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NEW YORK - Almost a

could be

	

year ago, AT&T research
chief David Nagle demon-

"unstoppable'

	

strafed an Internet tele-
phone call during a two-day
meeting with stock analysts.
He placed the call from a

computer, not a telephone. The sound quality was terrible.
The delays were annoying .
The story was far different last month when AT&T exec-

utives met once again with Wall Street analysts. President
John Zeglis showed off a new kind of higher quality, phone-
to-phone Internet call . And the demonstration was accom-
panied by a stunning announcement that AT&T would be
the first major U.S . long-distance carrier to jump into the
emerging market now known as Internet Protocol (IP) tele-
phony. It is basically a cheaper, more efficient technology
that could allow millions of AT&T phone calls to travel via
the Internet instead of the regular phone network .
The shift at AT&T is powerful evidence of a remarkable

change that has occurred in telecommunications during the
past year. Telephone calls over the Internet, dismissed not
long ago as a high-tech version of ham radio, are suddenly
taken very seriously by the communications establishment.

That raises the prospect of lower prices and new services
for consumers and major changes in the structure of the
industry now dominated in the USA by AT&T MCI . Sprint,
GTE and the regional Bell phone companies . AT&T's trial
begins during the second quarter. Qwest Communications
and a few other carriers already allow people to make calls
over the Internet for 5 cents to 7 .5 cents a minute.

By 2002, the Internet could account for I I~~ of U.S . and
international long-distance voice traffic . up from just 0.2tt
last year, predicts analyst Mark Winther of International
Data Corp. "Internet telephony is a reality, and telcos have
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surprisingly awakened to that
rather early," analyst David
Goodtree of Forrester Re-
search says . "It will be the cata-
lyst that forces the total re-
structuring . . . of the profits of
all telcos worldwide:"

Perhaps this forecast was
the wakeup call : IP telephony
could eliminate the profits of
US . long-distance carriers by
stealing just 6% of US. tele-
phone traffic, the International
Telecommunications Union I
warned in a report last year.

Evidence of the hastening t
convergence of the phone net-
work and the Internet is over-
whelming .
The same day that AT&T an-

nounced its Internet telephone
plans, MCI revealed a pact
with Netspeak, a company that
makes computers that connect
phone networks to the Internet .
Hell Atlantic announced a day
later that it wants to build high-
speed Internet transmission
lines across its local phone ter-
ritory US West announced the
following day [hat tt was form-
ing an Internet-development
alliance with equipment mak-
er Cisco Systems.
America Online, the coun-

try's largest on-line service, is
testing IP telephone service
with 5,000 users. Tele-Commu-
nications Inc., the country's
largest cable TV operator, said
in December that it would be .
gin offering Internet phone ser-
vice in late 1999 . Last month .
start-up Level 3 said it would
build the nation's first tele-
phone network based entirely
on Internet standards.

"Over the next few years,
you will see very rapid growth
in IP telephony," says Joe Nac "
chio. CEO of Qwest, which is
constructing a 16,000-mile fi-
ber network that uses both tra-
ditional phone switching tech-
nology and the Internet. "1
think it will be unstoppable :"
He already offers consumers
1P telephony in nine Western
cities .

Humble beginnings
Internet telephony barely

existed until February 1995 .
when an Israeli company, Vo-
calTec, introduced a software

program that allowed people to
speak to each other using their
PCs and a microphone.

"It was like ham radio:" re-
calls analyst Francois de Re-
pentigny of Frost & Sullivan, an
early user. People could only
talk to other personal comput-
er users who ran the same soft-
ware and happened to be
logged onto the Internet at the
same time.
The medium took a huge

step forward in 1996, when Vo-
calTec unveiled a "gateway"
computer that connects the In.
temet to the phone network .

That allowed people to speak
to each other over the Net us-
ing regular phones instead of
PCs.
The advance was a major

break with tradition. The basic
design of the phone network
hasn't changed since AT&T in .
vented it more than 100 years
ago. It's a vast roadway where
every call has its own lane, or
circuit. A telephone call ties up
an entire circuit, even when
people pause between words
or put the phone down to an-
swer the doorbell. The Internet
is much more efficient. Calls
travel a-short disnce over
copper phone lines to the near-
est phone company office,
where a gateway computer
converts the sound of the voice
into the ones and zeros of com-
puter language and breaks it
into little pieces known as
packets . Compressed packets
are thrust into the Internet or
data network, where they
share lines with other trans-
missions, such as e-mail .
The result is that Internet

calls are cheaper than regular
calls. "'this is going to be the
stake that fi nally drives a hole

through the heart ofdie-7.

	

.x-
traneous costs associated with
traditional voice communica-
tions:' says Jim Courier, presi-
dent of IDT, which charges 5
cents a minute for long-dis-
tance calls over the Internet .
"The cost of calls is going to be
dramatically reduced :'

IP calls are especially cheap
now, because they are exempt
from fees long-distance carri-
ers must pay local carriers for
access to the local networks,
where all long-distance calls
begin and end . Local carriers
want that to change, but IP
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lechnala~ would stilt be more
el5cient than a regular long-
distance coil.

Cable TV companies and In-
ternet service providers enter .
ingthe $80 billion long-distance
business are sure to benefit. Sv
2002, the Internet will drain
33 billion in annual revenue
from U.S long-distanee carri-
ers, Forrester Research esti-
mates That's about 4ct of their
revenue base, About $2 billion
of that will go to new long-dis.
lance providers, and about
$1 billion will go directly to
telephone users in the form of
price cuts,

Profitable niches
Othem too, wilt benefit as IP

Phone service takes hold:
" Up to 107 of the world's

tax market which generates
$45 billion in telecom revenue
a year, will move to the Inter-
net in two or three years, says
CEO David Friend of FaxNeL
a longsdistance carrier just for
taxes.
h'°The $18 billion market

forcalls tram the United States
to foreign destinations wiII be
the first and biMest target of
Internet telephony;" Forrmer
says. Key reason : The Internet
bypasses international tele-
Phone networks, which are of.
ten outrageously expensive.
USA Global Link announced
plans in early 1997 to build an
IP-based network just for inter-
national calls.
P A company can easily

slash its phone budget 35n by
moving its voice traffic to the
same network that handles its
data transmissions . says Eric
Benttantou, CEO of Internet
equipment maker 3Com . A
Forrester survey of 52 Fortune
1000 companies finds that
more than 40% of telecom
managers plan to move some
voice or tax traffic to the Inter
net by 1999.

One major force driving the
rapid growth of the Internet
phone business is that the basic
technology behind the Internet
is available to the public for
tree. But today's Internet has
drawbacks, too. It is dogged by
traffic jams that can occur dur-
ing peak usage. Even users
with higospeed access can get
bogged down when the net-
work is overloaded. Newer
versions of the Net will be able
to assign higher priority to cer-
tain kinds of transmissions,
such as phone calls.
AT&T's Nagle serves on a

presidential advisory commit-
tee that is guiding the devetop-
ment of Internet 2, a high .
speed network that will be
available in several years.

Meanwhile, he says the qual-
ity and security of IP telephony
on the existing Internet is rir
ing. The implications of that
are just reaching coasumers.
Bruce Bavenet TCI's senior

vice president for telecom-
munication,, says TM 12 mil-
lion customers won't be able to
tell the difference between a
regular phone call and an IP
call. "The technology inside
the network will be IP, but the
experience for the customer is
that they will make a'tott' qual-
ity phone call, just like they do
today with conventional fete.
phone networks,"

John Roth, CEO of equip-
ment maker Northern Tele-
com, goes even further. He
sees the day when voice calls
will be virtually free and video
and data transmission will be
the real moneymaker,

Who will dominate?

Newcomers might have an
edge in the market to provide
this new breed of phone ser-
vice, "Give me one example of
any company in any industry
that has managed to deal with
an economic change of this
magnitude and be dominant in
the next era;" says James
Crowe. CEO of Level 3. "There
isn't one."
Even old-line phone carriers

that develop a good strategy
for IP telephony might run into
trouble, because they will need
to take huge charges to write
off their old networks, says
Francis McInerney, partner
with North River Ventures, an
investment and consulting
group,

But Nagle says big phone
companies already have paid
oil many of their network in-
vestments. And new data net-
works will lower costs for tradi.
tional carriers, so profit
margins won't be gutted by fall-
ing prices. Finally, he notes,
history shows that traffic on
communications networks
rises as prices fall .
Nagle says the fact that

AT&T has been able to create
an Internet phone offering be-
tween 1997 and 1998 is proof
that it can compete.
"The industry is moving

more quickly. And more im-
portant for us, we're moving a
lot more quickly." he says . "We
have realized the potential and
importance of the Internet,
and we are resolved to be lead-
ers in that Industry."
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York

How phone calls are made over the Internet
0 The caller
The caller dials a toll-free

	

Caller in
number and an ID number

	

New Yorkthat connects him or her to a
gateway computer, a bridge

	

;=._ 0between the regular phone
network and the Internet. The
caller then dials the number
of the parry in Rome . The call
travels the phone network
until it gets to the gateway.

©The gateway
The gateway digitizes the
caller's voice, turning it into
the ones and zeros of
computer language .

0 Digil®tion
The gateway breaks the
digitized voice into pieces
known as packets . A typical
packet includes 10 to 30
milliseconds worth of
conversation . Each packet is
coded with the second party's
phone number, just as a letter
is put in an envelope with an
address .

Compression
The gateway compresses
the digitized packets .

0 Transmission
The gateway thrusts the
compressed packets into the
Internet, where they share
wires with other data
transmissions.

Internet service
provider

Other calls

	

r-Iff?"Mm

Analog
voice
waves

Local
phone
network

© Other calls
MMMa

Gateway

CallOlV
recehved
iiRi3me:

SCUD: Na111.T Tel..
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0 Rauters 0 Back to analog G Connection
The packets travel the Internet . passing through The packets finally arrive at a gateway The gateway transfers the call to the
routers, computers that read the addresses on that decompresses them and converts local phone network. which delivers
each packet and assign them transmission lines . the digital signal back to analog . it to the intended party.
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Form 10-K for LEVEL3COMMUNICATIONS INC filed on Feb 15 2000

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

FORM _0-3
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C . 20549

(Mark One)
[X1 ANNUAL REPORT PURSUANT TO SECTION 13 CR 15 (d) OF THE SECURITI-S EXCHANGE

ACT OF 1934

	

-

	

-

For the fiscal year ended December 31, 1999

L1 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

	

-

For the transitzcm period from

	

to

Commission file number : 0-15658

Click for Non-Frames Primable Version

Level 3 Cdclmunieations, Inc.
(Exact name o£ Registrant as specified in its charter)

Delaware

	

47-0210602
(State or other jurisdiction

	

(I.R.S . Employer
of incorporation or organization)

	

Identification CO .)

1025 Eldorado Blvd ., Broomfield, Colorado 80021
(Address of principal executive offices) (Zip code)

(720) 888-1000
(Registrant's telephone number including area code)

Securities registered pursuant to Section 12(b) cf the Act :
'lone

Securities registered pursuant to section 12(g) of the ct :

. ..vDocmain.ol?doc=A%2D794323%2D0000940180%2D00%2D000164&s=l&tamvpe=PA 03/07/2000
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- ..̂.:Soon Stock, =ar "3Lne S .C1 t _ _=a__
~jghts to P'_rctase Series - .anicr rart_^ tatin:_ =_t~.i9C -t=ck,

S .0 ter =mare

_=dlcate by check Lark whether tte reg-strant (-~ :as =____ _ll reocrts
required so be filed by Section -

	

or l; (d) cf the Secur_ti=

	

=xcai_ce _ �t __
1934 during the preceding '_2 months (or for Such shorter =ericd t^at tn_
registrant was required co file such reports ;, and (2) bas been s ". Sect t_ _~_-
'-fling requirements for tae past 9-0 days . ':es i:) No �̀_

Indicate by check mark if disclosure cf delirauent filars pursuant tc =tam
405 of Regulation S-3 is not contained herein, and will not be contained, to
the best of registrant's knowledge, _'n definitive proxy cr _..fo-cation
statements incorporated by reference in Part II:, of this Form 10-R or any
amendment to this Form 10-A. [~ _

	

-

Indicate the number of shares outstanding of each o= the registrant's
classes of common stock, as of the-latest practicable date.

Title -- - outstanding
Common Stock, par value S .01 per share 341,772,589 as of February ": . 2000

information statement ; and (3) Any prospectus filed pursuant to Rule 424(b) or
(c) under the Securities Act of 1933 . The listed documents should be clearly
described for identification purposes (e .g., annual report to security holders
for fiscal year ended December 24,1980) .

Portions of the Company's Definitive Proxy Statement for the 2000 Annual
Meeting of Stockholders are incorporated by reference into Part III of this

Form 10-R

--- .-- .--- ._ . ------------- . . .- -- . .--- .-------_- . .------- . . .------ . .--- .---

Cautionary Factors That :day Affect Future Results

(Cautionary Statements Under the Private Securities litigation Refor^- Act of
".995)

This report contains forward looking statements and -nformation that are
based on the beliefs of management as well as assumptions made by and
information currently available to :3.evel 3 Communications, -no. and its
subsidiaries ("Level 3" or the ^Company") . When used in this report, the words
"anticipate", ^believe°, "plans", "estimate" and "expect" and similar
expressions, as they relate to the Lompany or its management, are intended to
identify forward-looking statements . Such statements reflect t1:e current views
of the Company with respect to future events and are subject to certain risks,
uncertainties and assumptions . Should one cr more of these risks or
uncertainties materialize, or should underlying assumptions prove incorrect,
actual results may vary materially from those described in this document .

These forward-lcokiag statements include, among others, statements
concerning :

	

-

the Company's business plan to increase substantially its communications
and information services business and to expand the range of services
that the Company offers (the "Business Plan"), its advantages and the
Company's strategy for implementing the Business Plan;

. . ./Docmain.pl?doc=A%2D794323°/u2D0000940180%2D00"/"2D000164&s=1&tagtype=PA 0310712000

DOCUMENTS INCORPORATED 5Y REFERENCE

List hereunder the following documents if incorporated by reference and the
Part of the Form 10-a (e .g ., Part 1 Part I', etc .) into which tae document is
incorporated: (1) Any annual report l to security holders : (21 Any proxy or
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anticipated growt^ t : the co .'.tm:nicaticns ant

	

.n..._ . . .a-. .rn rvr~n rcc
i=dus=rf;

tans to devote s:cnif_catt .management =_-__ -- nd cam-- al resources
Company's business ;

expectations as t., the Company's future __ :_:ues, margins, expenses and
capital requirements ;

	

-

anticipated dates on whica tae Company will Begin providing certain
services or reach specific milestones _n z:--a Business Plan ; and

other statements ct expectations, beliefs, future plans and strategies,
anticipated developments and other matters _at are not historical
facts .

These forward-looking statements are subject _.n risks and uncertainties,
-including financial, regulatory, environmental, imdustrf growth and trend
projections, that could cause actual events or zscults-o differ materially
from those expressed or implied by - the statement= . . The t:ost important factors
that could prevent Level 3 from achieving its stated goals include, but are not
limited to, the Company's failure to :

achieve and sustain profitability based c_ .̂ =he creation and
implementation of its advanced, international, facilities based
communications network based on Internet Protocol technology ;

overcome significant early operating losses :

produce sufficient capital to fund the Business Plan ;

develop financial and management controls, _s well as additional
controls of operating expenses as well as comer costs ;

attract and retain qualified management and other personnel ;

install on a timely basis the switches /rout =rs, fiber optic cable and
associated electronics requiMd for success=ul implementation of the
Business Plan ;

successfully complete commercial testing cf its softswitch technology
for voice transmission services ;

negotiate new and maintain existing peering agreements ; and

develop and implement effective business s=port systems for processing
customer orders and provisioning.

The Company undertakes no obligation to public-17 update any forward-looking
statements, whether as a result of new information, future events or otherwise .
Further disclosures that the company makes on re_ated subjects in its
additional filings with the Securities and Ex&e=ige Commission should be
consulted. For further information regarding the risks and uncertainties that
may affect the Company's future results, please review our Current Report on
Form 8-K/A filed with the Securities and Exchange commission on November 9,
1999 .

ITEM 1 . BUSINESS

2

Level 3 CaMM ni cations, lad. and its subsid_a=ies ("Level 3^ or the

-/Docmain.pl?doc=A%2D794323%2D0000940180%2D009- ,o2D000164&s=1&tagtype=PA 03/07/2000
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Company";azgage __ the ccrm:unications, _==ormation services and con=
:usinesses t=rough crnership c_ cperatinq subsidiaries and substant_a_ euul-
tosicions _n public companies . == -late 1 :97, tae Company announced = :_
*..inn to increase substantially its _=formation services b--siness a== __ =_xn_and
_he range c: services t offers by building an advanced, _nterna-icnal
-ac_lities

	

_basedcommunications network used on Internet ?rotccol
.the "Business Plan") .

?lease see the Glossary cf Terms. for ___~i t_CIIS of certain nernz _sea in
this Report .

istory

The Company was incorporated as Peter Riewit Sons', Inc . in Delaware in 194:
to continue a construction business founded in Omaha, Nebraska is 1884 . -:
subsequent years, the Company invested a-portion of the cash flow generated by
its construction activities it a variety of other businesses . The Company
entered the coal mining business in 1943, the telecommunications business
(consisting of MFS Communications Company, -no . ("MFS^) and, .-..ore recently, an
investment in C-TEC Corporation and its successors RCN Corporation ("RCN"),
Commonwealth Telephone Enterprises; Inc . ("Commonwealth Telephone") and Cable
Michigan, Inc .) in 1988, the information services business in 1990 and the
alternative energy business, through an investment in MidAmerican Energy
Holdings Company, formerly known as CalEnergy Company, Inc . ("MidAmerican°), in
1991 . Level 3 also has made investments _n several development- stage ventures .

In 1995, the Company distributed to the holders o£ its Class D Stock (as
defined) all of its shares of MFS . In the seven years from 1988 to 1995, the
Company invested approximately $500.million in MFS : at the time of the
distribution to stockholders in 1995, the company's holdings in MFS had a
market value of approximately $1 .75 billion. In December 1996, MFS was
purchased by WorldCom in a transaction valued at $14 .3 billion.

Ia December 1997, the Company's stockholders ratified the decision- of the
Board of Directors (the "Board") to effect the split-off separating the
company's construction and mining management operations (the "Construction
Group") from the remaining operations of the Company . As a result of the split-
off, which was completed on March 31, 1998, the Company no longer owns any
interest in the Construction Group .- In conjunction with the split-off . -,,is
Company changed its name to "Level-3 Communications, Inc.," and the
Construction Group changed its name to "Peter Kiewit Sons', -nc .'

in January 1998, the Company completed the sale to MidAmerican of its energy
investments, consisting primarily of a 24% equity interest in MidAmerican. The
Company received proceeds of approximately s1 .16 billion from this sale, and as
a result recognized an after-tax gain of approximately $324 million in -:998 .

In November 1998, Avalon Cable of Michigan, Inc. acquired all the
outstanding stock of Cable Michigan. Level 3 received approximately $129
million in cash for its interest in-Cable Michigan and recognized a pre-tax
gain of approximately $90 million .

Business Plan

Since late 1997, the Company has substantially increased the emphasis it
places on and the resources devoted .to its communications and information
services business . Since that time, the Company has become a facilities based
provider (tbAt is, a provider that owns or leases a substantial portion a£ the
plant, property and equipment necessary to provide its services) of a broad
range of integrated communications services . The Company has expanded
substantially the business of its subsidiary PRS Information Services, inc .
("PASIS") and is creating, through a combination of construction, =urchase and
leasing of facilities and other assets, an

..~'Doemin.pl?doc=A%2D794323o/a2D0000940180%2D00%2D000164&s=1&ta2Vpe=PA 03107M00
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advanced, international, facilities based c.-unications network . '__
esigned the Level 3 network based oa Internet ?rotocol t_cv.cioc_: __ _r__- _~
leverage the efficiencies of this technoloc/ co _n=ovice lower test
communications services .

