v -

Recent Sales of Unregistered Securities

During 1997, the Registrant issued ﬁ)ungsrcmofz,lw.OOOshadelussACmnonSmckm
connection with the acquisition of CERPnet, (ii) 2,757,083 shares of Class A Common Stock in connection with
the acquisition of ETC, end (iii) 1,667,624 whole shares of Class A Common Stock in connection with the
acquisiion of BizTel. See *‘Business—Other Receat Developments.” The issuance of Class A Common Stock
in each acquisition wes deemed cxempt from the registration requirements of the Securities Act pursuant 1o
Section 4(2) of the Securities Act of 1933, as amended. The reciplents of Class A Common Stock in each
ransaction represented their insentions to acquire the Class A Common Stock for investment purposes only and
not with a view to or for sale in connecdon with any distribution of Class A Common Steck.

Item 6. Sslecied Pinancial Data

The following tables present historical summary combined financial dara for the years 1993, 1994 and 1995,
derived from the combined aundited historical financial statements of TCG and TCG Parmers. The selected
frnancial data set forth below for the years 1996 and 1997 have been derived from the consolidated financial
statements of TCG. The financial statcments for the years 1995 through 1997 have been andited by Deloitte &
Touche LLP, independent auditors, whose report therson appeara elsewhere in this Form 10-K.

Yours Ended December 31,
1997 199 1998 1994 1993
(dolinrs in thousandy, axcapt share amovnts)
Siatements of Opcrations Data:
Revenses: )
Telecommmuicetions $ervIEe . ..o vvvrsnsiniiacaciones S 494304 5 244854 % 134652 S 99583 § R2I4
Management end Toyalty fees(1)...ovivivereiooan,,, - 22,208 31517 20,691 1,855
TOtR REVEDUEE ¢ oo vnuvveeernryurnansasanconasnssnssns 494,304 267,565 166,169 120.674 83,029
OpErating EXPEIISE. o .. vvvt o erarierratisnconnarsoreas 263,430 157,591 93118 6572 24218
$alling. general and sdministrative expenses() «..ov.-.. .. 165977, 85,18 50475 20,930 . 34281
In-process research and devalopment 0OGIN3)- . ...veavian. - 12,000 - -_ - —
Depreciation and Roordaadan .. ..veeaeiseiaoieinne 155,402 78416 32837 19,933 16,197
OperatIng LOBE . o0 v ivreo e o avevrarenasntenenmrnesasss (132,515) (83,283) (15261) . (15820 02N
Interest:
TAIEront In0OTDe .. vuvrrireeerennecnrassntsarennann,, 31,111 30,219 4067 1,711 10672
IRDETOST BXPOLED ... .-\ e\ vareaseaneansniosasiaoens (116.172) (73,633) (23,331 (3079) {1407
INet IRTR0eI EXPEASE 1 ou e ererresr.onerisrsnsnronrarense (85.061) {43,414) (19,264) (3,368) (335)
Minonity INtrest8) ..ovieeeervnrraesotisaanarcarrnas — 3,520 663 / 1,395 79
Bquity i losses of anconselidated affiliates ......_....,,.. 03,427 (19,400) (19.541) €11,763) (2,114)
Loss befone InCOmMe taXEs . ., .0 \vverseunnnneeararssrenns (221,008) (112,657) {53,403 (29,856) (22420)
Income tax {provision) banefit , . ,....0vvaeierinnaninis (1,664) 2,193 {401) (433) 4,145
Nt 1055 + v vvavseenenemerassassene e cenerancesns $ (32667 $ (114850) $ (5,404) 5 (29989) § (18271)
| ————— R —— I ——————
Nt 1098 Per SBArS . ae v ivcvaveirrinrinioceeerureanss H (1.34) § 00 8§ @O S (D4 § 0.26)
L - B _
Waighted average number of shares . ... .ovenvioiooon,,,, 165,720,059 114443695 70,000,140 70,000,040 70,000,140
. ——— e — - a—— I - ———— - ———
Other Data:
BBITDA(S) cvivvitciierarverrannoneaninnsosrsiotsnns 3 4887 3 25053 § 22376 § 4113 § (4570
Cash fBows from opemting seUVilies «....o..eeiessreiio- @@L 93,618 36,141 87,753 47438
Cash Aows from Investing aotivitied. ...ovvoeeninarians (34},624) (913 ,513) (207,967) (265,026) (149,107)
Cash flows from Buancing activities_ .,......coveeeveree.s 258626 1,084,573 157,638 11,557 120,822
Capital expendinures(B) vovoareneoninroirrrerrnoeansnns 501,065 308.112 154,807 143,276 155,184
Ratio of eamings w fixed charpes(7) .._........c.ooeonn — — — - -
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s PP AP ior), $h8 2fIIMMTatVS expenscs are expenses incarred for services provided to the
Local Market Partnerships, in the amounts of $21.4 million, $29.6 million, $19.4 million and $1.4 million
for the years 1996, 1995, 1994 and 1993, respectively.

In December 1997, TCG evaluated the acquired assets and Liabilities of CBRFnet, and as a result of the
evalustion, TCG expensed acquired in-process rasearch and development costs.

Minority interest reflects Fidelity Communications Inc.’s eguity interest in Teleport Communications
Bostoo for 1993 and 1994; a Cox sffiliate’s interest in TCG San Diego for 1993 and 1994; and TCY and
Continental affiliates’ interests in TCG St. Lonis for 1994 and 1995 and 1996, In 1996, after giving effect
to the TCG Roorganization and the debt and cquity offerings consurmmated in July 1996, the minority
Interest refiects Viacom Telecory, Inc.'s equity interests of 22.2% ang 22.9% in TCG Seattle and TCG San
Francisco, respectively, and [aterMedia Parters’ equity interest of 4.2% in TCG San Francisco. In 1997
TCG no longer recorded minority interest for the Local Market Partnerships due to the completion of the
TCG Reorganization.

EBITDA consists of esmings (loss) beform interest, income taxes, depweciaton, amartization, mmonty
interest and equity in losses of uncomsolidated affiliates. Ir is 2 measure commonly used in the
welecommunications industry and is presented to assist in undmtmdlnz TCG's operating results. BBITDA
is not intended to represent cash flows or results of operations in accordance with U.S. GAAP for the
pexiods indicated. TCG's use of EBITDA may not be comparable o similatly titled measures due to the use
by other companies of different flnancial statcment components in calculating EBITDA. In 1997, this

amoug represeats Recurring BBITDA which is defined as BEBITDA excinding & one-time aon-recutring:

charge for acquired in-progess research and development costs,

Capital expenditures for 1996 are net of the effect of the inclusion of the Local Market Partnerships as of

June 30, 1996,

The ratio of earnings to fixed charges is computed by dividing pre-tax income from operations before fixed

charges (other than capixalized interest) by fixed charges. Fixed charges consist of interest charges and the

amortization of debt axpense and discount or premium related to Indebtedness, whether expensed or
i and that portion of rental expegse the Company believes to be representative of imezest. For the

years 1997, 1996, 1995, 1994 and 1993, earnings were insufficient to cover fixed charges by $221.0 million,

$116.2 million, $54.1 million, $31.0 million and $23.2 million, respectively.

Iem 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
Overview

TCG, the first and largest CLEC in the United States, offers comprehensive telecommunications services in

msjor metropolitan markets nationwide. The Company competes with ILECs by providing lngb quality,
integrated telecommumications services, primarily over flber optic digital networks, to meet the voice, data and
video transmission needs of its customers. TCG's customers are principally telecommunications intensive-
businssses, healthcare and educational institutions, governmental agencies, long distance carriers and resellers,
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ACC CORP.
400 WEST AVENUE
ROCHESTER, NEW YORK 14611

March 27, 1998
Dear Stockholder:

You are invited to attend a Special Meeting of Stockholders (the *‘Special Mesting'*) of ACC Corp., a
Delaware corporation (*°ACC''), to be held at the offices of Nixon, Hargrave, Devans & Doyle LLP,
437 Madison Avenue, 24th Floor, New York, New York 10022, on Tuesday, Apefl 21, 1998 at 11:00 a.m., local
time.

The purpose of the Special Meeting is to consider and votes upon the Agresment and Plan of Mexges, dated
as of November 26, 1997 (the *‘Merger Agreement'*), by and among ACC, TCG Merger Co., Inc., a Delaware
cocporation {“‘MergerCo’”), and Teleport Communications Gronp Ing,, a Delaware corporation (“*TCG"™), and
all related transactions, including, without limitation, the merger of MergerCo with and into ACC (the
“Mexcger™). If the Merger is consummated, ACC will survive the Merger as a wholly-owned subsidiary of TCG,
and the shares of the Class A Common Stock of ACC, par value $0.015 per share (the “*ACC Stock™), that are
issued and outstanding at the effective time of the Merger (other than shares held in ACC’s weasury, or by a
wholly-owned subsidiary of ACC, which will be canceled without any conmsideration belng issusd or paid
therefor) will be converted anromatically into the right to receive 2 number of shares of the Class A Common
Stock of TCG, par value $0.01 per share (the *“TCG Class A Common Stock’"), 1o be determined pursnant o

the Exchange Ratio (as defined below). A copy of the Merger Agreemant s included as Appendix A lo the
attached Proxy Statement/Prospectus.

The ‘‘Exchange Ratio’* means:

(i) if the Average Price (as defined below) is less than $45.00, 1.11111;

(ii) if the Average Price is equal 10 or greater than 5$45.00, but not in excess of $55.00, a fraction, the
nomerator of which shall be $50.00 and the denominator of which shall be the Average Price; or

(iif) if the Avemge Price is greater than $55.00, 0.90909;

subject to payment of cash in liew of any fractional share.

The **Average Price” means the average of the last repocted sales prices per share of the TCG Class A
Common Stock as reported on The Nasdag National Market for the ten consecutive trading days imm:dml:ly
preceding the trading day immediately prior to the date on which the closing of the Merger occurs.

Approval and adoption of the Merger Agreement and approval of the Merger require the affirmative vote of
a majority of the outstanding shares of ACC Stock, either in person or by proxy.

THE BOARD OF DIRECTORS OF ACC HAS UNANIMOUSLY APPROVED AND ADOPTED
THE MERGER AGREEMENT AND APFROVED THE MERGER AND UNANIMOUSLY
RECOMMENDS THAT YOU VOTE FOR APPROVAL AND ADOPTION OF THE MERGER
AGREEMENT AND APPROVAL OF THE MERGER.

This Letter 1o Stockholders, the atteched Notice of Special Meeting, the form of proxy and the Proxy
Statement/Prospectias were first mailed to ACC’s stockholders on or about March 30, 1998,

In reaching irs detecmination regarding the Merper Agreement and the Merger, the Board considered, among
other thingg, the apinion of Margan Stanley & Co. Incorpocated as to the faimess, from a financial point of view,
of the consideration to be received by the stockholders of ACC pursuant to the Magger. The opinion of Morgan
Stanley & Co. Incorporated is included as Appendix B to the atteched Proxy Statement/Prospscius,

The Board of Directors has fixed the close of business on March 18, 1998 as the record date for
determination of stockbolders entitled to notice of and to vors at the Special Meeting.

