )

s — Cenificate of Amendment dated Febrwary 14, 1991 (Lnhibit 4.5 10 Regpistration
Siatement on Form S5-8, SEC Fike No. 3041039, dated June 5, 1991)

36 — Certificaie of Ameadment 10 Cornficate of Deugnation, Powens, Preferences and
Rights of Scrnes A Preferred Stk (Eahibit 46 10 Regntiation Stslemenl on
Form 58, SEC File No. 3341039, dated Jenc &, 1'W1)

17 — Certificate of Amcndment dated March 23, 1993 (Exhibit 3.7 o Sepicmber 30,
1991, Form 10-K)

iR — Centificaic of Elimination of Sencs A Piclerred Siock daded May 21, 1993
{Exhibit LK w0 September M1, 1993, Form 10-K)

i9 — Bylaws of the Company (Eahibit 3.7 to Scptember M, 1992, Form 10-K))

41 — Form of Centificate Evidencing Common Stock ( Exhibit 4(a) to General Form for
Registration of Securities on Form 10, dated December 21, 19%9)

4.2 = Secuntics Purchase Agreement dated August 5, 1991, by and between the
Company and Electra Investment Trust PL.C, Scimitar Development Capital
Fund, Scimitar Development Capital “B” Fund, and Electra Holdings, Inc,
{collectively, the “Purchasen™), Scair Subordinated Notes duc 1995,  dated
Aungust 5, 1991 made by the Company amd payable 1o the Purchasers, Warrant
Centificales, dated  August 5, 199, exccuted by the Company 1o the Purchasers,
amd e Geuaranty, duted August 3, 1991, executed by U5, Long Distance, Inc.,
Buyer Acquisition Corporation, Mcga Plus Ihabing, Inc. fero Plus Disling, Inc.
and LS. Billing Scrvices, Inc. in Favor of the Purchasers (Enhibat 4.1 to Report on
Form K-K, dated August 7, 1901 )

4.3 — Amcadment of August 5, 1991, Secunities Parchawe Agreement and Amcndment of
Warrant Certificales dated December 16, 1991 ( Eahibit 4.3 to September 30, 1991,
Form 10-K)

44 — Second Amendment of Augwst 5, 1W1, Sccunilies Purchase Agreement dated
May 13, 1993 (Eakhitst 44 o Amcodment No, 2 on Form 53 1o Porm 5+
Regntration Statement, SEC File No. 33-54448, dated May 17, 1993)

4.5 — Formy of Warrant Certificate {Fahibit 4 % 10 Amendment No. 2 on Fovm %-3 o
Form 5-1 Regisdralion Sislement, 5EC File No. 1134448, dated May 17, 1993)

db — Asset Purchine Agrecment by and between LIS Long Dnstance, Ine, B 3 Bono
and LS. Long Distance of Lounsana, Inc, dated July 1, 1993 (Exkibot 46 10
Ameadment No. | 10 Registration Statlement on Form 8-1, SLEC  File
No, 33-TI220, dated Nowvember 23, 1993)

I
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4.7

18]

10.2

10.3

104

103

10.7

109

1010

([14]]

10.12

Theuriphng
— Letter Agicement dated October 6, 1992, by and between Communicahions
Cemtral, Inc.. US. Long Distance Corp. and U 8. Long Distance, Inc. (Exhibit 47
w0 Amendment No. 1 1o Registration  Statement on Form S-1, SEC Hike
No. 33-T1228, dated Wosember 21, 1991)

— Trammission Agrecicnd dated Apol 13, 1991, by and between the Company and
MOt Telecommumcations Corposation (Exhibit 101 10 Scpicmber M, 1%I,
Form 10-k)

— Amended and Restated L mployment Agreement daled November |, 1993, by and
between the Company and Paris . Holmes, i (Exhibi 10.2 w Sepiember 30,
1993, Form 10-K)

— Form of Amended and Restated £ mployment Agreement dated November 1, 199),
by and between the Company and its named eaccutive officers (Exhibit 10.3 10

Sepiember 30, 1993, Form 10-K)

— Form of Employment Agreement by and between the Company and its Vice
Presidents (Enhibit 10.4 10 Scptember 30, 1993, Form 10-K)

— 1990 Employee Stack Option Plan, s amended {Exhibit 4.11 o Registralion
Siaement on Form S-8, SEC File No, 13-31604, dated Scpiember 1. 1992)

— Form of Option Agreement by and between the Company and its Employees,
Under the Employee Stock Option Plan (Exhibit 108 o Sepiember 3, 1992,
Form 10-K)

— Form of Stock Option Agreemcnt for Disectors, hey Emphoyees and Advisrs of
the US. Long Distance Corp. (Lzhibit 414 10 Regitration Satemenl on
Form 5-8, SEC File No. 33-41019, dated Junc 3, 1991)

— Fosm of Stock Option Agrecment for Key Employres of US. Loag Distance Corp.
(Exhibit 4.15 1o Registration Staicment oa Form S-8, SEC Fie No 1341039,
dated June 3, 1991)

Form of Stk Option Agiccment for Non-Employee Darectons of UUS, Long
Distance Corp. (Exhibit 4.13 10 Registratuon Statement on Form 5-K, SEC File
No. 33-41039, dated Junc 5, 1991)

— Amended and Restated Loan and Sccwrity Apreement dated May 22, 1991, by and
betecen Zeto Plus Dialing. Inc. US. Long Distance Cop. and US. Long
Distance, Inc. and Bell Atlantic TriCon Leasing Corporation (“Bell Atlantic™)
(curveatly Greyhownd Financial Corporation) (LExhibit 10,10 1o September M,
1991, Form 10-K ) and related Revolving Credit Noe dated May 24, 1991, Term
MNote dated June 1992, Corporate Gwarantics dated May 24, 1991, and First
Amendment and Joinder o Amended and Hestated Loan and Secunty Agreement
dated Decemvber 17, 1992 (Eakibut 109 to Sepiember M, 1992, Form 10-K)

— Second Amendment 0 Amended and Restated Loan and Security Agreement
dated April 2, 1991 by and between Zew Plus Dialing, Tac., US. Loag Distance
Corp., US. Long Distance, Inc., US Bilag, Inc. and Bell Atlantic {currently
Greyhound  Financial  Corporation) (Exhibit 1011t September 30, 199},
Form 16-K)

— Thied Amendment to Amended and Restated §.oan and Sccunty Agreement dated
October 1, 1993 by and between Zero Plus Dialing, Inc., US. Long Distance Corp.,
U.S. Long [Nstance, Inc., LS. Billing, Inc. and Bell Atlante (cumently Greybound
Financial Corporation) (Exhibit 10,12 to Sepiember 30, 1993, Form 10-K)
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— Fourth Ameadment and Joinder 10 Amended and Hestated Loan and Secunity
Agreemeal dated October 1. 1993 by and between Joro Plus [haliag, Inc.,
US. Loag Distance Corp., LS. Loag Distance, Inc.. 1.5, Billing, Inc. and Bell
Allastic (cwrrently CGireybound Financial Corporation) (Exhibit 1013 o
September 30, 1993, Form 10-K)

— Fifth Amendment and Joinder 10 Amcnded and Restated Losn and Securnity
Agreemest dated November 16, 199) by and between Zero Plus Dialing. Inc.,
US. Loag Distance Corp.. US. Loag Distance, Inc.. 1S, Billing, Inc., USLD
Acquisition Corp. d/b/a Telecom West, Inc., STS Tekecommunications, Inc. and
Bl Atlamtic (cwrreally Giteyhound Fimancial Cosporation) (Exhibit 1004 40
Scpicmber 30, 1993, Form 10-K )

— Letier Agrecmend dated December 2, 1991 by and between Bell Atlantic (cumenily

Fisancial and US. Loag [istamce Corp. (Lxhibet 1013 o
Seprember 30, 1993, Form 10-K)

— Daia Proceusing Scivice Agreement dated ecember 1, 1969, i amended, by and
betworn Alliliawed Computer Services, Inc. and ULS, Long Distance Corp.. femo
Plus Disling, Inc. and US. Billing, Inc. (Exhibit 10.16 to September 30, 1993,
Form 10-K)

— Office Lease Agreement dated Scpiember 29, 198K, by and beiween US. Long
Distance, Inc. and Nowlin Building Partnership, 1.6d., as aincaded ( E:ahibit 10.10
Scpsember 3, 1992, Form 10-K)

— Agrecmenl of Lease dated April 26, 1991, by and between Zero Plus Dialing, lac.
sad HBH Propentics, as ameaded (Exkibit 1011 10 Sepiember 30, 1992,
Form 10K}

— Agreement of Lease dated October X0, 1992, by and between Zero Plus Dialing,
Inc. and MNorthpoisd Atrinm Bailding, Lid. (Eskibit 10,12 10 Seplember 30, 1992,
Form 10-K)

— Agrecment of Lease daled Scpiember |, 1992, by and between ULS, Long Distance,
Inc. and Multi-Employer Property Trust (Eshibit 10,13 10 Sepicmber 30, 1992,
Form 10-K)

— Losa and Security Agreement dated July 25, 1991, by and beiween Buyer
Acquisition Corporation (NTX ) and Bell Atlaatic (curently Greyhound Financial
Corporstion) (Exhibit 10.13 10 September 30, 1991, Form 10-K) asd related
Revolving Credit Note, Term Note, Subordination Agreessest and Corporaie
Ginarantics dated July 25, 1991 (Lahibit 10.14 to Scpiember 30, 1992, Form 10-K)

— Adoption Agreement for Professional sad Busincusmen's Association, lec., Noa-
Standardized 401(k) Profit Sharing Plan and Trust (Exhibit 4.11 10 Registration
Statement on Form S-8, S5EC Fike No. 11-46547, dated March 19, 1992)

— Professional and Busincsamen’s Asswiation, loc, Regomal prototype  Defined
Contribution Plan and Trust {Exkibit 4.12 to Registration Statement oa Form S-8,
SEC File No. 3)-46567, dated March 19, 1992)

— Loan Agreemenl, Promissory Niwe, Security Agreement and Cluaranty dated
Augusi £, 1991, by and hetneen Nathwal Telephone Eachange, Inc. and First City,
Tenas — San Antosio, NA., & amended. and Losn Assumption and Comsemt
Agreement daled Sepiember 3, 1992, by and between US. Long Distance, Iac.,
US. Long Distance Corp.. National Telephone Exchange, Inc. and Firt City,
Tezas — San Antosio, N.A. (Exhibit 1017 10 Sepicmber 30, 1992, Form 10-K)
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— Asset Purchase Agrecment dated February 21, 1991, by and between Buyer
Acguisition Corporation and National Tekephone Enchange, Inc. (Eshibit 2.1 to
Report om Form K-K, dated August 7, 1991)

— Amsel Purchase Agreement dated February 21, 1991, by and between Buyer
Acquisition Corporation and Vale-Line of Wichila Falls, Inc. (Exhibit 2.2 10
Report on Form 8-K, dated August 7, 1991)

— Assct Purchase Agreement dated February 21, 199), by and between Beyer
Acquisition Corporation asd Ceniral Texas Long Distance, fnc. (Eshibit 2.3 to
Report on Form 8-K, dated August 7, 1991)

— Promissory Mote, Sccunty Agreemend, as amended. and Corporate Guaranty daved
Ocilober 30, 1990, by and between U.S. Loag Distance Corp., US. |.ong Distance,
Isc. and Llco Leasing Comporation (Eshibit 1021 10 September 30, 1992,
Form 10-K)

— Loan Agreement, as amended, Promissry Note, and Scounty Agreement dated
March 27, 1992, by and between National Telepbone Enchange, Inc. and Fima City,
Texas — San Antonio, N.A. and Loan Assumption and Conseat Agreement dated
Sepiember 30, 1992, by and hetueen LS. Loag Distance, Inc., US. Long Distance
Coap., Natioaal Telephone achange, Inc. and First Cily, Tesay — San Anlonio,
N.A. (Exhibit 10.22 to Septeiber 30, 1992, Foem 10-K )

— Purchase Moncy Sccurity Agreemeats dated Sepiember 17, 1992, and October 27,
1992, by and between US. Long Distance Corp. and Chasner Financial, Inc.
{Exhibit 10.23 1o September 30, 1992, Form 10-K)

— Agreement and Plan of Mcrger by and between US. Long Distance Corp. and
USLD Acquisition Corp. and Telecom West, Inc. and Ed Lassman, John Kalita
and Larry Outlic, dated Sepiember M), 1993 (Exhibit 10.31 1o September 30, 1993,
Form 10-K)

— Stack Purchme Agrecment by and between 1S, Long Distance Corp., STS
Telecommunications, Inc. and J. T. Poosman, Low Poorman, Brad Poorman, Tony
Poorman asd NTS Communications, Inc., dated November 2, 1993 (Exhibit 10,2
10 Sepicmber 30, 1993, Form 10-K)

— Operator Services Agreement by and beiween the Company snd G-Five Corp.,
dated Scptcmber 16, 1993 (Exhibit 10.33 1o Scptember 30, 1993, Form 10-K)

— 1993 Skxck Option Plan fiv  Non-Employee Dircchrs  {Eahibit 103 1o
Scpiember 30, 1993, Form 10-K)

— Form of Director Option Agrecincat by and between the Company snd Noa-
Employee  Directors, subject 1o stockholder approval  (Exhibit 10035 1o
Scptember 30, 1993, Form 10-K)

— Sixth Amendment 1o Amended and Restated Loan and Security Agreement dated
December 7, 1993 by and between Zero Plus Dialing, Inc.. US. Loag Distance,
inc., US. Long Distance Corp., U.S. Billing. Inc., USLD Acquisition Corp.. STS
Telecommunications, Inc. and Bell Atlantic (currently Greyhound Financial
Compowation ) (Filed heienith)

— Seventh Amcadment 1o Amended and Restated Loun and Secunty Agreement
dated March 17, 1994 by and betweea Zero Plus Dialing, lac., US. Long Distance,
Inc.. US. Long Distance Corp., US. Billing. Inc, USLD Acquisition Corp..
California  Acquisition Corp..  Telecom  Acquisition  Corp.. STS
Telecommunications, Inc,, Enhanced Scrvices Billing. Inc. and Bell Atlantic
(curvently Greybound Financial Corporation) (Filed herewith)
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1038 — Agreement and Plan of Mcrger by and between LS. Long Distance Corp., Telecom
Acguisition Corp., Inlind Call America, Inc. and the individual stockbolders of
Ialand Call America, Inc., dated March 1, 1994 (Filed herewith)

10.39 — Agreement and Plan of Merger by and between LS. Long Distance Comp,
California Acquisition Corp., Doayda, lac., d/b/a Call America of Palm Desert and
Call Amcrica of San [icgo, and Dmald C. Clem, Nancy C. Clem and David M.
Clem, dated Masch 14, 1994 and effective March 13, 1994 (Filed her=with)

10.40 — Agreemest and Plan of Merger by and between US. Long Distance Corp.,
U.S. Loag Distance, Inc., L.D. Network, Inc. and Luana Yot and David Yost,
dated October 6, 1994 and effective Ociober 1, 1994 (Filed herewith)

1041 — LS. Long Dystance Conp. Laccutive Compeasation Deferral Plan (Filed berewith)
142 — U.S. Loag Distance Corp. Exccutive Qualified Disability Plan (Filed berewith)
1043 — US. Loag Distance Corp. Director Compensation Deferral Plan (Filed herewith)
1.1 — Statement regarding computation of per share camings (FViked herewith)

21.1 — Sebeidianics of the Company (Filed herewith)

231 — Coonseat of Arthur Andencn LLP (Filed herewith)

(b) Reporis on Form -
The Company filed ifs report on Form K-K on Sepiember 22, 1994,

(%)
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EXHIBIT 2\

CONSENT OF INDEPENDENT PUBLNC ACCOUNTANTS

As independent public accountants, we hereby consent 1o the imcorpotadion of our repesis incloded i this
Form (0-K Fr the year ended Scpiember M), 1994, inlo the Compamy’s previusly filed Registration
Statements (SEC Filke No, 13-41039, 114657, 135060, 33-TI22K, 33.77T4M, 1177612, 31Nk,
33-81686 and 13-85912).

ARTHUR ANDERSEN LLE

San Antomio, Team
December 21, 1994
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7 SEOURITIES AND EXCHANGE COMMISSION
Washingien, D.C. 20509

@ ANNUAL REMMRT FURSUANT TO SECTHMN 1300 154) (F THE
SECURITIES EXCMANGE AUT OF 19
For the Fiscal Year Ended September 10, 1996
OR
(] TRANSITION REPONRT PURSUANT TOSECTHON 1308 (844) 0F THE
SECURITIES EXCHANGE. AUT OF 1%
Fowr the Transaton Period from w

Commiaion File Nomber: 0-13195

LS LONEG BNSTANCE CORP.
{Exact Namc of Regisrant as Specificd in s Chanter)

Helamare 742513183

(State of Incorparation) (LR S Employer
Idemtification Mo )
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PART |
ITEM 1. BUSINEXS

Oty e historscal and fictual statcmsonts, st s iirs and ey dosewssed i thin Anusd Report on Form 10-K are forward-liooding
stalomends Dt imvohns roks and secortotes Lol resalns of U8 Lomg Distance Corp and sty swhsidionies feolfocinely. the
A cmpenn) mny' dliffer materially from e revisls oiocansed m dae forwrd-fooling stalements Ceriain faclins that coulid conitribuse o
sk diferences ane decussed with she forward-lookey skstoments sheosghost thes ropert amd oy sammarcod At ment's
Dhescannion and Amalyses of Fusswcd Condion amd Redn of Operatien - Forsurd-Lioking Satoments - autimany Lo

The Company is & fully-imtegrated long distance commmmications company. From fiscal 199) theough fiscal 1996, the
Company’s revenucs increased ol 8 compownded annual rate of 60%, totaling $180.3 million for fiscal 1996, The Company offers an
inkcprated growp of comemamication services including dircct dial long destance, prepasd calling cards. travel cands, data transmivy. @ and
calling center services.

The homg drdamce Sclophone mdutry b chanprd sapsificantly sce the mandaied divestinare by American Telephone and
Telegraph Co. ("ATET™) of its 22 local selephune companics = 1984, Ropulathons masdasting cywal accews b the cvintng
feircommenications network led to the crestion of hundreds of new long distance companics.  Competition pow pervades acioss all
categorics of long distance ielephone services, inchabing both domestic and ntenational dirrct disl kg distance telephone services.
operator assisted and calling card services, and 800 888 specialized in-bound long destance ickephone services. While ATET and. w2
levser extent, MOCI Tekcommenications Corporation ("MCT™) and Sprist Corporation ("Sprint”), together dominate the estimaled $78
bithion long distance iclecommunications ndustry. management bobieves that 3 growmg share of the market hosenaced by smalier long
ﬁmmm-hm.Hymﬂﬂmmh'w-limmﬁmmnmmm;
ATET. MC1 and Sprint.

The Telcommunications Act of 1996, which was signed into law on February K, 1996, b the fird major overhaul of the
telecommunications law since the divestitare of ATET. This act allows ickecommunications providers such as the Company 1o provade
local selephone services. The local telephone service indusiry is estimated fo be 2 395 billion induntry nd i dommnated by the Regional
Fiell Opcrating Compasics (RBOCs).  The Company is actively punuing its entrance it the local scrvice industry.  The Company 15
currently certified 1o offer Jocal service in shree staes and has certification pending = four other states.  The Company has signed an
intcrconnection apreement wish Southwestern Hiell enahling the Company o provide kical telephone service to business and residential
customers in Southwosicn Hell's five-staie service arca. Additionally, the Tokecommunicaions Act of 199 allows the RIMXCs o
compeic in the long distance industry. However, the applicant RBOC must first satnsfy a leghlative “ghecklng™ that outlines the steps
required for an RBOC 1o opes its network 1o competition on a local basn.

On July 10, 1996, the Company’s Board of Dweckors approved a plan to spin-off the Company’s commercial lling
clearinghouse and information management services busincss ("Hilling Giroup  Business™) s a separale public company (e
*Distribution”). To effect the spin-ofl, the Board approved the distribution of the outstanding shares of comiman stock of its wholly ownes
wubsidiary thal owned and apersted the Billing Growp Business, Billing information Concepts Corp. ("Hulling™), o its stockholders. The
Distribation was tax-frec for federal income tay purposes fo the stackholden of the Company, and the Company will nof recognine
income. gain or loss as a result of the Distribution, except for derect spin-off conts. The Distribution was completed on Augus 2, 199,

isore iBial Loay iBstsare Sevy bres

The Company is 8 fisll-service long distance camier currently prosiding direct dial long distance scrvices fo small and medium-
sised commercial customers and, 10 a kewser exient, revidential cutomer accounts. The Company was authorised 1o provide durect dual
hmg dntance services b custome s in 47 staies 2 Septemher 30, 1996 Hlowcver, the Company focuses it direct sales effons in the Wedt
Coasd, Pacific Norwest, Soutiesl and Southead regioms of the Uinsied Siastes b tabe advantage of network elficencees I adkditun 1o
its basic “one-phis” service, the Company provides inbound B00 service, fravel and prepasd calling card services, privale hine servies.
it transmission services, wholesale camier services and other customer-specilic products.

Ihe € mapuany began offermg divect dal bng destance senvices lolkow ing s entry e the direct dial bong distance business
August 199) theough the acquinition of three related dect dial kng dntamwc companics m Fonan At September 30, 1990, the Compan
scrviced appronimately 47,000 commercial and residemtial customer accounts. The Compan) camed an average of 1065 millin minutes
e momth of long distance walfic during the fivcal quanier ended September 30, 1996, as compared 1o 62 6 million and 44.7 millwn
durng the Tncal quarters onded Sepiewher 30, 1995 and 1994, respectively. In fiscal 1996, 1995 and 1994, the Company had 31194
millns, $54.5 millon and $62.8 million, sespechively, i dicct dial long distance revenues, comprising 66%s, 39 and $3% of total
Opcratng resonies in cach period, respectively




Indusiry Dherview

Derect dial long distance revenues indusinywide are estimated 10 be approximately 37K billon in 1499, up from approximaichy
$73 billioa in 1995, ATET, MC1 and Sprim domimate the long distance industry . Industny sources estimate that thewe companies control
a combined market sharc of approximatcly 30%.  These companics offcr comprehensive communications services in a wider armay of
products than other long distance companies and typically Mrpet natwnal, multi-state busmess customers and millions ol residential long
distance users through national ickevision and media advertising.  The Compamy befeves that over 500 smaller lng distance companics
account for the remaming 20%s of the market.  These companics hpically concentrate on smaller regional and local baniness Custimeny
Compctition in the dircct dial long distance idusiry has historscalty been based upon peice. More recently, the Ticus hans boen manomg
towands customer service, product destpn and mnovation, custom ized halling capabilitics, transmissson quality and availsbility of senvice

Sakex amd Msrboting:

The Company s derect dial long distance sales penaonne] are localed throughoul the Company's service ancil and are responsihle
for marketing 1o commercial accounts. The Company supervises sabes and marketing offorts from s corporate headquantcrs and uliline
vamows adverining meda e cnhance s commsercial marketing cffores and 1o attract and retan ressdenial cusomers.  The Company
examincs the calling profiles of target markets and designs bong distance services that speaifically. fill comain demands, For example, the
Company issucs long distance calling cands customized 1o include a customer’s corporate logo and hus abo crsomized prepasd calling
canks 1o be ined s promotional marketng tooks.  The Company alo deoctly markoh 10 emphoyees o commercial customers {or theis
rosidential swrvice.  In addion 1o s own sales force, the Company markets s dircet dial fong distance services thiough athorized
agents, other carmiers and sfmny of gandcsisions (siralegi parnership)

The Company cumrenily bhas an exchsive masketing agreement with Nalan Kyan, formetly a plaser with the Tevas Rampenk
poulessional baseball tcam and a polential hall of fame candidate, who acts o the Company™s spekcuman for ity direct dial kong distance
sers ey amd whine pictuee appears in the Company's advertisements and product iterature, including peepaid calling cands

Cdparaioms

The Company compleles calls that are originated when a pre-subecribend customer dials =17 plus the arca conde and mumber of
whem a customer schects the Company 's nctwork. through deal-up acoess 80 reach any domestic of micmalsonal destination ALl Jong
distance calls placed over the Company's netwirk are directed 1o call destination points by compaterized digital network sw riching
equipment operating at one of the Company’s switching confers,  The switching: exuipment recones a cunlome s direct dial call, venilies
e caller’s billing status and authorizatin codes, routes the call w the duled destination, moinie the calls diratbon and collects other
mformation lor hilling purposes. The Company’s switching equipment selects the most cost-elficient transmession circunt or path avaikible
priew 1o switching and completng cach call. The Company emphns staste-ol-the-ant depital swiichmg oquipment at the Company's
s chang conters m Dhousdon, Texrs: Waon, Tewas, Scattle, Washinglon; and Lin Angeles, Califismia The Company has alwy purchased
& dhigital swilch in Atlanta, Cioitjeia, ad will ke possession of it in Jamsiary 19997

To satisfy increasing or anticipated usage of ils kg distance network azid to ensure il is netwark s optimally accessible when
netwaork demand is eavy, the Company. from time 1o time, adds cwcunt copacity ol cach exnimg switchmg confer by mrcaung: the
mumber of felccommumications ports and access lnes. The Company utiliacs state of the ant Common Channel Signaling Syvstem 7, which
i curtently operational for virtually all originating and termiinating aflic within the Companss markets. Thes network protocod
significantly reduces conneot time defays and provades addmional technical capabidtics and elficencies fur the nutng of calls

{ ‘spntainin Ay

The Companmy competes wilh ATAT, MO and Spont and numens kcal, regional and national camiers on e bases of it
prodiscts aid services, competitive peicing and bocal slentty. The Comguany, generally, prices it servioes up 1o 30 below ATET, MOI
and Sprmt comparable service offermgs. In addition, by designmg bong detance prosdicts and seryies that Gill specific market aeeds, the
Company enhances its ahility So compeic with AT& T, MU and Sprint and others

Il o ompuany Bcleses that '\.m o cardorner service dedtmgurshies fscll from many of is Competiton Ihe Comipany has
takon an intcprated dcam appenach o sales mnd servioe By ireasing the mamber of sales support representalives in i fickd offices 1o
maintain responsive service afler the sale. The Company recently dephined modetsnd comipaaters 5o the salbes fimoe 1o enbance marketing
prowcnitatnns and sutomalc the cindomiet ofdeT chiry function.  Additionally, the Campany amplemiented a computeniacd bulletin wand
scrvice calked Advantape |hecct, which is semilar 10 the remiote sccews service offeresd to s operator servioes custiomers. Ths sorvee
e cwslonvers b momtor amd evaluaie callme panterns and volume by department of kcaleon Motcover, i competing with certan
repional and local kg disance camiers, the Company believes o bobl a compentine advantage within s leetony. because the
Company's regional concentration of iraffic over s netwirk faciimies alliws for certain oot elficoenoes of a natwnal carmeer In adidizon
the Company beleves that its local identty in the markots of senves pronades an advantage i marheting s services aid conpeting with

E ]
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lng drdance camien baed oubake of dhe Larget fepions N Lsugoment belicves that the Company has developed the expertise o
ArhTaton v siems nevesadry 10 moet the meods of fs direu 1l by Sstance cudomen Faw istance, the Company provades an mone
indicating call detatl im 3 form that amists contomers ool and MORHONNE COMMUNIKatIONS Costs for vanous projects of

depanments

The Company employs degital swalchang cxuipment ulirmg 3 network compried Largely of high qualay fibscr-aoplic CHoury b
maninize communications quality, The Company helicves that s use of 2 digtal fibcr-optic network v partculaly advantageous m
mashcting buth its vour and deta trammivion swrvices  The Company abar designs tedundant and divene routes to cach major service
arca bo cnsure scvvice svailability.

The commmsnicatinn, indusiry i cver-changing, and the recently passed Telecommunications Act of 199 b eapevicd 10 have a
e impct on the indniry s competitive emvironmen. In essence, the RBOCs will be competing with long distance carmiers for both
domestic and international fong distance customcrs  The Company believes # v preparcd 1o meet this challenge by capitalizing on iy
eapericaced management cam and sabes force, porsonahized customer seTvie, quality products and services and competitive prcing
siruchares.

Strutegy ol irowth Cpyportussties

Mt‘-mmhhnmmmmmcm;nn-..mumaul.nmudwpmmlg.un
hﬁﬂnﬂwpﬂﬂm:umﬂnmhﬂﬂmh Moreover, the Company intends b0 remain
Mnmﬁnﬂm-ﬁﬁm#mﬂ-mmﬁmu-ksrhmm-ntﬂunl-cm;mm'um
that mect the needs of sy cunlomers.  The Company intends o introduce new communications products. such as local service, Intemet
xvew, paging, frame relay 1SON and cellulr sevvice, over the newt |2 10 I8 pwoniths.  The wtroduction of the local service product
provides the Company the largedt opportunity for growth The hocal services induntry s estimaled o be 2 995 bithon market. Lach of the
Company’s existing 47,000 cusiomee? accounts arv already wtilizmg Whis service from the local exchange carmier in each kocalay. The
I.'mhlirmhihhﬂhﬂnmh“muﬁ:nﬂm:ﬂmmhhﬂhhhwﬂ product with s
exiding products mad s s, The bundling of these services with long ditance service will enhance the Company 's product offerings
dwﬁﬂnﬂnﬂhmﬂhwmammhﬁmwr T a besser extendt, the Company abo

The Company expects o look for opporiunsics bo capand its bong distance buniness, both by wilermal growth and thivsigh
moquistions. The primany focws of the Company's acquinition activities is to make adddwnal acquiitions that will grow the Company s
vt deal long destance busimess. The Company belicves its operator services buniness alfords i the oppuortuniy o expanad ity direct dial
bong distance business on 3 more cost-cffective basis than many of s compeion Iy has g @ coneniration of opcratir seryvices call
waffic in a panicular grographic region, the Company can utilire any bong. diskae tacdities 0 wnstalls of acquires bo service @ ready hase
of call raffic, thereby lowerimg the masgimal franumission cints ke any decud hal long Jdetance wallic that the Company acoquaes of
devekan o that rogion.  The Company belicves this cost dvantage not onky imgeoves the potential profitability of both the Company's
vpcrabi mtmnd-ﬁuﬂﬁlnq”uﬁtﬁhummmuwhugm.hﬂdmnpnhhrmhﬂ of companics that would be
Aaing scquiition candedates in that region.

The Company contimuably cvalustes business opporiunitics, including  potential acquisitions. One of mote of such
acquiitions could rewll @ @ seintantial change in the Company's operations and financial condition  The success of the Coumpany’s
acguninm activitics will depend, among other things. on the availability of acquistion candidaies, the avarlability of funds t finance
acquisitions and the availabitity of management resources W osersee the operalion of acquired businesses. While the Company has,
from teme fo tine, had discissions with communications companics, # s no agicements of pendmg negotiations wilh 1espect K any
acquisilion ai the date of this report that would have a matcrial impact o0 e Company s financial position of feselts of operations. There
is no assurance thal amy acquisions will he compleied

Uiperaler Services

The Company provides eperator assisted services for privale fuan tchephwncs, hotels, moteh, wiventy dormisonics and honprtals
The Company’s operaled scrvices are accessed when calls requinag operator assiiance and'or allernate balling optsns are placed from
customer kocations. Such services imohe the e of live and automaied operston fo reeeive, validate and complcic the calls The

Company proceaes collet, Snd-pany, peran-io-penon asd cating card calls and, gencrally, shares a perventage of call revenues with
% CUSHETICOT.



Wl Septesaber 30, 1996, the Comparn pron sded sparstor services o approammascly 135,900 hatel, motel, honprtal and dotmiteon
rooms In addition, 22 September 30, 1998, the Company had service contracts with peivate pay felephone vaner G erm appioesimate
61,300 pay tebephones. The Company camied 7 6 million sverage monthly minules of opetahr sersices tratlic dunng the fourth coaner of
fiscal 1996, ax comparcd 1 K 1 milon and %) nillus sverage monthhy minutes during the fourth quariers of fivcal 99% and |94
respectnely (e Company’s operator services revenues anounted to 5409 mithon, 339 6 miliwm, $54.7 milhon e fiscal 1996, 1995 and

1994, respectively
Iubatny (Avrew

Management believes that there are approsimately 125 oporalor sernvices providers competing wainm the long distance
commumications indusiry. AT T continucs lo dominsic the operator wrvices market, supplying operator services for traffic ongmating
from both the hospitalty and pay teephone industrics. Additionally, MCT and Sprist proside operator services and are considered by
management fo be major competitons. Excluding AT& T, MCI, Sprint, General Telephone Operatmg Companics (G 1) and the REMOCs,
management belicyes the Company i ome of the Tive barpest pros ders of operatir sers wes

Mamy opcrane services providers, including the Company, mntially focused on the bospitabity ndusry. More recenth, i the
private pay ielephonc mdmntry has grown and tahen market share from the publc pay iclephone market tradmionally served by ATKT,
many operaior services providers gained increased mark et share by pros wling sevvice b the ounens of privise and public pay ielephones
Competition betacen the Company and other operabor sarvices plovidens 1 hased upon conumission. programs. qualiy of scrvice,
soporting and CusioKT MTVIOT.

Sodes cmnd Moarketong,
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IMinods. Texas, Florida and Californis and 8 network of agents. The Company's corporaie sales firce focuses on Larger acoounts, such as
hotel managewent companies, multi-unil franchises, hospatal chams, large private pay ickcphwne companics and unnversities  The
Company's agents market the Company’s operator senvices o 3 atonwide hasn and typecally receive a commission hased upon the
volumc of business generated. The Company sl participales i vasiow ity ade shows and promotes s operalon scrvices through
advertivements in wade magarimes. The Company cintomies ils CORMIURK SN sers ices 1o prov e, among other things, indivadaalired

reports and speciabisod call hranding b cuslainen
ATy

The Company owns and operabes ils own operalod comer in San Antona, Tevans, which employed 11 operaton and support
afl &t Sepiember 30, 1996 The Company provides live and atomated operabof sersies 24 howrs per day, 365 days per year, and
features muhti-beeual operatons versed i Spanish, §rench, German, Japancye and a vanty of other Lnguages  The Cosnpany mamtams a
sophisticaled emengency call handling sysiem that enables s operaton o accew palice, fire and other emergency agencies withm the
jurrsdiction of the ickephone from which the call b placed  The Compuany uliles ity oun tranumssion facilities when pavuable o
contracts 1o wse facilitics of other long distance network provaders as Begesiarn

The Conspany switches the majorsty of its operator maisted calls af s Four man switching conters. Many operator assisted calls
are trammitied to the Company’s switching centers via call processing equipment wmialicd 3l customer bacatiods of in customer pay
sckephone equipmnent  This call procossing equipment s programmed o recopiise calls roquirmp operatin assisance amd fo access the
Company’s network by dialing the Company’s access numbey. them pansing the call recond information 10 one of the switchmg cenfers
The Company validates the autharization code or ielephone ey 80 he balled and then completes the call, while oo dmg the dase,
destination, dharatm and time of day for sewogpront hitting purposes At September 30, 1996, the Company was authiwized o complete
mﬂmmwmhlmm-mnmatnmudmhm

Compotitny Advamiugys

Management bebieves that the Company cngn s several compelitive advantages over many others in the operstorn scrvices
mduiny. By virtee of the Company’s kge call volumes relative o many other operaior services providers and the cost efficencees o
realizes by routing a large portion of its operalor services Wraffic over s own facilities and mamtamng s owi opcrabor cemter, the
Company is able to provide high quality ramsminsion on an clficiemt and economical hasis  Addtonally, hecause i i the wnnve of
| commistion payments o its opevalor services customers., the Comsuny bebeves phat @ Thnaes tal seabliny ansd history of by pay e
| alhow W o cnpete cffevtneh agaimst many umnalicr, wader -capitaluod opersios services providers. Moreoser, the Company’s fleasbie rate
[ ot alkow o o ol cuntomined Commission Programs o s CUomers s compared S0 Laper perator serviies ooy iders



In 199, the Company implemented 8 computerizcd bullctin board service called Stealth that allews ity customen 10 acco the
system from remote hovalnons and obtan customised and wrhrtcated reporting of calling patterm. and volumes for cach Customer
hocation o pay ielephone. This advanced repaoriing system allows the Company's operator services customers o analy ze thew traffic on a2
daily basis and maximire telecommunications revemaes by, for example. rekocatmg underutilized sekephones. The Company's detailed
reporting abwo allows #1s customers 1o recancile the accurscy or integrity of therr commusnoms  The Company emphoys a shilled,
professional stal of customer service emphoyees and fechnicians, whe provide service 24 hours per day, 365 days por year

Neruatenry ol Girosth € dpypwarissiiiins

The Company has developed a strong presence in operabor servives thighiost the Enited States. Through g dwect sales hiwce
and agents and s participation in state, regional and national trade avwockatioms, the Company micnds fo pursie peographic CApansion on
a ntenwade hasis. The Company will continee lo market its operalin services busingss 10 both the povate pay telephone aned hanpataliny
mdusinies and present pew products amd services for those markets

The Company’s existing selationship with operation service customers, whao Bypcally imn of manage numctinn pInale fu
tekephones or hotehs, provides a unigue opportunety for the Company . The Company will hanve the potential o provide bcal sccess be a
Lupe solume of phone lines, vet limiled samber of customen.  These characierintics will allow the Company to quickly and efficienth
eoter the loval servioes menket m targeted areas

Corporsie Synevgy

Management believes that the Company has cortam operating mdvantages and oot efficiencies through the integration of s o
hinincses. The combinad traffic volumes of the Company's operator services and durect dial long distance businesses operale 10 hower
the Compam's tramsimission conts for both of these businesses in geopraphic regions where the Company operales long dintance switching
cquipment, I addstim, the Company’s sakes frrce can prnade miegratald long distance solutins by oflenng hoth operaion services and
derect dial kong distance Ickophane services and. in the near future, bocal services  The opporiuniey b bundle products amd services
strenpthens customer relationships and., thus, customer refenton

L ermimred blegolotion
(o

The Company competes in an indusiry that, to a lape depree, continues W be regulded by povernment agencies At
approximately the samw e as the reguined divestiture of the Hell telephone companics by ATET m 1984, the Federal Communication
Commission {the “10CT) announced rubes that were created o finder a sell-repulating, inlerstale lelecommunications mdusiry, relving
upenl compelitive forces 10 keep rates and services in check, Management beliey o that the current diect dial marketplace demonsira. =
substantial progress toward the fulfiliment of these obyectives. For example. the cont of a bong distance call has signilicantly devlined
while the number of bng distance companics has multiplied. Competition has encouraged these diect dial long distance companics to
find ever mone efficwnt mothonks of camymng calls

{ iwrator Services

i October 15, 1990, President Bush signed o Law the Telephone Operatin Comvemer Service improvement Act of 1990
Congress divected the FOC o mmgune upon the interslate aperabin sorvices market cortun mles and sepulations designed T incneaw
CORIMICY awarcness concerning the operaton senvices provider Gy ingg the call, te mbnmation the caller can resuest of the operator, and
the alternatives available io the consmer for feaching other kg didanoe camers Operator senvices pronaders were regquired o filke with
the FOU informational taniffs that describe the rules and segulations povernmg the  provisimn of - inferstale operatos avnialind
televoenmunications and 1o inchede all rates that mas apply 10 an interstale call Furthermone, operatorn ser ies prosiders were revued b
sushanat, vn 3 Compressnally peoscribed tmctable, cortam reports relating to rate changes, complaints and costs. Thsed on these seports,
ol November 16, 1992, the FOC submmivd o Congress s "Fmal Report Porsuant o the Tebeplone Operator Consummer e
Improvement Act of 1990 The puspese of this roport wans bo shontily whether moreased segalaston sorting by the FCC was requined 1o
satisfy Congressional objectives: The FCC determined that = miarket forces are securmgs rates and charpes that e st and ressonable
anl therelone statedd = we conclude that no further aciem s pecossary. =~

AL Septeriber W, 1990, the Compaen won authonzad ke carms mtrastate operator assnded traffic i 36 states. Authorization 1
pending approval in one other state. Stale regulatiny agencies have the sy i amjuse thew own Tules s regubamons governing the
provision of intrastate OPeTalon seTvices, inchudimg repulatim of rates. Mamy states hanve subes smibas ol ot shemtwal 1o thone e b
the HOC on mtersate operator assished calls. A1 the date of this repaort, the Company was in miaterial complunce with the requmoments of
each of the individual state repulstory agencics and continues o punee authonization Ie provile mirnlale operabor son e moother




ik e e s s S ooy poverning opcrakar services providers within the neat year
? [ s ik kb e sl it ity i complying with the new or revised rales.

Direct Diall Lomg Dsbamor Sevvices

ifﬂnl%d‘iiﬁil!i;giginfﬁigw
Under Section 214 of the Federsl Commmications Act, the FOU mest centify 3 communications comenon casmier before o may pros e
imsernational scrvices. The Compasy hes cbisined Section 2 |4 sutharizstion o provide international swiiched services by means of resale
The FOC has ruled that “non-dominast™ comman carmiers, bike the Company, meed not apply for Section 214 authonzation Tor the
provision of domestac L5, interstale services.

Al Scpiember M), 1996, the Company was authorized 1o provide intrastate long distance service within 47 states. Regulations

| within cach of these states, an they portain 1o completing dircct dial long divtamce callh for the Company's customeers within the state. arc

|

virally static and pose no foresceable concern. As the Company expands the geographic scope of #s direct dial knyp distance business. it
will seck state regulsiony approvals as necessary do provide imrastale long dislance seTvice.

Blled Party Proforemy

Another issue under consideration by the FOU currenthy is termed “Billed Pty Preference,” or BPP. This term refers o &
concepd in which mny long distance call oubside the local tckephone company's calling arca camicd from a publicly avanlable sclephone
would be completed over the long distance carier actwork of the billed party’s previonsdy expressed peeference. Ths would e
accomplivhed through a local ielephone company database sysiem that would maich every calling card and iekephone pumbcr 10 2
preferred long distance company and thew disect all calls accordingly. In April 1992, the FUC tentatively proposed adopting BPP. During
the summer of 1992, comments from local iefephone companics, long distance camiens and other induntry participants revealed that e
cos of imposing BPP could be in excess of $1.0 billiun and could require bundreds of mvllioms of dollan cach yeat to suppon s
operation. The majwity of these commenorns were in opposition fo the implemontation of BPY. Certam commentors made chear that
many technical mpedements romain o fll deployment of BIP.  Other commentons claimed that no fechnology exists that cou ki
iapicmcnt BIP withuut making call processing significantly bess convenient fir many operalor sorvices Calh, panicularly those regquinny:
a live operaior,

In August 1994, industry memsbers responded o & Commission Further Notice of Proposed Rulemabing  The Commission had
tentatively concluded. based upon their calculation of related omt information previounly submatied by mduwiny members, thal the
i-__F...___._...r_._..__..!&.ii!!i#iﬁiﬂiﬁigiiﬁniEFr ggggg udy
could be outdated  (nce again, isdusiry participants were resoundingly opposcd (o the Comminsion”s proposal, inchidng ATET and
mond of the RIS, To dase, the FOC has talien no further action
tha

companics have indicated that, if so disected, appronimately two 10 four years wanikd be requured to reconfigure their netwurks i [T
specifications. Thus, while BPP remains viable, the Company behieves that i is not Iikely o be implemcated in the near term

On March 9, 1995, the FOC requested indusiry comment on two proposals # had recently received relative to the BPP
proceeding. In an ex-parte petition, the National Association of Atorney’s General ("NAAG™) suggested that the FOC modily its

call more specific information for obtaining scorss to akermale camiens (the “NAAL Petilion™). Another petition filed by a coalrtion
of industry menshers, inchading most of the RBOC"s two competitive access providers. the Amesican Pabhc Comunications Uounsel
(“APCCT) and the Competitive Telecommumications Association ("CompTel”), recommended that the FOU impose certam rate
thresholds for intersiaste operator assisted servicrs, which the FUC would presume to be reasonable, and any OSP electng 1o charge
raies higher than such theeshold would be required 1o fiest prve to the FOC than soch rates e justified boned upon the underlyimg
costs of the service (the "APCC Rate Cap Proposal™). The NAAG Peiition was progpened 1o retiain i effect wnil such time that B
is adopied and fully mmplemenied. The APCC Rate Cap Propmal win proposed &0 obwiste the need 10 convider any further activoa
popading Y

In June 1996, the FCC issued 8 Second Further Notice of Propmed Rulemabing (SENPRM) m this proceedig I . the
FCC propused adopting a rule which would requine (5P to announce the rates for corain calls t the billed party prus lo connecting
the call, therely allowing the billed pasty i disconnect such call without incurrng any sawanled charges. In September, the FCC
sekeaned is Second regquest or Comment i the SFNPRM soliciting technical and cther sdminisirative details 10 support the proposed




.

anasuncomend frquircment. Mosl comemions oby, . (< the discrnminsiony nature of the proposal, wiich woukd have some carmie®s
announcing rales while others would not.

If adopted. the NAAG Petition or any fou of suodsiicd call brandwmg could have a negative cffiect upon the numiber of calls
completed over (5P networks such as the Compan 's. if end users elect 1o act upen the addiinmal brasding announcement regardng
rates OF access b athey camicrs. Furthermwore, addwamal neiwork mme would be coersimed without a correspanding increase in
revomue. B the APCC Rate Cap Proposal is adopeed, (5Ps sach i the company may be immediately requared to Jower thewr interstale
rates wntil such time as she FOC neles wpon an afiempt to justify higher, existing raics O5Ps may be teguired 0 adjust the amount ol
mmmﬂnﬂmmn:m&mhmm|mﬂrmﬂ uther operational
changes 1o offset any redwction in interstate operator sevvices revenue. The Company cannot predict when and if any final ruling on
cither proposal might be haned.

AFT Lanzinfoatoinm

On Fcbruary B, iﬂ.mcﬁmthﬁmutlhmhlﬂl'ﬂbmhu The new law allows the
H“ihmmum“hm'wwmwmmﬂmlryfnmthcll‘l‘hihﬂ:lpplimu RBOC
o provide long distance services. Tuﬁﬁm.nﬂwmyhmpimlmnmihu:ulfcchnnqmlr:mIlIEH'Jl:‘
MmlwwuﬂnhmMMmmrmqmhmnlmrmkmm-hcﬂlum
Mwﬂhpﬂﬁd#ﬂumﬂmm.mdnwmmﬂmmm BOCCYLAny
acoess to poles, ducts, conduits and rights-of-way. Furthermore, applicant RBOCs must provide non-discrimmaton acoess Lo white
pages listings and telephonc mumber sssignments.  Applicast REOCs must provide hocal number porabilny. wll dialing parny and
local service resale. 'l'll:l-'{"cHMEHﬂHWMHﬁNHﬁmn@hMﬁmﬂnqﬂ.-...m
RBOCs cntry il the bang distance business violates any amti-wust standards the DOJ comsiders approgeiate. Nimety days after
receiving such an application, the FOC is required 1o render its decivion. RBOCs are required 0 establinh separate subsidiaries
Hwough which they cowld first offer in-region long distance sevvices. RBOCs may provide out-ol-reghon long distance services
subject fo cuisting Lows and regulstions poverning fong didance communik atens

Yo date, 0o RBOC has requested suthority (o in-region imtcrl ATA authority, hecause the v nwons el fonth abiwe have
ot been satisfied by any RBOC. However, many entities have reached imerconnoction agroemicnts with RIHOCs 1 date, including
the Company, and many stalcs arc impeading rales poverning local competition I is reasamable to eapect that the conditions Tor
RBOU cntry will be met in the near future, and carricrs m the iterLATA long distance business today, such s the Company, will
encounics now, hemulsblc competitnm.

Tonas PIU Bt

#n a Final Order released in Docket 10127 on April 12, 1993, the Texas Public Utilty Commission (“P1ICT) adopied new
regulations governing the method by which intereachange cariers (“IXCs™) such as the Company calculate mirastate access charges
paid to lucal iclepronc companics. These new rukes required an independent auditor's review and approval of an IXC's methodology
of determining i3 own itrinstate Bcoess usage. AR independend sudit by an accounting fim verified that the Compaiiy 's progess of
cakculating PIU is reasonable and statistically valid and, as such, no addiinmal PIL or billing adpustments are requarcd

Ropwdatory Rute Prowvedingy

Ihrh:hnmﬂmﬂquﬂm-uphﬂmm;.ummw.:mm&rwiﬁ:min} with regard lo
n}'ﬂmmmmmmlﬂhmhﬁhmmmhmﬂhh:l-l:uf‘mdnﬂlrrgul.um}'wy charped with such
oversight respossibility, or by an sttomey peneral of other jurisdactional consumer officiah In such cases. a regulsicd company can
hrmpiunlh.“;ﬁn“&.pmﬁnﬂjuﬂilklhnlmﬁr:hﬂgnllmpm&mmmalhrfmmmhmulﬁim
percened CoNImCT mcguitics. ARt review of such justification, the repulatory agency generally has the authority to require 3
rmwrumnlaﬁ*dumquﬂﬂmﬁnnmﬁduh:lhnmmmwmﬂ:umm. Consumer
ﬂmﬂmﬂim“mimi{ﬁmwmmu-Hnudh}ﬂ-cmirr The Company
WHMMHMhhﬁﬂmtﬁq.ﬁml'untmlm.l'-lllunhmhu'lmn}Ilhrdm'ldmnldu
governing repulalory agency of otler officials. The Company could therefore be required, a3 a resull of sich an imyvestigation and
MM.M#“hhm#ﬂm.-hﬂuuuﬂhnhullmihmmm The Company cannot
prdmwhﬂhwwunymhm_‘whﬂnyhhpuwdnmpﬂtﬂn}mﬂulm.

Fmpioren

At Septewber 30, 1996, the Company had 662 full-lime emphryees, nchadang 13 oflicers, 24 sales and marhetng penonned, bl
netwirh., Sechmcal and upcrations penaonned, 111 accounting. admintirative and support personicl and 184 telephone operators and
customet service nepwesentatives and related suppon personnel. At Seplember 1), 1996, the Company alwo emploved 181 pari-lime

Coghatet -




Selepumne operatons amd cuhinct sTVCe epresestatise: None of the Company’s emphoyees are represented by 2 union The Company
Brdieves that its emphn o relsinm are goud

ITEM L. FROPERTIIS

At Scplember 30, 1996, the Company excupsnd appevvmaichy 93,500 square foot of space for its conporate offies at 9311 San
Pedro, San Antonio, Texas, and Billing has assumed the babiliy hor and occupies approsimately | B.000 square feet of space at the same
location until April 1, 1997, &t which time the space roverts hack to the Company.  The approssmate 111,500 square fort b leaned
pursuant i & lease agroement that expires in Jamuary 1999, Addstionally, al Scplember 30, 1996, the Compamy leaed approvmmalely
17,000 square feet of space for its operator sevvices cewter al 2200 Dasbury. San Amtonio, §ova, and approvmately 56,000 square fect m
the apprepaie for 26 sabkes and operations offices Bwoughont Texas, Oklshoma, New Meako, Livisiana, California, Oregon and
Wahngan. The Company hebcves that s fcilities arc adequate i meed s oorment mendh

ITEM 3. LEGAL PROCEEINNGS

O December 18, 1996, the Scourties and Exchange Commisvon filed a covil mpunctive action m the Federal Dhstrct Coun
for the Ditrict of Colembia allcging that My, Parris 1), Hiodmes, Ir, Chawman of the Hoanld of the Company, Taled 1o file nmely
welve reports reganding ceriain 1991 and 1992 ramsactions m the stock of the Company & toquiicd by Soction [bla) ol The Sooutitics
Exchange Act of 1934, as amended. Section 16(a) requires officers amd directors of reporting companies o file mosthly reports with
the Commission regarding their penonal ramactions. i the scowritics of thew company . Mr Holmes setthed this actun on December
18, 1996, wishout admating or denying the allegations of the complaint, by consenting to the 1o the cntry of an injunction barring
fubure violations with respect fo thewe requitcments s pay g a civel penalty of S340.000

The Commission has conducted an imvestigation relating to iradmg i the socunbes of Value-Added Communications, I
(“VACT), an operstor services provider based in Dallas, Texas, and of the Company (In the Marter ot Trading in the Sccunities ol
Value- Adkicd Communications, fng. (HO-2763)). A proponcd mecrper hetween the Company and VAC wan tormmnated m Fobruan
1993 The investigation concermed whether coraim porsons may have purchased secuntios while in pessession of material mn-public
infurmation o dinchned thin information o others.  1he Commpason Sall has potificsd 8Mr Thodmcs of s decision 1o terminate this

nvestigation,

The Company is mvolved in vanious claims, lepal actioms and regulatory procecdings ariing in the ardinary course of business
The Company believes it is unlibely that the final outcome of any of the chaums of proceedmngs. to which the Company 1 2 party would
have a matcrial adverse cffect on the Company’s fimancial positin of results of operations, hamever, duc to the inhereet uncertainty of
litigation, theve can be no assurance that the resolution of any particular cLam o procecdimg would not have 2 materal adverse effect on
the Company's resslits of operations for the fiscal peviod in which such resolution accurred

FTEM A SURMISSHIN (0 MATTERS T03 A VOTE (- SECURITY INN RN

During the fourth quaner of the fiscal year, no matter was submitted by the Company 104 sole of ity stockbolders thiough the
solicitation of proxics of otiwrwine.
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ITEM L AARALT FOK TNE AN an ) s AN LAHUTY AN
RELATED STOCKHOLDEK ALTTELRS

R Fnforiesiion

The Company’s commen stock, par value 3001 pet share (the "Common Stck), b guoted on the Naudag Natonal Market
System under the symbol “USLD.™ The table below scts furth the high and low bid prices for the Common Stock froem Oktober 1, 1994,
shrough December 13, 1996, 25 reporied by the Nasdaq National Masket System These price gquotations. reflect micr-dealer prices
l“uﬁfnﬂw.nﬁﬂlwmhﬁ!.ﬂﬂy“mwmnﬂm

-, High Lun
Fiscal Year Ended Seplember 30, 1993
I8t quarter AN s s 12 | LA
B RIET it L L L 451 1 Iy
ol quaartey $ 177, $ 14,
deh quaster it 177, % 14"
Fincal Year Ended Scpsember 30, 1996
T i e R L R 3 |5:-. LR [T
opeali G il Sane 3
At quarter (Pre-Distribution)'"! . s 9" g2’y v
4th quarict (Post-Distribution)'" .. 30 [ s 4
Fiscal Year Ended Septembser 30, 1997:
It quarter (through Deceswber 13, 1996) ... b Fortrad s m', s 7'

3 On May 14, 1996, the Company’s Hoard of Directors appraved the spin-oft of Hilling On August 2. 1996, the Company
compicted the Dstrimation of all of the capetal stock of Hilling The average stoch price for the fiest 10 business days after the drtribution
date wans $6 77 fuw the Company and 519 36 for Hallng

Storhiolbirrs

Al December 11, 1996, there were 15,076,381 shares of Common Stk ontstanhing, held by 61 Dolders of record The lau
sepunted sales price of the Cominon Shock oo Decemine | 1, 1, was 3% ' per share

1Bin isirnd Pulicy

The Company has never declared or pand any cash divadends on the Conmon Sk The Company presently intends to retam all
camings for the operation and development of it Business and duoes il anbicisale gy g s carh dividends on the Common Mok in the
furcseeable future. Furthermore, cortam coveniants in vansus credd agreements ol the Company prodibat the payment of cavh dins idends

o the Common Stock.




ITEM & SELECTED FINANCIAL DATA

The selected financial data presested below are devived o the ashited Comobidated Financial Ssatements of the Company
The data presenicd bokow for the fiscal years ended Scptember 30, 1996, 1995 und 1994 should be read m conpunction with the
Comolidated Financial Ststements, the Notes thereto and the other financial information inchuded chewhere m this repont. All periods
presented reflect the spin-off of Billing as discontinued operativos & of Scptember 30, 1991, Sec Note 3 10 the Comolidaied Financial

Statements for further discussion of the spin-ofl. The Company has never declarcd canh divadends on ats Comtson Stock, nor dees 1
anticipaic domg s a the forcsceable future
Fmcnl Yeal Eaded Scplcmber M.
1% 198 1M i 1M
(s theeyapmds, rrorpd por vhadr datas)
{upasivlades] baruene Sdaidrisred Tiots:
Total ppcratme revemees el mnd : SR04 Sld0% S117.841 K119 AR50
Nt s from conmuimnge opoeralions $I3T5) S 420K $.24T75 M2eS) S 1LK35)
Net koss from continuing operalons per common share ... $ WE9) S 01 S WIEm S Minidy
Sepicmbar M.
L. N | . NS | BN L. ) BN L
iba thowummd )
i stmotidoivd Belenor Sherl Data:
Tl attons N L s b 180,027 $TO413 Ll K15 $36473
Long-term ohlizations, kevs Curremt Portam ..o $10.141 Sl l6k  SI66Kd $15266  $17.603
optcsiber 3,
199 1998 1M 19 1M
1im Vieowrsamddn )
Uparomtinigr Ets Susnediitedi: X
Operaton services minites pof month ™' 7040 1300 [T Y] 4,40
Pay tehephones servieed'"! 613 o) 9 45 159
RO ServIEed ! oiienacsaeiiessssieretee s b s 1359 1369 1220 106,0 w7
idinect dial lomg divtance minutes por month'” . 104 400 62 i) 44,700 17,2000 10,300

1) Exchudes net anacts of dnconimucd operations.

12} Cakulsed based upon a monthly averape over the Fraal spiaricr ended on the ilate b atenld

(30 At end of the perwd.
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MANALGEMENTS IISULUSSION AN ANALYSES OF FINANCIAL
CONDITION AND RESLLTS OF OPERATHINS

Forward |owhing Siatesnen - { Sutienary St

Phas Al Repurt om Form HAK contasn cortaun “formaed-lookimg stapoments” withn the moange of Section 27A o b
Sovwrinn Act of 1933, as amonded (the “Socarinn A7y, amd Section JE of the Socurines Exchamge Act of 1934, av amended (e
“Evchamee Act "1 Spevifically, ol statements other than statemcnts of kestorscal sty i luded i this report repardivn: the Compoams
Siramucial pusation, buamens strasgy and ploves s by tves of manasement of et Campoany foe fubure optutions ane Fornarid-[isonimy
shanomenrs Tl forward-fookmg statemaeraty ore hod on o helih of thae Compoen s iuinabomaenl, i swl] ain aanamyiony made b
wid afrmation currentle avalaNe to the Compam’s momaemont Whon aed @8 thes repert, the wonh Samtcipaie.” “helioe
st ™ Sepect™ and “wbend™ and werds or plrases of simalar mmport, o they relate o the Compuany or Compamn: mamaement e
srskondod 1o kvt forwird-Jooking siakesonts. Swuch stbvmonts reffect the curremt view of the Compomn: wath reypoct B fulere ety airsf
e ambpoct fo coriain rivks, svriamities and aveissipions rolaiod B cortam factiors s luing: witheonst Jimaglaativrm, oo mpR TN AR
ool oo comdition, cussonsey relations, relatemhgs wath viekors, B mbcresd Fake Cmonment, overamentol roycsaliation
AN TVIRL  scuisndliy, e oparasnn of the Compun s meteeels, oo oty prenhiact pbrvaktiom omd acovpine
sevlmdinzacal chane. chamaes i smdetry proctices, ome-fewe cvents ad otlar fackers shverabeid hervam § cusdiesary shilcmends
Altheugh the Compenn: heleves that the expociutions are reasomable, if con give o avsurasce thal sl expoctatomn will prove 1o &
comrent Baredd o clusmeang comdisen, shosehd am: one or mose of tese risks or wncortamticy matersalize. o should am weaorlying
s aamipdiconns P ol octiesl readis man vin nateriailly fromm there okencribod Barwin s anticgsaied. Belsaed eafmsatod cypevtod
wr antornkad M subosasgiacost wrstton iommd oraol forwiard-fovidinng stasemcnts aseribistablec it Compnany oF porsons i o iy PAoehaly ure
capevady gualifioud in ther ontorcty by the applicahle cawinmary' stafoments

{orinrrad

The following i a discussion of the comsolidaied financial condition and results of operations of the Company. for Tiscal 199,
1995 and 1994 I shoukl be read in compunction with the Consolidated Fisancial Stastements of the Company, the Notes thereto and the
other financial information inchuded clsewhere in this repont, For purposes of the following decussion, references to year poriods refet o
the Compamy's fiscal years ended September 30 and references b0 quancrhy periods refer 1o the Company’s fincal suarters ended
December 31, March 31, June 30 and Scpiember 30

Un July 10, 199, the Company’s Hoard of Directors approved a plan 10 spin-off the Company’s Hillng Groap Busness as 4
separale public company. To effect the spin-off, the Board approved the drstiibuton of the oulstanding shates of commen stk of 1ts
wholly owned subsidiary thal swned and operated the illing Geoup Business, Hilling, 1o the Company’s stichhobders The I anbution
was tax-free for federal mcome tax purposes to the Company ‘s stockholders, and the Company dild il recoenize wiome, gain of b s a
resuht of the Distribution excopt for dwect span-off s The Distribulon was completed on Augint 2. 199

The sccompanying Consolidated Stasements of Income reflect the operatmg roolts of Billing as descontinued operations m
accordance with Acommting Principles Board Opinion No. 3 Prior pered operating results bave been restated 1o reflect continuing
operations. The Consalidated Pro Forma Statements of fncome are abuo i luded and dincussed m o separate seciin below

Ihervien

Revenues grew o $180.3 million in 1996 from $144 1 millen in 1995 and $117 5 nullion i 194 Dusing the finve-year period
ennked Seprember 30, 1996, revenues prew ot 2 60 annual compounded fale The Company’s pross profit margm was 34 1% in 199,
34 T in 1995 and 17.9% in 1994, The decrease in gross margin from 1994 10 1996 wan Largely due to the growth of kmer grims mangin
dircet dial ng distance revenues as a porcentage of otal rovomie.

