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The Board ofDirectors 
UniDial Incorporated: 

!ndependc:nt Auditors ' Repon 

We have audited the accompanying balance sheets of UniDial Incorporated (the Company) as of 
December 31, 1997 and 1996, and the related statements of operations. shareholders' deficit. :md 
cash flows for each of the years in the three-year period ended December 31, 1997. These 
fi nancial statements are the responsibility of the Company's management. Our responsibility is 
to express an opinion on these financial statements based on our audits. · 

We conducted our audits in accordance with generally accepted auditing standards. Those 
standards requjre that we plan and perform the audit to obtain reasonable assurance about 
whether the financial statements are free of material misstatement. An audit includes examining, 
on a test basis. evidence supporting the amounts and disclosures in the financial statements. An 

audit also includes assessing the accounting principles used and significant estimates made by 
management, as well as evaluating the overall financial statement presentation. We believe that 
our audits provide a reasonable basis for our opinion. 

In our opinion, the financial statements referred to above present fairly, in all material respects, 
the fi nancial position of UniDial Incorporated as of December 31, 1997 and 1996, and the results 
of its operations and its cash flows for each of the years in the three-year period ended 
December 31, 1997 in conformity with generally accepted accounting principles. 

Louisville, Kentucky 
March i 2, 1998, except as to notes 6 

and 14, which are as of May 18, 1998 
and April 24, 1998, respectively 



FIDENTIAL • 
UNIDIAL INCORPORATED 

Balance Shecl5 

Decemberll. 1997 and 1996 

Asseq loose 6 and 71 

Current usets: 
Cub and cash equivalencs 
AccouniS receivable (net of allowance of $3.037.917 and 

S 1.432.142. respectively) 
Notes receivable from aaencs (net of allo~ancc ofSl22 .048 

and $))9,498, respectively) 
RecetvDblc from affiliated compantes (note 5) 

Prepaid and other current assecs 

Total c:unentassets 

Property and equipment (note 4) 
Notes r<ccivable from qmts maturina afler one year 
Investment in and advances 10 affi liated compantes (note 5) 
Other assets (less accumulated amortization of$264.635 

and $1 99,009, respectively) 

L•abthties and Shareholders' Pdkjt 

Current habihties: 
Accouncs payable 
Cunent ponion of lona· term debt (notes 6 and 7) 
Accrued aaent eolllDUssions 
Other accrued liabilities (DOle S) 
Deferred aaent fea (note 2) 

Total current habiliu« 

Lona · terrn debt (notes 6 ~ 7) 
Deferred agent fees-noncurrent (DOle 2) 

Total liabilities 

Shareholders' deficit (note 10): 
Preferred stock. Authorized 500 shares; 10 shares designated 

as Series A and 60 shares desianated as Series 8 ; issued 
9.1 shares of Series A and 60 shares of Series 8 (note 9) 

Common Slock, no par value. Authorized 2.000 shares in 1997 
and 1.000 slwu in 1996; issued and outstanding 880 a.nd 820 
shares, respectively 

Accumulated •harcholders' defiCit 

Total shareholders ' deficit 

Commitments and eofltinaencies (notes 1. S. 6. 1. 10. II and 12) 

Sec accompa.nyina not~ to f111ancial statements. 
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UNIDIAL INCORPORATED 

Statements of Operations 

Years ended December 31, 1997. 1996 and 1995 

Revenues: 
Telecommunications services 

Cost of revenues: 
Telecommunications services 

Gross profit 

Commission expense 
Other selling, general and administrative 

expenses 
Provision for doubtful accounts and notes 

receivable 

Loss from operations 

Other income (expense): 
Interest income 
Interest expense 
Equity in net Joss of affiJjated companies 

(note 5) 
Loss before income taxes 

Income taxes (note 8) 

Net loss 

Basic loss per common share 

s 

...... 

-----$=--
s 

See accompanying riotes to financial statements. . . 
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IJJiancc ~~ Occcmbcr )I, 1994 

Common SIOC\. ISSUed On 
convers1on of eonvc:n1blc 
subordinated debentures 

Ne1 loss 

Balance at December J I, 199.S 

Net loss 

Bal~nce ;tt December 3 I, 1996 

Common stock tssued 

Scncs A preferred stock issued 

Senes B preferred stock issued 

Net loss 

Balance at December 31, 199? 

UNIDIAL INCORPORA TEO 

Statements of Shareholders' Dcficn 

Ycarsendcd December 31 , 199?, 1996and 199S 

Common Stock PrcfcrrS'd Stock 
Accumulated 
Shareholdcn' 

QW.£i! 

Total 
Sharrholdcrs· 

!2t!i£!! 

- -- ... .-.& 

-----BE~-------·---=------
--

-----------or -:r::--..: =----- ----- s- ==- =-r- =-
Sec ~ccompanying notes to financial statements. 
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UNIOIAL IN CORPORA TED 

St:uements of Cash Flows 

Years.ended December 31. 1997, 1996 and 1995 

Cash flows from operating acttv111es: 
Netloss S 
AdJUStments to reconc1le net loss tO'tlet cash 

provided by (used m) operatmg activ111es: 
Depreciat ion and amoniz.auon 
Amonization of deferred agent fees 
Non-cash compensation expense 
Loss on investment in affifiated compan1cs 
Issuance of common stock for services 

(Increase) in accounts·receivable 
(Increase) decrease in notes receivable 

from agents 
lncr.ease in reuivable from affiliated compames 
(Increase) decrease in prepatd expenses 
Increase m accounts payable 
Increase in accrued agent commiss1ons 
Increase in other accrued liabilities 
Increase (decrease) in deferred agent fees 

Net cash provided by (used in) operating 
acuvities 

Cash flows from investing activi)ies: 
Increase in receivable from affiliated companies 
Purchases of property and equipment 
Investment in and advances to affiliated 

companies 
Proceeds from sale of notes receivable from 

agents 
(Increase) decrease in other assets 

Net cash used in invesung activities 

Ctsh flows from financing activities: 
Increase (decrease) in shon-tenn debt 
Repayment of long-term debt 
Borrowings under revolving line of credit 
Repayments on revolving line of credil 
Issuance of common stock 