Market and Technology Opportune-p . The Company believes that, as teem_o_cav
advances, a comprehensive range of=.both consumer and business communications
and information services will be provided over networks utilizing Internet
Protocol technology . These services will include traditional voice services, as
well as other data services such as Internet access and virtual privet=_
networks . The Company believes this shift has begun, and over ti=e should
accelerate, for the following reasons :

Efficiency . As a packet-switched technology, Internet Protocol
technology generally uses netikork capacity more efficiently than the
traditional circuit- switched ?STN. This is because capacity in a packet
switched network is shared between end points only when they are
communicating at any given time, whereas in circuit switched networks,
capacity is reserved between communicating end points even wher. no
information is actually being transmitted . Therefore, services including
voice, e-mail and file transfer can be provided for lower cost over a
network using Internet Protocol technology.

Open Protocol . Internet Protocol technology is an open protocol (a non-
proprietary standard) which allows for market driven development of new
services and applications for=Internet Protocol networks . In contrast,
the PSTN is based on proprietary protocols, which are governed and
maintained by international standards bodies that are generally
controlled by government-affiliated entities and slower to accept-
change.

Improving Technologies . The Company and other technology companies have
developed solutions to address`problems associated with certain Internet
Protocol based applications that use the public Internet . For example,
typical voice over Internet Ptotocol solutions are characterized by
cumbersome two-stage dialing requirements, latency (delay through tie
network which can negatively affect timing sensitive communications such
as voice), quality and concerns about adequate security and reliability .
During December 1999, Level 3 commercially launched (3)Voice long
distance service in 10 markets, the first voice service to utilize
softswitch technology . Level 3 expects to begin commercial testing of
some features associated with local service, such as caller ID, voice
mail and call forwarding, during the first quarter of 2000 . :revel 3's
Internet Protocol voice technology provides a seamless interconnection
with the PSTN using softswitch architecture.

Open Architecture . The open architecture of Level 3's distributed
network enables new competition among suppliers for the individual
components of the Internet Protocol voice switching system . The Company
believes that this competition amongst vendors will enable more rapid
improvement in the price/performance ratio of individual network
components and thereby lower network cost .

Level 3's Strategy . The Company is seeking to capitalize on the benefits of
Internet Protocol technology by pursuing the Business Plan. Key elements of the
Company's strategy include :

Become the Low Cost Provider of Communications Services . Our network is
designed to provide high quality communications services at a lower
cost . For example, the Level 3 network is being constructed using
multiple conduits to allow the Company to cost-effectively deploy future
generations of optical networking components and thereby expand capacity

. . ./Docmain.pl?dot=A%2D794323%2D0000940180%ZD 00%2D000164&s=l&tagiypc=PA 0310712000
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and reduce _~__ _tsts . _:- ad_~tion, t_.e Ccmpanv , s strategy, is to
maximize the use of .open, non=nrcxietarv interfaces _-. the cesicn c=
its network software and -ardware . This approach is intended c _-_ .___
Level 3 with the a;ility to purchase the most cost-effecti7e nit .. .,_ .
eauipmert =rpm r. _tipie vendors . New tecnoiccies such as packet-
switching will t_so enhance tie efficiencies cf cur .network .

Combine Latest =eneraticns of Fiber and Electronics . _: order to achieve
unit cost reductions ids trans ssica capacity, Level _ ?.as designed _=s
network with multiple conduits to deploy successive gereraticrs cf fher
to exploit improvements _.. transmission electronics ._

	

Optimit_
transmission electronics to exploit speciIlc generations c_ fiber optic
technology currently provides transmission

capacity on the new fiber more cost effectively than deploying new
electronics on previous generations of fiber .

Offer a Comprehensive Range cE Communications Services . The Company
provides a comprehensive range of communications services over the Level
3 network, including private line . (3)voice long distance services,
coiocation, Internet access and managed modem.
Level 3 expects to begin commercial testing of some features associated
with local service, such as caller ID. voice mail and call forwarding,
during the first quarter of 2II00 . Level 3 is also offering dark fiber
and conduits along its local and intercity networks on a long-term lease
basis .

	

--

Provide Significant colocation_Facilities . Level 3 has been experiencing
higher demand for its coiocation services from its web centric customers
than was anticipated in preparing the Business Plan . Level 3 believes
that providing coiocation services on its network attracts web centric
customers by allowing Level 3 to offer .̀..rose customers reduced bandwidth
costs, rapid provisioning of additional bandwidth, interconnection with
other third-party networks and improved network performance . Therefore,
Level 3 believes that controlling significant coiocation facilities i..
its gateways provides it with -a competitive advantage . in addition,
significant coiocation facilities in a gateway allow Level 3 to price
the exchange of traffic between its customers that are colocated in the
same facility at significantly lower cost than the exchange of traffic
between a customer located outside the facility and a customer located
within the facility .

As of December 31, 1999, Level-3 had secured approximately 3 .4 million
square feet of space for its gateway facilities and had completed the
buildout of approximately 1 .3 million square feet of this space . Level 3
believes it currently has more -coiocation space than any of its
competitors . In January 2000, Level 3 announced an expansion of its
Business Plan to increase significantly the aggregate amount of its
global gateway facilities to 6 .5 million square feet over the next two
to three years .

Provide Seamless Interconnection to the PSTN. During December 1999, the
Company launched its (3)Voice .long distance service that allows the
seamless interconnection of the Level 3 network with the PSTN for long
distance voice transmissions . Seamless interconnection allows customers
to use Level 3's Internet Protocol based services without modifying
existing telephone equipment or dialing procedures (that is, without the
need to dial access codes or follow other similar special procedures) .
The Company's managed modem service uses similar softswitch technology
to seamlessly interconnect to the PSTN .

Accelerate Market Roll-out . To-support the launch of its services and

...,,Docmain.pl?doc=A%2D794323%2D0000940180o/a2D00%2D000164&s= 1&tagtype=PA 0310712000
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develop a c::stomer. base In advance of completing = e__ construction t=

network, =eve! ! offers services over a ccxtbinationo= _sased =ocal
intercity iac:__tles . over tine, these ':eased networks wi!'; _ .. C_spiac=_d
by the networks that _he Company is constructing .

Target Web Centric C_stomers . ^he Company's gistribnt~cn ttc_-o - - _- to
'utilize a direct sales force -Zccused on communications -_t_--__ ._ and web
centric businesses . These businesses include _3Ps, apnl_cation -s_^r_ce
providers, content providers, systems integrators, next generation
carriers, web-hosting companies, streaming media companies and Internet
Protocol based storage providers . Providing continually declining
bandwidth costs to these companies is at the core of the_CCmpany's
market enabling strategy because bandwidth generally represents a
substantial portion. of web centric businesses' costs .

Develop Advanced Business Support Systems . The Company is developing a
substantial, scalable and wed-enabled business support system
infrastructure specifically designed to enable the Company to offer
services efficiently to its targeted customers . The Company believes
that this system will reduce Tts operating costs, give its customers
direct control over some of the services they buy from the Company and
allow the Company to grow rapidly without redesigning the architecture
of its business support system.

Leverage Existing Information Services Capabilities . The Company is
expanding its existing capabilities in computer network systems
integration, consulting, outsourcing and software

5

reengineering, with particular emphasis on the conversion o£ legacy
software systems to systems that are compatible with Internet Protocol
networks and web browser access .

Attract and Motivate High Quality Employees . The Company has developed
programs designed to attract and retain employees with the technical
skills necessary to implement the Business Plan . The programs include
the Company's Shareworks stock purchase plan and its Outperform. Stock
Option program .

Competitive Advantages . The Company believes that it has the following
competitive advantages that, together with its strategy, will assist i_ is
implementing the Business Plan :

Experienced Management Team . Level 3 has assembled a management team
that it believes is well suited to implement the Business Plan . Most of
Level 3's senior management was involved in leading the development and
marketing of telecommunications products and in designing, constructing
and managing intercity, metropolitan and international networks .

A More Readily Qpgradable Network infrastructure . Level 3's network
design takes advantage of recent innovations, incorporating many of the
features that are not present in older communication networks, and
provides Level 3 flexibility to take advantage of future developments
and innovations . Level 3 has designed the transmission network to
optimize all aspects of fiber and electronics simultaneously as a system
to deliver the lowest unit cost to its customers . As fiber and
transmission electronic technology changes, Level 3 expects to realize
new unit cost improvements by deploying the latest fiber and
transmission electronics technology in available empty or spare conduit
in the multiple conduit Level 3 network . The Company believes that the
spare conduit design of the Level 3 network will enable Level 3 to
effect this deployment more quickly and at lower cost than other
carriers .
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Integrated End-to-End Network- latfcrm . Level 3's stracegy

	

-

	

den-_o-
network irfrascruct.ire in maTcr rretrcpolitan areas ant to L_..., t--ese
networks with significant intercity networks _ : North Amer-, CaY arc
Europe . The Company believes that tce integratidn of its local ant
intercity networks with its coiocatica facilities will axpant t:.e scope
and reach of its on-net customer coverage, and facilitate t=e u.ifcrr
deployment of technological innovations as tae Cbmpany manages as
future upgrade paths .

systems Integration Capabilities . The Ccrpany believes that as ability
to offer computer outsourcing and systems integration services,
particularly services relating to allowing a customer's legacy systems
to be accessed with web browsers, will provide additional opport:nities
for selling the Company's products and services .

The Level 3 Network

An important element of the Business Plan is the development of the Level 3
network, an advanced, international . facilities based communications network
optimized for Internet Protocol technology . Today, the Company is primarily
offering its communications services using local and intercity facilities that
are leased from third parties . This enables the Company to offer services
during the construction of its own facilities . Over time, the portion of the
Company's network that is owned by the Company will increase and the portion
of the facilities leased will decrease . Over the next two to three years, the
Company's network is expected to encompass :

an intercity network covering nearly 16 .000 miles in North America ;

leased or owned local networks in 56 North American markets ;

an intercity network covering approximately 4,750 miles across Europe :

leased or owned local networks in 21 European and Pacific Rim markets ;

approximately 6 .5 million square feet of gateway facilities in North
America. Europe and the Pacifi-r Rim; and

undersea capacity, including a l-28 Tbps transatlantic cable system and
a 2.56 Tbps Northern Asia cable system initially connecting Hong Kong to
Tokyo.

6

Intercity Networks . The Company's nearly 16 .000 mile fiber optic intercity
network in North America will consitt of the following;

Rights-of-way (^IROW°) from a number of third parties including
railroads, highway ee®issions and utilities . The Company has procured
these rights from sources that maximize the security and quality of the
Company's installed network . The Company has secured 100% of the ROW
required for the planned North American intercity network . It has
obtained these rights pursuant to agreements with railroads, state and
local departments of transportation, utilities, pipeline companies and
others .

	

-

Multiple conduits connecting local networks in approximately 200 North
American cities . In general, Level 3 will install groups of 10 to 12
conduits in its intercity network . The Company believes that the
availability of spare conduit will allow it to deploy future
technological innovations in optical networking components as well as
providing Level 3 with the flexibility to offer conduit to other
entities .
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initial nstal_aticm of optical fiber strands cesicned t .. acccr=cdate
dense wave division multiplexing transmission technology . This fiber
allows deployment of equipment which transmits signals or _ .-r .'..Ore
individual wavelengths of light per strand, thereby sign-J--it-an-=y
Increasing the capacity of the Company's network relative to older
networks whit: generally use optical fiber strands that transmit =awes
wavelengths of light per strand . in. addition, the Company believes that
the installation of newer optical '_tiers will allow a combination o_`
greater wavelengths of light per strand, '.higher digital transmission.
speeds and greater spacing of network electronics .

The Company also
believes that each raw generation of optical fiber will allow -ncreases
in the performance o= these aspects of the fiber and will result in
lower unit costs .

High speed SONET transmission equipment employing self-healing
protection switching and designed for high quality and reliable
transmission .

A design that maximizes the use of open, non-propr4etary hardware and
software interfaces to allow -lass costly upgrades as hardware and
software technology improves ._

In December 1999, Level 3 began carrying customer traffic between Dallas and
Houston on the first completed and lit segment of its North American _ntercity
network .

	

-

	

-

To support the launch of its services in the third quarter of 1998, the
Company leased intercity capacity from two providers . This leased capacity will
be displaced over time by Level 3's North American intercity network .

On July 20, 1998, Level 3 enter& into a network construction cost-sharing
agreement with INTERNEXT, LLC, a subsidiary of NEXTLINK Communications, Inc .
The agreement, which is valued at $`700 million, calls for INTERNEXT to acquire
the right to use 24 fibers and certain associated facilities installed along
the entire route of Level 3's North. American intercity network in the United
States . INTERNEXT will pay Level 3-as segments of the intercity network are
completed which will reduce the overall cost of the network to the company . The
network as provided to INTERNEXT wi11 not include the necessary electronics
that allow the fiber to carry coimmmications transmissions . Also, under the
terms of the agreement, INTERNEXT has the right to an additional conduit for
its exclusive use and to share costs and capacity in certain future fiber cable
instaiiations in Level 3 conduits .

7

The following diagram depicts the currently planned North American intercity
network when. fully constructed :

[GRAPHIC OF CURRENTLY PLANNED NORTH AMERICAN INTERCITY NETWORK]

The Company expects to substantially complete its North American intercity
network by the end of the year 2000 . Deployment o£ the North American intercity
network will be accomplished through simultaneous construction efforts in
multiple locations, with different .'portions being completed at different times .
As of December 31, 1999, the Company had completed 9,334 route miles of the
intercity network and had approximately 6,200 route miles under construction.

In Europe, the Company is deploying an approximately 4,750 mile fiber optic
intercity network with characteristics similar to those of the North American
'ntercity network . As in North America, the Company will provide initial
service in Europe over a leased network that will be displaced over time by the
intercity network owned by the Company .
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On April 29, 1999, Level 3 announced _tat _= had =_na__zed cent=acts
relating to construction of Ring 1 o

	

is European network :-

	

ante . -e'_cium,
the Netnerla=s, Germany and the United Kingdom . Ring 1, whist __ =wrcx_matel' .
_ .800 miles, will connect Paris, Frankfurt, =msterdam, E:,hsseis and'_cndca .
network is expected to be ready for service :: September 2000 . Ring _ _:, part
of the approximately 4,750 mile interdit_ .etwork . This 2uropear. -:two=:;
be liaised to the Level 3 North American. intercity network "_, zhe Level
transatlantic 1 .28 Tbps cable system c=rently under development, also expected
to be ready for se=-rice ty September 2000 .

On July 26 . 1999, the Company announced two important developments of it . .
European network build with agreements with Eurctunnei and Alcatel . =~roturael
will install and supply Level 3 with multiple -cross-Channel cables between the
United Kingdom and France through the high-security service tunnel . 7._ _irst
of these cables will be completed by the end of the first quarter cf 2000 .
Subsequent cables will he installed to upgrade and expand the network as and
when required or when new fiber technology becomes available . Alcatel will
design, develop and install an undersea cable to link the Level 3 network
between the United Kingdom and Belgium.

The
cable system is already under

development and will be completed by the end of the first half o'_ 2000 .

In addition, on May, 4, 1999, Ladel 3 and COLT Telecom Group plc ("COLT")
announced an agreement to share costs for the construction of European
networks . The agreement calls for Level 3 to share construction costs of COLT's

8

planned 1,600 mile intercity German network linking Berlin, Cologne,
Dusseldorf, Frankfurt, Hamburg, Munich and Stuttgart . In return, COLT will
share construction costs of Ring 1-of Level 3's planned European network.

The Company has entered into transoceanic capacity agreements that will link
Level 3's North American, European and Pacific Rim intercity networks . One
agreement provides for Level 3's participation in the construction of an
undersea cable system that will connect Japan and the United States by the end
of the year 2000 . The remaining agreements relate to the Company's
transatlantic capacity . These agreements are _n addition to the agreement
relating to the Company's 1 .28 Tbps transatlantic undersea cable system .

In the Pacific Rim, the Company currently intends to provide service over a
leased line intercity network and long-term leases of submarine cable capacity .
In 1999, Level 3 opened its Asia Pacific headquarters in Hong Konq . On January
24, 2000, Level 3 announced two important developments of its Asian network
with the planned construction of a3 .56 Thps undersea cable initially
connecting Hong Kong to Tokyo and gateway facilities in each city . This
connection between Hong ?Gong and Tokyo is intended to be the first stage in the
construction by Level 3 of an undersea network in the region and is scheduled
for completion in the second quarter of 2001 .

Local Market Infrastructure . The Company's local facilities include fiber
optic networks, in a SONET ring configuration, connecting Level 3's intercity
network gateway sites to ILEC and CLEC central offices, "long distance carrier
POPs, buildings housing communicatioa-intensive end users and Internet peering
and transit facilities .

	

-

The Company had secured approximately 3 .4 million square feet of space for
its gateway facilities as of December 31, 1999 and had completed the buildout
of approximately 1 .3 million square feet of this space . The Company's gateway
facilities are being designed to house local sales staff, operational staff,
the Company's transmission and Internet Protocol routing/switching facilities
and technical space to accommodate coloration of equipment by high-volume Level
3 customers, such as ISPs, in an environmentally controlled, secure site with
direct access to the Level 3 network through dual, fault tolerant connections .
The Company is offering private line, (3)Voice, coloration services, =nternet
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access and managed r..cdem at its gateway sites . =he availabilit-- c_ _~ese
services varies by location .

	

-

ns of December 31

	

339, _he Cz=pany had operational facilities based -coal
metropolitan networks . 22 7 .5 . markets and 1 European markets . :._so, as c'_
December 31, 1999, "a Ccmpany had_entered into interconnection agreements with
RBOCs covering 49 markets .

The Company has negetlated maste leases with several CLECs and =-Cs t
obtain leased capacity from those providers so that the Ccmnany car. provide _ts
clients with local transmission cagabilities before its own local networks are
complete and in locations not directly accessed by the Company's owned
facilities .

The launches of services in London and Frankfurt _followed the Company's
acquisitions of BusinessNet Limited, a leading IIR ISP, in January 1999 and
miknet Internet Based Services Gmbfl~ a leading German ISP, in September 1999 .
In addition, in June 1999 . the Company completed the constriction of its
metropolitan network in the city ai London. The Company launched its
international gateway in London in aanuary 1999 and Paris, Amsterdam and
Frankfurt in June 1999 . The 75,000 square foot office and operations facility
in London is the hub of European operations and houses the operational center
and network equipment, along with additional space for expansion and colocation
services . In addition, in July 1999, Level 3 acquired a building with an
additional approximately 263,000 square feet of space to serve as colocation
technical space in London . The Company is currently offering services in and
among London, Paris, Amsterdam and - Frankfurt .

Communications and Information Services

In connection with the Business Plan, the Company is substantially
increasing the emphasis it places on and the resources devoted to its
communications and information services business . The Company is building

9

on the strengths of its information services business and the benefits of the
Level 3 network to offer a broad rdlge of other services to business and other
end users .

	

-

As the Business Plan is being implemented, the company is offering a
comprehensive range of communications services, -including the following :

Transport Services . The Company's transport services consist of private
line and special access services and long-term leases o£ dark fiber and
conduits .

[_1Private Line and Special Access . Private line and special access
services are established as a permanent physical connection between
locations for the exclusive use of the customer . The company is
offering the following types of private line and special access
services :

Private Line . This type of link is a dedicated line connecting
two end-user locations for .voice and data applications, including
ISPS .

carrier-to -Carrier Special Access . This type of link connects
carriers (long distance providers, wireless providers, IIECs and
CLECS) to other carriers . -

End-user to Long Distance Provider Special Access . This type of
link connects an end-user, such as a large business, with the
local POP o£ its chosen long distance provider .
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_ tae services with available transmission speeds __7= -1 - z CC! anz
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L__]nark :fiber and Ccnfl"li_s . -'.:= CC=any is of=aping car,

	

and
conduit along its local and _rtercity networks on a lone_-?_^ _:ase
basis . Customers can '_ease -dark =fiber and conduit _c, any cc .:oinaticn
of three ways : (_) segment by segment, (2) full ring or iii the
entire Level 3 network . Level 3 offers coloration scare in _c_
Gateway and intercity retransmission facilities - . . these customers
for their transmission electronics . Although Level '_ wi_i net b_
responsible for the management of the transmission electrcnics,~
Level 3 is ccntenplating providing installation and maintenance
services for this equipment on a fee for service basis .