In view of the impoctance of matters to be acted upon ar the Special Meeting, you are invited personally to
anend the Special Meeting. Regardless of whether you expect to be present in person at the Special Meeting,
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consents. Accordingly, thereunbcmassm:hﬂﬂxepumbaseofﬁemuofKCFNMbesumsmlb’
consummated or,. if suecessfully completed, when it might be completed. '

TCI Subordinated Note. In December 1997, TCG repaid at a discounted value of apptomatelyS?.Sl
million the TCI subordinated wote (the *“TCI Subordinated Note'’), mthbmmmlpnnenpalammntofﬂﬁ
milhun.d:at:thadissnedln'ICImﬂmTCGnglmunmL

IWW!?O.ﬂimg 'On Novembex 13, 1997, TOGoonsmnmmdapnhhcomdnsoflnso,OOOshm
ofTOGClmACommmsmk(the *1997 Equity Offering"*). Of the 17,250.000 sheres, 7,304,408 shares were
offered by TCG (realizing net proceeds of approximately $317.4 million to TOG) and 9,945,992 shares were
offered by Continental Holding Company, a Massachusetts business wust, the shares of which are owned by
MediaOne of Delaware, Inc., which is wholly owned by U § WEST, Inc. (‘U $ WEST™"). MediaOne of
Delaware, Inc. was formerly known as Continental Cableviston, Inc. (‘‘Continsntal"). Continental acquired its
interest in TCG in May 1993. Asarﬁnhofd:ecmsumaﬂonofd:elmﬂqunymfamg Continental does |
pot hold any shares of TOG Common Stock.

Biz¥el Communications, Inz. On Qotober 29, 1997, TCG acquired the remaining 50.1% equity interest in
BizTel Communications, Inc. (*°BizTel’’) not ownad by TCG in exchange for the issuance of 1,667,631 shares -
of TCG Qlass A Common Stock (with cazh paid in liet of any fractional shared). TCO had pravicusly acquired a
49.9%.interest in BizTel in February 1996. BizTel holds PCC licenses to provide telecommunications services
utilizing 33 GHz digital milliwave ransmission in over 200 geographic areas, which inclode mare than 95 of the
100 Jargest metropolitan markets and all markets where TCG operates. BizTel's 38 GHz milliwave services can
be used by TCG to economically connect customers to TCG’s fiber optic networks, to provide network

redundancy, diverse routing or quick texuporary mslxllahons and to prosnde stand-alone facilitles where TCG
does not have flber optic networks.

Bastern TeleLagic Corporation. Effective as of March 1, 1997, TCG complated its wquisitionof Eastern
Telelogic Corporation (* ETC) for 2,757,083 ghares of TCG Class A Common Stock. TCG also assumed $52.6
niillion in ETC debt and loaned $115 million to ETC, the proceeds of which were used by ETC 10 redeem the
stock held by certain minority shareholders. The acquisition of ETC provides TCG with access to the
Philadelphia market, the nation’s fifth Jargest market, and allows TCG to establish a contiguous netwark between
Boston and Washington, D.C. ETC operates a Class 5 digital telsphone switch on its 525-mile fiber opti¢ network

which conmects to more than 360 buildings. After the acquishion, the name of ETC was changed toTCG
Delaware Valley, Inc.

CERFuz Savms. Ine. On February 4, 1997, TOG scquired from General Atomic Technologies
Corporation and General Atomics all the outstanding capital stock of CERFnet Services, Inc, (*'CERFnet"™), a
leading regional provider of Interner-related services to businesses, including dial-vp -and dedicated Internet
access, World Wide Web hosting, and colocation services and Internet training, TCG issued to General Atomics,
CERFaet's former controlling stockholder, 2,100,000 shares of TCG Class A Comumon Stock and granred to
General Atomics and certain of its stockhokiees oertain registration rights with respect 1o such shares. Afier the
acquisition, the name of CERFnet was changed to TCG CERFnet, Inc.

TCG’s principal executive offices are located at 437 Rndgc Road, Executive Building 3, Dayton, New Jersey
08810 amd its telephone nnmber is ‘732—39}2000

— e -

'pums; of ACC Corp.

ACC is a switch-based provider of telecommmunications servicss in the United States, Canada, the United l
Kingdom (the “U.K.”) and Germany. ACC primarily provides long distance telecommunications services to a
divessified customer base of businesses, residential customers and educational institutions, ACC also provides

12
.

4
TR M [ ——— 0t} LA RV VL S | DI LR AAV£_



local telephone service as a switch-based local exchange reseller in upstate Now York and Massachusatts and as
- a reseller of local exchange services in Ontario and Quebec, Canada. ACC entered the German market during
1997 as a switchloss reseller of Jong distance telecommunications secvices and became a swilch-based provider
in Germany in February of 1998. ACC opeeates an advanced telecommunications netwock, consisting of ten long
distance imemnational and domestic switches located in the US,, Canada, the UK. and Germany, six local
exchange switches located in the U.S., leased transmisgion lines, indefeaxible rights of use in international
submarine cables (“TRUs’*) and nerwotk roanagement gystems designed to opfimize traffic routing.

ACC's objective is 1o grow jts telecormmunications customer base in it existing markets and to establish’
itself in deregulating Western Europesn markets that have high density telocomarunications traffic when ACC
believes that business and regulatory conditions warrant. The key elements of ACC’s business strategy are: (1)
% broaden ACC's peoetration of the US., Canadian, UK. and Gemman telecommunications markets by
expanding its long distance, local and other service offecings and geographic reach; (2) to utilize ACC's
operating experience as an early eotrant in deregulating markes in the U.S., Canada and the UX. 10 penctrate
o&udmguhmmoommmmkmmnhwﬁghmmMmMMc;(a)mmhew
economiss of scale end scope in the utiization of ACC's network; and (4) to seak ‘acquisitions, investmants or
strategic alliances involving assets or businesses that ars complementary to ACC's current operations.

ACC's principal competitive srengths are: (1) ACC's sales and marketing organization and the costomized
sexvice ACC offers to its customers; (2) ACC's offering of competitive prices, whith ACC belisves generally
are lower than prices charged by the major carriers in each of its mackets; (3) ACC's position as an early entrant
in the U.S., Canadian and U.X. markets a5 an alternative carrier; (4) ACC's focus on more profitable international
telecommmunications traffic betwsen the U.S., Canada and the UK.; and (5) ACC's switched-based networking
capabilitles. ACC believes that its ownership of switches reduces its reliance on other carviers and epables ACC
to efficiently route telecommunications traffic over moltiple leased transmission lines and RUs and to control
costs, call record data and customer information. The availability of existing transmission capacity in its markets -
makes leasing of trunemission lines amractive to ACC and enables it to grow network usage without having to
incur the gignificant capital and operating costs associated with the development and operation of » transmission
line infrastructure,

ACC primarily targets business customers with approximately $300 to $15,000 of monthly usage, selected
residential castomers and colleges and unfversities. AOC belioves that, in addition to being price-driven, these
customers tend t be focused on customer service, more likaly to rely on a single carrier for their
telecommunications needs and less likely to change carriecs than larger commercial customers. The diversity of
ACC’s targeted customer base enbances network utilization by combining business-driven workday traffic with
night and weekend off-peak traffic from stndent and residential customers. ACC strives to be more eost effective,
flexible, mnovadvemdmpomwetothemedsofmwmmmemamwm:s,wlndxlnnmpallyfom
their direct sales efforts on large commercial accounts and residential customers.

ACC was originally incorporated in New York in 1982 under the name A.C. Telecannect Corp. and was

in Delaware in 1987 under the name ACC Corp. ACC Corp.’s consolidated subsidiavics include

ACC National Long Distance Corp., AOC National Telecom Cocp. and ACC Long Distance Corp. (collectively,

“*ACC US.”), ACC TelEnterprises Ltd. (**ACC Canada’) and ACC Yong Distance UK Limited (“*ACC

UX."). ACC's principal executive offices are locatad at 400 West Avenne, Rochester, New York 14611 and its
telephone nuinber at that address is 716-987-3000.

ACC Rectut Developments

ACC Managemen: Changes. On December 5, 1997, ACC announced that its Chairman of the Board of
Directors and Chief Executive Officer, David K. Lamjak, 62, bad died unmexpeciedly due to health-related
complications. As & result, ACC's Board of Directors named Robert M. Van Degna, Chairpan of the Board of
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Summary Fistorical Financial Data of ACC *

The following table presents summ:rymsmddﬂnandaldmdAOC.mtummldmfmemhofme
years in the five-year period ended December 31, 1997 have been. denvcd from the audited historical
consolidated financlal smvements of ACC, '

These data should be read in conjunction with, and arequnliﬂedmﬁxeuenumty by, the consolidated
financial staterpents of ACC and the related notes thereto, wh:chmmcludedhumn.Sec “IndzxtoFmamal
Statements—ACC Corp. and Subsidiaries.”’

" Year Eadad Decsmber 31
90 - 1M 1995(6) 1996 1997(4)

i = (ellars in thonsmpdy, except per share ansunts)
CONSOLIDATED STATEMENT OF OPERATIONS DATA: ) o1

Toral reveBne ., ... vvvieerenancanienorionninniaes Gereeeeraniasesnranne S10546 $125444 $188.866 306,767 $372.613
Net income (10ss) from continoing operations(1) .......oooiveecvnnanens, 5 1,655 B5(11,329) 5 (5354 § 1765 $ 10391
Nax incoue (Jott) fros continaing operstions sfter Series Am«udsm

dividends aaf ACCPEON(L) . vsoasieiinsitscteeairiiiriareparaacnesans $ LA B5(11,329) 5 (58) § 5284 S5 10391

Na income (Jass) from continping opecations aMSmuAhzﬂnedSM
dividends aad accredon per common and comumon equivalear share(2)

kM s ¢ v rcarrancusionte e testeanatecnnnaasnaratearestvtetsranet $ 016 § (109)'S (052 ¢ 037 §3 082

B P § 016 5 (1.09) § (052 $ 0 $ 0O

OTHER FINANCIAL DATA: .

Cazh dividends daclaosd per share of Cless A Commont Swock(2X3) -covv.0c. 5 040 'S 008 & 002 § — 3§ —
Decemaber 31,

1993 19%4 1995(6) 1996 1997{4)

CONSOLIDATED BALANCE SHEET DATA:

B T T S 61,718 § §aadi $523.984 3204031 $319.618
Long terma debl, exchuding CUMMent MBS .+ .o.ocvvemanrianransanaonts S 1,795 529914 S 28050 $ 6007 ¢ 90.221
Redoceoable reforrad SICK - .« oreveesoarvanreacarsarcriosisriecesonns § — 5§ ~ 59448 3 — $ —
Shapshaldecs’ a;ui:y ..................................... Nesesesnanan §508 § 19.0!6 $ 26407 §117.863 8187716

(o)) hctndwnpmotﬂ.lwotchmhmmdiuIﬂﬂhmﬁwmmoftMAtCmmwmfwmﬂum
for its Canadisn customiers, Also incindes an asset wrire-down of 512,807 in 1993,

(2) On Jama 14, 1995, the ACC Bosrd of Directors sudhorized o three-for-two stock spilt in the form of a stock dividend issved on August
8, 1996 of the ACC Stock to shaveholders of record as of July 3, 1996. Slna:dpummmnufonllpﬁo:pmodshvam
adjusted for che stock split.

(3) The ACC financing umangements restrict the puyment of dividonds on the ACC Stock. AOC antcipates that it wifl not pay divideads in
the foresecuble future.

4) Includes the resuls of operations of companiss acquired by ACC during 1997: Traasphone Internadonal Lid. from Juoe 1, 1997, Unived
Telecoes Lud. from July 1, 1997, VISTA Intemational Commanications Jnc. from August 1, 1997, and'l‘:lﬂudomlCommludons
Deutschlond Linvised Partnership fom Yoly 1, 1997.

(5) Balapoe sheer data from discomimred operstions Is exctuded.