The Company's sclling, general and administrative ("SGEAT) expenses as a percentage of revenues were 2K 1%, 287 andd
32.8% in 1996, 1995 and 1994, respectively. The decrease from 1994 o 1996 wan primarily the resubl o tighter expense comirols and
increaved efficiencies. Depreciation amd amortization caponscs 45 i percestapy of ievennes were b 3%, 7. amd 7 2% i 1996, 1995
arnd DAL pespesiinechy

Net lns from cominuing operations of $13.8 millioa, $2.1 million and $2.5 million was reponicd for 1996, 1995 and 1994,
respectively. The Company reporicd net income of $1.4 million, or $0.09 per share, for | %90, S12.0 milbun, or $0 K3 per share, for
1995 and $6.1 million, or $0.43 per share, for 1994 Fiscal 1996 resait were down comparcd o 1995 and 1944 e 10 3030 mallion
of dieect spm-of] costs and $28 milleon in restructormy charges meured i fiscal 1996 As further dicussed in the Chathouk, the
Company belicves that i has the competitive product offenings, penonncl and financial resources for continued business success




Hevalts of Operstions

The follow g table prosents cortam soms m the Comardubated Statensants of Income a5 a percentage of kital oporating revenucs
for the years ended September 30, 1996, 1995 and 1994

19 19 1™

Chprating: reveniies,

hrect dial bong distance serves . 3 e 0 51 5%
LS T TS e — . iix 314 KT
ot Opersting Fevenues . - : 1P [TET (LN
OdpcTating exporie.
Cird ol SePViCes Aot Gl e FRaTra 68 T 65 e hl %=
Scllung, gencral and administiative .. £ 2K | it ] 128
Spmeoffoosts : 72 ] LT
RestriictUringg CHUIIBES o oooioniinesnmsasssssrmrssssasss s s msnia e s I (7] [N}
Deprociatnon and amortistod ... ] B Ll
Baawms Broum OPCTmlBos .o e * _1;’__!_]‘- l__l__.;lrn L:_l_rl-
Uhnerarag: Kovenes

Hevenues in 1996 increased by 25% o $180.3 million from $144.1 million in 1995 and by $3% from $117.5 millon 0
1994 Gavth in direct dial long distance services revenues accounted for $34 9 million of the tolal mcresse in revenues rom 1995 10
e,

Iwrect Daal Lowy Dissance Services.  Direct dial bong distance serviics revenue morcased 1% o $11%4 million i 149
compared 10 $84.5 million in 1995 and 90% compared fo $62.8 million in 194 The mcrease i revene i pramanly annhatable o
growth in the number of customers serviced. The Company belicves that there are opportunities for continued expansion. both
ntcrmally and externally through acquinitions, in both of ity primary businesses  However, because direat daal fong distance services
repwesent the largest market in which the Company rs active, management believes that thes business presents the Company with ity
grealest revenue growth opportunity. The Company bebieves that its base of operator services business allonds it the opportumity 1o
expand its dircct dial long distance business on a more cost effectine basis than many of sty diect dial long distance competitorn
Accordingly. the Company conlinues 1o consider potential acquisitions. Acquisition activity is focused primarily on small 1o medm-
sized compamics that will grow the Company's direct dial long distance business. While the Company has, from Lime o time, had
discussions with such companies, it has no agreements or pending negotiations with respect 1o any acquinition at the date of this repart
that would have a material impact on the Company's financial position of iesulis of operiations

{Ipwrator Services Operator serviees revenue was $60.9 million in 1996 compared to 3596 enllon m 1993 and 3537 mullon
w1 The Company processed 175 million operator services calls in 1% compared to 17 & oolbioin s 1995 aod 07 2 ol lon in
1994 The Company servimed an average of approvsmately 66,100 pay telephones and | 28,300 hospetality rooms per month for 15796,
compared to an average ol appronimately 55,200 pay telopbaones amd 110,300 besspatality somsims pes mwnth for 1S e A8 M Py
I‘.‘thm.l.l 103,000 hospatality povms per month for 1993, Although the solume of opesaton servces calls las morcad, the i lated
increase in revenues have been, and will continue o be, offsel by several Twiors, mcluding an mcicase i the peicoitage of pad
telephones serviced by the Company located in stales that impose rate tandl regulatims o operatie scrsices providers and an
mncreasing awareness on the pant of the comsamer of the ability 1o select & camier of choice by dialing access codes ol other carmiens
{("dial-around™).  Additionally, changes in federal or state regulations could negatively impact resenues of the Conmpany (soe Note 19
to the Consolidated Financial Staiements ).

A pscraatine Eapsinacs

Cont off Sorvaces The gross prodil mangin was 34 3%, 34 7% and 17 %6 duning 199%, 1995 and 1994, respectinely The dbeclinne
i geroes poodit s from P90 fo 1900 . promanty die o the champe i the Compamy s revenie min. The Company s diredt dal long
distance services pross margins have increasad, bowever, the mprovement was ollsel by an imciea i the divedd dial kg ity
seTvices fevemue as a percentage of total revenue.  Such rovenues bave a bower gross maremn than the operatin sty boes fevemee |
aveounted Tor 660, 59 and 51% of revenue during 1996, 19945 and 194, respectinedy . The ddwect shial bong distance servioes mangal
bas mcreased primarily as a result of continued improvements in petworking efficiencics and reductions in transmission costs

Sellame. General and Adeiristrative. SOEA expenses Tor 194 wore $30.7 nullion, iepresenting: 28.1%s of reveniies, compars

10 5416 million in 1995, or 28.9%s of revenucs, and $35.5 million in 19, o 325% of revenues. SOAA exypeiises as i pencientaze of
revenues have continued fo decrease a a resalt of tighter expense controb and efforts to stieambine the Company ™s epctation.
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| Do Npim-off Comts. Direct spis-ofl costs ropios. | oo meutred m conncclion with the Distribution of Billing. The $13.0
million amount represents cevtain professional and 1l foes. pavments Tequired for lerminging o restructuning emphoyment
comtracts, tax payments triggered by the spin-ofl and 1o o set expenses avociated with the vesting of stock grans.

Restructuring Charges The 328 million in restructure charpes for 1996 includes costs avsnciated with consolidatiog custornct
service, credit and collection and other support fanctions. vacating certain office facilities, ferminating comtaim marketing contracts,
writing down eacess assets and providing severance pun ments

Deprecistum and Amortization Depeciation and amortization expeme was $11.8 sallssn, 310.0 millon and $8 4 nullios in
1964, 1995 and 1994 tespectively . Depreciation aed amoriization expense 4 @ pesvemiage of revenues decreased 10 6.5% im 1996 Tromn
= (e i 195 and 7.2 in 1994, This decrease as & percentage of revemuc is peimarily srmibutable 1o the increase m revenues and 44
achieved despite a charge of $727.000 relsted 10 asset wrie-offs i the fourth yuanier of fiscal 1'%

Lanx from Comtimacime (lynratiom

Fans from continuing operations in 1996 increased to $16.5 million from $1.6 mithon in 1995 and $2.4 milbon o 1%
Lachuding darect spin-off costs and restructuring charges, the Company would have reported a loss From contmuing operations of
$667,000 in 1996, The conlinwed improvement in operations is primanly altributable 1o the decrease in SGKA expenses as a
percentape of revenucs, as discusaed above, and the increase in revenues

e Expown, it
Net other expense docreased to $628.000 in 1996 (rom $999.(00 and SET6%,000 in 1995 and 1M, respectively . The decrcase i
primarily attributable 10 a lower level of indebtedness over the past year.

Ircome Tues
The Company’s cffective Lax rake is higher than the federal statuory rate due o the addition of stale incomie lases and cenam
deductions Lahen For financial reponting purposes which are nol deductble for federal inconie fax purposes.

Mot Incomee
The Company reporicd net income of $1.4 millun, $12.0 million and $6.1 millon in 1996, 1995 and 1994, respecinely. The
Jdecrease in 1994 i attributable 1o the direct spin-off conts and restrucsring charges mcumed

E fiects of Spin-oll of Billing (Crosp Buslece

The Comobidated Statements of lncome includedd in thin repont setlent the contnung and drcontinued opcralkns of the
Company foe the years onded Scplember ), 1996, 1995 ad 1994 Inchaded below i supplemental unaudited peo forma financial
vt o manageement belicves is imponant fo provide an undendambmg of the results of the Company on a stand-alone hasis
Consolidated Pro Forma Sttements of Income are prevented below for cach of the last four fiscal years as well as for vach yuarter of
fincal 1996 and 1995, These unaudited Consolidated FBro Forma Statements of Income are hased oo the historical statements of the pords
prevented adjusted t0 reflect the items discussed i the accompany g Nodes to the unaudited Consobdated Pro Forma Financial
Statements. The unaudited Comolidated Pro Forma Statements of Incoene give effect to the spin-off an of 01 had ocowmed on
September M, 1992, The pro forma adjustments reflect the terms of the spin-of| agrecments, which are expected 1 have a contimg

impuict on the Company,

The unaudited consolidated pro formia financial information is presenied Tor mformational purpuscs wnly and shoukd be read m
conjunctivon with the accompanying Rotes and with the Company s historical Comaokdated | mancial Statceents and Notes thereto and
"Management's Discussion and Analysis of Financial Comditnm and Kesults ol Operationy™ sl forth hercin The pro forma financial
statennerrts should mest be cosrsadered indicative of the operating resaits which the Company will achicve in the future if #t were sperated oa
an independent, stand-alone basis because, among olher thims, thoe stalcments e hased o historical vather than privgasting
information amd upen cortain assamptions which are subject W change

Hine st € omastabated Pres Fowma Statcincnts of bwome of the Company rellect, i managemnent s apiiion, all asdpestments
mecrnetly s Lanrly state the pro vmsa ressits of operations for the periods presented and to make the unaidied pro fonma salements nol
miskeading.

(L]




AL, §AMNG: INSTANCE (DRP. and sUBNIDEARIFS
CONRIN A TED PRO FURMA STATEMENTS OF INCOME

(s thowssads, o2 bept Pt shaie smowsls)

iU mawioed)
Fincal Year Ended
— _Septeinber )0,
199 s ™
Fro forma
Opcratmg; Fovemias.
P daal honge divtance m\i:n"" =i e SHIDA01 SRR L 62514
Operasbl services .. (N G945 _S9.00h -2 . 1
hnﬂcpu-h'-nun-n ................................ i 180346 14050 117,541
TE T o et AL S A 61,853 sooL 4 597
Selling. pencral and administrative cxperse ™' 0,722 41580 38,841
Lows Brom operations i (667)  {1,600) (2.35K)
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The stitements cortamed i this Otk aic based o carment esprectations. These statements ale Lo e Boishimg, and actual
sty may dilier iialerially

The mdusiny in which the Company operates i very competitive and is characterised by rapad change. In addmion, the
Company has faced. and contimues to face, regulatons issucs which have afecied oo which may affect operaling revenues and
operating profit. The continued success of the Company s dependent on s abiliy To adapt to these competitive and regulaton
changes. In develaping siratepies W achweve continued growth m operatmge sevenues and operating peofits, the Company antipaies
contnuing peographic expansion, expandmg fis product offerings and controlling Conts 10 IMPIOVE Frins margins and reduce SGE A
expense o A percemtape of revenue

The Company contie..es o evaliate and take sctions o unprove the profatldy of s custmg products, B adentify nesw
prondincts b fully wtihze the Company’s existing sales dotribution channels and 1o cvaluate programs thal ae expectod o morease 1es emie
through parmerships with independent sales agents The Company has implemented, ameong uther thmps, a regonalized approach o
pricing, which i expecied to improsve price competitiveness. Furthermaore, management 1 m the provess of expanding product offcrings
3o imchide hocal access and Intemet sevvices, 28 well as Frame reln and paging services in selected markets. The expamsion of products
shiuld increase revenues, o well 2 diengthen customer relatonships amd ncrease customer retention The Company also plans
expand ity dorect dial hong distance services resadentual customer hune 10 seketed markets throgh duoect marketung etlons, as well as
affermg bong distance services 1o cmployees of commercal cntomers To expand s footprint natonally over the next several years.
management is considermg and will contmuc 10 consider new. INvestments n swiichang and related networkimg equipment. The Compan
has purchased a digital swatch in Atlanta, Geoegea, and will take possession of # m January 1997 In asddition, the Company conlinues bo
cvaluate acquisition candidaics in strategc peographic arcas 1o evpand its market. However, the Company bas no agreemont o pending
nepoliations with respoct 10 amy acquinition af the date of this repon that would have a matersal nmpact om the Company s Tinan al
et o Fosarits of operadions.

The Company has implemented a number of sctions designed 1o imprne serall piotitabiliny and reduce the Company 's cont
structure. With regard o inprovieg the Cioimpan)’s prons. matgms, management s il on masimsmg netwark elfienoes by
impkienting tevhnological mprovements and seducny unil anls In Nonember 1995 the Company  pomed  The Asvn ated
Communaiwn Companes of America ("ACCA”) which prosides members with oppetuniics 10 paoal purchasing poer o adguire
hower Bransmission rates from interexchange cammiers through solume discounts and 1o wirk i pannership with wther members
capitalize on resource sharmg arangements such as swilch partitioning and netwith sharmg. The Company already has realized, from
this arrangement, certam benefits durng the List ball of fiscal 1'% and expects comtminad benefils as the arangeaint continies fo be
phased m Lastly, management has srcambned and reorpanired cortam covporate, adiministrative and overhead luncivns o hetter align s
indrastructure with the smaller operaton that resulted from the spin-oll

Oner the past several years, the Compamy has undertaben a program ol developing new procbucts and expamdmg ity exssting
service offerings, geographic focus and network In connection with these new products and services, the Company has made significant
v estments in telecommunications circuits, switches. egupment and software These mvestmients, generally, are timed fo comoide ey
with anticipated revenue growth, In addstion, the Company continues G inerease its sabkes and martketing, customer support, network
operations and fick! services commitments in anticipation of the expamsion of ity antomer base in larpeted peographic markets The
Company expects 1o contmue 10 expand the breadth and scale of 1t petwork and related sales and marketmg, customes suppon and
operations activities The Company attempts to carcfully plan these expansion effinrts o minumize the cffect 1o profitabalny . howeser, they
can case the Compamy o mor signilicant mcieases i exprmes from tmse tene mantcipation ol pstental fuwtae prvath n the
Compan s costimniet hane and tapeted poopraphn markets

The Company s future resulls of operations and the other forward fovk mg statements contained in this Outlook, in pasticulas the
ststements feparding revente prowth and medecmy: o sinecfere, wvolve a numibet of tishs and uncestamtics kn addtnm 1o the Tacton
discunsed ahone, othey Tactors thal could cause actual resulls 1o differ materialhy are the folkow mg burvmess condieons amd the peneral
coonomy, competitive Licthis, scoeptance of new products and poong presurcs, a4 arlability of leased netwirk facilities, rnk of collecton
of accmnts feceivable, techaodopical advancements, regulatons factors, Digation and other facton as dicussed m the cautionary

slalemcnls

The Company believes that 8 has the competitinve produuct offerngs, personnel and Tmancial resources for connued binmess
atccess. howerer, future tevenues, conts and profits all we ifluenced by a number of fackons and are subyect to cennain nshs and
umertamiies, a disoimaed sl
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The Company s cash balance increased to 58 8 million at Scpiember 30, 1996, from $0 21 Scptember 30, 1995, This increase o
attributable 0 the transfer of cash from Bilhing 1o the Company pursuant te the spi-off of Billing - Canh has, hiskorically. been managed
by a contrabized canh managemoent departmient m Billing.  Comoguently, canh was i allocated anwng the Company s subsidiaries and
wars tevonded om the halance sheet of Billmg. Total comsolidated cash was $22.9 millon a Scpiemiber 10, 1995, none of which is reflecied
on the Company’s balance sheet for financial reporting purposes. Working capital was $20.1 million a Sepsemvber 30, 1996, compared 1o
$11.7 million at Scpiember 30, 1995. The Company's curtent ratio was 1.7:1 2 Scpternher M), 199, versus 1.5:1 st September 30, 1995
Adduionably, the Company's cash flow provided by operations was $1.6 million for fiscal 1996 and 31 K milhon for 1995, Cash flow
provided by opcrating activities would have been $5.8 mullion had the Company md mcurred direct spin-off costs and resiruciuring
charges

Accounts receivabile creaed 1o $35.9 million &l Septomber 30, 1996 frim 3305 mullion al September 30, 1995 Ths mocase
is altrshwtablc primarily o a higher kevel of darect dhad bong dritance services revenues in the fourth quartcr of 1996 compased 1o the fourth
quarier of 1995, Trade accounts payable and accrued Labilities ncreaed to 3109 miloa and $136 mithon, repecinely, a
Septemier 30, 1996 from $10.7 million and $6.7 milhon at Scpéember 30, 1995, The mcrcanes m accounts payisble and accrued liabilitses
are duc 1o the overall expassion of the Company s business. Frepaids and other curent asscts increased W $6 0 million 28 Seprember W1,
1996 from $4.] million & Sepicmber 30, 1995, This incrcane n attributable to an increase @ a recenable from Billing foe equipment
Joans under the Company's Smancing facility pursuant to the spin-off. The decreane in ofher assets b0 34 9 millon o Sepiember 30, 1994
from $6.5 million &8 Scpiember 30, 1995 is due to the mrmal amortization of these asscts and 2 $727,000 wie-dwn of customer lints

arcsngiated wth corlain aaprsitions

Capital expenditures amounted to approximately $11.0 mullion during 199 These expenditures were related primanly to the
purchase of telecommunications cquipment, computer cquipenent and soffware, and office fumiture Dunmng 1996, the Company
financed approsimately $3.% million of equipment through long-term borrowings. Danmg 1997, the Compuiny anbicipubes caprial
expenditures of $15.0 milinm 10 $22.0 milln ko service the Compamy's progeciod growth. Approsinsasely 510 0 milhon b $12.0 mullun
of these vaprtal expenditures aie expesiod bo be purchases of ickecommunication: equapment. approvimately 35 0 million 1 $70 il
are expecied 1o be purchases of computer hardware and software to develop systenms to support the anticapaled gromth of the Company s
business and the remainder is expected to be for parchases of office furnatise and cyuipment. The Company anticipates linancing thewe
capital expenduures prmarily trough derm noles with varous kending mstmtions. Although Lioe of credd commatments have been
made by vy kenders for cypaspeicnt parchanes, there s o assurance that the Company will b able 1 ohlan satnfactony financing he

thewe capital espetdaiuses

The Company’s opetations and expamion into new geographic mashets will commuc to requare substantial capital myvestment
for the development and procurement of ansmission facilitics and Iclecommunications and office equipment. In addition, any
acquisitions that the Company may comummate may require substantial capital investment. The Company helieves that it ha the
ability to continue 10 secure hong-term cyuipmicnl lnancing and that this abilty, combined with cash flow generated from operations
and availahlc bommowing capacily wades s exisiing sredit facibitics, will be sufficient 1o fund capital cxpendiures. working capdal
needs and deid ropayment requirements for the foreseeable future

The Company has @ revolvimg credil receivable financing facibity which allows the Company i barow agamd s omn et
dial bomp dintance services il operalor services accounts recenable. Al September 30, 1996, the Company had approssately 5140
million available for bormowing and did not have any amounts borrowed wnder this facitity. Any birtowings undet ths facility will bear
interest ot the primc rate plus 3%, This facility is collateralized by the refated accounts receivable and by virtually all of the assets of the
Company nol uthers ise plodped 2 secunty mnder offer dobl agrecinents

The Cingany s & puaantor on a $450 million credit receivable fmancmg facilty for Billing Usedey the terms of the
[ramitional Services and Sublease Agreement ewtered o punuant 1o the spin-ofl, the Company's potential habnlty as guaranton is
compemnated af the rate of s of the average annual outsanding balance. Al Sieptember 30, 1996, illmg had $19.0 million outstandmyg
under this facility, Hoth the rovolving credit Financisg faciiny and the guaranter amangement lerminale on Fecember 1, 1990 The
Compamy anticipaics cxcouling agreomcnts i the near future which would provede the Compam with reveivable leancing Taolites
excecdang 5100 willnm

In fiscal 1996, the Company cotered into 2 $10.0 million equipmend financing facility with an uierest rate (lost 2 the 3r-dlay
commercial paper rate phn 2. 707 No amounts were owtstanding under this facility st September M), 1990, The agroement provides hin a
one-year period dusing which the Company may finance up 1o $10.0 million in expupment on an nteres] pasinent only b Lipen
connipletion of this peried M Scptember 1997, the mote amoumt will comvent to @ senes of leim e with 20rs ol the wial amount
bwmpemaerd dhie an e of dhie send fne years Any amounts Bt due i d given year may be prepand and rebormonod at the Company 's

s retni
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The Compamy  hun varoen fined raie moles with imicrest raies ranging from 6 75% o 114P, duc in varymng Mikunts thuough
August 2001, The proxeods from the nauamce of these Toies were wed o acsquire comain computer and iclecommunicatinons equipment
and office furniture. The loans. are secued by the avcts acquired with the proceeds of such nofes. Certain of these notes are also

guarantecd by Billing.

Historically, the Company has obtaimed fimancng for capstal capenditures through term dett agroements and capital lease
wuumﬂﬂd-ﬂmwhfﬂ-}ﬁm Theve dett agreements were nepotiated hased on
thhmﬂiﬁdm“m-ﬁ:ﬂhﬂhnmmmw Mt of those del agreements
were seoured by the assets of all the subsidiaries within the comwladaiod group. The Company han recerved from cortam lenders Joan
MMNMMMMHMMnﬂhmudhnﬁhl'-mpn}'suwh In
nther canes, the existing ciows guaraniees and security Hmhi‘mﬁrl'mnilhhllﬂwmfhc bt the
dunation of the Tacility | T thin regard, the Congany and Wiblng huve agicend to puy cach athier a creslil st fee

The credit facilitics discussed sbove conlain various restrictions and financial rato mainkenance requiremcnts Under one of ity
crodil facifities, the Company is required 10 maintain a guanerly ratio of consolidated operating ncome, as defined i the agreements, &
comolidated fived charpes of 1.5 10 1.0, Further, the Company is required to maintain a ratue of funded deid, as defined in the agreemient.
o botal capitabization of not grester than 60% and total debd To total capiahization of not greater than B3%. Uther agrecments fequire the
Company o maintain cash flow coverage ratios, & defined in the agreements, ranging betwevn |25 and 1.0 and 2 minimuem tangible net
worth ranging briween 530 0 million and $35.0 millon. Under onc agreemend, the Company is prohibited from paying a cash divulend
on its common stock, Crovi-defaul provisions of the Company’s most signeficant credit Facilfics may place the Company m delault of
siich facilities showld it fail to sstisfy provisions of certam other koan agrecmens. Under the Company’s most significant credn facilfics,
USLID has guaraniced the obhigations of its suinidiarics. The Compasy was in compliance with all sequircd covenants at September 30,
1996 and 1995.

The Company continually evalumes busincss wpportunitics, includng  potential acquisitions. The primary focus of the
Company’s acyuisition activities is o make additional acquivtions that will prow the Company s durect dial kong distance business
Uine of maore of sich acquisitions could resull 0 2 substantial change n the Company’s opcratims and fimans ial condtion. The
suceess of the Company’s ucqueisition activitics will depend, among other things. o the availablity of scquinition candulates, the
nﬂﬁﬂynffuﬁmm-uw“dhnﬂﬂhdw Fesources ki ivenee e operabion of acguired
businesses. While the Company has, from lime to time. had discussions with other tekcommunications companics, i has mo
agreements of pending Rcgatiations with respect fo any acquisition 3 the date of this report that would have a miaterial impact on the
Company’s financisl position o results of operations

As comsideration for any acquisitions, the Company may issuc common stock, preferred stock, convertible debt or other
sccuritics. in addition 10 or in liew of the payment of cash, that could result in dilution of the percentage ownership of public
sockholders The Company docs pot intend to seeh stockholder approval for any such 2CQUISIliNs OF Securily Rauances unless

requited by applicabic law o repulations,
Semengality

imately 9% of the Company's dwrect dial lomg dntance revenucs generated by commercial cutomens and,
accordingly, the Company cxperiences pracral decreases in omg distance revenues around natknal holidays when commercial raflic s
reduced. The Company typically experiences decreases in operalof seryicos Feyemics mn the fall and wmter months an pay tekophone wage
declines due 10 cold and inclement weather &y many pars of the Unsied Staes As a resull of the semonal variations decussed above,
revenue reporied in the Company's firs fiscal quaricr ending December 31 (which includes the Thanhsgiving, Chrntmas and New Year's
Eve holidays), historically, has been the lowest level of any wuarier of the year, Uonverscly, duc to increased traffic from pay tekephoncs
during the spring and summer months and & lower concentraton of national holudays. the Company han hindorcally experienced it
highest revenue levels i the thind and fourth quartcrs of the fiscal year. Bevause the Company's fived oporaling expenses dho ot dexreane
during the firv fiscal quarter, the Company s profitahility » al, gemerally, at its kowest bevel for any quanes of the year

§ et of iniiation

nilaison s ot @ material sl affestmp the o s’y lames. Prees charpd fi the Canmpany Fod sw it g aquipsnent ankd
wasranianmn conds have nol materially chamged durmy the year. General operatimg cpernes such s salanws, cnployer benelits and
occupancy costs are. however, wibject (o narmal inflabonany pressurcs

Mrw Acsoeedig Mandards

The Company is mat currently, nos does it expect to be, materially affiected by any now standurds recently naued by the bmancual
Accounting Standards Hoand.
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IMEM AL FINANCIAL STATEARENTS AND SUPPLEAENTARY IMTA

The comuolisbaed financial sttements of the Company and the related repadt of the Company's independ:

therevs aee inchaded m this repoet ot the page indicated

ixm

Reponi of Independest Pablic Accountants . ..

Comaolidaed Balance Shects ot September 30, 1996 and I'.I'H
lmdﬂﬁdhﬂmﬁﬂhumhﬂﬂw\mlmhl\qmm l*ﬂb. 1995 and 1994
Consolidated Statements of Stockhoklery’ Fyuimy fir the Years Ended September W0, 1996, 1995 and 1994
Consolidated Statements of Cash Flows for the Years Ended September 30, 1996, 1995 and 1771

Motes o Consolidated Financial Siatements




REPORT OF INDEPENDENT PUBLIC AUCTHINTANTS

Vs the bl oof Eirectons and Stockholders of
LS. Long Distance Corp .

We have audited the accompanying consolidated balance sheets of ULS. Long Distance Corp. (a Dclaware corporation) and
subsidiarics i of Sepsember 30, 1996 and 1995, and the related consolidated statements of mcome, stockholders” equiny and cish Tlows
for cach ol the three years in the period ended Scptember 30, 1996 Thew financial statcmcnts s the resporsibility of the Company’s
manazement Our responsihility is to express an opinion on these financial stilements Bersed o our aundits

We comsctod our audits in accordance with generally acoepted audimg standands. Thone standarnids require that we plan and
petiorm the audd w oblsin reasonable asumncoe st whether the linancial stalements s froe ol matenal misstitement. An aandn
snchides examining, on a test basis, evidence suppuoing the anounts and dischsures in the financial statements. An audi also inglades
asscwsing the accounting prnciples uved and significant estimates made by managenent, as well ay evaluating the overall linancal
statement presentation. W beleve that our audits provade a reasonahlc ba fif out opimson

In s opinion, the financial statements refemed 1o shove present faiely, in all maberial respects, the financial positon of
1S Long Distance Corp. and subsadiancs o of September 30, 199 and 1995, andd the results of their operations and their cash flows T
cach of the three vears in the period ended Scptember 30, 1996, in conforminy with generally accepted accounting prenciphes

As eapliined m Note 2 10 the Comolidated Financial Stalements, elTective October 1, 1993, the Company changed its method of
accrumting for income taves

ARTHUR ANINRSEN LLP

San Antotn, |evar
Mowcimiber B4, 1949




AL, LN BN AN CORP. AND SUBMIMARKS

CONSOLIDATED SALANCE SMEETS

ile ibagaapdn )
ANSETS

Curreni ety

Cash and candh eqiivalents. ..

Accounts receivable, ndﬂ.hnmﬁlnlﬂtlul m.-murf H.'H'Hl'l'lhlndil QAN (19495)

l'lqunhand:ﬂm o Sl B L v W - o bl e i
Property aod equipment... ol vt e it m sl

Imunmmmdmﬂm ............. e DL e A

Sl property and ogquipenemt . 4 el .

Fguipanend bkl uder capatal leases, n'l ﬂuﬁnﬂhﬂl tkplnm:nu[il -IISI'I l'ﬂﬁ!
and $1.95E (1995).......... s e Tl L e e R T e

Oher ety
Facess of cost over pel assets acquined, net of accumulated amortization of $2.065 { 1996)

and $1.502 {1995 ool
lhlm.mﬂs.mufm:umul.ﬂmmﬂ ’HH"'II“IH&HH}IIWH
Nﬂ.mﬂuﬂ’dmﬂlu‘hﬂmiﬂﬂtll LR R S b L

Total wacts .. i it e e e et

LIABILITIES AND STOUKHOLDERY' EQUITY

Currendt Diabwiries
Toaake swxommis pnvable L L e B

Accrucd Dbl : e e oy Py .
Current postion of Img-rmn d:ht ......................................... e
Current portion of oshlipations under capatal lnns
Dol curent hiabilaloes .
ey Lalvldne

1 - benmn e, bess cuavent pomon ...
Obligations under capatal keases, bess cument pu.l'hm ...... :

Fanable 1 Pilling Infosrmation Concepts Caorp, ncl

ot and contingencies (See Note 6. 10 and 14)

Stockbolders’ equity
Prefermed stoch, S0 01 gar vabue, 10,000,000 shates sttirized. no shares saaed or

ourtstanding at Sepbemnber 30, 1996 or 1995

Coamimon stock, S0 01 par vakee, $0.000. (00 sharess autborized, 15,255,977 and 14,281, K66 shares
paucd and 15,051,876 and 14,094,634 mmuwm 30, 19 aad 1995,
IOtV

Adklitional pakl-in copital

Ketamod carmigs

lieasury stk o

Nastad stochboblers’ ey ...

Totad liabslities and stockbobders” equny ...

— Septcmber M,
19 1
% AR 3 L]
15867 i 54K
_H002 4071
0,711 Hnls
AR 47, %M
28193 L12.100)
29577 I
252 1.540
13,804 14,685
4570 h 4R
), 9083
b AL 2125110
10,909 $ 1LT4R
11,581 684
£05%4 5 147
=M Ay s
Jmin L] |
52 g} )
10,146 12,37
143 14
1} 17,5l
1} i
153 143
3544 B4
4% A7
L1907 L1789
SRt L8121
¥l 1220110

The accompany ing noles are an wicpral part of these coroladated fimancal statemonts




U5 LONG DISTANCE COP. AND SUBSIMARIES

CONSTLIBATED STATEMENTS OF INCUME
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1A L0 BISTANCE € I AND SURNIIARTES

CONMMADATED STATEMENTS (F STOCKHOLINRY EOUITY

For the Yean Ended September 38, 1984, 1995 and 1990
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U5 LONG DISTANCE CODRF. AND SUBSHMARIES

QONSOLIDATED STATEMENTS OF CASH FLOWS
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U.S. LONG INTANCE CORP. AND SUBSNNARMS
NOTES TOODMSLIBATEDR FINANCIAL STATEMENTN
Neglemierr 30, 1996, 1995 sad 4994

Mate . Bunbara Activity

LS. Lowgz Distance Corp. (“USLD" ) was redimiesticaied from Canada and rencorpaorated unde the elaware Corporation 1w
Act i the State of Dclware, United States of Amcrca, m 1987 USLED and s subnideatics (collectively, the “Cimpany ™) oller an
inteprated group of cunmmunications sefvices inchuding dorect dial fomg dntamce, propasd callmg candh, travel cards, data rammaion and
calling cemier services. The Company’s metwosk comsists of & highly advanced, digital swilching system which provides nabonwsde,
largely fiber-aptic, access Saroughout the Uniecd States.

The Company is a full-service long distance caricr cumently provideng derect dial long dntance servicns o small and medium.-
sized commercial customers and, 10 a kesser enionl, residential customens. In addition, the Company provides operator avwisted services
for privale pay ickephoncs, hotels, motch, wnivensity dormitorics and hospitabs. In fiscal 1996, dwect dial long distance services
represenied approximately heo-thinds of the Compan) ‘s revenues, while operator scrvices represemted approaimaicly one-thd of
FEVETICS.

Sair I hummars of Sigailirai Acoesmig Peli
Pronciphen of Conpolikatsinm amd Banas off Prosemtatuns

The accompanying consolideied fimancial stalcments mchade the accounts of USLIY and s wholly owned subsidancs All
sighificam iteroompany accounts and ramactions have been climinated o comsolidaion. Cortam curent perssd and prior persd
amousts have boon reclaaified ko comparstive purposes

On August 2, 1996, the Company completed the spm-oll of is hilling cleannghouse and mformation managoment scry e
sincss, Bdlng Information Concepts Corp. ("Billinz™). The spin-ofl has heen accounted for as 8 discontinued operalion and.
accordmgly. the Company restaied ity comoladated financial statcments for all periods presented peior 1o that date i accondance + “h
Accounting Frinciples Board (" APB”) Opinion No. 30. Financial dichosurcs for all periods presented reficot that restatement

Canh was historically managed by a comtrabized cash management deparment in Dilling. Consequerly. cash was not allocated
among USLLY's subnidiarics and wan recosded om the balance sheet of Billng. Total comaolidated cash was $22.9 millon at Seplember 30,
1S, o of which s reflocted on the Company’s balance sheot for finanial repuoring pusposes

The intercompany peyabic 10 Billing has beon reported s a soparaie line stem in the rostatod balance shoet under the caption
“Payable w0 Biling. mct” between the lisbiity and stockhokders’ equity sections of the balance sheet Sec funther dncwvsion of
dincontimusd operations m Nole 3.

Edomacaters i o Fossan, sl Niusywends

The preparation of financial statements in conformity with gemerally accepted accountng prnciples feyuies managemcel L
make extimates and asssmptions that affect the reporicd amounts of avcts and labilitics and dischnore of contingent assets and Dabiddies
af the date of the Tinamcial statcnaents and Bw roporicd aawnts of revenues and cupemes during the reportmg peresd Actual results could
dsfler from those oxtmatcs.

Kover Rovogiiss Policis

Ve € ‘vompamyy Pevepmiaes revemse Sivmn it o) dual omgt dintar e and aperatin serviees as sich services aee o hmeild

Propursy amd Equipmucnt

 and equipment are stated af cosl. Depreciation and amortzation arc compated on a straight-lne hasis over the estimated
wseful Bives of the rebaed assets, which range from theee b den veans Upon desponition. (he (ot and ickated acoumulated deprocistion and
amenrtization are vemoved from the accounts and the resuliing gain or ks is reflected i other icome for that penoad. Espendiures for
maiienance and repains s chargod to cxpeme as incurred. Dot imstallaton costs and Maps improscments are caprialuod




Exvwnn of Cantd by Mt fssety doguereid

Excess of cost over met sascts acquised represemts the excews of the comideration pasd over the Lar value of the net aacts
acquired. The initial acquisition of the direct dial long distance busmess i homg @mrtined using the straeht-Tine method over 40 yeans,
all subsequent acquisitions of direct dial long distance businesscs are being amortized over 20 years. The Company annually assevses the
approprisicnes of the asset valusiions gad the mmonitmtion periods

elare Atsets

Ouhver asacts inchede financing costs related 10 the issuance of kong-torm debt, which have boen defered and are arortieed over
the Jike of cach respoctive agroement, soguisition costs of direct dial bng distance ounsome© bses. which are anntized over the expocted
wsefill lifie of the condonser bases, and costs incurned o acyuine operator sorvices agereements, which e anttizal over the hife of cach
repective contract. [ addition. a contificate of deposit icld as secunty kv an equipment financng facihoy, hg-torm depunts and the
ng-evm postion of moles receivable heve bre ichedod i otw! asacty

Four Valee of Financil mtraesents

The estimated fair value amounts of the Company's flinancial instruments have boen detcrmined by the Company using
appropriate valustion methodologies and appronimaty ther reconded bouk valecs ot Scptember 30, 1996 and 1995 The camymg values
of the Company s cash, reccivables, scoounts payable, dets and all other fmncial imtraments approsmate thear Tar mark o1 vadoes

Advvrtavy Expomee

The Company charges advertising costs 10 expense &8 the costs mre incurred.  Todal advertisme eapense was 31,1 million,
£541,000 and $796,000 for the yean ended Septemsber 30, 1996, 1995 and 1994, respectively

Tracomw Timvan

In February 1992, the Financial Accommting “canderds Hoard ("FASH™) rascd Stastement of Fmangual Acooenting Stamdands
(~SFAS™) No. 109, “Accounting for Income Taxes,” which the Company adopted effective October 1, 1993, Under SEAS No. 109,
deferred tax liabilities and sssets are reconded based on enacted incomee tax rales that arc erpecied to be in effect in the period in which the
deferred tax liabiliy or aswet is expecied bo be sottied or realived A change in the Lan brws of raies relts in adgustments o the deferroed
tax lsbilitics or asscts. The effiects of such adjustisents arc roguired to be ncluded i income i the periad in which the tay Liws or rates
are changed. The adoption of SFAS No. 109 did not have a material impact on the Company’s financial position or results of operations
Prior to Ociober 1, 199), the Company sccoumted for income tanes in acoordance with the provisions of APHB Opinion No 11,
= Accoting for Income Tanes.™
Net Incom: (Lana) Por Common Siuery

Net income (lows) per common share was computed by dividing net iscome (less) apphicable 1o common stock by the werghied
average number of common shares and common share equivalonts outstanding during the applicable period The weighted average

mamber of shares outuandmg dering cach fincal year differs. from the sumber of sharos oubdandsg ol cach yeal onad die 1o anvamed
comversiom of aptions and warants that were outstanding durmg the iogeutive poruad




Noatemonts off Cundy Flows

Cansh payments and non-cash activitics danng the periods mdicated wore ay Tollows

19% 1993 194
tu &iropond )
Cash payments for mieredd ... L et 1,393 L1685 211
Cash payoenls lor moome tawes .. = % IK7 414 0
Nancash investing and financmng activitics.
Assets acquired in connection with scquinmaons .. 0 939 115600
Liahilitics assumed im connection with acquisitions . (1} 151 4273
Common stisck paued in connection wilh acguisdions 1] [ 1] 4,902
apetal beane and debt oblapatrom, mwisrod 1,159 470 s
Coedtingent obligations incwrted ... [l 0 1647
Tax benefit recognized in connection with stock
B R — , 1,421 1,216 192
Return of escromed tressury stock ... - i 1K 0 i
Reimbursable spin-off costs due from Billmg..... . M 0 [
by sdend porsuant to spin-off of Bilmg .. .. 34,544 0 0

For purpenes of determining cash flows, the Company considers all tempovary cash svestments purchased with an onginal
maturty of thice montis of ko to be cash equnvalonts

Rovardd Acoomimime Fromosmccmomty

in March 1995, FASH issued SFAS No. 121, *Accounting for the Impairment of Long-Lived Assets and for Long:Lived Assets
s Be Disposed (07 SFAS No. 120 roquirss that kmg-lived avaets be ies wwed for impasrmoent whenever exents of changes o
Cenndang es ndwcate that the carmy g amount of an avct may ot be reconerable In Tl 1996, the Company determimad that certan
computer equipment, customer lists snd goodwill were impanred and, accondingly, wrote down these asscets by $1 8 million, ol which 31 |
milhon is mnchaded in restracturing charpes and $727.000 n inchuded in depreciation and amuommizalion capense

In Oxtober 1995, FASH isswed SFAS No. 123, “Accounting for Stock-Based Compensalon " SFAS Mo 123 delines a tair valoe
haned mcthod of acoounting for cmphryee stock options of simular cquaty Intuments Under the fair value hased method, compensatien
cond s measured af the grant date based on the value of the awand and s recognised over the senvice periad ol the awand, which i waally
the vesting period.  However, SFAS No. 123 abo allows entilies. fo conlinuc 10 meauae compensation cosds using the intrinsie salue
method proscribed by APB Opinion No. 25, “ Accountang for Stock Ivsued to Fmphnees ™ Entaties chectmg to remam with the accoummyg:
proscribed by APH Opinion No. 2% mus make peo forma discknures of net income and camings per share as if the L value hawed
mcthasd of S1AS No. 123 had been apphed. The accounting and discknure requirements of SEAS Mo 125 we elfective Lor transaction
varbcroad ivles 0 Tincall veans that hepin aller Docombor 15, 1995 [The © omipan el I mcasne conpcriation wonds inaetdance with
APH Opinion N 25 and fo prosade pro lotina dischinures of net meome and cammnpgs pot share s o the Lar valoe baed mcthes] of
accounting under SFAS No. 123 had been applicd. Therefore, managcment i the Company does not anticipate SEAS Noc 125 will bave a
material Empact on the Company s financial positon of fesults of opcrations

In Junc 1996, FASE issucd SFAS No. 125 “Accountimg Tor Tramiers and Serviomg of Fonancual Assets and Dstinguishiments of
Liabilities.” SFAS No. 125 provides acoountmg and repuoring standards, for, among other things, the tranfer and servicme of finatioal
assets, such as factoring receivables with recourse. SEAS No 125 15 effective Tor ransfers and servicing of financeal assets iscurming aller
Ihecember 31, 1996, and is 10 he apphed prospectively, Earbicr of retioactive applwation i ot permified. Management of the Compant
s med anticipate the adoption of  SEAS Noo 124 will ke a matersal ampact on the Company’s financial poution or results of
R LI

Nasie 3. (hacostinusd (perstions

(i Augut 2, 1996, the Company completed the span-ott of Billing. s billng cleanmphouse and information managerient
seey ey hosiness. The span-ofl has been accounied fof i a discontinued operation and, accordingly. the Company restated s
Comsolidaicd Fmancial Statements for all pernds presemted prioe 1o that daie e spam-ofl was a tax-froe deanbuium of TEF of the
comman stack of Billing to the Company s stockbolders. Kevenue of the drcontnued operatns of Hillmg was 334 8 millon, $30 %
milion and $57.7 million in Nscal 1996, 1995 and 1994, respectively. Net icome of the discontinued operations ol Hilling was
£15.2 milhen, $14.1 millon and $8.6 million in fiscal 1996, 1995 and 1'MM, respectively. In connectivon with the spm-oll. the

29




Company entered mito an agreement with Ballmg woe wnut (o ntercompany payable recenable halances were firgiven
Additionally, Rilling agreed to reimburse the Conspany for diey 1 oet of-pocket eypenses assiog ided woth the spm-otl and to transfer
canh 1o the Company to provide the Company a working capital heance of 3218 millwn ot the spin-off date The net ellect of this
agreement resulicd m the Company recording the distribution as a dividend i the amount of $16 4 mullon fr financial statement
purposes. Direct apin-oll costs recorded as operating €+ penises i the year onded Seplember 30, 1796 were approvimaiely 150
million and include professional fees, tax payments trizoored by the spin-ofl, pavments called for under empho ment agreements an.d
conts associated with acoelerated siock grants.

The summarized compuaents of met assets of discontinied opetations A September 30, 1995 were as fosllormn s i i thwsusanad s )

Cumemassets i SiW TS
Propenty and equipment, mel o 474
(kher.......... . : o378

Total assts el fem e Ty KUk
Accounts pavables, accruabs and debe . .. LETE
Hevolving line of credal RENTE]
bt labalities amd oblipations ... ALY

Vistal Juabnlotnes A
Foew v alvkes Droan the U asopany (17 Bl

Sect aaets of disconbinued perations ... b LA B

Note 4. Arquisitionn

Om October 1, 1993, the Company acquimed Telecom West Inc (CTWIT), 2 dueat Jdial boniz distance compans. i eschange
for 270,000 shares of its common stoch. The business combination has been acominted for as a pooling ol inferets combmatnm. The
accompamying consalidated financial statements include The operating results of 1TWI simce the offectine date of e busines
combination  The consolndated financial stalements for perinds prsw s the comibination have mt been sestated B i libic the
accoumts and results of operations of TWI due 10 the tamaction it lavig a sienilian wnpact on thie Comipans s s peeisd
Finiancnal pasibim o resuhs o operations

Durmg fiscal 1994, the Company acquired four other separate, privately avmied ditevt el fong dntance companices becated
n Texas and California. These acquisitions have been accounted for as purchanses and, vrdmphy, the resulis of opetations of cih
company hane been inchuded in the Company's comadidated fimancial stfements since the pespestive dides of aapirstam A
seererate o 810 il casd amwd 650 000 shares of the U ompany’s comme slisk were psstied 0 connetin witli these purchas
st Dotal asects acquited and Tabalities assumed T these acquired companies weie approsimalely $2 K mlbon amd 43 5
millwn, respectively.  The excess of the aggregale purchase price over the L value of apgregate net tangible sty squined »
approximatels S8 0 million, of wihich approximately %6 4 bl has been recorded as posdw il amd s bemg amorbized on a straight-
Tine hasis over 20 vears The remaming halnce has been reconded as the putchase price Tor customer Feats ammad 1s Beinge asiiortized on a
strargh-line banas iner five Sears

O Oxtober 6, 1994, the Company acquired |1, Network, Inc (71 DN ), a direat il Bowrg divtance company, m exchange
for 175,000 shares of its common stock. The business combination has been accounted for as a pooling-ol-interests wombiriation 1he
accompantying conslidated financial statements wlade the operatmg results of LDN sinee Oxktober 119938 The comohidated
financil statements i periods prsr 1o the combimatisn have net e destated 1o lade the accounts and sesalis ol cperations of
11 dhe fes the s tion ot lavang o sipiificant sngact on the Company s oo pered financial position o results ol spetations

In March 1995, the Company acquared the long distance comimer il costistiner buse ol a company aind cetlain assets ol
another company These acquisitions have been acconnied Gior as purchases and, sccondmphy, the rosalts ol eperatisns aof el
axyqursition have been meloded in the Coipany ‘5 comvasdnbatedd Tmancnl statcrments simee the fespestive eHetng dates of auisation
el of $1T5.000 annd TR MM sbiases ol the Company ‘s comimion stikk wele el i conmection with these purchose trams Uuons
Fustatd vty acapuinend and habibiies assumed for hese acquinitein wee appronimately S50 milla and $280,000, respectively. The
ercess of the purchase price over the fanr value of agprepate net tangible assets acguired s appronimately $1O mulbon, of which
approsimabely $316,000 has been reconded as goodwill and is hong amortired on @ straighl-line bass oner M0 years. Dhie rencining
balance s becen reconded as the parchase proce Tor costomen Teds aid o being amertized on o sanaeht B hass aver Bve sean

i




Nov pro fiema financial mformation with regard 1o oo sequisitions has been presented as the acquisitions do mol have a
significant impact, either mdividualls or in the agpregate. on the Compunt s priot of current perd Tinancul posation of resulis ol
operativis. The Company granted Ceram registration pights fo Bhe Dorsons Teoe s mie s Qonimian o b oin the acopaisitiofis and caused
s subsidiacies 1o enter into emphsment agreements with certa o poncpals of the acquired comipanics |

Node &, Property and FEguipment

Property and equipment consist of the followmng

September M),
19% 1995
(e thbournand )
Cosmumuncalions cguipment. o Li57%  §11A82
Fumiture, listures and equipment ... 15018 11437
Leasehold improvements. ... - a7 2
Less accumulated depreciaton ..o (267931 L9100
Nl property and SquIPmET ..o $29.577 Rl
St b Dl
Long-term debt is comprined of the Tnllowing
Scpiember M.
1990 1995
ton Themisands )
Fivel milerest vale ferm e SIn000 $17474
[.c%s = Current partion St L RS L
Long-term debt, bess curment portion .Y UVE IR 1 Pond

The Company Ias 2 revolvimg credi receivable Ginancimg Gailiny which allows the Company B Semmom agamod iy ol ot atos
ey oes aecounts tecen able and certam divect dial kong dotance senvioes sccounts recervable AL Septemiber 30, 1996, the Company had
appeonmately $14 0 millon avarlabhe Sor borrow g and did ned bove any amounts bomowed under this faciliny. A September 50, 1585
the Company did ted have any amounts borrowed under this faclity - Any borrawangs under this Lacihity will bear interest af the praie
rate plus 5% This facility » collateralized by the related accounts recenvable and by sirtially all ot the ot of the Cotnpuany nid
otherw ine pledied as security under other debt agreements This finanomge facility fenmimates on Decemiber 31, 15

The Company s a guarantor ofi a $450 million credit recenable Dancmng L ility for Hillmg Under the terme of the
Transitional Services anid Suhlvase Agreement docusscd Bisrther i fete |5 e U omnigany o proterital Dabality o gaiarantos i oo rorrated
by Billing @t the rate of 1% of the average aniial wubstanding balance At September 30, 1%, Billmg bad S 190 malbon o LTI [T
unider this lacility.  The guaranice arrangemient termrinates on Decomber 31, 198040

I fiscal 1996, the Company entoned into a STO0 milbon equpement Binancing ol with an wterey! rate al Wil
comisercil paper rale, i defined m the agreement, plis 2 TP S anbounts were vutstandmg under ths Facilay 8 Sopom? LR
Ihe agreciment provides for a one-year perwsd darmg which the ©ompany oy Dinance o te SR el 0 equipment icT
pavment ondy basis Upon completion of this perisd in Septerber 1997, the oupstanding: borros ings Wil comiven lo i st FOTI ot
with 207 of the total amount homowed due i cah of the peat five yoars Any amounts ot due ina given sear may be propant e

reborrowed a the Company s discreion. A comemtment foe of $700E was paid in comiizctin with this Facalaty 1t 0 e amommnnd
onver [lve vears.

The Compuny has sanmous fived rafe mtes with miciest rates ranging feoan &0 75%% ton 01 0P ddue tn sorving amaounts 1 i
.i\upm Ml The IWIII;L\'lf\ from fhe paaie of hese ol wire wrsid Bi AL iuirne vertant computer afi] TohoCoamrmtT s A . o1 jiasg nt
and olfice Tumiture, The loans are secmred e the ety acguited swotl e proseeds o sich motes, Cortain of these notos 2
giatanteed by Hilling

Hislinwally, the Company has obdained lnanc g for capital expenditures Mirieh term debt sprecmonts and
aptreemients thet were guaranieed and cnora-collateralioed by the Company and Bdling  FThese debt agrecments wete fopotated |
the strength of Me comsolidated financial statements, carmings and cash How ol the conwilidatad group Mt of thee debt 5y
were secured by the anscts ol all the subepbosics withan the wompalidated prosap e Company has recened Bromm cortam londo



agrecment amcndments of scpurate boan agroements whereby the subicct mdehtedness will be secured by only the Company ‘s ansets. In
other canes, the existing croas puataniors and securiy arrangements hetween the Company and Halling will reman in place o the
duration of the facilay. In this regad, the Company and Billing have agreed 1o pay cach other a credit support foe of 1% of the average
aonual outstanding balance

The credit facilitics discussed sbove contain various restrictions and financial ratio mainienance toquirements | inder one of ity
crodit Lacilitics, the Compamy s required o maintain 2 quaricrh rstio of comolidaied operating income, as defined in the agreement, to
comailidatod Tived charpes of 1.5 1o 1.0, Further, the Company i requised b mamtan a ratio of funded debt, as defined in the agreement
0 total capialization of ot greater than 60%s and total debt 10 1otal capstalization of not greater than 85 Other agreements. require the
Company to maintain cash flow coverage mitios, as deflined in the agreements, ranging between 1.25 and 1 40 and a munmum tangible net
warth ranging between $30.0 millon and $35.0 milhon, Under onc agreement, the Company is prohibited from paying a cash divdend
ot ity comemon sock Cross-default provisions of the Coonpany’s most sypnificant credet Lacities may place the Compuny in default of
such facilitics showld 1 fail s satnty provisions of centam other lan agreements. Under the Company™s most significant credst Lacilimes,
USLID has guaranived the obligations of it subsidiarics. The Company was in compliance with all requared covenants at September 30
1996 and 1995,

Scheduled maturiics for the yoars ending Scptomber 30, 1997 through 2001 are as folkms (n thoussnds)

Year Ending September 30,
[ o ¢ B i Aok M I it T : 2789
g [ S S e e —IH

Notr 7. | eoars

The Company keises certain cquipment and oflice space under operating leanes Kental expemne fos Trscal 190, 1995 and 194,
was $2.5, 526 and $2.3 million, respectively. Future minimum lease payments under non-cancelable operating leases an September 30,
196, are as follows {in thousands )

Year Lndng Seplember 10,
1] Sy 6l
2001 T . 7
Theveadber . 1
Total minimum lease payments.... rallicas : $1.82]

The Company aba beases varous computer and ickecommunications equipment under capital lease asrangements. Future
minamium beane panyments under these capital keanes, fopether with the present value of the net mimmam e payments af Soptember 30,
1996, e $43 7,000 and are due bn varying amounts throuph |99

Mot . Nhace Capitsd

O June |, 1990, she Company was authorired by ity board ol decciors o puichase up be 1IHELINKD shiares ool s amatstanslung
common stock. Shares were purchased from time 1o time on the open market over the coune of the twelve months that began June |
1994 a3 market and other relevant conditions wamranted  During the twelve-month pernd ended May 31, 1995, the Company
purchaved an aggrepate of 267,500 shares ot an average market price of $Y.KJ per share All ol 1hese shares were purchased
sghscquent to July 1, 19900 In November 1994, the Company retired HNLGMND shares of ieasuny sk carmicd @t a el ol 39540 IR
Ihese shiares were feturned fo st ized and unisued shares, In November 1995, the escrow agreement sclisting Lo the Compansy s
scquisition of the kg distance commercial customer buse of @ company in March 1995 and pursiant o which 16,865 shares of the
Compamy's common stack were held in escrow was terminated. Thewe 16,869 shares were retumed o the Compan amd are Beimg
held @5 ticuoury shaivs. Al Scpember 30, 1996, the Company had 204, 101 shares of teasurs stich, camied o cod

(e capital contributions in Fscal 1999 and 199 are from a digector of the Company and repeesent a ettt o cortam
sccuritics matters. Mo canh dividends were pakd on the Coanpany s common stoch durimgg fiscal 190, 1995 o 1994

1




n December 12, 1995, the Hoard of Drecion adopted the 1.5 Long Distance Corp. 1995 Emplayee Restricted Stock Plan (the
"Resiricted Stock Plan”), which provides 6 the anardng of resticied stock o officers and cerun key employees of the Company. An
apprepate of S00,000 shagos of comeon stoch. are reserved for awasds unde the Restricied Stock Plan. The pumber of shares of camimin
stk W e awarded 10 an employee and other terms of the award are detcrmmed by a committee of duinterested persons whe will
administer the Restricted Stock Plan. The Reisicted Stock Plan provides for cortain fesirictions upun the salc of the stock Subsequently.
the Restricted Stock Plan was amended 1o alhw for immediate vosting 3 the discrelon o the commmice, In fiscal 1996, 1 BE(00 shares of
siock were gramted under this plan. Compomatinon cxponse of $551.000 wan recupmaed upon the amortization of deferiod compenatnn
and 1 nchaded i selling, geaeral and admmniiane cxpeme. An addional 314 pullion of compensation expense Wan fecognired o
fiscal 1996 duue 40 the acocieration of vesting of stock grants pursuant k the spin-ofl of Hillmg and s incladed n dwect spm-off costs. Al
Scpscmber 30, 1996, 312,000 shares were availablc fur pranting uender than plan

On Apeil 12, 1996, the Company. upon authorization by 1s Board of Duectors, adupied a Sharcholder Rights Plan ("Rights
Plan") and declared a dividend of one preferred share purchase right on cach share of #s outstandig common sk, The przhts will
become excrcisable il @ person or group acquites 15% or moe of the Company™s common sloch o announces a tender offer, the
consummation of which would resull in ownenship by a penon of group of 15% or mare of the common stock  These nights, which
expire on April 12, 2006, entithe sockholders to buy one: sen-thousandsh of a share of a now scries of paricipating preferred shares at
a purchase price of $90.00 per one ten-thousandth of a preferred share. The Rights Plan wn designed 10 assure that stockhokders
receive fair and cqual ireatment in the cvent of amy proposed taheover o the Camgany

Nowtr 9, Shuch Optings aad Sock Perchuss Warrants

The Compamy has gramied stock options to deecton. emphisees and other alfiliated partics as fidkmy
Number of  Price Kaage of Shirm

Sharoy Unier Uptiva

Outstandmy, Scptember 30, 1991 (IR ke i 1252609

Ml P o e e L R R p R e B e gl (141.054) $12 - 515

il e e eeint i paerisbrs s AL o e T L 657 850 243 - §149

ERCTEREt i i iiasiasssirvbamimi sty Sirrm s i ey 1 A112.386) W - 1243
Ouststanddione, Sepbember 30, 19 1 647009

e L e ey mamihitdan s bt ; 1hS, 2} 201 - $1d0

Gieaded . ; ; | S0 241 - SHRS

FPaerced e B & LA bty el . A470.881) S0 - S04
Outstanding, September 30, 1993 . 1420474

] P | s o A e S e e e ; (665, 144) LM - 5208

Ciramied ... e SR R e TP il -~ 1924, T $29] - SAAN

Foaercnsed Wi, - ; L281.900) 220 - 5308
Outstandimg, Septomber M), 1996 s - iz ol 294130

In conncction with the Augusi 2, 1996 spin-off of Billing. further dicussed in Note 1, the Company effecied a taa-fiee
didribution of 10075 of the commeon stock of Relling ko the Compan) ' wockhoblcns. Immediately prioe s that distribution, [illing, under
its cplyee stoch plams, prantod optiom o perchase Billmg common stock fo cach holder of an outstanding option to purchase shares of
the Company s comman stock wnder the 1S, Long Distance Corp 1990 Employee Stock Option Plan, & amended ("Employee Plan™)
and the 11 5. Long Distance Corp. 1993 Non-Emplos ec Dwector Stock, Oplon Plan (~Dirccsor Plan™), respectively. In connection with the
grant of the Hiling options, the exercine price of the Company’s options was adjusted via a formula adyustinent desipmed b prosery e the
ccommic value of the Compamy s nptms ety mmcdiatcly peie o the dedrsbution | veept for she formuka adpnsment, the terms of
can by o the Commpamy s adpursied option are sulstantially the sume s thrse i effect prw o the destribution. The per share exercise price of
the Comnpany’s options was adiusicd based on the relative fair market values of the underlying common stock of cach ol the o
companics, of by a Gacior of 25.9%. The fair markcl value per share of commaon stock of cach company was defined an the average of the
Last sabes price per share of that commmon stock on the Nasdag National Masket system for cach of the ten consecutive trding days

mmcdiatehy subroyuent W the date of distrihution

Stoch optivms o purchase an aggregate of 117,500 shares were outstanding af Scptemiber 30, 1996, were gramed outside of ons
plan and are exercinable at prices ranging from $4.38 to $6.38 at varying dates through Augusi 23, 2002. Stack options 1o purchase an
wﬂﬂ.ﬂﬂﬂ“muﬂuwm 199, were gramicd under the provisions of the [hrector Plan and are
excrcisahle ot prices ranging from $2.78 to $4.76 per share The Direcior Plan options have cetan vesting requincments amd espire J
vanvmp datcs theough Fobmaary 28, 2000 Thete were 115,000 shares remamving fo he nsied under the Daector Pl sl Seplemiber 3,

i
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1996, Sinck aptions 1 purchase an agpeegete f 212200 thaicy werr oubslandemg #t Seplewmber 30, 1996, were granted usler the
provsions of the | mphmee Plan, smd ar cvercmable of guies fanging from $0.39 to S5.48 per share. The Employee Plan optons, which
have CeTLin volmg TryuNements, capere 8 varying daies thiowgh Augus 22, 2002, The Employer Plan provides for the graiuag of
incemtive stock options and mengualified stock options. As of September 30, 1996, there were 790,515 shares remaining W be nsued
wnder the Employee Plan. Options jo purchase 2 total of 1,031,388, 756,924 and 610,792 shares of comisomn stoch were excronsable under
sl plans st Scptember 30, 1996, 1995 and 1994, ropecinely.

