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OPPOSITION OF PEOPLES TELEPHONE COMPANY, INC.

Pursuant to Section 1.429(f) of the Commission's Rules, 47 C.F.R. § 1.429(f),

Peoples Telephone Company, Inc. respectfully opposes certain ofthe Petitions for

Reconsideration ofthe Commission's Second Report and Order ("Second R&O") in the above-

captioned proceeding that urge the Commission to alter its market-based approach to dial-around

• 1
compensatIOn.

I. BACKGROUND AND SUMMARY OF POSITION

After participating in nearly every aspect of the Commission's implementation of

the payphone provisions ofthe Telecommunications Act of 1996, Peoples urges the Commission

to resolve the issues presented in the petitions for reconsideration in this proceeding as rapidly as

possible. The Second R&O has addressed the errors identified by the D.C. Circuit so that the

Commission should now conclude its proceeding rapidly so that the deregulatory and

Implementation ofthe Pay Telephone Reclassification and Compensation Provisions ofthe
Telecommunications Act of1996, CC Docket No. 96-128, Report and Order, 11 FCC Red 20541 (1996)
("Order"); Order on Reconsideration, 11 FCC Red 21233 (1996) ("Reconsideration Order", together
"Payphone Orders"), remanded sub. nom., Illinois Public Telecommunications Association v. FCC, 117
FJd 555 (D.C. Cir. 1997) ("IPTA"); Second Report and Order, FCC 97-371 (reI. October 9, 1997).
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competitive forces that it has unleashed can promote "the widespread deployment of payphone

services to the benefit of the general public" as mandated by Congress. 47 U.S.C. § 276(b)(l).

To this end, the Commission should not now alter its market-based approach to

determining a fair compensation to payphone service providers (PSPs) for access code and 800

subscriber calls (together, "dial-around" calls) as suggested by AT&T, the paging industry

(PageMart Wireless, Paging Network and American Alpha) and the Consumer Business

Coalition for Fair Payphone 800 Fees (800 Coalition). No party has supplied credible evidence

on the lack of competitiveness of the payphone industry that would justify veering from the

sound course the Commission has charted. In fact, Peoples, as one of the largest independent

PSPs, with over 40,000 payphone in operation nationwide, proves the very competitiveness of

the payphone market and the ease of entry in providing payphone services. Although Peoples in

its Petition for Reconsideration suggests some minor implementation corrections to the

Commission's post-remand ruling, 2 the basic approach of relying upon market forces to provide

fair compensation for payphone service providers remains sound and should be affirmed.

The Commission should move expeditiously to resolve these issues to ensure that

deregulation and competition provide the results the Commission envisioned in the Second R&D.

Simultaneously, Peoples supports the APCC's suggestion that the Commission should affirm and

implement its tentative conclusion that it will apply the $.284 dial-around compensation rate to

the period beginning October 7, 1996 and ending October 6, 1997, subject to any adjustments to

Peoples will respond in its Reply Comments in this proceeding on the specific errors the
Commission made in its avoided cost methodology analysis.
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the rate made in this reconsideration proceeding. Petition of the APCC for Partial

Reconsideration at 19.

II. THE COMMISSION SHOULD EXAMINE OTHER MARKET-BASED SURROGATES AS THE

STARTING POINT FOR FAIR DIAL-AROUND COMPENSATION.

As Peoples explained in its Petition (Peoples Petition for Reconsideration at 3-4),

the Commission on remand corrected the sole error that the D.C. Circuit identified with the

Commission's approach to setting a default rate for dial-around calls. The Court did not find

reversible error in the Commission's decision to set a default rate based upon a market surrogate,

namely the deregulated local coin rate. Rather, the Court disagreed with the Commission's sole

stated rationale for the market surrogate that the Commission selected.3 Specifically, the Court

read the Commission's decision as providing only one (and in the Court's view, flawed) basis on

which to link the default rate for dial-around calls to the deregulated market-based rate for local

coin calls -- that the costs ofthose calls "are similar.,,4

In the Second R&D, the Commission addressed the differences in the costs to

payphone service providers of originating dial-around (or coinless) calls, on the one hand, and

local coin calls, on the other. The Commission used an avoided cost methodology to establish a

market-based rate for dial-around calls, by adjusting the local coin rate for cost differences

incurred by payphone providers in originating local coin and coinless calls.

3

4

IPTA, 117 F.3d at 563-564.

Id. at 563.
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Although the Commission made the correct policy choice in basing dial-around

compensation on a market-based surrogate, the Commission should reexamine the actual market

based surrogate that it selected as the basis for dial-around compensation. To that end, the

Commission is well justified in placing added reliance upon different market-based surrogates,

rather than solely upon the local coin rate, as the starting point for determination of fair

compensation. See Second R&D at ~ 41.

For example, the Commission could have chosen as a market-based surrogate the

commissions paid to PSPs by interexchange companies ("IXCs") as suggested by the

RBOC/GTE/SNET Payphone Coalition. The RBOC/GTE/SNET Payphone Coalition has

estimated on the record that commissions paid to PSPs by IXCs for routing 0+ operator-assisted

calls to be $.39-$.63 per call. RBOC/GTE/SNET Coalition Remand Comments at 24-26.

Moreover, the APCC has estimated AT&T's commission levels to be $.45 - $.80 per call. APCC

Remand Comments at 7-9. Use of either of these surrogates, as noted by APCC, would have

resulted in a higher dial-around compensation rate for two reasons. First, the average 0+

commission level is significantly higher than the deregulated local coin rate. Second, there is no

cost differential to be accounted for between the two types of calls because the underlying carrier

costs of a dial-around and a 0+ call are essentially the same (i.e., there are no significant cost

differences between two types coinless calls). APCC Petition for Partial Reconsideration at 7.

The Commission ought to reevaluate why it did not choose to use other market-based surrogates,

which also like the local coin rate are freely determined in a competitive market environment, as

the starting point for its determination of dial-around compensation.
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III. THE P AYPHONE INDUSTRY IS BECOMING EVEN MORE COMPETITIVE Now THAT THE

COMMISSION HAS DEREGULATED THE PAYPHONE MARKET AND ELIMINATED

BARRIERS TO ENTRY.

The Commission also should reject suggestions that a market-based surrogate is

not appropriate in the payphone industry as a measure of "fair" dial-around compensation

because the industry is allegedly non-competitive. For example, the Commission should dismiss

the 800 Coalition's unsubstantiated and conclusory statements that "there is no evidence that the

payphone market is any more competitive than the local telephone market." 800 Coalition

Petition for Reconsideration at 3. Nothing could be farther from the truth.