(6) Inchudes the resnlts of operations of Merowide Commmumications from August 1, 1995, tha dato of aequisition.
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THE BUSINESS OF ACC

General

ACC is a switch-based provider oftcleeommmcuhons sexvices in theUmted States, Canada, the UK and
GmmAOCmmﬂymwdeshngﬁmulmmmcﬁmmmndimﬁedmmmof
businesses, residential customers and educational institutions. ACC also provides Jocal telephone service as a
switch-based local exchange resaller in upstate New York and Massachusetts and as a reseller of Jocal exchange
services in Ontario and Quebec, Canada. ACC entered the German market during 1997 as a switchless reseller
of long disance telecommunications services and became a switch-based provider in Germany in Pebroary of
1998. ACC operates an advanced telecommunications hetwork, consisting of ven long distance international and
domestic switches located in the US., Canada, the U.K. and Germany, six local exchange switches located In
the US., uuedmmkdonhnegmUsandekmnagmmttymdwgnedmopmumfﬁcmumg

" ACC's objective is to grow. its telecommunications customer base in its existing markets and v establish
itself in deregulating Western Enropean markets that have high density telecommunications treffic when ACC
bdiavesdnthlshosnngrenwwymﬁdonswmmmhydmnofkcc;buﬂneumym(l)
v broaden ACC's penetration of the U.S.. Cagadiap, UK. avd German telecommunications markets by
expanding its long distance, locel and other cervice offerings and geograpbic reach; (2) to utilize ACC's
operating experience as an excly entrant in deregulating markets in the U.S., Canada and the UK. w penetrate
other deregulating talscommanications markets that have high density telecommunications traffic; (3) to achieve
economies of scale and scope In the wilization of ACC’s network; and (4) to seek acquisitions, investments or
strategic slliances involving assets er businesses that are complementary to ACC's curent operations.

ACC's principel competitive strengths are: (1) ACC's sales and marketing organization and the customized
service ACC offers to its customers; (2) ACC's offecing of competitive prices, which ACC believes generally
are lower than prices charged by the major carriers in each of its mazkets; (3) ACC's position es an early entrant
in the U.S., Canadian and U.K. markets as an alternative carrier; (4) ACC's focus on more profitable intemational
telecommunications traffic between the U.S., Capada and the UX.; and (5) ACC's switched-based networking
capabilities. ACC believes that its ownership of switches redvces fts reliance on other carriers and enables ACC
to efficiently ronte lelecommunications traffic over multiple leased transmission lines and IRUs and to control
costs, call record data and customer information. The availability of existing transmission capacity in its markets
makes leasing of transmission. lines attractive to ACC and ensbles it to grow network usage without having w
incox the significant capital and operating costs associated with the development and operation of a transmission
linz infrastracture. .

ACC primarily targets business customers with approximately $500 to S15,000 of monthly usage, selected
residential costomers and colleges and universities. ACC believes that, in addition 10 being price-driven, these
customers tend to be focused on customer service, moce likely to rely on a single cerrier for their
telecommunications needs and less likely to change carciers than larger commercial customers. The diversity of

© ACC's targeted cistomer base enhances necwork utilizadon by combiming busipess-driven workday traffic with-

night and weekend off-peak maffic fram stadent and residential customers. ACC strives to be more cost effective,
fiexible, innovative and responsive to the needs of its customers than the major carriers, which principally focus
their direct sales affores on large commercial accounts and residential customers.

Recent Developments

ACC Management Changes. On December 5, 1997, ACC announced that its Chaoman apd Chief
Executive Officer, David K. Laniak, 62, had died unexpeciedly due to health-related complications. As a result,
ACC's Board of Directors named Robert M. Van Degna, Chairman of the Board of Directors. Mr. Van Degna
has served as an outside director of ACC since 1995. ACC's Board of Directors also established an office of the
Chief Executive 10 joindy perform the functions of Chief Executive Officer, consisting of Christopher Bamoft,

Executive Vice President, Michael R. Daley, Executive Vice President and Chief Financial Offiesr, and Steve
M. Dubnik, Executive Vice President.
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U.S. WATS Merger. On October 28, 1997, ACC entered into the USW Merger Agreament, by and amqng
ACC, Acquisition Sub, and USW, pursuant to which Acquisition Sub would have merged with and into USW
(the “USW Merger'"). On Mach 11, 1998, for reasons beyand the control of both parties which made it
impossible to conclude the USW Merger prior to the March 31, 1998 termination date, ACC and USW agreed to
2 mutnal texmination of the USW Merger Agreement,

Industry Overview

The global telecommunications industry has dramatically changed during the past several yoars, beginning
in the U.S. with AT&T's divestitare of its RBOCs in 1984 and culminating with the 1996 ameadments to the
- 1.8, Communications Act of 1934 (the *'U.S. Commumigations Act'’), mdoonnmnnngmndn.lheUK.md
other countries with various regulatory changes. Proviously, the long distance telocommunicationt industry in
the US,, Canada and the UK. consisted of one or & few large facilities-besed camiers, such as AT&T, Bell
Canada and British Telecom. As a resalt of the AT&T divestiture and the recent lagislative changes in the U.S.
and fupdamental regulatory changes in Canada snd the UK., coupled with technologioal and network
infrastructire developments which increased mzﬁﬁmﬂy:bvdcowdmuhcmmmunm
capacity of@mﬂcm&elwg&mmﬂn&yb&&whpedm&nhgmywmpﬁmem
of numercus alizmative long distance carriers In each of these countries. In addition, since the AT&T divestimre
in 1984, competition has heightened in the Jocal exchange market in the U.S. and Cannda. ACC antloipates that
deregulatory and economic influences will promote the devalopment of competitive telecommunications markets
in other countries.

Long Distance Market. The U.S. long distance market has grown to over $93 billion in annual revenues
daring 1996, according to PCC estimates. ATET has reroained the largest long distance carrier in the U.S.
market, retaining approximately 48% of the market, with MCI and Sprint with regpactive market shares of
approximately 20% and 10% of the market during 1996, ATAT, MCI and Sprint constimte what generally is
regarded as the first tier in the U.S. long distance market. Larga regional long distance compmnies, some with
national capabilities, such as WorldCom, Inc. (which in 1996 merged with MPS Communications, Inc.), CWI,
Frontier Corp., Fixcel Telecommunications and LCI Intemational, constitute the second tier of the industry,
aithough WorldCom would become a first tier company upon consummation of its pending merger with MCL
The remainder of the U.S. long distance market share is comprised of several hundred smaller companies,
including ACC U.S,, known as third-tier cariers. In additlon, recent U.5. legislation, which removes certain
long-standing restrictions on the ability of the RBOCs to provide long distance services, and the World Trade
Organization (“'WTO'") accord on basic services, will have a substantial impact on the long distance markes

Commencing in 1990, competition was introduced in the Canadian long distance market. The Canadian long -
distance roacket is dominated by a consortium of facilities-based local and Jong distance telephone companies
(e.g., Bell Canada, BC Tel, Maritime Tel) operating as the *‘Stentor’ group of companies. A second group of
long distance providers, consisting principally of AT&T Canada Long Distence Services Company (“AT&T
Canada’*), Sprint Canada (a subsidiary of Call-Net Telecommunications Inc.) and fONOGROLA Inc., own and
operate trapsmission lines through which they provide long distance vojce and data services in the Canadian :
markets. Other long distance providers, including ACC Canada, generally leass ransmission lines through which '
they resell long distance services in the Canadiam market.

The intemational, pational and local markets for voice telephone services in the UK. and Northern Treland
accounted for approximately (Pounds) 1.5 billion, (Pounds) 2.0 billion and (Pounds) 2.2 billion, respectively, in
revenues doring the 12 months ended March 31, 1997, according to estimates from The Office of
Telecommunications (*‘Oftel’"), the UK. telecommunications regulatory authority. Ia the UX., British Telecom
historically has dominated the telecommunications market. British Telecom was the largest carrier during snch
12 month period, with approximately 58.2%, 78.4% and 38.7% of the revenues from international, national and
local voice telephone services, respectively. Cable & Wircless (“CWC’*) which owns and operates
interexchange and Jocal loop transmission facilities, is the second largest carrier of volce relecommunications in
the U.K. The remainder of the U.X. long distance market iz comprised of an emerging market of licensed public
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telephone operators, such a8 Energic' Communications Lud. (“Enargis™), WorldCom, ACC UK. .and varicas
cable companies, end lmtcbed-baud resellers such as Pirst Telecom and Espnt Telecom of the UK. Lid
(“Boprit”) and Sprint. - :

Long distance carriers in the US., Cm.-damdmuk.mbecmgoﬁmdbysemndisﬁmﬁons. One
distdnction is between transmission facilities-based companies and non-transmission facilities-based companies,
or resellers. Transavission facilities-based carriers, such a8 AT&T, Bell Canada and Brhtish Telecom, own their
own Jong distance interexchange or transmission facilities and odiginate and terminate calls through local
oxchange systems. Profitability for transmission facilides-based carriers is dependent not only upon their ability
to generate mavenues but also apon their ability to manage compkx petworking and transmigsion costs, All of
the first- and most of the second-tier Jong distence companies in the U.S. mukets are transmission facilities-
based carriexs andgamﬂyoﬁasmioe nationwide. Most transmission facilities-basad carriers in the third tier
of the market offer their servioe only in'a limited peographic area. Some minsmission facilities-based camiers
contract with other ranamission facilities-based camiers to provide transmission where they have geographic
£apé in their facilities, Carriers that operate primarily as switched-based resellers, such as ACC, carzy their long
distanoe traffic over trangmission lines leased from transmission facilities-based carriers, originate and terminate
calls through incumbent local exchange carriers or CLECs such as TCG and contract with transmission facilities-
based carriers to provide transmission of long distance traffic either on a fixed rate lease basis or a call volume
basis. Profitability for non-transmission facflities-based carriers is dependent largely on their ability to generate

and retain sufficient revenue volume 1o negotiate attractive pricing with one or more transmission facilities-based
carriers.

_A secoud distinction among long distance companies is that of switch-based versus switchless resellers.
Switch-based resellers, such as ACC, have one or more awitches, which are sophisticated computers that direct
telecommpnications traffic to form a transmission path between a caller and the -recipient of 2 call All
transmission facilities-based camiees are switch-based cariers, as are many non-trapsmission facilities-based
cerriers, including ACC, Switchless resellers, in conrrast, depend on one or more transmission facilities-based
carriers or switch-based resellers for transmisslon and switching facilities. ACC believes that its ownarship of
swirches reduces its reliance on other carriers and enables ACC to sfficiently route telecommunications traffic
over muitiple leased transmission lines and to control costs, call recovd data and customer ipformation. The
availability of existing transmission capacity in its markets makeslmmg of transmigsion lines attractive to ACC
and enables it to grow network usage without having to incur the significant caplrel and operating costs
momted with the development and operation of a tranymission line infrastracture.

Lacataxchangeuarkct. In the U.S,, the existing structure of the tslecommunications indnetry principally
resulted from the AT&T divestiture. As part of the divegtiture, seven RBOCs were created to offer services in
specified geographic areas called Local Access and Transport Areas (““LATAs""). The RBOCs were separated
from the long distance provider, AT&T, resulring in the creation of distinct local exchange and long distance
mirkses, Since the AT&T divestiture, several factors have served o promote competition in the local exchange
market, incloding (i) the local exchenge carriers’ monapoly position, which provided little incentive for the local
exchange companies to Teduce prices, improve service oc upgrade their networks, and related regulations which
required the local exchange carriers to, among other things, lease transmission facilities to altemative carriers,
such as ACC, (}i) costomer desire for an alietnstive to the local exchange cariers, which developed in pert as 2
result of competitive activities in the long distance market and increasing demand for lower cost, high quality,
mhabhmvkes.mdﬁn')mwnmemntofﬁbuopncmddigxmdeammmnology,whxchcombmacltho
abihtytouanstmtvmdmandudeoathrghspeodswmrmcreasedupacﬁymdrehabmty

In Canada, similar factors promoting competition in the local exchange ruerket developed in response to
regulatory developments in the Canadlan long distance telecommunications market and to technological
advances in the telecommunications industry. The Canadien Radio-television and Telecommwmicatons
Commission (**CRTC") has appeaved the introduction of competition in local exchange services in Canada.
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Business Strategy .

