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AMERICAN COMMUNICATIONS SERVICES, INC,
CONDENSED CONSOLIDATED STATEMENTS OF OPERATIONS

For the three monihs ended

For the six moaths ended

Jume 30, 19% June 30, 1977 Jume 30, 1996 June M), 1997
(Unaudited)

Revenues.........cocviivnecinninennennnns $ 1,609,621 511615836 § 2,426,260 319,792,511
Operating Expenses

Network, development and operations. .. ... 388,347 9,357217 2,342,861 18,026,390

Seiling, general and administrative ........ 7,735,834 15,893,562 10,386,097 29,818,429

Non-cash compensation expense .......... (454,339) 584,458 1,531,426 824,002

Depreciation and amortization ............ 1,685,763 5,338,596 2,315,769 9.456.250
Total Operating Expenses.................. 9,355,607 31,173,893 16,576,153 58,125,071
Non-operating income/expenses

Interest and other income................ {2.970,916) (193,620)  (3,632,229) (1,077.691)

Interest and other expense ............... 4,141,366 6,287,621 7.641,990 12,420,763
Net loss before minority interest ............ £916,436 25,652,058 18,159,654 49,675,012
Minority interest. ... ..ocvviieiiiincneenan (154,671) — (256,745) .=
Netloss....ooviiieiiiaeeinnaioncnnnenns 8,761,765 25,652,058 17,902.909 49 675.632
Preferred stock dividends/accretion . ......... 1,061,344 106,201 _ 2.016,833 1,094,819
Net loss to commeon stockholders ........... 9,823,109 25,758,259 19919742 40770471
Net loss per common/common cquivalent

DAL ..ttt eiiiiae s ienn | (1.49) $ (092) § (3.03) $ (2.82)
Average number of commoa/common

equivalent shares outstanding ............. 6,605,501 28,025,238 6.572.061 17.994.161

See accompanying sotes to unaudited condensed consolidated interim financial statements.






AMERICAN COMMUNICATIONS SERVICES, INC,

NOTES TG UNAUDITED CONDENSED CONSOLIDATED
INTERIM FINANCIAL STATEMENTS

Business and Qrganization

American Communications Services, Inc. (ACSI or the Company) provides a broad range of integrated
local voice and data communications services primarily to commercial customers in mid-sized markets in the
southern United States. The Company manages and operates its own local fiber optic networks.

Basis of Presentation and Related Matters

Effective December 31, 1996, the Company changed its fiscal year from a twelve month period ended
June 30, to a twelve month period ended December 31, The consolidated financial statements include the
accounts of ACSI and its majority-owned subsidiaries. All of the Company's subsidiarics arc wholly owned
with the exception of the Louisville, Fort Worth, El Paso, Greeaville and Columbia subsidiaries, in which the
Company has a 92.75% ownership interest. All material intercompany accounts and transactions have been

climinated in consolidation.
In the opinion of management, the accompanying unaudited interim financial information 1 fiecis o)

adjustments, consisting of normal recurring accruals, nccessary for a fair presentation \Loreol € crtun
information and footnote disclosure normally included in financial statements prepaicd in i ndance with

generally accepted accounting principles have been condensed or omitied pursuant to instivcn 1w 1 e and
regulations prescribed by the Securities and Exchange Commission. Although the Company behic. -~ hi ot the

disclosures provided are adequate to make the information prescated not misleading, thesc unaudited interim
condensed consolidated financial statements should he read in conjunction with the audited consulidated
financial statements and the footnotes thereto included in the Company's Annual Report on Form 10 K for
the year ended December 31, 1996. Operating results for the three and six months periods cnded tune 30,

1997 are not necessarily indicative of the results expected for the full year.

Significant Accounting Policles
Cash Equivalents and Restricied Cash

Pursuant to SFAS No. 115, “Accounting for Certain Investments in Debt and Fquity Securities”, the
Coupany’s shon- and long-term debt securities and marketable equity securities are accounted for at market
value. The fair market value of short- and long-term investments is determined based on quoted inarket pnce-
for thosc investments. The Company's marketable securities have been classified as available for sule and are
recorded at current market value with an offsctting adjustment to stockholders’ equity (deficit).

The Company’s investments consist of commercial paper, U.S. Government Seccurities and money
market instruments, all with original maturities of 90 days or less. The fair market value of such secuntics
approximates amortized cost. At December 31, 1996 and June 30, 1997, cash equivalents consists of

govermment securitics and ovemnight investments.
The Company has provided performance bonds and letters of credit in various cities in connection with 1ts

operations, resulting in a restriction of cash amounting to $2,342,152 and §5,156.238 at December 31, 1996
and June 30, 1997, respectively. The face amount of all bonds and letters of credits was approximately

$6.200,000 as of December 31, 1996, and 8,072,000 as of June 30, 1997.