The excess of the market value of the common stock on the date granied over the excrone pice of such options fesults
compensation expoase o the Compay over the vesling period. Appronimately $145.000, $255,000 and $220,000 of compensation
expeme was recognized by the Company during fiscal 1996, 1995 and 1994, rospectively. There were no deferred compensation costs
netied against additional paid-in capitsl st September 10, 1996 while $145,000 was ietted agamst paid-in capital al Sepiember 30, 9t

Slock warmanis to purchase 469,741 shares of common stock were outstandng 8 Scptember 30, 1995 These warrants were
isssed in connection with the sale of the senior suboedusated notes in July 1991 and were cuercisshle @t 3001 poy share. Warrants 1
perchase 469,741 and 608459 shares of common sick were exercned in fical 1996 and 1995, respectively. There were ne such
warranis exercined in fincal 1994, There were no such sick purchine wasrants outstandmg at Scptember 30, | 996

In addition, the Company has granicd wamamts so purchase 225,000 shares of common stock, pursuant 10 o
sciccommnications scrvice agreements. The exercine price of the wamants was cqual o the market value of the Company’s commn
stock on the dute of prant. Purssant to tie spin-ofl of Hillng, the excrone price assogiated with those wamants was adisted 10 $3 24 per
share. The warrants voul ralably over ihe coliract poiad

Nate 10, income Tovn
The income tan benefit is comprined of the following:
Y car Ended Sepdcimier .
1924 s 1™
i thowusnds
Corrent ... ’ e e e L o e e e e £ ln 2574 S 19eS

The income tax benefit for fhcal 1996, 1995 and 1994 differs (rom the amount compuied by applymp the satutony loderal
income tax rate of 35%% for fiscal 1996 and 1995 and 34%. for fiscal 1994 4 ks from continuing operations before tanes. The reasns foe

thewr differonces were an Bollows:

Ycar Ended Sepiembey 9,
19% 1995
i fhonummnds)
Computed ncome tax benefll i SEaUbNy Fe ... .....oooocencriminns ool 55,985 s9n S1Lmm
Increases (reduciions ) i taves resuiting from:
S e e b P S R R PR i 301) (AL ] (185)
Amartization of asset valuations n excess of fan ... AL At Lol 98) (165) (12
Non-deductible expenses relsed bospim-ofl . 12455) i 0

M



The tax effect of significant lemporary differemes, whah comprne the deforred tan avsets and liakwinics, are o follows

Scptember 39,

19% 1

(0 thowmands)

Iicferrod Lax assets: R :
e = ael LA . BE
Tistal pross deforred fan ansets ... 3 Pt g e P et A1 ) . 1173 KE

Deterred tan Iasbilitres:

Tan, depreciation and amortization @ excess of book A LB mi {2.588) (2915)
Prepaid expemses ... i : (262)  (2X)
()~ P e i A e S R R 0T Q2
Total gross deforred tan Babillhes oo =l (322%) QA1
Nt delormed tas buabelary . S R e : o § (52 s2Eh

i Company has been potificd by the Internal Revenue Service (“IRS ) that a fiscal 1992 transaction between a whelly omned
fawcign subnidiary (Mega Phes Disbng. loc ) and s 115 suinidiary (Hilling, formerly Zero Plus Dialing, Inc ) o proposec = 5 ticated
differemtly by the IRS than oniginally characteviacd by the Connpany The TRS distract office has isued a repont that proposed an
avcsment of taxes, pemaliics and mbene, The asevsment hins boen appealed t the appellae diveson ol the IRS  The Company anad its
1ax coumsel belicve the posaibibity that the IRS will prevard m ths malier i romaote Consequently, no acorual bog this gestentol Labulity o
amy awocialed taxes, interesl of penaltics has been made.  Management of the Company docs not anticipate this mes = < 0 have @
matcrial imguact on the Companry's Tisancial position or rewhs of eperatons

During fiscal 1996, the Company incurred expenses related 1o the spm-off of Hillng. Under federal mcosne S NP
incurred for effecting a corporale reongamization are non-deductible capital expenditurcs. Approvamately $740 il = e spimeolt
expoiics were desermined 10 be non-deductrble, resulting in a feduction of the income tax benefit of approximately $2 % = on

During fiscal 1996, the Company recognized a tay gam related to the hguidation of its wholly owmed foreics - = diany, Meea
Mlus Dialmg. Inc. (MPIN) The gain arove in conjunction w th the redemption of common and preferred shares vt B0 - <id by MPIH
The Company paid Canadian foderal taxes fotaling US 33 3 million on the gam. This tax payment peneraled a fores 0 creda for U8 0
foderal imcome tax purposes ogual o this amous

forée 1. Bruefit Fioas

The Company adopied the 115, Long Distance Corp. 4011k ) Retwement Plan ("Retnement Plan”) eiled sy 1, (el
Participation in the Retrement Plan is offered o eligible emphiyers of the Company or st wohsdianes eneralls mphmees of the
Company of its sbwidiarics who are 21 years of age and who have completed one year of service duting which thes « cacid it feast |80
hours are eligible For participation in the Retiremont Plan

The Retieement Plan is a defined contribution plan which allows participants to make solantary salary d<0cm 0 contributions, o

a pretax basis, of between 1% and 15% of their compemation i the form of voluntary payrol] deductions up © L4 FTNTT T T s
slatitorily detomined. In fincal 1996, the Company made matching contributons of e of the firsd 17w oo the po= o =il s contebntan
In fiscal 1995 and 1994, the Company made maiching contrinitions at a percentage determincd annually ol 2¢ the first 07w ool the
participant’s contrbution,  The Company may, from time W time, make addmonal decretwonan contrib. o s retonan
contribations were made in fiscal 1996 or 1995 During fiscal 1994, a discretionany contrsbution m the amount ©© = oronamately 51000
was made. During flscal 1996, 1995 and 1994, the Company's contributions Btaled appeox imatcly SIn2 e W) and STUN OO,

The Compamy adopied the 1S Long Distance Corp. Faecutive Compensation Dedenral Plan €1 ves o Plan) and the TS
Long Drstance Corp. Dwestor Compensation Defessal Plan (C“Theector Plan®), effective Jamean 1. 194 10 tain in the | wevutive
Plan is offored b seleciod cmphvoes oucegn g managcment pusilions who are defermined by the Compan; sl ol dicotias, Inom
time 1o time, 10 be gligible 10 paticpate i the Eacoutive Plan Parcpation i the Theector PFlan s offercd 00 o daduals accupying a
postion an an outside dwechor,  The Excoutive and Darector Plans are delined comrbatim plams whch pros ot o ot ipants nuy
miahe solumtary comiributions, on a peetax bases, of between 1% and |00° of thes chgible compensatmn 1inder i | ooomtne Pl the
Company made matching contrbsstmns egual i the kesser of P of 3 paricapanit s contribubions of an amoant deterim e d I o femnla
established by the plan. Maiching contributins under the Dhrectin Plan were 11% of the particopant’s contohubons The ©aangun b
the right 10 make matching contributions of 2 difforent amuum or no contributiom, wnder both plans - Duginge Tiscal [0 09s anad 194,
the Company comtributed $ 114,000, SX7.000 and $60,000 1o the Executive an and STE 000, 8150000 gy Sa s so e Director "lan,
respecinely,

15




Additionally, the Company adopied the 1185 Long Dvitance Corp Daccutine Qualified Doabulits s 0 an™),
elfective January 1, 194, The Disability Plan prosades lonp-term disabiliny. benefits fir coan emphinees avoupn ment
pemitionns through disability msurance coverage purchased by the Company and through Company funded payments o ten i

Disabaliy Plan are prosded dwectly by the Company based on definitions. contained i the msurance policocs

The LLS Lomg Distance Corp, Dmplosce Stk Parchose Plan iihe ©FSPE S whin b was establishod inder 1,

of Sectiom 423 of the Intermal Revenue Code of 1986, a5 aniended. becamie elfective Jubs 1, 1995 The TSPP enables b
have completed at Ieast siv months of continuous service with the Company o parchiae shares ol the Comnpans '« v b g

15% discount through voluntary pavioll deductions

Mot 12, Bestruciuring Oharges

In the fourth quaner of fiscal 1996, the Company recorded restructinine charges of 32 K milhon These restru.
include cosds associated with consolidating customer service, oredit and collection and other support functions, vacatin,
facilitics, termunating certain marketing contracts, wiitmg down evcess sty and providiong weserance payments

Noir 13, Relaied Party Tramactions

For purposes of governmg certain onguing relationships between the Compuny and Pillmg after the spin-ofl and
an orderhy ransition, the Company and Hilling have entered into certam aprecments Such agreements include (0t
Apreement, providing Jor, among other things, the spa-oll and the divisson betaven the Company and e ol & i .
Teabilitecs and materuad indeminilication peos s, () the Pemefits Plans and Fophosment Matters Allocalsim Aprevi &t
certain allocations of responsibilitics. with tespect 10 benetit plans, employee compenisation, amd L and emplos ment v the
Tax Shaning Agreement pursusant 1o which the Company and Billing agreed to allocate tay Tubalities that relate to perist: o Lafter
the Ddiatribation Date; (iv) the Tramsitinal Senvoes and Sublease Apreement puescant B which will prosside et i
sempurany bases and sublease certain office space to Billmg and Billing will proside certam servioes b the Company on o 1
iv)the Zero Plus-fero Miws Billing and Information. Management Services Agreement and the One-Plhas Billing
Marzement Services Aprocmiont pasiant fo which Hillng woll pros e bnlling chearsmgbanne and mlormatim manago i
the Comnpany for an mitial persod of three years. aml v the Telecommuoncannm Aproement parsuat 1o which 1 iy W

provade Jong devtance felecommumicabions scivices to Billing e an nibal persd o thtee vears, sl (viidthe Lo daaliteast
whereby the Company and Billing agree Lo juy certam iisigze clianges 1 the atention of the Company and Willing thae aitiaial
Service anid Subloase Apreement. the Zere Pl Acto S Billing and Inbormeten Sanapement Services Aprcenion i P
Iallmg And Information Maagcment Services Apteement, the Felocommuricatt o Agteement, and the Teaae A reflent
terms and condiions sumilar o s that wonkd have been arrnved ot by mdependent paries bargaimimg at arm’s fen gt rthere
can be pi assurances that such agreciments ane on fors at beast o Sovotable as conld fuse beon obitsined from ueattlated | 1

T wsenpany aiid Bl Ahoare a commion madin il oo thier Bivanads oof directons. Dheredome, thie comipamms a0 detied
pickated prartoes fon Dioamesal dva beuie purposes At Septembor 300 196 and 1995, the Company had scootnts teceinvatie © Hilling
of 1.3 mullion and $242.000, g5 well a5 notes recen able of 81 0 mullbon and 30, respectivels . In addition, the © ompans § (aRimts
pavable 1o Balling of $1.0 miblon and $1 0 million 3t September 300 1996 and 1905 a5 well an mtercompans pasable of 00 5170
million, respectivels. Operating revenues from Willing weee 856 million, 817 mulhon and $5924 06080 for the seas emded = omber
M, My, 1SS and 1P, pespostinels . Diporating xjpoises polatedd g Blbene were %5 5 minllom, 55 3 mlliom o 5% 3 e

sears ended September 30, 1900, 19905 amd 19995 fespectively

Fromn fimie fo lune, the Compani b Bisaticd B om o odherwise onaed ameints frosn certain officers asid dire f the
Company The highest amount oatanding of s snoes Be ollioess amd dncctons duramg G al PR and 1995 s 8717 000 ol <00 R
pespectively The damount oatatanding s Septomber W0 190 and 1905 was ST 000 a0 S2 L1000 pespectivels

Midr 14 4 oammitmernis amd 0 oalmgonoies

The Company s mvobved m vanious e legal actions and repulaton proceedimgs ansing n the ondinany coune of © ;
The Company belieses o s unfikely that the Genal outcome of any of ihe el or proscedmes fe which the Compans oo pars w0l
biase a material aebverse effect sm thwe Compans ™ Diraric sl posiisin aof fesalts o sgeeratons, e ever, dbue W the mbiorent socertanils o
Itigatmmi, theie o an by e assatance that the resoliaton of ans potioulat ©lasm i pros eeding woukd naot have a material slvere o

the Conpansy™s results of operatims for the Tiscal perisd in which such pesoluthon ocoumed

The Company i obligated o pay @ moosam of appeosenatels S0 million davmge Goaal TPI7 T oeagee changes isbion o
aptecments with cortam gt distance carmiers  Lhe oo antipotios exoondimg e mrimmm g sislmes wotl these sendoe
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Mode 15, Hepeletory Matten
Halled Parn Proforomy

An b under comideration by the Federal Communications Commission (the SRCCT) currently is termed Thlled Parts
Prefercnce (B0 This term refers to @ concept m which any kong distance call piitside the local telephune company's calling st
cartwed fromn o publicly available telephone, would be completed over the hoge adistanie carnier nctwatk ol the hilled pany’s eyl
enpreeid peetcrcmoe Thin woubd be acommphished thimigh o loa al telephone comuny dalabuane syl it seomihd muatch cvers callie
vard and Ickphene number 1o a preferred kg distance company and then dhreet all calls accordingly 1o Apal 1992, the FUU tentatn ch
propsed adopting BIF. Dunng the summer of 1992, comments from kocal tekephone companics, long distance camiers and viher madustry
participants revealad that the oot of mprng PP could be m evoess of $1.0 billkn and could require hundreds of molloos of dhisllars
cach vear to support its operation. The majormy of these commentors were i oppusition o the mnplementation of BPE Commentors
ke < bear that many technical mpodmments remam to full deplosment of WA € Whet coamentin ¢Lamed that no technokigy cands that
couk) maphement BPP without making call processing sipnificantly less convenien for many operator services calls, particularhy thene

fogquaning a lne opetatin.

In Auzed 1993, midhstry mombers reyponded 1o amimisasen Purttier Notice of Proposed Bulemabang  The ©aimminsion biad
sentatnedy o haded, Bunad upen therr calkiulation of related cost nlormiation previowsdy subnutied by sdustry memberns that the
petential benelits of a BRI system appeared 1o outwergh ity conts, although the Commussion adimtted the G ial data i waed o its stady
coukl by outdaied. Once again, mdustry panticpants were Tesoundngly opposcd 1 the Commission's proposal, g ludmge ATLRT and
mord ol the Repional Hell Operating Companies (the “RBOCS™1 Tordate, the TOU has taken ney furthicn ool

1 sanch 4 system were miplemented sucoesstully, the ugue nurkel niche o ageralin srnioes o ber presubscriphon, such an
that ot the Company, woukd be rendered vimually meflecnal, as an owner of publicly available telophanes woukl be unsble o duoct
operator assisted calh over the network of such owner's desired cammier In any event, kcal teleptione companies have mdicated that, if o
dirccted. approvimately two To four years winikd be required 1o reconfipure their networks fo HIFs specifications. Thus, while Wi
remains viable, the Company belicves that s not likely to be implemented in the near lerm

On March 9, 1995, the FCC requested mdintry comment on two propesals i had revently tecenved relative 1o the BPP
proceedmg. In an ex-parte petithn, the National Assocnion of Atomes s General (“NAAGT) suggested that the FOC modhifs it
current brandmg requirement such that operator service pros iders (O8I ) would be required to announce at the beginnmg of cach
call more specific iformation for obaming access to aliormate camen (e “NAAU Petibon” ) Another petition liled by a coalibon
of inadistey members, mclundimg maost of the RIFOC,, o compelifive access prn whers, the Amenican Publc Communiations Uil
AR amd the Competmive Telecommumcatoon Assiviation 171 wnnp Lol ) recommended that the FEU mipsane cottam Lt
theeshokds Tor micrstate operator assited scrvices, which the 100 would presuttic to be reaatable, and any OSE electing o charge
rates higher than such threshold would be required to first prove to the L that such rates are jushified based upon the underly iy
comts of the service (the “APCC Rate Cap Proposal™) The NAAG Petition was proposed (o tenais i ellect unhil such bme that BE
is adopted and Tulls mplemented, The AL Hate Cap Proposal was propaoscd o obyiate the peed to consider any Turther sl
repandmy WY

Subsequently. m hme 1990, the FOC msued o second Fusther Notice of Progosed Rulemabang (SENFRM) 0 thes
proveeding In it the FOC proposed adopting a rule which would requite opscrator sers e pros ilers 1o announce the rates Bl certam
calls 1o the billed pany prioe to connecting the call, thereby allowing thie bl panty fo disconncet siech call witheat e urrmg and
s anted sharpes  In Seplember, e TOC released its seoniil Regquest Lise & oiient i the %) SEPRM soliciting toubinical amd ather
admmsirative detars 10 suppart the proposed announcemenl Teguienicnt Aot wotmentors sbjected to the dicrminatons nature of
the proposal, which would have some carmicrs anmouncing rales while others would not 11 any of these proposals are adopied by the
FOC, the Compamy s operator service iraflic could be pegabivel allecied

A Erinlarnien

O Februany %, 1996, President Climton signed the Teleconmunis atws Act of 1996 it laiw  The new law allows the
RIS 1o petition their respestive “in-region” stale regulatory agencics o sech authoety from FCC T allow the applicant KIMKS 1o
proande bong distance services 1o obtan this authority, each state agency 18 roquired to certily fo the F01 that the applcant RIUW
has satistied a begstative “checklist™ that outhines the steps requaed foe an RIOC o apen ity netwank o competition on a kcal bais
Lhcse sieprs e hinde the prowvision of competilive petwink mterconnection, unbundled aoocss b petwasth eloments and vther necessany
aueess to podes, ducts, conduts and nghts-of-way. Furthermae, apphicant RISOCs must prossbe pon-decnmnatony aceess b white
pages Istings and selephone number assignments. Apphicant KOs must provide local number portabibity, il dialing parity and
vl wrviee sesake The TUC 1 seuired to comsuh with the epatment of Tustace €007 ) pee st i ddelermuning b an applicant
R cnitey b the lomp distance busimess violates any anli-tras stabands thie DO cotinaders apgtogieale Ninety dass attor
seccnvme sk an apphoatin, the 1OU is sequied torendec s decrion KIKK s are teapuiredd te wstablish wparate subsidianes

VT




through which they could first offler in-region long distance scrvices.  RIROCs may provide out-af-tegeon long ditance scrvices
subgect bo exiiing laws and regulations govermng lorg Gtande Commun icatans.

To date. po RBOC has reguested anthonity o io-rogem mndetLATA authority, because the provisins set forth above have
nol been satisficd by any RBOC Hlowever, mans entities have reached imerconnccton agreements il RINOCs 1o date, wcloding
the Compans, and many staics have sdopied rules poverning local competition. Bt i reavonable o expect that the comditions for
RBOC cntry will be met in the near futwre, and camens i the imerLATA long ditance business today, such as the Company . will

Tevues PR B

in a Final Order released in Docket 10127 on April 12, 1993, the Tenas Public Unliry Commission (“PLUCT) adopted new
regulations governing the method by which istereachange camiers (“IXCx™) sach an the Company caloulate intrastate access chatees
paid to local selephone companies. These new rules sequired an ndopendent auhton’s 1esiew and approval of an INC™s mcthodubepy
of defermining is own intrastale access inage An independont suddt by an accounting firm senified that the Company s process of
cabculating I is reasonable and satntically valad and, as such, no addaional PR or billing adjustments are required

Kegulotory Rate Procondegs

During the course of normal opcrations, a regulsted company may a any time come under specific scrutiny with segand to
any of its ratcs, terms or conditions by which such service s rendered by the state of federal repubatory aponcy charged with such
oversight respomsibility, or by an sitorney general or other perndctional consumer officials I sxch cases, & regulated company can
be required to, among other things, provide cont justification for the charges it smposes on some of all of s services. o 1o aklres
perocived consumer imcquitics.  ARer review of such ntification, the regulatory apency pencrally has the authuriy fo roquire 4
caTict 1o modify the process by which such services aice tendered of to effect changes W s applicable rale structure Consumect
officials and stomeys gencral can pursie civil action i their concemms are nol adequately addressed by the carrier. The Company
operates in several jurndictions in wivich its tariffs or services may, from time to time, fall under such scrutmy ot the decretnn of the
goveming regulsiory agency or other officials. The Company could therelore be required, as 3 revalt of such an investigalion and
subscquent proceeding. o implement changes in its rale strochare, which coukd whimately affect ity revenues The Company canmt
predict whether of nol any such reguirement may be inpancil i any parxulas jursdicion
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PART M
ITEM 0. INRECTORS AND EXECUTIVE OFF b ¢ &y OF THE COMPANY
The information roquired by this #om i i sepvesied heremn by selerence from the lormation under e captons “Election of
Directors™ (Beems | on prony ), “Management - Dwevtors and Eacculive Officens,” and “Section 1da) Reportiog” of the Companmy’s
definitive prosy statement to be filed pursuant 0 Repulaon 14A with the Securitics and Fxchange Cosmeminaien relating o its Annual
Meeting of Stockholdoers to be hekd on Febraary 29, 1997 (the “[Definitive Frony Stasement )
ITEM 10, EXECUTIVE COMPENSATION

The mformation roquired by this dem is incorporaied bevein by releronce from the informalion under the caplion "~ Managemen! -
Commitices. Mectings and Compensation of the Hoard of Directon - Daecions’ Fees™ and from the mbonmtnm under the caplun
“Executive Compemation” of the Compamy’s Definitive Frowy Siatement

IVEM 0L SECURITY OWNERSHIP (F CERTAIN BENEFICIAL
(WNERS AND MANAGEMENT

The information required by this item is incorporated herein by reference from the information under the captin “Voting
Securitics and Principal Stockholders™ of the Company s | efinfive Froay Statemont.

STEM 13 CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The information required by this ilem is incorporated herein by reference from the mioemation umdet the capluw “Cerlam
Transactions™ of the Company™s Defimitive Frony Statemont
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PART IV

TEM 6. EXHIBITS. FINANCIAL STATEMENT SCHEDULES
AND REPNORTS ON FORM 8-

1) Ity ke i Pewrt of Ruport
I. Financial Statcments:

The comsolideted fimancial ststements of the Company and the relaicd repon of the Compamy's independent public
accommiants theroon have beew filed wader form 8 hereod.

2 Financial Stabement Schedules:

The fullowing fissncial statement sclucdube and the report of isdependent public accountants theroom e inchuded m this
m#h”“MﬁMHMmﬁ-h-ﬁhhﬂmmmﬂh
Sevmrilics and Eachutge Commiseion have been omitted becane such schodules are nut regaured under the related mnstructions
o are inapplicable or because the information requited b inchuded i the Comalindated Fmancial Statemnents of fotes thereto

S Pagx
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REPORT o BEPENDENT PUBLIC ACCDUNTANTS

To e Bosd of Dvecon and Ssockbolders of
LS. Long Dintance Corp.:

We have audibcd, i acoordance with goncrally accepied suditmg standards. the consolidaiod financial ssaements of U5 Long
Drstance Corp. and subsidiarics and have issued our repont thereon daled November 14, 1996, Our sudit was made for the purpine of
forming 2 opiion on the basic financial siatements taken & 8 whole, Schedule 1 is the reypomibality of the Compamy’s managcmen!
and is presemied for purposes of complying with the Securitics and Exchange Commizsion’s rules and is ot part of the basc finane .l
stalements. This schedule has been suljected 1o the auditing procedurcs apphied in the audit of the basic financial satersents and, m our
apinion, fairty satcs in all mascrial respects the fimancial deta required fo be st forsh therein in relation 1o the have financial stafcmoents
taken s 2 whele.

ARTHUR Axts ks LLP

San Amionin, Tenas
Movember 14, 1996




Flseal ngiasiagel  Cosle and
Yox Pocid Engaaiy
1984  Allowance for doubifel scoounts 2061 $5.09%
1995 Allowance for doubtfiel accounts 229 16,231
1996  Allowsnce for doulaiel sccontl s 4.8

$1.2%
$1.918
12,519




- Exhibats:

The exlubity bated hebow are filed as pant of of incorporsted by neference an this report. Where < i b made ba
mcorporation by reference lo a previoundy filed document, such document s identified m parentheses Sev o0 ey ol e
nchuded with the exwbwts Fiied o part of this repont.

Plggey Uil

i Restated Uertificate of Incorporation ©F iked berewith )

3.2 Dylaws, s amended (Filed herewith)

4.1 Form of Cenificale Evidencing Comumon Siock {Filed herewith)

42 Amcnded Letter Agrecemcnl datesd Acbober 6, 1992, by and betwesn Communications cntra Long
Ihstance Corp. and 1.5, Long Distance, Inc. (Exhubit 4 7 1o Amendment No. 1 lo Registration 20000 o & om
8-3, SEC File No. 33-71228, dated November 23, 1991) as amended by Letter Agreemicnl date: - ok
{Exhibit 4.7 to Scpsember 30, 1995, Form 10-K ) and 2 amended by Letter Agreement dated Aug. aboy 1l
herewith)

43 Aprecment dated March 23, 1993 by and between Pastel Northwest, Inc.. 1S Loap Distance (o 5 Long
Distance, inc., s amended by Agreement daled August 21, 1995 (Exhibit 4 8 to Sepicmber 30, | e 10K
mnd s smended by Addendum No. 3 1o Telecommunicatons Scrvices Agreement dated §ebruae sy i1 abesd
herewith)

44 Rights Agrecment by and between the Company and U5 Trust Company of Texas, NA - date [siir
(Exhibie 4.1 %0 Form B-K filed April 17, 19%%)

10.1 Amended and Restated Employmcnt Agrecmen dated November 1, 199, by and between the o wiad Parris
H. Holmes, i, (Exhibit 10,2 10 September 30, 1993, Form 10-K) & amendad by the Find Amionds vmenmded
and Kestated Employment Agreement dated Januany 3, 1995 and Second Amendment to Amicr ! Restaicd
Employment Agrecment. dated Nosember 15, 1995 (Exhibit 102 to Scptember 30, 1994, § b ) and
.ﬁm Regarding Vesting and Adprviment of Siock Oplioms, dabed June 25, 1996, v o seen the

Company, Billing Information Concepts Corp. and Pasiis HL Holmes, Jr (1 1led herew ith)

n2 Amended aned Restated Emplinment Agreement, dated November 1, 1993, by amd between the i il |ty
M. James as amended by First Amendment 1o Amended and Restated Employment Agecement &0 0 ary
1995 and Second Amendment 1 Amended and Restated Employment dated November 15 1995, 000 © Creement
Regarding Vesting and Adjusimen of Stock Optums, daied June 25, 1996, by and between the Lor Hilling
Information Concepls Corp. and Lary M. James (Fiked berewith)

i3 Amended and Restaied Employmemt Agreement, dated June 25, 1996, by and betwreen the Comparns v Ambie
Long and Agreememt Regandmg Viesimg and Adpedment of Sock Oplions, daied June 25, 1400, | et
the Company, Billing Information Concepts Corp and W Audie Long (Fileild berew ath)

(LE] Form of Lmployiest Agicement by and betw cen the Company and ity Vice Fresidents (Exhbu 104 1o Scptomber
10, 1993, Form 10-k)

105 1990 Employee Stock Option 1'ln. 2 sssended (F iled herewith)

(1T Fowm o Option Agreemcnt v and between the Company and ats Emplosees, Under the Employee Stoce Oplion
Plan (Lahibiz 108 o Sepiember 30, 1992, Form 10-K)

m7 Form of Mock Option Agreement for Daectons, ey Emphoyoes and Advisies ol LS Lonag [hstanie Lo | ahaba
414 1o Regitration Statement on Form S-8, SEC File No 1341019, dated June 8, 1991)

K ot of Stock Option Apreement bin Key Employees of 1S Long Istanie Corp. (Eakiba 415 0 Begotratnn

Statement on Form 58, SEC Vile Mo 331-40009, dated June &, 1991 )
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Amcnded and Restated Losn and Sevwrm Lgmmnent dated May 22, 1991, by and betwoen £eo Plus Dialng, Inc
(ourremtly Falhng Mfoemation Casepes, Ins 1 1 5 Long Ditance Corp and 115 Long Divtance, Inc. and Hell
Atlantic TriCon Leasing Corposatiom (“Bcll Atlantic™ ) fcueronthy VNG WA Capital Corporateon) (Exhibit 11 1o
September 30, 1991, Form 10-K) and related Revolvng Credn Note dated May 24, 1991, Term Note dated June
1992, Corporate Guarantics datcd May 24, 1991, and Fird Amendment and Juinder 80 Amended amd Restated 1oan
and Security Agreement dated December 17, 1992 (Exhibit 10.9 W Scptember 30, 1992, Form 10-K)

Secund Amendment 1o Amended and Restated |Loan and Security Agreement dated Apeil 2, 1993 by and between
Zeto Pl Dialing. Inc. (comemly Hiling Information Concepts, loc ). US. Long [dstance Corp, LS. Lung
Distance, Inc., U.S. Billing. Inc. and Bell Atlantic {currently FINOWVA Capital Corporation) (Exhibit 1011 to
September 30, 1993, Form 10-K)

Third Amendment i Amended and Rostated 1oan and Security Agreement dated October |, 1993 by and between
Zero Pus Diating, Inc. (curvently Hilling Information Comcepts, Inc ). 1S Long Distance Corp. US. Long
Distance, Inc., 1S, Billimg, Inc. and Hell Atlantic (currontly FINOVA Capnal Corporation) (Ixhiba 10,12 10
September 30, 1993, Form 10-K)

Fourth Amendment to Amended and Restated Loan and Security Agreement dated October |, 1993 by and between
Zero Pus Dishing. Inc. (currently Hulling Information Concepts, Inc ), US. Long Distance Corp, US. Long
Distance, Inc., 1S, Billing, Inc. and Bell Atlantic (comemtly FINOVA Capaal Corporation) (Exhibit 10013 1
Scpiember 30, 1993, Form 10-K)

Fifth Amendment 1o Amended and Kestated Loan and Sccurity Agreement dased November 10, 1993 by and
between Zero Plus Dialing. lnc. (cummemtly Billing Information Concepts, Ing.). US. Long Dhstance Corp, IS
Long Distance, lac., US. Billmg. Inc. USLD Acquisiion Corp dbhia Telecom West, Inc, 518
Telecommunications, Inc. and Bell Atlantic (currently FINOVA Capital Corporation) (Exhibat 1014 1o Sepiember
30, 1993, Form 10-K)

Siath Amcndment o Amended and Restated Loan and Scourity Agreement dated December 7, 1993 by and
between Zero Plus Dialing, Inc. (currently Billing Information Concepls, Inc.). U.S. Long Divance Corp, 175
Long Distance, bac., U.S. Billing. Iac., USLD Acquisition Corp., S15 Telecommunications, Inc. and Bell Atlantic
{currently FINOVA Capital Corporation) (Exhibit 10,16 to September 30, 1994, Form 10-K)

Scventh Amendmen! 0 Amended and Restasted Loan and Secunly Agreemend dated March 17, 1994 by and
hetween Zevo Phes Dialing, Inc. (currently Billing Information Concepts. Inc.), i1.S. Long Distance Corp, US
L.ong Distance, Inc., U.5. Billing, Inc.. USLD Acquisition Corp., California Acquisition Corp., Telecom Acquisitior
Corp.. 518 Telecommunications, Inc . Fnhanced Services Hhllmg. Inc and Bell Atlantic (currently FINOVA Capital

Corporation ) { Exhibit 1017 so September 30, 1994, Formn 10-K)

Letter Agreememt dated December 2, 1993 by and between Hicll Atlantic (carmently FINOVA Capatal Corporation)
and U.S. Long Distance Corp. (Exkibit 10.15 1o September 30, 1993, Form 10:-K)

{Miice |.cane Agreement dated Scptomber 29, 1988, by and between LIS Long Distance, Inc. amd Nowbn Buildmg
Partncrsbip, 1.0d., as amended (Exhibit 1010 to Seplember 30, 1992, Form 10-K)

Agreement of Lease dated September |, 1992, by and between LS Long Distance, Inc. and Multi-Employer
Property Trust (Exhibit 10,13 to September 30, 1992, Form 10-K)

1 oan and Sccurdy Agrecmicnt dated July 25, 1991, by and between Huyer Acquisition Conporatsm (NTX) and Bell
Atlantic (currently FINOVA Capital Corporation) (Exhibn 10,03 w September 30, 1991, Form 10-K) and relaed
Revolving Credid Note, Term Note, Subordmation Apreement and Uorporation Guaranties dated July 25, 1991
(Exhibit 10,14 1o September 30, 1992, Form 10-K)

Voan and Sccurily Agieveicnl Nos 2800, 2881, 28B4 and 2888 by and between S Long Dhatance Corp and
Chaster Fanancial, Inc. deted August 29, 1996 (Fiked hereweh )

WOMA and Term WOMA Loan and Scounty Agreement No. 9608140801 by and between LS. Long Ihstance,
Inc. and Merrill Lynch Business Financial Scrvices Ine i*Mermill Lynch™), dated a5 of August 21, 1996, as amended
by lettcr agivement dated November 5, 199, and Term WEMA e, dased Aupnst 21, 1996, made by 115 Lang
Distance, Inc. and payable 1o Mernill Lynch (Filed herewith)
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Operator Ser ices Agreement by and between the Company and o-F ive Corp., dated Septemsher 16, 1993 (Exhiba
10.33 o Scptember 30, 1993, Form 10-K), a5 amended by Amendment 1o Operalos Services Agreement dated
Aunguu 31, 1995 (Filed herewith)

1993 Non-Emplovee Disecior Plan of U5, Long Distance Corp, (Filed herew ith)

Form of Dwoctor Option Agreessent by and hetween the Company and Non-Employ ve Directors (Filed herewith)

Form of Diecior For Option Agreement by and betweon the Company and Nun-Emplovee Drectons (Filed
herewith)

U.S. Long Distance Corp. Excoutive Oualificd Disabilily Mlan (Exhibd 1042 1o Seplember 30, 1994, Form 10-k)

US. Long Distance Corp. Exccutive Compensation Deferral Plan, Restated Effective December 12, 1995 (Filed
herewith)

US. Long Ddstance Corp. Dirccior Compensation Deferral Plan, Restated Effective Decemper 19, 1995 (Hiled
herewith)

1.5, Long Distance Corp. Employee Stock Purchase Plan {Exhibit 10,44 10 Scpiember 30, 1995, Form 10-k)
LS. Long Dvaance Corp. Restricied Stock Plan (Exhibit 10.45 10 Septemiber 30, 1995, Form 10-K)

Merrill Lynch Special Projotype [efined Contribution Plan and Adoption Agrecment for Memill Lynch Special
Prototype Defined Comtribution Flan (401(k) Plan) (Filed herewith)

Dvstribation Agreemsent dated as of July 10, 1996 hetween the Company and Billing Information Concepts Corp
(Exhibit 10.1 10 Form 8-K filed Augunt 2, 1996)

Benefit Plans and Employment Matters Allocation Agreement dated as of July 10, 1996 between the Company and
Hallmg Information Concepts Corp. (Fxhibit 102 10 Form £-K fiked August 2, 1996)

Tax Sharmg Agreement dated m of July 10, 1996 hetween the Company and Billng Informatkm Concepls Corp
(Exhibit 10.3 to Form B-K filed August 2, 199%)

Transitional Services and Sublesse Agreement dated as of July 10, 1996 between the Company and Billing
Information Comcepts Conp. (Exhibit 104 1o Form 8-K filed August 2. 1996)

Zero Plus-Zevo Minus Billiag and Information Management Services Agreement dated as of July 10, 1996 between
the Company and Billing Information Concepts Corp. (Exhibit 10.5 10 Form 8-K filed Aupus 2, 1996)

Tekecommunications Agreement dated o of July 10, 1996 between the Company and Billing Information Concepts
Corp. (Exhibit 106 to Form B-K fiked August 2, 19%0)

Statement regarding computation of per share camings {Fiked herewith)
Subvsidiaries of the Company (Filed herewigh)

Consent of Aribr Andersen LLE (Filed herewath)

Financial Deta Schedube (Filed herewith)

Reporis om Form B-K

The Company filed a Repon on Form 3-K on Augus 2, 1996, relating Lo the Distribution of Billing Information
Concepts Corp.




WCHNATURES

Pursisant to the reguirements of Section |3 o 1 4d) of the Seomtics Eachange Actof 1934, as amendid, the Repntrant has duly
s this ropuont mhw—huukmmmmmz

LIS LOMG INSTANCE CORP.

By, . LANRY M JAMIS
Lasry M. James
Prosichnt amd
Chicf Exocwnw o

Daic: [Necomber |9, 1996

Pursuant 10 the requirements of the Secunties Exchange Act of 1934, = amended, this repon has been signed hekow by the
following persons on behalf of the Registrant and in the capacitics indicsted on the 19th day of Decomber, 1996,

Wiseaiaie Ttk
1 g Chairman of the Board
Parris H. Holmes, i,

_ W LARRYM JAMES President and Chicl Eaccutive Officer "

Lamy M. Janes {Prmcipal Exceutive (iTicer )
_a PLIPLSTORIN Sendor Vier Prosident and Chicl Financial (1T

Phillip ). Ssorin {Principal Fmancial and Accounting Officer)
5 CHARLESE AMATO Iwrccior

Charlies E. Amalo
_ Y GARYD BECKER [irector

Giary ). Bocker
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CONSENT OF (NBEPENBENT 1 SLIC ACCOUNTANTS

As independemt public accountants, we hessby comsenl to the | wn of ow weports incheded in this Form
10-K. o the filed Registration Sistements (SEC File No. 33-41009, 13-46567, 33-51604, 33:TTa0M, 33-TT612,

previously
33-31686, 13-91260, 1393942 sad 333-09723).
ARTHUR ANDERSEN LLP

S Antomio, Tenm
Dexemnber 16, 1996
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PART )

ITEM ). BUSINESS

.!i!u-ilrli-r.;ﬁ.ili!briﬁtlti,,-.._.__..______Fu...:_.l_....-l_r.;i.:._:_.-_.__......q...n_.t..
abalewmals Dhast mms ks amd wecovkaaiey Acisel reasds of 118 Loy Dosamee Corp amd iy subburss fcollocenely, i
Acmgnan ) mn differ motcrnally from the ressdin docisesd e dhe pormrd bl shitements  Coriain fators St coubd < ontribute 1
sch dgfiromo wre discsased wath ale forwand-hoolg sttt Herosghust this rvport amd are sumsmrod m AR egvmend
Fiescuonim cvad Amafynss of Fassscial Comdison aind Rexslin of Eperatsons - Forvaed Lindosg Stsements A instyomry: Lo

The Company iv & fully-sbegraied hmg dntance commumications company . Fiom fiscal 1991 theough fgal 1990, the
Compam’s revenurs imcressed o & compounded sl vate of 6%, totaling 3180 ) miblum for fincal 199 The -.i-_..!.f uflers an
macgrated proup of communication services inchedeg dircct dial kong distance. prepasd caling cands, ravel cards, dats Wansnrswen aml
callmtg comit whETY

dlltllflquiii{i e the mandaied Jdovestiisr iy Amorean Telephone and
Tokepraph e &17) of us 22 bocal ielephone companes s (984 Megulstoms mandsting egual sccrs 0 the cunting
ii[llllillr‘ii Competdion sow pervades acnm =
e of hung ditmny loplui st i, nisdesg it e sul sirnatusal dent dial bag detan lt-f wis
vpctaien asaniend sl callmg cod services, sl B BEE speciabuend w-bowmd bng dvkance leplame s vies Whale ATE | and b 2
ey entont, MUT Telooommmemications Corpetation | "MOCI) and Spem Corparation (“Sprmi”), sogether dommate the i.....__._.y. 78
inilnn kg dedance Srlccommunications shniry, management bolicves that a growmg share of the market 1 senviced by smaller Lng
drasnce compamies sach i the Compayy. Induiry wasces extimaie e sppwos ssatcly 307 of the long dntance market & shared anmwng

ATRT, M) and Sprioi.
ql-rnlirnl.;.i wi signed imto bw on Fobvuary B, 1998, n the firdd mapw overhaul of the
ickocommmicstions low simce the divestiture of ATET. This aci sllows ielecommenicationm. providers sich 2s the Company b _4 .._r,.

ko al ickrplues wTyes -.IIII.I!..HI}.I___ in cstiomaied #o be 8 395 ollion induniry and i n__.ll_ll-qln

Hell Uiprymmg Companies (RBOCs).  The Company ii'![li!ﬁn! The ( _.__a..! "
cwrrenely cemtified o offer local service in threr states and s conification peadeng in fous viley sty The Company han ugned an
T TS aETEere W l;’nil Uisspawy b prowvide hocal _:.r.-l.ln.__.... 1 husanrss anald nFr.i.i_
vy v Seatbwmesern Mell's Te-staie sonvi !Et Ichrumemenn sl At _i#lr_l_ the MW x
cvamgic m the by dntame mdury  Howeves I..:__rl. RBOC st first satisdy 8 kegislative ."r_if that estimnes the ...a
required for sn RBOC 0 opes s petwork. o competition on 8 local basis.

n Juby 10, 1996, the Company's Hossd of Disectors appeoved 2 plan 1o spin-odl the Cisypasy's commercial billing
iliigiﬁf.if-.luil company  {lhe
"Ity bt ). -!ll*i!&l%ltiili m shick of s wholly i ned
sabsidiary thal owned and aperated the Billing Group Husiness, Halling informaion Concepts Corp. ("Balling™ ), ...&.tlrt.r.n The
I vstriustoon win t-feve for federal income G parposss o the sochbolden of the Company, s the Company w .E.:_m
mcome, gam o koas 25 8 resall of the Destribation, encept for dinect spin-ofT cosls.  The [intribation was compload on __i._

s i Gl | smg Dhimiamer Nersinee

t._ﬁ_il;l.! besaer cniend, tosidential !r..._.:!i The Company !_..EE._.._.!. _1 _._r.r. _n__
hmg destance seyvices b cntomers in 47 states ol Sepiember 30, 199, Vhowever, the Company fucuses is diseot aades efforh i the W
Cvund, Pacilic Northmest, Southwest and Southeast regiom of the United Stsies o tahe sdvanlage of network efficerncie _=_l-__—_._._=
its basic “one-phn” service, the Company provides inbound B0U service, ravel and prepaid calling card services, privaie line wrvices,
dista iramumission services, wholcsale camier services and olher customer-specific products.

The Company began offering disvet dial hng detance scrvices Rollowing s oniey imio the derat dval hng didance buningss in
August 199] theough the acquinition of theer relsted duet dial kng distance companies in Tesas. Al Scplember 30, 1996, the Company
scrviced appron mately 47,000 commercial and prsidentiol cosiomer sccounts. The Company carried an sverage of 106 % million mnutes
pet month of loag distance iealllc during the fincal guariey ended Sepaessber 30, 1996, as compared o 626 millon and #.7 millun
during the flacal quarters ended Sepiewmber 30, 1995 and 1994, respectively. In Tiscal 1996, 1995 and 1994, the Company bl 3108 4
niillnn, SE4.5 ueillent and 362 B williom, sespeativedy, wn oot deal b dndamr iovemeers, ooy g B6%e, Ve amd 4 1% ol htal
apralang sevomics m cach proid, 1especineely




Jmuiniry { Wevracw

ftlti%!lill!!ﬂﬂft.;!ti!ﬂﬂl

$73 billion in 1995, ATAT, MCl and Sprint dominste the kg dntance induntry. Ei&illﬁii
i!lll-l!l—u! These companics offer comprehensive comasnicationm scyvices im & wider aray of

proudcts than ctier long distence companies and typically tapet natiomsl, melti-saie besncss cusiomens and millions of ievadential hng

diskeace waers Srough netionsl tefevision snd medin adveriung  The ¢Compay brieves that ovey 300 smallcr kong drdance comepanic

account for the sempining 20% of the masket. These companies fypically concentrate on smaller regional and local business custonsers

Competition in the direct disl long distance indwstry han hiviorically been based wprm price.  More recently, the fooes has been mosing
sowmrds comemeT seyvice, prodect design mad o stion, customured hallmg capabedrien, wavennsum geslny med mvaslabslng of sonvke

Noes wnd Abarkerng

The Campenry’s direct disl long distance sales personae] are located teoughout the Company’s service ares and are responsihic
fur marketing o commercial sccouts.  The Campany swpervises sales sd marketing offorts from it cofpuraic headuuaners and wtilise
variows sdvertising media to enhancr ity commercial marhoting offorts and o stract and retasin rovidential costosers The Comipan),
exmmines the calling profiles of wrget markets and designs long distance vervices that specifically Till conain demands.  For example, the
Company hses long disiance calling cards cunlomised b mclude 2 condomer’s corporaie kogo snd has aho customibned prepaid callng
ltfllll’i The ( il-i;llra » emplayres of commercial custoneers for ther

The Company cumrently hes an exchusive markcting agreemend with Nolan Ryan, formerly a player wish the Texm Rangersd
profesnions] baschall toam and & patontial hell of fame candidale, who acts m the (' i._._ _inlml'!tiiﬂlnn
services ad whose pichere appeers in the Compamy's sdvertinements snd product horature, inchoding prepeid calling canda.

Cipovsations

The Company compleics calls that are oviginsicd when a pre-swbscribed customer dials "1 plus the wea code and mussher 1
when 2 cuslomer selocts the Company’s netward through dial-up accew o reach sy domestic of _ln-.l.lt._ntil.l Al g
detance calls placed over the Compawy’s network are daecied 4o call destination pointy by compterized dgaal potsark, ywiiching
cqpipencnl operating M vons of B Company’s switching contcrs,  The switching equipmend receines & customer’s dirext dial call, verifies
the calier’s billing sistes snd authoyization codes. rowtes e call i e disled destination, moniors the cails duraton nd coliects aother
imfomation for billing poposss. The Company’s switching equipment schects e mosd cost-cfTicient Wansmnission circusl o path svailable
priw 1o switching and comipleting each call. The Company employs sste-ol-the-at digital switching equipment a2 the Compamy'’s
swikhing conters in Hlownion, Texm, Wiace, Team: Scattle, Wnhingion; and |.0s Angries, Califrnia  The Company han abar purchanand

_ a dignal vwilch i Addenta, Georgia, and will takr posscvion of i Janaary 1997

To sstisly incivaing of illli!il!gtliri.ii

r network demand is heavy, the Company, from bime 1o time, adds circuil capacity ol cach o -l-ll!iﬂi...a!:..!-ﬁ?

!nqlill]lifﬂ.._.l Company sulilizes stabe of the art Commeon Channel Signaling Sysiem 7, whic __
s cuncnily operationsl for virhally all originaling snd terminating wallic withn the {'ompamy’s marhets. This network protox
significantly reduces connect time deloys and provides addeional technicsl copabilitics and efficiencies for the routing of calls

{ompetiree Adimadages

Company compotes with ATAT, MCI l...ill.-i!i.ﬂt.il..-t..ll..ni: w the basis of
ke b l?iﬂ‘l'lfﬂli Thee Uosnpany, pencsally, prices i sorvie _I__ T | -l.___ AlRT, -.
and Sprat comparable service offenings. l._l..l.-_w.ti kg distance products _l_,_::_ 5 that Tl specilic market noeds, 1
Company enhances it sbility io compete with ATET, MUI lna‘[l!

The Compamy helicves that ity iinﬂilﬂ%iﬂiﬂ!:ﬂ rom many of By competions .:I.....!_._i.._.. has

takgw an integrased temm appruach (o sales and service by increasing the pumber of sales support iepresentatives in s fick) offices 1
ki espoRiiee wifvi sl e il iii!ii!lii!il—:!n
preserimions s awlomaic the comtomer order oy funclion.  Addsionally, the Uvitian i-ﬂi_!ﬁi_llrg_
service calied Advaniage Direct, which is sissller io the remole access service offered to s opevalor services customers. This senv

l!lilii!lililigli:l.éi
reghonal and local long distence carriers, the Company bekeves @ holds 3 compotilive advanlage within Hs tertity u-ﬁli_
Company’s regional concemtration of wallfic over its network facilitics allows for cevtam col efficicenaoes of 2 natamal canicr. In akbin

| the Company belicves that is incal idemiity in the markets # serves rovides an advantape i marhoting its servioes and competing »




g distance cariers bhased wulslde of the larget egions. iil'ﬁii%ﬂ!ﬂiﬂﬁi
information sysiems Recemery o meet e Reeds of its direct dial long distance covame©s. For instance, the Company pros r.!..s.iq
indicating call detell In 5 form thal ssmists culomers controlling and mondoring communications coslt ke vama pogects

deparimenis.

?iiihi['ill-;tl_ﬁri rrrrr
major impact on the indusiry’s competitive eovironment. In essemce, the RBOCs will be iirltlﬂ.iaa_.i?.___
domestic and inicnalions] long distance customers. The Company believes i is prepared to meet this challenge by caprtalizng on

iiill-ﬂﬂ ‘Eiililglgnili

Ny wmad arowsh pponimiies

The Company's sirsiegic focus i the direct dial ong dedance idniry i o compete wilth ATET, MU sl Spoml
the basis iiti-iliii!’:ﬂi’lii!ii
focwsed on smnall and medisen-slasd consmescial custonerrs and will continue iis efforts o develap sovalive B cost-efTicionl services
Sl exd B wods OF B ClloIMTS. ufﬁi!l!!ﬂllaii!!ltﬂl ::::: Invbernact
sccee, paging. Fame soleyASDN and colluler service, over the next 12 o 18 months.  The introduction of the jocal service _...__.r:
}lﬁiliiti .-rral!!'linill-sfiu _____
____..

Compeny's sxisting 4 ‘Iilii!!ﬁn‘liiiﬁ in each h

Company belicves dhnt i Koo e ptrmtial w0 capishor on __Ili b enisting cusiomen o irr..l-!..rr E.
cuiuting prochecss el sevvices. Ve bumdiing of llnlu.ﬂ- rlntauietnli-.llﬂ.t “ompany s proshect v

and provide new and sxisting costomers with the inlegraied commumication services they desire.  To a lesser -:l.ln l-...!;?

...'niil[ 'i!i!ii!.ﬁltﬂ{!glﬁgi_

moyuisiiions.  The primery foces of the Company”s scquisition sciivities s o mabe additionsl acguisitions that will grow the Company
direct dinl long divtmce business. The Company belicves it eprystor sevvices bysiness affords il the oppuniunity i expand ity dwext deal
long distance nnines sn 3 mope cost-pifective basis than many of its competitors. By having 2 conceniration of operstor services call
walfic in 8 paniculer peographic sepion, the Compawy can wtilize svy long distance Gacilities it installs or soguiees 10 service 2 ready baw
of call iraific, theseby lowering the mangingl trasmsission costs for sny disect dinl long distance wallic that the (' Umpany SCQUNTS

develups in that region. The Company belicves this coul advaniage ot anly improves the potential profitabilily of hoth e Coenpamy's
opevake sevvices and direct disl loag distance services businesees in such region, bl slso expands the aumber of companies that would be
sirartive sroeinition candideies in Bt pegion.

The Compsny comtinually evalusies busiscss opportenities, incledmg  polentil acquisitions. Uee of se of sich
iiir-l‘[itlpiﬂi‘llz;,_f—!nﬂniln...ﬂi!w.._
acquisition activitics will depend, ameng other things. on the availability of acquisition candidaies, the availsbility of fumds 10 finance
scquinitions and the svailsbility of menagemem resowrces o overses the operstion of scquired bmsinesses. While the Company has,
F[l![t‘iiﬂlitllillgiiill
acyminition ot the deie of this sepost that would heve 5 malerial impact on e Company s financisl position or ressits of operations. There
s P peaer s el Gy Scaminitions wrill be compboind
ey irvinks

Ve Compisry provides operaior sssisicd sevvices for priveie pay iclephones, bolch, muoleh, uwsivenity domibones and o 3_
Ve Company's speraior serviors ase acceseed wiven colls reypiving opevsior sssidence snd'vs aliernair nllmg aplivmn ac placad
cunbomer bocations. Such services invelve the wne of live end sutomaied operaton o seceive, validete and complese the calls _.r..

Comipany prucrsess culiect, thind-party, prrson-iko-peison and calling cand calls and, prwerally, shares a percentage of call revenues with |




— At Septemsber 30, 1996, the Company provided opersior aervices to spproximstely 135,990 hotel, motel, hospital and dormitory
rooms. In addition, st Septemsber 30, 1996, the Company had service contracts with private pay telephon vwhers covering spperoimately
i!iiiiqbiililliiilill
flecal 1996, s compared to 8.3 million and 9.1 million sverage monthly minutes during the foenh quaners of fiscal 1995 and 19%1.
i_-_q .__In!_._l_.lll..f-lilllll e $60 9 million. $59 6 million, $54.7 million in fiscal 1996, 1995 and

994, seapechivelly.
domdesary: ( Bovrvu

Management belirves thal there wv appronimaicly 123 eperstor services providers competing within the long distance
commmunications, mdustry. ATRT costimsss o dossinale the opersiar services masket. upplying opersior services for raflic origmating
firom bath the hospitality mnd poy ivlephone industries.  Addisionally, MCT end Sprint provide opersior services snd ave colbidered by
anngeween 50 be majoy competiiors. Escluding ATRT. bC), .it.nlllil._!liq Companies (GTE) and the RBOCs,
manageoment believes the Compuny is one of i five largest providers of apersior ssyvices.

ilijlililirlililii l...qn:qr.iq.
!!EEIE!II]I% o the owmers Iilll!il?

Competition botween the Compuny snd other opersior services providens v baved upon commivsion programs, quality of sivi
reporting and cuskoRMr SETVICE.

n!ill'iii!tﬂi-if'tlilﬂi-i{!*
_ volame of business peasraied.  The Company shao participsies is vayiow indusiry tride shows and promelis s opefalor services Buough
sdvertisements in rnde magazines. The Company cusiomizzs iis commumicsiom services io provide, smong offeer thangs. indvvichialured
_ repasts mnd agescislind call bemding ¥o codomits
| [] e
The Company owss snd opersies lis own opersior center in San Antonio, Texss, which employed 311 operalons and support
sl 21 Scptessbur 30, 1996, The Company provides live and sstomated opersior services 24 howrs per day, 365 days pev year, and
Featares mulli-lingusl opersiors versed in Spanish, Fronch, German, Japanese and & variety of other languages. The Company maintains a
;illit}rilﬂi} fire and other emergency agencics within the
Jurindiction of the wwlephone frem which the call is placed. The Company wtilizes its own Wamamission facilitics when powsible or
coniracts bo wst facilities of ether long distamce scrwork providers = necenay.
The Company switches the majerity of s opeyastor saisicd calls of its four main switching cemion. r_—!ui!lu!_f?_ calh
v rawmitied io e Compay’s swilching comiers via coll processing equipmeest instalicd of cuslomer lovaliwrs of 0 cuslom et pay
eigione couipmeat i‘iiriliﬁ!i‘%l&l_._;i the
Company's astwosk by dinling the Compamy’s acorss number, then passing the call record information to one of the switching centers
iitll‘l!ii!lflliliiﬁzﬂaafg
destinstion, durstion and time of day for subssguent billing purposes. Al Septesbey 10, 1996, the Campasry wan suthorized 10 complete
iliililiilillﬂlii#!
Lompwtitie Advomiages

Manapement belisves thal the Company enjprs severnl competitive sdvantages over many olhers n the oporater sery
ll.lw By vaner of li_.-{nli.li many other opersior sevvices providers and the cout #ific .n!..ﬂ__.
reglizes by nting, 8 bepe povtion of i opevslor services WelTic over s own facilities and msinteining is own operaior center, the
it'lll!.lriil%lilrlr Addiionally. because ¥ b the source of
copEmistion Paymeenls to s opetier services customers, i Compasy helerves thal ity G iol siability and history of timely pay monts
t Iil!li!!!u—itﬂr;t ‘omipany’s Hesble rate




i 1994, the Compeny WlmﬂhﬁiMHﬂmrﬂd“Hdﬂlhmmn:mh
mh_hﬂ.ﬂﬁ_—iﬂ-ﬂqﬁ-‘:—iqummﬂm b cach cosdomer
location or pay iciephene. This advanced repurting sysiom sllows the Cumyun)’s spevsior services customers fo analyze their iraflic on a
ﬂﬁd*mgmhy.hn#.uhﬁmm The Company's detailed

ine aho allows its cusiomers o recomcile the acowacy of imtegrity of their commesions.  The Company emphny a shilled,
peufessional stall of customes service employees and fechmicians, who provide service 24 houes per day, 163 days per yeur

Noruexy sond Cirurantly € ipportuvestors

The Company has developad 8 sirang prowesos 0 opera seywices Bwoughont the United States. | hrough i dwet sales be
and agents and its panticigmtion in state, reghonal and natnnal rade avuosiatnons, the Company imbemds o punaie prographic expursisg on
2 nabiomwide basis. The Company will comtinee o market s opersior services busines fo both the privale pay setephone and hospataliny
innhemiries amd presend mew prodiecty aad srvices ko e ikt

The Company's cuisting relstionship with operator scivice cushomcrs, who typecally own or manage mnicrous penale s
telephanes of hotels, provides 8 Wique apprries. for the Company. The Company will have the potcstial ko provide kaal e v a
lwpe volusie of pleone bines, yet lasited mumbey of coskomers. These chasacicrndics will allow the Company e guichly and elficiknly
cishey the hical sevvices muarket n tarpeied aeas

'urpeiaie Nyneogy

Management belicves that the Company has corlam opersing advantages and cod efficiencics thiough the mtegration of s twae
businesses. The combimed irallic volemes of the Company™s operitor services and direct disl long distance busnesses operale fo lower
the Campany's Samemission costs for buth of these businevics in grographic regions wisere the Compairy opersies long dintance v iiching
cquipment. In addision, the Company's sales force can provide iniegsaied hong distance sobstions by offering hoth eperatis wervices and
durct disd long distance seleplone services ad, in sthe mear fubwre, bocal scrvices.  The opportunity fo bundle products and servies
s custamer Pelatisievinips. snd, e, cundomncy etondan

dim TmEel Rogiekieo
Gl

The Company compeies in an indutry that, w0 2 bepe degree, contmucs W be sopulastcd by poveramont agonoees. At
appronimately the same time s the required divestiture of the Bell iclephone companics by ATET im 1984, the Federal ¢ ommunications
Comemission (e "FUC™) announced rules that were creaied fo foster o sell-megulabimg, inbevstate: Sclocommamications mdusiny, sl
upun competitive forors o heap rates aad sevvices in chrch Masagsstent helerves that the current darect dial marketplace demomiraies
substantial progress toward the fulfillment of these ohjectives. For example, the cost of » long distance call has sipmificanily declined
while the mawber of long distance companies has mulliplicd Competition has encusraged these durert dial kag distanice companies 1o
fimd cver mare efficienl methods of caryeg calh

Cparatior Services

On Oclober 15, 1990, President Bush signed it law the Telepbone Operator Comsumer Service Improvement Act of 1900
Congress dinecied the FOU 0 impose wpon the interstate operator services market covtam rules amd regulstions. devicned o imreane
CumameT swarearss concerming e operalar scrvices provider camying the call, the mbarmation the caller cam reguest o the opet st and
the alicrnatives availshic 1o the consumer for reaching oty long distance carmiers. Dperstor services prov iders were tequired b Tile with
the 10C mbormational Laridls that describe the sules and regulstions poverning the proviion of mlentale cperalor avaded
ichocummmanication s amd b inchede all stcs that may apply o an dendae call Farthormeore, oprrahon seryaes o aders were feguined e
sutwnit, un 8 Congressionally prescribed timetable, cestain reports relating (0 rate changes, complamis and covls. Based on these separls,
on Novemsber 16, 1992, the FOC submitied o Comgress its “Fimal Report Pursisant 10 the Tokephone Operalor Comumcr Scrvines
Igwovemeent Act of 1990 The paspose of this report wan i identify whether incresved regulstory sty by the HUC was requuad 1o
satinly Congressionsl objectives. The FOU detcmined that ™ market furces e securing rstes and charges that are just and reavnable
and therefore saked *.. we conclude that po further action is Bocowary. "

Al September 30, 1996, the Company was authorieed jo carry intrastale operator saisted tralfic s 46 stales. Authosizatien i
pending approval im one other stale. State regwlsiory agencics have the suthority to imposs sheir own rulos and regulatons pnorning: the
oo nim of intrastale eperabor wrvicrs, inchadeg srzulaston of rales. Many stases have rubes simlar of mot chentical 1o those impuosd Iy
the HOU on ssterstale operatorn sssistod cathe At the date of this repant, the Comguany was i naerial comgpliange with the ieguiscments ol
cach of the individual staic regulaory agroccy and contioecs i punie authonsatmn te proside ittt operaten sorvies il




sapetrd stalrs Cortaim wates are expocted fo inluduce oF fevise el ales governang opersiaf services providers within the nest year
lﬂ.hfmhﬂﬂi‘twm&muihmumﬂm

Divect Dl Long Distamor Services

WH:EHWMMHW“WWM“ME:MHNM}
mwzuuumn—-hﬁ—munrunﬁ-m_mm-m prowmke
m-ﬂmwh“ﬁh!IIMhmhMﬂﬂmhﬂh meams of resale
The FOC has valed that "mon-dominent” common caniers, lhe the Company. need net apply for Section 214 suthorization for the
provision of domestic 1.5 imterstale sevvices. .