Net cash provided by financing activities 

Net mcrease (decrease) in cash and cash equivalents 
Cash and cash equivalents • begiMing 

Cash and cash equ1valents • ending 

See accompanying not~s to financial statements. 

s 

-



e' CONFIDENTJA 
UNIDIAL TN CORPORA TED 

Notes to Financial Statements 

December 3 I • 1997. 1996 and 199 S 

(I ) Company Organjzatjon and Byjs of Presemat jon 

UniDial Incorporated (the Company) was incorporated on February 23. 1993 and 
commenced operations in August 1993 in Louisville, Kentucky. The Company 
provides telecommunications services throughout the United States through a 
distribution network of authorized independent agents. . The Company is n non
facilities based provider and is therefore able to quickly and efficiently erit~r new 
markets while maximizing redundancy, without incurring the cost apparent in 
constructing and managing network hardware. In addition to long distance service, the 
Company currently offers a wide array of telecoriunl!fucations services including 
lntemetllntranet, Calling Cards, Advanced Data, Wireless and Conferenc~ Calling. 

The telecommunications industry is highly competitive with intense competition in , 
providing both retail and wholesale long distance. telecommunications services. The 
Company competes, both directly at the wholesale level and through UniDial Agents 
at the retail level. The Company is subject to regulatory requirements imposed by 
federal (Federal Communications Commission· "FCC"), state and local governmental 
agencies. Regulations by the FCC as well as ~ta~e agencies include limitations on 
types of services and service areas offered to the:•blib: .. 

In December of 1996, the Board of Directors approved a change in the Company's fiscal 
year end from March 31 to December 31 effective the calendar year beginning January 
I, 1996. The statements of operations, shareholders' deficit and cash flows are 
presented for the years ended December 3 1, 1997, 1996 and 1995 •. respecti~ely. ' 

• 
To date, the Company has funded its operations with external financing. The primary 

source of funds is a bank revolving line of credit from its primary bank. During the 
year ended December 31, 1997. the Company 'raised additional fun~s through the 
issuance of preferred stock in exchange for senior debentures anrt the cancellation of 
debt. The debentures were in the amount of s.- and thc-cancellatio·n o( debt was , 
for $--(see note 9). As a result o"1he""""'above d~ribed transactions, the 

,;yl:ji the lut 

6 (Continued) 



Notes to Financial Statements 

(I) Companv Organjzatjon and Basis of Presentation CCootinuedl 

Company's continued development, operataon and the 
•nnm ... ru of additional services, including local services, will require substantial 

capital expenditures. Funding these expenditures is dependent the \..omuill 
abi to raise additional financit 

there can be no assurance 
acuuooruu "'"."''"'"'" necessary to satisfy its cash requirements or 

to successfully implement its growth strategy, management believes that the 
Company's CUJTent cash resources will be sufficient to fund the Company's continuing 
cash flow and required capital expenditures during 1998. 

(2) Summary of Significant Accounting Policies 

Use of Estimates 

The preparation of fmancial sutements in conformity with generally accepted 
accounting principles requires management to make estimates and assumptions 
that affect tho reported amounts of assets and liabilities and the disclosure of 
contingent assets and liabilities at the date of the finanr.ial statements and the 
reported amounts of revenues and expense during the reporting period. Actual 
results could differ from those estimates. 

Certain prior year amounts have been reclassified to conform to 1997 presentations. 

Revenue Recognition 

Telecommunications services income is recognized on the accrual basis as services are 
provided. The Company provides administrative and support services to its agents 
and pays commiJSions based on revenues from the agents' accounts. Prior to 
March 31, 1996, agent. were authorized to marlcet the Company's services for a 
fee of ~hicb in certain instances were financed by the Company. A 
portion oTthcigent fee representing the Company's cost of providing initial 
services was recognized as income in the init1al year of the contract as such costs 
were incurred. The remaining amount was deferred and amortized over the term of 
the contract (generally five years) on a straight-line basis. 

7 (Continued) 



UNIDIAL IN CORPORA TED 

Notes to Financial Statements 

{2) Summarv ofSjgnjfiCIOt Accounting Policies CComjouedl 

Revenue Recoanjtjoo CContinues1l 

Commencing April 1, 1996, new agents have the ability to terminate the contractual 
relationship with the Company at any time during the first 6 months of the 
agreement. The Company has elected to not record agent notes receivable or any 
related earned or deferred revenues for these agents until the 6 month pe&iod has 
elapsed. If the agent hu not withdrawn from the program after 6 months, the agent 
note is recorded and the portion of the agent fee representing the Company's cost 
of providing initial services is recognized as income in the seventh month of the 
contract. The remaining revenue is deferred and amortized over the remaining 
term of the contract (generally fifty-four months) on a straight-line basis. 

During the second quarter of 1997 4 the Company began to allow agents to enter the 
program for a fee of 2 ~gents entering the program at this fee are not 
entitled to any bonus commissions as mentioned below. The 6 month termination 
clause mentioned above is also present in these agency agreements. If the agency 
agreement is not terminated prior to the end of the 6 month period, the agent note 
is recorded and the portion of the agent fee representing the Company's cost of 
providing initial services is recognized as income in the seventh month of the 
contract. The remaining revenue is deferred and amortized over the remaining 
term of the contract (generally fifty-four months) on a straight-line basis. 

Notes receivable from agents are comprised of financing arrangements for the agents 
fees and certain other loans made to agents. These loans are normally interest
bearing and contain repayment schedules from 12 to 36 months. 

During 1997, the Company changed its accounting policy of revenue recognition for 
agent fees financed with notes receivable on a retroactive basis, whereby, the 
recognition of such agent fees and interest income on the related notes receivable is 
further limited to amounts recognizable under the cost-recovery method on an 
individual apnt buia. change in accounting policy resulted in 

ti!ClllmJmunications services revenues, amounted to 
in I 997, I 996 and 1995, respectively. 