Networks, Equipment and Furniture

Networks, equipment and lurniture are stated al cost Jess accumulated depreciation and amortization.
Costs capitalized during the network development stage include expenses associated with network engineening,
design and consiruction, negotiation of rights-of-way, obtaining legal and regulatory authorizations and the
amount of interest costs associated with the network development.
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AMERICAN COMMUNICATIONS SERVICES, INC.
NOTES TO UNAUDITED CONDENSED CONSOLIDATED
INTERIM FINANCIAL STATEMENTS — (Continued)

Provision for depreciation of networks, equipment and fumiture is compuled using the straight-line
method over the estimated useful lives of the sssets beginning in the month a network is substantisity
complete and available for use and equipment and fumiture are acquired.

The estimated useful lives of the Company's principal classes of assets are as follows:

Networks:
Fiber optic cables and installation costs . .............c.ooovvniiniinei... 20 yeurs
Telecommunications equipment ...........covuviiiniiiniiiiinieiin... 3-7 years
Interconnection and collocstion COBE . .. ....oove et i, 3-10 yeurs
Leaschold improvements ......... et e be s Life of lease
Furniture and BXIMEeS . . . ..ot i i s iee it ity S years
Capitalized network development costs ..........ovviiiiiiiniiiini .. 3-20 years

The Company adopied the provisions of SFAS No. 121, “Accounting fer the Impairment of | ong 1 1ved
Asscts and for Long-Lived Asscts to be Disposed OF on January 1, 1996. This statement requires that oy
lived assets and certain identifiable intangibles be reviewed for impairment whenever events or change. in
circumstances indicate that the carrying amount of an asset may not be recoverable. Recoverability of .1wscts 10
be held and used is measured by a comparison of the camying amount of an asset to future net cash Jows
expected to be generated by the asset. If such assets are considered to be impaired, the impairment to be
recognized is measured by the amount by which the carrying amount of the assets exceeds the fair value of the
asscts. Assets to be disposed of are reported at the lower of the carrying amount or fair value less costs 10 sell.
Adoption of this statement did not have a material impact on the Company'’s financial position, results of
operations, or liquidity.

Deferred Financing Fees

Deferred financing fees include commitment fees and other costs related to certain debt financing
transactions and are being amortized using the effective interest method over the initial term of the related
debt.

Revenue Recognition

Revenuc is recognized as services are provided. Billings to customers for services in advance of providing
such scrvices are deferred and recognized as revenue when eamed. The Company also cnters into managed
services agreements with certain customers. Under such agreements the Company provides use of Company
owned equipment, collocation and network access services. Revenue is recognized on a2 monthly basis as these
scrvices are provided to the customer.

Earnings {Loss) Per Common Share

The computation of eamings (loss) per common share is based upon the weighted average number of
common shares outstanding. The effect of including common stock options and warrants as common stock
equivalents would be anti-dilutive and is excluded from the calculation of joss per common share.

Income Taxes

Deferred income taxes are recognized for temporary differences between financial statement and income
tax bases of assets and liabifities and loss canyforwards and tax credit camyforwards for which income tax
benefits are expected 1o be realized in future years, A valuation allowance is established to reduce deferred tax
assets if it is more likely than not that ali, or some portion, of such deferred tax assets will not be realized. The












ITEM 2 — Management's Discussion and Asalysis of Financial Condition and Results of Operations
+

The following discussion and analysis should be read in conjunction with the Company’s condensed
Consolidated Financial Statements and Notes thereio included herewith, and with the Company's Manage-
ment Discussion and Analysls of Financial Condition and Results of Operations and audited f.nancial
statements and notes thereto for the years ended June 30, 1995 and 1996 and for the six months ended
December 31, 1996

Overview

American Communications Services, Inc. (*ACSI" or the "Company™) provides a broad range of
integrated local voice and data communications services primarily to commercial customers in mid-wized
markels in the southern United States. As a competitive local exchange carrier ("CLEC"), the Company has
constructed its own local fiber optic networks in 31 markets, expects to have operational nciworks in
approximately 35 markets by the end of 1997 and expects 1o offer services on ils own networks or on a resale
basis in up to 50 markets by the end of 1998, The Company uses its owned facilities and jeases network
capacity from others to provide long distance carriers, Internet service providers (“ISPs") and husiness,
government and institutional end-users with an alternative to the incumbent local phone companies fer hivh
quality voice, data, video transport and other telecommunications services. The Company believe that i1
customers choose ACSI's telecommunications services because of the reliability and breadth of 1he
Company's services, discounted pricing relative to the incumbent local exchange carrier (“ILEC") and 4 high
level of customer service.