Over a dozen years ago, the Commission authorized the registration and

interconnection of "smart" payphones5 and, as a result, companies like Peoples have grown such

that they now have approximately 40,000 operational payphones nationwide. As the

Commission recognized, there is an ease of entry and exit into the payphone business that is

highlighted by the fact that, as the Commission has noted, there are over 15,000 PSPs and more

than 350,000 competitively provided payphones nationwide. Order at ~~ 11 n.24, 9. Moreover,

to date, no state has petitioned the Commission for the ability to re-regulate local rates to correct

any alleged locational monopolies that may have existed. In fact, now that the Commission has

established a structure to eliminate all state and local barriers to entry, the industry is poised to

become even more competitive. In light ofthese factors, the payphone industry has a completely

different market structure than the local telephone market: whereas the competitive payphone

industry has had over a decade to mature, competition for local telephone services is still in its

5
In the Matter ofRegistration ofCoin Operated Telephones, 57 RR 2d 133 (1984).
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infancy in terms of prevalent competition nationwide. Thus, any comparison between the two

industries should be rejected.

Because the payphone market is competitive, the Commission also must reject the

800 Coalition's tired proposal to use a forward looking, incremental cost-based mechanism as the

basis for dial-around compensation. The Commission has been correct to rely on market forces

to set an appropriate rate for dial-around compensation. It should not change course now.

In addition, the Commission should reject AT&T's request that the Commission

use as its starting point for fair compensation a $.25 local coin rate. AT&T Petition for

Reconsideration at 16-17. The Commission was correct to select the $.35 rate that a majority of

PSPs charged in the five out of the seven states that had deregulated local payphone rates.

Second R&D at ~ 12 n.33. Moreover, since October 7, 1997, nearly all of the Bell Companies,

GTE and most independent PSPs have implemented a $.35 local coin rate such that $.35 is the de

facto local coin rate nationwide. Thus, it was perfectly reasonable for the Commission to settle

upon the higher $.35 rate.

IV. THE USE OF A MARKET-BASED RATE DOES NOT PROVIDE A WINDFALL PROFIT TO

P AYPHONE SERVICE PROVIDERS.

Even more suspect is the 800 Coalition's conclusory use ofphrases that have no

substance and are not justified by the record. The 800 Coalition's Petition is replete with

references to the "windfall profit" that Peoples and other PSPs will receive as a result of this

$.284 per call dial-around rate. The $.284 rate is more like a shortfall, rather than a windfall.

Indeed, in its comments and replies in this proceeding, Peoples has consistently shown that the
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average cost of a payphone call is over $.40 per call. See e.g., Comments of Peoples Telephone

Company (filed July 1, 1996).

In fact, if Peoples were receiving a windfall, it would, by definition, be earning

supra-profits. An examination of Peoples publicly disclosed financial statements shows the

fallacy ofthis statement. For the three-month period ending September 30, 1997 as reported to

the Securities and Exchange Commission in its most recent Form lO-Q, Peoples incurred a net

loss, before income taxes of $2.794 million (the actual loss was $4.910 million, but this figure

should be adjusted for the reduction of dial-around compensation from $.35 to $.284 for the first

six months of 1997 that Peoples recognized in the third quarter, $2.116 million). Attachment 1,

Page 3, contains Peoples Form 10-Q filed on November 13, 1997. These results include the dial-

around compensation accrued at a rate of $.284 per call for 131 calls per month. Comparing this

to the same quarter one year earlier in which Peoples was receiving dial-around compensation

based on the Commission's old $6.00 per month regime, Peoples incurred a loss of $4.904

million (the reported actual loss of $3.404 million should be adjusted for a one-time, non-

recurrent income source of $1.5 million). As a result of dial-around compensation at a rate of

$.284 per call, Peoples reduced its net loss from $4.904 million to $2.794 million, or by

$703,000 per month -- certainly not enough to move Peoples into a profitable position, let alone

to be characterized as a windfall.6 Thus, the 800 Coalition's loose and unsupported accusations

of the Commission "granting a windfall" should be rejected and the Commission should continue

adhering to its market-based approach to dial-around compensation.

In fact, Peoples had estimated in its initial comments in this proceeding that a local coin rate and
dial-around compensation rate of $.3 5 would result in only a 3.61 percent rate of return on assets -
certainly not a windfall. Peoples Comments at 27 (filed July I, 1996).
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v. CONCLUSION

Congress provided the Commission with broad authority to craft a comprehensive

payphone compensation plan that fairly compensates payphone providers for each and every

completed call that originates from their payphones. The D.C. Circuit approved the

Commission's general approach, but remanded to the Commission for further consideration the

use of a default rate for dial-around compensation that did not adequately account for the

differences in costs between coin and coinless calls. The Commission has addressed this sole

deficiency on remand and should not now veer from the appropriate policy choices that it made

originally in the Payphone Orders, namely to rely on market forces to derive a fair rate for dial-

around compensation.

Respectively submitted,
PEOPLES TELEPHONE COMPANY, INC.

By:~c- S ~~d5C~.
Eric L. Bernthal
Michael S. Wroblewski
LATHAM & WATKINS
1001 Pennsylvania Ave., N.W., Suite 1300
Washington, D.C. 20004
(202) 637-2200

Bruce W. Renard, General Counsel
PEOPLES TELEPHONE COMPANY, INC.
2300 N.W. 89th Place
Miami, FL 33172
(305) 593-9667

January 7, 1998
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UNITED 51ATES SECURITIES AND EXCHANGE COMMISSION
Washington. D.C. 20549

[X] Quarterly Report Pursuant to Section 13 or 15(d)
of the Securities E~change Act of 1934

For the Quarterly Period Ended: September 30,1997

or

( JTransition Report Pursuant to Section 13 or 15(d)
Of the Securities Exchange Act of 1934

Commission File Number: 0001-12443

PEQPLES TELEPHONE COMPANY. INC.
(Exact Name ofregistrant as specified in its charter)

NEWYORJ(
(State or other jurisdiction of
incorporation or organization)

13-2626435
(I.R.S. Employer
Identification No.)

2300 NQRTI{WEST 89TH PLACE. MIAMI. FLORIDA 33172
(Address of principal executive offices) (Zip Code)

(305) 593·9667
(Registrantls telephone number, including area code)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or
15(d) ofthe Securities Exchange Act of 1934 during the preceding 12 months and (2) has been subject to such
filing requirements for the past 90 days. Yes.x. No _

APPLICABLE aNtY TO CORPORATE ISSUERS:

Indicate the number ofshares outstanding of each of the issuer's dasses of common stock, as of the latest
practicable date. Common Stock, $.0 I Par Value, outstanding at November 12. 1997: ]6,202,434 shares.