8 (Continued) 
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UNIDIAL IN CORPORA TED 

Notes to Financial Statements 

(2) Summarv of Significant Accounting Policies <Continued) 

Revenue Recognition (Continued) 

In the event of the sale of one or more of the agent's accounts, or a sale o,..r 
more of the voting common stock of the Company, certain agents are entitled to a 
bonus commission equivalent to-fthe consideration received from the sale. 

In addition, the Company has the right to offset commissions earned with uncollectible 
accounts receivable attributed to a specific agent or with past due notes receivable 
payments, up to certain specified percentages of such uncollectible accounts 
receivable and up to lOOOAt of past due notes receivable payments. 

Management believes its allowance for doubtful accounts receivable, combined with 
its ability to offset agents' commissions, is adequate to provide for uncollectible 
accounts receivable. Management believes its allowance for doubtful notes 
receivable, combined with its ability to offset agents ' commissions, is adequate to 
provide for uncollectible agents' notes receivable. 

Prooerty and Equjoment 

Property and equipment is carried at cost, less accumulated depreciation. Depreciation 
of property and equipment is computed using the straight-line method over the 
estimated lives of the assets. Improvements to leased assets or fixrures are 
amortized over their estimated useful lives or lease perioo, whichever is shorter. 
Leased property meeting certain criteria is capitalized and the present value of the 
related lease payments is recorded as a liability. Amortization of capitalized leased 
assets is computed on the straight-line method over the term of the lease. 

Income Taxes 

The Company accounts for income taxes using the asset and liability method. Under 
the asset and liability method, deferred tax assets and liabilities are established for 
temporary difference. between the financial statement and tax basis of the 
Company's asseu, including canyforwards, and liabilities at enacted tax rates 
which are expected to be in effect when such amounts are realized or settled. A 
valuation allowance il established to reduce deferred tax assets to an amount that 
will more :likely than not be realized. 

9 (Continued) 
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UNIDIAL INCORPORATED 

Notes to Financial Statements 

(2) Summary ofSimificant Accounting Poljcjes CConsinuedl 

OtherAuets 

Other usets consist of organization expenses, which are amortized on a straight-line 

method over a five year period, deferred loan fees, which are amortized on a 
straight-line method over the life of the related loans, and a trademark, which is 

amortized on a straight-line method over a five-year period. 

Stock Options 

· Statement of Financial Accounting Standards No. 123, AccoiDiting for Stock-Bas~d 

CompensaJion (''SFAS 123j pennits entities to either i) recogniz.e as expense over 

the vesting period the fair value on the date of grant of all stock-based awards, or 

ii) apply AccoWlting Principles Board Opinion No. 25, Accounting for Stock 
Issued to Employees ("APB 25''), and related interpretations, providing disclosures 
of pro forma net income (loss) and earnings (losa) per share for stock options 

granted in 1995 and future years as if the fair-value-based method defined in SFAS 

123 bad been applied. The Company has elected to continue to apply the 

provisions of APB 25 and to provide the SFAS 123 pro forma disclosures. As 

such. compensation expense is recognized on the date of grant only if the market 

price of the underlying stoclc on the grant date exceeds the exercise price. 

Basic Loss Per Common Share 

During 1997, the Financial AccoWlting Standards Board issued Statement of Financial 

AccoWtting Standards No. 12.8, Earnings Per Share, ( .. SFAS 128''), which requires 

the computation and disclosure of basic and diluted income (loss) per common 

share. Basic income (loss) per common share is detennined by dividing income 

(loss) by the weighted average number of shares of common stock outstanding. 

Diluted income (loas) per common share is determined by dividing income (loss) 

by the weighted averaae number of shares of common stock outstanding plus the 

weighted averaae number of shares that would be iuued upon exercise of dilutive 

. stock option.a auwning proceeds are used to repurchase shares pursuant to the 
treasury stock method, and the conversion of preferred stock described in note 9. 
Diluted loss per common share is not presented u this calculation would be 
antidilutivc. 

' 
10 (Continued) 
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UNIDIAL IN CORPORA TED 

Notes to Financial Statements 

(2) Summary ofSjgnjficant Accounting Policies (Continued) 

Basic Loss Per Coaunon Share CCootinued) 

The following illustrates the computation of basic loss per common share: 

Net loss $ 
Add: Preferred stock dividends 
Net loss available to common 
· shareholders $ 

Weighted average shares 

Basic loss per common share $==-
(3) Statement of Cash Flows 

For purposes of the statement of cash flows, the Company considers all highly liquid 
investments purchased with an original maturity of three months or less to be cash 
equivalentS. 

The following summarizes supplemental cash flow data for the years ended December 31, 
1997, 1996 and 1995: 

Cash paid for interest 
Cash paid for income taxes 

$ -

ll (Continued) 



: -CONFL_ ENTL4L· 
UNIDIAL INCORPORATED 

Notes to Financial Statements 

(3) Statement of Cash Flows (Continued> 

Non-cash investing and fmancing transactions are summarized as follows: 

Uncollectible accounts receivable offset 
to accrued agent commissions 

Payment of notes and accrued interest 
receivable by offset to accrued agent 
commissions 

"Issuance of debentures to pay 
accounts payable 

Deferred agent fees financed by 
issuance of notes receivable 

Common stock issued for conversion 
of debentures 

$ ... --

-.- ... 
....... 

Preferred stock issued for cancellation 
of debentures and payables 

Capital lease obligation incurtl:d for 
purchase of equipment -

Long-term debt incurred for purchase 
of other asset 

(4) Propertv and Equipment 

... ~ 
Property and equipment is summarized as follows: 

Furniture and fixtures 
Equipment and computer software 

Less accumulated depreciation and 
amortization 

Property and equipment, net 

' 

$ 

12 (Continued) 
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UNIDIAL IN CORPORA TED 

Notes to Financial Statements 

(4) Prooerty and EQuipment (Continued) 

Property and equiJ)ment include capitalized leases with a cost and acc.umulated 
.amortization of~d ~ 1997 and till and .. n 1996. 