From the formation of the Company through 1996, the Company derived substantially all of its revenues
from the sale of dedicated services to interexchange carriers (“IXCs”) and ISPs, Since the passage of the
Telecommunications Act of 1996 (the “Federal Telecommunications Act”), bowever, the Comj.any has
enhanced its product offerings to meet the needs of commercial end-users, and is aggressively expanding the
sales and marketing capabilities necessary o deliver these products 1o such customers. Specifically, the
Company introduced local switched voice services, including local exchange services (dial tonc) in Jate 1996,
and has also added capabhilities to provide other enbanced services such as high spud video conferencing,
frame relay, asynchronous transfer mode (“ATM") and Internet access.

The Company currently provides a wide range of local telecommunications services including dedicated
and private line, local switcbed voice services, high-speed data services and Internet services. The Company’s
SONET-pased local fiber optic networks and its coast-to-coast leased bigh broadband backbone data network
(“"ACSINet") are designed to support this wide range of enhanced communications services, provide
increased network reliability and reduce costs for its customers, as follows:

Dedicated Services. The Company's special access services, switched transport services and pnvate
line services provide high capacity non-switched interconnections: (1) between points of prescnce
(*POPs") of the samc IXC; (2) between POPs of different IXCs; (3) between large business and
government end-users and their selected POPs; (4) between an [XC POP and an ILEC central office, or
between two such central offices; and (S) between different locations of business or govemment end-
vsers. During 1996, such dedicated services provided substantially all of the Company's revenues.

Local Switched Volce Services. The Company began offering local switched voice services
(including dial tone) in late 1996. As of June 30, 1997, the Company offered such local switched services
using its own facilities in 8 markels and offered such services on a resale basis in a total of 24 markets for
switched services. This compares to 5 markets for switched scrvices using its own facilities, and no
markets for resale services at March 31, 1997. The Company capects to offer facilities-based services in
16 of the markets in which it has operational local networks by the end of 1997, and it expects to offer
local services on a resale basis in additional markets.

Datg Services. During 1996, the Company deployed ACSINet and as of June 30, 1997 had a to1al
of 44 data POPs as compared (o 30 data POPs as of March 31, 1997. ACS] provides a [ull range of high-
spced data services over this nctwork, including Internel connectivity, frame relay, ATM and managed
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services (such as network design, configuration and installation} to businesses, government, health care
providers, educational institutions and ISPs for local and wide arca network solutions.

Internet Services. On January 17, 1997, the Company acquired 100% of the outstanding capital
stock of Cybergate, Ine. in exchange for 1,030,000 shares of Common Stock plus up to an additional
150,000 shares if certain performance goals arc achicved (the “Cybergate Acquisition™). Cybergate, a
Florida-based ISP, delivers higb-speed data communications services, including computer nerwork
connections and related infrastructure services, that provide both commercial and residential customers
access to the Intemet through their personal computers and the use of a modem. The Cybergate
Acquisition provides ACSI with the ability to offer direct Intemnet access to end-user commercia) and
consumer customers as well as to provide private label Intemet services for the Company’s strategic
distribution partners throughout sll of the Company's markets.

Initially, the Company expects to experience negative cash flow from operations in each of its operating
local networks. The Company estimates that because of the reduced operating costs associated with its smaller
local networks and its single point of service sales force, it can achicve operating cash flow breakeven (i.c.,
positive EBITDA before overhead allocations) on dedicated access services provided on its local networks
within 1en to 15 months from the start of those services. Thereafter, the Company anticipates that is pinlit
margins will increase as each local network is expanded to connect additional customers directly ta itx peimork
backbone and as off-net customers migrate (o on-net status (thus sllowing the Company to retain the portion
of customer charges previously paid out to the ILEC for resale of ILEC facilities). The Compuny witl .ilso
experience initial negative cash flow from operations as its data, local switched voice and Internet services are
introduced and until networks providing those services reach operating cash flow breakeven.

Results of Operations

Three and Six Month Periods Ended June 30, 1997 Compared to Three and Six Montb Periods Ended
June 30, 1996

Networl Statisties

The following table presents key operating statistics for the Company for the reporting periods.