Part I. FfNANCIAL fNFOR.\itAnON
Item I. FiNANCIAL STATEMENTS

A.neIS

PEOPLES TELEPHONE COMPAJ.~, INC.
CONSOLIDATED BALANCE SHEETS

(in thousands. except per share data)

September 30,
1997

December 31,
1996

(UDlludited)

15,079

130,085

13,556
1.523

28.855
100.657

57.3.

548
952

19,240
5,697
24ts

Current assetS
Cash and cash ¢quivaleots S 7,330 S \2.556
Accounts receivable. net of allo",ance for doubtful aCCOUIl!5 of
$4.\64 and $4.361 . " .. , '" . .. . . . 15.735 1l.S98
Inventory 2,340 2,412
Prepaid expenses and other current assets. . . . . . . . . . . . . . . . . . . . 2.132 2.665

Total current assets. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 28,237 29,231
Property and equipment, net 55,353 65,06i
Location contracts, net. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 25.906 27,465
Goodwill, net . . . .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4,371 5,660
Intangible assets. nel 1.135 l,768
Other assets. net . . . .. . . . .. . . .. .. . .. .. .. . . .. . . . .. . .. . .. . .. 4,215 6,610
Deferred income taxes. . . . . . . . . . . . . . . . . . . .. . . . . . . . . . . . . . .. Z,407 3,401
Investments \.376 \,662

Total assets S 124,9QQ !:OS"",,",,~14;.l·9&llt8:=7~O

Liabilities and Sbareholders' Equity
Current liabilities
'Notes payable and current maturities of long·tenn debt ..... ... $ 599 $
Current ponion of obligations under capital leases .. : . . . . . . . . . . 606
Accounts payable and accrued expenses 18,259
Accrued interest payable " : : . . . . . . . . . . . . . . . . . . 2,614
Tax.es payable : : . . . . . 2.7.53

Total current liabilities : . . . . . . . . . . 24,831
'Notes payable and long-term debt... \00,180
Obligations under capital leases : . . . . . . . . . . 196

Totalliabilities : : . . . 125,207
Commitments and contingencies :
Preferred St~k

Cumulative convertible preferred stOck, Series C, S.OI par value,
160 shares authorited; 150 shares issued and outstanding 13,672

Preferred stock dividends payable 2.310
Total preferred stock 15,982

Shareholders' equity
Preferred stock; $.01 par value; 4,240 shares authori:tcd;
none issued and outStanding ............•.................

Convertible preferred stock; Series B, $.01 par value; 600 shares
authorized: none issued and outstanding .

Common slock; $.0 I par value; 75,000 shareS authorized;
16, \95 shares issued and outstanding 162 162

Capital in excess of par value , , .. . 59.551 60,453
Accumulated deficit (75,197) (63.438)
Unrealized loss on invesnnentS (1.705) (J 410

Total shareholders' deficit to : .. • • (J7,189} (4,2U}
TotalliabiIities and shareholde~' equity : : . . L 124,090 &$....,""""'"14~Ql:!ll!,8;&;70~

The accompanying notes are an integral part of these consolidated financial statements.
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PEOPLES TELEPHONE COMPANY, INC.
CONSOLIDATED STATEMENTS OF OPERATIONS

(UDAl1dited, in thousands. except per sbare data)

For the three months ended
Sepsember 30,

Revenues:
Coin c:llIs S
Non-coin calls .

Total re\l cnues , .

COSlS and expenses;
Telephone charges ., .
Commissions , .
Field service and collection - .
Selling, general and adminisu-ative ............•...
Depreciation and amortization ..........•..... , .
Provision (or dial-around compensation adjusnnent .
Other (income) ex.pense , . : .

Toul COStS and expenses , .

Operating loss , .

Interest expense, net ...........•.................

1991

19,196
12.115
32,021

1996

20,093
10.901
30,994

Loss before income taxes .
Benefit from income taxes ..............•.....•...
Net loss ........•....•......... , ...•.•... ,.... "~""""!!I~~~

Loss per common Snare both primary and
fully diluted ,... !:§_="'*"'~

Weighted average common and common equivalent shares
outstanding ., ,' , .

The accompanying notes are an integral part ofthe.se consolidated financial statements.
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PEOPLES TELEPHONE COMP~~. INC.
CONSOLIDATED STATEME~TS OF OPERATIONS

(unaudited. iD thousands. except per 'hare data)

For the nine months ended
September 30,

R.evenues:
Coin calls ,.,., , , . . . . . . . S
Non-coin cal1s - .

Tolal revenues .. , .

COSts and expenses:
Telephone charges .
Commissions .•.................................
Field service and collection .....•..............•...
Selling, general and adminiStr3.!ive ...•.•..•.........
Depreciation and amortization .•....................
Provision for dial-around compensation adjustment .
Other (income) expense ; .

Total costs and expenses .

Operating loss ....•....•.........................

Other (income) and expenses:
Interest expense, net .

Gain on disposal ofprepaid calling card and
intemational telephone centers. . .

Toml other (income) and expenses, net .

Loss before income taXes .
Benefit from income ta.xcs .
'Net loss ......•.................................

Loss per common share both primary and
fully diluted .............................•......

Weighled average cornmon and common equivalent shares
oUlStalIding ...•......................•.........

\997

57,029
39,595
96,624

26,882
25,550
15,414
9.896

18,705
2,116

98.563

(1,939)

9,&20

-9.820

(11,159)

t (J 1,759)

S P7}

16.125

1996

S 58,229
lS.:2~.Q

93,449

29,7S4
25,430
\4,965
9,885

17,846

U,500J
96.410

(2.961 )

9,667

cs.!5)
2,]22

(12,083)

§ (/2,08JJ

S (.79)

16.185

The accompanying notes are an integral part of these consolidated financial statements.
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PEOPLES TELEPHONE COMPANY. INC.
STATEMENTS OF CONSOLIDATED CASH FLOWS

(Unaudited, in tbousands)

For the nine mODths eoded,
September 30,

Cash flow from operating activities:
Net loss , .
Adjusrrnents to reconcile net loss co net cash

provided by operating activities:
Depreciation and amonization .
AmortiZ3Iion ofdeferred fmancinl COSts ...••.......
Gain on sale ofassets , •..•.....••...•...........
Change in operating assets and liabilities:

Accounts receiv~ble .
Inventory .
Prepaid expenses and other current assets .
Other assets .....•.........................•.
Accounts payable and ac:cNed

expenses , , .
Accrued interest payable ..........•.... , .
Taxes payable ~ .