(5) Investment in and Advances to Affiliated Companies 

NTR.Net Corporation {NTR.Net), a related party, provides internet services to the 
Company on a wholesale basis which are resold to customers of the~ At 
December 31, 1997 and 1996, the investment ...., and 
.... respectively, and is included Pursuant to this 
serv1ce relationahip, the Company paid approximately ~ 
~d-rtheyearsendedDecember 3 1 , 1997,1996and 1995,r~ 
Certain officers, directors and shareholders of the Company are also shareholders of 
NTR.Net. One of the principal shareholders of NTR.Net is also a related party to a 
principal shareholder of the Company. The Company uses the equity method of 
accounting for ita in .. estm in NTR.Net. The Company's share of NTR.Net's net 

was • and for the years ended December 31, 1997, 
• and fteo 1vely. At D-31, 1997, 1996 and 1995, the Company's 

ownership percentage of the outstanding stock of NTR.Net wa.o,- and • . 
respectively. 

Summarized unaudited fmancial information applicable to NTR .. Net as of and for the years 
ended December 31, 1997 and 1996 follows: 

Current assets 

Current liabilities 

Working capital deficit 

Fixed assets 

Other assets 

L.ong-term debt 

Stockholders' deficit 

Total revenues 

Net loss 
' 

13 
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Notes to Financial Statements 

(5) investment jn and Advances to Affiliated Comoanies CContjnued) 

The~ parantced certain lease obligations ofNTR.Net in an aggregate amount of 
~d ~at December 31, 1997 ana 1996, respectively. 

During the fourth quarter of 1997, the Company entered into an agreement with IXC 
International, Inc. (''IXC") to form UniDial Communications Services, LLC ("UniOial 
Oin:ct") to auemble a din:ct sal~ force for UniDial Incorporated products. The 
formation of the new entity iJ the Company's initial effort to increase its distribution 
channels and attract mid to large size business customers. 

The Company bas committed ~ to ~pital funding while IXC is 
responsible for the remaining funding of ~· The Company has~ 
ownership of the new entity with IXC possessmg the remaining.. However, 
because of significant minority participating rights, the Company will a.ccount for 
UniDial Oin:ct on the equity method of accounting. An initial capital contribution of 
~was made by the Company during the fourth quarter of 1997. At December 
31, 1997, the investment in and receivable from UniDial Direct was 
~and . The Company's share o f UniDial Direct's net 
loss for 1997 was 

Summarized unaudited financial information applicable to UniDial Direct as of and for the 
period from inception through December 31, 1997 follows: 

Current assets 

Current liabilities 

Working capital 

Fixed assets 

Other assets 

Long-term debt 

St~kholdm' equity 

Total revenues 

Net loss 

14 
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(6) Financing Arran&ements 

-~ \iT,, L 
UNIDlAL fNCORPORA TED 

Notes to Financial Statements 

Long-tenn debt consists of the following at December 3 1, 1997 and 1996: 

.L2.2Z 1.22§ 

8% Senior Subordinated Convertible 
Debentures; due December 1, 2005 S - ~ 

Revolving line of credit; originally due May 31, 
1997; renew~ until May 31, 2000; intcrC$t at 
1% to 2% above the prime rate; payable monthly 

Unsecured note payable; due June 1, 1999; interest 
at ~lo; principal and interest payable annually 

'capital lease obligations 
Total debenture$, lines of credit, note 

payable and capital lease obligations 

Less current maturities 

Total long-term debt 

Maturities oflong-term debt are as follows: 

Fiscal Year Ending December 3 I . 

1998 
1999 
2000 

8% Senior Subordinated Conveojble Debemures 

s 

s 

s 

The 8% Senior Subordinated Conveoible Debentures (the Senior Debentures) were 
issued pursuant to a Payment Agreement with WorldCom, Inc. (WorldCom, 
formerly Wiltcl, lnc.) discussed in note 7. WorldCom canceled the Senior 
Debentures for 9.1 shares of Series A preferred stock during November 1997. See 
note 9 for further information. 

15 (Continued) 



UNIDIAL fNCORPORA TED 

Notes to Financial Statements 

(6) Financing Arra.ngemeots (Continued) 

Coovenjble Subordinated Debentures 

The Company was authorized to issue up to nineteen 8% Convenible Subordinated 
Debentures (the Subordinated Debentures) in face amounts of S-. The 
Subordinated Debentures were convenible into the Company's common stock by 
the holders beginning November I, 1995 and for thirty days thereafter, at the rate 
of one debenture for te.n shares . of the Company's common stock, subject to 
adjustment as described in the debenture agreement. On November 1, 1995 
debenture holders also had the right to demand that the Company purchase the 
Subordinated Debentures at a premium of teo percent. During Nov~'llber 1995, 
eleven of the twelve debenture holders exercised their right to conven their 
subordinated debentures into common stock of the Company. The remaining 
debenture holder exercised the demand feature referred to above and was paid in 
full during 1996. 

Revolving Line of Credit 

The Company maintains a revolving credit facility (the Financing Agreement) with 
Star Bank. N.A. (the Lender). Under the terms of the Financing Agreement 
governing the facility, loans can be borrowed and reborrowcd from time to time in 
an amount as of any date, not exceeding the loan availability then in effect. At 
December 31 , 199~7 and 1996 the maximum loan availability to the Company was s-. and respectively. The loan availability is defined as the 
I~ Compan s rrowing base, which is an amount equal to (i) the lesser 
of 120% of the Company's net eligible receivables or 1.75 times the Company's 
average monthly revenues for the most recent three months, less a reserve amount 
determined at the discretion of the Lender; or (ii) the maximum loan availability 
less certain lease obligations. 