Operational Rouwts  Fiber Acerss  SESS
As of Date Employses Networks Miles Miles Bldes VGE Lines  Switches
June 30, 1997 ... 359 k]| 957 82,693 108) BE63ITS 9177 B
March 35, 1997 .. ..ooei e 502 28 908 75,867 858 554,883 30 5
December 30, 1996 .......oenvennnnn, n 21 697 48,792 395 324,134 0 i
June 30,1996 ... ...l 19 13 386 28476 216 137,401 0 0
March 31,1996 ..........oviennnnn e 142 10 200 9466 133 125,208 0 0

Employees sepresent full-lime employees of the Company. Opcrational networks represent networks that
are in service and have revenue generating customers. YGE represents voice grade equivalent circuns. a
measure of service equivalent 1o one telephone line actually billed to a customer. Access lines represent
business lines providing switched voice services.

Rerenues

The Company recorded sevenues of $11.6 million for the three month period ended June 30, 1997 and
revenues of §19.8 million for the six month period ended June 30, 1997. This compares to revenucs of §1.6
million for the three month period ended June 30, 1996 and revenues of $2.4 million for the six month penod
ended Junc 30, 1996. Although substantially all of the revenues in the 1996 penods were denved from the
provision of dedicated services, revenues in the 1997 periods were derived pnmarily from significant growth in
dedicated scrvices, plus the addition of data services, Internet services and local switchcd voice services
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Total Operating Expenses

Network development and operating expenses for the three month period ended Junc 30, 1997 increased
10 $9.4 million from $0.4 million in the three month period ended June 30, 1996, refiecting significant
increases in personnel, network development and non-payroll operating expenses. Related personnel costs
increased to $3.3 million in the quarter ended June 30, 1997, from approximately $0.3 million in the quarter
ended June 30, 1996. Other operating expenses related to the development of prospective new markets, which
include expenscs such as contract labor and legal expenses, travel expenses, rent, utilities, charges and taxes
increased to $6.0 million in the quarter ended June 30, 1997 from spproximately $0.1 million in the quarter
ended June 30, 1996,

For the six month period ended June 30, 1997, total network development and operating expenses
increased to $18.0 million from $2.3 million in the six month period ended June 30, 1996, refleciing significant
increases in personncl, network development and non-payroll operating expenses. Related personnel costs
increased to $6.5 million in the six moath period eaded June 30, 1997, from approximately $3.0 million in the
same period in 1996. Other operating expenses, which include expenses such as contract labor and lcgal
cxpenses, travel expenses, rent, utilities, charges and taxes increased to $11.5 million in the six month period
ended June 30, 1997 from approximaiely ($0.7) million in the six month period ended June 30, 1996.

In the three month period ended June 30, 1997, selling, general and administrative expenses increased to
$15.9 million from $7.7 million in the three month period ended June 30, 1996. Related personnel costs
increased to $6.7 million in the quarter ended June 30, 1997 from $1.8 million in the quarter ended June 30,
1996, and corresponding operating costs increased to $9.2 millioa in the quarter ended June 30, 1997 from
$5.9 million in the quarter ended June 30, 1996. This increase reflected costs associated with the Company's
efforts to expand significantly its national and loca) city sales and its marketing and administrative staffs, as
well as increased legal and other consulting expenses associated with its aggressive programs for obtaining
regulatory approvals and centifications and providing quality network services,

In the six month period ended June 30, 1997, sclling, general and administrative expenses increased to
$29.8 million from $10.4 million in the six month period ended June 30, 1996. Related personnel costs
increased to $12.1 million in the six moath period ended June 30, 1997 from $1.7 million in the six month
period ended June 30, 1996, and corresponding operating costs increased to $17.7 million in the six month
period ended June 30, 1997 from $8.7 million in the six moath period ended June 30, 1996,

Depreciation and amortization expenses increased to $5.3 million in the three month period ended
June 30, 1997 from $1.7 million in the three month period ended June 30, 1996 and increased to $9.5 million
in the six month period ended June 30, 1997 from $2.3 million in the six month period ended June 30, 1996.
As of Junc 30, 1997 the Company increased its capital assets to $219.9 million, from $144.4 million at
December 31, 1996 and from $80.1 million as of June 30, 1996. Non-cash stock compensation expense
increased to $0.6 million for the quarter ended June 30, 1997 from (30.5 million) for the quancr ended
June 30, 1996, For the six month period caded June 30, 1997, non-cash compensation expense decreased 1o
50.8 million from $1.5 for the same period in 1996. This expense reflects the Company's accrual of non-cash
costs for options and warrants granted to key executives, employees and others arising from the difference
between the exercise price and the valuation prices used by the Company to record such costs and from the
vesting of those options and warrants. Cenain of these options had put rights and other factors that required
variable plan accounting in both 1996 and 1995 but, at the end of fiscal 1995, the Company rencgotiated
contracts with cerain of its officers, establishing a limit of $2,500,000 on the Company’s “put right”
obligations with respect to those contracts. During fiscal period ended December 31, 1996, the limit was
further reduced to $2,000,000.