At Sepiember 30, 1996, the Campany wan swthorizand to provade trastate loug dislance scrvice within 47 sabey Repulatwons
within cach of these states, as they pevinin t0 completing dieect dial kong distance calis for the Company's customers withm the statc, air
wirtmally static snd poae o foresreshis goncens. As the Cumpany expands the grogiaphic soope of i dwect doal hing distance Iuriiess, il
wilh sevh stnte reguisiory apgrovals as scocuary o pruoside imntate bong dntance woivie

Biieod Purty Preferonce

Anuther imsme undey conaiderstion by the FOU cusvently i tevmed “Hidied Farty Proferonce.” or BPP. Thas besm tefens o a
Mhﬂqh“ﬂnﬁﬁhhﬂmmmﬁu“mmﬂm.ﬂuhnﬂhldqhm
ﬂh*ﬂhhiﬂmuﬂﬁﬂhiﬂdmhmmwm. This would be
M”lﬂmn—ymmﬂhﬂnﬂmytﬂmﬂum:nmmu o a
prefened hmg dalmee company and Shan direct o calh sccondmghy o April 1992, the FOC temtatively proposed adopling BEI* During
the summet of 1991, comments fram becal ielephone companies, fong distance camicrs and other indusiry participants revealed that the
cost of imposing PP could br in excess of $1.0 bilon and could require hundreds of millions of dollan cach year 1o support s
opotation The majurity of these commenion were i oppoition W the implementaton of BPF Certam commenton made clear thal
many technical imprdiments remaln o full deployment of WY by comenentons claimed that po fechnology exists that could
wﬂm-ﬁudmwhmhmqwmmimulb,pmtuhluhummm.-
u live opeeios.

i Augunt 1994, imdustry members responded 40 8 Comminshon Further Notice of Proposed Rulemal ing Thie Commutission had
MMH“MMH'IHMMMMMhMMuMh
potentisl hencfits of 2 BPP system appeared to outweigh its coun, although te Uomimesaon admitted the finnc il data o ued 0 it sndy
could he ouideted  (nce agsin, indusiry pasticipants weve resoundingly opposed W the Conwiivsion’s proposal. ncludmg A TA T and
most of e RBOUs. To date, She FOC fas taiow no further sction

W oot & syviem weve implemaenied s cewfully, the wanpec market miche of operator services provider presubsonpion sich »
that of the Cumpany, would be sendered virually inefiectusl, 25 an owner of publicly availsble telephones would be unable 1 dwect
aperator assisted calls over the metwark of such vwner's devared camvier. It is difficult fo ssacss the industry support for BPF civen the
inhevent problems described shove, and the FUC comtinues to cossider snplementation of the proposal. In any event. kocal telephone
commpanics have indicated thet, if a0 disected, approsisnstely two fo four years would be required lo recanfigwe their netwaorks to B
specifications. Thus, while BPP ressains vishlc, the Company beheves that i is nof Mely i be implemended in the neas torm

On Masch 9, 1995, the FOC requested industry comment on two proposals 0 had recently recoived relative 1o the W
proceeding. In an en-pane petition, the National Association of Anermey’s General (CNAAGT) suggested that the FUC mishily s
current branding requirement such that operator servicr providers (O0SP") would be requised to asnounce al the hegmning of cach
call meve specific information for alisining sccews t alernate carriers (the "NAAG Petition”). Asother peidion filed by 3 coalition
of indusiry members, inchading most of the RIBOC"s fwo competitive access providers, the American Public Commumications (ounsel
("APCC") and the Compeiltive Telecommunications Ansocistion (“CompTel”), recommended thet the FUU impoe certan rate
theeshokds for interstate operster sesisted services, which the FOC would presume 1o be ressonable, and any OSP electing 10 charge
vates higher than such theeshold would be required to first prove 1o the FOU that such rates are ustified based upon the underlying
costs of the service (the “APCC Rate Cap Propmal™). The NAAG Priition was proposed o remain in effect until such time that HPP
hm;:ﬂrw The APCC Rate Cap Proposal was propoied to obvisie the need 1o comider any further action

In June 1996, the FCC inamed 2 Second Further Notice of Proposed Rulemalwag (SFNPRM) in this precdmg. In ot the
FOC proganed sdapling & rele which wosld reyuiee OS5I to sanounce the rales for ceriam calls s the billed party pow 1o conmnesting
the call. thereby alfowing the bitied party to0 doconmect such call without incuring any uswanted charges. In September, the HUU
seleased its Second requent for Comment in the SFNPRM soliciling technical and other adminisivative details 10 support the proposed




-ilt&tm-ﬁ!ﬂ-l!iliﬁlhﬂliniﬂi.lﬂlzirﬂ{l?f&—i:_ calls
completed over OSP networks such 83 the Cumpany's, if end waers ehect 1o act wpon the additional brandng announccment reparding
rales of access o ofher carriens. Furthermere, additionsl network time would br comuemed without 8 corresponding incrcne m
FEVERNE. Il:‘nﬁl‘ﬁiiri;;-ﬂrlt%u!';iﬂ! kv et thew intersiale
rates usiil such lise as the FOU rules upon an athempt 1o juslily highey, exnimg rsies 5P may be requited 1o adjus the amount of
iiil!iﬁlil-ilili-i.iiﬂ:hﬁ._-....,.___..E_
changes o offsst any reduction in ivepataie operalor seiyices levenue. The Company cannet predict when and if an- final ruling o

elucy propoal might be sused
MEJ Legnlation

iﬂ‘!!.iiaii*aiﬁhﬂl.l![. The new Llaw allows the
EF.-!_}!iﬁnrﬂrI:E%i!!il.i.lw!iﬂn-ﬂ....r.!ﬁ!%.—._?t._::.z
to pron ide Jong distance services  To obtam Shis authonay . cach stale agency i requised to contify to the FOC thal tlse applcant RiW X
FE-E-E!EI'#%:-!:_.I!.Eilt.-l...flr-.Islin...:!_.._:r...-_?::
Viese steps inchude the provisios of compriitive network imterconnection, unbundied access to netwark clemenis and siher peceyvuan
access ko poles, ducts, conduits and rights-of-way Furthermore, spplicant RBOC's must provide son-drcrimmatiny acoess b white
pages listings and eelephons aumbey mvighments  Applicast RBOCs ssud provide bocel aember portahilay, 1ol dualmy pacy and
lucal scrvice pesale. The FOC is requised 1o comult with the Department of Jestice (“1N0J7) 4o st in desermiming of an applaant
#—:hflurliirllﬂitnlulﬂl;!_nzgi MNincty days after
secciving such an application, the FOU is requied o render s deciion.  RBOCs are required 0 extablah separate subsidianes
thwough which they could first offer in-region kng divlance servicrs.  RIOCs may provide oul-ol-segion long destance senaes
sghirct b exinling lewy and reguistuny poseihing ofg Grslin e CONMILRK SN

To date, mo RBOC has requesicd suthority For in-region micil ATA sutharily, hecame the provisons sel lonh above bave
net been satisfied by amy RBOC. Hhowever, many entitics have reached imterconnection agreements with RIBOUs b date, including
the Company, and many staies sre impending fules governang local competition. it is reavonable to expect thal the conditins it
RBOC entry will be met in the newr futwre, and camicrs in the imterl. ATA long distance business today, such o the Company. will
encounier new, fommideble competition.

Tenim PR hoawe

in & Final Ovder selented in Docket 10027 on Apeil 12, 1993, the Texas Public Utilty Cosmissaon (“"PLUCT) adopted new
reguistions governing the method by which interenchange camies (“IXCs™) such as the Company calculate mtrstale access chapes
paid to local seiepions companies. These new rwles requined an independent suditor s seview and approval of s EXC's meshodubogy
of determining is own inWsstaie scorss waage. A indeprndent sudnt by an accounting fiem verilied that the Company's process ol

calowiating PILT s ressomable amd statntically vabd and, o such, 5o addiionsl PIU or billing adpustments are regquared
Regwlatory Rase Froceedings

During the course of narmal operations, 8 regulated cumpany may, o any ime, come wader specific scrutimy with regard to
any of i rabes, terme of conditions by which such service is rendered by the state or federal regwistory agency charged with such
oversighl responsibility, or by an stomiey gemcral of oter juriubictionsl consumer officials. in saich cases, & regulated company © an
be sequired (o, smong other dhings, provide cost jestification for the charges il imposes an some of aH of s services, or Lo address
perceived consumier inequities. Afer review of such justification, the regulstory agewcy gemetally has the authority 10 fequ
canviey o modify the process by which such services are rendered of to effect changss i its apphcable rase struct T
officiels and ssormeys geaeral can purswr civil action if their concetm s not adequately addessssd by the caier.  The Compan
upeestes in severnd purindictions in which it Lanffs or services may, [rom tame W tise, Call under such scrstiny 2 the the
governing regulstary agency or ather officials. The Company could thevefore be roquived, &3 & resull of such an mvest aml
subsequeni procesding, te implement chinges in s rabe strectuer, which cusld ultmalely affect s revenues The Company casmsl
predict wheiher or aol sny such requirtenent ma) be sngosed s any parts ulae prmdecton

Fopbeyer

Al Septmber 39, 1996, the Campany had 602 full-time employees, includng 15 officens, 224 wales and marketmg personnel. 68
astwork, echaical ond operstions pamonnel, |11 sccounting. admisisrative and sappurt peronnc] and 184 Ielephone operaton and
cusomer service sepresentatives and reisted support persoanel. Al September 1. 1996, the Company alo emploved |81 pant-lime




ciephone opersiorns and cuslewrt sefvice fopresLEVEL None of the Company's cmployoes are represenied by 2 usion. T he Compan
bchicves that iis yesployee relslions e pood

ITEM 1. PROPERTIES

A Septensher 30, 1996, the Company rccupeed appronimately 91,900 spare foet of space for #ts cosporate offices at :_.f.____
Pedro, San Amtusio, Texas, snd Billing has ssuamed the labulity for and occupers appronimately n..!.._il e et o space o the sane
_!Ili-.-!.ltil!;ir!l:i The approanae 11 Ei#&:rﬁﬁ_
pursuant 10 & lsase ageeement thet expives in January 1999 Additionally, @ Septemher 30, 1996, the Company leased appronmmaicly

Iitl!rfliilu!.!.r;-;liiwgttturq.!
lll.ﬂlnl!lliinﬂt!l—i exas, Oklshoma, New Menico, Lowtiana, Caldorm, Oregon and

Wahington. The Company believes thal its facilities are adequate lo meet i curtent iievds.
STEM 3. LEGAL PROCEEINNGS

On Decessber 18, 1996, the Scouriliey and Ex ..___Il-..!_lr..._.l__r.___ H impamctive action i the Federal
for the District of Columbia alicging that Mr. Parris |1 lolmes, ., Charman of __fI_Ii ol the € iql—.ﬁ.:... ........
;iii_iﬁl-!u%llﬁlrilnﬁiliifni z:...i res
Exchange Act of 1934, s smended. Section |8{a iiliﬂ.ﬂuiii!?!i ts wilhy
l_- Comminsion regarding theid porvenal trmmactions in the sccuniars of i company. Mr. olmes sentled this F..:!_r:.!__i
B, 1996, Ilil[-il—.-:ﬂ!.!lfi.ﬂ onsenting W the to the emry of an mjunclion haming
Iii!li‘i’q’isi il penalty of $50.000.

The Comminsion has conducted an imvestigation ielating to Madg in -u._al._.!.i Value- Added Comemunicaliins, Inc
("VAC™), an eperaier services provider based in Dalias, Texas, and of the Company (In the Matter of Tradwg i the Scourities ol
Valwe-Added Communicsiions, lac. (H(-2743)). hilﬂnﬂ!ﬁilild&ﬂil;i!.qfif

1993. The invesligation concerned whether coviain persois miay have purchased securities while in possession of matenial non pubile
information or diaclosed this information bo others. Ve Commassion SIafT has modificd My, Holmes of #s decision b tesmnnate vt
" R

The Company i ivolved i viriow cheies, legal scliogs shd regelatony proceodngs arising im the ondimary coune of business
The Company believes it s wnlibely that the fmal owtcome of vy of the claims or proceedmgs o which the Uompany 5 2 party woukl
hirve 2 muaierial adverse effect on the Company's fisancial position o results of operations; however, due o ln.l!nli:!:i ol
litigation, there can be w0 meursace ihal the pesolution of sy particular claim or proceeding woukd not have 2 material sher

e iﬁ-ili'l!]ﬁtliiiqﬁlﬂn
ITER 4 SUBARSSIN (F MATTERS FO) A VOTE (N- SECURITY THNIDERS

Dharing the fourth quarter of the fiacal yesr, no matier wan submitied iy the Company 10 & vole of its stockholders thiough the
solicitation of proxics or oherwine.



EMa MARKET FOR THE COMPANYS COMMUN EQUHTY AN
REIATED STOCKWOLIER MATTERS

The Company's common stock, par value $0.0] per share (the "Common Siock”), is quoted on the Naudaq National Markel
m._..a_'I.._'iJE-.:?!fI;il{l[I}El-.ii_-.-_!_-r.!-! I, 1994,
thrumgh December 13, 1996, as peported by the Nasday Nationsl Market System These pwice quotatins teflect inber-deaker (vices,
without rotsil mark-up, muek -down o commmision, and may Bol secevaardy seprewcnt ol it

i Low

Fincal Year Ended Soptembes 30, 1993

T R $12Y, L

Ind qpuariey $ s $ 1

Ind quartey $ 177, $ 1

A gmarve $ 17, $1
Fiacal Year Ended Soptensber 30, |996:

Fod cpaerter $ 15", L

Ind quaner $ 2% $ 13

3vd quanter " $ 41 $1

4t cpemricr (Pve-{Natribastion)'"! b s »Y, $ 2

oy quartes (Post-Diswibation) "' $ 1o !
racel Year Kndid Septesnber 30, 1997

of quarter (Swough Lecessber 13, 1996 s ', '

i Ow May 14, 1996, the Company's Bosrd of Disectors spproved the spin-off of Riling. On Augu 2, 1996, the { venpany
completed the Distribution of sl of the capilal stack of [Siling. The sverage siack price for the first 10 busincss days after the distribution
dute was $6.77 fioy the Compuny and $19.36 fox Billing.

ol sliire

Al Decomber 13, 1996, theve were 15,076,30) shares of Common Stock owstanding, held by 641 holders of record. The las
repurted saies price of the Comaon Stock on Liecemsber 13, 1996, was $8 '/, per share.

Snidend Pudiry

The Company has arver deciaed or paid any cash dvvidends om the Commeon Stock . The Campan prosently mtends 1o 1etain all
carnings for the operation and develupmsent of ity businew and dues not anbicipate paying any cash dividends on the Common Stk in the
forespeaisie future. Furthermore, ceviain covenants i vasiows crodet agseements of the Cumpany probibit the payment of cnh divademds
om thee Common Slock.




STEM & SELECTED FINANCIAL DATA

The sclected financisl duta pressmind below are derived fom the audited Comolideied Financial Stsements of the Company
The duin presested below for the flscal years ended Scplomber 30, 1996, 1995 and 1994 shouk! be remd 0 conpemcton with the
Comsolideted Financial Sistomsenis. the Notes thercio and the oty financial information inchuded clarwhere in this sepant. AN perods
precated reflect the apin-off of Billing o discomtinued operations as of Sepiessher M, 199). See Mote 1 1o the Consolidaied Financial
Sttemsents for furthey discussion of the spin-off, The Company b never declarcd canh dividends on its Common Stock, mor docs 0
anticipate duing v i the fosesresble fatere.

- Flucel Year Kl Saptcmber 9.
_ee 1998 _I9M @ 1M _ 1M
(i P, cooapl pov dhory duta)
osbidosod Snreus Siateeed Baba:
Tobtel operpting frvan A LR T S Me  SidB0  B1I7MI 80119 S48 050
R T e —— I35 S2083) $(2478) 1265 wIRYS)
Nt boat e cominming opersiions per comeeon share ... $ oW S W) 5 n) 30N $ h16)
o
_19% 195 "M 1" 1
e Spumuile)
£ amcbidedod Balosns Foos! Bots:
Total ssacts " S PRI E027 SMAI) MBS $365TH
Long-term obligations, beat COTemt Portiom ... L{[1&T]] $i6, 1ot S16.604 813266 3176010
Tesopaier ¥,
_19%s _i%93  _i%M 2 _ i 1M1
{bn s )
Eiperpiing Pobs (ranmdited)y
Operstor services miastes per month ' 7500 2,90 9,100 10,400 4800
Py telephones serviced™ ... e 61 609 520 “us 159
P e | SN 1359 1369 1220 106.0 w7
ivect dial long distance mistes por manth'” ................... 0s400 62400 44,700 17.200 1,300

(1) Enchadrs net asets of Sacontinsed oporations.
(2) Calculsied based upon & menthly sverage over ihe fiscal quarter ended on the date ndacated.
(3) Atend of the periad.
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MANALGEMENTS IISULUSSION AN ANALYSES OF FINANCIAL
CONDITION AND RESLLTS OF OPERATHINS

Forward |owhing Siatesnen - { Sutienary St

Phas Al Repurt om Form HAK contasn cortaun “formaed-lookimg stapoments” withn the moange of Section 27A o b
Sovwrinn Act of 1933, as amonded (the “Socarinn A7y, amd Section JE of the Socurines Exchamge Act of 1934, av amended (e
“Evchamee Act "1 Spevifically, ol statements other than statemcnts of kestorscal sty i luded i this report repardivn: the Compoams
Siramucial pusation, buamens strasgy and ploves s by tves of manasement of et Campoany foe fubure optutions ane Fornarid-[isonimy
shanomenrs Tl forward-fookmg statemaeraty ore hod on o helih of thae Compoen s iuinabomaenl, i swl] ain aanamyiony made b
wid afrmation currentle avalaNe to the Compam’s momaemont Whon aed @8 thes repert, the wonh Samtcipaie.” “helioe
st ™ Sepect™ and “wbend™ and werds or plrases of simalar mmport, o they relate o the Compuany or Compamn: mamaement e
srskondod 1o kvt forwird-Jooking siakesonts. Swuch stbvmonts reffect the curremt view of the Compomn: wath reypoct B fulere ety airsf
e ambpoct fo coriain rivks, svriamities and aveissipions rolaiod B cortam factiors s luing: witheonst Jimaglaativrm, oo mpR TN AR
ool oo comdition, cussonsey relations, relatemhgs wath viekors, B mbcresd Fake Cmonment, overamentol roycsaliation
AN TVIRL  scuisndliy, e oparasnn of the Compun s meteeels, oo oty prenhiact pbrvaktiom omd acovpine
sevlmdinzacal chane. chamaes i smdetry proctices, ome-fewe cvents ad otlar fackers shverabeid hervam § cusdiesary shilcmends
Altheugh the Compenn: heleves that the expociutions are reasomable, if con give o avsurasce thal sl expoctatomn will prove 1o &
comrent Baredd o clusmeang comdisen, shosehd am: one or mose of tese risks or wncortamticy matersalize. o should am weaorlying
s aamipdiconns P ol octiesl readis man vin nateriailly fromm there okencribod Barwin s anticgsaied. Belsaed eafmsatod cypevtod
wr antornkad M subosasgiacost wrstton iommd oraol forwiard-fovidinng stasemcnts aseribistablec it Compnany oF porsons i o iy PAoehaly ure
capevady gualifioud in ther ontorcty by the applicahle cawinmary' stafoments

{orinrrad

The following i a discussion of the comsolidaied financial condition and results of operations of the Company. for Tiscal 199,
1995 and 1994 I shoukl be read in compunction with the Consolidated Fisancial Stastements of the Company, the Notes thereto and the
other financial information inchuded clsewhere in this repont, For purposes of the following decussion, references to year poriods refet o
the Compamy's fiscal years ended September 30 and references b0 quancrhy periods refer 1o the Company’s fincal suarters ended
December 31, March 31, June 30 and Scpiember 30

Un July 10, 199, the Company’s Hoard of Directors approved a plan 10 spin-off the Company’s Hillng Groap Busness as 4
separale public company. To effect the spin-off, the Board approved the drstiibuton of the oulstanding shates of commen stk of 1ts
wholly owned subsidiary thal swned and operated the illing Geoup Business, Hilling, 1o the Company’s stichhobders The I anbution
was tax-free for federal mcome tax purposes to the Company ‘s stockholders, and the Company dild il recoenize wiome, gain of b s a
resuht of the Distribution excopt for dwect span-off s The Distribulon was completed on Augint 2. 199

The sccompanying Consolidated Stasements of Income reflect the operatmg roolts of Billing as descontinued operations m
accordance with Acommting Principles Board Opinion No. 3 Prior pered operating results bave been restated 1o reflect continuing
operations. The Consalidated Pro Forma Statements of fncome are abuo i luded and dincussed m o separate seciin below

Ihervien

Revenues grew o $180.3 million in 1996 from $144 1 millen in 1995 and $117 5 nullion i 194 Dusing the finve-year period
ennked Seprember 30, 1996, revenues prew ot 2 60 annual compounded fale The Company’s pross profit margm was 34 1% in 199,
34 T in 1995 and 17.9% in 1994, The decrease in gross margin from 1994 10 1996 wan Largely due to the growth of kmer grims mangin
dircet dial ng distance revenues as a porcentage of otal rovomie.

The Company's sclling, general and administrative ("SGEAT) expenses as a percentage of revenues were 2K 1%, 287 andd
32.8% in 1996, 1995 and 1994, respectively. The decrease from 1994 o 1996 wan primarily the resubl o tighter expense comirols and
increaved efficiencies. Depreciation amd amortization caponscs 45 i percestapy of ievennes were b 3%, 7. amd 7 2% i 1996, 1995
arnd DAL pespesiinechy

Net lns from cominuing operations of $13.8 millioa, $2.1 million and $2.5 million was reponicd for 1996, 1995 and 1994,
respectively. The Company reporicd net income of $1.4 million, or $0.09 per share, for | %90, S12.0 milbun, or $0 K3 per share, for
1995 and $6.1 million, or $0.43 per share, for 1994 Fiscal 1996 resait were down comparcd o 1995 and 1944 e 10 3030 mallion
of dieect spm-of] costs and $28 milleon in restructormy charges meured i fiscal 1996 As further dicussed in the Chathouk, the
Company belicves that i has the competitive product offenings, penonncl and financial resources for continued business success




Hevalts of Operstions

The follow g table prosents cortam soms m the Comardubated Statensants of Income a5 a percentage of kital oporating revenucs
for the years ended September 30, 1996, 1995 and 1994

19 19 1™

Chprating: reveniies,

hrect dial bong distance serves . 3 e 0 51 5%
LS T TS e — . iix 314 KT
ot Opersting Fevenues . - : 1P [TET (LN
OdpcTating exporie.
Cird ol SePViCes Aot Gl e FRaTra 68 T 65 e hl %=
Scllung, gencral and administiative .. £ 2K | it ] 128
Spmeoffoosts : 72 ] LT
RestriictUringg CHUIIBES o oooioniinesnmsasssssrmrssssasss s s msnia e s I (7] [N}
Deprociatnon and amortistod ... ] B Ll
Baawms Broum OPCTmlBos .o e * _1;’__!_]‘- l__l__.;lrn L:_l_rl-
Uhnerarag: Kovenes

Hevenues in 1996 increased by 25% o $180.3 million from $144.1 million in 1995 and by $3% from $117.5 millon 0
1994 Gavth in direct dial long distance services revenues accounted for $34 9 million of the tolal mcresse in revenues rom 1995 10
e,

Iwrect Daal Lowy Dissance Services.  Direct dial bong distance serviics revenue morcased 1% o $11%4 million i 149
compared 10 $84.5 million in 1995 and 90% compared fo $62.8 million in 194 The mcrease i revene i pramanly annhatable o
growth in the number of customers serviced. The Company belicves that there are opportunities for continued expansion. both
ntcrmally and externally through acquinitions, in both of ity primary businesses  However, because direat daal fong distance services
repwesent the largest market in which the Company rs active, management believes that thes business presents the Company with ity
grealest revenue growth opportunity. The Company bebieves that its base of operator services business allonds it the opportumity 1o
expand its dircct dial long distance business on a more cost effectine basis than many of sty diect dial long distance competitorn
Accordingly. the Company conlinues 1o consider potential acquisitions. Acquisition activity is focused primarily on small 1o medm-
sized compamics that will grow the Company's direct dial long distance business. While the Company has, from Lime o time, had
discussions with such companies, it has no agreements or pending negotiations with respect 1o any acquinition at the date of this repart
that would have a material impact on the Company's financial position of iesulis of operiations

{Ipwrator Services Operator serviees revenue was $60.9 million in 1996 compared to 3596 enllon m 1993 and 3537 mullon
w1 The Company processed 175 million operator services calls in 1% compared to 17 & oolbioin s 1995 aod 07 2 ol lon in
1994 The Company servimed an average of approvsmately 66,100 pay telephones and | 28,300 hospetality rooms per month for 15796,
compared to an average ol appronimately 55,200 pay telopbaones amd 110,300 besspatality somsims pes mwnth for 1S e A8 M Py
I‘.‘thm.l.l 103,000 hospatality povms per month for 1993, Although the solume of opesaton servces calls las morcad, the i lated
increase in revenues have been, and will continue o be, offsel by several Twiors, mcluding an mcicase i the peicoitage of pad
telephones serviced by the Company located in stales that impose rate tandl regulatims o operatie scrsices providers and an
mncreasing awareness on the pant of the comsamer of the ability 1o select & camier of choice by dialing access codes ol other carmiens
{("dial-around™).  Additionally, changes in federal or state regulations could negatively impact resenues of the Conmpany (soe Note 19
to the Consolidated Financial Staiements ).

A pscraatine Eapsinacs

Cont off Sorvaces The gross prodil mangin was 34 3%, 34 7% and 17 %6 duning 199%, 1995 and 1994, respectinely The dbeclinne
i geroes poodit s from P90 fo 1900 . promanty die o the champe i the Compamy s revenie min. The Company s diredt dal long
distance services pross margins have increasad, bowever, the mprovement was ollsel by an imciea i the divedd dial kg ity
seTvices fevemue as a percentage of total revenue.  Such rovenues bave a bower gross maremn than the operatin sty boes fevemee |
aveounted Tor 660, 59 and 51% of revenue during 1996, 19945 and 194, respectinedy . The ddwect shial bong distance servioes mangal
bas mcreased primarily as a result of continued improvements in petworking efficiencics and reductions in transmission costs

Sellame. General and Adeiristrative. SOEA expenses Tor 194 wore $30.7 nullion, iepresenting: 28.1%s of reveniies, compars

10 5416 million in 1995, or 28.9%s of revenucs, and $35.5 million in 19, o 325% of revenues. SOAA exypeiises as i pencientaze of
revenues have continued fo decrease a a resalt of tighter expense controb and efforts to stieambine the Company ™s epctation.
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| ot Sronoff Crntn Diect i o cons repeesemt conts imcumved ) commecinn widh the Dintobation of Pellmg [he 3110
mallion amount represemts cerigm professional and filng fees, paymients toquined for denonstng o ieudnkimmg cmplos et
comiracts, tax payments triggered by the apm-off and mon-cash expenses ssanciated with the vesting of stk grants

Reseractweimg Cherges. The 328 mallion s sestiuciure chasges hop 199 includes cosls associsiod wilh comlibalisg: custamer
| service, credit and collection and ofher suppont fonctions; yacating certain office facilitics, fermmatng cortam markcling contials,
widing duewn excrs psacts and providiag severance pas el

Inpowviatun and Amawrtization  Depreciation and asrtzatnm expeme was 3100 malion, $10.0 mlleon and 384 rillon
1996, 1995 and 1994, reapectively. Depregiation and asurtization cxpemse is a percentage of resenues decreased 10 6 5% in 199960 fom
Tira i 1995 and 7.2% im 1994, This decrcase a5 2 porcentage of icvones is primardly attishutahle to the incrcase i esenies and win
achicved despic a charge of $727.000 srkstcd o st wine-ofhs i the fourth quaricr of fraal |99

Lo froum Contimmng COperations

Lems from continuing operations i 1996 kcreased fo $16.5 million from 31 6 milleon i 1995 and $2.4 milhon w194
Exchudmg diect spim-ofl costs and restruciuning charges, the Compuany would have reported 3 kas from contmumg operatiour ol
$5667.000 m 1996, The contimurd improvement in oporatenns i primanily altiibeiable 10 the decrease in SakA caponves @y a
porcontage of tovensies, #s dincuned sbove, and the creane i Fevemes

{ivlarr Expome, met
Net other expense decreased 1o $428,000 in 1996 fram S99 000 and 5865000 1993 and 1994, revpertively The devicase

primanily atteibwatablc $0 8 bower kevel of imdebledness over the past yem

Pcome Tuves
The Company’s eflective tax raie is hagler than The federal slstubory rale due 1o the addition of vate mcomee Taxcs and certain
dedugtions taken for fmancial reporting pusposwes which s sob deducishie fos fedesad income Ban parposes

Nt Fowv e
The Cinnpany repurted ned iocomne of 51 4 mulhon, 5120 molleen and 56 1 mollaon m 199, 1995 and 194, iepeuinely The
decrease m 1959 i sttriwatalle bo the doect spm-off costs and sestruciamng chanpes incuned

FlRech of Sipia-olf of Billing Group Busines

Ihe Convalaialed Sdatesents of Income choded @ dors repant pefled! e contmuing and dvcostmond aperalions of The
Company fow the years ended Sepicipher W, 1990, 1995 sl 199 Inchded bokors 5 wpplemsental unasdsed o aoma linancial
| mformation that management belirves is important bo provide s undentandmge of the resslis of the Company om a stand-alne basis

Consnlidated Pro Forma Sialements of lncome are provesied briow for each of the lasl four frcal years a5 well s bor cach quanter ol
| Fivcal 1996 and 1995, These unadited Consolidaied Fro Forma Stalensenls of Income sie based on the hiskorical stalements of the pernuk
presemied ndpsted o peflect the lomn dncussed m the scoompanymg Nolcs b0 the unsidited Consolidsted Pro Fosma Financial
Spelemcnts. The unaudeicd Comolidaied Pro Forma Stalements of Income give effect o the spm-odl an o A had oxouniad on
Scptember 30, 1992, The pro forma adprsiments 1cficct the ferms of the spin-oll agreements, which are expected o have a contimung
impact on the Company.

The wauelied comaldated pro forma financial nformation s presemted b mformational puqeees only amld shoubd be read in
compr (s Wil dhe accompanying soles and with the Comgpany s brsrical Comuladeted §mancial Satemonts and Mates therete and
“Management's | dncunion and Anslysis of Financial Cosdation and Results of Opessiions™ sel forth hesein. The oo lonma Tl
statcments shoukd pat by considered indicative of the operating results which the Company will achicve i the Titwee ol B were operatal on
an indcpendont, sand-alune besis becawse, among osher things, theie waiementy we bosed on hinsoreal sathey than prnpoine
mivsmation and upon cortain asuseplions which aic subscct b change

The wnaudised Comolidated Fro Forma Staiements of income of the Company peflect, in managesent’s opmaon, all adprtments
necrwsry io fairly state the pro forma results of aperations for the peviods presenied and 1o make the unaudited o firma datenicnds nol
minkeading
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UL LONG BISTANCE CORP. aad SUBSI ARNS
CONSILIDATED PRO FORMA STATEMENTS (F 180T

1 shomsedn, ricep pe chare sanmndi)
12 et )

Finl Youe 0ol
- Saplmmbey 19,
17 A9s ™ 17
Fro fewons
Ipcratmg Ievemues
Diect dhal long distamce serviens'™ ; 119401 SRAAR4  362BH 52007
Total operaling revenses ... S 80346 1440% 17540 I
T e e e e el et 1ig49). 008 1254 Al
N gl e T e 61881 0002 MW 2T
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l.oas hefote income tan hemefid ... (1L.29%) 2999 13.213) 11.7m)
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u
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UL LANG DESTANCE CORP. and SURNMMANNES
OONKMADATED Fitt) FORMA STATEMENTS OF INDUME

(hn Sharuninds, rucepl pre share smennit)
11 eonmalidedd )
Vires Meadin Laded
fher. M, Mar. ), Sane 0, Sept. W,
s ] ) I I
Fro form
UpcTang sevense, 4
Deect dhial lomg dintance services'™' o SIveE  $1989 820210 23410
Udprrabor services ... 12940 13075 1241 1Y
Votal operating revesses ... - 1258 12871 Whatl 4.5
lwaponlil ... oo it 11.9% 113582 (TR TE 15.121
Sicling. gractal and admairine cyrme '™ : 9551 9624 10,264 1an
leprecistion snd amorntisstion expenrse. 38 24 —ali). L300
Profit (kes) from opetations. ... e iRl {600) { Ty 94 714
LT T — : 213 28 — L) L2241
Incosnc {iuna)) before income tax bemefi {pros rao | 1915) 1940} {12 ) Aty
Imcome tax heneflt (proviiem) ™. . : | . R ) L) L20%)
Net imcomme (haws) ... P ST, S A0 .45 LS 5w
MNet mcosnee (bt ) per commem share T S L PLTTAT o
Wegthtod average comenon shares aml commum shase equivalents
b AN i ema 14,208 14,497 14,789 10%%0

Nistes oo wenmwisoteod comolidaod pro frew fiomcisd shobements

1A)

(LN )

The lung distance and BOU services provided by the Company 1o Billing have, historically, been elininated i consolidaton 1he
pro forma statements of income reflect an adprtment fur these long distance and B0 services fesenues fo achicye anm's enpztls
picing comisient with the Telecommunications Agscoment shat has heen excouted betweon the Comgany and il

The billing clearinghomse and information management scrvices provided by Hilling 1o the Company have, historically, been
climingicd in comolidation The pwo forma stalemcnts of income refiect an adprstment for these billing clearinghiase ad
imformation management costs to achicve anm's kength pricing comsicnt with the Zevo Plan-Zom M Ballng snad 1nlosimatnn
Management Scrvices Agrocment and the One-Phes Hillag and Information Management Sevs s o Aporment that huve boeen
raocuied briwecn Bellang ancl the Company

In ceder b0 seflect the operating resalts of the Company on normalised basis, these unsudited Comoladasted Fro §oema Statements
of Income exchade direct spin-off conts and resirscturing charges. Dhiscct spin-off costs were $1 5.0 mallon and S5 3 il §ia
the year and quartes endied Septemsber 30, 1996, reypoctively. Rovtruchuring charges weve 32 8 million for the soxr and quncr
cded September 30, |99,

Ul the unmdsicd Comelidated Fro Foma Statcmcnts of Income, the Company seflects @ e foema hemefit (peos i) lin
income lanes o 8 42% tan tate for all periods presented for purpuses of comparshalty. Actual tax ameusts will be higher i the
third and Fourth quarters of fiscal 1996 due 1o rondeductibility of certaim nonecuring expenses associated w ith the spin-ofl and
Fesinaciurion.
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The sistements cominined in this Outlonk. 2 hascd on correst expectations. These statemends are formard ook mp. and il

resubts may difler matevially
The industry im which the Company oprrstcs b very compeietive sad s characicrised by raped change In addiion
. Compeny has faced, and comtimwes to face, regulstory isues which have affecied or ir_..._.!-____l__!..._iln ..!....!._.__
operating profit. The costisued success of the Company is dependent on s ahility 10 adapt (o these competit] e and repulaliv
_ changes. In ilﬂliﬁiiriiil;;tﬁili
comtinuing geographic expamsion, capending its product offcrings aml controlbng cosds be improve e prods margins and reduce St

expenss &S & peroemiage of Fevemuc,

The Company comtinucs o cvalusic snd ke actions o improve the proficshily of s existing products, ..r.i..._as
pouduct i fully willize the ii&iﬁi arl-s____l.- cvahuie poograms that are expeciod b increase revenies
trouph parwerhgr with imdepraden e agent T..ir!iillnl:llﬂ. i__i__.___.. (%

pricing. which is expected o improve price competitivencss. Furthermaore, managemcnt i m e prcess of eapandmg pr .:.:..:
4o inchube lncal sccess snd Intevnet sevvices, as well as fiame rclsy and paging services in arected markets __.._.._n-.lii mduch
Iiillliiiliii. ..f..i-..il!._..:

masagcrncil s comidering med will comtimes 4o ilir!iliii uf.;i
has peschuned 3 digital switch in Atlanta, Georgia, and will takhe possession of i in Jamsary 1997, In addition, the Company continues o
evalusie acquisition candidetes in sirstegic geographic arcas lo expamd ._!l_... _ri;.tairlﬂi..:_.#i_!u

megatintions with respect to any acquisition o the date of thr repont that would huve & maicrial mapact on the Compamy "y linancial
ot of sty oof oprrations

li'ilﬂlii!ilil:ﬁl' l.-..:

With regard 10 improving the Compamy’s gross margims, managersend s focused on maximiving network, efficiencies by
il«[{l{ililﬁi omis.  In Novewher 1995, the ( hl_lnw .ln._____r_..h w it
Communication Compenies of America ("AUCA™) which provides momhers ‘.i! poul puichasing powes i acgueT
kwey Wranumission rates fum interenchanpe carviers theough vohuwe divcounts snd 0 work in __ll_._i_ with nther members o
capitalize on resssce sharing arcangessents such 2s swisch parttioning and network sharing.  The Company already has realized. from
!iiiﬂu.‘lillmﬁ..’lii;!tl.i:lulﬂ!.ﬂ
phased in. Lastly, management has siressshined and revrganized covtain corpovate, admmedrative and overiead fuscioms s belice
El-_lﬂln with the smalier aperstion that resulied from the spin-off.

Over the past several years, the Company has undertaken 3 program of developing new products and eapandmg 1t

service offevings, peographic focus and metwork. In connection with these new products amd services, the ir!:ir. I..
irii;ili These wrvostments, geacraily, Iq.l.l!i..r.._...ﬁ__..
with anticipsied rcvomme growth. la addition, the Compamy contimues 40 incresse its sales and marketing, cusiomer suppor ok
ili!i%tll:ll!il!%[liiaﬁ The
ii'lli'ilii!iliil};ﬂi 1 aml
aperalions activities. The Compaary stiewpls bo carcfully plan these expansion efforts bo miniwize the effect to peofisbdlity, .__._c
can camse the Company 0 incur significant increases in exprmses from time W time in anticipation of potential __l..u,... n the
Commpany "5 cursiomet bimey @i birpitied grographc maik.chi.

The Company's fole resulls of operations ssd the other forward looking statements contalned in this Uutlock, » partc !u
sicments iegarding rovenue growih ol redcing ool unachare, volve B b of ili In ackdetun n._._..
discorsed shove, other factors that could cowne sctual results 1o differ materinlly are the following: business o ..__.t..:!_:_.ﬁﬁ._!.
ecasomy, competitive factors, scosplance of new products and pricing pressures. availability of lessed metwork facilities. risk of collection
liiiiii{lllﬂiiiﬁitlﬂni
sl

The Company believes that it has the compettive product offerings, perunnel and financisl resources oy continued buvness
success: however, futwe revenues, costs and profis sl s influenced by & mamwber of factors and are subyect fo cortam rishs and

wncertsintics, a8 discuased sbove.




i insmkidity sl € Barvmmrmen.

The Company’s cash balance increased 1o 558 million at Septewher 30, 1996, from 530 &t Sepiember 30, 1995, This mcrease 1
airitsinie bo the ransier of cash from Billing 10 the Compary pursuent fo the spim-off of Hilluey  seb hae, bestoracally, been manay 3
by & comralized cosh msnagessent department in Billing  Comsequently, cash was Bot allucsicd smong the (Company » subridcn e and
wis recavded on the balence shest of Billing. Total comolidated cash was $22.9 million &t Septeswbey 30, 1993, nome of which & refleciod
om the Company’s balance shest for fimmncial reporiing purposes. Working capital was $20.) million st Sepiesnhes 30, 1996, compared 1n
$11.7 million o Septessber 30, 1995, The Company’s curent satio was 1.7:1 &t September 30, 1996, veraus |.5:) ot September 30, 1493
Addisionally, the Compamy's cash flow provided by operations was $1.6 million for flscal 1996 snd $1.8 million for 1995 Canh fhow
provided by opersting activities would hgve been $5.8 millon had the ('oompasry 8ol incurred disect span-off costy and rowrsctunng

charges.

Accousis receivable incressed 10§15 9 million ot Septessber 30, 1996 from $30 5 milkon 2 Seplewher M), 995, This incicane
s slribstably primariy to 2 higher kevel of direct dial long dislance scrvices Frvesmrs s S fourth guarier of 1996 compared so the hauth
quuter of 1995. Teade scoewmts puyshie mnd acowed lsbilitics incressed 0 5109 million sad $1).6 million, resprciney, o
Sepiember 30, 1996 frosn $10.7 millimn snd $6 7 million &t Sepsember 10, 1995, The increases in scoounts paysble sd accrend habildies
are dus 1o the overall expansion of the Campany’s business. Prepaids snd ey curmont avcts incremsed o 56.0 million 51 September W),
1996 fom $4.1 million st Septessher 30, 1995, This incresse is stributable o a0 increme in 2 receivable fom Halling for cquipimem
lomns under the Company's finsacing facility pursaant to the spin-off. The decvesse in ofher sarts fo 54.9 millcm 2 Septembes 10, 199
e $6.3 million = Septowmber 30, 1993 s dur io the normal smoriizstion of fhese sasets and a $727.000 write-down of condomer bt

aseozinses) with certan wapiitions.

Capltal expondissrns smeusted 1o approximaiely $11.0 million during 1996. Thewe expenditures were relaled primanly o the
purchase of telecomiunicstions equipment, compuler equipment and oftware. snd office farmiture. Dwing 1996, the ( mpan)y
financed approximaiely $).5 million of squipment twough long-tevm borrowings. During 1997, the Company ssticpates. capetal
expenditures of §18.9 million to $22.0 million to service the Company’s projected growth.  Approximately §10.0 million to $12 0 million
of these capital exponditeres are exprcied o be purchases of telecommumications cquipment, appronimately $5.0 million e 37.0 milln
e expecied bo be puschaiss of computer hisdware snd wolftware to develop sysiess 40 suppon the anticipated growih of the 1 omgan
business and the remainder is expecind 1 be for purchases of office fernitwre and equipenest. The Company anin jpabes famm my thew
capital expomlilares primarily tough iovm sobcs with variows keading institations.  Allhough lne of oredsl comamsmnonts. hanve heen
matic by various lenders for squipment pisrchanes, there is no ssurance that the Company will be sble to obiain satisfactory inancmg
Morse capital expemdingres.

e Commpaey’s cppersiions and capancion o bew peographic markets will costinee o requare wwhutastial capstal invciment
for the development and procerement of wammission facilitics and Wwlecommmications snd office equipment In addition, any
Bogmisitions thal the Company may comsummate may requice subsiantial capital imvesiment. The Company belicves that it has the
sbility to conlisse 1o securs long-term squipment (aancing snd that thls ability, combined with cash flow generaled from operations
mnd svailable borowing capacity wmder i enisting credit facilities, will be sullficient to fand capital expenditures, working capital
needs snd debl repaywernl requiremvents For the forcsocable fulure.

The Company hes 8 revolving credit receivable fimancing facility which alivws the Company fo borrow against its o'vn direct
il long distance services and apersior services accounis receivable. Al Sepiember 30, 1996, the Company had appiosimately $140
milhion availsble for borrowing and did not have any amounts borvowed under this facility. Any bomrowimgs under dhis facilir: will bear
intcrest ot the prime rate phes % This facility is collsteralined by the relsted accownsts receivable and by virsally all of the aicts of the
Company not otherwise pledged 5s security undcr uther deid agrooments.

The Compuany s & pussnior en 2 $45.0 milkion credit recelvable financing facility for Billing. Under the terms of the
Tramsiisomal Services and Suldlesse Agrewment catcyrd inte parsuant 10 e spim-off, S Compavy's potential hiabiliy a5 puarantor iy
compenssted 5t the e of 1% of the sversge sanenl cutsignding balance. At Scptemsber 30, 1996, Billag had 5190 mullon outsandmg
wnder this facility. Both the revelving credit financing facility snd the guarantce amangement terminate om Decomber 31, 1996 The
m#m”hhnm%mwhﬂﬂﬂwqufmﬂhh

ia fincal 1996, the Company cuicred into 2 $10.0 million oquipment financing facility with an inicrest rate Moat & the 30y
commerciol papey reie ples 2. W%, No asmowsis were mohianding under this facibity & Septewwber 30, 1990 The agroement provides fior a
one-year period during which the Company may linance up o 5108 million in equipment on am interesl payment only basis.  pon
completion of this period s Sepiesber 1997, the moic amouni will convert 1o » sevies of torm noles with 2006 of the sodal anoum
l-i-i‘lih in cach of the next five yoarns. Any amounts not duc in 8 given year may be propeid and rehomrowed al the Company*s

(L]




The Company has vation fixed sate setes with interest rales fanging from 6.7%% o 11.0%, dee in varying smounts Buough
August 2001, The procesds fum the ssance of these mbrs weve wsed o scysise coiain computer and Ielecommmmications equipment
and oficz fanitese. The lomms are seowsed by the pwets acyuired with the proceeds of sch moies.  Uertain of these mdes mr aba

reerarivrd by Blloag.

Historically, the Company hes obipined flasncing for capital expenditusrs Swough term delt agreements and capital bease
agreements lhat were prasaniood and crom-colisteralised by the Company and Billing  Those delt apremments were negotisted hased oo
e strengih of the comoliduiel Mnencial saleasents, carnings aid cash Mow of the comolideted group. Most of these debt agreements
were secuved by the amots of all the subsidiaries within the consolidated proup. The Company ks seceived flom cortain lenders kian
vl amesshments or sepurat Jome agfeements whereby e slgect indelieduness will be secured by only the Company s 2ach In
other conrs, the ruisting cross guarssders and secwily ETaRgemCE betveeen i Company wnd Ballmg will remain i place for the
durstion of the facility. In this regard, the Company sed Pilling hove agroed to pay cach other a credil suppern fee.

The credit faciitics discusesd shove contain various restrictions and fnuncial ratio mantenance requirements. Uinder e of it
creshid Eacilisies, sthe Company s soquired bo maintsin 8 guanerly satio of comolideled operating income, 23 defined in the agreoments, to
comulalated fined chapes of | %50 1 9. Fusther, the Campany i reguined io saintain a ratio of fumded debt, a5 defisc in the agsvoment,
0 ol capitalization of sot groster dan $0% aud total debst in futal capitelizstion of mal presior than B9%. (ther agrecments requare the
Company %0 maintain cash Sow coverage ration, a3 defined in the sgroomonts, ranging briween .25 and 140 and & minimum tangible net
waorth ranging between $30.0 million sad §35.0 million. Under one agreoment, the Camepany is prubibsed from payng o cash dovudend
on ity common mock. Cress-defiaplt provisions of e Compeny's most wgnaficant credat fasdstacs may place the ( ompany n delauh of
such fiacilities should it fall to ssisfy provisions of certaim ather loan agreements. Under the Company’s most sigmificast credat facilities,
USLLY his gueramtced the obligations. of its subsidiaries. The Company was in compliance with sl required covenants al Sepiember 1),
199 =d 1993,

The Company comtinially cvalusies business opponunitics, incheding potential acquisitions. The primary focus of The
Company's scquisition activities s to make sdditionsl acquinitions. thal will grow the Company’s direct dial long didance buuness
Une or move of such acquisitions could seselt in & swbstantisl change in the Company’s operatons snd financial condasm | he
success of the Company's acqulsition aciivities will depend, smong other Whings, on the svailshility of acyuisition candidates, 1he
svallshilty of fends o flmence soguisiiions and the svallability of management csources b ovenee the operstion of acquined
businesscs. While the Company hos, frum time o time, had dncunaiont with other ielecommunicsrins companies, o has e
ngreements or pencding Regetintioss with respect o any acquisilion ol the date of thes repurt that would have » material impact oo the
Company s linascisl pusition or resslts of operations.

As comideyalion fof sy scpelsitions, the Company may ivue common Mock, prefermed stock, comvertible debt o other
securitics, in addition b0 of in lew of the peyment of cash, that could result in dilution of the percentage ownership of public
siochhobders. The Company does met intend to seeh sMockholder approval for any sech scquinilions of scowrity suances unles
rexuired by applicable lew or regulstions.

Bimparmardity

Approximaiely 95% of the Company's dirert disl long distance revenues is gencrated by commercial customers and,
acondigly, the Company enpatiences goneral decreases in long dintance jevenurs around national holideys when commercial rathic i
redinced. Ve Compiny typicelly sxperisnces decresses in opevaior services revenses in e 2 and wistey montis 2 pay iekephone ape
dechkimes due b0 cold md inclement weather in many parts of the United Stsles. As 0 reswlt of the srasomal variations discuneed abne,
revenue repunied i ihe Company's Sirst flecel quanier ending | decembey 11 (which includes the Thanksgivimg, Christmias and New Year's
Eve holideys), historically, hes bees the lowest kevel of sy quaries of the yeor. Convensely, due to incressed walfTic from pay telephones
during the spring and sumeser montis snd & lower comceniration of aetional holideys, the Company has hiuorically experierioed s

highest revenee levels in the thind snd fowrth guariers of the fiscal year. Hecause the Company's lived operating expenses do ni decremne
during the firsl fiscal quaricr, the Compawy's profitability is sho, pencrally. o its kwest level for any guarier of the yoar
Filerd of bolintien

: imflatcn i mel & malevind fackar alfecting e Company’s binincw. Prices charped o the Compamy for swilching equipmcnd and
iramamision couts have nal mateially changed dwing the yom . Giemoral opcrating capemacs sich i salanes, cmplodee bonelits and
urcupency coety are, howeves, siloject 1o Bonmall flationary pressures

Pirw Rarrsiibbiog Yoiiemds

The Comgpaswy is net comvently, sor does it expect o be, matevially aflecied by any new staslards recently aued by the Firangial
Acvounting Shendeds Besnd
b. |
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ITEM L FINANCIAL STATEMENTS AND SUPPLEMENTARY IMATA

The consolidated financial ststements of the Company and the telaied ropott of the Uonspany’s indopendemt pablic accomntants
therevn e imchuded in this repont 5 the page imbicaled
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REPORT OF INDEPENBENT PUBLN AMUUININTANTS

ot Hinand of Darextors and Stockhodders of
1S Baweg: | istamce Uonp

We have andited the accumpanying somwindated talance sheets of U1 S Long Dntance Corp. (2 Inckaware compusation) aml
subnicharics i of Septewher 30, 1996 and 1995, and the refated consolidaied statements of moome. atoghbusldery’ ety and conb Do
fom each of the thece yeans in the perind ended Scptewher W, 1996 These fincial sabements @e the respaursility of the ©ompan
management Our respussibility i 00 express an opesiun of these financial sscments bined o our sudsts

We comducied our audits iy scomrdee with poacrally moopied swhting standards. Thone stamdards sequire that we plan and
1.!-!-!I.Iltilllﬁ-—i;Egiiglqnﬂ.nilazg.._ An b
imchudes cramtining. on @ fest hanks, ovidence supgeating the ameounts and disckrases in the financial statesmonts. An bt alao e b

surning the accounting principies ssed and uignificant rdimates made by sssapomont, well &y evaluating the merall Timancul
siabrowerl pecsentalion We belicve thal vy sadats provile 2 semamahie hasn ke v opavion

In owr opimion, the fnancial stabements referred W s porsemt fowrly, i all material respects, the finanoul fredem o
115, Lumyg |istance Conp. snd subaidiarics #s of September M0, 1996 and 1995, and the results of thew aperations and their cacd Tk fi
each of the thiee yrar in the perind onded Scpiemher W0, 1996, in confurmity with prncrally accepied aceoustmg primophes

As cxplained in Notr 2 w0 the Comohdated Financial Statemonts, cffective Uctoher |, 1991, the Coniguany changesd s methiod ol
accoumiing iy income Acs

RIMUR ANDERSEN LLY

San Aptonin, Trvas
Mevoowhey 14, 1998




LS LAMNE IS TANG B CORP. AND SUBSNNARSES
CURSIN ABATED BALANCE SINEETS

i tscsmnmnda )
ANSE TN
— . Sepicmber 29,
199 1993
Couresl sach. ?
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rsued and 15,051 576 and umpu m-m lhq-lnlhln. 1996 and 1994,
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The accompanying noles arc an mieral pant of these comsolidased Ninanc sl Malcmenis



V.5, LONG BISTANGE CURE. AN SUBSNM ARIFES

OONSDLIBATER STATEMENTS (0F INOUME
¢l Emsaad, carrpd por dhowre socewmiol

For the Year
—— Enied Seplember W,
1% (5] ™

ipevating (cveRues:

et dial long distaice seTvion. E S 1194 SBI4RL S0l EM

{ poTkon SCTVICES. ... YL L S4w1

“Tutal nperaling revenues 150,346 184 050 117,541

Ot ol Serwices ... bt Lo s Bt LB il 118493 S4.0M pRTT

G profll ... i (18 L1} S 2 44,497
Selling, pencral mnd sdminsabive EAPONI ... oo 50,722 41,580 insdl
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Restruchoring charges ... 2800 (1] ]
EDepecciation S BWOrTARIION ERPEMSE ... ... o s S T Py R [111) 3 Bl
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et income (cupemnr):

fmteresd income ... e L hl? 471

Smtcresl expenne .. - (1.3%) 11.641) LT

ey, met List) B 1 ) [ ]

lﬁﬂummi S |/ TR ./ -1 ]
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s o tan hemefin ... M ] 1] 33
Hnlmnn—n-“m (12,754) 124 (2.475)
Hiounmmed o st | Mote 11
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SE.601 (1995) and 35,030 { 199) ... s e T e

idel 14018 RN

Net imcome LI 3L 36U
Nct imcusse | ko) pet common share:
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hhn_lq-ﬁ- o 0971 __Usl
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Tie accompunying maics ase an integral part of thewe comolalabrd finan il datements
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1L L0000 ST ANGCE COURP. AND S1UBNMMARNS
CUNSINADATED STATEMENTS OF STOURNOLDERS PARNTY

Far the Veors Ended September 30, 1994, 1995 sad 199
4B pharannddagy

—Comemon Séoch . Prefoseed Stech Poid-la Mntaperd Trensun
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Purchane oof moasaery stock o [[] [[] (1] ] U (1] i1LA1T
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Poulng with |12, Netwark, Inc. 175 2 n i i 27 il
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The scooenpanying notes mc n micgral past of these consolidated Financial stalemonts
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Cate s, roem aperatisng activities:

U LONG BISTANCE CORP. AND SUBSDIARNEN
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U5 LONG BISTANCE CORP. AND SUBRIBMARNES
NOTES TO OONMMABATED FINANCIAL STATEMENTS

Made |. Bimiarm Activlly

-_?in[inﬁﬂ-liiri_.llrlnililii'.-rt:li.i-...i_.i_-.s
Adl in the Sisle of Delssgre, Uniiod Stales of Amcrica, in 1987, UUSLI) snd iy sshaldiaries (collectively, the “Company™) olfer an
imtegratedd proup of comemications services inchoding decct dial kg disance, prepond calling vards, ravel cands, dala ranumeasn ol
calling cemtes wevvicrs. The Company's motwork comuints of 2 bighly sdvamcrd. dopital switching system which provides Ratwnw i,
hrpedy fiber-optic, acorss roughowl the United States.

The Company is a fuli-service kng distance casvier cusvenily providing dwect dial long distance services to small and medium-
sired commerciel costomens and, o r.lﬂll.lrtlli _..-_t.. e ilﬁfalﬂ!i!‘.

Pebe 2. fettptacey of ipeiioged Acesuintion Palicky
Frisecipdea of Compashonem amd Bumin aff Prossiium
The accompanying comolideied fimancial vatcmonts wclude dhe scoousts of USLD and i whedly om .l._:.r._._:. » All

significant inicscompeny scoounts snd Wmmactions heve been clminsied i comolulstion. Cerlain corrent porid and e __..4..._.
emocunia heve been reciomsiliod for comguialive purpass.