Interest is accrued at the Lender's prime rate as in effect from day to day, plus the 
Applicable Percentage (as defined), which shall be 1.0%, 1.5% or 2.0% based upon 
the average daily balances of loans outstanding for the calendar month and is 
payable monthly. The Financing Agreement also provides for an additional 2.00/o 
above the applicable rates of interest upon and during an event of default, as 
defined. The rates at December 3 l, 19Q7 and 1996 were ... lltld ~· 
respectively. 

16 (Continued) 



UNIDIAL INCORPORATED 

Notes to Financial Statements 

(6) financing Arrangement: CCoptjnue4> 

Revolving Line of Credit (Continued) 

The Financing Agreement requ:res payment of a monthJy facility fee equal to the 
difference between the loan availabiHry and the average daily principal balance 
outstanding times the result obtained by multiplying the Facility Fee Percentage 
(as defined) times a fraction based upon the relationship of the number of days 
such loans were outstanding to 360 days. The Faciliry Fee Percentage was 0.25% 
through May 31, 1996 and increased in increments of one-eighth of one percent 
annually to a maximum of O.S% effective after May 31, 1997. 

The Financing Agreement provides for a development fee of up to $950,000 upon the 
earliest to occur of (i) the termination of the Financing Agreement, (ii) the 
consummation of an initial public offering of the Company's corrunon stock or (iii) 
the consummation of a sale of the Company's corrunon stock such that certain 
persons set forth in the Financing Agreement no longer own fifty or more percent 
of the Company's conunon stock. During March 1996, the sale of the Company's 
conunon stock as describeJ in (iii) above occurred, however, a one-time waiver of 
the development fee was granted by the Lender. 

AJI obligations under the Financing Agreement are collateralized by a security interest 
in substantially all of the Company's business assets as defi ned in the Security 
Agreement, and are guaranteed by the principal shareholders of the Company. 

The Financing Agreement includes covenants limiting additional indebtedness, 
changes in debenture documents, merger activities, certain investments, stock 
redemptions, capital expenditures and sales of assets, among other things, as set 
forth in the Financing Agreement. The Financing Agreement also contains 
financ ial covenants specifying minimum amounts for earnings before interest, 
income taxes, depreciation and amortization (EBITDA), tcngible net worth and 
cash flows. At December 31, 1997 and 1996, the Company was in violation of 
certain of these convenants, for which appropriate waivers were obtained . 

. 
' 17 (Continued) 



UNIDlAL IN CORPORA TED 

Notes to Financial Statements 

(6) f mancjng ArmDacments CContjnue4> 

Revolving Line ofCredjt CCootinuesil 

The Financing Agreement was amended on June 14, 1997, October 6, 1997 and May 
18, 1998 to ~xtend tho maturity date to May 31, 2000 and to waive 
violation of certain financial covenants. The Company may terminate the 
Financing Agreement by giving notice of its intent to do so and paying a 
termination fee as described in the financing Agreement. No termination fee is 
payable if the development fee, discussed above, is paid. 

(7) Ielecommuojcatjons SeMces and Pavment Agreements 

Telecommunications Services Amemeot - WorldCom 

The Company entered into a telecommunications services agreement with WorldCom 
on March 1, 1994, as amended on November 30, 1997 (the "WorldCom 
Agreement''), for switched seMces and other assocaated services. The WorldCom 
Agreement expires May 31, 2003. Under the WorldCom Agreement the Company 
has committed to purchase a certain amount of services on a monthly basis (the 
"Monthly Minimum Commitment''). If the Company fails to meet the Monthly 
Minimum Commitment on a quarterly basis, the tenn of the WorldCom Agreement 
will be extended in accordance with a formula set forth in the agreement. 

The WorldCom Agreement also commits the Company to purchase a certain 
percentage of its telecommunications services from World Com on a monthly basis 
up to a certain amount (the "Minimum Telecommunications Amount''). Once the 
Minimum Telecommunications Amount has been reached, the percentage and the 
Minimum Telecommunications Amount decrease. If the Company fails to meet 
the Minimum Telecommunications Amount, WorldCom hiLS the ability to reduce 
the discounts that it gives to the Company on gross charges for switched services. 
For purposes of determining if the Company has met its Minimum 
Telecommunications Amount, telecommunication services exclude services not 
provided b¥ WorldCom or services provided by IXC under its agreement with 
UniDial Direct. The Company is currently satisfying the Minimum 
Telecommunications Amount 

' 
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(7) Telecommunications Services and Payment Agreements (Continued) 

Telecommunjcations Services Agreement - Wor!dCom (Continued) 

The WorldCom Agreement provides the Company with various discounts, applied in 
arrears, on the Company's charges. The discounts are based upon the monthly 
revenue relevant to tho prec:eding month, provided the Company has paid all 
undisputed charges on a current basis and bas not otherwise been subject to a 
suspension notice under the WorldCom Agreement In addition, WorldCom has 
agreed to give the Company any rate reductions that WorldCom generally makes 
available to ita other wholesale customers. Payments due under the WorldCom 
Agreement arc to be made within 45 days of the invoice date and are secured by an 
interest in substantially all of the Company's business assets. WorldCom's 
security interest is subordinate to the security interest of the Company's primary 
lender. 

The WorldCom Agreement may not be terminated by WorldCom but may be 
terminated by the Company once the Company uses an aggregate amount of 
WorldCom's tclecommuniettion services. 

Under a separate agreement (the "Private Line Agreement"), WorldCom also provides 
digital services for frame relay and dedicated service for the Company. Under the 
Privilte Line Agreement, the Company is also committed to purchase up to 
~month in private line and frame relay services (the "Private Line 
Commitment"') beginning in June 1998. If the Company fails to meet the'Private 
Line Commitment, the Company is required to pay the difference between the 
actual usage and the Private Line Commitment The Company believes that it will 
meet the Private Line Commitment. 