Coloration . The Company is offering its customers and other service
providers the ability to locate their communications and networking
equipment at Level 3's gateway sites is a safe and secure technical
operating environment- The demand for these colocat_cn services has
increased as companies expand into geographic areas -_a which they do not
have appropriate space or technical personnel to support their equipment
and operations . At its operational coloration sites . the Company is
offering customers AC/DC power, optional UPS power, emergency back-up
generator power, VAC, fire protection and security. Level -, is aiso
offering high-speed, reliable connectivity to the Level 3 `_eased network
and other networks, including both local and wide area networks, the
PSTN and Internet . These sites are being monitored and maintained 24
hours a day, seven days a week .

Level 3 is offering customers, including ISPs, the opportunity to
color-ate their web-server computers at the Company's larger gateway
sites, enabling them to take advantage of the marketing, customer
service, internal company information networks (-intranets � ) and other
benefits offered by such web presence . By coloratiog its web-server in a
Level 3 facility, a customer has the ability to deploy a high-quality,
high-reliability Internet presence without investing capital La- data
center space, multiple high-speed connections or other capital intensive
infrastructure . Although the customer is responsible for maintaining the
content and performance of its-server, the Company's technicians will be
available to monitor basic server operation. The Company will also offer
redundant infrastructure consiating of multiple routers and connections
to Internet backbones .

Internet Access . The Company is offering Internet access to business
customers, other carriers and ZSPs . These services include high-capacity
Internet connections ranging from 45 Mbps to 1,000 Mbps .

Managed Modem . The Company is offering to its customers an cutsourced,
turnkey infrastructure solution for the management of dial uP access to
either the public Internet er .a corporate data network

10

that may include access to the public Internet ("Managed Modem") . This
service was the first offered Sy the Company that used softswitch
technology to seamlessly interconnect to the PSTN. ,Ihile ISPs are
provided a fully managed dial-up network infrastructure for access to
the public internet, corporate customers that purchase Managed Modem
services receive connectivity for remote users to support data
applications such as telecommuting, e-mail retrieval, and client/server
applications . For Managed Modem customers, Level 3 arranges f.

.^
_ the

Provision of local network coverage, dedicated local telephone numbers
(which the Managed Modem customer distributes to its customers in the
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=ticks
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stcmer-=
Location to the Level _ catewav

	

=eve_ = also pro-ass
monitori.g ..= t.__ _:=rastr_cturz 24 :curs a day, _=even - ass a
providing a tu= -key :-£rastr=cture modem solution, Level = c__ = "res
that this product allows __s customers tc save cot: capita_ and
operating costs .

Voice . During December '_990, Level - cc=_erciaily =a=c-ad ._ . .nice .
Internet Protocol Cased long distance service, which -,ses sottsw:tc.
technology . -his long distance service is currently available -. . _3

features associated with local se_^7ice, such as caller ID, .c_ce rail
and tail forwarding, during the r_rst --.:aster of 2000 . Customers access
(3)VOice long distance service by using existing telephone equipment a_- ..
dialing procedures . The company believes that i3)Voice long distance
service is offered at a quality level equal to that o£ the PS4C7 .

Level 3 currently offers, through its subsidiary PKSIS, computer operations
outsourcing and systems integration. services to customers located throughout
the United States as well as abroad. The Company's systems integration services
help customers define, develop anti implement cast-effective information
services . The computer outsourcing services offered by the_Company include
networking and computing services . necessary for older .mainframe-based systems
and newer client/ server -based systems . --he Company provides its outsourcing
services to clients that want to focus their resources on core businesses,
rather than expend capital and incur overhead costs to operate their own
computing environments . PKSIS believes that i- is able to utilize its expertise
and experience, as well as operating efficiencies, to provide its outsourcing
customers with levels of service equal to or better than those achievable by
the customers themselves, while ac the same time reducing the customers' cost
for such services . This service is -particularly useful for those customers
moving from older computing platforms to more modern client/server networks .

PKSIS offers reengineering services that allow companies to convert older
legacy software systems to modern networked computing systems, with a focus on
reengineering software to enable older software application and data
repositories to be accessed by web browsers over the Internet or over private
or limited access Internet Protocol networks . PKSIS also provides customers
with a combination of workbench tools and methodologies that provide a complete
strategy for converting mainframe-based application systems to client/server
architecture .

Distribution Strategy

Level 3's distribution strategy is to utilize a direct sales force focused
on communications intensive and web centric businesses . These businesses
include ISPs, application service providers, content providers, systems
integrators, next generation carriers, web-hosting companies, streaming media
companies and Internet Protocol based storage providers . Level 3 believes that
these companies are the most significant drivers of bandwidth demand . The past
distinctions between retail and wholesale have been blurred as these
communications intensive and web centric businesses purchase Level 3 services,
add value to our services and then =market the services to end-users .
Bandwidth constitutes a significant portion of these companies' cost structure
and their needs for bandwidth in many cases are growing at an exponential rate .
Providing continually declining bandwidth costs to these companies is at the
core of Level 3's market enabling strategy.

Level 3 expects that approximately 85't of -ts sales will be to web centric
customers that package communications services into value added services and
directly sell into the residential .and business markets . The remaining
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__
charnels to _-pl°_ment -__s distribution strategy . ^hese include a
Regional/:-count Zales G_c'uo, a Carrier Sales Group and a lark --her ales
Group .

3usiress Support system

In order t purl_ its sales and distribution strategies, t=e Ccrtpanv is
developing a set of integrated software applications designed to automate t.-.e
Company's operational Processes . --firough the development of a robust, scalable
business support system, the Company believes tint _ has the opportunity

t^
.,

develop a competitive advantage relative to traditional teleccmmunicaticns
companies . Whereas traditional telecommunications c®anies operate extensive
legacy business support systems with compartmentalized architectures that i_=_ ..
their ability to scale rapidly and introduce enhanced services and features,
the Company has developed a business support system architecture wended t.,
maximize both reliability and scalability .

Key design aspects of t'ze business support system development Program are :

integrated modular applications to allow the Company to upgrade specific
applications as new products are available ;

a scalable architecture that allows certain functions that would
otherwise have to be performed-by Level 3 employees to be perfo_.ned by
the Company's alternative distribution channel participants ;

phased completion of softwareseleases designed to allow tie Company to
test functionality on an incremental basis ;

use of a three-tiered, client/server architecture that is designed to
separate data and applications, and is expected to enable continued
improvement of software functionality at minimum cost ; and

maximum use of pre-developed or "shrink wrapped" applications, which
will interface to Level 3's enterprise resource planning suites .

Interconnection and Peering

"-web-enabled" applications so that on-line access to all order entry,
network operations, billing, and customer care functions is available to
all authorized users, including Level 3's customers and resellers ;

The first four releases of the business support system have been delivered
and contain functionality necessary to support the set of services presently
offered . See "--Communications and Information Services ."

As a result of the Telecom Act, properly certificated companies may, as a
matter of law, interconnect with ILECS on terms designed to help ensure
economic, technical and administrative equality between the interconnected
parties . The Telecom Act provides, among other things, that ILECS must offer
competitors the services and facilities necessary to offer local switched
services . See --Regulation ."

As of December 31, 1999, the Company had entered into interconnection
agreements covering 49 markets . The Company may be required to negotiate new or
renegotiate existing interconnection agreements as Level 3 expands its
operations in current and additional markets in the future and as existing
agreements expire or are terminated.

Peering agreements between the Comnany and ISPs are necessary in order =or
the Company to exchange traffic with those ISPs without having to pay transit
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=nd approximately 50 -ternational =SPs and is cirrentiv :urc-asinc =raMs_t
from one major ISP . The oasis on which the large national ISPs make T ___ ,
available or _::pose settlement
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=arges is evolving as the provision, of Internet access and related services
pas expanded . Recently, companies that have previously offered peer:no cave c_t
-ack or eliminated peering relationships and are estab:_sh:ng new, More
restrictive criteria fcr peering . - T---!i order to maintain certa_n of -tc ___'_-
-relationships, Level .. will have to meet these more restrictive criteria

employee Recruiting and Retention

As of December 31, 1999, Level 3. had 3 .175 employees _n the communications
portion of its business and PRSIS had approximately 681 employees, for a total
of 3,856 employees . The Company believes that its ability to _aplement the
Business Plan will depend in large part on its ability to attract and retain.
substantial numbers of additional qualified employees . =n order to attract and
retain highly qualified employees, - the Company believes that it is i.aportant to
provide (i) a work environment that encourages each individual to perform to
his or her potential, (ii) a work environment that facilitates cooperation
towards shared goals and (iii) a compensation program designed to attract the
kinds of individuals the Company seeks and to align employees' interests with
the Company's . The Company believes the Business Plan and its relocation to new
facilities in the Denver metropolitan area help provide such a work
environment . With respect to compensation programs, while the Company believes
financial rewards alone are not sufTicient to attract and retain qualified
employees, the Company believes a properly designed compensation program is a
necessary component of employee recruitment and retention. In this regard the
Company's philosophy is to pay annual cash compensation which, if the Company's
annual goals are met, is moderately greater than the cash compensation paid by
competitors . The Company's non-cash benefit programs (including medical and
health insurance, life insurance, disability insurance, etc.) are designed to
be comparable to those offered by its competitors .

The Company believes that the qualified candidates it seeks place particular
emphasis on equity-based long term incentive ("LTI") programs . The Company
currently has two complementary programs : (i) the equity-based "Shareworks"
program. which helps ensure that all employees have an ownership interest in
the Company and are encouraged to invest risk capital in the Company's stock ;
and Iii) an innovative Outperform Stock Option ("OSO") program applicable to
the Company's employees . The Shareworks program currently enables employees to
contribute up to 7% of their compensation toward the purchase of restricted
coon stock. If an employee remains employed by the Company for three years
from the date of purchase, the shares will vest and be matched by the Company
with a grant. of an equal number of shares of its common stock . The Shareworks
program also provides that, subject to satisfactory Company performance, the
Company's employees will be eligible annually for grants by the Company of its
restricted common stock of up to 3% of the employees' compensation, which
shares will vest three years from the employee's initial grant date .

The Company has adopted the OSO program, which differs from LTI programs
generally adopted by the Company's competitors that make employees eligible for
conventional non-qualified stock options ("NQSOs") . While widely adopted, the
company believes such NQSO programs reward employees when company stock price
performance is inferior to investments of similar risks, dilute public
stockholders in a manner not directly proportional to performance and fail to
provide a preferred return on stockholders' invested capital over the return to
option holders . The Company believes that the OSO program is superior to an
NQSO-based program with respect to these issues while, at the same time,
providing employees a success-based reward balancing the associated risk .
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PAC WEST PROSPECTUS
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TOTAL REvENUEs $30.3 MILLION

REVENUES FROM ISPS
TOTAL REVENUES FROM ISPS : 28.2%

REVENUES FROM ISPS : $ 8.5 MILLION

NUMBER OF ISP CUSTOMERS: 78

ISP REVENUES/ISP CUSTOMER : $110,000

REVENUES FROM RECIPROCAL COMPENSATION
TOTAL REVENUES FROM

RECIPROCAL COMPENSATION : 41 .8% P. 29

REVENUES FROM RECIPROCAL COMPENSATION : $12.6 MILLION

RECIPROCAL COMPENSATION
REVENUES ISP CUSTOMER $ 162,000

OPERATING COSTS $ 8.8 MMLION P . 32
OPERATING COSTS AS
of REVENUES : 28.9% P . 32
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area :

-Ip fax

--voicexail

--Paging

--Integrated messaging

--LAN and VPN Services

The following summary highlights selected information in this prospectus .
-he summary may not contain all of the information ttat is important to you .
This prospectus includes forward-looking statements which involve risks and
=certainties . You should carefully read the entire prospectus . including the
risk factors and the fiasdlal statements, before deciding whether to invest in
our common stock.

Our Company

Pse-West TeleCGmm . Inc .

Pat-West is a rapidly growing provider of integrated com®mieatiods services
in the western United States . Our customers include Internet service providers .
small and medium businesses and enhanced communications service providers . -AMY

of which are communications-intensive users . we believe the bread

	

at our
product offerings aA the structure of our network enable us to generate high
network utilization, substantial revenues . strong profit eatgina and positive
cash flow .

We began offering Long distance service in 1982 and local service in 1996 is
California . which in our primary market . An. of June 30 . 1999 . we had over
76 .000 lines in service . a 137% increase from June 30, 1998 . We estimate that
over 82% of . the current utilization of these lines by our customers i s to carry
data traffic and that dwartatimaceiy 96% of our current tratfiC is tar411n.ACea et
our aetwzx . Since 1994, ve have consistently generated positive cash flows

from operations .

To meet demand for communications services in California . we have
established a switching site in each of Los Angeles . Oakland and Stockton . and
digital connections in each of California's 11 local access and eranaport
areas . In California . cur network enables our customers to provide their
business and residential customers with access co Internet . paging and other
data and voice services from almost amy point in the state through a local
ca11 . This allow@ our customers to achieve statewide coverage with lower
capital and operating expenses . According to industry sources . the Califoria
celeeoanunicacions market generated over $27 billion in total revenues in 1997 .

We are expanding our network into Nevada with a switch in Las Vegas and
digital connections in all of Nevada4 s local access and transport areas . We
intend to continue our expansion into ocher weat*ze states . where mamy of our
existing customers have operations . We expect to have ten switches with
operations in ten western. states by the end of 2000 . As we expand our network,
we plan to leverage our existing customer relacionsbips to provide predictable
usage races on our network assets . rapid revenue ramp-up and continued strong

Capymgru 2000 EDGAR(Jnhne. Inc. (~ 1.O112.003)
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Profit margin-,

Since our Inceeticn. we have used a "smart-build- network strategy, bnildlng
and awning the I.^.̂ttiligenc components of our network while leasing unbundled
leaps and transport limes from other carriers . Currently, we lease all of cur
transport lanes, but as traffic on our network: increase, . we intend to purchase
rights of use in higm capaci:f dark fiber transport lines ;c incecconnect
certain of our markets wlch an owned backbone network . This will crovlde us
with greater flexibility In creating and managing data and voice services and
result -z cost savinos . We also provide our customers with collccatlon
Services . allowing them to house cneir equipment it space we operate w-.thir. cur
switching center, .

We are a leading suwlier of Internet access and other Internet
infrastructure services Ita 78 Internet service providers won nave a
significant existing customer base In our marxecs . With cnis large base of
Internet Service providers . we believe we are ideally positioned to provide
high-speed data services . such as digital subscriber line or OSL services . CO
Internet users . .Recently, we signed an agreement with Covad CC®midicacicQS to
provide bundled high-speed Services beginning 1n the fourth quarter of 1999 and
are considering other rays to nrovmde our customers with-an easy method of
ordering, installing and managing high-speed Internet access .

Our strategy

Date Fried

	

/ / ! ; 9r0

In addition . with our network presence and =Is, we are well positioned to
serve small and odium business customers . These customers want teehnclogicaily
advanced cnmmsnicacion solutions from a single source . Our complete product
offering of system design . equipment installation and maintenance . voice, data
add long distance services . 24/7 support, subscription services with multi-year
contracts and optional upgrades to emerging state-cf-the-art equip~c directly
masts the dead$ of this ubder-served market . Our focus on small and medium
businesses has resulted in significant market peaacratipd over the past year,
as we have increased dun business lines in service from approximately 2,900 to
war 12,000 from June 10, 1998 to June 30, 1999 . According to industry sources .

our target markets currently have approximately 1 .4 million small and medium
businesses and 16 .5 million business lines .

We are focused era becpmimg the .iutegraced communication provider of choice
for our customers . Our strategy to meet this objective is to :

Capitalize on growing demand is par current markets . The demand for data
and voice c-,,cations Services in our current markets is large and
growing rapidly . we intend to increase our market penetration and
capitalize on this growth by adding more switthes and transport lines to
increase our capacity, adding new and innovative produces to our existing
offerings, and repackaging add repricing our offerings in response to the
changing demands of our cuetemea . We believe we are differentiated by
the architecture of our network . which Subparts high calling volumes and
lone holding ttsma . the ability to access our network tarouguout our
market area through a lout call . add the ability of Service providers to
collocate their equipment at our switch locations .

Leverage existing customer base through geographic expansion. We are a
leading supplier of Internet access and Internet infrastructure services
in Clifornia with 78 Internet service provider customers . Our customers
include : Concentric Network Corp ., Earehliak. Inc . . Ni"Spring
Enterprises, Inc. and splitrock Services, Inc . we plan to leverage our
existing customer base by entering new markets where our tutaedc
customers have or are beginning operations to achieve predictable usage
rates on our network assets . rapid revenue ramp-up, and continued strong
profit margins . By year end 2000, w plan to have operations in
California . Nevada. Washington . Arizpna. Utah . Colorado, Texas, New

Copyngnt 2000 EDGAR Online. Inc. (vet 1.0111.003) Page 3
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. , assumes Chat the "_nderwri :ere' c,er-allotment cozion will not be enecc_:ea.
12) assumes czac all of the snares offered in the directed share sunaczIpt_Cn
program are purchasec oy shareholders of safeguard Scie¢uf1^-s . (31 assumes
that all of our outstanding convertible mdeemanle preferred stock will to
converted into common smock concurrent with the closing of this offering, based
an the preference amount as of June 30 . 1999 and a conversion price of S:O .CO
per share. (41 reflects a 10-far-1 stock split that was effected or. !larch 13 .
1999 and (5) reflects a 1 .4-far-1 stock split effected on October 7 . 1999 .

Summary Ficaacial Data

Our statements of operations data for the period from commencement (October
1, 19961 to December 31, 1996 and for the years ended December 31 . 1997 and
1998, sho`m in the cable below . are derived from our audited financial
statements . Out statements of operations data for the six monca periods ended
June 30, 1996 and 1999 and our balance sheet data as of June 30, 1999 have been
derived from our unaudited financial statements which, is mile opinion of
management . include all adjustments . consisting only of normal recurring
adjustments. necessary for a fair statement of the results for the unaudited
interim perzoda presented. Tile unaudited balance sheet data as of June 30 . 1999
includes the issuance on January 29 . 1999 of $150 million of 13 1/29 senior
notes due 2009 . --he results of our operations for the six month period ended
June 30, 1999 are not necessarily indicative of the results of operations which
ve expect for the full 1999 calendar year . This summary should be read in
conjunction with the section entitled 'Management's Discussion add Analysis of
PfaaaeiAl Condition and Results of Operations- and our financial statements,
including related notes thereto . included elsewhere is this prospectus .

The unaudited 'As Adjusted- summary balance sheet data reflects the sale of
the 11,400 .000 shares of common stock offered by us in this offering at the
initial public offering price of 810 .00 per share, after deducting the
vaderwriting discount and estimated offering expenses payable by us, and the
conversion of our outstanding convertible redeemable preferred stock. The
unaudited pro forma sham and per share data give effect to the conversion of
our outstanding convertible redeemable preferred stock into 4 .864 .947 shares of
cosmen stock, based an the preference atouac as of June 30 . 1999 and a
conversion price of $10 .00 per share .

On October 1 . 1996, we began operations when Our predecessor company
transferred its telephone and answering service divisions to us . As a result .
you have limited compara0le historical financial information upon which to nose
your evaluation of our past performance add the value of investing in our
common stock .

Except sa discussed below . we recognize revenues for telecommunications
services when service is provided . Such revenues include reciprocal
compensation due under our new intereeaneetion agreement with Pacific Bell .
Reciprocal COmpensation due under our previous interconnection agreements with
Pacific Bell and GTE is recognized as revenue only to the extent received id
cash . Pacific Bell and GTE have each refused to pay us the portion of
reciprocal coneneation due under the prior agreements which they estimate is
the result of inbound calls terminating to Intezaet service providers . Pacif 4 C
Bell and GTE argue that such calls are not local within the meaning of their
i¢teseomeccio¢ agreements and therefore assert that no reciprocal compensation
is due . See Note 5 to the audited financial statements . -Risk Factors--we may
not be entitled to receive reciprocal compensation for Calls to Internet
service providers- and -Buniaess--Regulatory Proceedings--laterconnectioa
Agreements .'