On August 2, 1996, the Compawy cumplesed the pin-off of #s billing clearinghowse and mformaton management
Eiiiﬁaﬁf_ iirllli-ll.i!l[iu!,
i.til'iiiti-ﬂl%i}tttnlisi
Acceunting Principies Board (" AP") Opinion No. 30, Fimancial divclosures for all periods presested peflect that restatement.
igiliillfn!li Total comulidaied cash was $22 9 millon 2 September 0,

ol

The preparstion of finencial satements in conformity wath generally scoepied accounting primciples requires managericnl o
mahe climaies mnd sssssmptions thal affoct the ropurted smouls of aswcts st habilities and dnchnure of comtingent avsets and lishilite
al the dute of the Fnancial sitemsents and the repuried smuunts of revenues and expemses during the reponting period. Acwial results could

differ From Haose estinuales
Kovewne Nevegonrum Podaws
The Company recopnizss revenes from it direct disd kong distance and opetalor sefvices as such services are performed

Property snd equipment sy stated o cost. {eprecistion and smortization are computed on 8 sirsight-line hasis over the cutimated
wsefiul lives of the related amets, which ratgr from tres Io i years. Upen disposition, the cosl and relsied sccumulsied deprecistion and

smortization we romoved from the scoounts sud e resaliing gain of boss i reflecied i other ncome For that perod  Fapeadsees T
mainienance mud repmirs are charped bs exprass o xared $weol ardalietan coids 8nd Mape imgsin oot mr « apetalind




‘ Fxoens of Cast (o Net Ausets Aoguinnd

_ Encess of cot over met asaets acquired repesemts the exce of the consideration paid over the fair valur of the met et

_ scquired. The initial acquisition of the divect del long dntance busawrss r ey amortznt wang e W .l_..____ll_i.. et .
ol submequent acquisitions of direct dial leng distance buinesses ste bemg smscostied ey M yean The (4 Compasy sonually as P :.._.
Eppeoprasienes of e et valnalione ead the pmcrtizotum peyeds
# ey Avsens

(her puagts inchade Anancing costs selated o the Fsmmmce of kang-term debt, which have been deforred and are amostized o

the b of cach seapective agreomen, acquisition costs of direct disl kg dintance customes hases, which are smonied ovet the oot
il life of the customer buses, and costs incurred fo acquine operator eTvicss agrecmcnts, which ave smortised oves the bife of cah
respactive coniract. I additien, 2 Elil‘lifliitﬂi hong ke dhejpe __ial,.

ki -briim pastion of sodes secevvaieks hove oce inchuded w cilerr gasci

Fuw Uil of Funse s hetrue v
The extitanied fair value amounts of the Company's finmciel imtruments hove beew drtermined by the li....v

iiEli!i[ili? 199 and 1995 The camy _
ol ihe Company's cash, receivables. sccownts peyabie, debt amd ail oliver fmancisl vtrements apperonmate thew 13 markof | ..__1.
Adveriesing Exprone

The Company charges sdvertining costs 0 cyprmne an the conh mre cunnd  Fotal adhertamg expemse
$547,000 and $796,000 for the yemrs cnded Scpiensher M), 1996, (994 and 19984, revpecinvely

oy Tames

E!EHEEEI "FASE") inswed Statement of F Inlhﬁin-l...!.
CSFAST) No. 109, “Accoumting for inceme Tanrs,” which the Company sdopied effective Okioher 1. 1993 Under SFAS No _.__,..
ilElIliI-ii—litl-ui‘n!lliﬂ lllllllll
dcferred tan linbility or sest is expected o by sestied or realiasd. A change i the tan faws o .II:.._I m adpusimerits bo _l.r.r...,.,_
tan, bnbilaties of meests. The effects of such adjiustments are requirrd 10 be mchuded 1 mcome e pernd i which Bhe tax Liws o raics
@ chamged The adoption of SFAS Ne. 109 did not have 3 suaierial smpact on the Cumapany’s finang sl postion o8 rewlts of ._....
Prior to October 1, 1993, the Company accownted for income taves i accordance with the provivioms of APB COpmion Ne

“Accuusting for lncomes Tanes.”
Net Incoms {Lows) Por Common Share

et income (lone} pev common thare was computed by divideng net income {kna) Ilfl.r!nlirr?:li%_
Eill!li!%i!'ilr_ ___.. weighied o
nurnher of shares cutaanding during each facal year defers from the mumbey of shares outtandng o cach eoud e __..!.._.E._..._
comversn of aplions sed warvants thal weve ouistanding during the ieypective pesradh




[

Stcteworwts off Cundy Flowny

p.i!!l;l!‘!tt!tl'!t}tli!%

Canhs paywsents for imbevest ... e A A LW Hl
W

|
4
:
%
53

Fun puspuses of determinmg cash fows, the Company consaders sl ienpocany cinds invevlmanis puschaned with an orgimal
matursly of there moniies of bess W0 e canh cquevalenis

Rovoond Accosatiag Frosesste vasesiy

b March 1995, FASH inssed SFAS No. 171, “Accossting for the lmpanment of Long-Lived Avets and fie Lol e Avaets
o Be 1Napmed O SFAS No. 121 requires thal long-lived asets be reviewed for impament whenever evenls o changes m
cncumniances indicate that the canrying amount of an avet may mot be recovevable. Ja fliscal 199, the UConspany desermmed that cevtam
iiitli:ﬁilﬁiil[il $1 8 mallwm, of which 311
ltriiii‘-luduﬁrilill!lli

I October 1995, FASE insued SFAS No. 123, “Accounting for Stock -Based Compennation ™ SFAS No 123 defines a fan vake
based metid of accounting for employee stoch oyt of ssuler cqualy SsinEReity Linaer the fair waber based method, compensation

n.l.rllln‘lIliliililriitiiﬂln‘l?!i_.__,.E_.___“.
vhe vesling pevid.  However, SFAS No. 173 aho atiows citics 1 contines 0 mcEAe comprasation costs usng the intrnuc salue
method prescribed by APR Opinion No. 25, “ Accounting for Stock fwsued o Employees ™ Entities electing o remain with the accoumtmy
-ﬂ.ﬂ!..wi.ilt-!uulli_ilgiﬁili!iﬂn!:fiiﬁg
mcthod of SFAS No. 12) had been applied. The accounting and dnclosss requirements of SFAS No. 12) are effective for tansacions
ulﬂl.l-r-rnlitltli_m.i..i-.i!itgilrlill%us!
E.Ez:.uullltq!ﬂfl.rﬁrlll!ll!i]!l:lﬁiiaﬁ?a:_

i

acoumding under SFAS No. 123 had been applied Therclore, managrment of the Company does not asticipate SFAS No. 123 will have
matctial mopact um i Uompany 'y financial position e revalis of opesatom

I e (9%, FASH insued SFAS No. 125 “Accounting for Transiers and Servicing ol Fimancial Avct: =nd Extmgurhmicnts ol
Lisbilties ™ SFAS Ne, 125 provides sccounting and repurting sisdards fos, smong othey things, the wamdier and servicing of finar il
avcts, such 58 Tachoring receivables with pecoune. SEAS No 125 in effective for ransfers and servicing of financial musets acow ing aficr
Dccomber 31, 199, and is b be applied prospectively. Farker of itvactive application is sot permiied Managemont of the Compam
does mol anticipatc the adoption of SFAS No. 125 will have & matetial impact on the Company's fmancial porsstion of 1esults of

TR

Tacoie B fhiecamiiesnd § b Tmbings
Sim Augwst 2, 1990, the Uompan; wnpicicd the spur-odf of Hillmg, wy illng kcarmghowse snd nformatin managcment
sevvices busimrss. The spin-off has been sccousied for 85 8 decomtinucd aproatn and, sccordingly, the Company 1cy

Cousolidated Financial Statessents for all periods presewted prior 10 that date. The spin-off was a lax-free distribution of 1P of the
commamon soch of Billing 4o the Company 's sexhholder Revenwe of the discontinucd operations of Hilkieg was 3858 milion, 808
million and $57.7 milkion m fiscal 1996, 1995 aud 199, respectively Net income of the discomtineed opevation of Filling was
$15.2 mithion, $14.) million and $5.6 milkon i fical 1996, 1994 and 1994, yespectively. In comnection with the spin-oll, the

o]




j Uimpamy ewiesed mio o0 sgreemiend with Hilling wnder whah the microompany peyable'recervable balances were Dorpinen
Adubvivemally, Il agreed to reimburse the Company fir ditect osd-of -pachet expemes avocusted .l-_.....!._...._-li ________ et
cash (o the Company 80 provide the Compeny & ilii’nl?.uﬂ?ltii The nct ¢ ol this
agrevment icsuked in the Cospany recopding the dishibution as 2 devidend i the smowst of 16 ,..Eﬂ-._.#.._ n:
pepings. [Daect spim-off coss meoosded B operaling capemies i the e ended Scplember 3, .._____l. ._.__nl__.. mimately $11
wiltinon and include professional fees, lan pryments Wigeoied by the spin-off, pryments called Tor under emphoymicit agreoments o _
costs associated with accclcratod stock grasts,

Thoet summman iped commprnents of met anscte of discostinsed opotatam ot Septomber W, 1995 were o follows (0 o)

Covemtanart . 100,71
Proporty asd equipseent, et 4,785
Total macis.. .. ... T e (LR
Accousts payables, scormals and debt nt) 4
0 Whoes nhiletics amd ohbygativen 2232
Met pancts of divcomimecd operations. : e $ V03
Mot 4. Arguduitiems

e Uclober 1, 1993, the Company acqguined Telecoss West bne (7 EWIT), 2 duect deal hng dislance company, m eacog
s 270,000 shases of i consmon stock. The busisess conshmation has beon accomsiod b an @ pooling-of-intercats conshinatisn [
scoonpanying comsolalsted fimancisl statements include the operating resaits of 1W) since the effective date of the bvncss
combination. The comolidated fmancial satcments for prriods prior 30 the combinatum have sl been redated o include he
sccounts and resalts of operations of TWH due W the transaction sl having 3 significent impact on the Company s print perisd
fasancial position of Mesulis of operations.

During fiscal 1994, the Company acquired fous other scparaie, privateh-imned diect .___..__rl-&il!n .!____.!5_. atcdd
in Tenm and California.  These acquisitions have been acovemted bor a5 purchancs snd, accordingly, the results of operalions of cach
sompany have been inchuded i the Compemy’s comsolidated (mancial valements smor the fpective dades of soguinition. An
aggregate of $1.0 mitlion cash and 650,000 shares of the Compamy's common stuck 2-.:....._1_!_ connectin W _.__n..q__..-..._ _..2.
iramsachions. Total ssels scquiced and Habiliies soumed Ry these scquired companies were approximately 32 8 million and $1
million, reapectively.  The excess of the aggregale puichase price over the fair -__.nillil:li}r!#:!i:ﬂ.
appronimascly $8.0 million, of which appronimatch $6 9 million has been reconided oy goodwill and s being asrted oo 8 drseih-

line hasds pves 20 years. The remaiming balance has been reconded s the paschane peice for customer lists and in being amontiied on a
sirnight-line hasis over Thve yean
{n Oxtober 6, 1994, the Company acquived 1. §). Network, nc. ("LIN"), & dieect daal kg drstance company, i exchange

for 1 75,000 shares of #s comman stock. The business ¢ i[u!r!fn:!ins o o o pooling -of-wcrests o .__i..al:._. The
accumpanying copolidaled Tinencial statemenls include the operating rewis of LN since dciober 1, 199, The ¢ i:.r.rt..._
Tmancial sttements for peviods prior to the combination have mt been restated 1o include the accounts snd results of operations «
_hl._llll_._llrl-t.llr!l_._-tl:rl.i-i:lﬁ-li!v..,—-ruu!..:_ﬁitiii.!:?i:_.!ﬁ_..:..

in Masch 1995, the Company acguised the kng didance commcrcnal cusbomcr base ol & company amd cortam avsel
aswdlher cowmpany, These acquirsilions Bave been scoowsicd Tir @ puwschanes and, acoondmgly, the results of apoiations of v
mcguiniion have been included in the Company’s consolidaied linancial statements since the respeciive effeciive daiey of l.___i
Cash of 5175000 and 78,800 shares of dhe Company's common stock weve maed i ilﬂ..l with these puschase .._.__..:..1
Total mwets acquined amd lishililics sasumed For these acquisitions were appronimately 311 million and 3.2 l__.EE J—i -.... The
excens ol the purchane price over the fain value of aypicgaic nel tangible avacis l._.__.___:_ n approvimaiehy § which
appronimatcly §116,000 has been tecopded an ondw il and is being ssoriised on & stsagbl-lne basis Eﬂu..!.l I n!__..._:_ﬁ
halance has boen recorded i the peschane price B customser lists and s being amovtized on & sizaight-lee basis over five yoars

i




mpmmm-ﬂmﬂmnywhhﬂpﬂﬂdmhmphm do it have a
shgnificant impact, cither individuaily or in the aggregate, un the Company’s prios of cusrent period fimancial psdoon on sesults of
aperatiom. mmﬂ#muwuhpﬂ_mmn—-ﬂl-hamnhwwﬂ
its subsidiaries 3o eater intn emephryment agreements with ot peincipsis of the scquined companies.

Mt &, Frmmerty wd Fauipae i
Properly snd equipmeent comist of the Follow ing
. _Sepiemiber 39,
(- ] [ o]
Yy Howmiraiiel )
ommanical s cypsipmecnl L TR AR TN
Furniter, Fintarcs sl cxuipment (R T1 B AR
Femnchold BITOVEIMIEIRN. . e s AT L
Less accumsbsted deprecistion. ... . : . UATEY) Ui
Net property mmd cipmecn............ - $29577. 2600
Pty & rin
Long-tcrm debt is compeined of the: following:
_Seplember 30,
(.. 1993
{in Shmerumndi )
Fioved mierest rate orme mobes ..o e I e T fo b o000 417474
[ T T T S il A el ool _SEs L7
§omg-torm debt, beas Compeml Paslion. .. e ey : slulse SLL327

Tie Company han 3 sevolving crodet sevenable fimam g faciy which stk the Company to borrow agamd o own operake
scyvices acoemets sovcivahle and covtaim duout deal kg distane scrvies avs ity ieccivable. At Seplember W), 199, the Umnpany had
apyeonimaicly $14.0 milln available for booow g and did ned have any anscunds borrowed ey this Gacility. Al Sopieisber 30, 11995,
the Campany did not heve any ssesusty bormowed under thes facalty. Ay barowings under thes facolaty will beas mteredd ot the pemic
saic plus % This facilty is collsseralisrd by the related accounts receivable and by vietuslly sl of the msets of the Conipan) el
wtherwine pledged sy sccunity smder other debt agreements.  This financing faciliny ierminates on December 11, 199

The Company is & usramior on 2 3450 milkon credit receivable lmancing facHiy fod Blling  Uniber the levms of The
T ramsitiomal Sicrvices and Sublease Agrecment discuraod further in Note 13, he Compasy's polestial labilsty o puatantol n compenaled
ty Rilling o the mic of 1% of the averape smnual outstanding balance. Al Scpicmber 30, 1996, Bhillesg had $19 0 mllon outctandmng
under this facility. The gustaniec rangemont benminaies on December 31, 1990

In fiscal 1996, the Compamy entcred ke 3 S10.0 millnve cyuspemet (mancmg facliny with an micsedd rafe of the 30 ikny
cummercial paper rate, as defined in the agrocment, plus 270 No smounts weve owtstanding vesder thes facility at September 30,110
The agrecment provides for 5 one-yesr period during which the Compumy may finsce wp b0 $10.0 melion m equipment on an et
povment only basis. Upon complotion of this pernd i Septemer 1997, the vuttanding borrowings will convert io a ncries of letm indes
with 2076 of the tutel ssuunt burrowed due m cach of the noat five years. Any mmounts mot due in 2 given vear may be propand and
sehorrowed ot the Campany’s discrstion. A commitsment foe of 575,000 wan pasd in connection with this faciley. 1 1 bemg amctized

over five years.

The Company has variows fised rate noles with inlerest 1aies ranging from 6.75% o 11.0P,, due i varving amounts thiough
August 2000, The proceeds fom the Bssance of these miles weore sned 1o soguine cortain computer and ielecommunications cquipiiciil
and vifice furnitare. The losns are secwred by the avscts acquaed with the proceeds of unh sl Cartam of thee mdes ae abe

puarambecd by Hilling.
Vnwwically, the Company hes obtsined financing b capal cxpendtures Swough term debt apicoments and capatal bea
apicemonts thal wete guaranterd s cross-collateralized by the Company and Hilling.  These debt sgreemends weie mepotisied haned o

ﬁ'ﬂrﬂﬂhn‘““iﬂ”tﬂm-—dtﬂﬂﬂnl*ll-ulhlﬂmqi Mot o these deld agrevmmients
were secused by S asscts of all the subsidiaries wothin the comolnlaied grmep e Compam s sccerved from contam kenders kan

i)




i

iilifiil*ilﬁli!if&ir;...
liliﬂlili&iil«ﬁil&i&l.._i.n!ta!_._..!_.,_.: the
dhaation of the facility. In this jegard, the Company sl Hilling have agroed bo pay cach othet 8 coedil sappent foe of ol the averape
emnsl cutstanding balesc.

ﬂulqu_lnﬂi ili iiliitﬂl—. s defimed in the agreement, 10
Ein“u— A Further, e Company is requiied to misbslsin 8 ialio of funded debi. as defined in the agreeniem,
b mr

iltlriili 'ii-ﬂ!’.w&l 1.80 snd & minitwim tang e net
worth ranging between §30.0 million and $35.0 million  Under ane agreement, the Uompany is prohibited from peying o cash dive _:_.__.
on s commmon seck, E‘llll.ln ‘vonpany’s most significant credit Eacilitics may place the Cosmpany in delauh ol
sach facilities should i fail bo ssbisfy provisions of conain other loan agreements, Under the Company’s most significa credit Bacilitics,
LISLED s pusrmsiced the obligations of iis subsidinries. The Compeny was in compliance with all reguired covenants a8 Scptemiber B0
199 and 1995,

Scheduled materities for the yoars cadug Scptewmber 10, 1997 thruugh 2001 arc s follows (m teanand)
Yeas Ending September 30,

7 884
1998 4,960
19%% 2. 159
XN 1553
Mute 7. Lasass
The Company leases corinin equipment and office space wnder operating leases. Rental expemse for fiscal 1996, 1995 and 1993,
was $2.5, 526 and 52.3 million, respectively. Fulwe minimum lease peymcnts under mm-cancelable oporating feancs o Sopiombor 10,
V86, me 55 follows (i Whowsands ).
eof Endimg Sepiconiey 30,
| o o b $2.231
(L 1.0
19 4Th
2000 6l
x| : rl ]
‘cilal mEinisny betes purmcnts b A2

The Company sho leases variows compuics s brlecommunications cyuipaent under capital lrave srTamgoments | wtiie
mana eane poynents undey thee capital lesses, kopethey with e present vabee of the Bt sniniam lease pay ments s Sepbeniher 30,
1996, are $437,000 and are duc in varying smounts through 1999,

Male 3 Nhorw Caplia?

On Jume |, 1994, the Company was suthorized by its boand of duvcion o purchase wp o 1,000,000 shases of #s outslanding
common stock. Shares were purchased from time fo time om the open market over the ¢ I'llniﬁiail?ﬂ! une 1,
1994 3 market and cther relevant comditions warranted. E‘rillf 1995, the Compan
]tliiiqu!.u'l Illilrl‘tﬂl!.!ltn l,inl._rl? e1e puichasad
subseguent jo July 1, 1994, In November 199, the Company irl!.i!iﬂiilnig_l &-._.,..._:._E
Itﬂiitl[li! z.l.nl_l !riii !.. _!1.5
scquisition of the long distance commercial cesiomer hase of 8 company in Masch 1995 and purssant 1o which 1o, B shases
Compesy's common slock were held in escrow was lermiinsied.  These 16,069 shares were returned fo the Uninpany and ar __..._
borld in trsnnury shares. Al Sepiomber 38, 1996, the Company hed 204,101 shares of sresury stock, carried o cou.

Uher capilal coniributions in fiscal 1995 and 199 are from 2 director of the Company and represent a settboment of cortan
sccurifars musiiens. Mo cash devidends were paid on the ¢ iilﬂtl..i.l W6, 1993 or 199,




On Decomber 12, 1995, the Bosed of Disecton adupted the 1.5, Long 1 Nstance Corp. 1993 Eamployes Reslvicied Stouk Plan (the
“Reswicted Siock Plan”), which provides for the swanding of restricted sock 10 officers and covtain key employees of the Company. An
wd“m-rn—-mnmﬂh-ﬂﬂnmmmmmﬂmumm.
ﬂhhn-ﬂh-w-h-u_ﬂﬁ_i-wwlmﬂm;ﬂm whe will
adwinintey the Restricied Siock Mas. The Reswwicted Stock Plan provides for cortain restrictions upom the salle of the sock. Sebrequenth.
the Reswicted Stock Plan was smended to siiow for smmodinie vesting af the divcretion of the cammitiee In frcal 1996, 188,000 sharcs o
—impﬁﬂﬁhmmdﬁ!m—m-—h-ﬂMdem
and is incledod in sslling. general wd sdninistrstive cxpome. An sdditionsl 3.4 million of compensstion expense was recognised in
lh:ilﬁﬁhh“i*d-ﬁll-ln_luilﬁull'ufm-lhhhﬂhﬁutqﬁdl ooty Al
Septensher 30, 1996, 312,000 shares were availshie for pranting uader this plan

Om Apail 12, 1998, the Cumpany, upen suthorization by s Hoard of Deecion, sdopted a Shaschobdes Rights Flan (Raghts
m"jﬂmlwd-mﬂ“pﬁ-uﬁ-ﬂudhﬂ—hmnl. The rights will
“mﬁﬂilnwmmnlﬂiw-ﬁdﬁﬁq-ﬂmﬂ of announces & lender olffer, the
consmmation of which would sessll in cwnership by 2 person or group of 15% of mare of the comasun stack. Thewe rights, whach
eipire on April 12. 2006, amtitle sockhelders 10 buy one ten-thousandih of 2 share of 8 acw scries of participating prefered shases o
l#pﬁdﬂlﬁﬂwﬂ-mm.mlwH“Mmmmhmmwu
receive fais snd equal ireaimend in the event of any proposed tabevver of the Company .

Fade . Siaek, Uiptiats a6 ferh Porrhese Bisrreads
lht'wh'ﬂlﬂd#hhmw-dﬂnmm—ﬁn-nﬁn
Numberof  Price Ronge of Khases

T Usnier Lipties
Canceled e 141,084) $1.20 - 3189
Lieamicd - Ly iterun &57.850 241 -1
A112.206) 03 - 5253
165709
(65.28d) 201 - §3.40
360,500 $243 - $1@%
A470L881) W - 114

la conmection with the Augest 2, 1996 spin-off of Billing, further discussed in Note 3, the Company effected » fay-free
mdMn{#m—-ﬂdlﬁuhfw‘nm.Inﬂlrphhhﬂhmmlhpmdn
hmmm,ﬂ“n#ﬂh_ﬁhmﬁMH-mwmwm-ﬂ
the Company's cumumon siock under the L) 5. Long istance Corp. |mlwmnﬁ-m--ﬁdﬂmn Flan™)
and the U S. Long Disiance Carp. 1993 Non-Employes Director Stock Option Plas (“Director Plan”), respactively. In conmection with the
#dhﬂﬁ.qﬂnhm'ﬁﬂh{‘_ﬂ#uﬂﬂhhlhﬂmmtnpmmrlh:
coomamic value of the Comiginy's Optisns cuisting immedistely prios ko e dewritation Except for the formuls adustenend, the lerms of

Sitanch. squtinms t0 purchess e aggregsic of 117,500 shares weve outsianding ot Sepiember 30, 1996, were granted outsade of any
phﬂmcmiﬁlmml-“h“lm'-ﬂn“ Augusl 23, 2002. Siock options lo puschase an
aggregaie of 65,000 shoses wire suisitnding & Sepscwber 30, 199, were gramied under the provisions of the Directr Plan and are
crascisable al prices ranging frem $2.78 1o 54.76 per share. The Direvtar Plan options have ccfisin vesting requiremsents and expite at
sasying dutes through February 24, 2001. Theer were 119,000 shares semaining to by nsued wnder the Director Plan s Seplember 3,

1




199 Seack opioss to purchesr s aggregae of 2215630 shaves were outsianding ot Septemsber 10, 1998, weve gramted wadet the
provivoes of the Empleyce P, snd asr excrciasble o prives ranging fam 50 39 $3.40 pev share. The Employer Plan options, which
have coviain vesling roquirements, capire o varying duies through Auged 72, Jon? The Employee Plan posnides b the giantmg of
wrwirer sock epenns aid anbquelilicd skoch, ot As off September 30, 199, theie were 700,515 shares remaming 0 be racd
under the Employss Plan. Options to parchase & tetal of 1,031,385, 756,524 and 610,792 shares of comemon stock were excrcisabie uider
all plans 5t Septensher 30, 1996, 1993 and 1994, respertively.

The encess of the masksi vaiue of the common stock. om the dulc granted over the exercne price of such options sesults in
comprnsstion expense 10 the Company over the vesting perind. Apgrosimately $145,000, $25%,000 and 5220000 of comprmation
capemer was recognised by the Campumry during fiscal 1996, 1994 and 1994, rvpeviisehy. There were no deferved compensation cimas
o sl wkhitions? paid-gn capitel st Sepsembe 36, 1996 while $145.000 was neticd agamnt pacd-in capital 2t Sepiemsher M), 1994

Stack warcanis to purchase 460,74) shases of comman stack weve cutsanding a1 Scptember 30, 1999, These warmrants were
ised in commection with e salc of the senlor ssbordinated noies m July 199] and weee exercnsble s 3001 pey sharr Wartann 1o
pechee 469,741 and 608,459 shares of comwwen sork were exevcied in fiscal 1996 and 1995, respectively. There were wo such
warcants cxercised im fiacal 1994, There were a0 sch sk purchans wamants outstandenyg ot Septembe 30, 1996

hﬂ.hf—yhﬂmhmzzuﬂmﬂlmm.mhm-
M-ﬁ:“mm'ﬁrdhm-mﬂﬂhﬁmnhrulhfm’nnm-n
-l‘.-ﬁh‘i-‘.Mhhﬂﬂ“ﬁmhﬁmﬂiﬂhmmwhﬂhm
share. The warvamts vest ratably over the comtract prrinds
Photr BB, Geome Teors

The income tax benefil js comprised of the following

S Enbold dasiwseher M
1955 1995 14
£hE ERasipasbinade)

The income tax benefit for Tiacal 1996, 1993 and 1994 differs from the smoust computed by applying the statuory federal
income tan rate of 33% for flacal 1996 and 1995 and 3140%: for fiscal 1994 4o koss from comtinuing operstions hefore taves. The reasons fir

s difleronces were as Fallows:

Xoor Kinied Soptember 20,
i, . ] 1
448 (hemapnday

Computod mcome tax bencf st stamsbowy rmde ... ... $5.984 81910 SLwe
increases (redictions) in tases resuiling Fom:

el e et b A e S O TV e R b o it L e 31y  (l8)  (18%)

Amcriizsiios of st valustions menorss ol I8 ................oooooovooe, ") {165) (12)

Non-deductible expences eisted lospin-off ............... . ottt e (2455) 0 (1]

L]




The tan ellest of significant iemprary dfforem o, which comprne the deferrad tan sty ol liaalities me s Sl

Sepisinber 29.
%% 1
{itn Shirtaitads )
Liefetied Lax psach:
Iefered compessation ... ... T e $£1.71F % 1]
Tetal groes deferred tax machs. amn m
Deferred tan linbilities:  °
T deprecisinm and ssortizabion i cacest of bk 25%6) (201
Propald expemes ... 262) 220
I e sbiaketiad : AN
Tutal prows deferved tan lashihie Adddd AL
Net deferied tan Rakility . : 30654 W2

ke Commpamy s heem notified by the niernial Revenue Service ("IRS”) that a fincal 1992 wamsacton between a whally owned
hcign sebraciary (Megs Pl Dusbing. buc ) aod s 15 ssbvadsany (Halleg. oty Jovo Pl Iabmg. Inc. ) i puagmssed b e licaend
diffcramily by the IS than wrigiually charactetized by the Company The IS detrict office han nsned 2 icpuoet that peogerand an
avevunend of taves, penaltics and imesent. e snscvvment han bheem appealed 1o the appelisie drvinion of the IS The Cotiypuny and -
tax counse] Brlicve e posaibility that the BRS will prevail i thas matter is remote. Consequently, no acorual fue this poiential labibm o
any avciated Laves, imterewd or praaltics has hoen made.  Management of the UCompany does not anticpate this matter will have a
naatetial gt o the Compamy s fimancial postion of revulis of operations

Inwimg fincal 1996, the Company ncusred expemes ivkaicd # the spm-off of Hllmg. Under federal moome tas Lis expenses
mowred for effedting & corporale cowrganizatam are mn-doedwitbie capital expeasdtiores Appronimaiels 370 miblen o the sgon ot
eapenses were delermined o bhe nun-deductsblie, sesaltmg i 8 sodoctnm of the mcone tas borefit of appeosssaich 52 5 ullen

Inarimg fincal 1996, the Compamy sovopniacd 2t gain relaied (o the inpidation of it wholly vaeed foeepn wbniduey, Repea
Phus | aling, Inc_ (MPIN). The gain arose im comjunction with the redemplion of commeon and preferred shares of Billmg held by MPIH
I Company paid Canadian federal taxes totaling 115 $3 1 million on the gam  1hin tan payment geoerated a foseign tax credil fos 11 S
foberal mcnene tan pesrperies ool b Shis aeowsl

Nate 11, Bracild Plass

Ihe Company adopied the 115 Long Distance Corp 401(k) Retivemsent Flan (“Reteement ™) effective oo |, 1902
Paiticipation in the Resirement Plan is offeres) o ehgble ssplnvees of the Comgony on iy sebsadiies. Generally, all emplhiosers of the
sy o i swbsidinrics who are 21 years of age and who bave completed one year of scrvice duemg which they worhed at least Linng
s v chigible for perticipation in the Retecmenl Plan

The Retirement Plan is 2 defined comiribution plan which alhess participants o make voluntary salary defenal contributions, on

a pretin havis, of between 1% and §5% of their compensation in the form of voluntary payroll deductions up ko a maximom amount as
statutorsly determsined i fincal 1996, the Company made matching comtributions of $0%s of the fisst 3% of the partxcipant’s contniution

X I fincal 1995 and 1994, the Company made matching contributions i 8 percentage determined anmaally of 25% of the fast 6% of the
participat’s conibution.  The Company may, om lime to time, mohe addsamal dacretonary contributions. No discietonas
comivitwations weye made in fincal 1996 or 1995, Durisg fiscal 1994, & discretionary contribution in the amount of approximalely $51

was made. [heing fiscal 1996, 1995 and 1994, the {'venpamy's comtritastions hitabed appronimately $ 162,000, § 150000 2ol $ 198 100,

respectively

e Company adupied the 115, Long Distance Corp. Executive Compensation | deferral Plan (“Faecutive Flan”) and the 115
Lamg | stance Corp. Divector Compensation Defennal Plan (“Iheecior Plan™), effective January |, 1994, Pamiopatnm in the | accutine
Pian s olffered to schicted employees accupying inanagosical positums whe ae desermmed by the Company s board of directias, from
fmer b Sime, b e chigible jo participate i the Lscostive Plan. Participation m the Direcior Plan i offered o indisaduals occupring a
peritom s an outside diecker.  The Faevutive and |uecior Plan e defined comibation plams which provide thal pariscopants s
make volmlary coniribulions, o 8 pretss bases, of hetwern 1% sl 10075 of thew chgible compensation. Unuer the Exccutiie Pln, the
{umepany made makching contrilations equal 1o the bevser of 100P5 of 8 paricipant's contriulns of an amount deterimed by g tamal
established by the phas. Matching comtribution. smeler the [rechr Plan were 1172 of the pasticigant’s comiribustons  The Compan by
e £l b smathr it boiige cvmiviietions o A dellcrond amound o no contibutions esdcr both plar D Grcal 1996, 1995 and 109
the: § 'vuaapany coivibtod $1 14,000, 57,000 and $60,000 1o the Exccutive PFlan and $75.000, $15 000 snd $6,0000 br the Dhicctm Pl

revpectnely.




Additicmally, the Company adopted the 1) S Long Distance Corp. Executive Qualified Dewhabity Plan (“1Nsabilitn. Plan™).
ciicctive January 1. 1994 The Dinshility Plan poeoydes hng-tevm disabibty benefits for cortain employnes occupymg managenicnt
postions through disabilaty imursnce coverge purchased by the Company and through Company funded payments. Benefits under the
I 3sabilsty Plan are provided directly by e Company hesed on definstunes contancd i the srorance polsoc

The US. Loag Distance Corp. Fmplmyee Stk Purchase Plan (the ~1507), which was establivhed under the sequirements
of Scction 421 of the inscermal Revenne Code of 1986, a» amondard, became cffcctive July 1, 1993, The ISIF enables eimplinces whe
have compieted sl beast sin smonths of comtinuors wven e with the Company b porchase shares of the Company s comimion siock al
15% discount through voluntary pasiull deduclions

Mate §1. Rrslractoring { hargrs

i the fourth guarter of fiscal 1996, the Company reconded restructuring charges of 320 million. These restructunng Chapes
include costy avaciaied with comsolidating cusdomes scrvive, credit and volicctnom and ather suppost limctions, vacalmp cellam oftice
facilitics, ictininaling ceviain marketing conlrach, wiiting down cxcess avems and provideeg soverance (s ments

Male 1.3, Reloind Party Trasssclians

For parposes. of governing certain omgoing Ielationhigs hetween the Company and Halling afiey the spin-off and to poosade o
an cederly wamsition, the Company and Pillmg have entered mbo cortam agreements. Such agreements imchske. (9 the Distiibation
Agrecment, providing for, ssong oty things. the spin-ofl and the dwinin hetween the Company and Fullmg of certam assers and
lashilitics and matcrial indessnification provisioss; (i) the Benclits Plans and Fployment Maniers Allacation Agreement, prosndmg o
veriain allucations of respomibilitics with respect o benelit plas, cipleyee cotipenation, and Libos 2nd emphoyment maticrs, () e
Taa Sharing Agrecwent purssant to which the Uompany and Hillng agreed to alkcale tax Liabilsiars that relate b povinds prior fo andd altee
the [Dniribution [inie. (i) ithe Tramsibonal Services and Sublewse Agicomonl puisuant fe which will provalde cotsn sciviees on 3
tempunary hanin and sslirane ceviaim office ypaur o Hillmg and Billng will pesvide cortam sorvioes b the Uisispany o i feinpaotan s basis,
iviihe Zrro Phivdoro Mises Billing and infemainn Managomont Soivices Apteomoont and the One-Phes Blling amd Tnformatin
Management Services Agrooment purvsasd to which Hilling will peoside belling «beannghouse 2 slormation managemont s e e
the Company for mn imitial peviod of heee yews, and (vi)the Tekcommunications Agreement parsant o which the Company will
provide kong distance Selecommmmicaions services b Hilling (i an mitial pesiod of theee years, and (vil) the Leasing Aprecment.
whereby the Compasry and Rilling agsee o pay conain wage chatpes W i the intention of the Company and Hilling that the [ransitional
Service and Subleme Agreemend, the Jrvw Flun-Zon M Bellmg and Infoomatwn Management Services Agreement. the § e s
Billing And Infoemation Masagemernt Sorvices Agreement, the Telecommwmications Agreement, and the Lommg Aproement icflod
terms and condisions similar 1o those that woukd have bren anived of by indepeident partics bargaming of am's kength, bowouvo, thoe
cam e w0 ssvaranors thal such agreemeonts mic on kerms o least i Favovable s could have been obtained fom unalfidssied thid paree

The Company and Hilling share 2 commaon mdividual on thew boatds of directors. Therefore, the companies are considered
tclated partics for financial dischouse purpones. Al September 30, 1996 and 1995, the Company had sccowsts receivable from hilling
of $1.7 million and $242,000, ss well as nobes receivable of $1.0 millon and 30, respectively . in addation, the Company had accounts
payable so Billmg of $1. ) million and $1.1 million at Scptesber 30, 1996 and 1994, 2 well an imtcrcompany pasable of $0 and $17 49
million, resprctively. Operating rovemses Trom Hilling were 53 6 aillion, $1.7 millson and $924 000 for the years endod Scptember
W, 1996, 1995 and 1994, respectively. Operating oxpenses telated o Billing were 351 million, $5.3 million and 35 3 mullion for the
years ended Soplombuy 30, 1996, 1995 and 1994, scproinedy

From time W time, the Uompany bas kawd @0 o wins othera e imard amounts rom cortam offiens and directon, of the
Comnpamy. The highest ansent outstandmg of advances W oflicers and dueciors donng fiscal 1996 and 1995 wan 3212000 and S594.000,
sexpectivedy . The amount outstanding o September 10, 1996 and 1995 was $T5.000 and 5712000, sespectisels

Pt §4. § et i  ebiliigiraces

The Company is involved in various claims, legal sctions and regulatony proceedings ariing in the ondmany course of busunes
Tiee Company believes # i unlikely that the fnal ouscome of any of the clainis of proceedings to which the Compamy 1 2 pamy woulld
have a maatevial adverse cffioct om tise Compamy’™s Financsal poastion o resals of operstions, eever, dee b dhe herent unsoertaniy of
It therr cam be o svsermmce St the posohatnon of any particolar <lwm or proveeding woukd eol bave a malenal ahene e o
the Cinnpany’s results of operations For the Givcal period i which sch resohstion ocoured

The Company is oblsgatoed fo pay @ massnum of approsunaiely $7.2 mullnm doing: liscal 1997 b snage ot pes inder s
aprccmonts with cortain hng destasr caneers The Compuny anticipates excending the msimium wsage vodumcs with these vendoas




Maie 14, Magadsdory Slmilers
Malled Pty Prohrome

An v wnder considoration by the Federal Communications Comminskm (ehe HUC™) cueremtly s tormed Ballesd Pty
Prekerence (“HI97°). This torms refers fo 8 comcrpd i which any bng dntance call outsde thee hocal deloplwmes company's calling aed
camicd from a publicly svailshie telephone, would be cumplected over the lng dnlace camics mctwurk of the bidled party™s picyisls
mﬂpﬂmr.m-ﬂhwidhnﬂlhdlﬂthm datahane sysiem that would match every calling
cird and sclcphume mamber 0 8 preferred hng distlance company and then diecct ol Calls accosdgly. In Agwil 1992, the FCU fentati el
prupuned adupling BPP. During the sumeier of 1992, comments fivm hocal ilephone companies, bong distance cartiers and other idustry
i it reveaked that the oo of impovng PP coukd be i excess of $1.0 hallion and coubd require bundreds of millons of dollars
cach yoar o suppent o aperalisn The mapnly o thew cnmuncakis were -thmﬂm ommmeniigs
miade Cicas Shat many icvhmical impedamcnts romam b Il depliny ment of PP, Ut comementors <lamed that mo tochaakogy £yt that
couk) imploment WEP without making call processing sgmificantly bess convemen fun many opetaln scrvices calls, pasticubaly thene

reyuining a live opctiior.

e Awpusd 1994, induniry maemshers pespunded b a Commpasn ¥ urther Notne of Proguned Rubemabme  1he Commicson hal
tentativety conchuded. hased upnm theie caleubstion of selaied ot inbormation peeviusly submitied by indusiry membess, that the
putential henelits of 2 BPF systemn appeared fu vutw cagh #h conds, although the Commision admitied the fmancial data i used in its shich
could he cusdated. Omce again, indusiyy participants wore sowundngly spponed in the Commnan's propesal. mchadeg AL T and
sl off the Regnmal Hell Operating Compamics (the “RIMKY) To dase, the FCC b tahem o further acton

If such & system weee implemented successhully, the unigue market niche ol operator services provider presutsciption, such as
tha of the Company, would be rendened viensally amcfiectusl, 25 an vamey of publcly available telephones would be unshle 1 duedt
muﬂdﬂ“ﬁ“dﬂim*ﬂmm In any event, knal ickcphone companecs have mdecatod that. if
dirccied, appronimately two to four years woukd br sequired to srcomfigure their networks to BPPs specificatons. Than, while 191
semains viable, the Company belicves that it is not Wely b be implcmonicd in the noa lorm.

Un March 9, 1995, the FUC requesied mdunity comment on two proponabs # had recently seceived rclalive o the HIYW
prcedmg. n an ex-parte petition, the National Avuxciaton of Atlncy's Giencral ("NAAL) suppestcd that the FUU modily il
curvent branding requircment such that operator service providers (“USET) would be requined 1o snnounce M the begioning of cach
call mose specific information for obtaining sccess o aliciiate caricts {the “NAAG Petition”). Another petition filed by a coalition
ol industry members, inchuding most of the RBOCs, two competitive access prov iders, the Amevican Public Communications ¢ ounsel
(“APCCT) and the Competitive Telocommunications Associaton ("CompTel”), recommended thai the FUC mmporse corlain ralc
shresholds for inersiate operator assived services, which the FCC would peesume 1o bhe reasonable, and any OSF clecting 10 change
raies higher than such sheeakobd would he resquived W (st prove b the FOU that such rates ase justified hased upon the underlyving
conts of the service (the “APCC Rate Cap Propmal™).  The NAAG Petition was proposcd to femain in effect until such teme that BFE
is adopicd and fully implemented. The APCC Rate Cap Propmal was proposed o obyviate the nevd o consder any further actnn

icganding BIT

Subsequently, in June 1996, the FUC issued @ Secund Further Notice of Propused Rulemabing (SFRPRM) i this
poceeding. In i, the FOC proposed sdopting 8 rule which would require aperatos service providers lo annosnce the rales b cenam
valls o the illed party prien 0 commrcting the call, thereby allowang the belicd party o drconnec such call wathout ECurming any
snwanied charges. In Sepensher, the FUC released ity Seoond Reguest fior Comment in the SINPRM sobiciting sechnical anil other
adinistrative details o support the propuncd anacuscomcnd toquiremsent. Most commcnbons uhjecied 1o the discriminaling nastire 1
lupupd.niﬁ-ﬂmu-urhs-mumn-uhm-muu. I any of these progunals are adopied by the
0, the Company s operstor scvvice traffic could be negatively affected

AR Lepiskotion

Om February B, 1996, President Uliston signed the Iclecommunication Act of 199 mio L Ihe now Law allows the
RIS to poiition their respective “in-region” state regulsiony agencies i scch. suthorty from FUU o albew the applicant REMOL 10
prvvinde long dislance services. To abtain this authority. cach siate agency is requined to centify to the FUU that the applicant REM X
s sabishicd @ begislative “checkiing” that oathines the sieps required for an RIBOC (0 open s network te competiion on & local basis
I sese sdepes i buicle tlee provisns of compeiine metwork wtcrconnesiion, unbundicd access o petwork cloments and uther necessan
avew o pulcs, ducts, conduits and sightv-of-way  Furthermose. applicant BRI mand provide mon-dracmmaton soess o while
pages indings. and telcphone aumber suignmonts  Apphicant RINIL's mu provide local mumbey purtabalany, boll dualing pansty and
bocal sevvice ressle. The FUC is required b comsull with the Department of Justice ("1OJ7) o assist in determining H an appheant
RIMK s cniry inlo the long distance business violales amy anti-irusl stardards the 1X)) considers appropeiate.  Ninely days alber
scceiving siuch an application, the FOU b tequired 4 render s deciion.  RIOCs are required o cstablish separate subsidiarnies

ar




vhenugh which they could first offer integion long devassce sevviors. RINOCs may provide osl-ofsrgion bong didange wenoces
sudsiect (o existing fows and regulations. governing long dnlancc commmmicalions.

To date, 5o RBOC hes roquested suthority for in-segion isterl AT A ssthoriny, because the provinims set foth above unve
mot heen sptisfiod by any RBOC. liowever, many entities have rrached imbotcommection agreements wath REN Ny to sbse . bl
the Company, and many states have adopied mules guverning kool competition M i seasable o cxpeot that the camdamens foe
RBOC entry will he met in the near fstwer. and coriers m the imierl ATA bag dntance bananess inday, such ms the Compamy . will

encomanier new, formidable comprision.
Toxux P lsswr .

i» 2 Fimal Ovder selessed in (dochet 19127 om Apail 12, 1993, the Teaas Public Dnility Comminsion (“PUCT) adopted new
regulations governing the methad by which intevexchange camiers ("1XCs7) such a1 the Company calculaie imtrastale access charges
peid to lecal irlephony companies. These mew rules required an independent sudmon's review aad approval of m IXC's methodobign
of determining s own inirasisle sccets miage. An independent audil by an sccounting firm verilied that the Company *s process ol
calculating PIU s resscnable and statistically valid asd, s such, no addwional PILI o hilling adpsiments are required

Regulsiory Raie Procoedingr

During the courss of nomual aperations, a regulsied company may ol an) time come under specilic sonstmy with regand
mmy of ils raies, lerms of conditions by which such sevvicr is romdesed by Hae slaie or Federal rrgulalony agescy chaped with s
oversight respeaibility, or by an sttormey gemeral or other jrdsctinnal comumen officials  In sech cnes, o regulated company cn
be requised to, among oty things, provide oot pntification. for the charges # imposes om some or all of iy services, or I addiess
perceived consumes inoguities. ARy review of sxch jnbification, the regulatory agency pencrally has the authority to requine a
cavigr %0 modify the process by which sech sevvices are rendeved or to efiect changes to iy applicable sate sinicture. e
officials and stevneys preeral con pursse civil action if thewr comcerms e ot adegeately sddressed by the camrier. e Cimmpany
operaie in syveral juridiciions in which s tariffs or services ssay, foom tiene 1o time, (58 wader such scrvtiny ot the discretion of the
poverning regulstory agency or other officials.  The Company could therefore he reguired, & 2 tesull of such an imostigation and
mubsrqueni procecding., lo implement changes in it rate structure, which could ullimaicly affect s revenues,  The Company canmn
Eedict wheiler or not any such reqguiremesl may be Enposed i any panicslar jorisdiction.
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STEM M. JIRECTUNES AND EXECUTIVE (¥ FNCERS (F THE (YIRIPANY

The information requined by this iem s incorporsied herein by referonce from the information wader the: captions “) lecien of
Diseciors™ (e | on prony), “Manapement - Discciors and Facvutinr (ffires,” amd “Section 16(n) Reportmg™ of the Compan ™
defimitive prony ststessonl to be fled perwast 0 Regulstum 14A with the Seomities and Exchange Commbaim relamg 10 ity Al
Mecting of Stackhelders o be held on February 25, 1997 (ibe “Iiefinitive Prony Stasement”).
ITEM M. EXECUTIVE COMPENSATHON-

The mlormation requived bry this ilem is iscorpersted hevemn by referonce frum the iformation wadey the caption " Masupemen
Commwisters, Mevtings and Compesaation of the foard of [ecciws - Dwecry’ Fory™ and from the miommation under e aplnm
“Enccutive Compemation™ of the Company's Ucfsstve Froxy Stalensont

TTEM 03, SECURITY (RENERSHIP (F CERTAIN BENEFICIAL
TRFNERS AND MANAMGEMENT

The information reguised by thin em b mcporated bercin by reference from e inloomaton snder the caplaon * Vidiog
Sccwritics and Principal Stockholders™ of the Compamy's efimitine Prasy Sistement

ITEM 13. CERTAIN RELATHINSMIPS AND RELATED TRANSAUTHONS

The informsiion vequired by this em is incorporaied bevein by reference from the miormation under the caplvn 1 ertam
Tramsactions™ of the Company's Deflnitive Prony Stalemend




PART WV

IEM 4. EXNIBITS. FINANCIAL STATEMENT SCREILES.
AND REPORTS (N FUWRM B-A

(8} Iixammevats Foled as Furt of Repert
1. Finsacial Sislements:

The comsolideted fingacial ststemenis of the Cosnpany and the relsted report of the Uompany's uslependent pulbrh
sccoumtants thevoon have beew fliod under em B heseod.

2. Financial Seatesnent Scheduley:

The following fimencial sisicment schedule and the report of independent public accouniants therron ae ik bkl m the
repan & the page indicated. A ather scheduies for which proviion & made m the applaable scoomting regulatnns of the
Secwrities and Enchange {'nmmivion have hren omiied becane vach schedules are mat requised ander the related bnatrntiom
»w mse mappiscable of brcmne the miormation regeired i mchuded i the Conanbdated Fusancial Statement< o mles thercio

i Fags
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REFORT OF INDEPENDBENT PUBLIC ACTINNTANTS

Tt Floard of 1 Nrectors and Stockividers of
1S Lasy Dvsiamce Carp.

We have sudiied, in accordence with gencrally accepied sudimng standards, the comalideted financial stabements of 115 L
Distance Cosp. and subsidinries snd hove issued our repan thereon deted Novesshey 14, 1996, Owr sudt was made b the grapenc ol
forming an cpinion on the banic Fnahciel satements thed & & whale. Schedule 1] 1 the respokuinlity of the Compan)'s managemient
sl 1 presentnd for purposss of cumplying with the Serutities ind Fachange Commnsion's rules and 15 sl past of the hasx financul
sinlemments. This schedule ks boen subieciod o the sudiling proveduncs applicd in the audd of the basic financial stalcments amd, n owr
apinion, fairly states in ol malerial reapects the finmncial date reyuiced 1o be st forth therein in rellation o the baic Timang 1al dateinent

takuem 5 8 whale

ARIIR ANISRMNLLP

San Antomin, Tew
Novesmber 14, 1998
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The exhibits lnted below av filed o pan of o imscorpersted by referenoe m thin poport. Where sch biling s madke In

mcorportion by seference 1o a previowndy filed document, such document s identified m parentheses. See the Indes of Palibas
nchudod with the exhibity fied s part of this reput

[
Restated Certiflcalaol ncorporation ( Filed herewith)
Hylaws, as amended {Filed herewith)
Form of Certificale Fvadoncing Comsmon Stock (Filed herewith)

Amended [cticr Agreement dated (iober 6, 1992, by and hetween Comumenications Central, dec, 115 Long
Distance Corp. and 115, Lony istance, Inc. (Exhibit 4 7 i Amendment No. | to Regndiation Statessent on Form
%-1, SEC File No. 3)-71228, deted November 21, 19935 s amended by Letber Agrerment daled January 11, 1995
(Exhilit 4.7 o September 38, 1995, Form 10-K) and 23 amencled by Letier Agreement dated Aungust 21, 199 (Hiled
heerwwith)

Agreenent dated March 23, 1991 by and between Paytel Notthwewt, Inc, US. Long Ihstance Corp ad U S Lonp
Distance, foc., & amended by Agreement dated August 23, 1995 (Exhibit 4.8 jo Sepiember 30, 1995, Form -k
and as amended by Addendum No. 3 to Telecommunications Services Agreement dated Fehruary 22, 1996 (Filed
evewh)

Rights Agreoment by and between dhe Company and 15 Trust Company of Tenss, N A dated Apal 12, 1996
(Exdaibid 4.1 o Fosmm B-K fided Apeol |7, 1990)

Amended and Restated Employment Agreement dated November 1, 199, by and hetween the Company and Pamis
. Holmes, Jr. (Exhibic 10.2 50 Scpiember 30, 1993, Farm 10-K ) as amended by the First Amendmient b0 Amended
and Restated Employment Agreement dated Jasuary 1, 1993 and Second Amendwment 0 Amended and Restated
Employment Agroement, dated Novewber 15, 1995 (Exbibit 102 to September 30, 1995, Form  10-K) and
Agreoment Regarding Vesting and Adjmstment of Stock Options, dated Jume 25, 1996, by and hetucen the
Compuny, Billing Information Concepts Corp. and Parrin H Halmes, br. (Filed herewsth)

Amended and Restated Employment Agrecment, dated November |, 199, by and between ihe Company and Lary
M. Sames as amended by First Amendment te Amended and Restaled Employment Agreement dated Januany 1,
1995 aned Second Amendment to Amended and Restated Employment dated November 13, 1995, and Agicement
Regarding Vesting and Adjustment of Stack Options, dated Junc 25, 1996, by and between the Company . illing
information Concepts Corp. and Larry M. James (Fibed herewith)

Amended mnd Restated Employment Agscement, dated June 25, 1996, by and hetween the Company anid W. Audwe
long snd Agreement Regarding Vesting and Adprstment of Stock Options, dated June 25, 1996, by and between
the Company, Billing information Concepls Corp. and 'W. Audee Long (Filed herewath)

Foem of Employment Agreement by and between the Company sad its Vice Presidents (Exhiba 104 1o September
30, 199), Form 10-K)

1990 Employes Siack Option Plan. as snsended (Frhed heren ith)

Foam of Uption Agreement by and hetween the Company and its Employees, Under the Employee Sick Option
Plan (Exkibit 10.8 1o Sepiewber M), 1992, Form 10-K)

Form of Stock Option Agreement for Direciors, Key Employres and Advisorns of U S, Long histance Corp (8 xhibit
4,14 to Regisiration Stateweent on Form 5-8, SEC File No. 31-41019, daied Junc 5, 1991)

Fusm of Stoch Option Agtecscnl bor Key Employees of 1S Long Divance Corp (Exhshit 415 d0 Registiation
Ststesmsent on Form 5-8, SEC File No. 13-41039, dated June 5, 1991)
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Amesded and Rewated Losn and Security Agroement dated May 22. 1991, by and between Zero Plus Dialing. Inc
(curvemly Rilling Information Concepts, Inc ), ULS. Long Distance Corp. and 118 Long Distance, Inc and Bell
Attantic TriCon Lessing Corporation (“Hell Atiastic”) (corremtly FINOVA Capital Corporation) (Exhibil 16 11 1
September 3, 1991, Form 10-K ) and reluied Revolving Credit Note dated May 24. 1991, Term Note datedd June
1992, Corpessie Gasrantics dated May 24, 199), and First Amendmicit aid Joinder o Amended and Restated Lom
and Security Agreement dated December 17, 1992 (Exhibit 109 to Sepiember M), 1992, Form 10-K)

Second Amendment 10 Amended snd Restated Loan and Security Agreement dated Agwil 2, 1993 by and hetween
Zeto Plus [Naling, Inc. (cumemily Rilling Information Concepts. Inc ), LS. Long IMstamce Corp., 118 Long
Distence. Inc., 115, Billing, Inc. and Bell Atlantic (curremtly FINOVA Capital Corporation) (Exhahit 1011
Septcowher 30, 199), Form 10-K)

mmuwnM|_umnwmmmm b, 1991 by and hetwern
Zero Phes Disking. tac. (curemly Billing Information Concepts, bnc ), LS. Long Ddance Corp, 115 Long
Distance. tnc.. 115 Billing. bac. and Bell Atlantic (cunemty FINOVA Capital Corposation) (Exhibit 1012 0
Septessber 30, 199), Form 10-K)

Fourth Amendment 1o Amended and Restaied Loan and Secwity Agreement dated (cioher 1, 1991 by and between
Zero Plas Diskng. buc. (cwrrently Hilling information (oncepis, bnc ). 1S Long Distance Corp, U'S Long
Distance. Inc.. U.S. Billing. Inc. and Hell Aviantic (currently FINOVA Capital Corporstion) (Exhibit 1013 1o
September 30, 1991, Form 10-K)

Fih Amendment 10 Amended snd Mestnied Loan and Sccwsity Apeement dated November 16, 1791 by and
hetween Zevo Phus Disling, lnc. (curremly Pitling Information Conceply, lnc.), US. Long [istance Conp. s
Long Istance, finc, US  Hilling, Inc, USLD Acquisition Corp. db/a Telecom West, Inc, SIS
Telocommunications, lac. aad Ticll Atlantic (camrently FINOVA Capital Corporstion) (Fxhibit 10.14 1o Scpicmber
30, 1991, Form 10-K)

Sﬂﬁ-nhﬂhw-dlmdl._-dﬁuuiywmlm 7, 1993 by and
Setween Zevo Plus Disking, Ioc. (cumestly Hilling lnformation Concepts, lac.), 115, Long Mistance Corp, 115
Leng Distance. bac., LS. Billing. bac . USLI Acquisition Corp.. ST5 Telecominunications, Inc. and Bell Atlantic
(cumresily FINOVA Capital Cosporstion) (Exhib 10.36 8o Septernber 10, 1994, Form 10-K)

mnﬂ-unﬂdmmmmwmmm 1994 by and
between Zoro Pl Disling, lac. (rurrestly Rilling information Concepls, inc.), 11.5. Long Distance Corp, LIS
Long [Nstasnce, bac., U1.S. Hilling. bnc_, SLID Acquisition Corp., California Acquisition Corp . Telecoin Acquisition
Corp., ST5 Telecommunication, Inc., Enhanced Services Hilling, lnc. snd Bell Atlantic (currontly FINOVA Capetal
Corporation) (Exhibit 10.37 to September 30, 1994, Farm 10-K)

Letier Agrecment duted Decomber 2, 1993 by and hetween Hell Atlantic (currently FINOVA Capital €oeporation)
and U S. Long Distance Corp. (Exhibit 10.15 to Scptember 30, 1993, Form 10-K)

Office Lease Agroement dated Seplember 29, 1988, by and between 1S, Long Distance, Inc. and Nowln Building
Partncrahip, Lid , as amended (Exhibit 10.10 to Scptemher 30, 1992, Form 10:K)

Agreement of |.eae dted September 1, 1992, by and hetween 115, Lang Distance, Inc. and Mulii-Fmployel
Property Trust (Exhibit 10.11 to Sepiember 10, 1992, Furm 1K)

Loan and Secusity Agrecment duted July 25, 1991, by and between Huyer Acyuisition {orporation (NTX) and Hell
Attamic (currently FINOVA Capital Corporation) (Exhibit 10.13 ko Septembey 30, 1991, Form 10-K) and related
Revolving Credit Note, Term Note, Subordination Agreement and Creporation Guaranties dated July 28, 1991
(Fxiibit 10,14 to Septesbes 30, 1992, Form 10-K)

l.oan and Security Agreement Nos. 2882, 288), 2884 snd 2885 by anal between LS. Long Istance Corp and
Charter Fimancial, Inc. deted August 29, 1996 (Filed herewith)

WOMA and Term WOMA Loam and Secwity Agrrement No. 9608140801 by anad hetween 1S Long Ditancr,
Inc. aned devrill | yoch Pusmess Fimandial Nervices bnc. ("Mierrill Lynch™), dated o of Augunt 23, 1996, an amended
by fettey agreemen desed Novessber 5, 1996, and Tenm WOCMA Note, dated August 23, 1996, made by LS Long
Diswnce, lac. and paysbie 1o Merrill 1.ysch (Filed herewith)
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Opersicr Services Agrovwicnl by snd betwewn the Company sd G-Five Corp, doted September 16, 1991 (Exhiba
1033 o Septamber 30, 199), Form 10-K). as smended by Amendment lo Operalor Services !.23..:_.!3
Auguet 31, 1993 (Filed herewith)

1993 Nem-Employee Disecior Plan of 115 Loag [ Nuance Corp {Filed berrn ivh)

Form of DNrector Uption Agrecmend by and hebween the {ompany and Non-Employee Dwectons (Filed berew i

Form of Discck Fee Option Agserment by and brtween the Company and Non-Employee Theuirs (Filed
herewish)

U5 Long Distsmce Corp, Fxecutive Qualified Disability Plan (Exkibit 10.42 o Septensber 30, 1994, Foom I

1S Lang fistance Corp. Faeowtive Compensation iefennal Plan, Restated Filfective Divcomher 12, 1995 (Filnd
bevewith)

U.S. Long Distance Corp. Diseckr Compensation [leferral Plan, Restated Fffective December 19, 1995 (Filed
oz i b -

U.S. Long Distance Corp. Employee Stack Purchase Plan (Fahibit 10,44 30 September 30, 1995, Form 10-K)
U.S. Long Distimce Corp. Restricied Stock Plan (Exhibit 10.45 to Seplember 30, 1995, Form 10-K)

Merrill Lynch Special Prototype Defined Comtribution Plen and Adoption Agreessest for Merrill Lymh Special
Prototype Definsd Comivitwtion Flen (#01(k) Flan) (Filed herewith)

Distribution Agresment datcd as of July 10, 1996 between the Company and Billimg Information Uoncepts Conp
{Exhibi 10.1 %o Form 8-K filed August 2, 1996)

Benefit Plons snd Employmest Matters Allocation Agreement dated s of July 10, 1996 hetween the Company and
Pilling information Concepls Corp. (FExkibit 102 bo Form B-K filed Angut 2, 1996}

Tox Sharing Agreement dated as of July 10, 1996 briwern the Company and Hilling Information Coscopts Lonp
{Exhibit 10.3 to Form 8-K fled Angust 2, 199%)

Tramsltional Services and Sublesse Agroement dated as of July 10, 1996 between the Company and Hilling
information Concepls Corp. (Exhibit 10.4 %0 Form B-K filed Augunt 2, 1996)

Zevo Pius-Zeve Mines Billing and laformation Management Services Agreement dated 21 of July 10, 1996 betwern
the Company and Pilling lnformation Concepls Cirp. ( Exlibit 10.5 to Form B-K filed Augus 2, 1996)

Telecommunications Agreement dated ss of July 10, 1996 between ihe Company and Billmg Informatin € onoepls
Corp. {Exhibit 106 40 Form 5-K filed August 2, 199%)

Sisbcment regarding compuiation of por share carmings (Fried herewsh)
Subsidiarics of the Company (Filed herewith)

Consent of Artivar Andersen L1P (Filed herewith)

i imasns kald i Dt Schuendude (1 Vicd berom wh)

) Reports on Form 8K

The Company fRied 8 Report on Form B-K on Angust 2, 199, relating to the Diiribation of Bilimg Information
Concepls Covp.

by



NS A T NREN
Pursusnt 1o the reguiresscnts of Section 13 or 134d) of the Secwities Eackanpe Act of 1934, s amended, The Regritant b duly
caused this peport hh“-hhﬂhhﬂ““ﬂrm
LK. LONG INSTANCE CORP.