Interest and Other Expenses

Interest and other income decreased to $0.2 million and $1.1 million for the three and six month periods
ended June 30, 1997, respectively from $3.0 million and $3.6 million in the three and six month periods ended
June 30, 1996, respectively. Interest and other expense increased to $6.3 million and $12.4 million in the
quarter and six month period ended June 30, 1997, respectively from 34.2 million and $7.6 million in the
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The Redeemable Preferred Stock

On July 10, 1997, the Company consummated the private placement of 75,000 units, (the "“Unit
Offering™), consisting of its 14 3/4% Redeemable Preferred Stock due 2008 (the “Redecmable Preferred
Stock”) and warrants to purchase shares of common stock. The Company received net proceeds of
approximately $67 million from the sale of these wnits. Each unit includes a warmant to purchase $0.318 shares
of ACSI common stock subject to an increase of 22.645 additional shares of common stock in the event that
the Company fails to raise net proceeds of at least $50 million through the issuance and sale of its qualificd
capital stock on or before December 31, 1998. Dividends on the Redeemable Preferred Stock will accrue from
the date of issuance, are cumulative and will be payable in arrears on March 3¢, June 30, September 30 and
December 31, commencing September 30, 1997. Dividends may be paid, at the Company's option, on any
dividend payment date either in cash or by the issuance of additional shares of preferred stock, provided
however, that after June 30, 2002, to the extent and for so long as the Company is not precluaed from paying
cash dividends on the Redeemable Preferred Stock by the terms of any then outstanding indebiedness or any
other agreement or instrument to which the Company is subject, the Company shall pay the dividends in cash.
The company is required to redeem all the Redeemable Preferred Stock outstanding on June 30, 2008 at a
redemption price equal to 100.00% of the liquidation preference thereol, plus, without duplication, accrued
and unpaid dividends to the date of redemption.

2005 and 2006 Senior Discoumt Notes and 2007 Senior Notes

On November 14, 1995, the Company completed an offering of 190,000 Units consisting of $190,000,000
principal amount of its 2005 Notes and the 2005 Warmants to purchase 2,432,000 shares of the Company’s
common stock at & price of $7.15 per share. The 2005 Notes will accrete at a rate of 1 3% compounded semi-
annually to an aggregate principal amount of $190,000,000 by November 1, 2000. Thereafter, interest on the
2005 Notes will accrue at the annual rate of 13% and will be payable in cash semi-annuaily. The Company
received net proceeds of approximately $96,105,000 from the sale of the 1995 Units. The value ascribed to the
2005 Warrants was $8,684,000.

On March 21, 1996, the Company completed an offering of $120,000,000 of 12 3/4% Scnior Discount
Notes due 2006 (the *2006 Notes™) resulting in net proceeds of approximately $61,800,000. The 2006 Notcs
will accrete at a rate of 12 3/4% compounded semi-annually, to sn aggregate principal amount of
$120,000,000 by April 1, 2001. Thereafter, intercat on the 2006 Notes will accrue at the annual rate of 12
3/4% and will be payable in cash semi-annually on April | and October |, commencing on October 1, 2001.
The 2006 Notes mature on April 1, 2006.

On July 18, 1997, the Company compicted the private placement of $220,000,000 of 13.3/4% Scnior
Notes due 2007 (the “2007 Notes™), The Company received net proceeds of approximately $209,000,000
from the sale of the 2007 Notes, with approximately $70,000,000 place in escrow for the first five interest
payments. The 2007 Notes will bear interest at a rate of 13-3/4% compounded semi-annually in arrcars on
January |5 and July 15 commencing on January 15, 1998. The notes will mature on July 15, 2007.