In coMection with "le Services Agreement, effective March l, 1994, the Company 
and its principal stockholders entered into a Payment Agreement with WorldCom, 
wherein the Company was authorized to issue up to ...-of 8% Senior 
Debentures due December 1, 2005 in satisfaction of a ~f the payments 
owed by the Company to WorldCom pursuant to the Services Agreement The 
Senior Debentures were iasuable by the Company, at its option, for every $10,000 
of debt incurred by the Company. 
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(7) Te!ecomrnunicatioQI Services and Payment Amements CContjnuedl 

Telecorrununicatioos Services Agreement - WorldCom CContjnue4l 

The Senior Debentwea were senior to the Company's 8% Convertible Debentures due 
November 1, 2003 described in note 6. Interest was payable annually on 
December 1 of each year. In connecbon with the execution of the Financing 
Agreement discuaed in note 6, WorldCom subordinated its interest in the secunty 
discussed above to the Lender and all WorldCom coven&Dts were modified and 
amended in their entirety to be identical to the Lender's covenants. 

On November 30, 1997. the Company entered into a preferred stock purchase 
agreement with WorldCom. See note 9 for further information. 

Telecommunications Services Agreement- Sorint 

On February 27, 1996, the Company entered into a carrier transport switched service 
agreement, u subsequently am~ded on October 31, 1997 (the "Sprint 
Agreement") with Sprint Communications Company L.P. ("Sprint'') that expires 
May 31, 2000. The di.lcounted ~ under the Sprint Agreement are contingent 
upon the Company achieving certain (i) quarterly revenue targe.ts (the "Quarterly 
Targets") and (ii) monthly revenue sub-targets (the "Monthly Sub-Targets''). If the 
Company fails to meet the Quarterly Targets for any two consecutive quarters, the 
rates charged under the Sprint Agreement will be increased to rates commensurate 
with the ICtua1 volume accumulated during the aecood of the two quarteri. The 
rate increase will remain in effect until the beginning of the next quarter after the 
Company meets its Quarterly Target If the Company fails to meet the Monthly 
S~~ Taz:set. th~ Company may lose discounts up to ~ month on intrastate 
pncmg m certain itatcs. 

Telecommunications Servicea Agreement - IXC 

On April22, 1997, the Company cntenld into a four-year telecommunications services 
agreement with IXC, u sublequently amended on Junwy I, 1998 (the "!XC 
Agreementj. The IXC Agreement provides that the Company will receive certain 
discounts if the Company att&ina a c:atain target in monthly billings (the "Monthly 
Target''). If the Company faila to achieve the Monthly Target. IXC may increase 
the Company's rates for services. The Company is currently meeting the Monthly 
Target. ~ 
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(7) Iclewrornunications Services and Pavment Agreements CCootinuesil 

Telecommunications Scryicq Agreement - DCC <Continued) 

If any repricing for failure to meet the Monthly Target is unsatisfactory to the 
Company, the Company may tcnninate the DCC Agreement with respect to 
services repriced upon six months written notice to DCC. DCC may terminate the 
agreement upon six months written notice if a "Change in Control" of the 
Company occurs. A "Change in Control" is defined as meaning any person or 
entity, other than stockholders of the Company as of the date of the l.XC 
Agreement. owning or acquiring more than S 1% of the capital stock and voting 
power of the Company, or the Company selling or otherwise transferring all or 
substantially all of the assets of the Company to any other person or entity. 

(8) Income Taxes 

A reconciliation of the income tax benefit at the statutory rate to the Company's effective 
rate is as follows: 

Tax benefit computed at the statutory rate 
State income tax benefit. net of Federal taxes 
Change in the beginning-of-the-year blllance 

of the valuation for deferred tax assets allocated 
to income tax expense 

Other .. ------The significant components of deferred income tax expense are q follows: 

Deferred tax benefit (exclusive of the 
· effects of other component below) S 
Increase in beginning-of-the-year balance 

of the valuation allowance for deferred 
tax assets 

2 1 

s 
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(8) Income Taxes CContinuc<l> 

The principal basis differences between assets and liabilities for financial reporting and LaX 

return purposes which give rise to deferred taxes relate to the following: 

Deferred tax assets: 
Net operating loss carryforward S 
Deferred agent fees 
Accounts receivable 
Investment in affiliated companies 
Olhcr 

Valuation allowance 
Net deferred tax asset s 

The valuation allowance for deferred tax assets as of January l, 1997 and 1996 was 
~and ~· respectively. The net c.hange in the total valuation 
~or the yean ended December 31, 1997 and 1996 w~ 
~and~vely. 

Under the asset and liability method. the likelihood of realizing tax benefits related to 
potential deferred tax ~ is evaluated by management and a valuation allowance is 
recognized to reduce the deferred tax asset if it is more likely than no: :.!u.t the deferred 
asset will not be realized. The ultimate realization of deferred tax assets is dependent 
upon the generation of future taxable income during the periods in which those 
temporary differences become deductible. Management considers the scheduled 
reversal of deferred tax liabilities, projected future taxable income, and tax planning 
strategies in malcing this assessment. Management believes it is more likely than not 
the Company will realize the benefita of these deductible differences, net of the 
valuation allowance, for such temporary differences. 

The Company bas available at December 31, 1997 approximately ~f unused 
net operating loss canyforwarda that may be applied against future taxable income and 
that ~ire from 2007 to 2012. The Company's utilization of ~of its net 

.operating loss canyforwarda it limited to ~ually due to a greater than 
50% change in owncnhip that occurred dunng the year ended December 31, 1996. 
Additionally, utilization of net operating loss carryforwards may be further limited in 
the event there is another change in control. 

' 
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(9) Preferred Stock 

In November 1997, the Company entered into a Preferred Stock Purchase Agreement (the 
Agreement) whereby the Company sold to WorldCom 9.1 shares of Series A and 60 
shares of Series B convertible preferred stock of the Company ~or share. 
In exchange for all the Series A and Series B shares the convertible 
debentures held by WoddCom and ~ayable to Wort m, respectively, 
were canceled. Management believes the fair value of the preferred shares 
approximates the fair value of the liabilities canceled. 