Adjusted EBITDA as wad is this prospectus represents earnings before
interest, net ; income taxes ; depreciation and amortization; further adjusted
for the costs of merger and recapitalization ; transaction bonuses and
consultant's costs ; and extraordinary item . Included in ocher (iacomel expense .
net, is interest income of 55,000 . 590 .000, $327,000, $128 .000 add $1,1a5,000

COpynghr 2000 EDGAR Online : ine, (ver / .0(/1.003) Page 8
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for the period from commencement cn October : . 1996 to December 31 . =996, f__
tae years ended December 31, 1991 and 1998, aad for tte six scatn per.cds eraem
:une 10 . 199a and 1999 . respectimeiy . XIthou?- E11I:a is not a measure o=
financial performance under Generally accepted accounciag prlnclples . ~--
telleve 1: .a a common measure used by analysts and investors la CC=LrinC a
company's results vlth those of similar companies as ell as cc evaluate tae
capacity of a company, cc service-1 :n obiiga%Lc...s .

Copynght 2000 EDGAR Onl(ne Inr (ver l .0112 . 00J)

Period from
Commencement on

	

'fear Ended

	

Six Man= Period
October 1 . 1996

	

Cecember 31 .

	

Ended State 30 .

Page 9

division . . . . . . . . . . . . . . .
Coats of merger and
recapitalization (1) . . .

-_

--

(365)

--

--

1 .004

.-

81

_"

--
Other (inacms) expense,
net . . . . . . . . . . . . . . . . . . .,, 11 (119) (1301

--------
(1281

--------
: .185)

--------
Income before provision

-------

for income cases and
excramrdimary item . . . . 234 7,492 : .311 5,482 1 .339

Provision far income
taxes . . . . . . . . . . . . . . . . . . 94 2 .997 1,561 2,193

--------
535

--------
Income (lose) before

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

extraordinary item . . . . 140 4-495 (250) 3,289 804
Extraordinary item--loss
on early extinguishmrst
of debt . net of income
tax benefit of $278
(1) . . . . . . . . . . . . . . . . . . . . -- (417)

--------
Net income (loss) . . . . . . .

-------
$ 140

--------
5 4,495

--------
$ (667)

--------
S 3 .289 $ 804

--------Basis and diluted income ""------
..... ... --------

(loas. before
extraordinary item per
share . . . . . . . . . . . . . . . . . . 5 1 .00 5 32 .11 $ (0 .10) $ 21 .49 5 (0 .09)

to December 31 .
1996

------------------
1997 1998

__---__----_____--
1998 -999

--------_

_--_ " -

_ _

(in thousands, except per share data)

statements of operations
Data :
Revenues . . . . . . . . . . . . . . . . $ 4 .212 $ 29,551 $ 42,211 $ 19 .932 5 30 .264
Costs and cxpensea :
Operating costs . . . . . . . . 2,064 12,060 15.344 7,791 9 .753
Selling, general and
administrative :

Selling, general and

administrative . . . . . . . . 1.519 7,367 10 .779 4,219 9,563
Transaction bonuses and

consultant's costs
(1) . . . . . . . . . . . . . . . . . . . --- .- 3,796

Depreciation and
amortization . . . . . . . . . . -299 2 .204 4,106 1 .701

--------
3,292

--------
Income from operations .

-------
350

--------
7,920

--------
a,184 6 .221 8,656

Interest expense . . . . . . . . 108 932 4 .199 786 9 .502
(Gain) on disposal of
answering service
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Recent Developments
(unaudited)

(1) Transaction bonuses and cousultaac-3 costs, costs of merger and
recapitalization and the extraordinary item all relate to our
recapitalization described in Note 1 to the audited financial statements
included elsewhere in this prospectus .

(2) Restricted cash reproaches cash deposited in an interest reserve cruet
acemmt to fund the first two interest payments due under our senior rotes,
the first of which was paid an August 2 . 1999 .

Revenues for the third quarter of 1999, ineluding a cash payment of $20 .0
million from Pacific Hell in settlement of claims for unpaid reciprocal
CCUPessatiun from prior periods, were $37 .0 million, up 134% from the second

Page 10

Basic and diluted nec ..
income (losal per snare -

. . . . . . . . . 5 -1 . CO 5 311 .11 $ (0 .39) 5 33 .49 5 (0 .09)
_aau and diluted
weagnted average snares
outstandinz . . . . . . . . . . . . .- 140 140 - .244 140 -7 .597
?ra forma casic nec
income (lass) per _
share . . . . . . . . . . . . . . . . . . -_ 5 (0 .101 5 C .04
Pro forma +eigaeed
average snares
cutscandang . . . . . . . . . . . . _ 6 .563 - 22 .220

Other Financial face :
Reciprocal compensation
withheld . . . . . . . . . . . . . . . 5 5 3,793 5 32,591 5 12,912 5 28 .371
Adjusted EBITDA . . . . . . . . . . 633 10 .538 16 .091 7 .922 -1 .948
Adjusted EBITDA margin

. . . . . . . . . . . . . . . . . . . . . . 15 .01 35 .7% 18 .1% 39 .71 39 .S%
Capital expenditures . . . . S 3 .899 5 11 .884 S 42 .466 5 7,863 5 21 .908
Cash provided by (used
in) ;
Operating activities . . . - 75 5,876 12.033 7 .387 20 .741
Investing accivities . . . (1 .682) (6,6191 (42 .0311 (7 .433) (41,604)
Financing activities . . . 1 .549 3,658 41,631 3,018 44,513

As of June 30, 1999
---------------------
Actual As Adjusted

---(in
___

thousands)

Balance Sheet Daca :
Cash and cash equivalents . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5 38.896 5144 .576
Restric_ed cash (2) . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 20 .066 20 .066
Working Capital . . . . . .-- . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 44 .643 150.133
Egnipaenc . vehicles and lcaaeaeld improvements, net . . . . . . 76,010 76 .010
Total assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150 .208 255 .898
Total long-corm debt . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 150,062 150,062
Convertible redeemable preferred stock, including accrued
cumulative dividends of $3 .649 . . . . . . . . . . . . . . . . . . . . . . . . . . 48 .649 --

Stockholders- equity (deficit) . . . . . . . . . . . . . . . . . . . . . . . . . . . (75,634) 78,705
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;aarcer of 1999 (517 .0 wIIItcr. sir an at Increase excluding t .-.e settlement
payment( . On a veer-ever-year baste . chira quarter 1999 revenues were up 269%
AS compared to third quarter 1998 revenues Of 59 .5 million (a 799 increase
excluding tae settlement tayment) . For the third quarter 1999 . excluding the
settlement payment . gross margin (revenues less direct cperating coats as a
percentage of revenues( was 669 and includes the effect of a sigrificaac price
reduction as a result of lower reciprocal compensation rates per minute of use
a the new two year Pacific Bell intereonaeetion agreement . See 'Management's

Discussion and Analysis of Financial Condition and Results of 0peracloas--
Factors Affecting Operations . -

EBITCA Ecr the third quarter of 1999 was 525 .6 million . a 3371 ', .-.crease 'Er=r.
second cuarcer EBITDA of 55 .9 million 155 .8 million or a 2% decrease excludi=
the settlement oaymentl . in a Year-over-year oasis third quarter 1999 ESITDA
was up 7901 from third euarter 1998 EBITDA of 52 .9 million is 100% increase
exeludazn Cat settlement paymencl .

Not income for the third quarter of 1999 was 510 .0 million la 1038 of 50 .5
million excluding the settlement payment) . compared to net income of $0 .2
million for the second quarter of 1999 .

AS of September 30, 1999 . Pac-West had case add cash equivalents and
restricted cash totaling $69 .0 million and total debt of $150 .1 million .

As of September 10 . 1999 . Pac-West had a total of 88,009 lines in service
versus 76,263 lines in service acthe end of the Second quarter of 1999 . an
increase of 153 . In addition . on s year-over-year basis (third quarter 1999
versus third quarter 1998), lines in cute increased 1509 .

Billed minutes of use increased 10 to 4 .0 billion for the third quarter .
compared to the second quarter of 1999 . On a yeas-aver-year basis . billed
minutes of use increased from 2 .0 billion co 4 .0 billion . a 1009 increase .
Total personnel increased by 29 in the quarter to 216 at September 30 . 1999 .

Date fued
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Subsequent to September 30 . 1999, GTE paid . and Pac-West recorded as
revenue . 96 .308 .000 of reciprocal compensation that GTE had previously
witbheld . See 'MMZGge-a'C'3 Discussion add Analysis of Financial Condition and
Results of Operations--Factors Affecting operations .' CIE has not waived its
rights to appeal . contest or seek subsequent reimbursements of amounts paid by
it as reciprocal compensation .

7

RISK FACTORS

You should Carefully consider the risks described below before making an
investment decision . The risks and uncertainties described below are not the
only ones facing our company . Additional risks and uncertainties not presently
known to us or that we currently consider immaterial may also impair our
operations . If any of the following risks actually occur, our business,
financial condition or results of operations could be materially adversely
affected . In this case, the trading price of the common stock could decline .And you may lose all or part of your investment .

Failure to continue our expansion would adversely affect cur financial

prospects, financial condition and results of operations . This could result
from our inability to :

assess potential markets :

. obtain required governmental authorizations, franchisee . and permits :

Copyngnt 2000 EDGAR Onlin In Ives 1.01/2.0031 Page l /

condition . -

Our failure to expand our business in order to satisfy the Stowing needs of
our, customers . to achieve economies of scale and to benefit from the
infrastructure we have established would adversely affect our business
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. implee,ent !nccrcotsecc :cm and co:locat :on arrangemencs with incumbent
local exchange carriers :

. lease adequate trasamiaeion capacity from inter-exchange carriers .
incumbent local exchange carriers and competitive local exchange
carriers :

. purchase and install switches in additional markets : and

. develop a sufficient castoemer base .

we may not be able to manage our growth, which could adversely affect our

financial condition . Our ability to swage our growth will be particularly
dependent On our ability to develop and retain an effective salsa force and
qualified technical personnel . The competition for qualified managers and
technical personnel in the telecommunications industry is intense . and we may
not be able cc hire and retain sufficient qualified personnel . Ia addition . we
may not be able cc maintain the quality of our operations, co control our
costs. to maintain compliance with all applicable regulations. and co expand
our internal menagemenc . technical . information and accounting systems in order
to support our desired growth .

we say not be able to comply in a cost-effective ewsner with current or future
regulations .

our provision of teleho®unicatione services is heavily regulated at the
federal, state. and local levels . Compliance with these regulations imposes
substantial Costs on us and rescricts our ability co Conduct our business . For
example. in each state in which we desire to offer our services . we must obtain
prier authorization from the appropriate state authorities . If we experience
delays in obtaining required approvals or fail to comply with regulatory
raquiretnents . our business and our financial condition could be adversely
affected . In addition, regulatory requirements may change with little notice .
which would adversely affect our business prospects . financial condition and
results of operacions .

A failure to establish interconnection agreemente an favorable terms would
adversely affect our business .

we moat interconnect, with incumbent local exchange carriers in order to
service our customers . The Telacommunacaticna Act of 1996 mandates that
incumbent local exchange Carriers interconnect with companies like ours to
provide us with individual network services components, such as Origi=tjon,
termination and other services . However. i t dace not assure the time frame in
which chow services will be Offered to us or assure chat we will be able to
purchase those services at rates and on terms and Conditions that allow us to
remain competitive and profitable . If we have difficulties obtaining high
quality, reliable and reasonably priced services

Copynght 1000 EDGAR Online (n (w 1.01/1 .003)
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from the incumbent local exchange carriers . cur services will be less
attractive to CU6tOmere and our business will be adversely affected . Our
primary interconnection agreements are with. Pacific Hell and GTE . Cur
intareossectioa agreement with GTE has expired tut will remain in farce until a
replacement agreement is finalized. Id addition . we will seed sew
interconnection agreements in each new market we enter. We cannot be certain
that we will be able to enter into replacement or new interconnection
agreements on favorable terms . Based on cuzrest mmrket conditions, we expect
that the per vuinuta reciprocal compensation races under these agreements will

Page 11

business .

Future expansion will place significant additional strains on our personnel .
!Ssancial and other resources . The failure to efficiently manage our growth
could adversely affect the quality of our services, our business and our
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oucstandine options vita a weighted average exercise price of S:.42 per
share as of June 30, 1999 : ahd

. 1.721 .300 shares of common stock cssuable upon the exercise of options
:eserved for grant under our stocx option plans as of June 30 . 1999 .

:n addition . the calculatrona above assume the 2 .300 .000 shares offertl t-:
us pursuant to the directed share subscription program are purchased In-, t. ._
shazahalders of Safeguard Scientitics and exclude 1 .200 .000 shares offered b_+
Safeguard Scientifit3 to its shareholders . For which no proceeds will to
received by us .

:f all of the aocions oucsranding as of June 30, 1999 had been exercised at
than date, there would be additional dilution to new investors .

20

SELECTED FINANCIAL DATA

The following table seta forth selected financial data of ;

. our predecessor's telephone and answering service divisions for the
unaudited years ended December 31. 1996 and 1995 and for the nine month
period ended September 30, 1996 . and

. Pae-Nest for the period frOw-our commencement on October 1 . 1996 to
December 31, 1996, for the years ended December 31, 1997 and 1998 and for
the =audited six month periods ended June 30 . 1998 and 1999 .

Our selected financial data as of the dates and for the periods indicated were
derived from audited and unaudited financial statements contained elsewhere ia
this p=spectus and the unaudited financial statements of our predecessor's
telephone and answering service divisions for the years ended December 31 . 1996
Mid DOCembet 31, 1995 . The unaudited financial data as of June 30, 1998 and
1999 and Zoe the six month periods ended June 30, 1996 and Jaw, 30 . 1999
include all adjustments . consisting only of normal recurring adjustments . which
management Considers necessary for a fair presentation of results for these
unaudited periods. The results of operations for the six month period ended
June 30, 1999 are not necessarily indicative of the results of operations that
we expect for the full 1999 calendar year . The following selected financial
information should be read in conjunction with the section entitled
-Management's Discussion and Analysis of Financial Condition and Results cF
Cperations " and our financial atatemeats . including the related notes ctereto .
included elsewhere in thia prospectus .

On October 1, 1996, we began operations when our predecessor company
transferred its telephone and answering service divisions to Pac-west . :.s a
result . this prospectus includes our audited financial etatemeacs for the
period from our commencement on October 1, 1996 to December 31, 1996, and for
the years ended December 31 . 1997 and 1998 . Due to the significant Changes it
our operations since September 30. 1996, we believe chat the financial
iatorsacion of Our predecessor's telephone and answering Service divisions is
hot directly comparable to our current results of operations . Accordingly, you
have limited comparable historical financial information upon which to base
your evaluation of our past performance and the value of investing is our
~stock.

Except as discussed below, we recognize reveciuse for telecommunications
services when service is provided . Such revenues include reciprocal
compensation due under our new interconnection agreement with Pacific Bell .
Reciprocal compensation due under our previous interconnection agreements with
Pacific Bell and GTE is recognized as revenue only to the extent received in
cash. Pacific Bell and GTE have each refused to pay the portion of reciprocal
compensation due under the prior agreements which they estimate is the result
of inbound traffic terminating to Interest service providers . Pacific Bell and
GTE argue that such calls are not local within the meaning of their

COpyngiU 2000 EDGAR onlineInc(ver 1.01/1.003) Page 26
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_ncerconneecicn agreemezcs and therefore assert c: : reciprocal compensaclon 1s
due . See Note 5 in cne audited f 4 canc-al statements, 'Risk Factors--+e may r.ct
be entitled cc receive reciprocal ceepensaclon fee calls to lntenec serece
providers- and -E1lsine79--Regulacery Proceealngs--Interconnection_ Agreements

Adjusted E33ITDA represents earnings before interest . ...cc : income taxes :
depreciation and amortlzaclcr_: further adjusted for the costs of merger ant
recapitalization . :ransacclca bonuses and ecnsultant's costs : aid extraorc-hary
item . 'Included in ocher (income) exeense . net. is Interest income of 511 .0 :0 .
$20,000, SIS .000 . 55 .000 . 590 .000 . 9327,000, 5128,000 and 51 .185,000 for cne
predecessor cele?hone and answering service divisions for the years ended
Dlelelber 31, 1994 and 1995, and for the nine [ranch period coded Septetaner 3 : .
1996 . and for Pac-West for the period from cos®encement on October 1 . 1996 to
December 31 . 1996 . 'cc the years ended December 31 . 1997 and 1990 " and for cne
six month periods ended June 30, 1998 and 1999, respectively . Although EHITDA
Is not a measure of ficanclal perforslaade under generally accepted accounting
principles . we believe it is a counon measure used by analysts and investors -:
cosgfarIng a company's results with those of sislllar companies as well as to
evaluate the capacity of a company to service its obligations .
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MANAGEMENT'S DISC[TSSIOM AND ANALYSIS OF
FINANCIAL CONDITION Aim RESULTS OF OPERATIONS

(11 Transaction bonuses and consultant's costs, costs of merger and
reupitalizacion . add the extraordinary item all relate to our
reeapicalization described in-Note 1 to the audited financial statements
included elserdare in this prospectus .

121 Restricted cash represents cash deposited in an interest reserve trust
son Suit to fund the first two interest payments under our senior notes . the
first of which was paid on August 2 . 1999 .

Pac-west is a rapidly-growing provider of integrated colt>minicatione services
1n the western United states . Our customers include Internet service providers .
small add medium businesses and enhanced commuaicaciona service providers, zany
cf which are communications intensive users . Our predecessor. also knOVR As

Pac-blast Telecomm . Inc. . began selling office phone systems in 1930 and
reselling long distance service to small and medium businesses and residential
customers in 1992 . Beginning in 1986, our predecessor begam offering paging and
telephone answering servIces to its customers . Effective September 30, 1996 .
Our predecessor transferred its telephone sad answering service divisions to
U.S . Prior to September 30 . 1996, we did not conduct any operations and. efface
that time, we have disposed of the answering eervice division and have focused
our business strategy on operating as a provider of integrated co®maicationz
services . For the year ended December 31. . 1996 and for the six month period
ended Tune 30, 1999, recognizing Compensation from other coesauaications
Companies for coapletiag their customers . calls only to the extent such
celglensation was actually received in cash . we had net revenues of
approximately $42 .2 million and $30.3 million And adjusted RBITDA of
approximately $16 .1 million amid $11 .9 million . respectively .

Revenues . We derive our revenues from monthly recurring Charges, usage
charges and initial non-recurring charges and telephone equipment sales and
service. Monthly recurring charges include the fees paid by customers for li=es
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service and additional features on those

	

as veil as cqu>pment
cellocataen services . Usage charges consist of fees paid by end users for each
call made . fees paid by incumbent local exchange carriers as reciprocal
compensation for completion of their custemerV calls through Pac-west . and
access charges paid by carriers for long distance traffic terminated by Pac-
west . initial non-recurriaq charges are paid by end users . if applicable, f-r
the initiation o£ our service . -

We derive a eubstanusl nor--ion of our revenues from reeioroeal cc~eveasanic .-..
paaa v incumbent i-cal ;mono ca ner w cn wrien v nave irc-^cvnnec---n
anre eh^< . Reciprocal ccmoensacicn revenues increases sicnificantiv is recent
floral alareers a+

	

+,1

	

+ n

	

11 -1

	

- 1 -
service provider and other customers . For the vears ended December 31 . 1997 ant
1998 and for the su month aeriods ended June 30 . 1998 and 1999 . recorded
:aciorooal compensation accounced_for approximately 37 .41 . 37 .11 . 36 .9% and
4L 89 . reepeecively, of our revenue. . A. of Juae 30, 1999 . two incumbenc localas

	

a carriers with which we have ihternannection agreements, Pacific Bell
and GTB . refused to pay that portion of reciprocal compensation due under their
prior agreement that they estimated was the result of inbound calls terminating
co Internet service providers. These incumbenc local exchange carriers
contended that such Internet service provider calls are not local calls within
the meaning of their respective intereanaaetion agreements and claimed that no
reciprocal compensation was therefore payable . The cool reciprocal
compensation withheld by these incumbent local exchange carriers and not
included in revenues was $3 .8 mi11ion for the year ended December 31 . 1997,
532 .6 million for the year ended December 31 . 1998 and $28 .4 million for the
six month period ended .Tuna 30 . 1999 . On September 9, 1999. Pac-west entered
into a settlement agreement with Pacific Bell regarding our claims for unpaid
reciprocal CGmpen"&CLCn under our prior interconnection agreement . Under the
teems of the settlement agreement, Pacific Bell agreed to pay $20 .0 million

t^
_

PAC-West and $70 .0 million to certain stockholders of Pac-west as of the race
of the recapitalizatio . in settlement of chose claims . As a result of these
psynencs . the eesma of our September 1996 recapitalizatio : requiring additional
distributions cc certain of our shareholders have been satisfied. As of
September 30 . 1999, the tpcal emoaae of reciprocal Compensation . including lace
two . which remains withheld by incumbent local exchange carriers is
approximately $7 .2 million .