On June 11, 1997, the Company notified the trusice under each of the indentures govemning the 2005
Notes and the indenture governing the 2006 Notes (the “Existing Indentures™) that, as of Junc 10, 1997, it
had approximately $13.0 million in the aggregate of ordinary course trade accounts payable that were more
than 60 days overdue. As of June 30, 1997, the Company had approximately $17.4 million in the aggregate of
ordinary course trade accounts payable that were more than 60 days overdue. These overdue amounts
constituted Indebtedness of the Company, as that term is defined in cach of the Existing Indentures. The
incumrence by the Company of such Indebtedness is not permitted under each of the Indentures and, therefore,
constituted an Event of Default {as defined in the Existing Indentures) under each Existing [ndenture. The
Company used a portion of the proceeds of the Unit Offering to pay in full all ordinary course trade accounts
payable that were more than 60 days overdue 1o cure such Event of Default.

Management anticipates that the cash resources available from these offerings will be sufficient 10 fund
the Company’s ncgative cash flow and capital expenditures required through the fourth quarter 1998. The
Company's expectations of required future cash flow and capital expenditures are based on the Company's
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current estimates and the current state and Federal regulatory environment. There can be no assurance that
actual cash flows and capital expenditures will not be significantly higher or lower than the Company’s
estimates. In the future, additional funding will be required through the sale of additional equity securitics,
increases in existing or new credit facilities, or through the sale of additional debt securities, certain of which
would require the consent of the Company's debtholders. In addition there can be no assurances that the
Company will be able to meet its strategic objectives or that such funds, if available at all, will be available on
a timely basis or on terms that are acceptable to the Company.

In addition, the Company in the past has considered and expects to continue to consider potential
acquisitions or other strategic arrangements that may fit the Company's strategic plan. Although the Company
has had discussions concerning such potential acquisitions or arrangements, to date, no agreements have been
reached with regard to any particular transaction. Any such scquisitions or strategic arrangements that the
Company might consider arc likely to require additional equity or debt financing, which the Company will
seek to oblain as required.

Effects of New Accounting Standards

During carly 1997, the Financial Accounting Siandards Board (FASB) issued SFAS No. 128,
Accounting for EPS, which will become effective December 15, 1997, and will thereafter require the
Company to disclose basic eamings (loss) per share in addition to the common stock equivalent disclosure
information already required. Early adoption of SFAS No. 128 is not permitted.

While the Company does not know precisely the impact of adopting SFAS No. 128, the Company docs
not expect that the adoption of SFAS No. 128 will have a material eflect on tbe Company's consolidated
financial statements.

Information Regarding Forward-Looking Statements

Information contained herein contains “forward-looking statements” (as such term is defined in the
Private Securities Litigation Reform Act of 1995) which can be identified by the usc of forward locking
terminology such as “believes,” “expects,” “may,” “will,” “should,” or “anticipates” or the negative thercof or
other variations thercon or comparable terminclogy, or by discussions of strategy. Certain statements
contained in *Management’s Discussion and Analysis of Financial Condition and Results of Operations™ and
other sections hercin, including statements concemming the continued development of the Company's
businesses, the markets for the Company’s services and products, the Company's anticipated capital
expenditures and regulatory reform, and other statements contained herein regarding matters that are not
historical facts, are forward-looking statements. No assurance can be given that the future results covered by
the {orward-looking statements will be achieved. The matters set forth in Exhibit 99.1 to the Company’s
Annual Report on Form 10-KSB for the fiscal period ended December 31, 1996 constitute cautionury
statements identifying important factors with respect to such forward-looking statements, including risks and
uncertainties, that could cause actual results to vary materially from the future results indicated, expressed or
implied, in such forward-looking statements. Other factors could also cause actual results 10 vary matenally
from the {uture results indicated in such forward-Jooking statements.

PART Il
OTHER INFORMATION

ITEM 1 — Legal Proceedings

ACSI's former Chiefl Financial Officer, Harry J. D’Andrea, has initiated litigation against the Company
in the Circuit Court of Maryland for Anne Arundel County. The lawsuit alleges four different counts: breach
of contract; breach of the covenant of good faith and (uir dealing: negligent misrepresentation; and speciic
performance. Mr. D'Andrea secks damages in excess of 55,000,000, and the right 1o exercise options to
purchase 100,000 shares of ACSI common stock at $4.25 per share. The Compuny received a copy of the
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Complaint on Aprii 8, 1997. The Company believes it bas meritorious defenses to this complaiit and intends
to defend this lawsuit vigorously.