By AWLARRYMJAMES
Lamy M. James
IFresdot and
e Excvative (i

e Dlecesniber 19, 1996

Parsuant 0 the requiressents of the Sccwities Lnchange Act of 1934, as smended, this separt has heen signed bebow Iy the
following persons on hekall of e Registrant and in e capacitics indicated on the 19¢h dey of ecember, 1994

ey This
11 € hawman of the Board
Parria il linkmes, Jr.
President and el Execwtive (Ticer
Lary M. lames {Prncipal Executive OFfcer)
/ML) STORIN Sentor Vice President and Chie! Financial { icer
Phillip J. Storin {Principsl Financial and Accousting (MTicer)
1Neecior
Charles E. Amato
_AWUARYD BECKER Drecior
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CONSENT OF INBEFENBENT PUBLN AUTOUNTANTS

ﬁ:hﬁlﬁlﬂ:m“mwuhwm“mhw in this Form
19-K, im0 the Company’s prrviemnly-filed Regiowrstion Statements {SEL File No. 13-41009, 13-48567, 33.51604, 33- 77404, 13-TT6A2,
3331686, 33-91 260, 13-930] and 11)-09723).

ARTHLUIR ANDERSEN LLP

San Amtonio, Texas
December 16, 1996
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Office Lease Agreement dated Scptember 29, 1988, by and between ULS, Long Distance, Ine. and
Nowhin Buikding Partnership, 11d.. as amended (Exhibat 1010 10 September 30, 1992, Form 10-k)
Agreement of Lease dated Apnl 26, 1991, by and between Joro Plus Dialing. Inc. amd HEBH
Propertics, as amended (Exhibit 10.11 10 September 30, 19492, Form 10-K)

Agreement of Lease dated October 20, 1992, by and between Zero Plus Dialmg, Inc. and
Northpoint Atriwm Building, Ltd. (Exhibit 10.12 to September 30, 1992, Form 10-K)

Agreement of Lease dated Scptember |, 1992, by and between LS. Long Distance. Inc. and
Mubhi- Employer Property Trust (Exhibat 10,13 to September 30, 1992, Form 10-K)
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Purchase Money Securty Agreements dated Scptember 17, 1992, and (ctober 2T, 12, Iw and
between LS. Long Distance Corp. and Chanter Fmancial, Inc. (Exbubit 1023 o Seprember 30,
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September 16, 1993 (Extubnt 10,33 10 September 30, 14993, Form 10-K)
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10-K)

Form of Director Option Agreement by and hetween the Company and Non-Emphosvee Dharectorns,
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. PARTI

ITEM 1. BUSINESS

11.5. Long Distance Corp. (the "Compamy™) is a fully-micgrated long distance iclecommunications and informatiin
managcemoent services company. From fiscal 1990 through fiscal 1995, the Company's revenues increased at a compounded
annual rate of 63%. totaling $225.0 million for fiscal 1995. The Company has three primary areas of business: direct dial
long distance selecommunications services, primanly serving small and medium-sized commercial customers; operator
services for the hospitality and private pay ickephone industrics; and billing clearimghouse and information management
services for other divect dial long distance and operator services companics.

EIE?E@F&'«E%; ;e the mandated divestiure by Amencan

Telephone and Telegraph Co. ("AT&T) of its 22 local telephone companics in 1984, Regulations mandating equal access 1o

the cuisting selccommunications network led 10 the creation of huadreds of new long distance companics. Competition now
Egﬁgiiiigﬁr%gglgiigg
distance telephone services. operstor assisted and calling card services, and 800 and specialized in-bound long distance
tclephone services. While ATAT, and 10 & lesser extent MCI Telecommunications Corporation ("MCT™) and Sprimt
Corporation ("Sprint”). together dominate the cstimated § 73 billion kng distance _.Elll..ﬂ._inilllnun_.
helieves that a growing share of the market is serviced by smaller kg distance companics such as the Company. Indstr

sources cstimate that approximately 90% of the long distance market is shared among ATET, MCI and Sprint, while the

other approximate 10% is sevviced by lower-tier companics such as the Company.

The hacal telephone industry is also underpoing change with new regulations approved recemtly tha allow
iclecommunications providers sach as the Company 0 provide H-_Frisinuﬂ-._.nﬂ!anl!lﬂn. _._.n__...iws!
recently among the firdt such companies 10 he certified 1o offer local service in Tenas under such a new law and is currently
cxplonng the busines oppormitics crested by this cemtification.

Direct Dial Losg Distascr Berviees

The Company, through its long distance telecommunications subsidiary, U.S. Long Distance. Inc.. is a full-service
Egﬁliiﬂ:igtig!ﬁaﬁﬁi ‘_.._.Ent- !Bnﬁ:u:ﬁni_ﬁﬁisﬂf
and, 10 8 lesser extent, residential customers. LS. _.En_,...i!x _E was authorized to provide direct dial long distance
services 10 cusiomers in 46 stales as of Scptember 30, 1995, bt focuses .:...n sales _ﬂu.._unu._.ns_—.nn vast, Southwest
and Pacilic Northwes! o take advantage of ﬂ?._.—__..,:.n-_..s.. In !EE.._ s hasic _in__-E service, the Company
pros e inbound 800 service, travel and debit card services, prn I...__.H_.n:..._._r._.-_:!...! wn services, wholesale

casmicr sefvices and other customer-specilic products.

The Company began offering direct dial long distance services following its entry into the direct dial long distance
business in July 1991 theough the acquisition of three related direct dial long distance companies in Texas. As o
September 30, 1995, the Company serviced approximately 37,500 commercial and residential customers. The C _.____...!u_
carricd an average of 62.6 EE:!IEE_.QEE-__ ..quﬁni!caw-:. _q_.nln___u_..ﬂ._il#qnl__n_i?._
1995, as compared to 44.7 milion and 17.2 million during the ﬂ-.ilﬁ..l.-&.ﬁ.ll_lq.__. 1994 and |
ii.u in fiscal 1993, l_.l.:n&...n i_.iw.. million, $61 .4 million and $81.5 __.r:..-ln.___.q_ﬂ_._.
in direct dial long distance revenues, comprising 2 1%, 14% and 36% of total operating revenues in cach —.ni , respectively.

Fadaery (verview
_rﬂ.trliii wide are estimated 10 have heen approximasely $73 billion i 1994, up

from appronimately $66 billion in 1993, AT& T and, 10 2 besser extent, MU and Sprnt, lllnlﬂr!nnilﬁ..!&
and control a ii!lgi_ﬁr These large national companies offer comprehensiv

selccommunications scTvices in 8 wider arrey of products than other long distance companics and typically .l.ﬂ..ﬁ_nE .

multi-state husiness customers and millions of residential IE:IJ._!.._E._.:I:!- relevision and media
advertising. The Company belicves that over 500 smaller kg distance companics account for the remaming 10%e of the

market. These companies typecally concentrate on smaller regional and local business :Ein-.!l-ﬂ!nlﬂ.ni |

that the Company’s share of direct dial long distance revenucs makes it one of the ten largest public long distance

SR il




10.17
i0.18
10.19
10.20

10.21

1022

1023

10.24

10.28

10.29

1030

1031

10.32

1013
1034
10.35

1036

Office Lease Agreement dated Scpicmber 29, 1988, by and between ULS. Loog [istance, Inc. and
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March 19, 1992)

l.oan Agreement, Promissary Note, Security Agreenient and Guaranty dated August §, 1991, by
and between National Telephone Exchange, Inc. and First City, Texas - San Antonio, N A, as
amended, and Loan Assumption and Consent Agreement dated Sepiember 30, 1992, by and
hetween U1.S. Long Distance, Inc., U.S. Long Distance Corp., National Telephone Exchange, Inc
and First City, Texas - San Antonio, N.A. (Exhibit 10.17 to September 30, 1992, Form 10-K)
Promissory Note, Security Agreement, as amended, and Corporale Guaramy dated October 30,
1990, by and between 1S, Long Distance Corp., 115 Long Distance, lnc, and Ellco Leasing
Corporation {Exhibit 10.21 to September 30, 1992, Form 10-K)

Loan Agreement, as amended. Promissory Note, and Security Agreement dated March 27. 1992,
by and between National Telephone Exchange. Inc. and Finst City, Texas - San Antonio, N.A. and
Loan Assumption and Consent Agreement dated September 30, 1792, by and between US. Long
Distance, Inc.. U.S. Long Distance Com.. National Telephone Lixchange, Inc. and First City,
Texas - San Antonio, N.A. (Exhibit 1022 1o September 30, 1992, Form 10-K)

Purchase Moaey Security Agreements dated September 17, 1992, and October 27, 1992, by and
between 1S, Long Distance Corp. and Chanter Financial, Inc. (Exhibit 10.23 10 Scptember 30,
1992, Form 10-K)
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Corp. and Tekecom West, Inc, and Ed Lassman, John Kalita and Larry Ostlic, dated Sepiember 30,
1993 (Exhibit 103} to September 30, 1993, Form 10-K)

Stock Purchase Agreement by and between 1S, Long Distance Corp., STS Telecommunications,
Inc. and J. T. Poorman, L.ou Poorman, Bead Poorman, Tony Pooman amd N 1S Communications,
Inc.. dated November 2, 1993 (Exhibit 10.32 10 Scptember 30, 1993, Form 10-K)
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1994 by and between Zero Plus Dialing, Inc., U.S. Long Distance, Inc., 11.5. Long Distance Corp.,
U.S. Billing. Inc.. USLD Acguisition Corp., California Acquisition ( i___ Telecom Acquisition
Corp., 5TS Telecommunications, Inc.. mim!ﬁﬁi—i and Bell Atlantic (curremly
FINOVA Capital Corporation ) {Exhibia 10 mn!ﬂs....q 0, 1994, Form 10-K)

- gl?iifli 5. Long Distance Corp., Telecom Acquisition

Corp., Inland Call Amecrica, Inc. and the individual stockholders of Inland Call America, Inc.,
dasted March 1, 1994 (Exhibit 10.38 10 ..ii!.i.._ﬁl_?ﬂ.._

- il!—l—ﬂqiqlﬁrﬂi 5. Long Distance Corp . California Acquisition

hﬁiagrﬂjhsgiﬂ-uqiilﬁt_iﬁ:—f;i
H...lt . Clem, Nancy C. Clem and David M. Clem, dated March 14, 1994 and effective March

. 1994 ( mi 0.39 1o Scpiember 30, |99, -...!- 10-K)

- :‘il&-.-lu—.ieillrli S. Long Distance Corp., U.S. Long [Nstance,

Inc., L.D. Network, Inc. and | I*ﬂllitﬁipi 6, 1994 and effective
October 1, 1994 (Exhibit 10.40 1o September 30, 1994, Form 10-K)
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PART

ITEM ). BUSINESY

LS. Long Distance Corp. (the "Compam”) is a fully-imlegrated long distance tclecommunications and information
management services company. From fiscal 1990 through fiscal 1995, the Company’s revenues increased st a compeninded
annual rate of 63%, sotaling $225.0 million for fiscal 1995. The Company has theee primary arcas of business: darect dial
jong distance tclecommunications services, primarily scrving small and medium-sired commencial customers; operatos
services for the hospitality and private pay tckcphone industrics: and billing clearinghouse and information management
services for other direct dial long distance and operator servioes Companscs.

The kong distance telophone industry has changed significantly siwe the mandated divestiture by American
Telcphone and Telegraph Co. ("AT&T™) of its 22 local telephone companics in 1984. Regulations mandating equal access 1o
the cxisting telecommunications setwark ded 0 the creation of hundreds of new kng distance companics. Competition now
pervades across all categories of long distance elephone services, including both domestic and intemational direct dial long
tekphone services.  While ATAT, and 10 a lesser extent MCI Telecommunications Corporation ("MCI”) and Sprmt
i.iriiriﬂugigirﬂgﬂ.%_
belicves that a growing shase of the market is serviced by smaller long distance companies such as the Company [iwhustry
sowrces estimate that approximately 90% of the long distance market is shared among ATET, MCI and Sprint, while the
other approximate 10% is serviced by lower-tier companies such as the Company.

The hocal ielephone industry is also undergoing change with new regulstions approved recently that allow
tehccommunications providers such as the Company to provide local iclephone services in contain arcas. The Company was
ilinl?lﬁri!lﬂ:ﬁ!&-:iﬁ-riﬁ.ﬁi._....Eﬁ_n...-ﬁr-ﬁ!rf!.:..r::ua:

explorng the husiness opportunitics created by this cortification.
Diswct Dial Lagg Distaacy Sorvices

The Company, through its long distance telecommunications subsidiary, US. Long Distance, Inc., is a full-senvice
jong distance carrier cusvently providing direct dial long distance services to small and medium-sized commercial customers
and. 10 a lesser extent, residential customers. US, Long Distance, Inc. was authorized 1o provide direct dial loag distance
services 10 customers in 46 states as of Scptember 30, 1995, but fucuses it direct sales efforts on the West Coast, Southuest
and Pacific Northwest 1o take advantage of actwork cfficiencies. 1o addition 10 its basic “one-pls” service, the Lompany
provides inbound B00 service, travel and debit card scrvices, private line services, data transmission services, wholesale
carricr services and other customer-specific products.

The Company began offering direct dial long distance services followmg s entry lo the direct dial long distance
business in July 1991 through the acquisition of three relsed ducct dial kong distance companies in Teaas. As of
September 30, 1995, the Company serviced approxinately 37.500 commercial and residential cusiomen The Company
carricd an average of 62.6 million minutes per month of long distance traflic durmg the fiscal quarter emded Scptenber 30,
1995, as compared 1o 44.7 million and 172 million during the fiscal quarters cnded Scpicmber 30, 1994 and 1993,
respectively. In fiscal 1993, 1994 and 1995, the Uvmpany had $28.6 million, $61 4 million and $81.5 mitlion, respoctively,
in dieect dial kg distance revenucs, comprising 21%, 34% and 36% of tolal operating revenues in each period, respectively.

Inchory ( verview

Direct dial long distance revenues industnywide are estimated 10 have been approximaiely $73 billion in 1994, up
from approximately $66 billion n 1993, AT&T and. to » besser extent, MCI and Sprim, dominate the long distance industry
and comtrol 8 combined market share of approximately 90%. These large nationsl companies offer comprehensine |
selecommunications services in 8 wider amay of products than other long distance companies and typically target national,
;iigiifiilEr#EuEEirinfi!li
adveriising. ?;.i?ﬂtiﬂggifigr:ii_irii
marhet. _Eﬁia;niiiﬂﬂilnignﬁrg.iii
that the Compeny's share of disect dial long distance revenues makes i one of the ten largest public loag distance
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carriers hased outside of the tarpet regem.  Management believes that, through its experience in billing services, the
Compaty has developed the expertise in miormation sysiems necessary 1o meet the needs of s direct dual long distance
customers.  For instance, the Company provides an mvoice indicating call detail in a form that assists customers in
controlling and monsoring iclecommunications costs for s anous projects of depanments.

The Company employs digital swilching cquipment ulilizing a nctwork comprised largely of high quality fiber-optic
cicuitry 10 maximize communications quality. The Company belicves that sts use of a dagital fiber-optic network i
particularly advantageous in marketing its data transmission senvices
Serazegy amd Growth Opporfusitics

;:.nﬁﬁﬂn_!u_.uiﬁ#ﬁﬂiq_ﬁ._in..—r_r:.n._.i!nﬁ_:,_::_;..?_..:.,is-u.....f.r}__#_..?-.._tﬂI._::__.
primarily on the hasis of competitive pricing. while offering a comparable or higher level of service. Morcover, the
Company imtends 10 remain focused on small and medium-sized commercial customers and will continue 1ts cifons 1o
develop iumnative and cost-efficient services that meet the noods of its customers.  The Company also continues 10 market
to residential customers. Due 0 the difficulty of billing residential accounts cost effectively, this market has traditionally not
been a focus of regional and local long distance companics. The Company belicves that its billing services operation can
cost effectively hill these accounts through its agreements with local telephone companies.

The Company expects to look for opportunitics to expand its kong distance business, both by imtemal growth and
through acquisitions. The Company has continued its acquisition activitics, the primary focus of which is 1o make addinwnal
acquisitions that will grow the Company’s direct dial long distance business.  The Company helicves s operator services
busincss affords it the oppormenity 1o expand its direct dial long ditance business on a more cost-ctective bass than many
of its competitors. By having a concentration of operator services call traffic in a particular geographic region. the Company
can wtilize any long distance facilities it installs or acquires 1o service a ready hase of call imaffic, therehy lowering 1 he
marginal transmission costs for any divect dial long distance iraflic that the Company acquires or develops m that regon
The Company belicves this cost advastage not only improves the potential profitability of both the Compamy's operator
services and direct dial lomg distance services bunmesses in such region, but atso eapands the numbcer of companics that
would be attractive acquisition candidates i that region. Punuant 1o its acquisition strategy, the Company acquired three
separate, privately-owned direct disl long distance companies and customer bases located in California during fiscal 1995,
These acquisitions generated $3.4 million in revenue for fiscal year 1995 and accounted for approximately 17% of the
increase wn direct dial long distance revenucs from fiscal 1994

The success of the Company’s acquisition strategy will depend, among other things, on the availability of acquistion
candidates, the availability of funds to finance acquisitions and the availability of management resources W oversee the
operation of acquired businesses. While the Company has, from tame to time, had discussions with iclccommunications
companics, it has no agreements or pending negotiations with respect 1o any acquisition al the date of this repont.

Operaier Hervices

The Company provides operator assisted services for private pay tclephones, hotels, motcls, umivensay domitonics
and hospitals theough its kg distance iclocommusscations subsidiary, US. Long Distance, Inc.  The Company’s operator
servives are accessed when calls requining operator assistance and/or aliernate billing optioms are placed from customer
locations. Such services involve the use of live and automated operators 10 receive, validate and complete the calls.  The
Company processes collect. thind-party, person-to-person and calling card callks, bills these calls theough s billing subsidian
and generally shares a percentage of call revenues with 1s customens

At Scpicmiber 30, 1995, the Company provided operstor services 10 approximately 136,600 hotel. motel. hospital
and dormitory rooms. In addition, at September 30, 1995, the Company had scrvice contracts with private pay telephone

owners covering approximately 60,900 pay tciephones. The Company carried B.3 million average momhly minutes of
operator sevvices traflic during the Fourth quaner of fiscal 1995, as compared 10 9.1 million and 106 million average |

monthly minuies duning the fouth quanters of fiscal 1994 and 1993, respectively.  The Company’s operstor senvices
revenucs amounted 1o $63.5 million, $67.9 million and $68.0 million in fiscal 1993, 1994 and 1995, respectively.




selecommunications companies in the United States. Competition i the direct dial long distance industry 1 based upon price
and. 10 a lesser extent, upon customer service, product design and innovation. customized billing capabilitics. transmission
quality and availability of service.

Nales and Marketng

The Company s direct dial long distance sales personnel are kocated throughout the Company’s service area and arc
responsible for marketing 10 commercial accounts. The Company supervises sales and marketing cffors from s corporate
headquarters and wiilizes various adveniising media 1o enhance its commercial marketing efforts and to attract and retain
residential customers. The Company cxamines the calling profiks of target markets and designs long distance services that
specifically fill certain demands. For example, the Company issucs long distance calling cards customized (o iclude a
customer’s corporate logo and has abo customized debit cards 10 be used as promotional marketing tools. In addation to its
own sales force. the Company markets its direct dial long distance services through authorized agents, other camers and
affinaty organizations (sirategic parncrships ).

The Company currently has an exclusive marketing agreement with Nolan Ryan, formerly a player with the Texas
Rangers® professionsl baschall tcam and a poieatial hall of fame candidate, who acts as the Company’s spokesman for its
direct dial long distance services and whose piclure appears in the Company’s advertisements and product literature,
nchuding debit card

Uperations

The Company completes calls that arc originated when a pre-subscribed customer dials ™17 plus the area code and
number or when 8 customer selecls the Company’s network through dial-up access 10 reach any domestic or micraational
destination. All long distance calls placed over the Company’s network are direcied to call destimation points by
computerized digital network switching equipment operaling at one of the Company’s switching comters.  The switching
equipment receives a customer’s direct dial call, verifies the calier’s billing siatus and authorization codes, routes the call to
the Jdisled destination, monitors the calf's duration and collects other information for billing purposes.  The Company’s
swikching equipment selocts the most cost-cflicient transmission circuit or path available prior 10 switching and completing
each call. The Company employs siate-of-the-an digital switching equipment at the Compamy’s switching centers in Houston
and Waco, Texas, Seattle, Washington and Los Angeles, California.

To satisfy increasing or anticipated usage of its long distance network and ensure that its network is optimally
accessible when network demand is heavy, the Company, from time to time, adds circuit capacity af cach existing switching
center by increasing the mumber of ielecommunications ports. The Company has upgraded s network with the addition of
Commaon Channel Signaling System 7, which s cummently operational for virually all oniginating and terminaling traffic
within the Company’s markets. This network protocol significanily reduces connect time delays and provides additional
wchnical capabilitics and efficiencies for the routing of calls.

Competitive Advamiages

The Company compeies with ATAT, MCI and Sprint and numerous local and regional cariers on the hasis of its

and services, compatitive pricing, and local identity. The Company generally prices its services up 1o 25% below

ATAT, MCl and Sprint compassble scrvice offerings. In addition, by designing long distance products and services that fill
specific market needs, the Company enhances its sbility 10 compete with AT&T, MC1 and Sprnt.

The Company belicves that its cmphasis on cusiomer service distinguishes stself from many of its regional and local
competitors. The Company has taken an integrated icam approach to sales and service by increasing the number of sales
support representatives in its field offices o maintain respoRsive service afler the sale. Additionally, the Company has
recently implemensed 8 computerized bullctin board service called Advantage Direct, which is similar 1o the remote senie
offered 10 its operalor services custome s. This service allows customerns lo monsor and cvaluate calling patierns and vilunic
by department or kcation. Moreover, im competing with certam regional and kocal hng distance carmicrs, the Company
belicves i holds & compelitive advantage within its regional temitory because the Company’s regional concentration of
trafic over its network facilities allows for the cosl efficiencies of a national carmicr. In addition, the Company believes that
its local identity in the markets it serves provides an advantage in marketing its services and competing with long distance
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I 1994, the Compasry implemented 8 computerized bullctin board service catiod Sicalth that al 5 CUSMMTETS 10
Eliiigliiilliiii%viﬂi s and volumes
for each customer location or pay iclephone.  This advanced reporting system allows the Company's operator sc
cusiomers to snalyze their traffic on a daily basis and maximize sclecommunications revenues by, for example, ..nr m
underutilized telcphones. The Company’s #ﬂiﬁﬂ.!:.ﬂur._ EEE!%I?E.EEEEE
of their commissions. The Company employs a highly skilled professional suaff of customer service employees and
sechmicians, who provide service 24 hours per day, 365 days per year.

Sirasegy’ und Groweh Opportumitics

The Company has developed a iiﬁ!iaggﬁ Insed States. Through s direct
Eililf!.ﬂi in state, regional and national irade associations, the Company intends o pursue
grographic cxpansion on a Rationwide basis. The Company will continue 1o market is operalor services business to both the

%!ili;iuﬂﬁnitﬁiﬂm!gmu!i&.
By Cisavinghousy sed ledermtioe Yeirvices

The Company, through its subsidiary, Zero Plus Dialing, Inc.. i %%fi&m_g!ﬁ
records resulting from telephone calls carried by its customers. Egli?r!w istance r._._?.i
ili%%ii’iigiggia
Il![!-i-iii#i!&tii!i!&ig Hing
illil%—ﬂ:ﬁi—ri billing and calling card billing. E_._..E.!!i_
billing amangements with over 1,200 local iclephone companics, the Company has the ability to _qsn&r_!r.n
charges from sl but & ssmadl portion of United Sistes and Canadian hownscholds and busincwses. .E.__r:i ;.n..._.__.._“
and collection services of the local selephone companics. operator services providers would not have -

cal i
_ billing and collecting the revenues penerated from their services because these camiers know only Er. ._i.nri_.

pumber and not the name or address of the party 1o be billed.  MHowever, due 10 i.?l_.l-iinﬂ iu_._.n-i

_ invesiments in sysiems and infrastructure and volume requirements, most operator sevvices providers do not find it practical
_ ﬂii‘!iifl%i—lﬁlﬁirﬁl% companics similar ic §
. relationships the Company hes established. in addition 1o providiag billing clearinghouse services for operator servic

providers, the Companry aho offers #s scrvice 1o local and regional direct dial fong distance carmicrs. E:ﬂ.iﬁa
cam bill their cusiomers directly, billieg theough the local telephone companies by wtilizing the Company’s billing
%!E}iiiuggiiiriiig.ﬁiEﬁa
smaller commercial accounts. The Company achieves discounted billing costs due 1o its aggregated volumes and passe
these discounted cosis on 10 its billing clearmghouse services customens.

ir_!Eniiﬂ.!?iifgﬁniiz?ag.._%&
Services Billing. Inc. i!ﬂﬂ-ﬂl&?lﬂnﬁliﬂtg&i!cﬂﬁzﬁ as well as the billing of
tlii!ﬁtﬂlii; n addition to its billing rl.._.l:..EnE.q
the Company also offers billing management services. Under billing management agreements, the Company prov Eu._...rﬂ
proccsing, accounting, tax processing and reporting. and end-user customer service for customsers who have thew
billing agrecicnts with the local telcphone companics.

Al Sepsember 30, 1995, the Company provided billing and information services o 271 ..!...:: ._::___.. ol
EEEEIL‘E%%‘ counpasics and siore-and - fiwwand pay ichepla
Revenues from the Company’s Largest billing services customes represenicd approaunately 5% of the .i.____.l.u,. ?__
scTvices fovenucs (approximately 3% of sotal consolidated operting revenues) in fiscal 1995, l_____u.n .______E.w_-:—q
largest billing scrvices customers represcnied approximately u!ri!.luﬁaﬁ-ﬂe!iuir__.ia%_
fiacal 1995. The Company billed 149.8 million, 238.6 million and 444.9 million third-party calhs during the 1991, 1994 anid
1995 fiscal years, respectively igﬂi&illnﬁiiﬁnir:inﬁnnﬂ =EE£E
services and opersior services businesses). Billing services revenues were $42.0 million. $52.4 million and $75.5 million n
fiscal 1993, 1954 and 1995, respectively.




dndhestry ( erview

!ilifﬁbllﬂnlniiu 5 operstor sevvices providers competing within the long
distance iclecommunications indusiry. T costinues to dominale the operstor services market, supphying operator
!Iﬁmﬁ%iirﬂ.nﬂil!f; Eizv_r_-n.!niq: wide
operator services and are comidered by management o ...EiEl.ll!. Exchading ATET. MCL, Sprist. GTL: and
Regional Bell Operating Companics, management belicves the Company is one of the -...n—ldnm.lu:tr: ..-E.E

Many operator services providers. including the Company, initially focused on the hospitality industry.  More
recently, as the private pay iclephone industry has grown and iaken market share from the public pay tefephone market
traditionaily served by AT&T, many operator services providers gained increasing market share by providing senvice 10 the
gilﬂii%!i i!g__l:ul.l iliﬂiﬂ!!ﬁnﬂi.&?

The Company markets its operstor services nationally throwgh the combined effon of regronal sales representatives
besed in Iilinois. Minnesota, Texas and California and 3 network of agents. The Company’s corporate sales force focuses on
"illiii%n}igfl!i*!:{iﬁ

companics and universities. The Company’s agents market the Company’s operator services on a 2 natioewide basis and
typically receive a commission based upon the volume of busincss generated.  The Company also participates in various
iil‘-li!iﬂi!ﬂﬂi-&ilig The Company
customizes its telecommunications services to provide, among other things, individualized reports and specialized call
branding 10 cusiomeTs.

The Company owns and operates its own opersior cemier in San Antonio, Texas, which employed 259 operators and
support staff st Sepiember 30, 1995. The Company provides live and astomated operator services 24 hours per day, 365
days per year, and features multi-lingual operstors versed in Spanish. French, German, Japancae and a vanety of other
languages. The Company maintains 2 sophesticsted emerpency call handling sysiem that cnables its operators (0 access
}ilii!it;iliiiinﬁri The
Compeny wtilizes its own ransminsion (acilitics when possble or contracts to uve facilitics of vther long dintance netwrk
providers as neccssary.

1995, the Company was sthorized 10 complete imternational and imtersiate calls placed throughout the United States. as well

The Company switches the majority of its operstor msisted calls st its four main switching centers. Many operator
assisied calls are transmitied to the Company’s switching cemters via dialing equipment imstalied at customens’ lcatis of in
customer pay iclephone cquipment. This dialing equipment is programmed to recogmise calls requinng operalor assastance
and 10 access the Company’s network by disling the Company’s access number, then passing the call record information 1o
onc of the switching centers. The Company valideses the calling card o telephone number 1o be bilied and then completes
the call, while recording the date, distance, durstion and time of day for subsequent billing purposes. September 30,
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Competitie Advariagies

Managemem believes that the Company enjoys scveral competitive advantages over many others in the operator .

services industry. By vinue of the Company’s large call volumes relative o many ..n.ﬂi!u!:&ﬁu:lln.-!__n.n

cout cificiencies i sealines by routing a portion of its operalor services Waffic over is own facilities and maintaining its own _

vperator center, the Company is sble 10 provide high quality transmission on an economical basis. Additonally. Because 1t
is the sowrce of commission peyments 10 its operaior services cusiomers, the Company belicves that its financial stability
........




Competitive Advastages

Commencing in 1990, the Compeny designed, developed and implemented an innovative billmg cleaninghouse and
Eiii%t#itﬁ&igi?ﬁégu
competitive advastage in the following areas: effective cusiomer accounting and reporting., expediicd payment on customens’
accounts recenvable; improved collectibility; and monitoring of local ielephone company billing and ¢ oliection cffort

?i!i?iigiﬁili manage their accounts
receivable. improve f;l!!ilﬁi enhance their profitability. To cnsuee that cach customer 15
responsible only for s own uncollectible call records and customer service sebates, the Company deve loped systems and

proceduses enabling 1 10 accursicly attribuic uncoliectible amounts Yo specific customers.
When the local selephone compeny responds o inquirics from the billed party, its primary motivation 1s frequently
10 accommodaie this party rather than 1o pursue collection. Recognizing this fact, the Company negotiaicd » .__Ennsr_ﬁ_

telephone companics for the right to respond divectly 0 such inquiries. As a result of handling such inquarics. the Coc:pany
has cealized an improvemnent in its coliection rales.

Billing and collection are dependent upon state-of-the-an systems and procedures.  However, mamy of the local
Ei‘tlil?iti&ii tothe AT&T dv u__...iqu.____nn
not capable of providing the quality of billing and collection services that the Company’s customens desie.  The Company
Quality Assurance Deparsment and Teico Relations Department comtinually monitor the performance of the .n-_ _..___::_.
companics’ billing systems in order to detect billing emors.  Simce the inception of this business. the ( iﬁ! has
discovered and collected for its customers significant amounts attributable 10 billing errors made by local telephone

(M b
Sorate iy wond Cirowth (ippornetics

The Company imends 10 continue to pursie opportunitics m billing clearinghouse senvices and nformat
management scrvices for companics in the operator services and direct dial kng distance businesses. The Company _.._n.ﬂ
I#ilﬂﬂﬂl«‘%ﬁinﬁlﬂii!ﬁﬁﬂ » desire 1o sorve small busanewses and
residential consumers on a more cost-sffective basis. Billing through the Company’s comraciusl arrangements with the local
iiﬁ:rﬁgfiill%i% _.,l.__.__! if the customer were
Ei!liiiﬂli The i_!.uq.-l- a monthly av lﬂ ol approximaicly
20.8 million dircct dial calls and 10,0 million operator msisied calls during the year ended September 30, 1995 (excluding
monthly call reconds processed for the Company’s own direct dial long distance services and « iﬂ!i!ﬂrﬂgﬁ

During fiscal 1995, the Company cxperienced significant growth in _:___.nn_._.llnn:.... rancss. The n ru
of call records processed by the Company related 0 _i—l_ni.ll...lul!:aﬂ!n!. om 114 millua .____.L_..E
70.7 mablnm m fiscal 1995, This growth has occourred primanty as a result o .rn!lluli._ﬂﬂ:__ .1___:.. 3?:
durect dual billing customers 1o hilling management agreements with the Company. The Company also prucessed 4.4
call records in fiscal 1995 related to its enhanced billing services, which offer the potential to make 8 sigmificant ¢ ﬂ::__E
10 groas profit becayse the Company charpes a iifi%_fingp ¥ ceram such records
imstead of the fined rate per record associsted with its other services. The Company's management continues 10 explore
ways 1o further wtilize #ts billing systems and expertise o to provide services within both its existing service markets and
developing markets as products gad services aro increasingly billed through the local iclephone companies.

Iiit'niwfiiiiiaﬂiﬂgnﬁ
istegration of its three busingsses. The combined traffic volumes of the Company's operator services and direct
distance busincsses operate to lower the Company’s iransmission costs for both of these husinesses in geograph
where the Company operstes long distance switching cquipment. [0 addition. within #ts e the Compans

C 2 % dbmoy TRNWS, ]
sales force can provide imtegrated hong ditance solutions o0 the hospstality industry by o ering both opersior services an n
divect dis) long distance telophons services. The volume of call records from the Company's operator services business al




Tty € herview

The Company believes that there are four major commercial billing cleannghouses in the ielephone industry' 1in the
United States. the larpest of which are the Company and OAN Scrvices. Inc.. a wholly owned subsidiary of Electronic 1ata
Systems, Inc.. itself a subsidiary of General Motors Corporation. Competition among the clcannghouses 15 hawed on the
quality of information reporting. coliection history, the speed of collections and the price of services. In addition, AT&T.
MC1, Sprint and certain other long distance companics have cstablished their own billing arrangements with local telephone
companics, bt they do not offer these services 1o other direct dial long distance carmiers and operator services providers.

The Company markets its billing, reporting systems and mformation management services 10 ils customers through
a direct sales and marketing effort hased ot its headquarters in San Amonio, Texas. Most of the Company’s sales activity is
theough active participation in industry trade shows and cducational seminars and workshops. The Company advertises to a
limited extent in trade journals sad othes industry publications.

{ R Toationgn

The Company uses the billing and collection facilitics of the local ielephone cospanics 1o bill and collect long
distance iclephone charges (call reconds) on behalf of its long distance company customers. Upon receapt of the customers’”
revenucs from the local iciephone companies. the Company reconciles its customer accounts, provides informational
reporting and distributes the collecied funds to the appropriste customers. The Company also performs the screening, editing
and information management functions required 1o track the call records throughout the billing and collection process, to
inform its customers abowt the quality and quantity of their call reconds and 10 handle rate adjustments and refunds on behall
of its customers. In addition, the Company provides accounting reconcilistion and reporting and payment sysiems necessany
to provide sccountability and suditsbility for the revenues billed for cach customer by cach local ickephone company. The
Company also aggregates and pays state and local sclccommunications and sales taxes on behalfl of its custorners and in most
cases handies billing imquiries from consumers. The Company introduced a billing management product in 1993 whereby
the Company assists direct dial long distance and opersior services companics in obtaining their own billing and collection
agreements with the local tclephone companics and provides a range of administrain e and management services o these
CHSHINCTS.

The Company opersies two independent computer sysiems fo cnsure continual “up time™ for nts billing
clearinghouse and information management processes. One such system is dedicated to the daly illing and information
management processing activitics. The other serves as a back-up 10 the primary system and 1s used 10 store six months of
billing detail.  This detail is immediately accessible 10 the Company’s customer service representatives who handle billing
inquinics. The collection period from the time the Company submits call records to the kxal ielephone companies until the
local tcicphone companies return the collected funds 1o the Company gencrally ranges from 40 to 0 days. Hecause timely
submission of call records 10 the local ielephone companies is oritical 10 prompt collections and high collection rates, the
Company has made the pecessary investiment in compuler sysiems o ensure that ats customers’ call records are processed
and submitied 10 the bocal iclephone companics in a timely manner, generally within 24 hoors of receipt by the Company

The Company has a revolviag line of credit with FINOVA Capital Corporation (FINUVA) the successor to
Geeyhound Financial Corporation. secused by accousts receivable and other unencumbered assets of the Company, in order
s ofier an advanced funding program o s billing customers.  The Company borrows funds under this cnedit facility to
purchase certain cligible billng costomerns’ accounts icccnvahle. An eligible customicr can reocive cash for 500 1o B0%% of its
accounts feceivable within five business days of submitting its call recoeds to the Compamy for processing. gencrally 15 1o
85 days carlier than the normal local selephone company payment cycle. The Company advances funds nearly even
busincss day under this program. See "Management's Discussion and Analysis of Financial Condition and Resubs of
Upcratsns - Advanced Funding Program and Receivable Financing Facility.”
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As of Scpiember 30, 1995, the Company was suthorized 10 carry intrastate operator assisied tadfic in 45 states,
Authorization is pending approval in one other state. Siate regulstory agencics have the authority 10 impose their own rules
and regulations govering the provision of intrastase operstor services, including regulation of rates. Many states have rukes
similar if not identical 10 those imposed by the FCC on interstate operator assisted calls. The Company remains in maietial
compliance with the roquircsacats of cach of the individual state regulatory agencics and continues W0 pursie mahonzation 1o
___._!..._IEiiﬂ!ﬁﬂli!i!lﬂ.ﬁiilni!!!iﬁiii:ﬂw!!
governing operator services providers within the next year. The Company does not anticipate significant difliculny m
complying with the new of fevined rules.

Dérect Diad Lomg Dissomce Services

The FCC has regulatory jurisdiction over interstate and imcrnational tclecommunications common camiers, like the
Company. Under Section 214 of the Federal Communications Act, the FCC must cemify 2 COMMURICAMNNTS COMMAKM) CATer
before it may provide intemationsd services. The Company has obtained Section 214 authorization to provide international
switched services by means of resale. The FCC has ruled that "non-dominam™ common camicrs, lilke the Company, noed not
apply for Section 214 suthorization for the provision of domestic 1.5, ilerstate services.

As of Scpiember 30, 1995, the Company was authorized o provide intrastate long distance service within 46 states
and had an applicstion peading in one other. Regulations within cach of theye states, as they periain to completing dircct dial
long distance calls for the Company’s customers within the statc. are virmally static and pose no foresecable concern. As the
Company expands the peographic scops of its direct dial long distance business. it will obtam state regulatory approvals as
nocessary o provide intrastale loag distance servie.

Intcrsiate Access Tramsport Procevding

In an cifort %0 enconrage competition in the provision of isersiate access services, lae HCC granted moreascd
pricing flenibility to local telephone companies for "access transport™ services. Access transport refers to the comnection
i?ili%iigiriiiﬁig!inrﬁ
]ii!ﬂa!ﬁfiﬂ;iﬁpliu._.__.___:!n.m,r!-_!nﬂ._.E_l-rn,r.r:i.rilﬁqnlq!qv
independemtly purchased. Under the newly adopted pricmg plan. heginning i Devember 1993, local telephone companics
were shie 10 offer more cost effiective access 10 those fong distance carriers with very high access volumes in a pafticular
local market. Accordingly, alhough all camers wery affecied differently, loag TS Wi
requirements expericaced increases in thew overall average access cost. The FCC initially projected that the smallest long
distance carrier in scrms of acoess requiresents would cxpenience no more than a 1% mcrease in total com ar.d that the
largest long distance camriers could expericnce up 10 2 0.8% decrease in total cost. However, information fiked with the HCC
Einrntﬂiii!milr!_iu!-ulinnq!nllrrliﬂ:g!mwnt_r!n&nlﬂn

distance carmiers with lesser acoess

canricrs 10 be much grester in certain cases. 1f such differential is substantial with respect to the Company., the differential
could significantly impact the Company.

The pricing plan was implemented on December 30, 1993 and is 0 be n effect until funher Commission action.
_r—ﬁﬁiiiiiigziinﬁilfl:-:i..-!ﬁl..._t:.-n__:._...!___ﬂ
operations of the Company’s direct dial long distance services after further review of this issue at some later date. The FCC
originally believed that, by November 1995, the proliferation of compeiitne access providers and increased hong distance
carriet network efficiencies would offset any mequitics caused by volume-semitive sccess pricing.  In an Order refemscd
Scpember 22, 1995, the FOU instead indefinitely extended the intenim transpornt niles, Management is unable (o predict the
_fgila.-iiiﬂ%:E.lnﬂlﬁ.:nﬂﬁi!n—.ﬂﬂi!_r!-i.z-:ﬂni:ﬁ
Company st this lime.

In a related manter, the FOC has suthorized bocal telephone companics to offer volume discounts on sccess iransport

services. once certain threshold conditions are met. The offering of such discounts could produce cost advantages for long
distance carvicrs with larpe volumes of transport traffic. This FCC action is subject 1o pending petitions for reconsideration
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assists in lowering the marginal costs for the Company’s billing services due 10 increased cconomies of scale. Furthermore,
lower billing costs permit the Company 1o cost effectively provide direct dial bng distance services 1o residential and small
busmess consumeTs.

Management also belicves that the Compamy’s panticipstion and expericnce in the direct dial long distance and
operator services busincsses position the Company 10 betier understand the meeds of customers for its billing cleannghouse
and information management services, assist the Company in designing billing and information management services that
effectively meet the needs of its billing customers, and enable the Company 10 react more quickly to market changes.

Gresrrmemrst Regolstien
iemercd

The Company competes in an industry that, 10 a large degree, continues 10 be regulated by government agencics. At
approximately the sanic time as the required divestiture of the Bell telephone companses by AT&T in 1984, the Foderal
Communications Commission (the "FCC") anmounced rules that were created to foster a sclf-regulating, interstate
sciccommunications industry, relying upon competitive foroes 1o hecp res and services in chech. Management believes that
the current direct dial marketplace demonstrates subsiantial progress soward the fulfillment of these objectives. For example.
the cost of a long distance call has sigaificantly declined while the number of lomg distance companics has muliipled
Competition has encouraged these disect dial long distance companics 10 find ever more efficicnt methods of carrymg calls

Billimgr Services

Billing on behalf of indcpendent long distance providers using local ickephone company monthly bills also emerged
as a consequence of the AT&T divestiture. Bell and GTE telephone companics are required by antitrust consent decrees 1o
offier billing scrvices for all long distance companies if they provide billing and collection (including disconnection of
service to the consumer for nonpayment of long distance charges) for any long distance company. Subsequent 1o that
decision, the FOC desermined that interstate billing and collection services were 10 be provided by the local telephone
companics on an unrcgulsted besis. The Company, thereiore, contracted with local telephone companics for billing and
collection services free from the regulstory comtrol of the FCC.

In somc states, billing and collection of intrastate teleconimunications records are subject to regulatory jurisdiciion
For cxampie. a siate regulstory commission may require that the local selephone company provide billimg and collechion
services b0 any cnlity that desires to obtais such services, and these services must be offered at the samc rales and terms 10
amy such estity. These rates and terms, which are “uriffod,” are incorporated by reference into the billing and collection
agreements between the Company and the local tefephone companics and are subject 10 any change that 1s approved by the
applicable statc regulatory agency. Because intrastale billing volume is outweighed by interstate billing volume, the stae
regulation of billing and coliection is not anticipsted 10 pose significant comsequences 10 the overall operations of the
Company.

Operator Services

On October 15, 1990, President Bush signed into law the Telephone Operator Consumer Service Improvement Act
of 1990 ("TOCSIA"). Congress direcied the FOC 1o impose upon the interstate operator services market corain rules and
regulations designed 1o incresse comsumecy aWwarencss cORCETRIng the operalor services provider carrying the call. the
iformation the caller can request of the operator, and the alicraatives available 10 the consumer for reaching other long
destance carmicrs. (perator services providers were requered o file with the FCC mformational tanifls that describe the mil-s
and regulations governing the provision of interstale operator assisted tclecommunications and to include all rates that may
apply 10 an interstate call. Fusthermore, operator services providers were required to submit, on a Congressionally prescribed
timetable, certain reports relating t0 rate changes. complaints and costs. Based on these reports, on November 16, 1992, the
FOC submined to Congress its "Final Report Pursuant 10 the Telephone Operator Consumer Services Improvemem Act of
1990." The purpose of this report was to identify whether mcreased regulatory scrutny by the FOU was roquired 1o satisfy
Congressional objectives. The FOC determined that .. market forces are securing rates and charges that are just anc
reasonable . “ and therefore stated *...we conchude that no further action is ncccusary...” on behalf of the FCC ot this time.
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(her Regulatory Akaters

Legistation has been introduced in the 104th Congress which. if enacted, would supersede the ATET Consent
Decree of 1983, On March 23, 1995, the Senale Commerce Committee, chaired by Senator Pressler of South Dakota,

endorsed the "Telecommunications Competition and Deregulation Act of 1995" (5.652). The full Senate passed 5.652

_ by a vote of Bl 10 |18 on June 15, 1995. Pressler's bill requires a 90-day application review by the FCC.  The FCC 1
_ directed 10 consull with the Department of Justice 10 obtain their opinion regarding the RBOCS' potential o impede

competition through their contimuing monopoly control of local services.

Comrespondingly, on August 4, 1995, the House of Representatives passed
1995 (H.R. 1555), which climinstes any role for the Department of Justice in codifying the terms of the MFJ. The
House measure proposcs to allow RBOCs 1o seek authority fo provide long distance services from the FCC, who will use
a kegisiative checklist in considering such applications. RBOCs will be permitted to make such spplication six months
after enactment of the law and must operale any long distance unit as a separate subsidiary for cighteen months. Long
distance carricrs will have the opportusity to resell local exchange service at RBOC “wholesale™ costs.  Similar 1o the

Senate proposal, no precondition of measursbie local competition is imposed upon RBOC entry into long distance.

Both Houses have initisted preliminary discussions in the Joint Conference Commitice fo afiempt 10 resolve the
differences in the proposals. If a comsensus is reached by the Conferees, and approved again by both the House and the
Senate, they could present a final bill for execwtive signature shortly thereafter. The Administration has indicated that 1
is opposed 1o some of the clemmemts in cach of these proposals: therefore, i is curremly less than certain such legislation
will become law.

The Company cannot predict if such legislation will ulimately be endorsed by the Executive Branch and made
law. If the MF) were 10 be superseded by legisiation, Sowthwestern Bell and the other RBOCs could be permitied 1o
offer long distance services i competition with the Company and could prove 10 be formidable in terms of their
marketing strongth and other resowrces. Furthermore, if such companies are permitied 1o retain control of kong distance
access services 10 the Company's customers afier being granted such permission, such control might materially and
adverscly affect the Company's ability o continue to offer similar or comparable services.

In September 1993, ATAT petitioned the FCC to reclassify it as a "non-dominant™ camer. The FCC granted
ATATs petition on October 12, 1995, ATAT has been given additional flexibility in its service offering and pricing.
Such flexibility could make ATET an even more formidable competitor thas it has been. The Company cannot predict
the impact of the FCC action.

Regulatory Rate Proceedings

During the course of normal operstions, a reguisted company may al any time come under specific scrutiny with
regard to any of its rates, terms or conditions by which such service is rendered by the state or federal regulatory agency
charged with such oversight responsibility, or by an sttorney peneral or other jurisdictional consumer officials. In such
cases, a regulsied company can be required to, among other things, provide cost justification for the charges it imposes

. on some or all of its services, or 10 addeess perceived consumer incquitics.  Afier review of such justification, the

I‘Eu.-ﬂiﬂirllni_!i-n!i...iﬂ.quiniiﬁﬁrv_lrr.rirﬁ!t?-.q
rendered o8 W effect changes to its applicable rate structsre.  Cossumer officials and atiorneys gencral can pursuc civil
action if their concerns are not adequately addressed by the camier.  The Company operaies in several jurisdictions in
which its 1ariffs or services may, from time 1o time, fall under such scrutiny at the discretion of the governing regulatory
agency of other officials, The Compeny could therefore be required, as a sesult of such an investigation and subscguent
proceeding, 1o implement changes in its rate structure, which could oltimately affect its revenues. The Company cannol
predict whether or not any such requircement may be imposed in any particular jurisdiction.




Billed Party Preference

Anocther issue under consideration by the FCC cusrently is tenmed “Billed Panty Preference.” or BPP. This term
refiers 0 a concept in which any long distance call outside the local ielephone company’s calling arca canried from a publiciy
available clephone would be compicted over the long distance casmier neiwork of the billed pany’s previously capres sl
iﬂﬂ.?ifiﬁ&i-rﬁn%gw;#ill!!tin;a calling
card and telephone number to a preferred long distance company and then direct all calls accordmgly. In Apnil 1992, the
FCC tematively proposed adopting BPP. During the summer of 1992, comments from kocal telephone companics. long
distance carmicrs and other industry participants revealed that the cost of imposiag BPP could be in excess of $1 billion and
could require hundeeds of millions of doliars cach year 10 suppon its operation. The majority of these commentors were in
opposition 10 the implementation of BPP. Commentors made clear that many techaical impodiments remain to full
deployment of BPP. Ouivey commentors claimed that no techaology exists that could implement HPP without making call
processing significantly kess convenient for mamy operator services calls, particularly those requiring a live operator.

In August 1994, indusiry members responded t0 a Commission Further Nolice of Proposed Rukemsabing.  The
Commission had teatatively concluded, based upon their calculation of related cost information previously submitted by
industry members, that the potential benefits of 2 BPP system appearcd 10 outweigh its costs, although the Commission
admiticd the financial data # used in its study could be ouwdated. Once again. industry padticipants were resoundingly
i!tﬁE.-iE}ﬂhﬂiiiiEE.Ehg (the
“RBOCs"). To date, the FCC has taken no further action.

If such a systom were impicmented successfiolly, the unique market niche of operator services povider
presubscription, such as that of the Company, would bhe rendered viually incfiiectual. as an owner of publicly avalable
iili!iiinﬁuiﬂiiiﬁriuinﬁl,____-__&a.__.,:_::
assess the industry suppont for BPP given the inhcrent problems described above, and the FCC continues 1o consider
Eiii?l&if&iﬂlifﬁiﬁmqﬁiiﬁg#
two to four years would be required 10 reconfigure their networks to BPPs specifications. Thus, while BPP remains viable,
the Company belicves that it is not likely 1o be implemenied in the near ferm.

On March 9, 1995, the FCC requested indusiry comment on two proposals it had recently received relative 1o the
BPP proceeding. In an ex-parte petition, the National Association of Aftorney s CGeneral {"NAAG") suggested that the
ﬁ&!ii%iigigfﬁiﬁﬁs.tﬁﬁf%s
asnounce i the heginning of each call more specific information for obtaining access to allernate cartiers (the "NAAG
Petition”). Another petition filed by a coalition of industry members, including most of the Regional Bell Operating
Companics, two competitive access providers, the American Public Communications Counsel (“APCC™) and the
Competitive Telccommunications Association ("CompTel”), recommended that the FCC impose certain rate thresholds
__.n__m:ﬂl!nilﬂIlliuﬂ.._rﬁri?mn.a.:iﬁgﬁfﬂfi.!llwawiihE%mn
ratcs higher than such threshold would be required to first prove to the FCC that such rates are justificd based upon the
underlying costs of the service (the “APCC Rate Cap Proposal™). The NAAG Petition was proposed (o remain in effect
until such time that BPP is adopied and fully implemented. The APCC Rate Cap Proposal was proposed 1o obviate the
noed 1o consider any further action regarding HPP.

_miiz}bﬂEiﬂlwii%ﬁ:iinitgn-inl:qnﬁa.i!._.rn
number of calls completed over OSP networks such as the Company s, if end users clect to act upon the additional
branding ansouncement regarding access b0 other camcrs.  Furthermore, additional network time woukd be comsumed

without 2 cormespomding increase i revenuc.

Funthermore, if the ARCC Rate Cap Proposal is adopied. OSPs such as the company may be immediatcly
i!iﬂsiiiﬂ-ﬁr.rlllnmﬁﬁ;gli_..is:w___...-_.ra.ﬁirig.
?!Ti!iiii%%isi-iﬂrﬂnglngi
implementation of such a proposal, or effect other opetational changes to offset any reduction in interstate operaior
SErvices revenue.

The Company cannct predict when and if any final ruling on either proposal might be 1ssued




ITEM 3. LEGAL PRIXCEEDINGS

In December 1993, the Securities and Exchange Commission (the “SEC™), [hvision of Enforcement. instituted
an informal inguiry relating to cemain of the Company's accommting practices, including revenwse recognition and
accounting refated to the Company’s accounts receivable, purchased receivables and other assets, and related disclosures,
When the Company’s Board of Directors leamed of the SEC's informal inguiry, Arthur Andersen LLP, the Company’s
independent public accountants, was engaged to conduct a special review of the Company’s accounting policies and
procedures.  This review was managed by a senior partner of Arthur Andersen LLEP who was not then mvolved i the
sonual audit process.  This special review provided strong additional assurance that the financial statements of the
Company were fairly stated and in conformity with penerally accepled accounting prmciples.  Representatines of the
Company aisd Arthur Andersen LLP have met with the Enforcement Division of the SEC to discuss the issues raised by
the ingquiry, Un May 5. 1994, the Company was nformed that the SEC bad institted a formal order of privale
investigation pursuamn fo Scction 21(a) of the Sccurities Exchange Act of 1934, as amended (In The Aatter of UN Long
Distance (HO-2852)), relating 1o, smong other things, the Company’s financial condition, results of operations, assets and
lisbilitics, revenues and revenue recognition and agreements and transactions.  Frion 1o August 1994, the Commission
issucd subpocias reguesting documentation in a nunber of arcas from the Company, from Arthur Andersen LLP, the
Company's independent auditors. and from centam thind partics, including former employees of the Company.  The
Company has and will continee 1o cooperate fully with the SEC. Alhough the Company cannol predict when the SECs
private investigation will be concluded, based upon its review of facts and circumstances, management does ml helicve
that the SEC's review of this matier will result in any adjustment 1o the Company's previowsly reported financial
statemunts.

The SECs Division of Enforcement instituted a formal order of private investigation pursuant (o Section 2 [(a) of
the Securitices Exchange Act of 1934, as amended (M the Matter of Trading m the Secwrites of Vale-Added
Communications, Inc, (10-2765)) on August 25, 1993, The imvestigation relates to the irading in the securitics of bath
the Company and Value-Added Communications, Inc. ("VALCT), an operator services provider based in Dallas, Texas, A
proposcd merger between the Company and VAC was terminated in February 1993, Specifically. the SEC has alicged.
among other things, thal censin individuals may have employed devices, schemes or antifices to defrawd others in
connection with the purchase or sale of the securitics of cither the Company, VAC or both.  The SEC may impose a
variety of civil, criminal and admmistrative remedics and/or sanctions agamst any individual or estity found to have
violated the federal securitics laws. The Company is not aware of any facts or circumstances that would indicate that the
Company of any of its management violated the federal securitics laws by rading on material, nonpublic information

Scction 16(b) of the Exchange Act gencrally provides that any imputed profit realized by directons, officers and
beneficial owners of mone than 10% of the Company's outstanding Common Siock (or conam convertible securitics) within
any floating six-month period must be paid o the Company. The rule, therefore, astomatically imposes a debt in favor of
the Company on any direcior, officer or 1076 stockholder for any so-called “short-swing™ profits, even il a profit was never
recopnized by such statutory insider.  In October 1994, Pamis 11 Holmes, Jr., filed with the SEC Forms 4 reflecting
previously untcporied ransactions in the securitivs of the Company dwring the period of approximately September 1991
theouph November 1992, Mr, Holmes paid the Company 2 total of $191,712 between January 1995 and May 1995, pursuant
to Section 16(b) ol the Securities Exchange Act of 1934, in connection with those tramactions.  Subsequent 10 those filings,
Mr. Holmes, with the msistance of coumel, continued to review certain additional tramsactions in the common stock of the
Company., inchading cortain transactions made i 1991 and prior sears by a corporation in which members of his family had
a substantial interest, b July 1995, upon completion of such review, Mr. Volmes filed additional Forms 4 reflecting
pecviously unreponied transactions in the securities of the Company during the years 1990 through 1992,

I hly 1995 the Company recoived ketters from coumsel for i of its sharchobders, Messes, Morales and Porinens,
demanding that the Compamy sech reimburscinent fiom Mr. Holmes of all shor-swing peofits from trading in the
Compan 's sccurities allegedly due the Company under Scction 16(b). In August and Scptember, a Special Committee of
the outside dincctors of the Board of Directors of the Company, assisted by Price Waterhouse 1LY and owtside begal comnsel.
reviewed information relating to the foregoing transactions and in mid-Seplember reached an agreement with Mr. Holmes 10
resolve the Company s claims under Section 16(b) by an addiional payment of $293,617 40 from My, Holmes, Mr, Holmes
paid this amowit 1o the Company on Scoplember 19, 1995,
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Texas PIU fivie

In a Final Ovder relcased in Docket 10127 on April 12, 1993 (“Final Order™), the Texas Public Utility
Commission (“PUC”) adopied new regulations governing the method by which interexchange carricrs ("1XCs7) sich as
the Company calculste intrastaie access charges paid 10 kocal exchange compamies (“1LECs™). These new miles required
an independent suditor's review and approval of an IXCs methodology of determining its owWn inirastale access usape,
The suditors’ reports wese 10 be submitted to the LECs for review and implementation beginning on June 15, 1994

However, on June 13, 1994, Travis County Judge Hume Cofer found in Alicomm Lomg Distance, I v PUUC amid
Sumthwestern Bell, Casse No. 94-06509, that Allkcomm was entitled f0 an injunction aganst enforcment by the PUC and
southwestern Bell of the Final Order becanse the PUC improperly delepated regulatory authority outside the 'UC
Permancnt injunctive reliel was granted 1o Allkcomm in this cause on Junc 17, 1994, The decision was appealed by the
PUC and Southwestern Bell.