Net cash provided by operating activities , .

Cash flow from investing activities:
Payments for acquisitions and certain contracts .
PropertY and equipment additions .
Proceeds from sale of assets .... , ...............•..
Change in investments ......................•....

Net cash used in investing activities .

CclSh flow from financing activities:
Net payments under note payable to bank ., _..
Principal payments under capital lease obligations .
Debt issuance COSts .....•....•..................

Net cash used in financing activities . . . . . . . . . . . . . .....

Net decrease in cash and cash equivalents .
Cash and cash equivalents at beginning of period _

S (11.759)

18,70S
661

(4,680)
72

(167)
566

900
(3,083)

(46)

1,175

(3.192)
(2,282)
1,373
(898)

(4,999)

(426)
(758)
(218)

0.402)

(5,226)
12 556

S (12,083)

17,846
657

(545)

(1,354)
(\2)

(376)
203

887
(2,966)

182

2,439

(3,045)
(1,895)

1.746
31

(3,163)

(426)
(862)

(l 288)

(2,012)
12 366

Cash and cash equivalents at end of period . . . . . . • . . . . . . $ 7.339 § 10.354

The accompanying notes are an integral parr of these consolidated financial stltements.
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PEOPLES TELEPHONE COMPANY, INC.
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

S£PTE)mER 30.1997 AJ."fD SEPTEMBER 30.1996
(unaudited)

NOTE 1 • UNAUDITED INTERL'\1 L'lFOR.'1ATION

The: ;lceompanying interim consolidated financial dam for Peoples Telephone Company, Inc. (the ··Company·') and
subsidiaries. are unaudited; however, in the opinion of management, the interim data include all adjustments
necessary for a fair presentation of the resultS for the interim periods. The preparation of financial statements in
conform i1ywith generally accepted accouruing principles requires management to makeestimates and assumptions
that affect the reponed amounts of assets and liabilities at the date ofthe financial statements and the reported
amounts of revenue and expenses during the reporting period. Actual results could differ from those estimates.

The results of operations for the three months and nine months ended September 30, 1991 are not necessarily
indicative of the results to beexpected for the year ending December 31, 1997.

The interim unaudited consolidated financial statements should be read in conjunction with the audited
consolidated financial statements and nores thereto for the year ended December 31. 1996 as set forth in the
Company's 1996 Annual Report on Fonn 10-K. Certain amounts for 1996 have been reclassified to conform with
the current year presentation.

NOTE 2 • INVESTMENTS

InvestmentS in debt and equity securities are accounted for in accordance with StatementofFinancial Accounting
Standards No. 115 ("SFAS 115'), Accoullling for Ce71ain Investments in Debr and Equity Securities. The
Company's investment in Global Telecommunications Solutions, Inc. ("GTS") is classified as "available for safe,"
and reported at fair value with unrealized gains or losses, net of tax, recorded as a separate component of
Shareholders' Equity. The Company's investment in GTS common stock at September 30, 1991 was
approximately $0.5 million, net ofapproximately S1.7 million of unrealized losses.

At September 30, 1997, the Company had a $0.9 million investment in debt securities c:lassified as "held-to
maturity".

NOTE 3 • EARNINGS PER SHARE

For 1997 and 1996, c.ommon stock equivalents were excluded since their effect is anti-dilurive. See primary and
fully dilutive loss per common share calculation as summarized on page 9.

NOTE 4 • LONG-TERM DEBT

During March 1997, the Company executed an amendment to the fourth Amended and Restated Loan and Security
Agreement (the "Credit Facility") which increased the Credit Facility from $10.0 million co $20.0 million. The
interest rate on balances outstanding under the Credit Facility varies based upon the leverage ratio maintained by
the Company. Outstanding principal balances are due in full in the year 2000. Interest is payable monthly for
loans based on the prime rate and quarterly for loans based on the LIBOR rate. A commitment fee of Yz of 1% is
charged on the aggregate daily available balance ofthe Credit Facility. The Credit Facility is secured by
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substantially all of the Company assets and contains cert3in covenants which. among oth~r thin~s. ;equire the
Company to maintain certain cash flow levels and interest coverage ratios and places certam restrtctlons on the
payment of dividends.

At September 30, 1997, the Company was in compli<1nce with the covenanrs and had no amounts borrowed under
the Credit Facility.

NOTE 5 - SHAREHOLDERS' EQUITY

In !Vlarch 1997. the Company's shareholders approved an increase in the number of authorized shares of the
Company's Preferred Stock and Common Stock to 5 million and 75 million shares. respectively.

NOTE 6 - INCOME TAXES

For the three and nine months ended September 30, 1997, the Company recorded deferred tax assets and deferred
ta.'t asset valuation allowances ofapproximately $1.9 million and $4.5 million, respectively. Valuation allowances
were provided to reduce the 9-.eferred taX assets to a level which, more likely than not, will be realized.

NOTE 7 -OTHER INCOME

Other income ofS 1.5 million in the quarter ended September 30, 1996 relates to the resolution ofthen outstanding
litigation.

~OTE 8 - PROVISION FOR DIAL-AROUND COMPENSATION ADJUSTMENT

On September 20, 1996, the Federal Communieations Commission ("FCC') adopted rules in a doeket entitled In
the Matter of Im1?lementatjQo of the ray Telephone Reclassification and Compensation Provisions of tbe
Telecommunications Act of 1996, FCC 96-388 (the "1996 Payphone Order"), implementing the payphone
provisions ofSection 216 ofthe Teleeommunications Act of 1996 ("Telecom Act"). The 1996 Payphone Order.
which became effectiveNovember 7, 1996, initially mandated dial-around compensation for both access code calls
and 800 subscriber calls at a flat rate of$45.85 perpayphone per month (131 calls multiplied by $0.35 per call).
Commencing October 1, 1997 and ending October 6, 1998 the $45.85 per payphone per month rate was to
transition to a per-call system at the rate ofSO.35 per call. Several parities filed petitions for judicial review of
certain ofthe FCC regulations including the dial-around compensation rate. On July 1. 1997, the U.S. Court of
Appeals for the District of Columbia Circuit (the "Courf') responded to appeals related to the 1996 Payphone
Order by remanding cerrain issues to the FCC for reconsideration. These issues included, among other things, the
manner in which the FCC established the dial-around compensation for 800 subscriber and access code calls·, the
manner in which the FCC established the interim dial-around compensation plan and the basis upon which
interexchange carriers ("IXCs") would be required to compensate payphone service providers (UpSPs'). The Court
remanded the issues to the FCC for further consideration, and clarified on September 16, 1997 that it had vacated
certain portions ofthe FCC's 1996 Payphone Order, including the dial-around compensation rate. Specifically,
the Court detennined that the FCC did nor adequately justify (i) the per-call compensation rare for subscriber 800
and access code calls atthe deregulated local coin rate of$0.35, because it did not sufficientlyjustify its conclusion
that the costs oflocal coin calls are similar to those ofsubscriber 800 and access code calls; and (ii) the allocation
of the payment obligation among the IXCs for the period from November 7, 1996 through October 6, 1997.