Additionally, the Company and its subsidiarics are currently parties to routine litigation incidental to therr
business, none of which, individually or in the aggregate, are expected to have a material adverse effect on the
Company. The Company and its subsidiaries are parties to various court appeals and regulatory arbitration
proccedings relating to certain of the Company's interconncction agreements and continue 1o participate in
regulatory procecdings before the FCC and state regulatory agencies concerning the authorization of services
and the adoption of new regulations,

ITEM 2 — Changes in Securities

On April 15, 1997, the Company completed a public offering of 1ts Common Stock. Upon completion of
such offering, 461,254 siares of Preferred Stock then outstanding were converted into 17,260,864 sharcs of
Common Stock and once again became authorized but unissued shares of Preferred Stock. The Company's
Certificate of Incorporation was restated to reflect the conversion of such Preferred Stock and the elimination
of voting, dividend, liquidation and other rights of such Preferred Stock. Currently, the only class of voting
stock outstanding is the Common Stock.

Approximately $7.5 million of accrued dividends on 434,481 of the 461,254 shares of Preferred Stock
converted in connection with the public offering were paid April 15, 1997, through the issuance by the
Company of 1,601,474 shares of Common Stock 10 the holders of such Preferred Stock pursuant to the
cxemption from the registration requirements of Section 5 of the Securities Act of 1933 sct forth in
Scction 4(2) of such Act.

Effective March 6, 1997, the Company and MClmetro entered into an agreement in which MC1 named
ACS] as its preferred Jocal provider for dedicated and transport services in 2! ACSI markets for at least a five
year period. Pursuant to this preferred provider agreement, MCI will migrate current dedicated transport
circuits in these markets to ACST and ACSI will be listed as the first choice provider in MCI's provisioning
system for all new dedicated access circuits in the designated markets and on June 19, 1997, executed an
agreement giving MCI the option to purchase loop transport services from ACSI where ACSI has collocations
with the ILEC and MCI bas deployed its own local switch. The parties also have agreed 1o use their best
cfforts to execute an agreement pursuant 1o which MCI wiil rescll local switched services in at least 10 of the
21 identified markets on a wholesale basis. In connection with these agreements (collectively, the *MCI
Transaction™), ACSI issued MCI warrants to purchase up to 620,000 shares of ACSI's Common Stock at
$9.86 per share, subject to number and price adjustment in certain circumstances. ACSI has also agreed to
issue warrants to purchase up to an aggregate of approximately 1.7 million additional shares of ACSI's
Common Stock at fair market value on the date of grant in tranches every six months afier execution of the
preferred provider agreement, subject te, and based upon, certain increases in revenues to ACSI generated
under that agreement. Of the 620,000 warrants issued to MCI on March 6, 1997, 360,000 warrants have
vested and the remaining 260,000 warrants will vest only upon execution of the switched services resale
agreement. MCI bas certain registration rights with respect to any shares of Common Stock issued to MCl in
connection with the MCI Transaction.

On July 10, 1997, the Company consummated the private offering pursuant to Rule 144A under the
Securities Act of 1933, as amended, (the “Securities Act”) of 75,000 units, {the "Unit Offering™), consisting
of its 14%% Redecmabic Preferred Stock due 2008 and warrants to purchasc shares of common stock. The
Units were resold by the initial purchasers to certain *“qualified institutional buyers™ (as such term is defined
under Rule 144A) and to a limited number of institutional “accredited investors” {as defined in Rule
501{a){1).¢2).(3) or {7) of Regulation D under the Securities Act). The Company received net proceeds of
approximately $67 million from the sale of these units. Each unit includes a warrant to purchase 80.318 sharcs
of ACS1 common stock subject 1o an increase of 22.645 additional shares of common stock in the event that
the Company fails to raise net proceeds of at least $50 million through the issuance and sale of its qualificd
capital stock on or before December 31, 1998. Dividends on the Redeemable Preferred Stock will accrue from
the date of issuance, are cumulative and will be payahie in arrears on March 31, June 30, September 30 and



December 31, commencing September 30, 1997, Dividends may be paid, at the Company's option, on any
dividend payment date cither in cash or by the issuance of additional shares of preferred stock, provided
however, that after June 30, 2002, to the extent and for so long as the Company is not prectuded from paying
cash dividends on the Redeemabie Preferred Stock by the terms of any then outstanding indebiedness or any
other agreement or instrument to which the Company is subject, the Company shall pay the dividends in cash.
The company is required to redeem all the Redeemable Preferred Stock outstanding on June 30, 2008 at a
redemption price equal to 100.00% of the liquidation preference thereol, plus, without duplication, accrued
and unpaid dividends to the date of redemption.

ITEM 4 — Submission of Masters 1o a Vote of Security Holders
On June 25, 1997, the Company held its annual meeting to consider four pruposals.

The first proposal was to elect the seven nominees set forth in the Proxy Statement. Pursuant to the
Second Restated Certificate of Incorporation, the Board is currently comprised of seven members, all of whom
shall be elected by the holders of the Company's Common Stock.