ACCwuanuﬂyenmasanaltcmmvemmﬂuUS CmadaandtthK.ACC'sobjmvens 1
grow its telecommunications customer base in ity existing magkets and 1o establish itself in other deregulating
Western Buropean markets with high density telecommunications waffic. The key clements of ACC's business
strategy are 1o increase peastration of existing markets, snter new mnrkcts improve operating efﬁclency and
pursue acquisitions, invmm and strategic allimoes

Increase Penetration of Existing Markets. ACC‘s consolidated mvenuebas grown from $126.4 million to
$372.6 million over the three fiscal years ended Decomber 31. 1997, although ACC expects its growth to
decrease over time. ACC plans to farther increase lts revenue and customer base in the U.S., Canadian and UK.
markees by expanding its sexvice offerings and geographic reach. The expansion of ACC's serviee offerings is
designed o reduce the effects of price per minute decreases for long distance service and to decrease the
Jikelihood that customers will change telecommunications Garrlers. Through this strategy, ACC will seck to build
a broad base of recurring revenues in the U.S., Canada and the UK. ACC also offers local telephone services in
selected additional U.S. sod Canadian markets, including New York, Massachusetts, Quebec and Ontarig, as well
as additional data commmunications services in the U.S. and Canada. ACC beliaves that offering local servicss
mneuhmcemabditytomaandmlmgdzsmmuﬂmdmAOC'smesscbugmua
percentage of revennes.

- Enter New Markets. ACC believes that its operating experieace in deregulating markats in the U.S.,
Canada and the UK. and its experience as an early entrant 25 an alvemative carrier in those markets will assist
ACC in identifying opporwunisies fn other deregulating countries with high densiry telecommumications traffic. In
partioular, ACC believes that its position in the U.S., Canadian and UK. telecommunications markets and its
experience in providing intemational telecommumications service will assist it in establishing a presence in
Western Buropean markets when ACC belleves that businass and regulatory conditions wasrant.

ImpmnOpcm:bn,gEjhmc} ACCsmvutoachncveecommuofscaleandsoopemﬂnmofm
network, which consises of lessed transmission facilities, ten intemational and domestic switches, slx local
exchange switches and informaton systems. In order to enbance the efficiancy of the fixed cost elements of its
petwork, ACC seeks to increase its traffic volume and balance business-driven workday traffic with night and
weekend off-peak traffic from student and residential customers. ACC anticipates that competition among
transmission facilitics-baged providers of telecommunications services in the U.S. and Capadian markets will
afford ACC oppochmities for reductions in the cost of leased line facilides. ACC seeks 1o reduce its network
cost per billable minuts by maore than any reduction in revenue per billable minate. ACC also intends to acquire
additional switches and upgrade its existing switches to enhance itz network in anticipation of growth in ACC’s
customer base and. provide additional telscommunications services. ACC belloves thar its necwork switches
enable ACC to efficlenty routs telscommunications taffic over multiple transmission facilities to reduce costs,

control access 1o customer informetion and grow netwurk usage without a corresponding increase in support
costs.

Pursue Acquisitions, Investments and Sm:;w Alliances.
network, ACC enticipates that it will seek to develop strategic alliances both domestically snd internationally
andmacqmuseuandbmmormkcmtmcnumcompamthataracomplemntaryhoACC'scnm:
operations. ACC belicves that the pursuit of an active acquisition strategy is en important mesns towianl
achieving growth and economies of scale and scope in its targeted markets. Through acquisitions, ACC believes

tbat it can forther increase its traffic volume to further improve the usage of the fixed cost elerents of its
network.

Services

Commercial Long Distance Services. ACC offers its ocommervial customers in theﬁs and Censdn an

myofcnsmmlzodsu\dmandhasdevﬂopednmm]umpofsmoﬁmngsfmcomuaﬂwnomm
the UK. .
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In the U.S., although ACC historically has originated long distance voice services principally in New York
and Massachusetts, ACC is currently avthorized to origivate intrastate long distance voice and data serviees in
48 sistes and international voice and data services in all statzs. ACC’s U.S. saqvices include ‘14 inter-LATA
long distance service, and peivate live service for which a customer is charged o fixed monthly rate for
transmisslon capacity that is reserved for that customear's traffic. ACC's U.S. business services also includs toll-
free 800" or “‘888" services. In addition, ACC currently provides intra-LLATA service i certain areas for
customers who make a large number of intra-LATA calls. ACC installs automatic dialing equipment to enable
customers to placa such calls over ACC's network without having to dial an access code. However, various
states, including New York, are moving to implement “‘equal access’ for intra-LATA toll calls such that ACC’s
customers in such jurisdictions will be able to use ACC's network on a **1+" basis to complete intra-LATA 1woll
calls. ACC's ability to compete in the intra-LATA toll market depends upon the margin which exists between
the access obarges it must pay to the local exchangs company for ociginating snd terminating intra-LATA calls,
and the retail toll rates established by the Jocal exchange carriers for the local exchange camiers’ own intra-LATA
toll service. ACC's commercial services generally are priced below the ratss charged by the major carriens for
similar services and are competitive with those of other carriers.

In Canade, ACC cumrently originates long distance voice and data services in the Montreal, Toronto and
Vancouver metropalitan areas as well 2s thronghout: , British Columbia, Manitoba, New Brunswick, Nova
Scotia, Ontatic and Quebec. ACC offers its ian commercial customers both veice and data
telecommunicadons services, ACC's long distance voice services are offered to its business customers in a nine-
level discount structure marketed under the name ‘‘Edge.’’ Discounts are based on calling volurns and call
destination and typically resuit in savings ranging from 10% to 20% when compared to Stentor member rates.
Calls to the U.S. are priced at a flat zate regardless of the destination, and intemational calls are priced at a
percentape discount to the rates charged by the Stentor proup. ACC also offers toll-free ‘800" sexvices within
Canada, as well as to and from the U.S., and offers an ACC Travel Card providing substantial savings off Stentor
member “Calling Card’’ rates. ACC Camada has introduced a frame reley network, Intemet access sexvices
(including Web design/hosting) and paging services, and now provides these gervices in all provinces except
. Saskatchewan, Manitoba, New Brumswick and Newfoundland.

ACC originates long distance voics services throughout the UX. ACC presently offers its UX. custorners
voice telecommaunications services. These services include indirect acoess (known ag ““ACCess 1601'") through
the public switched telephone network (“‘PSTN’’) and the use of direct access Lines to ACC's netwark (kinown
as “ACCess Direot’") for higher-volume business ugers, Because ACCess 1601 is 2 mass market service, the
prices offered are built ayound a standard price list with volome discounts for high-volume users. ACCess Direct
is generally cost effective only for cnstomers making at least (Pounds) 5,000 per month in calls,

ACC’s US. and Canadian commercial customers are offered customized secvices, such as comprebensive
billing packages and its ‘‘Travel Service Elite’’ domestic calling cards, which allow the customer to place long
distance calls at competitive rates from anywhere in the U.S. and Canada, ACC’s standard monthly statement
includes & management summary repost, a ¢all detail repart recording every long distance call and facsimile call,

- tnd a pricing breakdown by call destination. Optional calling pattern reports, which are available at no extra -

cost, incinde call summaries by account code, area or city code, LATA (for U.S. bound calls), international

destination and time-of-day. This information fs available to customers in the form of bard copy, magnetic tape
or disk.

University Program. ACC's university program offers a variety of telecommunications services to
educational ostitutions moging from long distance service for sdministration and faculry, to integrated on-
campus services, including local and long distance service; voice mail, intercom cafling and opecator secvices for
sugdents, adm:mm:tom and facolty, ACC's sales, marketing and engineering professionals work directy with
college and university adwministrators to design and implement tmegrated soluticus for providing and managing
fnlafmx.;municatim equipment and services to meet the cuzrent and prospective communications needs of their
instituions. As part of its program, ACC often installs telecommunications equipment which, depending upon
the circumstances, may include a switch or private branch exchanpe, voice mail, cabling and, in the UK., pay
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Canada. To access this market directly, ACC has established a pay phone division in the UK., which supplies
pay phones that will automatically roare callz from univertities and other institutions over ACC U.X."s petwork.

ACC's long distance razes in the U.S. for students generally are priced at a 10% discount from those charged
by the largest long distance carriers. ACC's university oontracts in Canada generally provide it with the exclusive
right, and in the UK. the opportunity, to market to the school's students, faculty and admiinistration. Most of
ACC’s contracts in Cannda also provide for exclusive univessity support for marketing to alumni. These
arrangements allow ACC to market its services to these groups through its affmity programs.

ACC offers university customers in the U.S., Canada and the UK. certain customized services. ACC offers
academic institutions a comprehensive billing package to assist them in reviewing and comirolling their
telecommunications costs. For its university stadent customers in the U.S. and Canada, ACC provides a billing
format that indicates during each sixtament period the savings per call (in terms of the discount from the Jargest
long distance carrler's rates) realized during the billing period, and for all university customers ACC provides a
call detadl report recording every long distance call. In addition, for university student customers, ACC provides
individue! bills for each user of the same telephone in a dommitory room or suite 50 that each student in the
dormitory room or suite can be billed for the calls he or she made.

Many of ACC’s university customers in the U.S. are offered operator services, which are available 24 hours
per day, seven days per week. ACC also offers its U.S. university customers its ““Travel Service Elite™ domestic
calling card. In addition, ACC sells a prepaid calling card in the U.S,, which allows customers to prepay for a
predecermined number of *‘units'’ representing long distance minutes. The rate at which the onits are used is
determined by the destination of the calls made by the customer.

AQC’s sales proup targets university customers in the U.S., Canada and in the UK. In the U.5. umiversity
maket, ACC penerally targets small to medior size umiversities and colleges with foll time carollments in the
range of 1,000 to 5,000 students. In Canada, ACC has been able to establish relationships with several large
universities. ACC believes that while its markating approach in Canada Is slmilar to that fn the U.S,, Is
nationwide presence in Canada assists it in marketing to larger academic institutions. In the U.X., ACC has been
able to esmblish Jong-teym relationships with several large universities. ACC believes that, while its marketing
approach in the UK. is simflar v that in the U.S,, it is able to access larger educational institotions becanse of
its nationwide presence and because transmission facilities-based carriers have not focused on this marker. ACC
believes that competition in the university market is based on price, as well as the marketing of unique programs
and customizing of telecommunications eervices to the needs of the particular institution and that its ability to
adapt to customer needs has enhanced its development of relationships with undveesites.

Residenzial Long Distance Services. ACC offers its residential costomers in the U.S. and Canada a variety
of long distance service plans and is corrently offecmg and developing similar plans for its residentia! customers
in the U.K. In the U.S., ACC's “‘Save Plus’’ program provides customers with competitively priced long distance
service. In addition, U.S. customers are provided with a “‘Phone Home'* long distance service through which,
by dialing an 800 number plus an access code, callers can call home at competitive rates. In geaeral, ACC's
residential services are priced below AT&T's premium rates for similar services. In Canada, ACC offers three
different residential service programs. The basic offering is a discount plan, with call paicing discounved from
the Stentor companies’ tariffed rates for similar services depending oun the time of day and day of the week
ACC elso offers its *‘Sunset Savings Plan,’* which allows ealling across Canada and to the continental U.S. at a
fiat rate per minute. In the Toronto metropolitan area, ACC offers “‘Extended Metro Toronty™ calling, which
provides flat rate calling within areas adjacent to Toronto that are long distance from each other. Customized
billing services are also offerad to ACC's U.S. and Cenadian residential custorners. In the UK., all residential
customers use ACC’'s ACCesa 1601 service, which provides savings off the standard mates charged for residential

service by British Telecom or CWC, but requires the customer to dial a four digit access code before dialing the
arez code and number.
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Invernational Long Distance Services. ACC offers internationa) products and services to both its existing
customer base and 1o potential costomers in the U.S., Cantda and the UK A:CC'S imetmt.iulm avthorizations
(*“Internationsl Licenses’*) allow ACC to resell international long distance service on leased intemational circuits
conmected to the PSTN at both ends between the U.S, and Canada, the U.S. and the UK., Canada and the UK.,
and, subject to cerain safeguards on non-competitive routss and destination country reguluions: the UK. m:l
all other countries and torritories, and to own inrerests in international submarine cable facilities for service
between the U.S. end the UK. and other internadonal points. ACC believas it can compete lcﬂ'cctively f9r
international traffic because these internatiopal anthorizations allow it to offer end-to-end services on certain
routes and route traffic efficiently 50 as to price its services at cost-based rates that are Jower than the meemational :
settlerent-based rates that would otherwise apply to such traffic. However, aumerous other carriers also bave ,
similar tesale licenses. Implementation of the WTO agreement is expected to increass oppormunities for
alternative call routings but will also increasc competition in the industry. Moreover, a recent FCC decision, :
comrently ont appeal and subject to petitions for reconsideration, is iotended to sccelerate reductions in
intenational calling rates and may reduce ACC's margin on intemational services.