In accordance with the Court's mandate, on October 9, 1997, the FCC adopted and released its~
Report and Order in the same docket, FCC 97·371 (the "1997 Payphone Order"). This order addressed the per
call compensation rate for subscriber 800 and access code calls that originate from payphones in light of the
decision ofthe Court which vacated and remanded cerrain portions ofthe FCC's 1996 Payphone Order. The FCC
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concluded th:lt the rate for per-<:3ii compen~rioi1 fOi s;.:!;~ri~r gOO ~nti ~~~..~ code callS rrom paypIlIJIIC;;) .;) \111;

deregulated local coin rate adjusted (or certain cOSt differences. Accordingly, the FCC eStablished a rate ofSO.284
($0.35-S0.066) per call for thc first two years ofper-call compensation (October 7. 1997 through October 6, 1999).
The [XCs are required to pay this per-call amount to PSPs, including the Comp:lny. begil'lning October 7, 1997.
After th~ first two years of per-call ~ompensation. the market-based local coin rate, adjustcd for certain costs
defined by the FCC as SO.066 per call, is the surrogate for the per-call rate for subscriber 800 :lnd access code calls.
These new rule provisions were made effective as of October 7, 1997.

In addition. the 1997 Payphone Order tent3tively concluded that the same SO.284 per call rate adopted
on a going-fol'\llard basis should also govern compensation obligations during the period from November 7, 1996
through October 6, 1997, and that PSPs are emitled to compensation for all access code and subscriber 800 caBs
during this period. The FCC stated thac the manner in which the payment obligation of the IXCs for the period
from November 7, \996 through October 6, 1997 will be allocated among the IXCs will be addressed in a
subsequent order.

Based on the FCC's tentative conclusion in the 1997 Payphone Order, the Company has adjusted the
amounts ofdial-around compensation previously recorded related to the period from November 7, 1996 through
June 30, 1997 from the inirlaJ-o$45.85 rate to $37.20 ($0.284 per call multiplied by 131 calls). As a result of this
adjustment, the provision, net ofapplica.ble commissions, recorded in the third quarter for reduced dial-around
compensation is approximately $2.1 million (SO.13 per share). Forthe period from July 1, 1997 through October
6. 1997, the Company has recorded (and will record) dial-around compensation atme rate of$37.20 per payphone
per month. The amount of dial-around revenue recognized in the period from July 1, 1997 through October 6,
1991 is approximately $4.7 million and such amount will be billed after final resolution of the allocation
obligations ofthe [XCs as determined by the FCC.

The Company's counsel, Latham & Watkins, is of the opinion that the Company is legally entitled to
fair compensation under the Telecom Act for dial-around calls the Company delivered to any carrier during the
period from November 7,1996 through October 6,1997. Based on the infonnation available, the Company
believes that the minimum amount it is entitled t~ as fair compensation under the Telecom Act for the period from
November 7, 1996 through October 6,1997 is $37.20 per payphone per month and the Company, based on the
information available to it, does not believe that it is reasonably possible tha.t the amount will be materially less
than $37.20 per payphone per month. While the amount ofSO.284 per call constitutes the Company's position of
the appropriate level of fair compensation, certain IXCs have asserted in the past, are asserting and are expected
to asscrt in the future that the appropriate level of fair compensation should be lower than 10.284 per eall. In a
letter to the FCC dated August 15,-1997, AT&T stated its intention to make dial-around payments to PSPs based
on its imputed rate of SO 12 per call until the FCC issues a new order setting the level offair compensation.
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PEOPLES TELEPHONE COM}'ANY, INC.
COMPUTATION OF PRIMARY AND FULLY-DILUTED LOSS

PER COMMON SHARE
(unaudited, in thousands, e:tcept per sbare data)

For The
Three Montbs Ended

Sep!e.mbtt 30.
1997 1996

(4,910) $ (3,404)

(262) (2622

(5 \72) L. q,§66)

1§.195 t6195

p~ § (,13.1Primary and funy Qiluted loss per common and common equivalent share .S_===_~Jol

Less:
Cumulative preferred stock dividends .

Net loss for per share computations ..•.. to • • • • • .. • • • • • • • • • • • • • • • • ~S==-=~~il:I!

Net los.s .. , . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . S

Number ofshares:
Weighted average shares used in the per share computation .

Net loss , .•...•.........•......•.............

Less:
Cumulative preferred $to<:k dividends .

Net loss for per share compu[3.uons ................•.•...........

Number of shares:
Weighted average shares used in the per share computation .

Primary and fully dilUted loss per common and common equivalent share

For The
NiDC MODths Ended

September 30,

- 1997 1996

S (11,759) S (12.083)

(7$8) (788)

S '12 547) $ <12,871}

16 !95 16.1 8S

S (Q.7n 1 <'121
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ITE;\I Z. MANAGEMtNT'S DISCUSSION AN"'D ANA.L....S;:; Of f:NANC!AL CONDITION AN l) Kt.~UL I ~

OF OPERATIONS

The following discussion and analysis compares the qU01rter llnd nine montl\s ended September 30. 1997
to the quarter and nine months ended September jO, 1996 and should be re:ld in conjunction with the consolidated
financial SLatements and notes thereto appearing elsewhere in this Form 10-Q and in conjunction with
MD.nagement's Discussion and Analysis appe:1ring in the Company's Form IO·K for the year ended December j 1,
!996.