OM June 24 . 1999, the California Public Utilities Commission adopted a
decision in an arbitration proceeding between us end Pacific Bell which held
that reciprocal compensation would be payable for Internet service provider
call" under our new interconnection Agreement with Pacific Bell which became
effective an June 29. 1999 . Pacific Bell has paid the full amount of our
billings for calls since one effective date of the new agreement. On August 2S .
1999, we, along with the commissioners of the California Public Utility
_ammisaian

	

'
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and others, were named ae a defendant in an action filed by C.E California . Tbc
action challenges the legality of the California Public Utility commissions
decisions regarding reciprocal compensation as discussed above. we intend to
seek dismissal of the setiea or otherwise contest the claims of GTE California .
The obligation of GTE or other local exchaa9e carriers to pay this reciprocal
COOPsnaacion under its current agreement is currently under review by both
stare and federal regulators . See 'Certain Relationships and Related
Transactions .

We expect that reciprocal compensation will ambitious to represent a
significant portion of our revenues in the future . We are currently negotiating
and implemeacing new interaeeaeetioa agreements and the terms of the related
reciprocal Compensation . The per minute reciprocal compensation rate we receive
from Pacific Bell under our new agreement is significantly lower chap is was
under cur previous agreement . Based Co. current market conditions , we also
expect that the per minute reciprocal compensation rate will similarly decline
from historic rates under any other future interconnection Agreements, See
"Risk Factors--A failure to establish intercoom ation agreements on favorable

Page 29
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terms would adversely affect our.tuaaness' and "--we may not cc entitled to
receive reciprocal compensation for calls to Internet service providers ."

Operating Costs . Gperating costs are co:tmrrsed primarily of leased transport
charges . usage charges for long distance and intrastate calls and. t o a lesser
extent . reciprocal compensation related to calls that originate with a Pac-west
Customer and terminate on the network of an incumbent local exchange carrier or
=that competitive local exchange carrier . Our leased transport thirties are the
lease payments we incur for the transmission facilities used to connect our
customers to our swlidh and to connect to the incumbent local exchange carrier
and other competitive local exchange carrier .networks . Cur strateev, of leasino
rather than buildinti Our own tranamdrt facilities results in our onerati-.9
costs oeinti a sion-,ticamc component Ct coral costs .

Selling . General and Administrative expenses . Our recurring selling . general
and administrative expenses include network development, administration and
mtihtetvade costs . selling and marketing, customer service, information
technology, billing, corporate adminiscration and personnel . We expect to incur
significant selling add marketing costs as we Continue to expand our
oparacfona, a significant amount -of which will be incurred is a particular
market before the 5wltdh b6Cemes operational and begins to generate revenue .
Consequently, selling and marketing expenses are expected to increase until
implemncation of cur expamsion plan is substantially complete . we wi11 incur
other costs and expenses, including the cosca associated with the development
and maintenance of our networks . administrative overhead . premises leases and
bad debts . We expect that these costs will grow significantly as we expand our
operations and that sales and marketing and administrative overhead will be a
large portion of these expenses during the start-up phase in each of our new
markets .

Results of operations

The following table summarizes the results of operations as a percentage of
revenues for :

(1) Our predecessor's telephone and answering service divisions for the
aide munch period ended September 30 . 1996 and Pac-Neat for the period
from our commencement ca October 1 . 1996 to December 31, 1996 on a
combined basis ; and

(2) Pac-West for the years ended December 31 . 1997 and 1998 add for the
unaudited six month periods ended June 30 . 1998 and 1999 .

The 'Combined" column in the following table combines the results of operations
of our predecessor's telephone and answering service divisions for the nine
month period ended September 30 . 1996 with those of Pac-West for the period
from our commaoement on October 1. 1996 to December 31 . 1996 . Rue to the
significant changes is Our operations since September 30 . 1996, we believe coat
the Linancial information of our predecessor telephone and answering service
divisions is not directly comparable to our results of operations . As a result .
prospective investors are cautioned not to place undue reliance on such
financial information. The following data should be read in conjunction with
the financial statements and notes thereto included elsewhere in this
prospectus .

Selling, general and administrative expenses and incise from operations for
the year ended December 31, 1998 include 53 .8 million of one-time transaction
bonuses and c®sultant's costs . F:eluding these transaction banuses and
consultant's costs . selling, general add administrative expenses were 25 .5% of
revenues and

Copyngnr 2000 FfX7AR nnfne in, ever 1.0112.003)
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income from operations was 28 .4% of revenues for that period . The net loss for
1998 includes the costs of the recapitalization of $3 .0 million, transaction
bonuses and consultaat'a coats of $3 .8 million add the extraordinary 1052 on

Page 30
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early exclneu"hment of debt cc 50 .7 million before manme tax benefit .

Combined 2ac " west Telece= . :cc .
--------- --------------------------

Six Month
Period

Year Ended

	

Ended June

six Month Period Ended tune 30, 1999 Compared to six Month Period Ended June
30 . 1998

Revenues for tan six momcb period ended June 30, 1999 increased $10 .4
aillien to 530 .3 million from 519 .9 million for the corresponding period in
1998 . The increase is revenues was primarily attributed to an iatreasa at S5 .3
million in paid local interconnection revenues and an increase of S4 .1 million
in recurring charges and installation charges billed directly to Internet
service providers .

In the third quarter of 1998, we installed new higher capacity switches at
our Stockton and Los Angeles switching sizes . During the fourth quarter of
1995, we expanded switch capacity to existing and new customers . In the second
quarter of 1999, we activated a new higher capacity switch in Oakland and
continued to expand our switching capacity in Los Angeles . Our revenues for the
second quarter of 1999 significantly increased compared to the second quarter
of 1995 as a result of additional switch capacities, and increased utilization
of our expanded switch capacities . primarily attributable to Internet service
Provider customers . la addition, new service orders from small and medium
busimssss have continued to accelerate in the second quarter of 1999 As we
have built our sales force .

The number of access linen in Service increased 137% to 76 .263 as of June
30, 1999 from 32,176 as of June 30, 1998 . Billable minutes of uea were 6 .6
billion in the first halt of 1999, up 105* from 3 .2 billion for the first half
of 1998 .

Inbound local calls and minutes subject to reciprocal compen.sation revenues
in accordance with interconnection agreements increased 65% and 106% .
respectively, for the first half of 1999 over the first half of 1996 . However .
for reasons discussed elsewhere in this prospectus, the incumbent local
exchange carriers paid only 311, of the reciprocal compensation billings for the
first halt of 1999 as compared to paying 36% in 1998 . The net effect of those
significant, increases in inbound local calls and minutes . offset by the lower
payment percentage, resulted in the $5 .3 million or 72% increase in paid
interconnection revenues .

The $4 .1 million increase in the first halt of 1999 over the first half of
1996 in direct billing to Internet service nrovlders reoreseneed a 94* vear to
year increase . Lines used by dais Internet service providers significaaclY
increase* in the fire! halt of 1999 over the sax period in 1995 to 60 .401
(inns in service my Internet ee~e providers

	

t June 3a 1999, from 28, 100
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Pap 31

December 31 . 30 .

Statements of operations Data :
Revenues . . . . . . . . . . . . . . . . . .. . . o, . . . . . . .

1996

100 .0%

"1997

100 .0%

1998

100 .0%

:998

100 .0%

-399

100 .0%
Operating costs . . . . . . . . . . . . . . . . . . . . . . 45 .3 40 .8 36 .4 39 .1 78 .9
Selling, general and administrative
expenses . . . . . . . . . . . . . . . . . . . . .. . . . . . . . 35 .8 26 .9 33 .5 21 .2 31 .6
Depreciation and amortization Axpemse . 6 .5 7 .5 9 .7 9 .5 :0 .9
Income from operations . . . . . . . - . . . . . . . . 9 .4 26 :5- 19 .4 31 .2 28 .6
Not income (Ideal . . . . . . . . . . . . .. . . . . . . . 5 .1 15 .2 11 .6) 16 .5 2 .7
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Ourop.-.,g
..8 million trcm S7 .9 xiilioa far toe corresnoraine neruc x -

.390 Our oneratinc =csts as a cercencage of revenues aecreasea to 28 .91 to
tae alx month Oerica ended June 30 . 1399 rom 39 .1 _or the terresmonclna
period i

^
1998 . The increase in Operating costs vas primarily due ce an

increasein network operations associated with a higher level of
telecommunications activity . ',+e made significant investments In our telephone
infrastructure during the second half of 1998 add the first :elf of 1999 c=
accommodate future growth of our communications services . As a result of
increased utilization of our newly installed sritchiaq equipment and the use of
higher capacity tra.smisslon cae" ii- -s cur -aeraeirg noses____

	

de¢easen

	

_
percentage of revenues .
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Our selling, general and administrative expenses for the su coach period
ended June 30 . 1999 increased 55 .4 million to $9 .6 million from 54 .2 million
for the corresponding period is 1998 . As a percentage of-revenues . our selling,
general and administrative expenses increased to 31 .6% for the six month period
ended June 30, 1999 from 21 .2% in the corresponding period in 1998 . The
increase in selling, general and administrative expenses was primarily due to
the addition of 36 employees in sales and marketing ; an increase in network
operational, development and administration costs, including 21 additional
network employees : an increase of 20 service technicians : and 11 additional
employees is other administration, customer service and information teconclogy
functions . Our total number of our employees increased from 99 at June 30 . 1998
to 187 at June 30 . 1999 .

Our depreciation and amortization expense for the six coach period ended
Jugs 30, 1999 increased $1 .6 million to $3 .3 million from $1 .7 million for the
corresponding period in 1998 . Depreciation sad amortization as a percentage of
revenues increased to 10 .9% for the six mouth period ended June 30 . 1999 from
8 .5% in the corresponding period in 1998 . The increase in depreciation and
amortization expense was primarily due to the additional depreciation cn the
portion of the $42 .5 million of equipment acquired during 1996 which has been
placed in service . As the equipment acquired in 1999 is placed is service .
depreciation expense as a percentage of revenues is expected to increase in
subsequent quaztars .

Our interest expense for the six month period ended June 30, 1999 increased
57 .7 million co 58 .5 million from 50 .8 million in the corresponding period in
1998 . The increase in interest expense was primarily due to the financing of a
significant portion of the 542 .5 million of equipment acquired during 1996 and
interest on the 5150 million senior notes issued an January 29 . 1999 . including
amrtiutien over 10 years of the related deferred financing costs associated
with that offering . In addition, the interest race on the senior notes since
January 29 . 1999 is a higher interest race than the rates paid on the equipment
flnanCIn9e outstanding in the first half 1998 .

Our combined effective federal and state tax rate was 401, for the first tAlf
of both 1999 and 1998 .

Year rated December 11, 1998 Compared to Year Ended December 31 . 1997

Our revenues £or the year ended December 31 . 1990 increased $12 .6 million to
542 .2 million from 529 .6 million for 1997 . The increase in revenues was
primarily attributed to an increase of $4 .6 million in paid interconnection
revenues, an increase of 55 .1 million is recurring charges and installation
charges billed directly to Internet service providers . an increase of 51 .2
million in local and long distance usage revenues, and an increase of $0 .8
million in dedicated transport revenues .

7sbound local calls and minutes subject to reciprocal Compensation revenues
in accordance with interconnection agreements increased 128% and 2321,

Capyngnt 2000 EDGAROnyx -fn -. -(ver 1.0112.003) Page 32
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Utah . :daho . !Iew-Me<aco and Ore.,,, by the end of 2000 . We believe that the use
..f ce.+maencatloas services is rapidly exnaadicg l .^.̂ each of these areas and that
ve will be able to effectlveiy use our experience In California and our
agscomar relationships CC enter these markets .

34

The followina table seta forth certain information regarding the markets in
wcleh Pac-west currently operates and our anticipated geographic network
Suildcuts . lcteroet service providers are often present in more than one state
and are therefore included in the total for each such state . Small and bedlam
businesses are defined as businesses with fewer than loo employees . The
following information is taken from the electronic publicacien 'BOmrdwattt .COm'
and publications issued by the FCC and United States Small Business
Administration .
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'we built bur network to capitalize on the significant growth in demand for
switched data and voice communications and the increasing demands of amsil add
Indium businesses for customized . integrated conznunications aer91C0a . Since our
inception . We have used a " aware-build' strategy, building and owning
intelligent. components of our network while leasing 7n2bundled loops and
transport lines from other carriers . We believe that this strategy h" provided
us with significant Croat and time-to-market advantages Over competitors that
own both their switches and fiber lines . By oa"niug our switches . ova can
configure cur network to provide high performance . high reliability and Cost'
effective solutions for cur customers' needs . By leasing our transport lines .
we can reduce up-front capital expenditures, rapidly enter new markets, and
provide low-coat redundancy . In addition, we seek to maximize our operating
profits by carrying a high percentage of our customer-originated traffic on our
network . As traffic on our network increases, we intend to purchase rights of
use in high capacity dark fiber transport lines to interconnect certain of our
markets wash as owned backbone network . This will provide us with greater
flexibility in creating and managing data and voice services and result in cost
savings .

To sweet demand for eoamnalicationa services in California . we have
established three California switching $ices, one in each of Loa Angeles .
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Oakland . and Stockton . and d:gicai connections in each of California's 11 local
access and transport areas . we believe the aczuctuze of our network end . i n
California, cur presence in each California local access and transport area
provides us with slgnificart-compecitive advantages over incumbent local
exebangd carriers and other competitive local exchange carriers, particularly
far Internet service providers, small and medium business and enhanced
communications service providers .__ in California, our network enables Our
customers t aro ids their business and
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the state through
a local call . In this way, our Customers can achieve statewide coveralls wlc .~
siganficaatly Lower camital and operating expenses . we currently aggregate sad
concentrate all a2 our network traffic _-ntc our high volume a-ICahlnq s l o es

. called Saner POPs . Our ewacchinq dices offer laternac service providers highly
reliable . :ow cost tandem switching and the ahrlity to build lover epee_
networks by collocating equipment at our three California 9wxZthlna sit es
rather than in all 11 loeai access

35

And transport areas . In addition, our interconnection arrangements and
statewide leased transport network allow lateraat service providers to obtain
statewide coverage at local calling races . which reduces switching and
CrapSMISaiaa costs .

As of June 30, 1999, we had an installed capacity of 309 .130 ports in
California and Nevada . We expect to have ten switches with operations in ten
western states by the end of 3000 with statewide local coverage in each of our
target markets . We intend to install a second switch in Los Angeles in late
1999 as well as build awitchiag sites in Washington in 1999 and in Colorado in
early 2000 .

switching platform . we have chosen Alcatel U511'e digital random switches to
switch calls between originating locations and final destinations . Duo to chair
high Call carrying capacity, multiple path call routing capabilities and
ability to switch multiple digital . wits and data app"Catians of varying
bandwidths . tandem switches era ideally suited for handling the high volumes
and long holding times iawlved in serriug lateraet service provider customers .
Tandem switches . software and Customer collocation facilities provide the
scale, switching capacity and standardization needed to efficiently and
reliably serve our target customers . Our uniform and advanced switching
platform combined with the structure of our computer network enable us Cc :

. deploy features and functions quickly throughout our entire network :

. expand switch and transport capacity is a cost-effective . deniand-based
meaner;

. lower maintenance costs through reduced training and spare parts
regairemmts ; and

Dare dried

	

l I < :949

. achieve direct connectivity to wireless and other personal conasupicacioa
system applications in the future .

Transmission Capacity . We currently lease our transmission facilities from
inter-exchange carriers, incumbent local exchange carriers and other
cospaticive local exchange carriers . we generally seek to lease fiber Optic
transmission facilities from multiple sources in each of our current and target
markets . We believe that our broad market coverage results in :

(1) an increased number of buildings chat cad be directly connected to our
switching network, which should maximize the number of customers to
which we can offer our services ;

(2) a higher volume of communications traffic bath originating and
terminating on our network . which should result in improved operating
margins ;

Copynglu2000 EDGAR Online Int (ver 1 .0112 .003) Page 12
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businesses . We offer our t "_sinesm customers technologscally advanced systems
bundled together w1th local and long distance services .

Sales and Marketing

Sales . We are building an experienced direct sales force . Cur direct sales
force was iaczeamed to 44 as of June 10 . 1999 . from 21 as of June 30 . 1990 . we
recruit salespeople with strong sales backgrounds in our existing and target
markets . including salespeople from long distance companies, teleeamnunicaticns
equipment manufacturers, network systems integrators and incumbent local
exchange carriers . we plan to continue to attract and retain highly qualified
salespeople by offering them an opportunity to work with an experienced
management team in sa entrepreneurial environment and to participate in the
potential economic rewards made available through a rexulca -oriented
compensation program that emphasizes sales edsmissioaa .

During the months print to initiating service in a new market . our
salespeople will begin pre-selling our services to target customers . This pre-
selling effort is designed to anorcen the period between the availability of
service and the receipt of customer orders and to generate customers in tact
market who may enter into service agreements before the local Rae-weep network
becomes operational .

	

-

Marketing . In our existing markets . w seek to position ourselves as a nigh
quality alternative to incumbent local exchange carriers for local
cnleea~mieseioa services by offering network reliability and superior
customer support at cooapecitive prices . we intend to build our reputation and
brand identity by working closely with our customers co develop services
tailored to their particular need and by implementing targeted advertising and
p=emotional efforts. which will be gradually expanding to mass media .

Customer mad Technical Service. We believe that our ability to provide
Superior customer and technical Service is a key factor in acquiring new
customers and rednoing Churn of existing customers. We have developed a
costemor service strategy designed to effee%ively meet the se=viee segaire%&uts
Of our target customers. The principal amleageradn for each customer will
provide the first line of customer service by identifying and resolving any
customer concerns . Customer service representatives will provide real time
problem identification and resolution and superior customer service . All of
these services will be supported by our experienced engineering and technical
staff .

Custom"

we focus an providing integrated communicacfona services to incernec service
providers, small and medium businesses . enhanced cgemoc,cacionz service
providers. paging eoemanres and call centers . many of which are communacationa-
intensive users . For the three month period ended June 30 . 1999, ten of our top
fifteen customers were Internet service pzwidere . For the years ended December
3 1 . 1997 and 1998 and for the six month period ended June 30 . 1999 . Internet
SeeVlee providers accounted for aborazlmacelY 16 .2%, 23 .3% and 28 .3% .
respectively, oL our reyeauas . not including reciprocal compensation related to
tatmrucinq cilia to Internet eeVViee-Providers-

39

Ia addition to Internet service providers . we have targeted enhanced
eaaemuiudgm service providers as potential large volume users of our
Services . Enhanced coasmmnicatimns service providers offer =tied messaging
platforms and fax mail services . in addition to recently imtroduced free fax
and voice mail services . The characteristics of this market segment not only
otter us the potential to sell mace trucks and bill more minutes of use but
alga allows us to improve the utilization of our resources .

The following is a list of some of our Internet service providers, enhanced
communications sezvics providers, and paging customers :

Copynglu 2000 _FOCAR Online. Inc. (vev (.01/2.003) Page 48
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FCC proposed Wed to remove barrier to faster modem speeds by allowing digital 56 kbps modems to use more
network power . Change suggested in notice ofproposed nuetnaking would relax 2-decadeold ruic that limned
amount of signal power that can be transmined through phone network. Ifadopted proposal would allow for
"moderately" higher modem speeds (true 56 kbps instead ofcurrent 53 .6 kbps) from ISPs to consumers . FCC said .
Action is latest in Commission's biennial review. i n which agency mast examine rules and eliminate or streamline
those it finds outdated. Power limitations were contained in Part 68 ofCommission rules that set technical
parameters for terminal equipment and limited power levels to prevent electrocution malfunctions interference.
FCC said it thinks signal power limitations can be relaxed without causing interference or technical problems. but it
asked for comment on "any benefits and harms" that might result. It said that while proposal would produce
"somewhat higher" modem speeds. it still intends to remove other impediments to faster data transmission when it's
in "public interest." China Kennard said proposed change is "common-sense move" and is "just a small part of the
FCC's ongoing effort to end the worldwide watt." Comr. Furehtgott-Rosh approved rules . but reiterated his belief
that scope of biennial review is too narrow and should encompass all FCC regulations . Comments on proposal are
due at FCC 30 days from when it is published in Federal Register. Reply comments are due 15 days later.