Local Exchange Services, Building onm its experience in providing local telephone service to various
university castomers, ACC took advantage of regulatory developments in New York State and in 1994 began
offering local telephone service to commersial customers in upstate New York. As a result of its August 1995
acquisition of Metrowide Communications, ACC provides local talephone secrvice ai a reseller in Ounmrio.
Canada, and began providing such service in Quebec in 1996. ACC believes that it can swengthen its
relationships with existing commercial, university and college and residential customers in New York State and
Canada and can attract new customers by offering them local and long distanee services, thereby providing & 3
single source for compreheasive telecommunications services. Providing local telephone service may enable e
ACC to serve new local exchange customers even if they are already uander comtract with a different :
interexchange camier for long distance service. During 1997, ACC expanded its local telephone operations by '
"installing switches in New York Clty, Albany and Buffalo, New Yoek, and Boston and Springfield,
Massachusetts.

ACC has limited experience in providing local telephone services, having commenced providing such
services in 1994. In order to attract local customers, ACC mnst offer substantial discounts from the prices
charged by local exchange carriers and must compete with other altsmative local compenies that offer such
discounts. Larger, better capitalized alternative local providers, mcluding AT&T, among others, will be berter
able to sustain losses associated with digcount pricing and initial investments and expenses. The local telephone
service business requires significant initial invegrments and expenses in capital equipment, as well s significant
initial promotional and selling expenses. There can be no assurance that ACC will be able to lease transmission
facilities from local exchange carriers at wholesele rates that will allow ACC to compete affsctively with the
local exchange carriers or other alternative providers or thet ACC will generats positive operating margins or
auain profirability in its local felephone service business.

ACC markets its services in the U.S., Canada, the U.K. and Germany through a variety of channels,
Inclding ACC’s internal sales forces. independent sales agents, co-marketing arrangements and affinity
programs, as described below. As of December 31, 1997, ACC had a total of approximately 380 internal sales
pexsonuel and approximately 580 independent sales agents serving its U.S., Canadian, U.K. and German markets.
Although it has not experienced significant turnover in recent periods, a loss of a significant nomber of
independent sales agents could have a material adverse effect on ACC’s ability to penerate additional revenve.
ACC maintxing 2 gumber of sales offices in the Northeastern U.S., Canada, and the UK. Jn addition, with respect
10 lts university and smdeat customers in each country, ACC has designatad representatives to assist in customer X
enrollment, dissemination of marketing information, complaint resolution and, in some cases, collection of :
costomer payments, with repressatatives located on some campuses. ACC actively seeks pew opportumities for ;

business alllances in the form of affinity programs and co-marketing arrangements to provide access to
alternative distribution channels.
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During each of the Iast three years, 0o customer accounred for 10% of more of ACC's total revenne.

Uniied States. ACC markets Its services in the U.S. through ACC's intemal sales personnel and
independent sales ageuts s well as through attendence end represenintion at significant trade association
meetings and industcy conferences of target customer groups. ACC's sales and marketing efforts in the U.S. are
targeted primarily Al business customers with $500 to $15,000 of monthly usage, selected residential customers
and universities and colleges. ACC also markets its services to other resellers and rebillers. ACC plans to
leverage its market base in New York and Massachusetts into other New England states asnd Pennsylvania and o
eventually extend its marketing focus to other states. ACC has obtamed autherization to originate intrastate long
distance voice services in 48 states. :

Canada. ACC markets its long distance services in Canads through internal sales personnel and
independent sales agents, co-marketing arrangements and affinity programs. ACC focuses its direct selling efforts
on medivin-gized and laxge business customers. ACC also markets its services to other resellers and rebillecs.
ACC uses independent sales agents 10 targe: small to medium-sized business and residentinl customers
thronghout Canada. These independent sales agents market ACC's services under contracts that generally
provide for the payment of commissions based on the revenue generated from new customers obtained by the
representative. The use of an independent agent network allows ACC to expand inro additional markets without
incugming the significant initial costs associated with a direct sales force.

In addition to marketing its residential services in Canada through independent sales agents, ACC has
developed severul affinity programs designed to attract residential customers within specific target groups, sach
as clubs, alumni groups and buying gronps. The use of affinity programs allows ACC to target groups with a
nationwide presence without engaging In costly nationwids advertising campaigns. For example, ACC Canada
hes established affinity programs with such groups as the Home Service Clob of Canada, the University of
Toronto and McGill and Western Univeraities. In addition, ACC has developed a co-marketing acrangement with
Hudson's Bay Company (a large Canadian retailer) through which ACC's telecommanications services are
marketed under the name *‘The Bay Long Distance Program'* and ““‘Zellers Long Distance."’

United Kingdom. In the U.K., ACC markets its services to business and residential customers, as well as
other telecommumicarions resellers, throngh & multicharme] distribution plan jncluding its internal sales foree,
independent sales agents, co-marketing arcangements and affinity programs. '

ACC genenally utilizes its internal sales force in the U.K. to target medium end large business customers, a
number of which have enough volume to warrant a direct access line to ACC’s switch, thereby bypassing the
PSTN. ACC markets its sexvices to small and medium-sized businesses through independemt sales agents.
Telemarksters also are used to marker services © small business customers and residential customers and to
generate leads for the other members of ACC’s intemal sales force and independent s Jes agents. ACC U.K. has
established an internal marketing group that is focused on selling its sarvice {0 other telecommunications reseliers
in the UK. and certain European counwies on a wholesale basis. ACC UK has entered into co-marketing
arrangements with utilities, nniversity alumni groups ead other organizations.

Network

In the U.S., Canada and the UK, ACC utilizes a network of lines leased under volnme discoumt contracts
with wansmission facilites-based carriers, much of which is fiber optic cable. The selection of any particular
circult for the raasmission of & cell is controlled by routing software, located in the switches, that is designed to
canse the most efficient use of ACC's network. ACC evaluares opportunities to install switches in selectd
markets where the volume of s customer waffic makes such an investment economically viable. Utlization of
ACC's switches allows ACC to route costomer calls over multiple networks o reduce costs.

Some of ACC's contracts with transmission facilities-bagad carriers contain vnderutilization pro;'islons.
These provisions require ACC to pay fses to the transmission faciliies-based carriers if ACC does not meet
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minimam pexiodic usage requirements. ACC has not been assessed any underutilization charges in the past.
However, there can be no assurance that such charges would oot be assessed in the foture. Other resdllers
genml!yeontmc:wid:ACConamnm-m-monﬂzhﬁs.seleaAOC:hnmmhﬁvdymmmamoe
and are Jikely to terminate thejr arrangements with ACC if they can obtain better pricing terms elsewhere. ACC
uses projecied sales to other resellers in evaluating the trade-offs between volume discounts snd the minimom
utilization rates it negotiates with tranamission facilitics-baged carriers. If sales o other resellers do not mest
ACC's projected levels, ACC could incur underutilization charges and be placed at a disadvantage in nagotiating
futmre volume discounts.

ACC generally utilizes redundant, highly antomated advanced telecommunications equipment in its natwork
and hes diverse aliernate routes available in cases of component or facility failure. Automatic waffic re-routing
enables ACC to provide a high lavel of relfability for its customers. Computerized automakic network motitoring
equipment facilitates fast and accurate analysis and resolution of network problems. ACC provides customer
service and support, 24-bour network wmomitoring, trouble reporting and response, service implementation
coordination, billing assistance and problem resolution.

In the U.S., ACC maintains three long distance switkches and six local exchunge switches. These switches
and additional points of presence (““POPs™") peovide an intecface with the PSTN to service ACC's customes.
Lines leased from mansmission facilides-based carriers link ACC’s U.S. points of presence to its awitches. ACC
U.S. maintains a leased, direct trans-Atlantic link with ACC UK. that it established in 1994 following ACC's
receipt of its UK. International Simple Resale License for U.K.-U.S. calls and intemational private Jine resale
suthority in the U.S. ACC has purchased an IRU to supplement such trans-Atlantic leased-lnes to the U.K. and
to enzble ACC to reduce network costs. : )

In Canada, ACC maintains long distance switches in Toronto, Montreal and Vanconver. ACC also maintains
frame reiay nodes for switched data in Toronto, Montreal, Vancouver and Calgary. ACC uses ransmission lines
-leased from ransmission facilities-based carriers to link its Canadian POPa 10 it switches. This network is also
linked with ACC’s switches in the U.S. and the UK. ACC Canada also maintains a leased, direct traps-Atlantic
link with ACC U.K. that it esmblished following the graot to ACC U.K. of its ISR Licepse. This trensmission
line cnables ACC Canada 1o send traffic to the UX. at rates below those charged by Teleglobe Canada, the

exclusive Canadian transmission facilities-based camier for international calls, other than those to and from the
U.S. and Mexico.

In the UK., ACC maintains long distance switches in London, Manchester and Bristol, England. This
network is also linked with ACC'’s switches in the U.S. and Canada: Costomers can access ACC's UK. oetwork
through direct access lines or by dial-up mccess using auto dialing equipment, indircct access code dialing or
least cost routing software integrated in the customner’s telophone equipment. In December 1996, ACC UK. was
awarded an International Facilities License, and received a Public Telecommunications Operator licenss in Apeil
1997, which licenses have enabled ACC 1o build 2 microwave network in the [ X, and to begin to nse the UK.
as a regional hub for international telecommumications traffic.

In February 1998, ACC installed a long distance switch in Dusseldorf, Germany and commenced offering
switch-based long distance service to its customers. In 1997, ACC received a Class 4 full vaice talephony license
from the German Ministry of Post and Telecommunications, which became effective January 1, 1998, and which
Is & requirement in order to provide switch-bused telecommunications services in Germany.

_ Network costs are the single largest expense incurred by ACC. ACC strives 1o control its network cost and
mdwdeneeon other cacriers by leasing transmission lines on an scoscmical basis. ACC is also considering
ownership of certain transmission facilitics as a means of reducing its network costs. ACC has purchased IRUs ;
mt_inegotimdleesesofpﬁvateHmchuﬁuwithcuﬂmmwmuﬁberopﬁcmmsionsymatms .
independent of usage, particularly on routes over which ACC carries high volumes of calls such as between the ‘
U.S. and Canada and the U.S. and the U.K. ACC attempts to maxirmize the efficient utilization of its netwark in |
the U.S., Canada and the U.K. by marketing 1o commercial and academic institution customers, who tend to nse i

102

i
:
. )
o

>

-

(438 )
[

. .
o - 11« 2 a1 GG R an




its services most frequently on weekdays during normal busioess hours, and resideanial and student customers,
who use these services mast often during night and weekend off-pesk hoars. ,

Information Systems

AQCC believes that maintaining sophisticated and reliable billing and customer services information systems
that integrate billing, accoums recelvable and customer support is a core capability necessary to record md
process the data generated by & telecommmnications service provider. While ACC belicves its management

 information system is currently adequate, it has not grown as quickly as ACC's business and substantial

[ R]

investments are needed. ACC it developing and implementing new systems designed 1o () embance ACC’s
abxmytomonmrmdmponduothowolvmgmdsoﬂtsmmmmbydevelopm;m-ndeummimdsuvloes
(ii) improve least-cost routing of taffic on ACC's imemational network, (iii) provide sophisticated billing
information that can be tailored to meet the requireanents of its customer base, (iv) provide high quality customer
sexvice, (v) detect and minimizs frand, (vi) verify payables to suppliers of talecommunicadions transmission
facilities and (vii) integrate additions to its customer base. A variety of problems are often encountered in
connection with the implementation of new information systems. There can be no assutance that ACC will not

suffer adverse consequences Or cost overruns in the implementation of the new information systems or that the
new systems will be appropriate for ACC,

c .