Statements in Management's Discussion and Analysis relating to matters that are not historical facts are
forward-looking statements. Such forward-looking statements involve known and unknown risks, uncertainties
and other factors, which may cause the actual results, performance or achievements of Peoples Telephone
Company. Inc. (the "Company") to be materially different from any future results, performance or achievements
expressed or implied by such forward-looking statements. Such known and unknown risks, uncertainties and other
factors include, but are not limited to, the following: the impact of competition, especially in a deregulated
environment (including the ability ofthe Company to implement higher market-based rates for local coin calls),
uncertainties with respect to rae implementation and effect ofthe Telecommunications Act of 1996. including any
new rule making by the Federal Communications Commission ("-FCC") or litigation which may seek to modify
or overtUm the FCC's orders im.plementing such act or portions thereof, the ongoing ability of the Company to
deploy its phones in favorable locations, and the Company's ability to continue to implement operational
improvements. Such factors and others are set forth more fully in the Company's 1996 Annual Report on Fonn
IO-K, Quarterly Reports on Form lO-Q, Current Reports on Form 8-K and the consolidated financial statements
and notes thereto appearing elsewhere in this report.

Revenues

The Company primarily derives its revenues from coin and non-coin calls. Coin revenue is generated
exclusively from calls made by depositing coins in the Company's public pay telephones. Coin revenue represented
approximately 61.8% and 64.8% oitota! revenues for the quarters ended September30, 1997 and 1996 and 59.0%
and 62.3% oftotal revenues for the nine months ended September 30, 1997 and 1996, respectively. Coin revenue
decreased 1.5% to $19.8 mil1ion during the quarter ended September 30, 1997 and decreased approximately 2.1%
to SS7.0 million for the nine months ended September 30, 1997, compared to the same periods in 1996. The
Company's average installed public pay telephone base was approximately 39,000 phones and 387400 phones for
the nine month period ended September 30, 1997 and 1996, respectively. Coin revenue on a per phone basis
decreased by4.1% and 3.6% for the quarter and nine months ended September30, 1997, respectively, as compared
to the same periods in 1996. The Company believes that this decrease can be attributed to a shift in call mix,
particularly away from coin and operator assisted long distance traffic to access code and 1·800 catls. Also, the
decline was magnified by atemporary increase in the numberofcoin local and long distance calls in 1996 resulting
from the implementation and promotion of new coin calling programs during the spring and summer months of
1996.

The Company believes that the number ofcoin calls made at its public pay telephones may remain flat or
decrease over time. The Company believes that, among other things, the decreases will primarily result from the
increased usage ofalternative methods ofcalling such as prepaid calling cards and wireless technologies and from
higher expected local coin calling rates. The Company anticipates that coin revenue will begin increasing as a
result ofthe recently commenced phase in ofhigher market-based local coin calling rates nationwide following
the deregulation ofthose rates on October 7. 1991. The Company cannot predict whether or to what extent the
increased local coin calling rates will impact the number ofcalls made.
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Nonacoin revenue is deri....ed from c3.lIing card calls, credit c3J'd calls. collect caiis and mirdapaity oiili:dt;aiis
placed through primary designated operator service providers from the Company's public pay telephones and
inmate telephones. as well as from dial-around compens:1tion as described below. The Company currently uses
AT&T a.nd Sprint to act as its primlltY nationa.l operator service providers. When c41l1s are completed through the
primary designated operatOr service provider. the Company records as revenue the amount it receives from the
primary designated provider which represents a negotiated percentage of the total amount the caller pays for the
c:lIl. In May 1996. AT&T began paying a specified per call amount for certain calls as opposed to a percenI41ge
ofthe revenue generated by those calls. The Company estimates thl:lt the impact on non-coin revenue ofthe change
in the compensation structure under this earlier AT&T contract was a decrease ofappro:dmately S1.9 million for
the nine months ended September 30. 1997. During the third quarter, the Company negotiated a new AT&T
contract undertenns which the Company considers more favorable and complementary to the Company's S1l"3.tegy
of market differentiation by maintaining dual carrier capability.

In addition to the change in compensation under the fonner AT&T contract, the Company is continuing
to e:<perience a shift in call traffic from operator assisted calls, for which the Company receives a percenrage of
the revenue generated by those calls, to access code calls for which the Company receives a flat rate per phone
or per call compensation 3111ount. Due to aggressive advertising campaigns by long-distance companies
promoting the use of access code calls, the Company believes that the decrease in non-coin revenue due to the
changes in call traffic pattems is likely to continue. However, these decreases in non-coin revenue are currently
being more than offset by chang~ in the amount of compensation received by the Company for access code calls
as well as (800) subscriber calls ("dialaaround compensation"). See "Provision for Dial-around Compensation
Adjustment" below for further discussion of dial-around compensation revenue recognition.

Non-coin revenue represented approximately 38.2 % and 35.2% of total revenues for the quarters ended
September 30, 1997 and 1996, respectively. For the quaner ended September 30, 1997, revenues from non-eoin
calls increased 12.1% to approximately $12.2 million, compared to the quarter ended September 30,1996. For
the nine months ended September 30, 1997, non-coin revenue increased approximately $4.4 million, or 12.4%,
to approximately $39,6 million as compared to the same period of the prior year. This increase was primarily
attributable to the increased dial-around compensation, offset by the change in the Company's compensation
structure under the former AT&T contract, the decline in operator assisted calls, and the decrease in revenues in
the inmate division. During the nine month period ended September 30, 1997, the Company operated an average
of 1.564 inmate telephone lines compared to 2,035 during the same period of 1996.

Operating Expenses

Operating expenses include telephone charges, commissions, field service and collection expenses and
selling, general and administrative expenses. Telephone charges consist of local line and ancillary charges paid
to Local Exchange Carriers which include costs ofbasic service and transport oflocal coin calls, long-distance
transmission charges and network costs and billing, collec.tion and validation eosts. Commissions represent
payments to property owners and correctional facilities for revenues generated by the Company's telephones
located on their properties. Field service and collection expenses represent the eosts ofservicing and maintaining
the telephones on an ongoing basis, costS ofcollecting coin from the telephones and other related operational costs.
Selling, general and administrative expenses primarily consist of payroll and related costs. legal and other
professional fees, promotion and advertising expenses, property, gross receipts and certain other taxes. corporate
travel and entertainment and various other expenses. Total operating expenses were approximately 79.1 % and
85.8% oftotal revenues for the quarters ended September 30, 1997 and 1996, respectively. For the nine months
ended September 30, 1997 Iotal operating expenses were 80.5% of total revenues as compared to 85.7 % for the
same period in 1996.