Unit of Nexiel leapfrogged Intel Global in bidding for almost every major license to 2nd round ofFCC's 220 MHz
spectrum auction Wed. Nextel outbid Intel for 2 of3 nauonal licenses all 6 regional licenses and spectrum in all top
10 markets except San Francisco . Sophia License bid topped Intel for 3rd national license. FCC said . However. total
top bids for auction increased just 2.3% to $5.58-million . Commission's spectrum auctions often last for weeks .
Licenses in 220 MHz block are used primarily for mobile data services and paging.

Reciprocal compensation should be abolished for calls to Internet service providers because it reduces incentive for
competitive LECs (CLECs) to upgrade to high-speed network. Covad Communications Chin. Chuck McMinn said
Tugs in speech to Economic Strategy Institute in Washington . "I think reciprocal compensation is a boondoggle ,"
he said . and incumbent LECs (ILECs) have "legitimate point." McMmn also said he fully supported recent FCC
notice of proposed rulemaking on Telecom Act Sec . 706 to allow ILECs to enter dam services market through
separate subsidiary . If ILECs are "forced to deal with their own bureaucracy. they'll simplify, streamline and
eliminate" process for obtaining capacity on digital subscriber line (DSL) networks. he said . Covad is CLEC
providing DSL service in San Francisco area with uocomine service planned for L.A . . N.Y . McMinn said DSL is
"fundamentally an interstate service" and encouraged FCC to "exercise their authority" to develop set of consistent.
national standards. He said local market still is heavily regulated --even for CLECs - and until this year Covad
employed more lawyers than marketers.

Nortel is cutting 3.500 employees as Part of plan to shift business from making traditional network equipment to
advanced equipment company announced . It said layoffs, representing 3% ofwork force. will allow it to focus on
"growth opportunities in data networking." Workforce will be reduced in each ofNortel's units except for recently
acquired Hay Networks . Company said it will eliminate managers. seek "additional operational efficiencies," realign
units. Meanwhile . GTE approved Nortel access cqurpment for its network and deployed equipment to Cal . . Fla . .
Tex Nortel also said it extended its integrated service to wireless users, allowing them to move between private
office system and public wireless network .

U S West introduced call management service to prevent Web users with single phone line from missing calls .
Using technology developed by eFusion. U S West said service identifies caller and allows oration of accepting call .
sending call to voice tnau or transferring call to another number. Service will be available to U S West customers in
Omaha, Minneapolis and St . Paul by year-end. with plans to expand to other major markets in 1999 .

Objective Communications signed «seller agreement with TDS Datacom . Madison, Wis ., for delivery of video
services including videoconfer-encing and video-on-demand.

Lucent selected Equant's global services management system to Provide additional services and support in 55
countries for its international data network .

Schedule 5- 1



In victory for CLECs. N.Y . PSC ruled that Bell-Atlantic (BA) can't bar former business narmers from servm=
customers they contacted through BA oarmership and can't charge customers termination fee for switching sen ice
to newcompetitor. Ruhne stems from long-running dispute in whichBA tried to block former agent CT C
Communications from serving former BA customers that it acquired through work as BA partner. PSC said that
charging termination fee to customers who switch to new competitors violates Telecom Act and state law because
its "discriminatory and designed to protect market share ." Agency said Act prohibits unreasonable restriction.; or
limitations on resale . CTCChmn . Robert Fabbricatore said decision is important because it sets precedent that
CLECs can "freely compete."

Minn. Anomey Gen. Hubert Humohrey III filed complaint with state PUC accusm_ U S West of discnminatinL
against nonaffiliated Internet service providers (1SP) in its marketing and deployment of its high-speed ADSL
"MegaBit" Internet access service and with "Internet slamming." Complaint alleges U SWest is using its monopoly
provision of MegaBit access lines to "squeeze out its [Internet] competition by disenminatine in favor of its own
affiliate" USWEST.Net . U SWest delayed installation ofMegaBit service to competitors . filing charged. but
provided all of necessary connections to USWEST.Net giving its own Internet service head start and unfair
advantage. Humphrey said : "A delay of 2 weeks or a month in an extremely competitive environment can provide
US West with a significant and unfair market advantage." He also charged carrier with Internet slamming by
switching MegaBit customers from their designated ISP to USWEST.Nei without authorization . U S West is
unfairly using MegaBit access-line ordering process to steer customers toward its Internet affiliate . complaint
contended. It asked PUC to end discriminatory practices and compel U S West to treat affiliated and nonaffiliated
ISPs equally. Complaint also called on PUC to establish monitoring and reporting ofcapacity availability and to
require that MegaBit service be available for resale .

Ida. PUC approved rate rebalancing plan for GTE Northwest that shifts revenues from access services onto basic
exchange service. Plan will increase monthly local semce rates $1 .35-$2.85 per month for most business and
residential subscribers. Offsemng increases will be 50% reduction in GTE's intrastate carrier access charges.
Changes will take effect by Oct. 11 . PUCsaid. Order also directed AT&T andMCI to report by Dec 1 on how
much their toll rates have gone down as result ofaccess charge reduction.

	

-

Lansing. Mich. . city officials have given up on joint venture with Lansing School Dist . to lease tower sites for
wireless personal communications services (PCS). Instead. they have resurrected earlier idea to lease up to 20 PCS
tower sites in city parks and vacant city-owned lots and keep proceeds . City Council last week decided there was no
hope for plan first aired in Jan. to lease 8 school-owned and 7 city-owned PCS tower sites. with bulk ofestimated
5700.000 in annual proceeds going to fund educational technology at Lansing schools. Opposition from parents and
neighbors concerned about effects of tower radiation led school district to pull from plan all but one of school sites
originally listed. "Our people said'yes' but the school district said'no' ." said Mayor David Hollister . "We said'okay.
we caret make you take this money."' City Council will hold public hearings next week to determine residents'
reaction to fast 5 sites in revised plan. Meanwhile. city's finance administrator said he has srrone interest in cirv-
owned tower sites from at least one wireless firm .

Tex. PUC adopted rules that prohibit telephone solicitors from blocking display oftheir numbers and names to
persons with caller ID service . Rules implement provisions of 1997 telemarketing law.Telemarketers face fine ofup
to $1 .000 per day if they block display oftheir company name and originating number. No-block requirement
applies regardless of whether live solicitor or automatic dialing and announcing device is used to place calls. Rules
require that number that appears must accept incoming calls . They also limit telemarkeune calls to hours between 9
a.m. and 9 p.m. and require telemarketers to "make every efTori" not to call customer whoasks not to be called
again.

Frontier Telephone, N.Y. Dept. of Public Service staff andN.Y . Consumer Protection Board proposed to state PSC
plan to address chronic service quality problems with Frontier, formerly known as Rochester Telephone. Plan calls
for rebate ofS2 million to customers inrecognition of poor service in 1998, tightening service quality targets,
maximum $7 million annual penalty for failure to meet goals. up from current S I million. Proposal also would
provide for S20 credit to any customer who experiences missed repair appointment. and waiver of service order
charges for missed installation appointment . Frontier also would boost its 1998 network investment to $80 million --
20% over amount originally budeeted .

Schedule 5- 2



Ameritech Mich.. saying slamming problem has "gone out of control ." urged Mich. PSC to eive customers option of
freezing their toll and long distance carrier choice to prevent slamming . Ameritech said there already have been
40,000 slamming incidents to 1998. compared with 33.800 for all of 1997 and 3.800 for ail of 1996 . PSC is holdin_u,
hearings on implementing mandate of 1998 state antislamming law . As pan of earner freeze program. Ameritech
suggested lists of "frozen" customers be trade available to all interexchange carriers . It also is asking Mich .
Attorney Gen.'s Consumer Div . to provide local prosecutors- Better Business Bureaus . local chambers of commerce
and Small Business Assn. ofMich . with "look-opt list" of long distance companies doing business m state that have
been fired m otter states for slamming Telco also is sending its "Slam the Slammers" fact sheet out for broader
consumer distribution through groups such as Mich . Alliance for Competitive Telecommunications,
Telecommunications Assn. of Mich . . Small Business Assn . of Mich. . Mich. Competitive Telecom Providers Assn .

Wash . Supreme Court ruled unanimously last week that federal laws preempting state regulation ofwireless services
don't preclude state courts from awarding damages to cellular customers affected by contract breaches or deceit .
State's top court reinstated 1995 class action lawsuit against AT&T Wireless Services that alleged breach of contract
and deceptive advertising because ofrounding up cellular tails to next full min. Plaintiffs in that suit claimed that
practice could cost cellular customer more than-40% of monthly air time nominally promised by cellular calling
plan State Supreme Court ruling didn't address merits but reversed 1996 King County Superior Court decision that
suit couldn't be tried to Wash . because of federal preemption . Top Wash. court said award ofdamages to consumers
isn't equivalent of ratemaking. which a sole domain of FCC. Court also denied AT&T request to refer case to FCC.
saying claims of deceptive ads were proper matter for state courts .

SBC Communications and Ameritech reiterated to Ohio PUC Tires. their position that their planned merger doesn't
require hearings. Ameritech urged PUC to "reject efforts by competitors to launch an unlawful, expensive and tune-
consuming fishing expedition an a range of issues that have nothing to do with the merger and instead would only
delay the process ." Companies said their merger would have no effect on day-to-day telephone operations . Also.
AT&T told Ind . Utility Regulatory Commission that issues raised by merger can be addressed only through full
hearings. It said agency needs to assess whether-merger will impair competition by making Ameritech even more
dominant in local exchange. and whether there will be adverse effects on employment levels. rates and Ameniceh's
community involvement .

ADC Telecom agreed to pay $200 million cash for outstanding shares ofTeledata Communications ofIsrael and
said it expects to close deal by year-end . ADC said acquisition will allow it to expand local loop technology
offerings. provide new distribution channels to increase international sales. supply platform to develop broadband
digital loop carrier system.

Motorola's Cellular Infrastructure Group (CIG) signed $53 million contract with Sichuan Posts & Telecom
Administration m China to expand GSM network by 300.000 subscribers. Agreement is pan of $210 million
contract won by company from Eastern Communications m June .

Nortel won $40 million contract from Chuhghwa Telecom of Taiwan for 3rd expansion of its GSM network . Nortel
said it will install additional radio equipment for network and expand capacity by 400.000 subscribers to 1 .5 million.

DDl Corp . ofJapan selected Ciena's dense wavelength division multiplexing (DWDM) system for deployment in
nationwide network with service expected to begin early next year. Ciena said DDI is 3rd new Japanese common
carrier to select its DWDM products.
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IRAIM"Y

As the Cooaoission notes in the Notice ofInquiry, the proliferation of new packet-

switched services offered by information service and Internet service providers now

warrant, roexamins im ofedsting regulations regarding information services . The demand

for pecIm-switched data services is growing rapidly, and the information services industry

is growing rapidly to meet that demand. But information and other enhanced service

providers (collectively, "ESPs") today still use the public local switched network to deliver

dial-up services to their customers.

TU public switched local network, however, is neither designed nor priced to carry

data traffic efficiently. And, as demand continues to grow, packet-switched access

networks will be necessary to carry this data traffic. The Commission's current policies

have not facilitated the deployment of such networks and have, in fact, created artificial

incentives to use e3cisting, circuit-switched networks inefficiently. These failures are due

in part to the ESPs' exemption from the obligation to pay federal access charges, even

though ESPs clearly use interstate exchange access just as interexchange carriers do.

Contrary to the arguments of some local exchange carriers (LECs), however, the

solution is not to subject ESPs to the same inflated and subsidy-laden access charges

currently paid by IXCs. For reasons explained by AT&T in its comments in the

Commission's access charge proceeding, those charges should be set at a level equal to the

LECs' total clement long-run incremental cost of service (TELRIC) - for everyone,

Cowmme ofer&TCoga. March 70. 1997
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Moreover, although network congestion is clearly not a problem today, TELRIC-based,

trafic-seatidve pricing will send appropriate economic signals and thereby help deter any

potential network congestion . And cost-based pricing will protect the universal service

contribution base, by stanching the flow ofarnfrcially inducedmigration of traffic from the

public switched network to the Internet.

Cost-based access charges will not harm the enhanced service industry . Analysis

of information provided by CompuServe in the access reform proceeding shows that the

from state-regulated business lines to TELRIC-based interstate access charges

wouldincrease CompuServe's costs by only 36 cents per customer per month. Such an

increase will not materially affect overall demand for ESPs' services (assuming the increase

is passed on to customers) and, in all events, would not impose significant financial harm

upon ESPs operating in competitive environments . Requiring the ESPs to pay cost-based

access rates also will not provide a windfall to the incumbent LECs because the

Commission can (and should) adjust their price caps to reflect this exogenous increase in

revenue.

FiraIIy, them can be little doubt that most ESP services fall squarely within the

Commission's jurisdiction. Particularly with respect to the Internet and online services,

ESPz and LECs are incapable of dividing the traffic into interstate and intrastate

communications, and therefore such services are "inseverably" interstate. Such traffic is

therefore frilly subject to the Commission's jurisdiction.

Coarweau afAMTCorp.
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CC Docket. No. 96-262

CC DocketNo. 94-1

CC Docket No. 91-213

CC DocketNo. 96-263

Pursuant to the Commission's December 24 Notice of Inquiry ("NOI"),' and its

snbaequent Jamuaty 24 Order,' AT&T Corp. ("AT&T") hereby submits these comments

concerning usage of the public switched network by information service and Internet

service providers ("Ws").

I1MODUCTION

AT&T welcomes the Coz +rnissiods effort to determine whether "additional actions

relating to interstate information services and the Internet" are wuranted in view of the

sweeping changes that have occurred in the information services industry in recent years,

r Usage of the Public Switched Network by Information Service and Internet Service
Providers, CC Docket No. 96-263, Notice of Proposed Rulemeidn& Third Report and
Order, and Notice of Inquiry (released December 24, 1996).

' Usage of the Public Switched Network by Information Service and Internet Service
Providers, CC DocketNo. 96-263, Order (released January 24,199-7) .
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ondinlight ofthe commission's ongoing access reform and universal service proceedings .

NOI at 1312- AT&T agrees that the time has come to examine the extent to which

advaocaa in tecbnology, andthe proliferation ofnew digital services accessed through the

cacait-switrhfl netwode ofthe LECs, warrant changes to the regulation of local exchange

and exchange access services .

Recent technological and market developments make such an examination both

timely andneeemary. New information services based on packet-switched technology are

becomingina~ available to American consumers and businesses on a dial-up basis

aver they residential and business harrow-bandphone lines, creating enormous demand for

pacJn t-switchedhigher-spced data services . The information services industry is growing

..°.exponentially to meet this growing demand.

Nevertheless, the pacht-switched local networks that would be capable of providing

those services efficiently have notyetemerged . As a result, these packet-switched services

continue to utfize the local public circuit-switched network, which has not been expanded

to accommodate, and in all events is not designed or priced to provide, efficient data

services . Accordingly, it is becoming increasingly clear that existing regulatory policies

>xid= "faeilitatt the development of the highbandwidth data networks of the future" nor

"preserv[el efficient incentives for investment and innovation in the underlying voice

network." NOI at 1311 .

Tlte tremendous growth of packet-switched services -- and the lack of a market-

based response to the demand for new networks to accommodate that growth -exacerbate
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inefficiencies ofthe current access pricing scheme. These inefficiencies canthe

be traced, in part, to the exemption from access charges that the commission granted to

enhanced service providers ("ESPs') in 1983.'

	

At that time, the exemption was a

reasonable accommodation to the then-fledgling ESP industry . ESPs had been paying for

useofthe local networkby purchasing business lines under state-tariffed rates, in the same

mammaasMaandother codcnon carriers that could not obtain fallfeature access services

from the LECs. The Commission recognized that the newly created inteataie access charge

structure it developed in 1983 bad many uneconomic subsidies built into it, and that access

charges would therefore be considerably higher than the business rates the ESPs were

accastomed to paying.` Thus, even though the Commission acknowledged that ESPs

"employ exchange access for jutisdictianally interstate communications," the Commission

found that ESPs would *experience severe rate impacts were we immediately to assess

carrier access charges upon these," and classified them under its rules as "end users,"

thereby removing them froth carrier access charges.

In granting this exemption, the Commission explained that it would apply only

doing a "transition" period.' The ESP exemption, however, hasnowbeen in place nearly

foarteon years, even though the Commission has eliminated a similar exemption for data

In these comments, AT&T generally uses the term ESP to refer to all categories of
enhanced services providers, inchiding Internet service providers ("ISPs"), online service
providers, and electronic business information service providers_

4 AM andWATSMarker Sfcrure, Memorandum Report and Order, 97 F.C .C . 2d 682,
715 (1983) ("MTSMarker &ructure Order") .
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and telex carriers.' Lute those carriers, ESPs are now capable ofpaying cost-based local

network charges, whichwodd ttptsent only a modest increase in the rates ESPs currently

pay.

Moreover, it is increasingly clew that perpetuation of the access charge exemption

to ESPs causes greater public harm - inthe form of market distortions that send the wrong

eaaoomie signals to netwodt suppliers, network customers, and end users -- than benefit.

For em®ple, new technologies have made it possible for ESPs to provide services that were

. udmaginable at 1993, such as allowing subscribers to make traditional phone calls over the

Internet. As a result, enhanced services are beginning to compete directly with traditional

takpbony - to the point that an estimated 16 percent of all U.S . long distance traffic will

have migrated to the Internet by 2000.' And the ability to provide voice and data services

over the same packetswitched networks is leading to a rapid convergence in all

communications markets.

` AMand WATS-Related and Other Amendments ofPart 69 ofthe Commission's Rules,
CC Docket No. g6-1, SecondReport and Order, 60 Rad. Reg. 2d 1542 (111) (eel. Aug . 26,

"'-_IM) ("As we indicated in the Supplemental Notice, telex and data terriers, like carriers
of dng MMWATS-type services, use ordinary subscriber lines and end office facilities
through their dialup connections, and should therefore pay the same charges as those
assessed on other interexchange carriers far their use of these local switched access
facilities . We believe that the non-MTSIWATS nature of these services is irrelevant in
determining whether these tamers should pay access charges . Our intention in adopting
the exemption in question . . . was not to exempt carriers who provide non-MTSIWATS-
type services petmancody firm carrier access charges, but only to grant them some
transdottal relief.") .

7 John W. Verity, "Calling All Net Surfers, I" Business Week, August 5, 1996, p. 27 .
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The growth ofthese services presents two distinct and important problems. First,

the ESP3' use of the LEC networks is not priced efficiently . ESPs use interstate exchange

accen fromthe LECs that is the same es tD thatprovided to the interexchaage carriers . Yet

ESPs still purchase that access by buying flat-rate business lines, because they remain

exempt from pig interstate access charges . This irrational pricing system encourages

utaape patters by ESPs that may be efficient when occurring over a totally packet-switched

network, but are extremely inefficient over the public switched network_ The existing

system also maintains powerful incentives to continue loading data traffic onto the existing

local circuit-switched networks that are not adequate for that purpose .

Second, to carry traffic between. the end-user and the ESP's network, the ESPs that

provide packet-switched data services must rely on the incumbent LECs' existing circuit-

switched networks, which were not designed for data traffic and are not eticat for that

';;purpose . To best accommodate the continued rapid growth of enhanced services, new

packetswitched access networks arc already necessary . Yet the access charge exemption,

inthe Conmnission's words, "hinder[s] the development of emerging packet-switched data

netwods" by blunting the incentives to build them. N01 at 4 311.

To address these coaeems, parties have proposed a range of options . At one extreme

the incumbent local exchange carriers ("1LECs"), who have made grossly exaggerated

'.claims that the growth of packetswitched services is causing severe network congestion

6Atheaseav the public switched network Although access charges paid by IXCs already

provide the ILECs with billions of dollars every year in uneconomic and unwarranted
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5

	

Mph 24. 1997

NOU 04 '99 14 :42

	

214 464 1138

	

PRGE .10



NUV U'O '77 1c ai~ rK D~.D~ -=-.
.~,..-w-now Lr-JY

	

~wVt L=UHL utrI .