The telecommunications industry is bighly competitive and is significantly infloenced by the marketing and
pricing dacisions of the larger industry participants. In each of its markets, ACC competes primarily on the basis
ofpncemdalsoonthebamofcusmummcemdhnbuhtyunpmv:&abmadmyofwhemmnmuﬁom
services. The industry has relatively insignificant buwiers to entry, numerous entities competing for the same
customers and 2 high average churn rate, a3 customers frequently change long distance providers in responss to
the offecing of lower rates ar promotional incentives by competitors. Although many of ACC’s customers are
under multi-year contracts, several of ACC's largest costomers (primarily other long distance carriers) are on
month-to-month contracts and are particulagly price semsitive. Revenves from other resellers accounted for
approximately 32%, 4% and 28% of the revenues of ACC U.S, ACC Canada and ACC UX.,, respectively, in
1997. With respect to these customers, ACC competss almost exclusively on price and does not have long term
contracts. The industty has experienced and will continne to experience rapid regulatory and technological
change. Many competitors in each of ACC's markets are significantly lacger than ACC, have substantially preater
resources than ACC, contrel transmission lines and larper netivorks tham ACC and have lonpstanding
relationships with ACC's tarpet customers. There ¢an be no assurance that ACC will remain competitive in this
environrnent. Regulatory trends have had, and may have in the futare, significant effects on competition in the
industry. As ACC expands its geographic coverage, it will encounter increased competition. Moreover, ACC
believes that competition in pop-U.S. markets is Hkely to increase and become more like competition in the U.S.

markets over toe as such non-U.S. markets continue to experience deregulatory influences. See *‘Legislation
and Reguladon.” '

Competition in the long distance industry is besed upon pricing, costomer service, network quality, velue-
added services and customer relationships. The success of o non-transmission facilities-based carder such as
ACC depends largely upon the amount of traffic that it can commit to the transmission facilities-based caxriers
and the resulting volume discoumts it can obtain, Subject to contract restrictions and customer brand loyalty,
rescliers like ACC may competitively bid their traffic among other mational long distance carriers to gain
improvement in the cost of service. The relationship between resellers and the larger wansmission facilities-based
carriers is twofold. First, a reseller is a customer of the gervices provided by the transmission facilities-based
carriers, and that customer relationship is predicated primarily upon the pricing strategies of the first tier

-companice. The reseller and the transmission facilities-based carriess are also competitors. The reseller will

attract customers to the extent that its pricing for customers is genenally more favorable than the pricing offered
the same size customers by larger ransmission facilities-based carriers. However, transmission facilities-based
carriers have been aggressive in developing discount plans which have had the effect of reducing the rates they
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charge to customees whoso business is sought by the reseller. Thus, the business success of a reseller is
significantly ted 10 the peicing policies established by the larger transmission facilities-based carriers. Thece can
be no assurence that favorable pricing policies will be continued by those lacger transmission facilities-based
carders,

United Stares, In the US., ACC is anthorized to ociginate intecstate and international long distance
services nationwide and to, originate intrastate long distance service in 48 states (although it currently derives
most of its U.S. revenues principally from calls originated in Now York and Massachusctis). ACC compeses for
customers, transmission facilities and capital resources with aumerous long distance telecommunications caiers
and/or tesellers, some of which are substantially larger, have substantially greater financial, technical and
marketing resources, and own or Jease lazger tranamission systems thap ACC, AT&T is the largest supplier of
long distance sexvices in the U.S. inter-LATA market. ACC also competes within its U.S. call crigination areas
with other national long distance telephone carriere, such as MCI. Sprinl and regional companies which resell
trangmission sarvices. REOCs from outzide the NYNEX/Bell Atlantic region, including SBC Communicsations,
have, undex the sathority contained in the 1996 Act, begun to offer long distance services in the NYNEX/Bell
Atlantic region. In the inte-LATA market, ACC also competes with the local exchange eariers servicing those
areas. In its local service areas in New York State and Massachusetts, ACC presently competes of in the fustare
will compete with NYNEX/Bell Adantic, Frontier Corp., AT&T, Citizens Telephone Co. and WorldCom and
with cellular and other wireless cariers. These local exchange carriers all have long-standing relationships with
their customers and have financlal, personnel and technical resonxces substantially grester than those of ACC.
Purthermore, joint ventures such as those between MC) and Microsoft Corposation (‘*Microsoft’’), under which
Microsoft will promote MCI's services, the joint venture among Sprint, Deutsche Telekom AG and Prance
Telecom, called Global One, the recently announced merger of WorldCom and MCI, and other strategic alliances
could increase competitive pressures vpon ACC. The recent merger between Nynox Corp. and Bell Atlantic is
likely to strengthen the financial resources of the new, combined company, and its integrated networks may
enhance its ability to offer Jong distance services in the combined NYNEX/Bell Atlantic region.

In addition. to thesc competitive factors, receat and pending deregulation in each of ACC's markets may
encourage new entrants, For example, as a resolt of the 1996 Act, RBOCs are allowed to cater the long distance
market immediately In ““out of region'* states, and in the states where the RBOC is an incumbent LEC upon a
showing that certain conditions related to competition heve been met. AT&Y, MCI and other long distance -
careiers, utilities and cable television compaies are allowed to eater the local telecommunications market. In
addition, the FCC bhas, on several oocasions since 1984, approved or required price reductions by AT&T and, in
1995 and 1996, the FCC reclassified AT&T as a “‘non-dominant’ -catrier for domestic and internatiopal long
distance sexvices, which substantially reduces the regulatory constraints on AT&T. In the recently-compleved
Waorld Trade Organization talks, the U.S. committed to allowing foreign carriers beretofore prohibited from
competing in U.S. markets, to enter the U.S. local, long distance, and internadonal markets, and the FCC has
amended its rules, effective Fobruary 1998, to implement these commitments, allowing virtually open entry to
the U.S. market by all endties from WTO member countries. The WTO accord will likely increase the lavel of
competition in the U.S. local, long distance, and international markets. ACC believes thet the principel
competitive factors affecting its market share in the U.S. are pricing, customer secvice snd variety of services.
Byoﬂ'uinghigh quality relecommunications services at competitive prices and by offering a portfolio of value-
nddadsefwcuincludingcuswnﬁmdbimngpackms,callmanagmentmdcallmpmingserﬂoes.metherwith
personabzed customer service and support, ACC believes that it competes effactively with other local and long
distance telephone carriers and regallers in its sexvice areas. ACC’s ahility to continue to compete effectively
will depend on its continved ability to meimsin high qualiry, matket-driven services at prices generally below
those charged by its competitors.

" Canada, In Canada, ACC competes with facilities-based carsiers, other reseliers and rebillers. ACC's

principal transmiission facilities-based competitors are the Stentor group of companies, in particular, Bell Canada,

the dominant suppliers of long distance services in Canada, AT&T Canada, which pravides certain facilities-

based and long distance services to business and residenria! customers, and Sprint Canada and fONOROLA Inc., .
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which provide cermin trantmission facilities-based services and also act as reseller of telecommunications
services. ACC also competes against London Telecom, a reseller of telecommunications services. ACC beliaves
that, for some of its costomers and potsatial customess, it bas  competitive advantage over other Canadian
resellers 35 a result of its operations in the U.S. and the UK. In particular, the trans-Atlantic link thet it
established in June 1993 between the U.K. and Canada allows ACC Canada to sell mraffic to the UK. with a
significantly lower cost structure than many other ressllers.

United Kingdom. ACC U.K. cumently hokis a Natiomal PTO License and an International Facilities
License and competes with facilities-based carriers and ocher resellers. ACC's principal competitors in the UX.
. are Britich Telecom, the dominant suppliec of wlecommunications services in the UK., and CWC. ACC also
faces competition from other operators soch as Energis and WorldCom, and from resellers Including Bsprit and
Speint. ACC believes the services of ACC UK. are competitive, in texms of price and quality, with the service
offerings of its UK. competitors primarily because of its advanced network-related hardware and software
systems and the network. configuration and traffic management expertise employed by it in the UK, -

Acepisitions, Investments and Strategic Alliances - , ‘

As ACC expands lts service offerings, geographic focus and its network, ACC anticipates that it will seek
to acquire assets and bosinesses of, make investments in or entes into siraegic alllances with, companies
providing services complementary to ACC's existing business. ACC believes that, as the global
telecommunications marketplace bacorues increasingly compedtive, expands and matures, such transactions will !
be important in maintaining a competidve position in the industry.

ACC's ability to effect acquisitions and strategic alliances and make investments may be dependent upon !
its ability to obtain additional financing and, to the extent applicabls, consents from ths holders of debt and -
preferred stock of ACC. If ACC wers 1o proceed with one or more significant strategic alliances, acquisitions ot
investments in which the consideration consists of cash, a substantial portion of ACC's available cash could be
used o consummate the acquisitions or investments, If ACC were to consummate one or more Significant
strategic alliances, acquisitions or investments in which the consideration consists of stock, shareholders of ACC
could suffer a significant dilution of their interests in ACC.,

. Many business acquisitions must be accounted for as purchases, Most of the businesses that might become

attractive acquisition candidates for ACC ars likely to have significant goodwill and intengible zssets, and the
acquisitions of thege businesses, if accovntad for as a purchase, would typically result in substantial amortization
charges w0 ACC. In the event ACC consummates additional acquisitions in the future that must be accounted for
as purchases, such acquisitions would likely increase ACC's amortization expenses. In connection with ‘
acquisitions, investments or strategic alliances, ACC could incur substantal expenses, including the fees of
financial advisors, attomeys and accountants, the expenses of integmating the business of the acquired company
or the swategic alliance with ACC's basiness and ary expenses associated with registering shares of ACC's
eapital stack, if such shares are issued. The financial fmpact of such acquisitions, investments or strategic
alliances could have & material adverse effsct on ACC's bosiness, financial condition and results of operations
and could cause substantial fluctuations in ACC's quarterly and yearly operating results.

The Merger Agreement cootains restrictions on the conduct of AQC's business prior 1o the consummation
of the Merger which are likely to affect ACC’s pursuit of its strategtes.

Employees | !

As of December 31, 1997, ACC had 1,268 full-time employees worldwide. Of this total, 384 emplaoyees
wereinﬂleU.S.,482weminCamda,369wmintheU.K.nnd33wmin0ﬁmmy.ACChasmcr f
expericnced a work stoppage and fts employess are not represented by a Jabor union or covered by a collective '
bargaining agreement. ACC considers its employee relations to be good,
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ACC's principal executive offices are Jocated at 400 West Avenne, Rochester, New \forkin corporate office
space leased through June 2004. It also leases office space for its Canaditn headquarters in Toronto, Camada, as
well a5 office spece at varions other locations. For additiona) information regurding these leases, ses Notes 7 and
9 to ACC's Consolidated Financial Statements included herein.