The nominees for directorship by holders of the Commeon Stock were: Anthony J. Pompliano, Edwin M.
Banks, Peter C. Bentz, Benjamin P. Giess, George M. Middlemas, Christopher L. Rafferty and Ofivier 1.
Trouveroy, There were 30,840,593 votes cast For, 15,162 Abstentions for Anthony J. Pomplianc; there were
30,841,793 votes cast For, 13,962 Abstentions for Edwin M. Banks; 30,841,993 votes cast For, 13,762
Abstentions for Peter C. Bentz; 30,841,993 votes cast For, 13,762 Abstentions for Benjamin P. Giess:
30,841,993 votes cast For and 13,762 Absteations for George M. Middlemas; 30,841,993 votes cast For,
13,762 Abstentions for Christopher L. Rafferty and 30,841,993 votes cast For, and 13,762 Abstentions for
Olivier L. Trouveroy.

The sccond proposal was to approve an amendment to the Company's 1994 Stock Option Plan, as
amended, to increase the number of shares of commeon stock reserved for issuance upon exercisc of option
grants from 3,000,000 to 5,000,000. There were 21,951,403 votes cast For, 4,942,409 votes cast Against and
12,556 Abstentions for Proposal No. 2,

The third proposal was an amendment to the Stock Option Plan to permit the transfer by Outside
Directors of options granted to them uader the Stock Option Plan. There were 27,736,863 votes cast For,
1,550,648 votes cast Against and 17,550 Abstentions for Proposal No. 3.

The fourth proposal was to ratify the selection of KPMG Peat Marwick LLP to audit the consolidated
financial statements of the Company for the fiscal year ending December 31, 1997. There were 30,838,119
vates cast For, 14,836 votes cast Against and 2,800 Abstentions for Proposal No. 4.

ITEM 6 — Exhibits and Reports On Form §-K
(a) Exhibits (numbered in accordance with liem 60! of Regulation S-8)

Exhibit
Number Description

3.1 — Second Restated Centificate of Incorporation of the Company
3.2 — Cenificate of Designations of the Company’s 14.75% Redcemable Preferred Stock due 2008

3.3  — Cenificate of Amendment of the Cenificate of Designations of the Company’s 14.75%
Redeemable Preferred Stock due 2008

34 — Amended and Restated By-Laws of the Company

4.1 — Supplemental Indenture dated as of July 7, 1997, between the Company and The Chase
Manhattan Bank, as trustee, to the Indenture dated November 13, 1995, as amended. relating to
the Company’s 13% Senior Discount Notes due 2005
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Exhibit

Number Descriptise

4.2 — Supplemental Indenture dated as of July 7, 1997, between the Company and The Chase
Manhattan Bank, as trustee, to the Indenture dated March 26, 1995, as amended, relating to the

Company's 12.75% Senior Discount Notes due 2006
4.3 — Specimen Centificate of the Company's 14.75% Redeemable Preferred Stock due 2008

44 — Warrant Agreement dated as of July 10, 1997, between the Company and The Chase Manhattan
Bank, as warrant agent

4.5 — Form of Wamant

4.6 — Indenture dated as of July 23, 1997, between the Company and The Chase Manhattan Bank, as
trustee, relating to the Company's 13.75% Senior Discount Notes due 2007

47 — Escrow and Disbursement Agreement dated as of July 23, 1997, the Company, The Bank of
New York, as escrow agent, and The Chase Manhattan Bank, as trusiee, relating 1o the
Company's 13.75% Senior Discount Notes due 2007

10.1 — Registration Rights Agreement dated as of July 10, 1997, among the Company, BT Securities
Corporation, Alex. Brown & Sons Incorporated, The Huff Alternative Income Fund, L.P.,
General Motors Domestic Group Peasion Trust, Societe Generale Securities Corporation, ING
Baring (U.S.) Securities, Inc. and McDermot! Inc. Master Trust

10.2  — Rcgistration Rights Agreement dated as of July 23, 1997, among the Company and BT
Securities Corporstion as representatives of the Initial Purchasers names therein

11.1  — Computation of Primary Net Income Per Share
11.2  — Computation of Fully Diluted Net Income Per Share
270 — Financial Data Schedule

(b} Reporis on Form 8-K

(b} ©On July 29, 1997, the Company filed with the SEC a Current Report on Form 8-K dated
July 29, 1997, 10 report the commencement and completion of its private offering of units and certain
other matters and the commencement and completion of its private offering of 13 3/74% Senior Notes due
2007.
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