	

214 454 1138

	

P.11Zt54

subsidies, the IL-C&nonetheless ask for additional revenues to respond to what is still only

a linated congestion "problem ." 'Ibe Commission should resist the ILECe efforts to subject

We to the same inflated and inefficient access charges that the ILEC& currently impose

on IXCS.

AA thesame time, however, the Commission should not simply perpetuate the status

quo. if the stains quo is maintained, circuit-switched networks will continue to be used

inefficiently, thereby creating a risk ofgreater congestion, and adequate incentives will not

be in place to build aluemative packet-switched access networks that are more effective for

the delivery ofpacketsmtthad data services. In particular, prospective new providers will

have little incentive to invest in new networks that will compete against the incumbents'

"Jartificially iamcpensive circuit-awitched access. And the migration of long-distance traffic

othe Internet basedon these distorted pricing advantages will threaten the funding for the

'Commissions and Congress' universal service priorities .

The Commission should therefore heed the mandate of Congress in the 1996

Telecommmica6m Act by removing implicit subsidies from access charges and by pricing

seers elements under atotal elementkeg run incremental cost (TELRIC) standard . When

prices for the local network components provided by incumbent LECs are brought down

to their true costs, sound economic and regulatory principles will require that all users of

those services pay the same prices for those access services, regardless of the nature of the

communications being uwumitted.

Caime n ofAr&TCorp.
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But even if the Commission initially maintains the IXCs' access charges above

TELRIC levels for other (and, in AT&Ts view, flawed) reasons, the Commission should

require the ESPs to pay that TELRIC-based amount. This would help reduce the

marketplace distortions and unfair advantages that the current system fosters, even while

Commission moves toward a fully cost-based regime. And the tools for calculating

' TELAIC costs am zeadily available; indeed, many states have adopted those costing tools

Way.

In considering diese changes, moreover, the Commission should not be deterred by

ouncems that such a policy would somehow mire the Commission in "regulating the

Internet." As a provider ofInternet and other online services, AT&T staunchly opposes

unnecessary regulation of truly competitive markets, including the enhanced services

market' However, the Commission already regulates (through the ESP exemption) the

<ptiees ofthe basic ttllecommmaicaCotu services that ESPs currently use as an input in their

:,`Owe services . The substitution of access charges for the flat-rate business lines ESP

purchase todaywill simply replace the current pricing system with one that more accurately

reflects the costs imposed by the ESPs and the manner in which those costs are incurred .

Requiring ESP3 to pay the true economic cost of the telecommunications services they

employ thus does not eonstihf "regulation of the Internet" any more than price regulation

The enhanced services industry is already demonstrating that it can regulate itself in
contentrelated areas, such as individual privacy, primarily through technology solutions
that enable customer empowerment and customer choice.

7 A(areh 21.1997
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of electricity used at an automobile factory can be said to "regulate" the automobile

industry.

In abort, AT&T mpports cost-based pricing for all users of the network as the most

rational, pro-competitive, and effrcicat means of achieving the Commission's twin

objectives mtbis proceeding, namely, "&cihtakmgj the development ofthe high-bandwidth

`.` data networks of the futurc; while preserving cfficient incentives for investment and

innovation in the underlying network." NOI at 1311 . As an Intcrnct and online service

provider (through its AT&T WorldNetam service), AT&T supports the imposition of cost-

based rates on all network users because such reform would give both incumbent and

prospective local exchange carriers the proper incentives to build the packet-switched

networks that AT&T wants for the delivery of its information services. As a potential

catrant into the local and exchange access market, AT&T supports that policy because it

would eliminate the distortions that currently allow FSPs to obtain circuitswitched access

at below-market prices, and thus make investments in newer, competing technologies less

attractive than they otherwise would be. And, as an exchange access customer, AT&T

atrQparts that policy because it is the only way to eliminate the uneconomic subsidies that

mate the price ofaccess (and therefore toll) services and artificially drives traffic from the

public switched network tothe Internet

The remainder of these Comments is organized as follows . Section I describes the

rapid transformation ofand growth in the information services market, and explains why

existing circuitswitehed networks are neither designed nor priced to accommodate this

C~XOwuofAWCorp.
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growth . Section II explains why cost-based pricing for access services would provide the

proper incentives for the deployment ofpacket-switched networks and the efficient pricing

ofall infaematiou services . Section M explains why such a policy would not threaten the

viability of ESPs, or give the LECs a windfall.

	

And Section IV explains why the

'Commissionhas statutory authority to impose cost-based access charges on these entities .

PACKET-SWffCMDATA SERVICES CARRIEDOVERTHEPUBLIC
SWITICHED NETWORKAREGROWING RAPIDLY, BUTTHEEXISTING
ACCESS NETWORKS ARE NEITHER DESIGNED NOR PRICED TO
ACCOMMODATE THIS GROWTH.

The Commission fast seeks comment on "the effects of the current system on

network usage, inecinbent LEC cost-recovery, and the development of the information

services mzaketplace.' NOI at T 315. In fact, a broad array ofnew information services

batedon packet-switched technology am becoming increasingly available on a dial-up basis

over residential and business narrow-band phone lines. The rapid growth of these new

packet-switched services is most welcome, because of the innovative new features and

functions that they provide. Thcir emergence, however, is also profoundly important

because they are becoming directly competitive with traditional telephony . Thus, as the

Commission notes, the growth of these services and the subsidies they enjoy presents

: : questions that "concern no less than the future of the public switched telephone network
.
in a world of digitalization and growing importance of data technologies." NOI at J 311 .

Mach 24.1997

NOU 04 '99 14 :43

	

214 464 1135

	

PAGE . 14



The ENraaud Services Market Has Grown Rapidly In Recent Years.

The meat growth rates ofpacketswitched data services have been dramatic . For

example, Iatcsmet xrvice revemre is the United States was expected to grow more than 200

percentfrom 1995 to 1996 (from S956 million to S3.1 billion)' Consumer online services

revenues are also anticipated to grow 120 percent over the same period," outpacing the

expected increase in the number of subscribers to consumer online services during that

same peond.n It is estimated that there are currently more than 18 million Internet and

consumer online subscribers,u and that there will be 23.3 million by year-end."

These astonishing growth rates are expected to continue. Internet service revenue

i in theU.S. is expected m grow at a compound average growth rate of 76 percent from 1995

;.,*rough 2000, which would lead to nearly $16.2 billion in revenue in 2000.`" Revenues

" fin.U.S. consumer online services are predicted to grow at a compound average growth

me of64 percent from 1995 to 2000, from $384 million to $4_6 billion."

9 International Data Corporation (IDC), "U.S.Based Worldwide ISP Market Overview
1996-2000" (IDC No. 12373), November 1996, p . 6 .

The Yankee Group, "Internet Service Provider Market Analysis," July 1996, ch. 1, p . 2 .

ri Consumer online services subscribers increased from 10.3 million in 1995 to 14.7
million in mid1996 - a 42 percent increase . Id

12 Information and Interactive Services Report, January 31, 1997, p, 1 .

MC, "Interactive Services SWIedn, US Consumer Online Services Forecast 1997-2001,"
~` March 1997, Table 2.

" IDC, -U.S.-Based Worldwide ISP Market Overview 1996-2000," p. 6 .

" Yankee Group, ch. 1, p . 2 .
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Consistent with recent historical trends, moreover, this huge revenue growth is

errpeeted to surpass the growth in subsm'bets . The number ofInternet and consumer online

wbacnbers is expected to grow to 43.2 million households by 2000 (a compound average

.growth rate of 33 percent).' Others have estimated that 40 percent ofU.S . households will

be mime by 2000." Andthe number ofInternet users is almost doubling every year : it will

grow from about 35 million worldwide today to 160 million in 2000.'

Another sign ofthe emoVng stability in the Internet and on-line services market is

the consolidation of Internet providers from 1525 in 1995 to 1310 in 1996 . Analysts

predict thatthere will be 95 such providers in the year 2000." Moreover, all of the major

I iuaexchange carriers now provide consumer Internet and online services . The RBOCs,

too, have begun or are about to begin providing such services.'

While the Internet and consoma online services providers have been achieving

Increased growth and approaching stability, otherESPs have already grown into mature,

r' MC, Inkrwdva Services Bulletin, at 5. Most consumers alreadyown or have access to
the equipment necessary for Internet use. For example, most than two-thirds (71%) of all
Americans have access to a computer at home or at work Moreover, 45 percent have
access to coaumacial or Internet-based online services at home or at work. Odyssey
Report, Taking Off: The State ofElectronic Commerce in America, Fall 1996, p. 7.

11 Kevin Maney, "Online Community grapples with gridlock on info highway," USA
Today, January 20, 1997, p. BI .

'~ Yankee Group, "Internet Service Provider Market Analysis," Executive Summary, p. i .

'° Veronis, Suhler& Associates, "The Veronis~ Suhler and Associates Communications
Industry Forecast," August 1996, Ch. 14, Interactive Digital Media, p. 319.
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a singie "session," a coasumoa can simultaneously send and receive electronic mail, browse

the World Wide Web, and complete a phone call by clicking on an icon on a computer

seam.
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For these reasons, packet-switched networks are rapidly leading to a convergence

in all camunmiatiaas markets. Packet-switched technology is already making substantial

,toads into trsditional telecommunications markets. A good example is the international

fax businoss. ESPs love a significant cost advantage in that market, both because of the

access charge exemption, and because of their ability to bypass international settlements .

As a result, busmesses are quickly moving their fax traffic to the Internet. One analyst has

noted that "five months ago, no one was talking about it . Now all of a sudden, there are 40

or 50 companies with new services for faxing over the Internet."a Analysts estimate that

the Internet fax server and router market will grow to S39 million by 1999,u and AT&T

?' Ban Mendel, "Net Faxing Awaits Its Day," LAN Times, December 19, 1996, at 25
(quoting Peter Davidson, president of Davidson Consulting).

Barbara DePompa, New Life for the Fax Machine" Information Week October 14,
19%, at 62, 64. This projected growth is already being realized . For example, FaxSav
offers international fax service, with nodes in England, Hong Kong, France, Germany,
South Korea, and the U.S. Rates are quoted at a 90 percent savings over the telephone
network Chad= Dhmlap, "Beating Ma Bell at own game; Internet Faxing aims to replace
long-distance calls," Computer Reseller News, Jnae 6, 1996. PSINet Inc. is building
Internet fax software into its network, which will allow for centralized management of
transmissions . The company claims savings of at least 40 percent over the "high cost of
sending, faxes over standard phone lines." Wall Street Juumal Technology Brief, "PSINet
Inc. : Internet Provider to Install Fax Software in Network," December 12, 1996 .
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estimates that 20-40 percent ofU.S . originated international fax traffic will migrate to the

Similarly significant migration of basic telephony may be just around the comer.

N=ova companies - including Microsoft, Netscape, Intel, VocalTec, and NetSpeak --

Lave ahrsdy placed hateme-tte1ephony products on the market. These products have been

..broadly publicized in articles in the New York Tunes," Newsweek,' Business Week,' and

other similar publications . These companies may have shipped as many as 1.5 million

#0=a telephony software packages.' Indeed, Microsoft and Netscape are beginning to

%-:embed such telephony options into their standard Web browsers ; other companies provide

the software for free on the Internet.'

AbhoughInternet telephony has some limitations, they arc being quickly overcome

by technological imovation. For example, Internet telephony today usually requires both

parties to be online, using a computer. But that is already changing. Voice gateways

between the Internet and the Public Switched Network are being deployed that allow

telephony over the Internet using regular telephones, without the assistance of a personal

PeterH. Lewis, "Free L

	

g-Distance Phone Calls," New York Times, Aug. 5, 1996, p .
`, 01; John I3- Cushman, It., "Calling Long Distance, on a PC and the Internet," New York
limes, May 19, 1996, p. 8.

" Steven Ixvy, "Calling All Computers," Newsweek, p. 43 (May 13, 1996) .

V "Try Beating Then Lung Distance Rates," Business Week, p. 43 (April 22, 1996) .
. ..'" Id

"Toll Free Net Calls," PC Computing, February 1997, pp. 130-32.

CewsvAt. nfA1&TCorp,

	

14

	

Adwrh 24, J997

NOU 04 '99 1445

	

214 464 1138

	

PAGE . 18



,computer. Such technology includes signaling capability so that a call carried over the

-

	

can "ring" the called party's phone (or personal computer).

Once such technology becomes broadly available, large-scale migration of traffic

fromthepublic switched network to the Internet will be facilitated. While such migration

:my be the logical result oftw1mological innovation, it is also being artificially stimulated

the large: disparity in prices resulting largely from the access charge exemption. ISPs

typically charge a flat fee of 519.95 per month to users. Using a conservative estimate of

tm hours ofusage permonthper custonter,a° the customcr effectively pays a retail price of

40.032 permimrte, compared to the charges for "traditional" long distance calls, of which

switdbed access alone is about $0.05. (On a purely incremental basis, the retail price

such telephony services overtheImemet is zero.) These prices are likely to induce many

'"traditional" long distance customers to switch even where the Internet is not the most

efficient option. Thus, it is predicted that today's estimated 400,000 Internet telephony

users could swill to 16 million try the endof 1999." Indeed, Probe Research estimates rbat

16 pcrc,c'31 ofU.S. long distanceticwill migrate to the Internet by 2000.1' And as many

s~1a 1996, the average time online was 12.1 hours per month. Newsweek, September 23,
9%, p. 14.

" PC Week, December 12, 1996.

32 JohnW. Verity, "Calling AllNet Surfers," Business Week, August 5, 19%, p. 27,
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as 12.5 billion long distame minutes ofuse will be carried over packetswitched networks

by 2001- a compound average growth rate of 137.9 percent over current levels"

Such large-scale migration of traffic raises many issues . Although the demand for

high speed data services is growing by leaps and bounds, the local networks capable of

supporting such services have not emerged. Therefore, ESPs and their customers continue

;; . to use the public switched network inefficiently, and ESPs continue to invest heavily in

infrastructure (tg, modems) to support mote traffic over the public switched network.

Moreover, flat-rate pricing has given ESPs an artificial economic advantage that only

reinforces their incentives to use the network in an inefficient manner . So long as traffic-

local swnd ingand transport costs are being recovered through flatrate business

;line charges, the incoativc to load the maximum amount of usage onto the network will.z I

: :'their networks to accommodate additional traffic.

The 1996 Acthas made these concerns especially urgent. As the local exchange and

exchange access markets are opened to competition, new entrants can be expected - and

should be encouraged - to deploy alternative facilities-based networks. The current

irrational pacing system, however, sends incorrect signals, not only to ILECs, but also to

competitive local exchange carriers ("CLECs"), that discourages the deployment of data

networks, which must compete with the below-cost access the ESPs currently receive.

rr

	

IDC/LINK, "Residential Broadband Services, Internet Telephony: An Alternative
Dialto oe?," January 1997, p. 1 .
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REQUIRINGESPs TO PAY COST-BASED CHARGES FOR NETWORK
USAGE IS NECESSARY TO ACHIEVE THE COMMISSION'S TWIN
OBJECTIVES OF FACILITATING THE DEVELOPMENT OF HIGH
BANDWIDTHNETWORKSAND PRESERVINGEFFICIENTINCENTIVES
FOR INVESTMENT AND INNOVATION IN THE EXISTING VOICE
NETWORK

The solution to these . anomalies, and a necessary condition to ensure the proper

incentives forthe efficient development ofboth the informstion services market and the

including FSPs, to bear their fair share of their costs of using the local network. Such a

policy is essential ifthe Commission is to achieve its stated objectives in this proceeding,

namely, "facilitat[i0g] the development ofthe high-bandwidth data networks of the future,

while preserving efficient incentives for investment and innovation in the underlying voice

A.

	

Cost-Based Network Charges AreNecessary To Encourage Prudent Investment
In Building The PacketSwitched, Higher-Speed Networks Of The Future.

Fast; costrbased pricing is noccssa<y to provide the correct incentives formvestment

in the packet-switched lout networks that are efficient for the delivery of packet-switched

services. The ILECs' existing networks are circuit-switched networks that were designed

poly for voice traffic. Although these networks can carry data traffic, they are not the

most efficient networks for those purposes . For example, during an Internet session, the

circuitswitched connection must remain open for the entirety of the session, even though

dam arc being transmitted only a small fraction of that time . Cf. NOI at 1313.
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Amoue appropriafe sohition - and one that would facilitate the broader availability

of packetswitched services - would be the deployment of highspeed, packet-switched

local networks . Such networks could efficiently route data packets from many users

without the need to tie up individual switching and transport facilities, as is required in

The access charge exemption, however, creata powerful disincentives to build or

such ahemztive packet-switchednetworks . Because of the exemption, ESPs today are

,, . ;using traffic-sensitive network facilities but paying for them on a flat-rate basis . As a

` " 'result neither the maanbmtLECs nor prospective competitive LECs are receiving accurate

economic signals that would encourage them to upgrade their existing networks - or to

their planned networks - to handle traffic more efficiently."

In light of the Commission% (and Congressl overarching goals of opening up the

'local exchange and exchange access markets to competitive entry," it is particularly

important for the Commission to establish market-based rules that send the appropriate

signals to potential competitors . Continued below-cost pricing of ILEC network facilities

,:for some users subsidized by higher prices for others will make it less likely - not more

nay- that the efficient packetswitched networks of the future will be built.

" Moreover, to the orient the LECs perceive that they are not being compensated for ESP
ttaff0. that simply increases their incentives to keep access charges above cost as a source
of cross-subsidies for the costs imposed by the ESPs.

n Implenwnsation ofthe Local Competition Provisions ofthe Telecommunications Act of
1996, Notice of Proposed Rulemaking, 1 L FCC Rcd. 14171, 14172-73 (1996) .
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ALECs incentive to build an alternative network depends largely upon the demand

aLEC expects for service m that network . But because the existing network is a substitute

fir the new network -- albeit an imperfect one -- demand for services on the new network

necessarily depends upon the price being charged for service on the old network And if

that price is artificially low- as it undoubtedly is because of the access charge exemption

- this will artificially suppress demand for service on the new network, thereby reducing

botch the ILECs' and CLECs' incentives to build a new network.

This is why the Commission should require ESPs to pay cost-based local network

, -charges. The Commission, moreover, should do so promptly because the deployment of

alternate networks will take years, and the sooner the pricing system is rationalized, the

sooner companies can make rational business decisions to build such networks . Such

action is by far the most effective means of encouraging the LECs to "install [] new high-

bandwidth access technologies." NOI at 1313. it would be far more effective and

defensible than establishing any kind of mandated subsidy scheme in which non-ESPs

subside the cooatruetiar of "data

	

' networks to be used for ESPs' packetswitched

services . The Commusim should not adopt such a scheme. The proper count is to

establish all rates for exchange access at costbased levels, and allow the marketplace to

find and construct the most efficient networks .

Nor should the Commission pick and choose among possible technologies, or

mandate the construction ofparticular networks based on particular technologies. Several

dam-Eiiendiy technologies abeady exist today. However, there will be a need for multiple

Comma= ofAT&T Corp.

	

19

	

Mamh24, 1997

NOV 04 '99 14=46

	

214 464 1138

	

PRGE .23



~ItJV C70

	

-.'"

	

lc'a+7_

	

rrt

	

7wp'. -7C:K7
Gi4 464 ii -_s

	

r' .24i54

network solutions involving loop, switching, and transport, because of the inherent

limitations of each techmlogy. These technologies vary greatly in tetras of speed, cost,

"tochnical maturity, availability for implementation, reliability, and limits on growth . For

` -example, turning to new generation loop tecimologics, Integrated Services Digital Network

("ISDN") offers up to 128 Kbps speeds to the home or office over existing narrow-band

local loop, and therefore could be widely deployed . Coverage is not universal, however,

because of limitations of plant layout and physical loop distances . By contrast, Local

luMltipoiut Distribution Service (LNLDS) offers significant two-way voice, data and video

delivery, but it is expensive and its coverage is highly limited by physical terrain . Another

technology, Digital Subscaber Lines ("DSL"), offers digital communications over exis

copper loops, and in one of its three formats (High bit-rate, or "IDSL") it operates at

ds of2 Mbps. DSL technology is very expensive to deploy (ie., estimates are S 1500

$3000 per customer), and it suffers from the same limitations as ISDN in that load coils

and bridged-taps must be removed from the local loop in order to maximize its

capabilities ." Similar advantages and disadvantages cost for packet switching and

transport as well.