These shares carry the right to cumulative annual dividends in the amount of---=
. share. In the event of liquidation of the Company, the holders of these ~II 
receive an amount equal to the sum of -.z. share and any accrued but unpaid 
dividends before any amount is paid to holders of common stock of the Company. 

Each Series A and Series B share is convertible in~ an*ares, respectively, 
of common stock of the Company at January 1,~ This conversion right extends 
until the earlier to occur of (i) June 30, 1998 or (ii) an underwrinen public offering 
p~"'Ult to an effective registration statement under the Securities Act of 1933, as 
am e. Jed, covering the offer and sale of common stock for the account of the Company 
~with an aggregate offering price to the public of not less than 

In the event of an initial public offering with an aggregate offering price of not less than 
.-a similar event of the Company, if the value of the common stoek into 
~es B convertible preferred stock is either convertible or has already been 
converted is worth less than the then applicable Series B conversion price, then the 
Company shall pay to the shareholder the difference between the value and the Series 
B conversion price. 

{10) Employee Benefits 

Effective April 1, 1996, the Company established a profit sharing plan qualified under 
Section 401 (k) of the Internal Revenue Code. Under the profit sharing plan, the 
Company provides fundi to match 2S% of the contribution made by the participating 
employee up to a maximwn of 4% of the employee's compensation. The Company 
may also make additional contributions at the discretion of management. 
Contributions to the profit sharing plan were approximately ~and ... 
1997 and 1996, respectively. 
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( I 0) Employee Benefits CCootinuedl 

The Company had a Phantom Stock Plan (the Plan) in effect for certain key employees 
who contributed to the Company's success. The Plan provided for the granting o f a 
maximum of 50 bonus units to participants designated by the Board of Directors. 
Bonus units were granted at an exercise price of $100 each, were exercisable during a 
ten year period beginning on the grant date, and were fully vested upon the grant date. 
On December 31 of each year, the Company agreed to pay the participants cash 
bonuses equal to the dividends, if any, they would have received on bonus units 
equivalent to the shares the participants would have owned if such bonus units were 
shares of the Company's common stock. Upon exercise of vested bonus units, the 

· Company would pay the participant the cub equivalent equal to the differenc.e 
between the fair value (as defined in the Plan) of the Company's then outstanding 
common stock minua the grant price. At December 31, 1996, twenty-two bonus units 
were outstanding. No bonus units were exercised during 1996. During the first 
quarter of 1997, the Plan was terminated, and all amounts accrued under the Plan were 
~to ~ipants thereunder. Expenses of the Plan amounted to ... 
~d ~r 1997, 1996 and 1995, respectively. 

In 1997, the Board of Directors approved a non-qualified stock option plan which permits 
the issuance of options to purebasc shares of common stock to be granted to certain 
key employees of the Company at not less than 85% of fair market value at the date o f 
grant. The number of shares allowed to be purehased with options combined with the 
current amount of shares outstanding shall not exceed the total number o f shares 
authorized, which ia 2,000 at December 31, 1997. Options granted under the plan 
have 1 0-year terms. Certain options vest on the date of grant while others vest ratably 
over two and three year periods. 
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( 1 0) Employee Beuefita (Continued) · 

The Company applies Accounting Principles Board Opinion No. 25 , Accounting for Stock 
Issued to Emp/oyus, and related interpretations in accounting for its plan. 
Accordingly, no compensation expense bas been reccgnized for the stock option plan. 
Had compensation cost for the Company's stock options granted in 1997 been 
determined under the fair value approach described in Statement of Financial 
Accounting Standards No. 123, Accounting for Stock-Based Compensation, the 
Company's net loss and basic loss per common share would have increased to the pro 
fonna amounts indicated below: 

December 31 , 1997 
As reoorted Pro Fonna 

Net loss available t.o common 
shareholders 

Basic loss per common share 
s s 

The fair value of the option grants are estimated as of the date of the grant by calcuJating 
the present value of the exerci:e price using a risk free interest rate of 5.75% anct an 
expected life of S years. 

A summary of the status of the Company's stock option plan as of December 31 , 1997 is 
presented below: 

Weighted Weighted 
Average Average 
Exercise Remaining 

Shm§ ~ ~ 

Outstanding at January 1, 1997 N/A N/A 
Granted 69.5 $ 16,000 10 years 
Forfeited (3.6) 16,000 N/A 
Exercised (49.0) 16,000 NIA 

Outstanding at December 31, 1997 16.9 s 16,000 9.04 years 

Exercisable at December 31, 1997 0.0 N/A N/A 

The weighted average fair value of option.t granted in 1997 was .. 
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Notes to Financial Statements 

( II) Commitments and Coplingencies 

The Company leases its corporate headqlUU'ters under operating leases expiring in 1999 
and 2002. Rental expense for all operating leases during the years ended December 
31, 1997, 1996 and 1995 amounted to approximately ... ~and 
~lively. 

Future minimum payments under noncancelable leases as of December 31, 1997 nrc as 
follows: 

Year endiog December 31. 

1998 s 
1999 
2000 
2001 
2002 

Net minimum lease payments under 
capital leases 

Less amount representing interest 
Present value of minimum lease 

payments under capital leases S ==--
The Company's financial ·staternents do not reflect various commitments and contingent 

liabilities which ariJc in the nonnal course of business. These include infortl\al lines 
of credit extended to agents with an available balance of approximately SO and 
$142,000 at December 31, 1997 and 1996, respectively. The amount of collateral 
obtained, if deemed necessary, is based upon management's credit evaluation of the 
agent. 

The Company's contractual relationship with its agents is governed by the agent 
agreements described in note 2. The structure of the Company's relationship with its 
agents may, under certain circumstances, be deemed to create a francbisor/ francrusee 
relationship. The Company believes it has taken appropriate steps to assure that its 
agent relationships comply with applicable state and federal laws. However, there can 
be no assurance that state and federal regulatory authorities or individual agents will 
not raise material iaues with regard to the Company'• prior compliance with 
applicable atate and federal laws and that such matters will not have a material adverse 
effect on the P>mpany'a financial position or results of operations. 