On Junc 15, 1994, the Company, along with several other IXCs (“liervenors™) sought intervention and similar
injunctive relicl in a new cause filed with Judge Coler, Cause No. 94-06509-A, American Telco, Inc. ot al v PUC and
Southweatern Bell. The bstervenors reached an agreement in accordance with Rule 11, Texas Rules of Civil Procedures,
with the PUC and Sowthwestern Bell which provided. among other things, that in liew of submiting audit repons (o
Southwestern Bell, Imervenors would have such reports held under scal by a designated third pary until a final,
nomappeatable judgment is rendered in the Alicomm case. In the interim, lalervenors such as the Company are not
prohibited from continuing to establish access charge levels based upon their own respective methadoogies

On Jume 22, 1995, the Texas Count of Appeals overtummed the lower coun's decision in the Allomm matier,
concluding that the trial cown cred in finding that the PUC had excerded its sistwtory authorsty.  Further, the Teaas
Count of Appeals rendered judgment that the Final Ovder is enforceable against Allkcomm. On September 25, 1995,
Alicomm filed 2 writ of ervor regarding this matier with the Supreme Court of the State of Texas. IF the writ of ervor is
denied or if the action of the Texas Court of Appeals is sustained by the Supreme Court on appeal. it is likely that the
Company will be required by further PLIC action 10 adopt modified methodologics that could subsequently obligate the
Company 10 compensate the LECs for any resulting differences in calculsiing access charges. The Company canmot
predict the timing nor the outcome of the filing of the writ of error mor actions that may be wadertaken by the LECs cuthes
before or afier a final outcome on this case is reached. Based on advice of logal counsel, management believes there will
be no retroactive liability 1o the Company prior to the Allcomm matier becoming a final and non-appealable order.
However, management cstimates that, wnder the most catreme application of the independent auditors’ proposed
mothodologics, the diffcrence between applying the aliemnative methodologies would result in prospective increased
intrasiate accoss charge expense of between $3 miltion and $4 million annually.

¥ mpleyece

At Scpiember 30, 1995, the Company had 861 full-time employees, including 26 officers. 204 sakes and mazh cting
personnel, 72 network, technical and operations personncl, 225 accounting, adminiirative and support pessonicl, and 334
iclephone operstors and cusiomer service represcntatives and iclaled support personncl. At Sepiember 10, 1995, the
Company also employed 3140 part-time tckephuswe operatons and customer service representatives. None of the Company’s
employvees are represenied by 2 union. The Company believes that ds employee relations are good.

ITEM 2. PROFERTIES

A Scpember 30, 1995, the Company occupied spproximately 83,000 square feet of space for its corporate offices
al 9111 San Pedro, San Amtonio, Texas, substantially all of which is leased pursuant 10 8 kease agreemen that capares in
January 1999. Additionally, st September 30, 1995, the Company leased approximately 17,000 square foct of space for ils
opersior services center at 2200 Danbury, San Antonio. Teass, and approsimateh £1.000 squaic feet in the aggregate for 29
sales and operations offices throughost Texas, Ohlahoma, New Mexico, Louisiana, California, Oregon and Washington. At
such date, the Company also cccupied an additional 43,000 square feet located in North San Astonio for 8 customer senice
facility. The Company believes that its facilivies anc adequate 1o moet its current needs




FARTH

IMEM S AMARKET FOR THE COMPANY'S COMMON EQUITY AND
RELATED STOCKHOLDER MATTERS

St Badirpmsbn

The Company’s common stock, par value $0.01 per share (the “Commaon Stock™), is quoted on the Nasdag Natwnal
Market under the symbol "USLD." The table helow sets forth the high and low bid prices for the Common Stock from
October 1, 1993, through December 11, 1995, as reported by the Nasdaq Natonal Market. These price quotations reflect
ier-deaker prices. without retail mark-up, mask-down or commission, and may mot pecessanly represemt actual transactions

il Law

Fiscal Year Ended September 30, 1994:

18t quartcr 22!, $12);

2ndd quaricr $i47, $ 9%

Jed quaner $14% $ 9%

4th quarter $11% $ 8%
Fiscal Year Ended Septcmber 30, 1995:

It quarter $12%, $ 9%

nd uariey $16 $ 1%

3rd quaner $17% $ 14

dih quarics $17% $ 14
Fiscal Year Ended Seprewber 30, 1996

15t quaricr (theough December | 5, 1995) $15% $107,

sonrhbeider.

At December 15, 1995, there were 14,124,599 shares of Common Stock outstanding, held by 748 holders of record
The last ropuoried sales price of the Common Stock on Decomber 15, 1995, was $147; per share.

Dividend Policy

The Company has never declared or paid any cash dividends on the Common Siock. The Company proseatly
atends 10 retain all eamings for the operation and development of its business and does ol anticipae paying any cash
dividends on the Common Stock in the foresceable fusure. Furthermore. certain covenants in various credit agreements of
the Company prohibit the peyment of dividends on the Common Stick.
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On October 23, 1995, Morales fiked 2 il action agamst My, Hoknes and the Company in the United States District
Cowrt For the Southern District of New York, Morales sechs 10 recover from Mr, Holmes, for the beneft of the Company.
pre-judgnent mterest on the profits already recovered by the Company and to recover from the Company Morales'
atorney s and accountant’s fees. The respoase of Mr. Holmes and the Company 10 Morales” complaint are due in January

I Company 1 mvobved in vanious claims, begal actions and regulatory procecdimgs arising in the ordinary course
of business. The Company believes it is unlikely that the final owcome of amy of the claims or proceedings (o which the
Company is a party would have a material adverse effect on the Company's financial position or rexilts of operations,
however. due 1o the inherent uncertainty of litigation, there can be no assurance that the fesolution of any particular claim o
peocecding would not have a material adverse effect on the Company's results of operatuons fur the fiscal porsod in which
stch resaotution ovcunned.

ETEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY IKN.DERS

During the fourth quarter of the fiscal year, no matier was submiticd by the Company o 2 vole of ity stochholders
through the solicitation of proxics of otherwise,
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Inchiundes the reslts off operations of the 4 ompan s devl deal kong dodancr buseness slfley Juby 29, 1991, the dake of scouiiaon

Reflocts the vhilization of net operating kna camyforeands.

Kellects the whilization of a net operating ks carmyforwand and an cutraondmany low aftnbutable to & $547.000 (50 09 per share ) wise-off, net of
meome ey, of unamenned docossd and captaloed faancng oty Fowlting B the peepayment of indebtodnes i the fiscel quane ondod
Jume 30, 1993

The {ompany has nover dechared cash dividends on sts Comemon Mock, nor docs it ashicipate doing soom the fisescrahlc Tuture

Preferred stk dssnderds of §199 000 for the Frcal vom ended Sepseamber 30, 1991, were deducked from income beline eutrairdinay sems and net
mcome in amviey ol moome applicable lo comemon stockboldens for pamones of determmng per share amounis

{‘akculsicd based upon & monthly average over the fiscal quanicr ended on the date indicaiod

Thoes ned inchade call ocohds thall the Compay progcvicd fof iy mssagoment customens of s o daredt dual long drslahoe sefyices aned
OPETabid oy s bumesacs

Al end of the penod




ITEM & SELECTED FINANCIAL DATA

The selecied financial dats preseated below are devived from the sudited Consolidated Financial Statements of the
Company. The dats presested below for the fiscal years ended Sepiember 30, 1993, 1994 and 1995 should be read in
conjunction with the Consolidated Financial Statements, the Notes thereto and the other fimancial information included in

this roport.
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Revenuss in 19993 increased by 24% 1o $225.0 million from $18 iflion in —_._.__-._... with in billing servaces and
Etiiiﬁiimﬁr I-E.. l.____mun ..__.n:.n.. cly, of the 1ol
imcrease in revenwes.

Billing Services. Billing services revenue in 1995 totaled $75.5 million, compared 10 ______._._E._ 4.:_ 19494
representing an increase of 44%. The incresse in reveaue is -!ETEIIEEE .r...._s__.:r... ling ca
.ﬂir!i An average of 30.8 million billing calf records were processed per month in 1995 ..:-E
average of 19. Iﬁili}_!i;i%rﬁgiiﬁsg ............

iﬁ-ﬂtifgli!aﬂ; This volume increase was primanly the re

. new business from direct dial long distance camicrs that signed billing agreements with the Company _ n_?.._ﬁ...
in

year, as well 23 expandod business from existing direct dial long distance customers. Direct dial loag distance billing va
records repeesented 20.8 million and 8.9 million of the average numbes of records processed per month i 1995 and
1

{perator Sevvices. ili!ﬂﬂillﬁnlirll_!iﬂr, $67.9 million m 11 1k
iiliﬂihﬂ!?i E.E_...Fuﬂ___-_;?.i_i._:
, _

| i hi "

“ !..illi-l-li__ a comresponding increase in revenue.  This has been caned by several fact
" including an increase in the percestage of pey telephones serviced by the Company locaied in n.!!_ mpose rate
_ taniff regulations on operstor services providers and an increasing swareness on the pant of the consume ____:._.n__:..._

select & carrier of choice by disling access codes of other carmiers ("800 dial-around®). =_nu..i._. the number «

‘.!!Erl.rnlcl l[inﬁi!tﬂl!n-__i The Company processed 17.4 m ==
opersior services calls in 1995 compared 10 17.2 million ia 1994. Akhough operstor services minutes carried by the
Company declined from 104.7 million in !-ﬂﬂ_ million in 1995, the Company was able o maintain its _i..__.._
revenus level through the increased call volume, an improvement in its revenue collection percentage, and an increase in

_ fined charges per call. These fixed charges included operstor services charges. premise- imposed fees. and automated call
| proceasing charges.

In addition to the sbove factors, operstor services revense for 1995 was appronimately $5.6 million lower due 1«

_ ceviaim billing modificalions made in June and My of 1994. These modifications decreased the amount of nme ¢ _ﬁ-ﬁ._
. to consumers for the use of the Company’s operstor services and were necessary (o bring changes made in 1he

Company's billing practices in prior years into compliance with cerain regulstory requircments. To date, the ( iﬁn:
has not paid any significant refunds or claims relating to the period of noncompliance and docs nol expect
futwre.

EEEE? Direct dial long distance services revenue increased 13% 1o $81.5 million in
1995 comparcd to $61.4 million in 1994. Management colimaies that approximatcty | 7% of the incresse in direct dial
long Eiit‘ii:i!#iitignéing

hases acquired since October |, 1994. The remaining portion of the increase is attributable 10 internal growth. The
iiii!iqﬂiiﬁ both internally and cxternally aﬁ_:_
acquisilions, in .ﬁiuﬁl—ii However, because direct dial long EEEH—!«E—::H
largest markct in which the Company 1 active. management bebieves that this business presents the Company with it

greatest revenoe growth opportunity. The if-l:lilfiiilﬂ!tﬂrﬁiﬂmnaﬂn _E
opportunity to expand its direct dial long distance busincss on & more cost effective basis than many iiuﬁa :

distance compstitors. Accordingly, the Company continues o Eii-ﬁ. This activ _.?._.__...___
primarity on small to medium-sized companies that will grow the Company s h:ﬂntrlnil-nn_:_:?. :_._:r.

the Company has, from time 1o time, had discussions with such companics, it has no agreements or peRding negotiations
with respect 10 any scquisition ot the date of this report. _




ITEM 7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF FINANCIAL
CONDITION AND RESULTS OF OPERATIONS

The following is a discussion of the consolidated financial condition and results of operations of the ( Eu_.._.!q
fiscal 1993, 1994 and 1995, It should be read in comjunction with the C EE_.IIHI__;E__! iin
the Notes thereto and the other financial imformation icluded elsewhere in this report. For purposes of the followmg
discussion, references 10 year periods refer 1o the Compamy's iiﬂ&iﬂ.ﬂﬂl&ﬂ#ﬂﬁﬂ ._E_.E_
periods sefer 1o the Company's fiscal quaners ended December 31, March 3 . June 30 and September 30

Owerview
Revenucs grew to $225.0 million in 1995 from $181.8 million in 1994 and $134 Ekl 1993, During the fiv

iuﬂrﬂ!&niﬁ. im.!!lﬂ!u! a 63% compounded rate. =_n Company’s gross prodit .E.E_n
increased bo 30.5% in 1995 from 30.3% _.i_r._..:l._i- Ihe increase in gross margia from 1994 10 1995 was largely

isﬁgi.aiiifﬁilitigitriii
pevenues, (iross margin remained flat from 1993 1o 1994 primarily due 10 higher metwork costs as a percentage of
revenue, which were offset by the growsh of higher gross margin divect dial long distance scrvices revenucs 8s 8 percentags
of total reventes.

The C iill%ﬁmﬂtﬁdi!-uﬂiiﬂﬂlﬂi_ B.0%,
19.9% aad 15.7% in 1995, 1994 and 199), respectively. The decrease from 1994 10 1995 was primarily the result of

tighter expense comtrols and incressed efficiencies. The increase from 1993 10 1994 was due primanly 1o _rnnzﬁi
iiiii-ﬁiitiEEFiﬁﬁiI
expenscs &s 3 iiitiﬁil-i ltnl-l!ni-ini.:rl!!n.li in
copmection with two Securities and Exchange Commission (SEC) invesligations (sec Note 10 to the Consolidated
Finsacial Statements) and two class action lawsuils thet were dismissed in April 1994. Depreciation n and amortization
cRpemcs as & iiisﬂnuﬂruﬁ!. 4% in 1995, 1994 and 1993, respectively.

Income from operations of $1 illion, $9.4 million and $9.6 million was reporied for 1995, 1994 and 1993,
gﬂ#ll!nir!uiniimi 1993 10 1995, with net income reporied by the Company increasing
1o $12.0 million, or $0.83 per share, for 1995 from $4.9 million, or $0.40 per share, for 1993,

Leondis of § bparemtions
_-rqn___u!.l-Eiii.:iﬁﬁﬁgiqgﬂnﬂiii_
operating revenwes for the years caded Seplember 30, 1993, 1994 and 1995:

ili-ﬂdlﬂ
F__!u-.n.____.ﬁ-
.Etii-ﬂq:ﬁ

Total operating revenues ..

|||||||||||||




records processed per month i !l;ii__.
Upeegior Services. Opmeatior servioes revesss giew by T% 10 $67.9 million in 1994, compared 10 $63.5 million im 1993

iili«liillﬂlfii!if!&!&i
below and, 1o 8 lesser extent, the increased number of pay sclephones serviced by the Company. The Company serviced
Iil..l.ul!i]iwl 1994, compared to s average of 30.900 per month for 1991. Alhough
lﬁiliEi the mumber of pey telcphones serviced, this growth has not resubled

a corvesponding increase in revenue. This has been camsed by several factons. including an increase in the percontage
iaiiltiililiigiii;
providers and an incressing swaseness on the pert of the consumer of the ability to select a camier of choice by disling
access codes of other carviers (900 disl-around”).

ilﬂllllii!i FFFFF Company's oporator services. These
changes increased oporsior services revenue by $509.000 and $1,631.900 for the third and fourth yuariers of E_’u
i&liiilt!:ﬂl 1994 opersior services revesus by $1,673,000,
$1.818.000 and $2.106.000, respactively. ?Eiiiii-:‘l}i

!__ iiiiilglitiliii
is mot possible 10 estimate the ulimale carmings impact, if say, of polcstisl refunds and other relsicd claims. However,
{!Eiifﬂliiil;t!iiini.!ﬁ!

2 masevial adverse impact on the finsacial condition of results of operstions of the Company. Any poteniial claims paid
t0 consumers or regulsiory ageacies will be pantislly offser by refunds of commissions that w n.n-._-l to the Company's
agents and pay tclephone owners. The Company further modified its opersior services billing practices in june and July
i.-al!ilfliir!nllnlli-!t!!ﬁﬂ Where appropriste, the
Company has refiled tariffs to provide an onhanced description of the Company's operator sesvices billing practices.

in 1994, compared to $28.6 million in 199). iuuﬁl!iiﬂi!i%ﬁq
?Etifiliiiliii , 1994 (See Noae 3 1o the
Comsolidsied Financial Stetements). The remaining portion of the increase was sitributable __ll.l_l.!.l!rl..l
Etiiliii%&qiﬂll!i & higher quality

. . Ao
I!'E!nlill-.lrlllltllnl n the C iw-ilinll-_!nr-n
dial long distance services Fevenues as i iiiiﬁi % of the Company's
total consolideted revenues for 1994 compared 1o 21% for 1993, E-rﬂn E.ﬂl&?i!ﬂi!@!
proiit margins improved in Inri‘_l 1994, with 33.5% being reponed for the fourth quaner, the highest
quanicrly level reporied by the Company during the past three fiscal yeans.




Operating Expenses

Cast of Services. The gross profit margia of 30.5% reported for 1995 increased from 30.3% achieved in the prior
yest. 'thhi-pnw-nlhththhtﬂnhﬁnmuﬂhﬁumﬁnmﬂdimu
dial long distance services revenues as a percestage of total revenucs. Such revenues accounted for 70% of the
Company’s 10tal consolidated revenues for 1995 compared lo 63% for 1994. Although management comtinues 10
undertake messures 10 improve gross profil margins, the impact of regulatory issues (see Note |1 to the Consolidated
Fimancial Statements) could pressure future gross profit marging.

Selling. General and Adwinistrative. SGEA cxpenses for 1995 were $40.4 million. representing 18.0% of
revenues, compared 1o $36.2 million in 1994, or 19.9% of revenues. SGEA expenses as & percentage of revenucs
decreased from the prior year primarily as a result of tighter expense controls and efforts 1o streamline the Company’s
operations. To a lesser extemt, the improvement was also the result of cost efficiencics gained from inlegrating acquired
compenics. The reduction in SGAA expenses was achicved despitc the fact that a higher percentape of Company
revenises was derived from the dicect dial business for 1995, A higher percemtage of SGAA expense is ncured 1o
suppont disect dial revenues than 1o support other revesues cared by the Company.

Depreciation and Amortization. Depreciation and amortization expensc was $11.2 million in 1995 comparcd wilth
$9.4 million in the prior year. Depreciation and smortization cxpemse as a percentage of revenues decreased 1o 5.0% in
1995 from 5.2% in 1994, This decresse is primarily sstributable 1o the increase in revenues from the prior yoar.

Fwcome from (dperations

Income from operations in 1995 incressed to $17.0 million from $9.4 million in 1994. This increase i3 primarily
suributable to the decrease in SGRA expenses as & percemtage of revenues, as discussed above, and the increase in
FEVEDECS.

Csher Income {Expense)
Net other income (expense) incressed to $3.2 million in 1995 from §955.000 in 1994. The improvement was
ily stivibutable 0 incressed met interest income Bs a result of finsncing a higher level of customer receivables
under the Company's advasced funding program and financing » higher percentage of thew receivables with inlemnally
pearrsied funds.

Income Taxes

The Company's effective tax rate decreased to 40.4% in 1995 from 41.3% in 1994. The Company's effective tax
rate is higher than the federal statwiory rate due to the addition of sisic income taxcs and certain deductions taken for
financial reporting purposes which are ol deductible for federal mcome tan purposcs.

Net Income

The Company reporied net income of $12.0 million in 1995 compared 10 net income of $6.1 million in 1994. Net
income for 1995 reflected continued growth in billing services revenues and expansion of the Company's direct dial long
distance services business theough both imternal growth and acquistion and improvemem in the Compan)’s gross profit
margin.

Yesr $nded Kephembrr 38, 1994 Comgenrsd te
Year Finded Septombes 39, (993

{prrotmy Revenin's
Revenues in 1994 incressed by 36% to $18).8 million from $134.1 million in 199). Growth in deect dial long
distance services, hilling services and operstor services accousted for $32.8 million. $10.5 million and 34.4 million,

resprotively, of the mcresse m Fevenees.

Billing Services. Billing services revenue incresssd by 25% 1o $52.4 million in 1994, compared 1o $4..0 mallion in
1993. The incressc in revense was dus (0 an increase in the number of billing call records processed. A average of
19.9 mllion billing call seconds were processsd per month during 1994, compared (0 an average of 12.5 million per month
“lmtiﬂmnﬁlcﬂmishhtmmmn-mdimdm
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| bguidiey sad { apitsl Rzsesrces

The Company s cash balance increased 10 $22.9 million st Sepiember 30, 1995 from $16.3 million at Seplember 30,
1994. Il!cﬂl!lﬂi.nlr!!gi ‘ompany has a revolving credit receiv -In_.!l? n_ acility with
_uqzu___. Capital Corporation (“FINOVA™), the successor to Greyhound Financial Corporation, that al the € omipany

iiiii‘u!rﬂtii&i in.ﬂﬂ:nﬂ-nﬁ:l_.!ﬂ.lr n_._n..__a
1995, the Company had appronimately $22.0 million available for borrowing and no amounts borrowed against
i%ilﬂ!ﬂ?ii%ﬁi!ﬂ?ﬂ: See "Advanced Funding .EE,-___.
Receivable Financing Facility” below. Working capital was $29.0 ._E__E__. # September 30, 1995, ninvui

million at September 30, 1994. The Company’s current ratio was 1.3 iuﬂ.imﬂlw .ﬂi&._?,_
10, 1994, Additionally, the Company’s nlraiiﬂtlii!:uﬂ was $21.7 million for 1995, increasmg from
$16.2 million for 1994.

Accousts peceivable increased 10 $46.8 million at September 10, 1995 from $35.2 million at Seplember 30, 14994

This increase was primarily sitributable 40 & higher level of billing services and direct dial kng dintance services revenues
_ the fourth quaney of !i IEEE_#— Trade accounts i!ﬁ!ﬁEEﬁE:ﬂg
| 1o $18.4 million and $19.0 million, respectively, st Scpaember 30, 1995 from $17.4 million and $11.2 million &t
_ m.__.lrut._!.. The incresses in sccounts peyable and accrued l._.n.!n.nsiiu-._.i!ia__u
| Company’s business. Prepaids and other current asacts decreased slighily o 10 $4.6 million at Seprember 30, 1995 _a!un
million st Scptember 30, 1994, The decresse in other asscts to $7.7 million at Sepiember 10, 1995 from $8.3
Sepiember 30, 1994 is dwe 0 the sale of the Company™s minority interest in a professional haskethall team.

Capital expenditures amounted to approximately $11.7 million durmg 1995. These cxpendstures were primanh
H{El]iuql_!iltlii ﬂinil!ﬂiln!._aﬂ furmitwic. During
1995, the Company financed approximaicly $35. !E.i_i.i with BOT Financial Corporation, :..:.____:_J of
the Bank of Tokyo, theough long-term borrowimgs. During 1996, the Company anticipates imvesting $10 to $15 mullion in
additional equipment 10 service the Compan)'s projecied growth. iiwutlﬁ..l!ﬂl._rii.ilir_
expenditures are expecied 10 be purchases of tclocommunications cquipment, approximately $3 million 1o $5 million are
illiiiiﬁl%!lﬁi; iiiiinﬁ
Company's business and the remainder is expected 10 be for purchases of office furniture and equipment.  The ¢ .I__Ia
IFII! financing these capital expenditures primarnily thiough torm noles or capital leases with vanous lendin
st ifutions.

The C. i-iilisluls%ll;!: cotinue to require substantial capial
investment for the development and procusement of tramsminsion F.Elltﬂ%ﬁl:!!n office
cquipment. In addition, any scquisitions that the Company may consummate may require substantial capital insestmen!.
The Company belicves that it hes the ability to continue 10 secure jong-term equipment financing and that th -_..
combined with cash flow genersied from opersiions and available hormowing capacity under its -Einﬁl..
will be sufficiemt to fund capital cxpenditwres, working capital needs and debt repsyment roquirements _..:___H
foresceable future.

“ Tie Company’s crodit facilitics and cquipment loans contsin vanous resinctions and financial ratio mainienance

_ sequirements. Under the most restrictive terms of its credit facilities, the Company is required 1o maintain a quarterly ratio of

_ consolidaled opersting income, 83 defined in the agreements, to comolidated l._.__.ll.- ot beast 1.5 w0 1O and 1
prohibited from paying dividends on its common stock.  The Company may also be subject 1o cortam lmatations on il
Eiiliiiifilﬂ;ii&i!&&!
i'iﬁn—.EEt total capitalization does not exceed 85%. Further, the Company may i«
debt if its eatio of funded debst (as defined in the applicable loan agreement) 1o total capitalization w _._E.E!._:.... =....
agreements further limit the sbility of centain of the Compamy’s subsidiarics W I!_.&s__rlr y the Company ....r.._,..
defaull provisions of the Company’s most sigaificest credit facilities may place the Company in default of such fac
should it fai 0 satisfy provisions of cevtain other Joan agrecmeats.  Under the C i!ii._.i credt fac E..__..
the Company has guarasteed the obligations of its subsidiarics. The Company was in compliance with all required covenants

2 Scptember 30. 1995 and 1994,




%in;liltli'il_! The incresse in the percentage of
iliaitifii&i!fﬁiillriﬁ
wholesale carrier services revenurs, which have a lower gross margin thas other direct disl long distance revenues.

Sedling, (ieneral and Adminiswrative. SGRA expenses in 1994 were Ilion, representing 19.9% of revenues
i!ﬂu..lfr;i_!ﬂrligilniliiii
lliil-ll-iilniii%titgti
:fiimﬁ:ilir;iitiniitii
peveamss carned by the Cosapany. Eii*fu‘i!‘l-ilt!;ﬂ-i
Eilﬂtilﬂl.ﬁil_!;igil-ii
;linilniltﬁi{liii!iiir.rn
S50 s imvestigations and siochboider class action Lewits.

Depreciation @ed Amrvization. Depeecistion and amontization expense was 59.4 million in 994, compared with
$5.9 million in 1993. Eliil-ilii 2% in 1994 from !
4.4% in 1993, iirii!.l&li%ilﬁii%
iilflilriftiilgii _

and the amortization of e cost of customer baacs and comtracts scquired and goodwill related 4 scguired compancs. _

Incoser from { Jperalons
Eii‘t.!i!ﬂhlfiuhﬂiiis
$9.6 million, or 7.1% of revemues, in 199). Higher SGAA and deprecistion and amortization expenses were virtusily offset

by higher gross prodit.

Eii_i_[i!liiiﬂuu.l!r 1994 from met other expemse of
$1.1 million in 1993 iiiii!lil'iifi
iltiil-ilili-%ig These increases in
IIE:‘}EI{EEE:‘E-{{ capital
enpendihere.

Income Tuxes

The Company's effecinrs tax rae ncrersed 3% in 1994, from 39.0% in 199). The Company’s ffective tax
itiili!l'!iiiﬂli;inﬂiﬂi
pusposes which are not deductible for federal income tax purposes. The increase in the cffective rate is primarily due to
1) higher sisic SCOME LARES, } an increase in mondeductible amortization expemcs reisied ko scquisitions, and (1) an
iriiiitiriitliggg

1993.
Extruondinary lems

?n.ii!ai!t_!.?%rﬁiﬂ_n.ﬂ!.z 1993 related
Eﬂ!illi!llﬁ[i’nil!ﬁl!ﬂllﬂ!flf
i.iiit!i!ﬂ!!!itg:iti-
underariticn public offering i Juae |55 This boss was partially offest by wiilization of $231,000 of the Company’s net
uperating ks carmyforwasd ("N

iﬁiEE%iii.!.i!iiﬂ,_!E! 1994,
i!!ilﬁtl.!.iiluﬂrfinﬂ_i..i__r_nlnnliiiiz__!-!n
ii!iili:linﬁi.itiillligi
mbernal growih s scguinitions.




The U m.hl-rllﬂ ‘orp. Employee Sioch Purchase Plan (the “ESPP™), which was extsblished under the
requirements of Scction 423 of the Intemnal Revenue Code of 1986, as amended, became effective July 1. 1995, The
Eiﬂiﬂigi ol least six months of comtinuous service with the C ﬂiv -Eun,_._hﬂ
shares of the Company’s common stock at mﬂ&ﬂliiitﬁs E.o..m___-a
l%giiﬂiﬁuig :.Enn approvsl by a i-_inuﬂ_.-.rn I_ula

.- . i §

Compamy s stockholders, all amounts %3%!&?5

Adveaced bundisg Program and Secris sble §lanaxiag Faciiy

The Company has a revolvimg line o ﬁﬂ.—l_..n.ﬂlv with FINOVA 10 draw upon to advance funds (0 its billing
_n_lalq._n-i w 1o collection of the funds by the Company’s E—I!Hn-..l!-ﬂiin-ﬂliiﬁ companics
(see Note 2 to the Comsolidated Financial Stasoments). In December 1993, the Company and FINOVA oxecuted an
amendment 1o the Company’s revolving lise of crodet fac ._..w which iﬁi!—#ﬁlrﬂu_ 1996 and
provided the Company with more favorable terms.  The revolving line of credit is $45 million for the first and second
ualui.in-ﬂ.ﬂlnlln_. the option of the itnl.-_!:-.!i-l.!_i HIE.-I«EI._. in cash flow

agreement. the Company purchases the customer’s accounts receivable for an amownt equal 1o the face amount of the billing
EEE'EIEiJ.#-.i_TEIn collection, bess certain deductions. The
perchase price is remitied by the Company 10 its customers in two peyments.

Within five deys from receiving a customer's reconds, an initial peyment is made to the cusiomer based on a
percentage of the value of the cusiomer’s call reconds swbmined 10 the local telephone companics. This percentage 1
cstablished by the Advanced Payment Agrecment and generally ranges between 50% and 80%. but typecally averages
approximatcly 70%. The Company pays the remaining balance of the purchase price upon collection of funds from the local
i%ﬂ?-ﬁiﬂiiiili@%l&ﬂi "ompany’s revolving
lime of credut facility with FINOVA. Since the facility was smended in December 1993, the Company has from time to
time paid down a portion of the line with excess funds prior to collection of the related reccivables from the focal
tckephone companics. The Company had paid down $18.8 million of the _..E___.T.Ewlilq 30, 1995, and
consequently, the outstanding balance of the line of credit represented approximately 42% of purchased recervabies at
Seplember 30, 1995. The amount borrowed by the Company uader this credit facility 1o finance the advanced funding
program was $23.0 million and $25.2 million st Sepiember 30, 1995 and 1994, respectively.

Fimancing scrvice fees chasged 1o cantomers by the Company are recorded as imterest income and are compuied al
i}:n!iiifiii.ﬁii ﬂli..nnl_:l:!__ﬂnﬁ
commencing from the date the mitial payment is made until the ( iﬁii_ﬁ!li.li!!ui
i%iiiiiii charged 10 the customer by the Company is higher than the
imterest rate charged (o the Compamy by FINOVA, in pant to cover the admmistrative expenses incurred in providiag this
STV, Fﬂiuiﬁ:ﬂlni!-ilﬂﬁi-i!ﬂl iiiiii charged by the Company
E;Elﬁiililgiiiiiil?I.____....aln.__i_,!._

Inri!ll.l-—.rrl repaid by the Company. Hommowing cosls are recorded as interest expense.  The resusll of these
fimancing activities is the generation of 8 net amount of silcrest income that contribules 1o the net mcome of the Company.

EEEEE Advanced Paymem Agreement. the Company contractuslhy purchases the cusiomer accounts upon
Ilnr__.l&lnl:ll Further, the customer may gram & ﬁnii;iiﬂiii

advanced o its billmg customers whether or not the purchased accounts receivable are actually coliected.




—

As consideration F!%Iiiﬂiﬂ!ﬂiiﬂ?ii ........... debi
iilﬁriE!ittlliti.tEilt_ir!i._!_ﬁﬁ::ﬂ
ownership of public sockholders. The Company does not intead 10 seek stockkolder approval for any such scquisitions
Eiiiii%[ﬂi The Company issued an aggregate of 270,000
shares of its common stock during fiscal 1995 for the acquisitions of three direct dial long distance companics and
customer bases (se¢ Note 3 1o the Consolidated Financial Statensents). The Company has granicd the holders of thewe
shares cortain registration rights, the cost of which will be bome by the Company.

Subscquent 10 the acquisition of a company in fiscal 1994, the Company amended the terms of its purchase
!iligiiiﬂiﬂrﬁ.iiismﬁn-&:rﬂ-_iﬂﬁ.__:._:
nlilﬂ._El-lr-illlutnr=i.!i-§lil§1ﬁ..!zinawﬁu.
,!.illiiliitilliiﬂ_hﬁ!i!ﬁ,.....E..__-a
sdditicnsd 100,000 shares to the former stockholders. Ia addition, the Company agreed to pay in cash within five days 10
li%tfmmlw.itiﬂll%iﬂiing!-ﬂ!
!Emﬂii-iraigninmﬁsi;l_uhalnn.irl!__z.w.'

ﬂq.uﬂilliiﬁupﬁuqnslﬂ-g. Eiitit:.f:ﬁmu
geweral corporase purposes, including as possible considerslion for any acquisitions. In November 1994, the Company
yetised 100,000 shares of its common stock held as treasury stock. These shares were returned 1o authorized and unissued
shares.

(i November 3, 1994, the Company filed a registration ststement with the SEC covering 30R.(N0 sharcs of the
...i.-ﬁllilﬂrr__rni{lnitii!i.#nl.ﬂuliﬁ#!iﬁrf}rz.a.-_n
Compsny with ceraia registration rights. On Janusry 24, 1995, this shelf registration statement was declared cifective
by the SEC. On April 24, 1995, the Compeny filed an additional registration staicwend with the SEC covering 170,000

shares of the ni-nii!ﬂrEinﬂ!&lntt.?!.is.l.!.ﬂirﬁnr!rrﬁla
optionholders of the Company by means of a combined prospectus that also reistes 1o three previously filed shell
FEgIRTalaon sLEbreRas. An amendment to this registration statement was filed on May 4, 1995 and on May B, 1995, this

shelf registration statement was declared cffective by the SEC. The 170,000 shares, as well as the 2,266,058 shares
iillii!iiiﬂi.uié?v
omtsianding for purposss of computing camings per share.  The Company will nol receive any of the proceeds of the
-rlq-_lt-.i-.ll[llnﬂlr!!iﬂl._lﬂ_rll[:_!iiinnrﬂn.li:u:naur.
}iaiii‘q-iﬂqi%Elﬁglﬁniurﬂn.ﬁﬂ.
i!}!liiilir.ﬁiit:;



REPORT OF INDEPENDENT PUBLIC ACODUNTANTS

To the Board of Direcsors and Stockholders of
U.S. Long Distance Corp.:

We have audited the accompamying comwolidated balace sheets of US, Loog Distance Corp. (a Ielanare
corporation) and subsidianics as of Scpiember 30, 1994 and 1995, and the related consolidated statements of income,
stockholders’ cquity and cash flows for each of the thiee years in the period ended Scptember 30, 1995, These financial
sisternents are the responsibility of the Compemy’s management. Ouwr responsibility is 1o express an opinion on these
financial statcments based on owr audits.

We conducied owr audits in sccordance with pencralhy accepted auditing standands. Those standards require that we
plan and perform the audit 10 obtain reasonable asswrance about whether the financial statements are free of matenial
misstatement. An sudit includes examining. 0a & lest basis, evidence supporting the amounts and dischsires i the linaixial
sislceents. An audit also mcludes assessing the accounting principles used and sipoficant cstimates made by managonend, |
25 well a3 evalusting the overall financial sistement resentation. Wie belicve that our audits provide a reasonable basis Tos
aur apinion.

in owr opinion, the financial statements referred to above present fairly, m all material respects. the financial
position of U.S. Long Distance Corp. and subsidiaries as of Sepiember 30, 1994 and 1995, and the results of their operations
and their cash flows for each of the three years in the period ended Sepiember 30, 1995, in conformity with generally

As explained in Note 2 1o the Consolidated Financial Statements, effective October 1, 1993, the Company changed
its method of accounting for income tanes.

ARTHUR ANDERSEN LLP

San Antonio, Texss
November 10, 1995
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iil!il%t!ﬂtli;!igiizif The
i.%tiiﬂﬂiiaﬂ-!i servives hilling mers be similar ected
?uiiiigﬁﬂi!u.iiaii the Company's firs sal yuarter end
December _.sEIEEEF-.nIEI._z.i car’ holidays) historically has been the lowest
!l!iifini.ttil%mﬁaﬁig#ii mmer
il-iiiigiﬂii wically experienced ghest
the third and fourth quarters of the iscal year, Hecause the Company's fived operatuig xpenses do not deorease duning
the first fiscal quanier, the Company profitability is also, gencrally, 8t its krwest any quantct of the year
& et o bnfiioen

Inflation 15 ool matcrial factor affecting the wnpans s business charged 1o the Company for nching
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U.S. LONG DISTANCE CORP. AND SUBSIBLARIES

CONSOLIDATED STATEMENTS OF INCOME
i B i, ahanpd QT CEE0T AELAGAIGY

Far the Yeor
——Ended September M.
- 1™ i
AT 1 | K. * S 3 < 11 S ARl

T T Y et e e e e T R 67907  6R020
Disect dinl long distance services...... TR ¥ ¢ | S 1 07|ty A 1 I | 1

Ty T eI e e e e N e A AL e 93544 126725 156380
lacomse from operations. e e e, 9.550 9415 le9M2

BRETEl BMCOBRE -.............oeoomreiermrsarrssnisssrasmssamsssssresasates 1953 4,287 6.147
4.773) (3.381) (3,I82)
—5n 49
. {1.071) 255 208
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Net income applicable to common stock.......cococvvins P———— W | !}

4.200)
6090
0

0
Aal,

Net 'umlupu_u share:
Net mmh#hmﬂ R el S E L

ez EL. EE

The accompanying ules arc an isieyral part of these corsolidated Mnancial stalements.
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U.5. LONG BISTANCE CORP. AND SUBSIMARIES
CONSOLIDATED BALANCE. SHEETS

* Carend assels:
Cash and cash cquivalents

1= taensin}
ASSETS

Accounts receivable, net of allowances of summa-um:mws. B

mrmnﬁsﬁmhﬂqq.m
Prepaids and other

Total cament sssels

Property and cquipment
mm—mm-‘m

Net property and

ﬂmuﬂhuduﬂdmwﬂil mqlm;-ﬂ

(Mhey asants:

Encess of cost over net assets acquired, net of accumulated amontization of $925 ll'ﬂ-ll-ﬂ

$1,502 (1995) oornnens

Iﬁmmﬂwmd is.n..?um;-u

‘Total assets

e i R L LE L s

5&.5‘“ nmp

LIANSLITIES AND STOCKHOLDERS' EQUITY

Total curment lisbilities....

Osher liatulities ...
lmnnmduh Imnrnipnnm

Total liabilities. ..
Commitments and contingeacies (See Nowe 10)
Stachholders' equity:

WMHIFMIMMMNMMH

outstanding n 1994 or 1995 .
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U.S LONG DISTANCE CORP. AND SUBSIIMARIES
CONSIDATED STATEMENTS OF CASH FLOWS

§3m Giesmds}

Cash flows from operating activitics:
Net income before exiraordinary items.....

Wu“&u“hﬁmm”u- ndl

peovided by operating activilics:
lhhndumhsm}m ........

Hmuhﬁrhmm“mﬁh ...............
Deferred compensation

Amortization of dobt disCoME...............cicocieeeercssssisisensssiesinsases

Loss (gain) on disposition of property and equipment

Changes in curvent asests and liabilitics. net of effects from purchase nf
dircct dial long distance companics:

Increase in accounts receivabis

(Increase) decrease in propaids and oleT ................oooccnnnnccinirreercrenns
Incrense in 8CCOMNES PRYBDEE .............cccvivicmremiicrine st sssssissasssssssasans

Incrense in accrued labilities

fnceae in other lishilitics G AN L

Net cash provided by operating activities .....
Cash flows from iwvesting activities:

Purchases Of property and CQUIPIRERE ..o s
Acquisition of direct dial long distance companies. net of cash acquired...........
Payments for porchased receivables from billing customers. net ......................
Collections dnumﬁhlm lllil]lnimlplny:mm

Procoeods from sale of assets. .
Utieer vesling activilies .

M{WIMMq line of credit for purchased receivables, net....

Proceeds from issuance of delil ............ccoeenennisssinsansins
Fayments on debi

FRMICHMG COBIE. .o oo remmrmsostsrosemsssssspomsomstssmbisessimsssnssessssressost it isessemtastasstsnstranss
Proceeds from issuance of common stock, net of issusace cosls..............ovccoieee

Purchase of treasury stock ...

Mnﬂwﬂdwiuﬂ-i_qmu .............

Net increase in cash 2nd cash SQUIVBIERES............. o o-ccocrvsic st ssasnss

33

For the Yoar

—— 7} 7
— B M
5 5176 3 6000 § 12035
231 L[] 1]
5937 9378 11.248
443 1.254 2209
216 244 n
144 0 0
(21) 41 im
(12.050) (6078) (13,527)
(2.70%) (1.858) 156
2.334 3.982 716
210 1663 8,768
—L2 1434 _Lsl]
4,628 16,167 21,746
(16,115) (1,720 (11.60])
0 (565) (175)
6,384) {6,078) (1.581)
2.200 13,046 {(3.129)
160 179 832
A6 1L430) A653)
124, 896) (2.591) (16,891)
4,637 (10.526) (2.205)
11.531 7.704 5.701
(14,243) (4.919) (5,660)
(1.190) 2370 (1,497)
{184) {267) 0
21,181 470 4,065
—0 (1539 _(073)
2L732  U2lel) 167D
1464 1.408 6,184

13893 15337 _IRJ6S
15157 416763 522289

The accompanying notes are an integral part of these consolidated financial statements.




U5 LONG DISTANCE CORP. AND SUBKIDIARIES

CONSDLABATED STATEMENTS OF STOCKHOLDERS' EQUITY

Far the Veurs Exded September 30, 1993, 1994 and 1998

e Shamegmadn]

Commeniioeh  _PulwndSieh == Feldia  Felsiesd

ey
Halances af September 30, 1992 9316
Exercise of stock options and
warTanls. 740
Issuance of common stock ... 1857
Net income sdd '
Halances ot Seplember 30, 1993 11913
Peoling with Telecom Wesl
Inc. ... py. ]
Esercise of stoch options and
wasTants.. 3
Issuance of common mock..... 636
lssuance of tressury sock....... 0
Purchase of tneasury stock ... 0
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Balances ot September 30, 1994 12932
Pooling with 1.D. Network,
Inc. o 175
Exercise of siock options snd
WrTRINS. 1,080
fssuance of common stock ..., 195
Ratirement of treasury stock .. {100)
Purchase of treasury stoch...... 0
ey capital comtributions...... 0
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The purchase price is remitied by ZPIN (o its customers in two payments. Within five days liom receiving a
customer’s fecords, an initial payment s made to the customer based on a percentage of the face amount of the
customer’s call records submitied by ZPIN to the local ickephone companies. ZPIN pays the remaining balance of the
parchase price to the customer upon collection of funds from the local telephone companies.  The purchase date 15 the
date the initial payment is made.

Any thisd-panty accounts receivable purchased by ZPIM are recorded as purchased reccivables from billing
customers in an amount equal to the face amount of the billing records submitted 10 the local ielephone companics by
ZPDA for billing and collection. Concurrently, an oqual amount is recorded as accounts payable to third-pasty hilling
cusiomers. The amount of the initial payment made 10 the customer reduces accounts payable 1o third-panty billing
customers.  The balamce, reported as accounts payable to thind-pasty billing customners ($36,995,000 aml $13 K66, 000 art
Sepicmber 30, 1994 and 1995, respectively) consists of:

e an amousl equal to the face valee of all purchased receivables, reduced for any amounts pawd as iitial

payments snder Advanced Paymemt Agroements, and
o an amounl ogqual o collcctions Trom kical ielephone companes that have sl yet been remitted 10 customers.

The pwrchased receivables balance is relieved st the time the customer receivables are collected from the lixal
seicphone companies. Any differences between the amount initially recorded as a purchased receivable and the amount
uitimately coliected from the local iciephone companics. resulting from the fees and deductions detailed above, are
recorded as & reduction of the purchased receivable and accounts payable to third-party billing customers in an equal
amount. The funds are remitted to the customer afier ZPIN deducts finance service charges camed under the agreement

Fimance service charges are assessed o cesiomers and are compuied al a rale sbove the prime interest rate based
on the amounts funded to customers. Fimance service charges are recorded as inlerest incose during the period from the
date of initial payment watil ZPIN recoups the full amoumt of the initial payment from receipts from local sebephone
companics. No other revesues or income are recorded in connection with the Advance Payment Agreement.

The following thind-party receivables purchased and financed by ZPDI were outstanding at:

Sepicmber 30,
1994 1995
{m thousands)
Purchased receivables from billing customers $53,347 $55.228
Purchase money borrowings under revolving credit
facility for purchased receivables $25,235 $23.030

The Company has virmsally no collection risk relased 10 its purchased accownts reveivable and thus does it
record an allowance for doubtfiul accounts related 10 such receivables. While the Company does i have the legal right
of recourse against its billing customers with respest 10 purchased receivables, the Company does have the right of offsct
against all funds held for the accoumt of such customers and may hold a first lien security interest in such billing
customers’ accounts, generally including those not acquired by the Company. The Company docs. however, have some
risk with regard t0 adjustments charped 10 it by the kocal telephone companics related 10 customens who are no loager
serviced by the Company to the extem that these adjusiments exceed funds withheld from such customers. Therefore, the
Company has recorded an accrual for the estimaied liability associsted with such charges.
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US. LONG IMSTANCE CORP. AND SUNSEMARIES

Neie |. Business Activity

.S Long Distance Corp. ("USLI") was organized under the laws of the Province of British Colusisbia, Canada, in
1983 aad was domesticaled and reincorporated undey the elaware Corporation Law Act in the State of Delaware, United
States of America, im 1987. USLD and its subsidiaries (collectively, the “Company™) curremtly provide operator scrvices
lmmmmm-ﬂmm&m:mmjmwhumh
mhmmﬂymnmmmmmumumm The Compam
also operates a3 a full-service switch-based long distance carvier currently providing disect dial long distance senvices b
small and medium-sized commercial customers and, 10 a lesser extent, residential cusiomers and was authorized (0 provide
direct dial long distance services to busincsses and residents of 46 states as of Seplember 30, 1995, Additionally, the
Company provides billing clearinghouse and miormation management scrvices  unaffilisted opevator services prosadens

Rlate 2, Yuanemery of Sipaiiiraes Aovepuiteg Febicire
Principles of {onsolickation e Basss of Presentatnm

The accompanying comsolidated finsacial stalements include the accoumts of USLD and its whally owned
subsidiagics. All significant inlercompany accounts and transactions have heen climinsted in consolidation. Certain prior
period smounts have boen reclassified for comparative purposes.

Revemar Recogmition Policies

The Company recognizes revenue from its opersior and dicect dial long distance services as such services arc
performed, et of an estimate for uncolleciible reveaue, based on historical experience. The Company recognizes revenue
ﬁ_hmm“mﬂm&hhmmm“ﬁuﬂinmhﬁlwﬂ
collected by the Company.

Third Party Billing Services

Zero Plus Dialing. Inc. (ZPDI), a subsidiary of USLD, provides billing services o operator services providers
and direct dial long distance companics through billing agrecments with the local telephone companics. which maintain
the critical database of cnd-user names and addresses of the hilled partics.  Dills arc generated by the local telephone
cmﬂhmmnmwm.ﬂﬂhmmhhﬁ-ﬁ.mdﬁm.mmhmiug
customers. 7P records a trade accounts receivable and revenue for fees charged for its billing services. When the
customer’s receivables ane collecied by ZPDI from the local telephone companies. ZPIN's trade receivables are reduced
hyhnnﬂmﬂhﬂﬂﬂ'lmﬂhi-ﬂﬂwmmIundswtmﬂ:dn-nmunm:hhm

ZPDI offers participstion in 8 receivable financing program 1o qualifying customers tiwough its Advanced
Payment Agreement. Under the serms of this agreement, ZPDI generally deaws down on its revolving credit faciliny for
pu:hmtlmhm-ipmhnhwsmmhﬁhﬁwn“rqnnnlhfm-mmn:un!w
hitling records submitted to the local telephone companies by ZPIA for billing and collection less:

all focal iclephone compeny charges, rejects, unbillables and had debt deductions,

all credits and adjusiments granied fo cad usens,

all P! processing fees and sales lanes, if approprisic;

all financing service charges assessed by ZPIN; and

any and all losses, costs of expenses incurred by ZPIN in processing or collecting the customer accounts
from all previously billed call records.
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whose proceeds were used fo retire the Senior Subordinated Nodes and 2 336,902 reduction in common shafe equivakents.
The reduction in common share cquivalents relates 10 the reduction in shares covered by the lender’s stock purchase warrants
as a result of the prepayment of the Senior Subordinated Notes,

The approximale weighted average number of shares used in computing net income per share for fiscal 19493, 1994
and 1995 was 12,117,000, 14,069,000, and 14,587,000 respectively.

Sastvmsemlys of Cunds Flows

Cash payments and non-cash activities during the periods indicated were as follows:

Year L nded Scpiember 30,
1993 1994 1995
{m thousands)
Cash payments for imlerest $4982  $3455 8107
Cash payments for income taxes 6 3,451 7.215
Non-cash investing and financing activities:

Assets acquired in copmection with acquisitions J.OIB 11,560 939

Liabilities assumed in connection with acquisitions . 4,273 351

Common stock issued in connection with scquisitions . 4.962 196

Capital lease and debt obligations incurred 3.077 628 1.727

Coatingent obligations incurred 1.91E 1,637 -
Tax bencfit recogmized in connection with stock

option exercises 1,36} 192 1.236

Foe purposes of determiming cash flows, the Company consaders all temporany cash investments purchased with an
onginal matuty of three months or less 1o he cash cquivalents.

i her

From time 1o time, the Company has Joaned 10 of was owed amounts from certain officers of the Company . The
highest amount outstanding of advances to officers during fiscal year 1995 was $894.000 and the amount outstanding at
Scptember 30, 1995 was $212.000.

Naie 3. Acquisitions

On March 4, 1993, the Company consummated its acquisition of the durect dial long distance customer base of
Nucces Marketing Partners, Lad. (formerly Travis Telecom of San Antonio, Inc. and Travis Telecom of West Texas, Inc.)
for cash and notes payable. Nueces Masheting Partners. 14d. provided direct dial long distance services 1o small and
modium-sized bismesses in the San Antonio, Texas and West Texas areas.

On July 1, 1993, the Company acquired the direct dial long distance customer base of 11.S. Long Distance of
Lodisiana. Inc.. a Louisisna corporation located in Lake Charles, Louisiana. for cash. The Company had no prior
owncrship inferest in this entity nor was the Company an affiliate of this entity . In addition, the purchase agreement
comamed an carmout provision wherchy the Company would be required 10 nsue 1o the seller 10,000 shases ot the
Company’s common stock if a specified revenue level was anained by this operateon in the twelve-moath period
following the acquisition. In conmection with the acquisition, and in consideration for assistance provided 10 the
Company in obtsining » particuler tckephone comtract, the Company issacd 7,500 shares o an affiliate of the sclicr and
gramied the seller the right 1o ram and receive up (o an aggregaie of 120,000 shares of the Company’s common stk
upon the attamment of certain revenuse lovels under such telephone contract in the first three years following the

a7




Property and Equipment

Property and cquipment are stated at cost. Depreciation and amortuzation are computed on a strarght-hinc basis iner
the cstimated nseful lives of the related assets, which range from theee 1o seven yeans. Lpon disposition. the cost and related
accumulated depreciation and amortization are removed from the accounts and the resulting gain of kas is reflected in othey
income for that period. Expenditures for mamtenance and repairs are charged lo expense 2 incurred. Dhrect installation costs
and major improvements are capitalized.

Excess of Cost Over Net Assets Acquired

Excess of cost over net assets acquired represents the excess of the coisideraton paid ovet the fair salue of the nel
assets acquired and is being amontized using tbe straight-line method over forty years for the excess related o the inmial
acquisition of a dicect dial long distance busincss and twenty yean for the excess related 10 all subseguent acguisitions of
dircct dial kag distance businesses, Peniodically, the Company assesses the appropfiatencss of the asset valuations and the

{lsieer Asscly

Other assets inchude costs incurred 1o acquire billing agreements with kocal telephone companies for billing and
collection services and certain customer scrvice and other agreements. Such costs are being amortized over three 10 cight-
year petiods. Other assets also inchade financing costs related 10 the issuance of debt. which have heen deferred and are
amortized over the lifc of cach respective agreement, the acquisition costs of direct dial long distance customer bases, which
are amortized over the expected life of the customer bases. and costs incurred o acquire Operalon scvices agreements, which
are amortized over the life of each respective contract, In addition, a certificate of deposit held as secunty for an equipment
financing facility, long-term deposits and the long-torm portion of aotes receivable have been included ' ather assets

Fair Valuwe of Financiol Instramcnis

Cash and cash equivalents are valued at their camying amounts, which are reasonable estimates of fair value. The
fair value of all other financial nstrumcents approximates cost as stated.

o Teanes

In February 1992, the Financial Accounting Standards Board issued Statement of Financial Accounting Standands
No. 109, “Accounting for Income Tanes,” which the Company adopied effective October 1, 1993 Under SFAS No. 109,
deferred tax liabilitics and assets are recorded based on enacted income tax rates that are expected o be in eflect in the
period in which the deferred tax liability or asset is expected 1o be seftbed or realized. A change in the tax laws or rates
results in adjustments 10 the deferred tax liabilitics or assets. The effects of such adjustments shall be inchuded m mcome in
the period in which the tax laws or rates are changed. The adoption of SFAS No. 109 did not have a matenal inpact on the
Company’s financial position of results of operations. Prior o October 1. 1997, the Company accoutited for income taves in
accordance with the provisions of Accounting Principles Board Opinion No. 11, “Accounting for Income Taves. ™

Net Income Por Commeon Shaie

Net income per common share was computed by dividing net income apphicable to common stock by the weighted
averape numbcer of common shares and common share equivalents outstanding during the applicable perwsd. The weighied
averige number of shares outstanding during cach fiscal year differs from the numbes of shares outstanding at cach year end
due $0 assumed conversions of options and warrants that were outstanding during the respective peniods and for the assumed
issuance of common stock conlingently issushle as discussed in Note 3.

Had the prepayment of the Scnior Subswdinated Notes, discussed more fully: m Note 4, and the common stock
offering. discussed in Note 6, occurved st the begimning of fiscal 1993, net income per common shate would have been
$0.49. The supplemental pro forma net income per share amount was calculated including adgustments for discount and
capitalized financing cost amontization. debt management foes and mierest expense. In addstion. the number of commaon
shares wsed 10 compuic the per share amount has been adjusied 10 meclude the addition of 913000 shares of commaon stk
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On (ctober 6, 1994, the Company acquired 1.1, Network, Inc. (“LIINT), a dwect dual bong distance company,
for 175,000 shares of its common stock, 17,500 of which were deposited in an escrow account to satisfy cortam
indempification obligations. Al of the shares held in excrow related 10 this acquisition have been included in the
weighted average shares owtstanding for purposes of the camings per share calculations. These shares were releascd from
cscrow on April 12, 1995. The business combination has been accounted for as a pooliag-of-inerests combination. The
accompanying comsolidated financial stalements include the operating fesults of LDN since October 1. 1994, The
consolidated fimancial statements for pesiods prior (o the combination have not been restated 1o include the accounts and
results of operations of LDN duc 0 the transaction not having a sigaificant impact om the Company’s peia period
fimancial position or resulls of operations.

In March 1995, the Company acquired the long distance commercial customer base of a company and certain
asscis of another company in bankruptcy. Both the cuslomer base and the assels acquired are locsicd in Southern
California. These acquisitions have been accounted for as purchases and, accordingly, the results of operations of cach
acquisition have been included in the Company s consolidated financial ststcments since the respective cffective dates of
acquisition. No pro forma financial information with regard 1o these acquisitions has been presented as the acquisitions
do not have a significant impact, cither individually or in the aggregaie. on the Company’s prior or cumenl period
financial position or results of operations. An aggregate of $175,000 cash and 95,000 shares of the Company’s common
stock were issued in commection with these purchase transactions. OF these shares, 16,869 were deposiied in an cxcrow
account 1o satisfy cenain indemaification obligations (see Note 12). All of the shares held in escrow have been inchided
in the weighied average shares ontstanding for purposes of the camings per share calculations. Tolal assets acquired and
liabilities assumed for these acquisitions were approximately $1.1 million and $280,000, respectively. The excess of the
purchase price over the fair value of aggregate net tangible asscts acquired is approximaicly $1.0 million, of which
approximately $316,000 has been recorded as goodwill and is being amortized on a straighi-line basis over iwenty years
The remaining balance has been recorded as the purchase price for customer lists and is being amortized on o straight-

The Compasy granted certain regisiration rights 10 the persons receiviag is common stock in the acquisitions
and causcd its subsidiarics to cnter into employment agreements with cenain principals of the acquired companics.

fete 4. Debs
Long-term detd is comprised of the followimg:
Setomsie 3
= 1=
(i pievmEaedny
Revolving line of credit for purchased reccivables, with a company, 9.25% st
Sepiember 30, 1995 (prime rate (1.75%) plus .5%), duc in varying amounts through
Variahle BCTESE FAIE BETUR FMOBES ........ooviisuniommumiomsasmnssssassiosesassibhomsiamssresisnssisesssiypastsissasan suiss 1191 397
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The Company has a revolving line of creda with a company W finance the purchase of certain cligible accounts
recenvable, Any amounts borrowed 0 purchase seceivables under this revolving credit facility are duc upon the Company’s
collection of the related receivables. Ia December 1993, the Company and the lender executed an amendment o the
Company's revolving line of crodit facility that extended its maturity 1o December 31, 1996 and proviaded the Company with
more favorable lerms. The revolving line of credit is $45,000,000 for the first and sccond years of the agreement and, at
the option of the Company., 560,000,000 for the third year, The option w0 increase the line of credit to $60.000,000 was not
enercised by the Company and expired in December 1995, The revolving credit recervable financing facility also allows the




acquisition and a wasrant 1o acquire up 1o an aggregate of §0,000 shares of the Company’s commuon stock al an exercise
price of $11.50 per share upon the attainment of certain revenue kevels under the iclephone comtract in the founth and fitth
vears followmg the acquisition. The Company initially valued the costomer hase of 1S, Loag Distance of Lo
Inc. and the telephone contract at the value of the consideration given by the Company, anchshing cash, commuon stix
issued, and the 130,000 contingently svsuable shares.

in May 1994, the Company rencgotiated the torms of this telephone agreement to reduce both the term and rates
charged for long distance services after the Company natified its customer that certain of the customer’s former
employees may have improperly direcied the Company with respect 1o the paymem of conain commissions relating o
the provision of the Company's services. The Company is cooperating with its customer i the customer’s civil Lawsuit
against the customer’s former employres. As a result of the foregoing, on May 9, 1994, the Company amended the terms
of the purchasc agreement, agreeing, among other things, to issabe 60,000 shares of its common stock 10 the scller to fully
gﬁ%%%ﬁqiiliingﬂlﬁriiusg respect (o
these shares. The carryiag values of the customer base and contract, as well as the comesponding liability which was
previously recorded. were reduced by approximatety $630,000 in the thied quarier of fiscal 1994 to reflect final issuance
of the 60,000 shares. which occurred during May 1994. At Sepiember 30, 1994, the Company did not have any
remaining liability related to this telephone agreement.

On October |, 1993, the Company acquited Telecom West Inc. (TWI), a direct dial long distance company, for

| 270000 shares of its common stock, 27.000 of which were deposited in an escrom account 1o satisfy certain
_ indemnification obligations. AW of the sharcs held in escrow related 1o this acquisition have been included in the
wrighted average shares outstanding for purposes of the camings per share calculations. These shares were released

from cxcrow on October 1, 1994. The business combination has been accounted for as a pooling-of-interests
cumbinstion. The accompanying consolidated financial statements include the operaling resulls of TWI since the
effective date of the busincss combination. The consolidated financial statements for peziods prios to the combination
have notl been restated 10 include the accounts and results of operations of TWI due to the fransaction not having a
Eﬁ!iifﬁi-%i!ﬂq‘!ﬂirﬁigui;.