Telephone charges decreased as a percentage of total revenues to 27.3% for the quarter ended September
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30. 1997. compared to 32.4% for the same period in 1996. The "Company hiLS e.;q,erlc;i1.:eJ ~~;:i~:d ::!:yh~~:
chOlrges as a result of regulatory changes and emerging competition within the Ioc:al/intraLATA service markets.
For the nine months ended September 30. 1997 and 1996 telephone charges were 27.S% and 31.9% of total
revenues. respectively. In addition. the decrease in telephone charges for the nine months ended Sept.ember 30.
1991 c~n be paniillly attributed to a decline in the number of calls placed through the Compan}"s private label
op~rOl.tor service program. The Company pays tne costs incurred to transmit, bill. collect and validate the call when
the c:llI is completed throu~ itS private label operator services. In contrast. the Company incurs no such costs
when a third-part)' operator service provider such as AT&T or Sprint completes the cllil.

Commissions as a percentage ohotal revenues for the three months ended September 30, 1991 decreased
to 23.8% as compared to 26.8% in the same period ofthe prior year. The decrease in commissions as a percentage
or revenues for the three months was primarily Attributable to an adjustment for the renegotiation of a lower
commission percentage during the contract term under ajoint venture with AT&T for providing pay telephones
at Atlanta's Hartsfield International Airport and other adjustments totaling approximately $2.0 million. For the
nine month periods ended September 30, 1997 and 1996, commissions were 16.4 % and :27.2% of revenues.
respectively. reflecting the same adjustment noted above for the three month period.

Field service and colleCtion expenses as a percentage of total revenues were 16.3% and 16.6% for the third
quarter of 1997 and 1996, respectively. For the nine months ended September 30, 1997 field service and collection
expenses were 15.9% compared·with 16.0% forthe same period in 1996. Field service and collection expenses
increased approximately 1.1% (0 approltimately $5.2 million forthe third quaner of 1997 and approximately 3.0%
[0 $15.4 million forme nine months ended September 30, 1997, as compared to the same period in 1996, reflecting
the growth in average pay telephones. Selling, general and administrative expenses increased approximately SO. 7
million forthe third quarter of 1997 to approximately $3.8 million as compared to the same period in 1996. This
increase was primarily attributable to additional costs associated with legal and regulatory work performed
pertaining to the 1997 Payphone Order and the settlement ofan employment contract with a former executive. For
the nine months ended September 30, 1997 and 1996, selling, general and administrative expenses were unchanged
at approximately $9.9 million.

Depreciation and Amortizarion

Depreciation is based on the cost of the telephones, booths, pedestals and other enclosures, related
installation costs and line inrerconnection charges and is calculated on a straighr-line method usil'lg a ten-year useful
life for public pay telephones and a five.year useful life for inmate telephones. Amortization is primarily based
on acquisition costs including Ioc:ation contracts, goodwill and non.competition provisions and is calculated on
a straiiht-line method using estimated useful lives ranging from five to twenty yean. Depreciation and amortization
increased to 56.3 million for the quarter ended September 30, I991, compared to $6.0 million for the same period
in I996. For the nine months ended September 30, 1997 and 1996, depreciation and amortization expense was
approximately $18.7 million and $17.8 million, respectively. These increases are primarily attributable to
amonization expense relared to cost of acquiring and renewing location contraCTS.

Provision for Dial-Around Compensation Adjustnunt

01'1 September 20, 1996, the Federal Communications Commission ("FCC'') adopted rules in a docket entitled In
the Maner of Implementation of the Pay Telephone B.cclassification and Compensation Provisions of the
Telecommunications Act of 1996, fCC 96·388 (the "1996 Payphone Order''), implementing the payphone
provisions ofSection 216 of the Telecommunic:ations Act of 1996 ('«relecom Act"). The 1996 Payphone Order,
which became effectiveNovember 7, 1996, initially mandated dial·around compensation for both access code caUs
and 800 subscriber calls at a flat rate of$45.85 per payphone per month (t31 cans multiplied by $0.35 per call).
Commencing October 7, 1997 and ending October 6, 1998 the $45.85 per payphone per month rate was to
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transition to a per-call system at the rate ofS0.35 per call. S.evcr31 parities filed petitions for judiciai rcvicwuI
certain of the FCC regulations includin, the dial-around compensation rate. On Jul~ I. 1997. the U.S. Court of
Appeals for the District of Columbia Circuit (the "CoUrt") responded to appeals related to the 1996 P~yphone
Order by remanding certain issues to the FCC for reconsideration. These issues included. among other thmgs. the
manner in which the FCC established the dial-around compensation for 800 subscriber and access code calls, the
manner in which the FCC established the interim dial-around compensation plan and the basis upon which
interc:'(change carriers ("IXCs") .....ould be required to compensate payphone service providers ("PSPs"). The Court
remanded the issues to the FCC for further consideration. and clarified on September 16. 1997 that it had vacated
certain portions of the FCC's 1996 Payphone Order. including [he dial-around compensation rate. Specifically.
the Court detennined that the FCC did nor adequ,llely justify (i) the per-call compensation rate for subscriber 800
and access code calls at the deregulated local coin rate ofSO.3S. because it did not sufficiently justify irs conclusion
that the costS of local coin calls are similar 10 those ofsubscriber 800 and access code calls; and (ii) the allocation
of the payment Obligation among the IXCs for the period from November 7, 1996 through October 6, 1997.

In accordance with the Court's mandate, on October 9. 1997, the FCC adopted and released Its Second
Report and Order in the same docket, FCC 97-311 (the "1997 Payphone Order"). This order addressed the per
call compensation rate for suPscriber 800 and access code calls that originate from payphones in light of the
decision ofthe Court which vacated and remanded certain portions ofthe FCC's 1996 Payphone Order. The FCC
concluded that the rate for per..eall compensation for subscriber 800 and aceess code calls from payphones is the
deregulated local <;oin rate adjusted for certain cost differences. Accordingly, the FCC established a rate ofSO.284
(SO.35-$0.066) per call forthe first two years ofper-call compensation (October 7, 1997 through October 6, 1999).
The IXCs are required to pay this per-call amount to PSPs, including the Company, beginning October 7, 1997.
After the first two years of per-call compensation, the market-based local coin rate, adjusted for certain costs
defined by the FCC as $0.066 per call, is the surrogate for the per-call rate for subscriber 800 and access code calls.
These new rule provisions were made effective as ofOctober 7, 1997.

In addition, the 1997 Payphone Order tentatively concluded that the same 50.284 per call rate adopted on
a going-forward basis should also govern compensation obligations during the period from November 7, 1996
through October 6, 1997, and that PSPs are entitled to compensation for all access code and subscriber 800 calls
during this period. The FCC stated that the manner in which the payment obligation of the IXCs for the period
from November 7, 1996 through October 6, 1991 will be allocated among the IXCs will be addressed in a
subsequent order.