' 
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(1 1) Commitments Ntd Conrioaencies CContjnue4l 

During 1997, the Florida Public Service Commission (the "Commission") initiated an 
investigation alleging the Company of"slan:u:ning". Slamming is charging a person's 
long distance carrier without permission. The Company made a settlement offer in the 
amount of$150,000 and if not accepted by the Commission, the Company intends to 
defend this matter vigorously. Management believes that any claims asserted as a 
result of this matter will not have a material adverse effect on the financial position or 
results of operations of the Company. 

As of December 31, 1997, there were other pending legal actions and proceedings against 
· the Company which arise ;n the nonnal course of business and an wluch claams for 
damages are asserted. Management believes that the ultimate result of these legal 
actions and proceedings will not have a material adverse effect on the fmancial 
position or results of operations of the Company. 

The Company entered into a Notes Purchase Agreement (the Agreement) on January 1, 
1997 with Agent Financial Services, LLC (AFS), a company managed and owned by 
certain shareholders of the Company, to exchange approximately ~f its 
notes receivable (the Notes) for cash in the same amount Under the ~ AFS 
will adminiJter the Notes and intends to provide additional credit (the New Notes) to 
certain UniDial agents as determined by established credit standards. In connection 
with the Agreement, the Co~pan guarantees the collection of the Notes and New 
Notes up to a maximum of . the aggregate plus accrued interest and any 
costs incuaed during the co ection process. The Company's guaranty of collection 
continues as long as there are notes and advances outstanding as defined in the 
Agreement. The Company also guarantees a ~e of credit granted to AFS 
on February 25, 1997. The line of credit is used by AFS to fund the New Notes. As of 
December 31, 1997, outatanding Notes and New Notes issued by AFS amounted to 
--- and borrowings under the line of credit ameunted to ... The 
C~oes not believe any loss has occurred in connccuon with th ~ Notes, New 
Notes or the line of credit which would have a material impact on the financial 
condition or results of operations of the Company. 

' 
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(II) Commitment§ and Contingencies CContjnuedl 

In 1997, the Company issued st.ock options to AFS and an employee of AFS in coMection 
with the Agreement. The option issued to AFS is for ten shares of common stock of 
the Company, exercisable immediately up to five years from the grant date at a price of 
~This option may not be partially exercised and is outstanding at 
0~ 1997. The option issued to the employee of AFS is for 2.5 shares of 
common stock of the Company, exercisable in whole or in part immediately up to ten 
years from the grant date ll a price of S 16,000 per share. During 1997, the option 
issued to the employee of AFS was partially exercised to purchase one share of 
common stock. 

(12) Year 2QQQ Risks 

The Company is aware of the issues associated with the prognunming code in existing 
computer systems as the Y car 2000 approaches. The Y car 2000 problem arises when 
computer programs use two digits rather than four to define the applicable year. Some 
systems may treat the Y car 2000 as the Y car 1900. This could result in a major system 
failure or miscalculations. The Company developed its primary billing and customer 
service systcma internally over the past four yean and believes that they are Year 2000 
compliant. Other networking and interfacing programs which are affected by the Y car 
2000 are utilized by the Company to operate its day-to-day business. Most of these 
systems use software developed by and licensed from third party software ven~ors. 

The Company is utilizing both internal and external resources to identify, correct, and 
test the Company's systems for Year 2000 compliance. The Company is actively 
managing all of its third party software vendors to detennine that software corrections 
and warranty commitments are obtained. The Company relies on information from its 
carriers and other vendors and believes the primary carriers and vendors are currently 
on schedule to meet the Company's Year 2000 timetable. The Company believes lhl.t 
mission critical applications are Y car 2000 compliant. Most c,f the systems testing wilJ 
be completed in 1998, with the remainder scheduled to be completed during the 
second quarter of 1999. The Company believes that the costs associated with Year 
2000 complimce will be absorbed in routine annual software maintenance contracts 
and are not likely to be incmnental costs to the Company. 
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( 13) New Accounting PronoWJcements 

In June 1997, the Financial Accounting Standards Board ("FASB'} issued Statement of 
Financial Accounting Standards No. 130, Reporting Comprelwuiw Income ("SF AS 
130'1 and Statement of Financial Acc:ounting Standards No. 131, Di.sclosuru about 
Segments of an EntnprUe and ReltJt«llnformation ("SF AS 131"). SF AS 130 defines 
comprehensive income as the change in equity (net assets) of a business enterprise 
during a period from transactions and other events and circumstances from non-owner 
sources. The Statement requira comprehensive income to be reported in financial 
statements that is displayed with the same prominence as other financial statements. 
This Statement is effective for filea1 years beginning after December 15, 1997. The 

·Company does not cxpcc:t the implementation of this Statement to have a material 
effect on the financial ltalcments. 

SF AS 131 changes the way public companies report information about segments of their 
business in their annual financial statement& and requires them to report selected 
segment information in their quarterly report to shareholders. SFAS 131 requires that 
companies disclose segment data based on bow management makes decisions about 
allocating resources to segments and measuring their performance. SF AS 13 1 is 
effective in 1998. In the initial year of application. SF AS 131 is not required to be 
applied to interim periods. The Company does not expect the implement.ation of 
SF AS 131 to ba ve a material effect on the financial statements. 

(14) Subseauent Event 

On Apri124, 1998, the Company entered into an Agreement and Plan ofMerger to acquire 
all of the outstanding stock of MetraCom Corporation in exchange for $4.5 million in 
cash and shares of common stock of the Company with a value of $4.5 million. 
MetraCom is a non-facilities-bued rescUer of local and long distance phone services 
that currently resells Bell Atlantic's local aervicc and Sprint's long distance service in 
various northeastern states. The closing of the acquisition is subject to the completion 
of several conditions, and is expected to occur in the third quarter of 1998 . 
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