ACC U.K."s headquarters are looated at Adelaide House in Chiswick, London. ACC UK. éntered into an
Agreement for Lease for such Jocaton in October 1997. The term is for approximately six years through March
2004. The lease for the current headquarters will also continve until September 1998,

ACC bas sixween switching centers worldwide. ACC's switching equipment for the Rochestsr call
ogigination area is located at its headguarters at 400 West Avenue, Rochester, New York with additional
switching equipment located in the U.S. in Albany, Buffalo, New Yok City and Syracuse, New York and in
Boston and Springfield, Massachuserts; in Canada in Toromto, Ontario, Montreal, Quebec, end Vancouver,
British Columbis; and in London, Bristol and Mauchester, Bagland; and in Dusseldorf, Germany, all of which
sites are leased. Branch sales offices are ieaged by ACC at various locations in the axthesstern U.S., Canada

. and the UK., ACC also leases equipment and space located at various sites in its sexvice aress.
i
AQC’s financing arangements are secured by substantially all of ACC's assets. ACC’s secured lenders
" would be eatitled to foreclose upon those assets and to be repaid from the proceeds of the liquidation of thogs
assety in the event of a default under ACC’s financing arrangements.

ACC is a party, in the ordinary conrse of business, to litigation regarding services rendered, contract claims

and other miscellaneous causes of acton afising from its business, Management of ACC does not consider that
any such matters will materially adversely effect ACC’s business, results of operations or financial condition.
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SELECTED HISTORICAL CONSOLIDATED FINANCIAL AND OPERATIONS '
DATA OF ACC

mfoﬂmmmwdmmdmfmmhof&eympmﬁdhwbm
derived from ACC's audited consolidaved financial starements. The consolidated financial statsments of ACC as
of December 31, 1996 and 1997 and for each of the three years in the period ended December 31, 1997 together
with the notas theretd and related report of Arthur Andersen LLP, independent public acconatants, are inclnded
elsewhere herein. The following dats should be read in conjunction with, and is qualified by, the consolidated
financial statements and related notes and ‘‘Management’s Discussion and Analysis of Financial Condition and

- Results of Operations of ACC,'* which are includad sisewhere herein.

Yesr Erwled December 3
1993 1994 1995(6) 1956 1997(48)
(daliars In thousands, except per share arsounic)

Consvilduied Statemeat of Operations Data:
Revenas:

TEVEDUE e s eeeeeeeneeseemeeaaameneseenmesanres e S 100646 § 118331 S 175269 § 262497 S 327480
Local sachanse and other. ... ouioo i viviierrrernrrarinsrnas 4300 t AVE] 13,597 26,170 43510
Tota) TBVEIUS . . vvcrrevrriariarsoraraanaisassansoncnanns Yeavue 105,46 126444 188866 38767 3IT2613
Neswork 0DS. ... ceererrorsotasinontseorsainsonsseioncennsvares X286 T9A38 114,84] 193,599 214,351
g: PIOBL. o v ovannanansaasaocic oot iuraersecnsrasoasnsaransa 35,660 47,008 74,023 115,168 154,252
RCIRIOn AR AMORZALON . v~ oo erreeeranes 5532 3932 164 16433 2RI
mm BOSICALIVE - 2. eveenneeeernneevarensnnnes M7 4422 «1";33 TCTTR YY)
' munm..f.:lf:l::ff:fﬁ::::ll:.'ZIIIIZIIIIIIIII:III - 2160 — = -
m WIRO-BOWE «cvveieviioninaransatanasrastaasicacaccarnree 12807 - - -_— —
Total othar opacalings &XPONSES ... ... .....ovacrrar-nricesrorears 7446 5332 T1.807 100,944 134,735
(11,786) (8,314) 218 14224 19,913
(ﬁ‘h mg o }3‘,‘, é.%) %3)
9;4 hmg punt — ) 8:9’70)
FOPSIgn SXCBADEE GN (I00L) ... vvnvvnsonnssmnrnnomnssmnnerrnrens (1,04) 169 (110) 509 162
Tom! ather IENC (CHPENSEY . ¢ v nivusrrsinenresniaoisissassacs 8,033 (1,930 (5.043) (1365  (3.046)
: hwuﬂucs)ﬁwmdmmgogmnauhaﬁnmmfwmwﬁt
from) income tanes and MIBMOICY MIBIEIL .. ... .oeeeaennaacearacnoas 3,751y (10,244) (4,825) -10,859 10,867
Provision for (beneflt mu) INCOMB TAXBE .0 ouveernoveisnicioaoannn. 3.743) 3456 396 2,185 476
Mingrity interost in loss (exmings) of consolidated sobridiary ........... 1,661 2371 (133) 90%9) —_
Income From continming Operatana. ... ... cc.cvrervorerrrerinns 1 11 ’ K]
993,00“) ning ”’fm oo e rsde 653 (11329)°  (5.354) 7.785 10391
......................................................... {1,509) _ — — —
Gain on & of discontinued opecations (net of tnoome tex
O S350 10 1003 ve v eeree s, (ool of iacome pode st — _ — _
INSLADOORIE (JOH8) e e v eisninnistioneacanionrnsesrvenriotscsssanssnns $ 11815 s
e i A A A
Less Series A Preferred Slock accretion ... ..covvveeronioracrnsasisaas — — {159) (1.3509) -—
[ncome (Joss) applicable 10 Conamon Stk .o ..voviiiei ot ciivrarenses $ 1185 § (11,529) S (%S 3.2!4 $ 10391
Net income (loss) per share-—tushc:(2)
........................................... S 016 § (1.09) S (0.&) S 037 § 0.62
Dircontinued OPEIAEONS +.vvatveuiereceeiearecnsirarenrsnorasenss . — —
Gain o disposal of discontinwed optrations . ... .........00eiveeien. (‘l).g) —_ -— -—
Net income (loss) per sharm—BaC . ..o\ v ovvnerrrnsrsarariaiiaiana. $ 1168 (QO9S (0.52) $ 0373 0&
" Ak ) s 016 § (1.09) § S
.......................................... . A 09) (0S2) § 034 % 059
OPETAHONE ... ...ciiiiieneeannarrosistacsasraosnnss 2 — -— —_ —
G 2 depon of Gacostinsad oparwions - 110101 IL I % == = = =
Net incarna (lost) por sharo—diuted ... .oooviviiieiinianennaanan, S L1358 (10%)S (05$ 034 $ 059
\Vdﬂlnd average purnber of shares outstanding:(2)
......................................................... 10,206,833 10,366,778 11358693 14463728 16,399,009
e s R —— TR T
=T 10337388 10,366,778 11358693 15,540,115 17,600.223
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Yoar December
m 1”4 _m_ Dl‘ 1 )
(hhmmnmm)

Consolidaterd Balance Sheet Data(5):

Cuh and Casl 0QUIVABOIE ... ...cicnrenancccnvsceruonataataoacnrarnas S 1467 S$1021 S 516 3 2035 5 3988
Curvent assets ..., B, ceererariarerssnnns verresaveaion 22476 BAS 45726 61933 92347
Correrst BOIGEY + .o vueaevvvnsrrsrasanicsiatanounresrasaasascnrasrsosns 23,091 32016 56074 T34 890,793
N0t WOrking ORUIAL (GEBCH) ..+ - oo veesseernrsnssseeensensersarsnsnnnnns 015 (97 (10345) (15461 2354
Proparty, plant and equipmient, DBt .. vesiieeieereierserisiatioten it trres 220 4081 56,691 80452 135,726
Yol mssets . covveennniriinaians s itsenanrtusiacantasescnacrcrarnrenaa 61,718 84448 123984 204031 39613
Short-verm detx, incinding coment mamirities of long=term debt ..cocvveenans 244 1613 4,885 4251 3853
Lang-tecm debt, excluding cumment mMarities.. ... ... veeivninaraicainnianes 1,25 914 28,050 6,007 90,721
" Redearuble preferred 8000k ..., 000vieiiaiiini o ctierarieroaraesaaerrnes — - 9448 -— —
ShareBolders’ CQUILY «evevreneernennrernrnisriniae e rrerariraae s 31506 19086 26407 117863 SI13A716
Other Fissneigl and Operations Data:

Net cash peovided by {uved in) operating sctviiES o ovoveenioniicvriniinieas KI11828) 51093 § 3967 $24248 3 3 ¥1
Class A Common Swook oash dividends declmed(3) ....v.vvsivanisecaaacrin, $ 4223 § B3] § M3 § — § —
Cash dividens declared por share of Class A Common So(2)5) «..novsn. - 3 040 S 008 $ 02 § — § —
Book Value per common sha8(Z) ... vorio e rrrrianrasicacaitiearrairnnn $ 303 § L84 § 223 5 710 § A0
(1) Inchedos impact of 52,160 of charges incurved bn 19594 in coasectiin with eabancement of the ACC network 1o prapare for equal access for i

Conadinn customaers. Also indludes sn asset write-dawn of 512,807 in 1993.
@

On June 14, 1996, the ACC Board of Dirertors anthorized a throe-forstwo stock split ig the form of a swek dividend lssued on August §, 1996

of tha ACC Class A Carnmon Stock to eharcholders of recoed as of July 3, 1996, Share and per shere amovnss foc all prior pariods have bean
afjasted for the sock splic

(3) The ACC financing arraagements resaict the paymient of dividends on the ACC Common Stack. ACC anticipates that it will not pay dividands
In the forseasble foture,

(4) Inchedes the resuits of operstions of companiss acquirsd by ACC during 1997: Traasphone Imenarious) Lid, from June !, 1997, Uniied
Telecom Led. from July 1, 1997, VISTA Juemational Commanications Inc. from Acgust 1, 1997, and Telenational Communications
Domschiand Limited Pastnership from July 1, 1997,

(5) Balance sheet dats from discontinmed operasions is excladed.

(6) Inciuges the resulta of operations of Metrawide Communications Frors Avgust 1, 1995, the date of acquisiion.
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MANAGEMENT’S DISCUSSION AND ANALYSIES OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS OF ACC
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ACC’s revenue is comprised of toll revenue (per nainnte charges for long distance services) and local service
and other revenue. Toll revenue consists of reveoue derived from ACC’s long distance and operstor-assisted
services. Local service and other revenue consists of revenne desived from the provision of local exchange
services, including local dial tone, direct access lines, Internet fees and monthly subscription fees, and data
services. Network costs consist of expenses associated with the leasing of transmission hincs, access charges, and
certain variable costs associated with ACC's potwork. The following table shows the total revenne (pet of
1mumpanyrevenuo)mdbmablemimmofusemibmbhtoACC‘sthAmulcmndE\mpun
operations during each of 1997, 1996, and 1995:

Year Eaded Dacamber 31, ;
1997 199 1996
m Pexeent Anewmt Peroeat  Ameunt Terceat
{Amoonts in 000s)
Total Revenne:
North America:

United StatAs ....cooovevineecacnanns $120627 324% S 99461 322% % 65975 349% :
Canads .....c.ccovivvienineninenens. 116638 313 117,168 38O 84,421 447 !
TMNW&M“ ------ AR Y N R 237w 63-7 zlsm 70-2 1503% ”06 i '
United Kingdom ......c..c0vvueneninns 132,151 354 92138 298 38470 204 g

GOIIDANY .+ cvneeranrnnneinssnnssnnes 3,197 9 — —_ —_ —_ i )
TOALBUIOPE . .1 cur v iavainiiniinannssnnss 135348 363 92,138 293 38470 204 |
Total c.ovvvvrenrarsones Crberasassaesasias $372613 100.0% $308,767 100.0% $ 188,866 100.0% ‘

—— —— 1 m— oo —— '
Billable Long Distsnce Minutes of Use: ' L
North America: )