Based on the FCC's tentative conclusion in the 1997 Payphone Order, the Company has adjusted the
amounts of dial-around compensation previously recorded related to the period from November 7, 1996 through
June 30, 1997 from the initial $45.85 ratc to 137.20 (SO.284 per call multiplied by 131 calls). As a result ofmis
adjusnnent, the provision, net ofapplicable commissions, recorded in the third quarter for reduced dial-around
compensation is approximately $2.1 million (SO.13 per share). For the period from July 1, 1997 through October
6, 1997, the Company has recorded (and will record) dial-around compensation at the rate oU37.20 per payphone
per month. The amount of dial-around revenue recognized in the period from July 1, 1997 through October 6.
1997 is approximately $4.1 million and such amount will be billed after final resolution of the allocation
obligations of the rxcs as detennined by the FCC.

The Company's counsel, Latham & Watkins, is of the opinion that the Company is legally entitled to fair
compensation under the Telecom Act for dial-around calls the Company delivered to any carrier during the period
from November 7, 1996 through October 6, 1997. Based on the infonnation available, the Company believes that
the minimum amount it is entitled [0 as fair compensation under the Telecom Act for the period from November
7. 1996 through October 6, 1997 is $37.20 per payphone per month a.nd the Company, based on the infonnation
available to it, does not believe that it is reasonably possible that the amount will be materially less than $37.20
per payphone per month. The foregoing sentence constitutes a forward-looking statement within the meaning of

13



Section 21 E of the S~curities and Exchange Act of 1934, as amended. While the amount ot 1u.18.. per caU
constiNtes the Company's position ofthe appropriate level of fa.ir eompen~tion, certain I~Cs have ass~rted in the
past. are asserting and are expected to assert in the future that the approprIate level of faIr compensation should
be lower than SO.:8~ per call. In a letter to the FCC dated August IS, 1997. AT&.T slated its intention to make
dial-around payments to PSPs based on its imputed rate ofSO.12 per call unlil the FCC issues a new order setting
the level of fair compensation.

Otlrer Income

Other income of $1.5 million during the three months ended September 30. 1996 resulted from the
favorable resolution of then outstanding litigation.

Operating Loss

The operating loss for the three months ended September 30, 1997 was approximately $1.7 million as
compared to $0.1 million for the third quarter of )996. For the nine months ended September 30, 1997 and 1996,
the operating losses were ape,roximately $1.9 million and $3.0 million, respectively.

Inurest Expense

Fonhe third quarter of 1997, interest expense was approximately $3.2 million which was nearly the same
as the third quarter in 1996 of$3.3 million. Interest ex~nse increased approximatelY 1.6% to approximately $9.8
million for the nine months ended September 30, 1997, as compared to the same period ofthe prior year.

Gain on Disposal ofPrepaid Calling Card and International Telephone Centers

The nine months ended September 30, 1996 includes a gain on disposal of prepaid calling eard and
inremational telephone centers of approximately $0':; million received in connection with the sale of the
Company's international telephone center operations and approximately SO.3 million recognized in connection
with the merger of Global Link Teleco Corporation and Global Telecommunications Solutions, Ine.

Benefitf10m Income Taxes

The Company recorded valuation allowances for t00% ofthe deferred tax assets generated from operating
losses for the three months and nine months ended September 30, 1997. The Company recorded deferred tax
assetS and deferred taX asset va.luation allowances of approximately $1.9 million and $4.5 million for the three
months and nine months ended September 30, 1997, respectively.

NerLoss

The Company had a net loss ofapproximately $4.9 million and SJ 1.8 million for the three months and nine
months ended September 30, 1997, respectively, compared to a net loss ofapprol(imately $3.4 million and $12.1
million for the same periods in 1996, respectively.

Earnings Before IntertSt, Income Taxes, Depreciation and AmortiZlJlwn

EBlTDA is not presented as an altemative to operating results or cash flow from operations as determined
by GeneraJly Accepted Accounting Principles ("GAAP'"), but rather to provide additional information related to
the ability ofrhe Company to meee current trade obligations and debt service requirements. EBlTDA should not
be considered in isolation from, or construed as having greater importance than, GMP operating income or cash
flows from operations as a measure of an entity's performance.
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EBIIDA was approximately $4.6 million for the quarter ended September 30, 1991, compared to S5.9
million for the same period in 1996. EBlTDA for the nine months ended Stptemb¢r 30, 1997 and 1996 was
approximately S16.8 million :lnci S15.4 million. respectively. The decrease in EB1TDA for the.thr:c mon~ period
is primarily attributlble to the provision for dial·around compensation in 1997 and other operanng Income 10 1996,
panially offset by higher dial-around revenue and lower telephone charges in 1997.

Liquidity and Capiral Resources

During the third quarter of 1997, the Company continued to finance its operations from operating cash flow.
For the nine months ended September 30, J997. the Company's operating cash flow was $1.2 million compared
to $2.4 million for the same period in 1996.

The Company's net working capital was approximately $3.4 million. wirh a current racio of 1.1 to I, ar
September 30, 1997. This is compared to net working capital ofSO.4 million and a current ratio of 1.0 to 1 at
December 31, t996.

During March 1997, the Company executed an amendment to the Founh Amended and Restated Loan and
Security Agreement (the "Credit Facility'') increasing the Credit Facility from 510.0 million to $20.0 million. The
interest rate on balances outstanding under the credit facility varies based upon the leverage ratio mainrained by
[he Company. All outstanding principal balances are due in full in the year 2000. Interest is payable monrhly for
loans based on the prime rate and quarterly for loans based on the LIBOR rate. A commitment fee of Y:: of 1% is
charged on the aggregate daily unused balance ofthe Credit Facility_ The Credit Facility is secured by substantially
all of the Company assets and contains certain covenants which, among other things, require the Company to
maintain certain cash flow levels and interest coverage ratios and places certain restrictions on the payment of
dividends. At September 30, 1997, the Company was in compliance with the covenants and had no amounts
borrowed under the Credit Facility.

Based upon current expeCtations ofme Company's operations and resolution ofcertain regulatory issues,
the Company believes that cash flow from operations, tOiether with amounts which may be borrowed under the
Credit Facility, will be adequate for it to meet its working capital requirements, pursue its business strategy and
service its obligations with respect to its 1211.% Senior Notes, although there can be no assurance that it will be
able to do so.

The preceding foIWatd looking information is subject to a variety offactors and uncertainties, including the
impact of competition on the Company's operations, the ultimate implementation and effect of the
Telecommunications Act of 1996, and the ongoing ability of the Company to deploy its phones in favorable
locations, implement higher deregulated local coin calling rates and to continue to implement operational
improvements.
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