During fiscal 1994, the Company acquired fowr other scparate, privalely-owned divect dial long distance
companies located in Texas and California. These acquisitions have been accounted for as purchases and, accordingly,
fﬂl!iiﬂlrli!n-if#iErfnﬁi:i!_tl&_.iig::ﬁ
the respective dates of acquisition. No pro forma financial information with regard to these acquisitions has been

_ Iﬂi!nﬂiﬂrﬂa&uﬂfﬁniﬂiiuiﬂfﬁcgiiigﬂ!ﬂ.._._“rn__._.....u?.:_...

prior or clsment petiod financial position or results of aperations. An aggregate of $94R.000 cash and 550,000 shares ol
the Company’s common stock were issucd in connection with these purchase transactions. Of thesc shares, 6,000 were
deposited in an excrow accou 1o satisfy cenain indemnification obligations. All of the shares held in escrow related 10
these acquisitions have been included in the weighted average shares cutstanding for purposes of the camings per share
calculations, These shares were reicased from escrow on November 1. 1994, Total asscts acquired and liabilinies
assumed for these acquired companies were approximately $2.8 million and $3.3 million, respectively. The excess of the
%%iiﬂiﬂrﬁf&%ﬂ:ﬂﬁrgiriiﬁim $8.0 million, of
which approximately $6.9 million has been recorded as goodwill and is being amortized on a straight-line basis over 20
VEArs. The remaining belance has been recorded as the purchase price for customer lists and is hemg amortized on a
straight-line basis over five years.

mlﬂ...i___lEEEI.i.inqinli!i-f%!mi%ﬁl-:qt-u.ﬁ:nt
iiii%itni.iiiﬁ.zsﬂ.Er-iln:r.ﬁ:rl!:q_;
common stock 10 these former sharcholders, if necessary, fo guaranice a specified acquisition price. Un November R
1994, pursuant 4o the terms of the smended agrecment, the Company paid an aggeegate of $41, 360 i cash and psued an
additional 100,000 shares to the former stochbolders. In sddition, the Company agreed 10 pay in cash within five days w
ssch former stockholders the difference, if any, between the value of these additional shares on the daic they became
available for sale through a regisirstion statement declared effective by the Sccurities and Exchange Commission and
$1.386.064. The regisiration statement covering the additional 100,000 shares was declared cffective on January -4,
_QEE.I_IIIEEEE.&IIE.-Fn.uilwilu!i-inﬂz:a.,.qﬂu.#._.s.i
former stochholders. These additional shares have been incladed in the weighted average common shares outstanding lioe
purpuses of the camings pes share calculations.
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Neote 5. Leasrs

The Company leases equipment and office space under operatmg leases. Rental expense for fiscal 1993, 1994 and
1995. was $1.744,000, $2.886.000 and $3.118.000, respectively. Future minimum lease payments under non-cancelable
leases M September 30, 1995, are as follows (in thousands):

Year Endmg Scptember 30,
L e e e A M P o g LA T bR e '
el N e S e R S A e L e e R AR A e AR b

The Company ako leases vasious compuicr and iclecommunications equipment undcr capital lcase arrangemenis
Future minimum lease payments under these capital beases, fogether with the present value of the net minimum lease
payments st Septembey 30, 1995, arc as follows (in thousands):

Yeas Ending Scpember 30,

[P P N e T T S MR T ———- - 1 §

Node . Shadv Cagial

During fiscal 1993, the Company sold. through an underwritten common stock offering. 1,850,000 shares of
common stock, receiving net proceeds of appronimately $20.269.000 aficr expenses of approximately $735.000
Additionally, warsants to purchase 450,000 shares of common sock weve exercised by conain selling stockhobers a1 $0.01
per share in conmection with the underwriticn common siock offering.

Om Juse 1. 1994, the Company was authorized by its board of directons to purchase up 1o 1,000,000 shares of ils
;Mugmm.mm:umMﬁnnlhtmlimmm:npﬂmuknnwnrlbenw of the
twelve months that began June |, 1994 as market and other relevant conditions warrssted. Dusing the twelve-month
period ended May 31, 1995, the Company purchased 267,500 shares al an average market price of $9.84 per share. All
of these shares were purchased subsequent 1o July |, 1994 In November 1994, the Company retired 100,000 shares of
treaswry stock camied st a cost of $950,000. These shares were relumed lo authorized and unissued shaes. Al
September 30, 1995, the Company had 187,232 shares of ireasury stock, camied af cost.

Onher capital contributions are from a scnior officer of the Company and represent a seftbement of certain seourifics
matiers, No dividends were paid on the Company’s common stoch durmg fiscal 1993, 1994 or 1995,
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Company 1o borrow agsinst s own operator scrvices and direct dial long distance services accounts receivable. Al
Sepsember 30, 1995, the Company bad approximatcly $22.0 million available for borrowing and did not have any amounts
borrowed agsinst s own receivables uader this facility. Any borrowings under this facility bear interest at the prime rate
plus .5%. This facility is collseralized by the related accounts receivable and by virually all of the assets of the Compan
not otherwise pledged as security under other debt agreements. Performance under the revolvimg crodit facily bas been

puarantced by the Company .

To finance the acquisition of theee related direct dial long distance companies in July 1991, the Company placed
$10,000,000 of its 13% Senior Subordinated Notes duc 1995 (Semior Subordinated Notes) with certain investment funds on
August 5, 1991. In June 1993, the Senior Subordinated Notes were retired using a portion of the net proceeds received from
the Compam's Junc 1993 underwritien common stock offering. The carly retirement of the Senior Subordinated Notes
resulied in an extraordinary loss of spproximately $547,000, net of appronimately $349.000 of income tax benefits. from the
write-ofT of the related unamonized original issue discount and unamortized financing costs.

The Company has a varisbie rate lorm Rote o a raie of prime phis 1.25%, due in July 1997. The Company also has
various fined rate notes with rales ranging from 6.75% to 1 1%, due in varying amounts through October 2000, The proceeds
from the issuance of these notes were used o acquire cortain compuicer and tclecommunications cquipment and office
fumiture. The loans ase guaranteed by the Company and are secured by the asscts acquired with the proceeds of such motes

The credit facilities discussed shove conlain various restrictions and financial rativ mainienance requirements.
Under the most restrictive terms of its credit facilitics, the Company is required 10 maintain a quarterly ratio of consolidated
operating income, as defined in the agreements, W0 consolidated fixed charges of at least 1.5 to 1.0 and s probibwted from
paying dividends on its common stock. The Company also may he subject 0 cortain limaatioms on nis annual cagetal
expenditures and oa the issuance of additional secured debi, but can ivsue subordinased unsccured debt provided the rati of

| total consolidesed debt 10 total capitalization does not exceed 85%. Fusther, the Company is required to maintam a ratio of

funded debt. as defined in the applicable koan agreement. 1o tolal capitalization ol greater than 60%%. The agreements further

© limnit the ability of cenain of the Companys subsidiarics o remit dividends to the Company. Cross-default provisions of the

Company's most significant credit facilities may place the Company in defauk of such facilitics should it fail 10 satisly
provisions of certain other losn agrecments. Under the Company’s most significant credit facilities. the Company has
gearanteed the obligations of its subsidiaries. The Company was in compliance with all required covenants at September 30,

[ 1994 and 1995,

Scheduled maturitics for the years ending Scpiember 30, 1996 through 2000 are 2s follows (in thousands )

Year Ending Scptember 30,
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Noie 7. Sseck Uptions sod Ssack Purchase Warrsats
The Company has gramted stock options W directors and employees as follows.

SNombes o  Price Honge of Shares |lnder

Sharny {ighma
(e Erev PR g T L S —————— N T
Canceled ....eroeeivinressrsssnsssssatins Lot st S e e 165.264) $785 - %1313
Crantcd 300,500 $9.3% - S14m8
Exercised ... pirasiesemmnar oA T LER1) $150 - $12.13

Stock options 10 purchase an aggregate of 48,000 sharcs were outstanding at September 10, 1995, were pranicd
outside of any plan and are exercisable at prices ranging from $4.62 to $11.58 s varymg dates through January 24, 2000
mmmpﬂu-wdmme-wm1m.umwmm
wiﬁnunlhﬂm’lIW!MIWMIM“MI“IMFh"l-d-trmiﬂl:upmm
ranging from $10.75 to $13.25 per share. The Direcior Plan options, which have cortain vesting requincments, cxpure at
varying dates through February 23, 1999, As of Scpiember 30, 1995, there were 140,000 shares remaming o be issued under
the Director Plan. Stock options 10 purchase an aggrogaic of 1,332,474 shares were outstanding o Sepiember 10, 1995, were
n-nduhhpwhiuun{hl'!lll-mMimMumi“lmﬁﬁwIM“Ludn:mmbh
al prices ranging from $1.50 10 $14.88 per share. The Employee Plan options, which have cortain vesting reguirements,
miciti}iudﬂiwh'i!I:.'.m.'lhlinphyﬂl'hmwjdnfmﬂtgmllin;nl‘imhtm:mmud
nonqualificd stock options. As of September 30, 1995, there weve 407,571 shares remaming to be hsucd under the
Employee Plan. During fiscal 1993 and 199, options 1o purchase a otal of 289,705 and 112,386 shares of common stock

The excess of the market value of the common stock on the date granted over the exercise price of such options
results in compensation cxpense 10 the Company on the date the options vest. Approximately $216,000, $244.000 and
$273.000 of compensation expense was recognized by the Company daring fiscal 1993, 194 and 1995, respectively
Deferred compensation costs amounting 1o $427.000 and $154,000 s Scprember 10, 1994 and 1995, respectively, have been
neticd against paid-in capital in the accompanying consolidaled financial statements.

Stock purchase wasrants to purchase 469,741 shares of common stk were outstanding st September 30, 1995,
These wairats were issucd in connection with the sale of the Senior Subordinated Notes described in Note 4 and arc
excrcisable at $.01 per share until August 5, 1999, During fiscal 1993, warrants 1o purchase 450,000 shares of comiman stock
were excrcised and the remaining warrants were reduced by 336,902 due 1o the carly retiremient of the Semor Subordinated
Notes. An additional 608,459 warrants to parchase shares of common stock were exercised in 1995, There were no stock
purchase warrants excrcised in fiscal 1994,

In Oxtober 1992, the Company agreed to grant a non-iransferable warrant (0 purchase 125.000 shares of common
stock ot an excrcise price of $12.38 per share, pursuant (0 a telecommunications sefvice agreement. This agreement was
replaced in January 1995 h}‘llﬂw.mk!ﬂhhlﬁf:m‘wwwl“mfﬂlﬂtﬁmm
purchase 125,000 shares of common stock ot an cnercise price of $12.50 per share. The exercise price of the warmant was
equal (o the market value of the Company’s common stock on the date of pram The excrcise of the warrant o comtingen
upon the attamment of 2 conain operator services call volome billed by the Company pursuant to the telccommunications
sV apieenci

In July 1993, the Company agrecd o grant a warranl evidencing the right 1o purchase up o BO.000 shares of
common stock at an exercise price of $11.50 per share and issuc up to an additional 130,000 shares of common stock to the
selier of a particular customer base, Under this agreement, the exercise of the warrant and the issuance of the common stock
mmmmhmdmﬁmm-ﬁ:m:mm-dﬁmﬂn:mm. In
May 1994, the Company issucd 60,000 shares of its common stock 4o the seller to fully satisfy all contingent consideration
requirements of the agrecment.
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In Scpiember 1995, the Company agreed 10 grant a wamant 10 purchase 100,000 shares of common stock at an
exercise price of $14.83 per share. pursuant 1o a telccommunications service agreement.  The exercise price of the warrant
was cqual to the market value of the Company’s common stock on the date of grant.  The exercise of the warmant 15
continget upon the atainment of a certain operator services call volume billed by the Company pursuant to the
Ickecommunications service agreement.

Nete B. lucome Tases
The pronision for mcome taxes is compised of the Tollowing (in thousands ).

Y aalenl Scpismlecs 9.
i "™ - -]

I ML BLL

I'he provision for income taxes for fiscal 1993, 1994 and 1995 differs from the amount computed by applying the
stattory federal income tax rate of 34% for fiscal 1993 and 1994, and 35% for fiscal 1995 10 income hefore taxes. The
reasons for these differences were as follows (in thousands):

L Eoded doptemit S

" ] o]

Computod INCOME 13X PrOVISION 3 SENMONY TRIC...........ooviorves s S BB)  $1.526  $7,003
Increases (reductions) n tases resulting from:

Slalc Imcoime Tanes... 191 67 E70
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The 1ax effect of significant temporary differences, which compeise the deferred tax assets and liabslities, are as
fodlows (in thousands):

Sapiraber 9,
194 [} ]
Ikﬁ'ﬂedmm-u.
Ahrulmrmlucndﬂ:m}fmlda e e N 0
Total gross deferred 1a% a55888.......coonsmsiimmsmmnm e Al et b ] 144
Ieferred tax linbiliics:
Tnd:pui.-i--dmimum inencess oFbook e 1160 (1,169)
A BN S il L T K, 1] (175)
lll.ll |mmu dl."l'cm.'h.l Ilh Iulu-lﬂ‘.ll.'\ - e A . o L (2296) LL3EN)

During fiscal 1993, the Company recognized. as an extraondinary sem, a tax henefit of appronsmately $231.000
resulting from the unilization of the Company’s net operating koss camryforwards gencrated in fiscal years prw to fiscal 1991
No such tax benefit was recognized during fiscal 1994 or 1995,

For the year ended Sepiember 30, 1994, the Company had Fully wilized its federal income tax net operating loss

carnyforwards available 10 reduce ftwre income tax liabilitics. For the year ended September 30, 1995, the Company had
fully utilized its altcrnative minimums tax credit carmy forward available 1o reduce current federal ncome tax liabilises
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The Company has been notificd by the Intemal Revenue Service (“IRS”) that a fiscal 1992 transaction between a
wholly owned foreign subsidiacy (Mega Plus Dialing, Inc. ) and w5 115, subsadiary (Zeso Plus Dialmg, Inc ) s propeosed 1o be
weaicd differemtly by the IRS than originally characierued by the Company. The Company understands that the 1RS will
rssue a repont that will propose an asscssment of income lax and related excise taves, interest and penaliecs.  The Company
and its tax counscl disagree with the IRS's position. and, therefore. no accrual for this potential liability or any associated
tancs, inderest or ponalies has been made.

Nair 9. Bewnelii Plons

The Company adopied the 115 Long Distance Conp. 401(k) Retrement Plan ("Retwement Plan”) effective
January 1, 1992, Panicipstion in the Retirement Flan is offered o cligible employees of the Company o0 its sulvadiasics
Generally, all employees of the Company or #ts subsidiasics who are 21 yean of age and who have completed one vear of
service during which they worked at least 1,000 hours are eligible for participation in the Retweanent Plan

The Retivement Plan is a defined contribition plan which provides that participants generally may make voluntan
salary deferval contribations, on 8 pretax basis, of between 2% and 15% of thew compensation i the foem of voluntan
peyroll deductions up 10 & maximum amount as indexed for cost-ol-living adjustments. The Company makes matching
contributions sl a perceniage determined annually of the first 6% of a participant’s compensation coniriwied as salany
deferral. The Company may from time 10 time make additional discretionary comtributions. Duning fiscal 1994, a
discretionary contribution in the amount of approximatcly $51,000 was made. No discretionary contributions were made in
fiscal 1993 or 1995, During fiscal 1993, 1994 and 1995, the Company's contributions totaled approxsmately $79.0040),
$198.000 and §150.000, respectively.

The Company adopted the LS. Long Distance Corp. Exccutive ‘ompensation Deferral Plan ("Fxecutive IFlan”) and
the 1S, Long Distance Corp. Disecior Compemation Deforral Plan ("Duccior Plan™) effecine Janoany 1, 1'%
Panticipation i the Exccutive Plan is offered 1o selecied employees accupying management posstions who are determined
by the Company s board of directurs from tieme to fime $o be cligible 10 participate in the Excowtve PMlan, Pamicipation in the
Dircctor Plan is offered 80 individusls occupying a position as an outside director.  The Executive and Divector Plans anc
defimed contribution plans which provide that panticipants may make voluntary salary deferral contributions, on a pretax
basis. of between 1% and 100% of their eligible compensation. Under the Exceutive Plan, the Company mahes matching
comtributions equal to the lesser of 100% of a participant’s contributions of an amount determined hased on a formula
cstablished by the plan. Masching contributions under the [hrector Plan are 13% of the participamt’s contributions.  The
Company has the right to mahe matching contributions of a differest amount of no contributions under both plans.  Duning
fiscal 1994 and 1995, the Company contributed $60.000 and $87.000 1o the Exccutive Plan and $6,000 and $15.000 10 the

Addutionally, the Company adopsed the U.S. Long Iistance Comp. Lascutive Qualified Disability Plan (“Ihsabiliny
Plan”) effective January |, 1994. The Disability Plan provides long-term disabality hencfits for conain employees occupying
mansgement positions through disability insurance coverage purchased by the Company and through Company funded
payments. Benefits under the Disability Plan arc provided dirccily by the Company hased on definmions contained in the
nsurance policics.

The US. Long Distance Corp. Employee Stock Purchase Plan (the “ESPP”), which wan cstablished under the
roquircments of Scction 423 of the Internal Revenue Code of 1986, ay amended, becane effecis.e July 1, 1995 The
ESPP cnables cmployees who have completed at heast six nonths of continuous service with the Company 1o purchase
shaves of the Company’s common stock al a 15% discoumt through soluntary payroll deductions Although the ESPP
was approved by the Hoard of Directors on May 16, 1995, 1 1s still subject 10 approval by a majority of the Company's
stockholders o the annual stockholders’ meeting 10 be beld in February 1996, If the ESPP is not approved by the
Company's sicchiolders, all amownts contributed by cmplojees will be retumed



Nate 10 Commitments aad Cantingracin

The Company is involved i sanous clamms, legal actons and regulatory proceedings arising in the ordinary course
of business. The Company believes it is unlikely that the final outcome of any of the claims or proceedings 1o which the
Company 1> 3 party would have a material adverse effect on the Company’s financial position of resulis of operations.
however, due 1o the inherent uncertainty of litigation, there can be no assurance that the resolution of any particulas claim o
proceeding would not have a material adverse cffect on the Compamy’s resubts of operations for the fiscal period in which
such resolution occurmed.

In December 1993, the SEC's Division of Enforcement instituted an informal anguiry relating to centain of the
Company's accounting practices, including revenue recognition and accounting related to the Company’s accounts
reccivable, purchased receivables and other asscts, and related disclosures.  When the Company's Hoard of irectors
leamed of the SEC's informal inguiry, Arthur Andersen LLP, the Company's indcpendent public accountants, was
engaged 10 conduct a special review of the Company’s accounting policics and procedures. This review was managed by
a senior partner of Arthur Andersen LLP who was not involved in the annual audit process. This special review provided
strong additional assurance that the financial statements of the Company were fairly stated and in conformity with
generally accepted accounting principles. Represemtatives of the Company and Arthur Andersen LLP have met with the
Enforcement Division of the SEC 10 discuss the issues raised by the inquiry. On May 5, 1994, the Company was
informed that the SEC had instituled a formal order of private investigation pudsuant 1o Section 21(a) of the Securities
Exchange Act of 1934, as amended (fn The Afatter of 1N Long Distance (1H0-2852)), relating o, among other things,
the Company’s financial condition, results of operations, assels and liabilitics, revenucs and revenue fecognition wad
agreements and transactions.  Prior 10 August 1994, the Commission issued subpocnas requesting documentation on a
nusnber of arcas from the Company, from Arthur Andersen LLP, the Company’s independent auditors, and from certain
thied partics, including former employees of the Company. The Company has and will coatinue 1 cooperate fully with
the SEC. Ahough the Company cannot predict when the SEC's private investigation will be concluded, based upon its
review of facts and circumstances, management does not bhelicve that the SEC's review of this matter will result in any
adiustment 10 the Company’s previoushy reporied financial statements.

The SEC's Division of Enforcement institsted a formal order of privale investigation pussuant 1o Section 21(a) of
the Sccuritics Exchange Act of 1934, as amended (v the Matier of Trading in the Securities of Vialue - Adkded
Commuencations, Inc. (HO-2765)) on August 25, 1993, The investigation relates to the irading in the securities of both
the Company and Value-Added Communications, Inc. ("VACT), an operator services provider hased in Dallas, Texas. A
proposcd merger between the Company and VAC was terminated in February 1993, Specifically, the SEC has alleged,
among other things, that certain individuals may have employed devices, schemes or antifices 10 defraud others i
connection with the purchase or sale of the securities of cither the Company, VAC or both.  The SEC may impose a
variety of civil, criminal and administrative remedies and/or sanctions against any individual or catity found to have
violated the foderal securitics laws. The Company is nol aware of any facts or circumstances that would indicate that the
Company or any of its masagement violated the federal secunitics laws by trading on material, nonpublic information

The Company is obligated 10 pay a sotal of approximately $4,355.000 durng fiscal 1996 for minimum usage
charges under billing and collection agreements with certain kcal telephone compamics. The Company is also oblizated 1o
pay 3 minimum of approximately $11.700,000 durmg fiscal 1996 for usage charges under service agrecnicnts wilhi certain
lony distance camiers. The Company anticipates enceeding the mmimum usage volumies with these vendors.

Notr 1. Hepulstery Mistiers
Intersiaie Aceess Tramsport Procecding

In January 1994, the Federal Communications Commission (the “FCC™) granted increased pricing flexibility to
kocal telephone companies for "access trampont” services.  These services refer 10 the connection provided by the local
telephone companics hetween loag distance telephone companies and the liwal telephone company cenial ollice serving

the end user customers. Local ielephone companics formerly assessed an equal charge per unit of access 1o all long
distance telephone companies, regardiess of the volume of access each long distance telephone company purchased.
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Afier implementation of the FCC's new plan, local iclephone companics now may discount access tramport rates 10 the
long distance iclephone companies with the highest access volumes and increase access transport rales to long distance
telephone companics with relatively lower access volume. The FCC originally projecied the vanance in these discounted
and increased prices should not exceed 1.8%.

The pricing plan is 10 be in cffect until further Commission action. The FCC could pramt local selephone companics
further flexibility and could potcatially imposc a greater hurden upon the operations of the Company's dirext dial long
distance services afler further review at some later date. The FOC origmally belicved that, by November 1995, the
proliferation of competitive access providers and increased long distance camicr network efficiencies would offset an)
incquitics caused by volumec-scmsitive access pricing. In an Order reicased Sepicmber 22, 1995, the FCC instead indefinitely
extendcd the imerim transport rules.  Management is unable to predict the likelihood of any future revisions of
imvestigations. nor the course or effect of the FCC's actions on this issue and the Company at this time.

In a related mattes, the FOC has authorized local telephone companics 1o offer yvoluine discounts on access iransport
services. once certain threshold conditions sre met. The offermg of such discounts could produce cost advantages for long
distance camicrs with large volumes of transport traffic. This FOC action is subject 1o pending petitions for reconsideration,

Billed Party Preference

Billed Party Preference (“BPPT) is a proposal still pending action of ruling by the FCC and refers 1o a n
which any long distance call outside the local telephone company’s calling area carried from a publicly available
telephone would be automatically routed over the Jong distance telephone company nctwork of the hilled pany's

. This would he accomplished through a local telephone company database system that would maich every
calling card and telcphone number 10 a preferred long distance telephone company and then route all calls accordingly.

I Apeil 1992, the FOU tentatively proposed adopting BPP. Durmg the summer of 1992, comments from hcal
telephone companics. hng distance tclephone companics and other industry represcntatives revealed that the costs of
imposing BPP could be in excess of $1 billion and could require hundreds of millions of dollars cach year to operaie.
Commentors made clear that many ancillary technical impediments would necessarily accompany deployment of BPP, as
comcmplated. Furnthermore, cquipment manufacturcrs could not support implementation of BPP until three ycars afier
such decision. Most commeniors opposed the BPP proposal.

On June 6. 1994, the FCC relcased a “Fusther Notice of Proposed Rulemaking™ in the BPP procecding.  Once
again, the FCC expressed a clear interest in examining further the relative costs associated with BPP implementation
The FCC also requested that the industry provide suggestions for a more cost efficient alicrnative that might similarly
meet the objectives of BPP, which are the facilitation of access 10 0peralor services networks, increased competition and
jower end-user rates. The FCC received industry members’ comments on August 1, 1994, which again were heavily
againsi the adoption of this system.

If such a system were implemented saccessfully, the unigue market miche of operalorn services prowaders, such as
the Company, would be rendered virtually incflectual, because operator services peoviders depend upon public ickephone
presubscription. and BPP takes the call routing decision away from the public telephone owner. [t is difficult fo assess
the industry suppost for BPP, given the inkerent technical problems il snvolves. AT&T is on record as opposing this
proposal, and the Regional Bell Operating Companies (the “RBOCS™) agree that they would not support it unless they
were not held accountable for the costs of its implementation.  The FCC has been investigating this proposal now for
cight years, and the record in this proceeding shows that network reconfiguration would take Two to four years beyond
any positive FCC action. Thus, while BPP remains arguably visble, as demonstrated by the FCC's June 6, 1994 Nolice,
the Company believes it is not probable that it would be technically implemented in the ncar term.

On March 9, 1995, the FOU requested industry comment on iwo proposals it had secently recened relative 1o the
PP procceding. In an ex-panc petition, the National Association of Attorney s Gieneral ("NAAGT) suggesicd that the
FCC modify s curtent branding requirement such that operator scrvices providers (“OSPs™) would be required 1o
announce al the beginning of each call more specific information for ohaining access 10 aliernate camers (the “NAAG



Petition™). Another petition filed by a coalition of industry members, including most of the Regional Hell Operating
Companics. two competitive access providers, the American Public Communications Counsel (“APCCT) and the
Competitive Telecommunications Association ("CompTel”), recommended that the FCC impose cenain rate thiesholds
for inkerstate operator assisted services. which the FCC would presume 1o be reasonable, and any OSP clecting to charge
rates higher than such threshold would be required o first prove fo the FCC that such rates are pusiilicd based upon the
underlying costs of the service (the “APCC Rate Cap Proposal™). The NAAG Petition was progoscd to remanm in cilect
wntil such time that HPP is adopted and fully implemented,  The APCC Rate Cap Proposal was proposed to oby iate the
need to consider any farther action regarding BPP'.

if adopted. the NAAG Petition or any form of modificd call ivanding could have a negative cffect upon the
number of calls completed over OSP networks such as the Company’s, il end users elect 1o act upon the additional
branding announcement regarding access 1o other carmers.  Furthermore, additional nctwork time would be consumed
withowt 8 corresponding increase in revenue,

Furthermore, if the APCC Rate Cap Proposal is adopted, OSPs such as the Company may be immediaicly
required to fower their interstaie rales until such time as the FCC rubes upos an attempt 10 Justily hagher, exasting rates
OS5Ps may be required 10 adjust the amount of comumission payments made 10 their subscriber custon,=s as a resull of
implcmentation of such a proposal, or effect other operational changes to offset any reduction i interstate operator
SETVIiCEs Fevenue.

The Company caneol predict when and if any linal ruling on ether proposal might be issued

MEJ Legislation

Legisation has been introduced in the |04th Congress which, il enacted, would supersede the AT&T Consent
Deceee of 1983, On March 23, 1995, the Senate Commerce Commitice, chaired by Senstor Pressier of South Dakota,
endorsed the ~Telecommunications Competition and Dercgulation Act of 1995" (5.652). The fuli Scnate passed 5652
by a voic of §1 10 18 on June 15, 1995, Pressker’s bill requires a 90-day application review by the FCC. The FUC is
directed 10 consult with the Department of Justice to oblain their opinion regarding the REKCs™ potential 1o impede
competition through their comtinuing monopoly control of local services.

Caomrespondingly, on August 4, 1995, the House of Representatives passed "The Telecommunications Act of
1995~ (H.R. 1555). which climinates any role for the Department of Justice in codifying the terms of the ME). The
House measure proposes 1o allow RBOCs to seck authority 1o provide long distance services from the FCC, who will use
a Jegislative checklist in comsidering such applications. RBOCs will be perminted 10 make such apphcation six months
after enactment of Ihe law and must operate any long distance unit as a separate subidiany for erghteen months. Long
distance camicrs will have the opportunity to resell local exchange service at RBOC “wholesele™ costs.  Stmilar 1o the
Senate proposal, no precoadition of measurable focal competition is imposed upon RBOC entry iio long distance.

Both Houses have initiated preliminary discussions in the Joint Conference Committes (o attempt 1o resolve the
differences in the proposals. I a consensus is reached by the Conferees, and approved again by both the House and the
Senate, they could present a final bill for executive signature shortly therealter. The Administration has indicated that o
is opposed 1o some of the clements in cach of these proposals; therefore, it is currently less than certain such legislation
will become law.

The Company cannol prodict of such begislation will ultimately be endonsed by the Exccutive Hranch and made
Law. If the MED were to be superseded by legnlation, Southwestern Hell and the other RBOCs could be permitied 1o
offer long distance services in competition with the Company and could prove o be formidable in terms of their
marketing strength and other resources. Furthermore, if such companies are perminied 1o retain control of long distance
access services 10 the Company’s customers afier being gramied such permission, such control might materially and
adverscly affect the Company's ability to continue to offer similar of comparable services.
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In September 1993, ATAT petitioned the FCC 10 reclasufy it as a "non-domimamt” camicr.  The FCC granted
ATAT's petition on October 12, 1995, AT&T has been given additional flexibility in its service offering and pricing
Such flexibility could make ATAT an cven more formidable competitor than # has been,  The Company cannot predict
the impact of the FCC action.

During the course of pormal operations. a regulated company may at any hime come under specitic scrutiny with
regard 1o any of its rates, terms of conditions by which such service is rendered by the state or federal regulatory agency
charged with such oversight responsibility, or by an aflorney general or other jurisdictional comsumer officials. In such
cases. a regulated company can be required 10, amoag other things. provide cost justification for the charges il imposes
on some or all of its services, of 1o address perceived consumer inequitics.  After review of such justification, the
w“yﬁﬂrhuwwmm-mmm&ﬂumuﬂh} which such services are
rendered or 10 effect changes to its applicable rate structure. Consumer officials and attomeys general can pursuc civil
action if their concerns are not adequately addressed by the carricr. The Company operates in several jurisdictions in
which its tariffs or services may, from time 1o time. fall under such scrutiny at the discretion of the governing regulators
agency or other officials. The Company could therefore be required. as a result of such an nvestigaton and subscquent
proceeding. to implcment changes in its rate structure, which could ultimately affect s revenues.  The Company cannot
predict whether or not any such requirement may be imposed in any particular jurisdiction.

Texas PIU Tsswe

In a Final Order released in Docket 10127 on April 12, 1993 (“Final Ovder”). the lexas Public 1nlity
Commission (“PUCT) adopied new regulations governing the method by which imterexchange carriers (“IXCs7) such as
the Company calculaie intrastate access charges paid to local exchange companics i"LECs”). These now mubes regquired
an independent auditor’s review and approval of an IXC's methodology of determining its own intrastate access nuige
The auditors’ reports were o be submitied 10 the LECs for review and implementation begimning on Junc 15, 1994

However. on Juae 13, 1994, Travis County Judge Hume Cofer found in Alicomm Long Distance, Inc. v PUC and
Somthwesicrn Bell, Cause No. 94-06509, that Allcomm was entitled 10 an injunction against enforcement by the UG and
Southwestern Bell of the Final Ovder because the PUC improperly delegated regulatory authonty outside the FLUC
Permanent injunctive relicf was granted to Allcomm in this cause on June 17, 1994, The decision was appealed by the
PUC and Southwestern Bell.

On June 15, 1994, the Company, along with several other IXCs (“Intervenors”) sought intervention and similar
injunctive rcliel in 8 new cane filed with Judpe Cofer, Cause No. 94-06509-A, American T eheo, Ine et v PUC and
Soutinersiern Bell. The Intervenors reached an agreement in accordance with Rule 11, Texas Rules of Civil Procedures,
with the PUC and Southwestern Bell which provided. among other things, that in lieu of subsmitimg awdit reports 1o
Southwestcrn Bell, Intervenors would have such reponts held under seal by a designated third pany until a final,
nonappealable judgment is rendered in the Alkomm case. In the interim. Intenscnors sich as the Company are nil
prohibited from continuing o establish access charge levels based upon their own respective methodologes

On Junc 22. 1995, the Teaas Court of Appeals overturned the lower court’s decivion in the Allcomm matier
concluding that the trial count emmed in finding that the PUC had cxceeded its statutory authority.  Fusther, the Texas
Cowt of Appeals rendered judgment that the Final Ovder in enforceable agmnst Allcomm.  On Scptember 25, 1995,
Allcosmm Tiked @ wil of error reganding this matter with the Supreme Court of the State of Tesas 1 the wit of croo s
denied or if the action of the Texas Court of Appeals is sustamed by the Supreme Cowrt on appeal, it s hikely that the
Company will be required by further PUC action to adopt modified methodologies that could subsequently obligaie the
Company 10 compensate the LECs for any resulting differences i calculating access charges. The Company cannol
predict the timing nos the outcome of the filing of the writ of crror nor actions that may be undertaben by the LECs either
before or afier a final owtcome on this case is reached. Based on advice of begal counsel, management believes there will
be no retroactive lishility 1o the Company prior 10 the Allcomm matter becommg a final and pon-appealable order
However, management estimales that. under the most cxireme application of the independent auditors’ proposed
methodologics, the difference between applying the aliemative methodologics would resull in prospective increased
intraslate acooss charge expemse of hetween $3 mullion and $4 mullion annualls
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Note 12. Sobwquent Evenls

In November 1995, the escrow agreement pursuant 1o which 16,869 shares of the Company’s commuon stock were
held in escrow relating to the Company”s acquisition of the long distance commercial customes base of a company in Masch
1995 was terminated. The 16,869 shares have heen returned 1o the Company and will be held as treasury shases.

Nate 13, Sefected Quanierly Finaacial Data (1 saedited)

s theriarcaiinds, exncepd e share amounts Thcee Ronib Lnged

Derember 3. March 3, Juar 3o,

ety Rl - i . B
Revenues .. e e R AT S B e s $50.146 $50864  $58.052
Income l’m q‘:lﬂmm P e e L 1179 31403 4.181
Nl mcome . LA K o o Lo e : 270 it 1,053
Nﬂmnmpn nlutcnl'mmwuh $0.16 $0.17 21
Docewber 31, March 31, duse 30,

1 . R | . -
ROVETIUES . conssiiecsrensanssass $38.792 M2LIRT MY
lmumthmjmmmm ............................................. (1.123) B17 1803
MNet income {koss).... ol e (679) 563 285
Net income (hws) pl.'r !-l'l.'l.' nfnmmm -mu,l HO05) SO .17

ITEM S, CHANGES IN AND DISAGREEMENTS WITH ACCINUNTANTS
N ACCENINTING AND FINANCIAL THSCLOSURE
Moaw:
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PART Il
§TEM 18, DIRECTORS AND EXECUTIVE OFFICERS OF THE COMPANY

The information called for by this item is incorporated herein by reference from the information under the captions
“Election of Directon” (Tiem 1 on proxy), “Management - Directors and Executive Officers,” and “Section 16(a) Reporung™
of the Compamy’s definitive proxy statement 10 be filed pursuant to Regulation 14A with the Secunties and Exchange
Commission relating to its Annual Mecting of Stockholders 1o be held on Februan 29, 1996 (the “Definitive Proxy
Statement”).

ITEM 10, EXECUTIVE COMPENSATION

The information called for by this #em 1» incorporated herein by reference from the inlormation under the caption
“Managememt - Commitices, Meetmgs and Compensation of the Hoard of Directors - Directons’ Foes™ and from the
information under the caption “Executive Compensation™ of the Company’s Definitive Froay Statement

ITEM 12. SECURITY OWNERSHIP ¢0F CERTAIN BENEFICIAL
(WNERS AND MANAGEMENT

The information called for by this item 15 incorporated herein by reference from the miormation under the caphion
“Yoting Sccuritics and Principal Ssockholders™ of the Company”s Definitive Proay Statement

ITEM 13, CERTAIN RELATIONSHIPS AND REIATED TRANSACTIONS

The information called for by this item is incorporated herein by reference from the mformaton undet the caption
“Centain Tranmsactions™ of the Company’s Definitive Proxy Statement.



PART IV

ITEM 14 EXTHBITS, FINANCIAL STATEMENT SCHEDULES.

AND REPORTS ON FORM 5-K
(a) Ihocuments Filed as Part of Report
I. Financial Stastements:

The consolidated financial statements of the Company and the related repont of the Compamy’s imdependent
public accountants thereon have been filed under Ttem & hereot.

2. Financial Statement Schedules:

The following financial satcment schedules and the report of independent public accountants thereon are
included in this report at the page indicated. All other schedules for which provision is made in the applicable
accounting regulstions of the Sccuritics and Fxchange Commission have been omitted because such schedules are
nol required under the relsted instructions of are inapplicable or hecause the nformation requined is included in the
Consolidated Fmancial Statements or notes thereto.

lem Fags
Schedulc | - 115, Long Distance Corp. Condensed Financial Information ............ccc. v 33
Schedule 1 - Valuation and QUalifying ACCOUDIS ..........cvrrerurrerrns —iiossesreemieeeeesiroecsross XA e

The accompanying notes are an inkegral pan of these Comolidased Financial Statements.

51




REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To the Board of Directors and Stockhokders of
US. Long [istance Corp.:

We have sudited. in accordance with gencrally accepied andning standards, the comsoludated financeal statenents ol
U.S. Long Distance Corp. and subsidiarics and have isswed our repost thereon dated November 10, 1995, Dur audit was
made for the purpose of forming an opinion o the basic financial statements taken as a whole. The Schedules | and I are
the responsibility of the Company’s management and are presented for purposes of complyimg with the Securties and
Exchange Commission’s rules and are i part of the basic financial statements. These schedules have been subjected 1o the
suditing procedures applied in the audit of the basic financial statcmicnts aiwd, I oW opinion, fairly state m all imatenal
respects the financial data required to he sct forth therein m relation o the basic financial staements taken as a whole.

ARTHUR ANIDERSES LLP

San Antonio, Texas
November 10, 1995




SCHEINULED
.S LONG DISTANCE CORP.
{ ‘oadeased Flnsarisl information
{Nad {onvelidated)
CONDENSED BALANCE SHIEETS

ANSETS

Curtend asscts:

AVCCOMNS PEOBIVEIINE ... ooeeoreecetmcasssans e s smsssbasb et b asa R RS 8t $ 196 & 22RO
mmmm iyt et 1,488 18917
Iavestment hm'mlnﬂy lell 33,308 45,575

LIABILITIES AND STOCKHOLDERS' EQUITY

Cumment liabilities:
(Oeher currem Iniullhn .

I'ulll carend hﬂdnlln N7 1414
. 1,659
a8
W

debit, iﬁnmm dissl e 1,188
m'ﬂhwhﬂt l:ummpmm 43

Comenon stock e A S e et 129 143
Retained camings it A W OA LA B oo 578 8211 20473

|
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i

See notes to condensed financial statements.
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SUCHEDULE |, Costinued
US. LONG INSTANCE ODRP.
asdouned el feformmbics
(Mot { weamisbman )
CONDENSED STATEMENTS OF INCOME
Eag she Yoo Endhed Sopleibid J0.
L. 2] 1 199
o5 Wrmerdn )

AT EXPOIIE -.covvemsmmcnrimmrmssessasssesissssssiastssasasins et ssse it ) 1 105 121
P e e S e (2204)  _(98d) (L14L)

547 0 /]
Equity in camings of SUbBIIEIIES ..............coommmmsmmirmssmsssscsssssssssssssssasssssssirsiasessasessssssssssssssees 4,860 6,090 12015
Net income hefore exiraosdingry Bems . ... st O] 12,035

6,090

i)
Rlolds

See noles fo condensed financial sialemments.




SCHEDULE L, Captinged
U.S. LONG DISTANCE CORP.
" meieriied Flangrkel B bapting
e {anentidaged )
CONDENSED STATEMENTS OF CASH FLOWS

For tia Yooy Ended Sepiember 9.
(L1 (L] s
{ie Fenmsonder
Cash flows from operating activities:
Net income hefore extraordinary iem............ e B 5407 8 6,000 % 12,035
Wmmﬂ:ﬂmhﬁtwm lln:mmmcnh
provided by (used in) operating activitics:
Eguity in camings from operations of subsiiancs. ... ... cmmmmsmnsiinece. (4.880) (6,000) (12,035)
Depreciation and amortization np.l:u 549 259 1,020
DIEAETTEA COMPERSBEI .....coorroeusrssrrasrmssssssrsssssssrsssssinsissasssssumasssiassssssssasspssssssmsiases 216 244 an
Amortization of debt discownt ... 144 o 0
Changes in operating assets and IuHHm
Increase in Curvent assets .. A ot bt o s bl e AL o (B6S) (1,300) (969)
Increase (decrease) in nlmu hdulm ......... 176 ({764) 3,715
Increase in other lishilities ... AN i e e L i L B 3,630 22 150
Transfcrs {10} from uh-dunﬁ B X SO X | R— X i)
Net cash provided by (used i) Oprating StV ... Al L) _4470 _Q2m
Cash flows from invesling activities:
Purchases of property and equipment.... (2.274) (1,327) {1.376)
m“ufdmﬁﬂh;mmmdmmum 0 (565) {175)
l'lmmh rmn uh ur nuh ................................................... 0 0 602
{2.750)

Nt cash USed i) IIVESHING BOEVIIES .....cccococo s e sros bosrrisse e sassssssrssssasos 14000 __(127)

Cash flows from financing activities:
PAVIICTIS O BEBE ..coooovemnssrssssmsrmrssmsrsssrisssssssrssessssssesmsssnssperrsessammersiansas s sasssssssssasses 10.240) (51E) (458)
Financing costs ............. e (147 (32) 0
Proceeds from issuance of COMMORN SMBRES ............ccovieimmeessimismssimrnsiressssssasiniies 21.181 470 4,065

P AR i | TR Y TR R TS S ———————— 2> § X 7.1

LLD73)
1333
S X

0
0

See nolcs 1o condensed linancial stalements.
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NOTES TO CONDENSED FINANCIAL STATEMENTS

Nade 1. Dol

See Noie 4 10 the Consolidated Financial Statements of the Company for disclosure of long-term obligations and
BuBanices.

Wiz 3. Dbvidrads Foem Sasbaldiaries

No cash dividends wese paid 10 1.S. Long Distance Corp. by its subsidiaries during the years ended Scpiember 30,
1993, 1994 or 1995.

Piste 3, " outingencies

See Note |0 1o the Consolidated Financial Statements of the Company for disclosure of material contingencics.
Mgie 4. Nobseguemt Evends

Sice Note 12 1o the Consolidated Financial Statements of the Company for disclosure of subscquent events.
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1993
L]
1995

.5 LONG ISTANCE CORP. AND SUBSIDIARSES

Viduatius sod {Jealifviag Acroand
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Allowance for doubtful accounts $621 $2.20 $0
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NOTES TO CONDENSED FINANCIAL STATEMENTS
Nate 0. Dt

See Note 4 to the Consolidated Financial Statements of the Company for disclosure of long-term obligations and
guarasices.

S ¥, Eieiabrmds Froe Seboidiaries

No cash dividends were paid 1o 1.S. Long Distance Corp. by its subsidiarics during the years ended September 30,
1993, 1994 o 1995,

Netr J. Captingracies

See Note 10 1o the Consolidated Financial Statements of the Company for disclosure of material contingencies.
Neste 6. Suborguent Eveis

Sce Note 12 10 the Consolidated Financial Statements of the Company for disclosure of subsequent events
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3. Exhibis:

The cxhibits listed below are filed as part of or incorporated by reference E s report. Where such filing 1+
made by incorporation by reference W a prev iously filed document, such dacument 1 udentificd in parentheses. Sec
the Index of Exhibits ncluded with the exhibits filed as part of this report.

[t ]

Cenificate of Incorporation, as amended (Exhibit 3(a) v General Form for Registration of
Securities on Form 10, dated December 21, 1989)
Cenificate of Amendment dated October 27, 1989 (Exhibit 4 10 December 11, 1989, Form 10-0))

3.

3

3 - Centificate of Amendment dated June | .._..!_k__._! E...I.E_..E._.!._ 1042)

. Eli?‘ril!‘lﬂiimﬂwﬂ};&#ﬁr
(Exhibit 3 4 10 Septomber 30, 1990, Form 10-K)

. Centificate of Amendment dated February 14, 1991 (Exhibit 4.5 1o Registration Sistement on
Form S-8, SEC File No. 33-41039, dated Junc 5. 1991)

. Cenificate of Amendment to Centificste of Designation, Powers, Preferences and Rights of
Serics A Preferred Stock (Exhibit 46 10 Registration Sistement on  Form S-8. SEC File
No. 33-41039, dated June 5, 1991)

1.7 . Cenificate of Amendment dated March 2, 1991 (Exhibit 1.7 1o September 30, 1993, Form 10-K)

is - ﬂl—l.!‘i.r_.!!l:l.quﬂlﬁ !n-nﬂmf_nr._ln_!& I, 1993 (Eahibit 1% o

September 30, 1993, Form 10-

Rl e ek S
in -

i9 . Bylaws of the i_h_:! 7 to Sepiember 30, 1992, Form 10-K)
4.1 - Form of Centificate Evidencing ( ...ll.l...tﬂr h.__—_-l.: 10 General Form for Registration of
Secwrities on Form 10, dated December 21, 1989)

42 . Securities Purchine Agreement dated August 5. 1991, by and between the Company sad Llcctra
lnvesment .l!rhiunﬁi Capital Fund, Scimitar Development Capatal
*B" Fund, and Electra Holdings, Inc. (collectively, the "Parchasers™), Senior Subordinaied Notes
dus 1995, deted August 5, 1991 made by the Company and payable o the Purchasers, Wasramt
Centificates, dated August 3, 1991 nnﬂllr....ln ‘ompany 10 the Purchasers, and the Guaranty,
dated August 5, i....a!_l___.d_ _.u_-n...i!ﬂ-i g}ni:n:!ﬁi_:ﬁ- _____
-.l-_._.riE_ﬂ Zero Plus r-_l-._!_l__ Hilling Services, Inc. in favor of the
Purchasers (Exhibit 4.1 o Report on Form F._l._i 1991)

43 . Amendment of August 5, 1991, :ﬂi:l-!%gll Amendment of Warrant
n!l.nlltn__—rnn..rl 6, 1991 (Exhibit 4.3 to Sepiember 30, 1991, Form 10-K)

- mlinblnll.l.. Augusd 5, .! :ﬂﬂaﬁvﬁ&&:‘uﬂﬂuirg i, 1993
(Exhibit 4.4 10 A I!i!n_zﬂ _._i:. o Form 51 Registration Statement, SEC File
No. 33-54448, dated May |7 .3__

- Formof Wamramt € n__-_.!ln Exhibit 4.5 1o }_-__—.:ii No.2 Form S-3 to Form S-1
Registration Ststement, SEC :r.z 13- rt- EI& .!.

. iggﬂli Long un_-!_... Inc.R.J _r.....lz__.r Long
Distance of Louisiana, Inc., daed July .r.:.i 10 Amendmem N stratic
Statement on Form 5-3, SEC File No. m _HHE Eull..u 1993)

- E-h:ﬂ:lﬂlli E._rl? 3H.il_nrllﬂ.. ..__.!__.!nl!._ Central,
Inc,, LS, Long Distance _..-_I.._ S. Long Distance, Inc. (Exhibn 4 }aﬁi!?s_.
Registration Stalement on Form S- _.h _.rz:.:.__!.-._ln__? ﬁn-ﬁu.i and a
i-ﬂi:il._! 1995 (Filed herewath)

- iEIInrH iqu!l__ﬂ:i._m{t_z&!ii Long Distance
Corp. and U S. Loag Distance, Inc. as amended by Agreement dated ._EE_. m 1995 (Filed
bt )

10.1 . Transmission Agreement dated Apnl 2 .i: hy and between the Company and MC

Telecommunications Corporation (Exhibit 10.1 10 September 30, 1991, ii_a.r_!nnﬁﬁn_
by Agreement dated April 6, 1995 (Filed herewith)
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10.16

Amecnded and Restated Emplovment Agreement dated November |, 1993, by and between the
Company and Parns H. Holmes, Jr. (Exhibit 102 1o Scpiember 30, 1993, Form 10-K) as amended
v the First Amendment 1o Amended and Restated Employment Agreement dated January 3, 1995
and Sevond Amendment 10 Amended and Restated Emphnment Aproement. dated November 15,
1995 (Filed herewth)

Form of Amended and Restated Emplovment Agreement dated November |, 1993, by and
between the Company and its named executive officers (Exhibit 10.3 1o September 30, 1993,
Form 10-K) a5 amcanded by the Firm Amendment 0 Amended and Restated
Agreement dated Apni 19, 1993 and Second Amendment 10 Amended and Restated Employment
Agroement dated January 3. 1995 and Thind Amendment 10 the Amended and Restated
Employment Agreement dated November 15, 1995 (Filed herewith)

Form of Employment Agreement by and between the Company and its Vice Presidents (Exhibit
10.4 10 Scptember 30, 1993, Form 10-K)

1990 Employee Stock Option Plan, as amended (Exhibit 4.11 1o Registration Statement on Form
§-B, SEC File No. 33-51604, dated Sepiember |, 1992)

Form of Oplion Agreement by and between the Company and its Employees, Under the Employee
Stock Option Plan (Exhibst 10.8 10 Scpiember 30, 1992, Form 10-K)

Form of Steck Option Agreement for Dwectors, Key Employees and Advisors of the 1).S. Long
Distance Corp. (Exhibit 4.14 10 Registiration Ststement on Form 5-8, SEC File No. 3341019,
dated June 5, 1991)

Form of Stock Option Agreement for Key Employees of US. Long Distance Corp. (Exhibit 4.15
to Registration Statement on Form 5-8, SEC File No. 33-41039, daled June 5, 1991)

Form of Stock Option Agreement for Noa-Employee Directors of ULS. Long Distance Corp.
(Exhibit 4.13 10 Registration Statement on Form S-8, SEC File No. 33-41039, dated June 5, 1991)
Amended and Restated Loan and Security Agreement dated May 22, 1991, by and between Zero
Plus Dialing. Inc.. U5, Long Distance Corp. and U.S. Long [istance, Inc. and Hell Atlantic
TrCon Leasing Corporation ("Bell  Atlamtic™) (cumently  FINOVA  Capital  Corporation)
{Exhibit 10,10 t0 Septesnber 30, 1991, Form 10-K) and relsted Revolving Credit Note dated
May 24, 1991, Term Note dated June 1992, Corporate Guarantics dated May 24, 1991, and First
Amendment and Joinder 10 Amended and Restated Loan and Security Apreement dated
December 17, 1992 (Exhibit 10.9 1o Sepiember 30, 1992, Form 10-K)

Second Amendment to Amended and Restated Loan and Security Agreement dated April 2, 1993
by and hetween Zero Mus Dialing, Inc.. U.S. Long Distance Corp., 1.5, Long Distance, Inc., US.
Billing, Inc. and Bell Atlantic (cumently FINOVA Capstal Corporstion) (Exhibit 10.11 1o
September 30, 1993, Form 10-K)

Third Amendment to Amended and Restated Loan and Security Agreement dated October |, 1993
by and between Zero Plus Dialing, Inc., 1.5, Long Distance Corp., ULS. Long Distance, Inc., U S,
Billing. Inc. and Bell Atlantic (cumrently FINOVA Capstal Corporation) (Exhibst 1012 10
September 10, 1991, Form 10-K)

Fourth Amendment and Joinder 1o Amended and Restated Loan and Security Agreement dated
October 1. 1993 by and between Zero Plus [ialing. Inc.. US. Loag [istance Corp, US. Long
Dstance, Inc.. U.S. Billmg. Inc. and Bell Atlantic (cumently FINOVA Capital Corporation)
(Exhibit 10.13 10 September 30, 1993, Form 10-K)

Fifth Amcndment and Joinder to Amended and Restated Losn and Security Agreement dated
November 16, 1993 by and between Zero Plus Dialing, Inc.. U.S. Long Distance Corp.. LS. Long
Distance. Inc. US Billmg, Inc. USLD Acquisition Corp. da Telecom West, Inc.. STS
Telecommunicatiums, Inc. and Bell Atlantic (cumemtly FINOVA Capital Corporation) (Exhibit
10.14 10 September 30, 1993, Form 10-K)

Letiey Agreement dated December 2. 1993 by and between Hell Atlantic (FINOVA Capital
Corpoeation) and 115 Long Distance Corp. (Fxhibit 10.15 10 September 30, 1993, Form 10-K)
Data Processing Senvice Apreement dated [december 1, 1989, as amended, by and hetween
Affilisted Computer Scrvices, Inc. and US. Long Distance Corp.. Zero Phus Dhaling, Inc. and
U.S. Billing. Inc. (Exhibit 10.16 10 Scpiember 30, 1993, Form 10-K)
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SIGNATURES

Purssant 10 the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, as amended, the
! Whﬂ-mﬂﬁmhhwnhhﬂhhmmﬂym:

U.S. LONG DISTANCE CORP.

By: /s PARRIS IL HOLMES IR.
Parris H. Holmes, Jr.
Chairmum of the Board und
Chief Executive Officer

Date: December | B, 1995

mmumuummmmm.u-ﬂﬂmhmwm
wmmmmHﬂdhmﬂhhthnhlﬁﬁydm. 1995.

Tptaderl Ik
: Chairman of the Bosrd and Chief Executive
Parris H. Holmes, Jr. Officer (Principal Exscutive Officer)
Laery M. James and Director
_Js/ MICHAELE MIGGINS Semior Vice President and Chicf Financial Officer
Mickee! E. Higgi (Principsl Financial and A ing Officer)
I/ CHARLESE AMATD Director
Charles E. Amato
I GARYD BECKER Direcior
CGiary D). Becker
W AEECOUOKE Disector
Lee Cooke




OONSENT OF INDEPENDENT PUBLMC ACCINNTANTS

As independent public accountants, we hereby consent W the mcorporation of vur reponts included an this Foon
10-K for the year ended September 30, 1995, into the Company™s previowhy filed Registration Statements (5EC File N 5
41039, 33-46567, 33-51604, 33-71228, 33-77404, 33-77612, 33-80866, I1-K16K6, 3383012, 3L01260 and 31.934982)
ARTHUR ANDERSEN LLEP
San Amtonio, Texas
December 19, 1995
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ATTACHMENT 2 - MANAGERIAL CAPABILITY




LARRY M. JAMES
Presidest and Chief Esccutive (fficer

Larry James joined LS. Long Distance in 1988 as Vice Presidem of Sales and
Masketing. Five years later he was named President and Chief Operating Officer and was
appoisted 10 his current position this year. Under Mr. James’ leadership, U. S, Long
Ihistance has become one of the ten largest public long distance companies in the country
with over 700 employces and 23 branch offices. For fiscal 1995, US. Long Distance
reporicd revenues of $225.0 million. a 24% increase over the previous vear, The
Company was included on Fortune maganine’s 1993 and 1995 Jists of the 100 Fastest
Growing Companics in America™.

in addition %o his responsibilitics a1 U. S. Long 1istance, Mr. James was very active in
shaping the Telecommunmications Act of 1996, le also serves on the Executive
Commitiee and the Board of Dircctors of the Competitive Telecommunications
Association (CompTel). the nationally recognized council which represents the interests
of the competitive iclecommunications industry.

Ms. James began his carcer with the Haggar Company, and at the age of 22 became their
youngest plant manager, oversecing the company’s Lawton, Oklahoma plant. Two years
lster he was pecruited by the Harold Scheer family. the owners of Santone Industrics, W
manage one of their plas operations.  lie was quickly promoted to Vice President of
Manufacturing, managing 2.500 people in six facilities. Mr. James was subsequently
promoted to Executive Vice President and General Manager of Samtone Industries.
Under his leadership the company grew 1o 14 plants within four years and revenues
increased from $15 million 10 $74 million. Samtonc industries was subsequently sold to
Levi Siraus in 1980,

Mer. James gradusted from Louisiana Tech University in 1969 with a B. S. degree in
Industrial Engincering. He has continued his education through M.B.A. courscs a1 St
Mary's University in San Antonio,




PHILLIP J. STORIN
Senior Vice Presidest, Chief Financial Officer

Phillip Storin began his carcer with U.S. Long Distance as Vice President. Accounting in July
1992. In 1995. Mr. Storin was promoted to Corporawe Controlier and i May 1996 assumed
the position of Chicf Financial Officer. Mr. Storin has over 20 years of financial expericnce
in publicly traded companics with a strong hackground in accounting, financial reporting and
fisancial planning and analysis.

Prior 10 joining U.S. Long Distance, Mr. Siorin scrved for five years as Director of
Accounting for Dell Computer Corporation in Austin. Tcxas where he was charged with
primary responsibility for all accounting and reporting matters. During this period, Dell prew
from a compeny with $70 million in ssnual revenucs (0 a $1 billion dollar inicrnational
corporation. Prior to Dell. was with Datapoint Computer Corporation for five years where he
held a number of fimancial management positions. Mr. Storin also spend six years with
Westvaco Corporation in New York City.

Mr. Storin is a Centified Public Accountamt and a Cenificd Management Accountant. e
carned his B.B.A. degree in Accounting and his M.B.A. in Finance from Hofstra Universay
in New York.

W. AUDE LONG
Geumersl Cousord sind Semier Vice Prosident

Audic Long has served in his present position with U. S. Long Distance since 1991. He
joined the Company in 1990 as General Cownsel and Vice President of Legal and Regulstory
Affairs, Mr. Long has served as the Company's Genesal Counsel since 1986 when be was in

privaie practice.

Ms. Long received his B.B.A. from Norh Texas University and carned his Doctor of
Jurisprudence from Sowthern Methodist University in Dallas,

JAMES S. SPEIRS
Srader Vice Pregdes, Nelwarh Tparvatisus
Chief Technical Oficer

lh%hmhﬂmﬂlﬁwiﬂﬂhﬂﬁmﬂmiﬂ:hh
telecommunications industry, which incledes 13 years with MCI/SBS, 5 yeans with Com
Sysicms / TMC Communications as Senior Vice President and Chief Technical (fficer. and
the two years as Vice President. Network Engincering for Frontier/WCT. During his carees.
m.whwmmmmwmrmm
Provisioning, Service Coondimation and Service Delivery. Mr. Speirs is currenily responsiblc
for all Network, Technical and Switching Operations areas including Network Planning and
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from the University of Hlimos.




STANLEY G. MASTERS
Srmier Vice President, Sales and Custamer Service

Stan Masicrs joined the Company in June 1991 as Director of Operator Scrvices and Direct
Dial Sakes Apemts. Mr. Masters was elecied Vice President of Direct Sales in April 1993 and
Semior Vice President of Sales the following year. Previously, Mr. Masters served as Western
Region Agem Mamager of Metromedia Communications where he recruited. trained and
developed agents in the Midwest and Western United Stales.

mw,-ﬂwﬁﬂhnmhdn} for 6 branch offices. and as Manager of
Training-Westers Region with responsibility for all sales agent training in the 14-statc Western
Repion.  Telecom USA was merped with MCT in August 1990,

RICHARD E. BURK
Vice Presidest, Strategic Flansing

privasely owned long distasce company in the staie after which he fouaded his own coasulting
business. ' While st Telco, Mr. Burk negotisted the first local interconmection agreement with
Sontirwestern Bell.

Cusremly. Mr. Burk is scrving his sccond term as President of the Texas Association of Long
Distance Telephone Companics.

rocemtly serving a3 Vice Presidem of Sales and Service for American Telco, Inc.
Additionally, he scrved on the Exccutive Sicering Committer that provided diseclion (o the
Information Sysems Depsrtment, including direct involvement with computer software
comversion of a customer hilling sysiem and a network
Ia addition. Dr. Jeskins has been imegrally involved in high-level sirategic
plassing snd seay of the different fenctionsl area of the ieiecommunications business.
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ATTACHMENT 3 - TECHNICAL CAPABILITY

USLD cusrently owns and operates four stalc-of-the art DSC DEX 000 switches,
in Atlants, Georgia, Houston, Texas, Seattle, Washington and Los Angeles, California
USLD also owns and operates a DSC DEX 400 in Waco, Texas, and 3 state-of-the-ait
Operator Center including approximaicly one hundred and fifly operator stations,
sutomatic call completion equipment and a debit card platform, in San Antonio, Texas
USLD leases fiber oplic transmission capacity from scveral underlying facilities-based
providers and originates traffic from its own points-of presence (“POPs”) throughout the
couniry. USLD proposes to provide local exchange scrvice in Florida initially on a resale
basis, such that the facilities and services underlying USLD's products will be completely
controlied by the incumbent LEC.
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