Undted SIAES ......c.vvivnncnnennannas 780,232 332% 590,341 328% 4864613 412% f

CBNada . .ovveerieriiiiannronrennernne 793458 339  68L200 1379 52764 442
TmleAmncaullvl‘lllllllbl"l'l'?' 1;578:6” 67ll 1‘27131 7017 l,m’ssz 85-4‘ ‘
Evrope: . ‘

UnitedKingdom ........coo0vveerenn. . TROI51 327 527905 293 172281 146 1

GEITANY . eeeeeeeveeeeeeeenennenaan 4343 2 — = = = |
ol BUIOPE . v vttt tiiriiiiannnrrenianns TI445%4 329 527905 293 172281 146 §
Tl ..ovieiiarinaiecrecreanncannacanans 2,353,134 100.0% 1,799.446 100.0% 1,181,663 100.0%
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revenue) per billable minute and network cost per billable minute anribatable to ACC's North American and
European operations during each of 1997, 1996, and 1995:

1997 19% 1995

Toll Revenue Per Billable Long Distance Minate:

North Amexicw: '
United Stales .. ..vverveeeriacrirerscrasrarsorracrsrerarsassns-sssssssasas S.122 $.150 S$.128
I -7 T T J22 150 .46
TOtal NOTH AMETICH . ..o cuvinerorensrsnssanaonsessrsoassiassirssasassasasanns J22 150 137
United Kingdom ......cvvviiarnecrncaacarnarreorvnrvavrarresssscsssnanns AN 174 220
GeMMENY . .. eierneriorerotatstsasassanssassasesaasrnsansannsansansersons 736 — —_
Total Burope . +..vvvvvanvienasn. eesseans e eesenacateenasassatiarrenantaneans 174 174 220
Network Cost Per Billable Minuts:
Total NOSth AMBIICA . . . . .ot iinasusnsssnsnsnnsonssrscssesasssssaransosanss $.084 $.105 S.089
"Total Burope ......... e R J10 114 149

ACC belioves thar jts historic revenue growth as well as its historic network costs and results of cperations
for its Canadian and U.K. opecations generally refiect the state of development of ACC's operations, ACC's
customer mix, and the competitive and regulatory environment in those matkets. ACC entered the U.S,
Canadiam, and UK. telecommmmications markets in 1982, 1985, and 1993, respectvely. In 1997. ACC
established a subsidiacy in Germany, and commenced offering long distance service as & switchloss reseller
during the third quarter of 1997. For U.S. operations, 1996 revenuz and nerwork cost per minute inclode the
effect of $9.0 million of non-recurring, higher rate per minute and lower margin imemational carrier sales in the
second quarter. ACC believes that toll revenue per billsble minute and network cost per billable minute may be
lower in future periods, and heavily influepced by competitive pressures and regulatory actions.

Deregulatory influences have affected the telecommunications industry in the U.S. since 1984, and the U.S.
market has experienced considerable competition for a number of years. The competitive influences on the

pricing of ACC U.S."'s servioes and network costs have been stabilizing during the past few years. This may

change in the future as & result of the 1996 Act that further opened the market to competition, particularly from
the RBOCs. ACC has actively pursued growth opportunities in the U.S. market. During the third quarter of 1997,
ACC acquired VISTA International Commumications, Inc. (“VISTA'™). VISTA, headquartered in Mount
Adington, New lersey, provides long distance and other services to small and mediom-sized commercial
customers in the Northeastern U.S. with concentrations primarily in New Jersey and Pennsylvania. The VISTA
scquisition represents expansion into a contiguous geographic aree, with a sioilar targeted customer segment
which is viewed as consistent with ACC’s expangion strategy.

The deregulatory trend in Canada, which commenced in 1989, has increased competition. ACC Capnda -

experienced significant downward pressure on the pricing of its services during 1994 and 1995, Although
reveaue per minute increased from 1995 10 1996 due to changes in customer apd product mix, revenue per
minute fell doring 1997, and ACC expects downward pressure to continue. The impact of this pricing pressure
on revenues of ACC Canada is being offset by &n incresse in the Capadian cooxmercial and student billeble
minutes of usage az a percentage of total Canadian billable minutes of usage, and introduction of new products

and sexvices including 800 service, local exchanpe resale, Internet services, and, since February 1997, paging
services. ’

ACC believes that, becanse deregalarory influences bave only fairly recently begun to impact the UK.
telecommunications industry, ACC will continue to experience a significant increase in revenue from that market,
but the rate of growth is expected to decline. The faregoing belisf is based upon expectations of actions that may
ba taken by UK. regulatory anthorities and ACC's competitors: if such third parties do not act as expected,
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ACC's opportunities for revenne growth could be impacted. If ACC UK. were to experience increased revennes,
ACC belleves it should be able to enhance its economics of scale and scope in the use of the fixed cost elements

. of its network. Nevertheless, the deregulatory trend in that market i expectsd to result In competitive pricing

pressure on ACC's UX. operstions, which could adversely affect revenues and margins. Since the UK. market
for wansmission facilities is dominated by Bridsh Telecom and Cable & Wireless, the downward pressure on
prices for services offeced by ACC UX. may not be accompanied by 2 corresponding reduction in ACC UK.'s
nerwork ¢osts in the short teem and, consequently, could adversely affect ACC's business, results of operatons
and fGnancial condition, particularly in the event revenue derived from ACC's UK. operations accovnts for an
increasing percentage of ACC's total revenue. Moreover, ACC's U.K.. operations are highly dependant upon the
transmission lines lcased from British Telecom. As each of the telecommaunications markets in which it operntes

. continues to mature, the rate of growth in its rovenve and customer base in sach such market iz likely to decrease

over time. ACC has actively pursued growth opportunities and alternate network solutions in the UK. market.
During the second quarter of 1997, ACC acquired Transphone International Ltd. (*“Transphone’”). Transphone
provides domestic snd interuationsl long distance service as a reseller, and is basgad in London, UK. In acquining
Transphone, ACC obtained what it believes is a strong base of commercial customers in s desirable geographic
ares. During the third quacter of 1997, ACC also acquired United Telecom Ltd. (*“UT"’). UT provides domestic
and international long distance sexvices through a pre-pzid calling card platform in retail telephone shops. UT is
based in London, U.K. In acquiring UT, ACC obtained what it bebeves is a2 new delivery channel in a growing
niche marker. The acquigition is also expected to create network cost efficiencies, as UT's customers have peak
calling actvity at night and on weekends. This calling pattern will enable ACC o facilitate routing of off-peak
uaffic over ACC's switch beged network, thereby. adding to economies of scale. The Transphone and UT
scquisitions are expected to be accretive to eamings commencing in 1998. During the firsc quarter of 1998, ACC
anticipates putting into operations its own microwave facility, linking its three UK. swiwching centers. This

" microwave facility will provide ACC with its own domestic redundant netwerk alternstive access to ACC's

network for its customers and a lower cost network platform. The foregoing forward looking statements are based
upon expectations with respect to customer behavior, market trends and ACC's ability to successfully incegrate

and develop the businesses acquired. If such expectations are ot realized, actual results may differ materially
from the foregoing discussion.

The German telecommunications market substantially deregulated in Jannary 1998, as a result of the
European Union (“‘BU"*) mandate to open telecommunications markets to competition. Most significantly, the

German market opened for Inverconnecton in January 1998, ACC has established a subsidiery in Germany, and

signed a resale agresment with Deatsche Telekom {**DT") on May 20, 1997. Purther, ACC received a Class 4
full voice telephony license from the Germany Ministry of Post and Telecommimications which becams effective
Januvary 1, 1998, This license is a requirement for ACC to become 2 switch-based provider of
telecommunications services in Germany. In Qctober 1997, ACC signed a nstwork interconnect agreement with
DT, which permits ntilization of DT"s network to link ACC with its customers. With this agreement in place,
ACC has installed a switch which it placed in service in February 1998. ACC achieved a small amount of
revenne in the fourth quarter of 1997 as a switchless reseller and anticipates potenfially roore substantial revenue
growth in 1998 as a switch-based reseller. The foregoing forward looking statement is based upon expectations
with respact to regulatory actions and cooperation frota DT which ACC is unable to control. If such expectations
are 10t realized, the expected revenue growth from the German market may not materiatize. {n addition to the
core growth expected from switch-based resale, ACC has actively pursued other growth oppormnities in
Germany. During the third quarter of 1997, ACC acquired Telenational Communications Deutschland Limited
Partnership (““TNC™), a privately beld telecommunications service pravider hesdquartered in Hamburg,
Germany. TNC provides prepaid calling cards through’ affinity programs with large commercial customners

Including Lufthansa, Citibank and Diners Club. The TNC acquisition provides ACC an existing costomer base,

[ |

proven management teem and facilitates the start-np efforts in Germany.

Since the commencement of ACC's operations, ACC has undertaken a program of developing and
expanding its service offerings, geographic focus, and network. In connection with this development and
expansion, ACC has made significant investments in telecommunications circuits, switches, equipment, and
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resulting revenue, ACC also has inczeased its sales and marksting, customer suppot, network operations, and
mamcsoomunentsmmndpaﬂmofﬂnapmdonofmmmubanmdmxe:edmphiomm
mmummmemmmmwhmdmkofammurkmmmmuandmnkeung
customer support, and operating activities. These expansion efforts are Jikely to cause ACC to inour significant
increagos in expenses from time to time, manhqpadonofpotenhalfummgmmhmACC’scnsmmerbmmd
mmdpogmphacmarm

In 1997, ACC announced the creation of two conﬁmmopmﬁngdtvlsionsinNouﬁAmﬂicaandBnrope.
In cogjunction with this new structure, ACC plans to further expand Its European operations as business activity
~ more fully develops in the dercgulating German market and by entering other relecommunications marketplaces
when regulatory and market conditions wamrant. While ACC has had a snccessful history of emtering into newly
deregulated markets, thers can be no assurances that the same successes will be experienced in the future.

ACC has also expanded operations in the U.S. local exchange business and anricipates that a significant
pordon of its fotare growth will come from this business. The local exchange business is highly competitive and
includes several larger, better capitalized local service providers, including AT&T, among others, who can
sustain losses agsnciated with discount pricing, and the high initlal investment and expenses typically incatred to
stizact local customess. ACC's U.S. local service commenced operations in 1994 and penerated an operating
profit for 1997 and 1996. However, therc can be no assurances that ACC leloonnnueloachle\'eposmve
operating cash flow or proficability in this boginess in the future.

ACC's operating results have fluctuated in the put and they mey continue to fiuctuate significaptly in the
future a5 a result of a vaxiety of factors, soroe of which are beyond ACC’s comrol. ACC expects to focus in the
near term on building and increasing its customer base, service offerings, and targeted geographic markets, which
will require it to increase significantly its expenses for marketng and development of its network and new
services, and may adversely impact operating results from time o time. ACC's sales to other long distance
cerriers havs been increasing due to ACC's marketing afforts to promote its lower international network costs,
Revenue from other resellers accounted for approximately 18% and 27% of the revenues of ACC North America
and ACC Europe, respectively, in 1997, Included in 1996 was $9 million of U.S. non recurring cactier revenue,
or 3% of consolidaied revenue. Additionally, in 1997 ACC realized significantly reduced revenue from two
Canadien carriers of $10.8 million compared to 1996. With respect to these customers, ACC competes almost
exclusively on price, does not have long term contracts, and generates lower gross margins as a peycentage of
revenue. ACC’s primary interest in carrier revenue is to utilize excess capacity on its network. Carrier revenue
in 1997 was 21% of consolidated total revenue compared to 24% in 1996. Management believes that carer
menuemlloontanuetoavmgelﬂ%toﬁ% of consolidated total revenue as the core businesses continue to
graw. Thefmnoingforwardlookingmmmnnsbaudnpon expectations with respect to growth in ACC's

customer base and total revenues. If such expectations are not realized, ACC’s actual reshlts may differ
materially from the foregoing d.m:usslon.
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