Each of these technologies has advantages and limitations, and indeed, future

networks will likely require some combination of a number of these technologies .

Siiailariy, each technology makes possible a different set of features, and therefore which

tetwolov wigs out will depend on what features customers will want and their willingness

A table comparing the various alternative access technologies is appended as Attachment
1.
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The Commission has no basis for predicting that one or another of these

technologies will emerge as the superior technology, and it should not try. Rather, the

so®dcst approach the Commission could take to ensure the development of new, needed

highsspeed technologies is to create a pro-competitive environment in which such new

enfaeement of the local competition rules.

	

Such a technology-neutral approach is

consistent with the pro-competitive dictates of the 1996 Act.

CostBased Network Charges Are Also Necessary To Encourage Efficient
Utilization OfExisting Networks.

The Commission also seeks comment on whether its current rules are encouraging

inefficient use of the existing network and whether it should change its rules in response

the rise ofWernet telephony. NOI at In 313-16 . Theanswer to both questions is "yes,"

butnot for the reasons advanced by some RBOCs.

Those RBOCs claim that packet-switched services are causing serious network

congestion . Those claims, however, are greatly exaggerated_3' To be sure, virtually all of

ESPs' traffic today is carried over incumbent LECs' facilities to ESP switching centers.

Also, the ILECs' facilities were concededly designed to carry voice traffic of relatively

" "Report ofBell Atlantic on Internet Traffic," June 29, 1996; "Pacific Bell ESP Impact
Stody," July 2,1996; Letter fromNYNEXto James Schlichting, Chief; Competitive Pricing
Division, FCC, dated July 10, 1996; "US West Communications ESP Network Study --
Final Results," October 1, 1996; AmirAtsi, Ph.D., andJames Gordon, Ph.D., "Impacts of
Internet Traffic on LEC Networks and Switching Systems," Red Bank, New Jersey,
Bellcore. 1996 .
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shoot duration, yet users ofinformation services often stay online for significantly longer

periods of time, tying up their phone lines when they do so.

ESPs, however, have convincingly shown that the RBOCs' studies purporting to

show netwo& congestion are seriously flawed" Those studies are based on avery small

set ofselectively chosen exchanges where congestion was abnormally high." Therefore,

hatedon careful examination.ofthe data provided in the RBOCs' own studies, it appears

'i6enetwotk congestion is not a significant problemtoday outside of avery small handful

exchanges.,

There is nevertheless a significant risk of congestion in the future if the

Ca missioa's policies are not reformed. This risk arises from the fact that switching and

hsmsport costs ate significantly traffic-sensitive," and that the ESPs use of those network

?dommts therefore generates additional costs. Yet because the ESPs do notpay for access

on atraf-sensitive basis, they have an incentive to use it inefficiently.

For tha same reasons, the 1LECs do not receive the proper economic signals

concerning this increased usage because this class of user is exempt from paying traffic-

sensitive charges. The existing ESP exampion thus undermines the incentives that the

Lee Selwyn and Joseph LiSSJA, "The Effect of Internet Use on the Nation's Telephone
Network;" Economics andTechnology, Inc. (January 2Z, 1997) ("ETI Study").

" See id, pp. 19-22.

43 AT&T agrees with the EM Study (p. 13) thatthe overpricing of more efficient trunk-side
cogmections has contributed to the proliferation of business line usage by ESPs.

" Comments ofAT&T Corp. at SS-60 (January 29, 1997), Reply Comments ofAT&T
Corp. at 29-33 (February 14, 1997).
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ILECs would otherwise have to perform the necessary upgrades to accommodate this

inma=d usage. EcAh ofthese effects tend to exacerbate congestion . Thus, although there

appears to be little nawodt congestion today, network congestion is poremially a problem

4mmopenuted (orunder caopensated) usage continues to increase at the rate it has been

in recent years.

Maeaver, as noted above, the access charge exemption and the resulting artificial

cost advantages to ESPs are driving forces behind the rapid migration of traffic from the

,public switched networkto the Internet Such large-scale migration oftraffic to services
ZIP

are exempt from access charges will put enormous pressure on the remaining users of

public switched networkto cross-subsidize this growing useof the networkby ESPs.

Today, int~hange carriers pay above-cost access charges that arc used in part to

Wbddize the ESPs' use ofthenetwork. As traffic continues to migrate to the ESPs -- and

It is migrating at arapid rate -- the minutes of use that generate the revenue to pay for that

usmge will decline. Under the current access charge regime, that will put upward pressure

on wcos charges, and thus on long distance rates.` This in turn will encourage all carries

to promote they Internet offerings and to induce more users to migrate to the networks that

,do not bear those costs."

This will result from Wti5clally redocmg(1) the growth ("G") factor in the common line
,;formula; (2) the LECs' sharing obligations (to the extent that they have selected a sharing
°non); and/or (3) measured productivity growth and the "X" factor at subsequent price cap
ieview proceedings.

" Indeed, the prolifersdoa of Iutemetbased services is already blurring the distinction
between basic and enhanced services, indicating that the exemption will be increasingly

(continued. . .)
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This null inevitably lead to two serious, adverse effects. First, it will separate the

.matioet into "haves" and "have-nots" - i.e., "haves" who have access to ESPs' services and

that can obtain telecommunications and enhanced services at low, subsidized rates, and

"Lave-hots" who remain on the public switched network and pay higher rates.

More ominously, the artificially induced migration of traffic to the Internet will

sLdnk the contribution base for universal service support. Ironically, the growth and

popularity ofESPe packet-switched data services may increase the demand for and usage

of the public switched network, and yet the costs of carrying out the Commission's

.6iversal service priorities would have to be recovered from an ever smaller contribution

For all ofthese reasons, the Commission should require ESPs to pay their fair share,

should no longer exempt them from access charges based solely on the basis of

technology they use to provide service." Thus, even if the Commission determines, in the

access charge reform docket, not to require TELRIC-based charges (and even if the

Commission adopts - improperly, in AT&Ts view - a flat charge per presubscribcd line),

43 (...continued)
difficult to administer.

The Commission recognized in 1988 that the exemption givca to ESPs constitutes
discriminatory treatment visa vis those carriers that must pay access charges, but
concluded that "it remains, for the present, not an unreasonable discrimination within the
meowing o£ Section 202(x) of the Communications Act" Amendments ofPart 69 of the
Commission's Rules Relating to Enhanced Service Providers, 3 FCC Red. 2631, 2633

<-11988). As demmsorated above� the cvcms of the last nine years - and especially of the
'. last two years -- confirm that maintaining the exemption is indeed "unreasonable
Asaiminatioa" Moreover, ending the exemption will facilitate consideration of whether
and how FSPs should participate in fostering the goal of universal service.
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the Commission can and should still address the imbalances created by the current ESP

exemption in order to avert the adverse consequences its continuation will create. At a

minimum, the Commission cam assess TELRICbased charges on ESPs, as a transitional

until network charges for all access customers arebrought down to actual costs

RATIONAL TATION OFNETWORK PRICING WILL NOT ADVERSELY
AFFECTTHEHEALTHOF THEINFORMATION SERVICES INDUSTRY
OR GIVE THE LECS A WINDFALL.

Rationalizing network pricing and assessing cost-based rates on ESPs and ISPs,

moreover, will not adversely affect the health of the information services industry as long

as the Commission proceeds in a sensible way. As AT&T and others have explained in the

,- - :Access reform docket, the mechanism the Commission should use to set access charges at

cost is an immediate reinitialization of price caps so that the access charges paid by all

users are bated on MUM' Significantly, under the TELRIC methodology, access

;=am would not include ntnttramo-sensitive ("NTS") costs 1r1cc the Common Carrier Line

', ;`,Charge ("CCLC"). Nor would it include non-cost-based charges like the Transport

Interconnection (urge ("ITC"). Consistent with TELRIC, therefore, ESPs should pay only

for local switching (about 0.21 cents per minute) and for transport (which would vary

according to the nature ofthe facilities used but would be around 0.17 cents per minute) --

" Obviously, the long term viability of this approach would depend on the Commission
rapidly moving all access charges to a TELRIC cost basis. Any long term disparity
between access prices based on the technology utilized would only give rise to distortions
and inefficiencies similar to those ofthe current access charge structure .

" See Comments of AT&T Coop_, pp_ 49-61 (January 29, 1997); Reply Comments of
AT&TCorp., pp. 24-34 (February 14, 1997) .
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a total ofapproximately 0.38 teats per minute" Whether or not the Commission adopts

the proposal to establish TELRIC-based access charges in the access reform docket, the

Coamnissiao can and shouldngmm ESP& to pay these TELRIC-based access charges now.

In the past, the Commission has been understandably reluctant to require ESPs to

;paythe inflated access charges that the Commission currently permits the LECs to charge

.<=
~

	

i tmexd=ge cetrics, onthe grounds that such high access charges might radically alter

;ISPs' rites." Tlut the imposition of TELRIC based rates will not have this effect is made

"clear from as examination of data provided in CompuServe's Comments in the access

term proceeding." Based on CompuServe's data, CompuServe is today effectively paying

$024 cents per minute to the LECs." AT&T estimates that TELRIC-based access charges

;Would increase CompuServe's per minute charges by approximately 0.14 cents per minute

- from 0.24 cents to about 0.3E cents." This increase would translate into an increase in

See Attachment 2 for an illustration o£ access elements and costs .

AM Market Strucdtre Order, 97 F.C.C. 2d at 715 ("it would be unreasonable
;~Imtmediately to increase as much as tenfold the charges paid by customers who do not
-pesently come under the coverage ofthe current ENFIA tariff's") .

See Comments of CompuServe, pp. 10-11 (January 29, 1997). CompuServe is the
second largest provider ofon-line services in the country, with some 3 million users .

CompuServe indicates that it spends S35,700,000 per year to purchase 85,000 business
:hoes from the LECs, it also indicates that it uses those local litres "in the range of 240 hours
per month." Idr, p. 11 u.25 . Multiplying that out, CompuServe pays 0.24306 cents per
minute.

" See Attachment 2 for a comparison of current charges compared with TELRIC-based
charges .
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CompuServe's costs of 56 cents permonth per customer." Even if CompuServe chose to

pass on that costto its cuttaaners, the price increase resulting from cost-based access rates

would not be very large." Thus, the change to marketbased pricing of access - andthe

resulting economic benefits ofsuch access pricing reform -- can be achieved with little if

.say adverse coommerimpact.

Ibis change, moreevcr, cansad should be impltmentnd u< awaythat does not create

awindfall for the ILECs. To that end, as long as IXCs are required to pay access charges

In mron of cost, the Commission should mandate an adjustment to the ILECs' price caps

,,to ensuethat the addition ofESP access revenues is revenue neutral to the ILECs. Today's.;,:

Ucesa charges are grossly inflated andprovide the 1LECs with billions of dollars in pure

uneconomic subsidy. The flaw in the current system is not that the LECs are under

ieeavering- forfrom it Rather, the flaw in that system is that it results in a rate structure

that does not reflect the way the costs are actually incurred. The 1LECs should not be

allowedto teturver a windfall from the correction of that flaw .

a According to CompuServe, it uses about 1,224,000,000 minutes peraoanth (240 hours
' . ;it: 60 mlantes x. 95,000 litres). Since it has 3,000,000 subscribers (see CompuServe
-.C-ommentt at 10), as additional 0.13694 cents per minute x 1,224,000,000 minutes per
:month divided by 3,000,000 subscribers comes to 56 cents per monthper customer .

" According to the Graphic, Visualir"on, and Usability Center's (GVU) WWW User
S1tn'9Y, the average bold ineotae ofall Internet subscribers is 559,000. Nearly three-
fo~ of the raWnd=ts are from the U.S . See GW's WWW Users Survey,
www cc.Ptech.WWgvuhaser, April 1996. This modest mcreaSc in the monthly price is not
IIcdy to repress demand significantly among users at this income level.
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TRAFIEIC GENERATED BY ESA SHOULD BE CLASSIIr1ED AS
IN MATE TRAFFIC SUBJECT TO THE COMNIISSION'S
JURISDICTION.

The Commission also seeks comment on the scope of its jurisdiction over access

charges paid by ESPs, especially in light of "the difficulty of applying jurisdictional

as that, is part because of that very difficulty, the Commission should adopta rebuttable

presmnption that access services provided to an ESP are entirely subject to the

Commission's jurisdiction bmuse of their interstate character, but allow that presumption

.t4 betebnroed on ashowing that the enhanced service for which access is provided is itself

~4te is nature.
ifs ~

Settled case law establishes that when a service or facility (1) has a significant

" use of chaaracter but (2) cannot readily be broken down into distinct interstate and

imbasmtie components, the service or facility canbe treated as subject in its entirety to the

',Coma's jurisdiction under the Communications Act" Both, of these conditions are

amply satisfied by most enhanced services, in particular Internet and online services .

First, access services provided to most ESPs are not only substantially interstate is

character - as the Commission expressly recognized in finding that ESPs "employ

exchange access forimisdictionally interstate communications"I -- but overwhelmingly so .

`E.&,LOuWawPub. Scru CorrmrW v. FCC, 476 U.S. 353,375-79 (1986) ; Public Utility
'n ofTezwa v. FCC, 886 F2d 1325, 1331-34 (D .C . Cir. 1989); California v. FCC,

39 F.3d 919, 931-933 (9th Cir. 1994), cert. denieo; 113 S. Ct. 1427 (1995) .

" MMMarket Structure Order, 97 F.C.C. 2d 682, 715 (1983) .
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For the providon ofblternd and online services, for example, the ESP typically routes calls

from its POP aLong a dedicated live to its data center or web server, which is where its

"home page" resides. ESPs generally have only a few data centers in the =tire country,

_however, and therefore the caller and the data center are almost always in differr2rt states .

For example, AT&T WorldNet has two data centers in the United States, which

meets that simply accessing WoridNefs home page already involves interstate transmission

itllylllls Iddh

	

dialt

	

AT&T' h-ft vrua

	

a csa .nee, wena-up cusomer accessessome page,

AT&T does not necessarily route that call to the data center that is geographically nearer

to the cuvtomrs."

Buteven in the small fraction of cases in whicha call canreach the ESP's network

orhome page without aossiag state boundaries, during most sessions a customer will still

applications and databases that require interstate transmission . For example, when

:customer wants to use the Internet to access the home page of a retail business down the

street, it is not umnual for that home page to be housed in a server thousands of miles

away. Moreover, during a typical session, a customer accesses multiple applications and

databases, a large fraction of whichare likely to involve intestate araasmission. Even a

'cursory review ofthe home pages ofboth large and small Internet service providers reveals

literally a "waxld" of intrmation available atthe click ofthe mouse-" Therefore, it cannot

10 Anachmeat 3 provides an rllogrative diagram ofAT&T WorldNet°'" Service's network,
which is tepresentative ofhowESPs provide consumer mass market service.

17 See, e.g., the home pages for ISPs : America Online (www.aoLcom); Prodigy
(www.pradigy.eom); Erol's Internet Service (www.erols.com); and SpectraNet

(continued . .)
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be seriously questioned that the vast majority of ESPs' Internet and online services

overwhelutingiy involve interstate traffic which falls squarely within the Commission's

For the same reasons, access services provided for the vast majority of enhanced

."services applications onion as "interstate" in character as ucess services provided to

trrexchange carriers. To be sure, under the Commissions current rules, ESPs benefit

/'.

	

their artificial classificationu "end-users," and thus are allowed to buy state-tariffed

business lines just hire true business users. But the ESPs generally use the LEC's local

switching and transport as pert ofa much more extensive transmission path, just as IXCs

do. As already noted, calls to an ESP are typically routed over the local network to the

=ESP's node, or POP, andfrom them to adistant data center or Internet site . Thus, such calls

made to an ESP do not terminate at the ESP's POP, as they would if the ESP were truly a

business user. Like an IXC's POP, the ESP's node or POP merely collects traffic for

interstate taasuission. In fact, the ESPs today use business lines is precisely the same

that MR used business lines in providing its Execumet service, prior to the

stablisbment ofthe current access charge regime."

" (. ..continued)
-(www.spaena.com).

" Prior to that time, camas such as MCI obtained switched access for use in providing
long distance service by purchasing line-side service, just as the ESPs do today_ See, e.g.,
Exchange Network Faeilifiesfor interstate Access, Memorandma Opinion and Order, 1
FCC Red. 619,619(1986); 71 F.C.C . 2d440,445 (1979). The Con.++:«ionpermitted this
arrangement because, at that time, full-feature access services designed for use by
compaftive intereatchangc carriers were not available. The Commission mandated the

(continued. . .)
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Second, for Internet and online service applications, there is no way to separately

identify (much less meter and bill) interstate and intrastate traffic for jurisdictional

purposes. A fortlori, the LECs providing access to the ESPs likewise cannot possibly

determine which calls being made to an ESP are wholly intrastate in character, or

mawitate." The advent of near product and service platform that allow customers to

palm many different functions at once, coupled with the inability to track which of these

' ,applications involve interstate or intrastate communications, meats that access services

ovided to the ESPs for their interstate communications are "inseverable" from access

services provided to the ESPs for use in any "intrastate" services .

(..contionued)
' "development ofswitched access, however, and in the interim the Commission oversaw a
aeries of transitional access charge arrangements (fast the ENFIA tariffs, followed by
Feature Group A access and other arrangements, and culminating in today's Feature Group
D). In so doing, the Commission considered "the effect of sudden rate increases upon
competition and concluded that the phase-in of [the ENFIA tariffs] as OCC revenues
increased provided adequate time for OCCs to absorb the increased payments for exchange
saviees." The Commission also found "that the practice of connecting the OCCs to local
exchange facilities pursuant to local business exchange tariffs could not continue because

.' > -- ftOCCs didnot make a contribution to the interstate costs of local exchange service ." See
id: at 620; see also id. at 618-24 ; Exchange Network Facilities for Interstate Access,
lamosandum Opinion and Order, 71 F.C.C. 2d 440 (1979) ; MTS and WATS Marker

' Stiwcfwe, Menorandum Opinion and Order, 97F.C.C. 2d 834, 858-63 (1984) ("OCCs that
ieceive equal access will pay the same per minute charges that are assessed for MTS or
WATS usage as equal access becomes available in each end office"); Investigation of
Access and Divestiture Related Tariffs, Memorandum Opinion and Order, 97 F.C.C . 2d
1082 (1984) . In short, the Commission recognized that, as the interexchange market
matured and as equal access became available, the interexchange tamers should move to
a .rystem in which they paid for the access they used

'° 'See PUC ofTexas v. FCC, 886 F.2d at 1331 (recognizing this inability as key factor in
determining that inseparability doctrine applied in that case).
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In other contexts, the Commission has recognIZed that servlt e3 mvnlvrng both

intrastate and interstate elements - such as mixed-use special access - are properly

considered interstate in noose for precisely this reason. Most pertinently, the Commission

ftnmd special access to be an iatrstste service in large pmt because attempting to separate

theimaeme andimasWe traffic "would involve substantial difficulties since . . . the LECs

camot readily measure state and interstate special access tragic . . .," and neither could

`,heir customers' The Commission also noted that introducing divided federal-state

Jurisdiction into an area that has not been jurisdictionally divided in the past would

,noasutr0e sigmfieant changes in the LECs' present billing systems," and "would greatly

1 `tt e spea access line."" Similarly here, for the most prevalent ESP services, it is

often take place during the very same "call." Because of this inseverability, all access

provided in connection with such services should be presumed to be interstate in

chuucter and subject to the Commission's jurisdiction .

Such a presmnption, moreover, is supported by sound policy considerations. As

explained above, federally imposed, cost-based access charges will remove the existing

sinceadve for the construction ofmodern, packet-switched networks; reduce the risk o£

~° AMand WATSMarket Structure, RecommendedDecision and Order, 4 FCCRed. at
:356; see also PVC ofTexas v. FCC, 886 F.2d at 1331 .

WS and WATSMarker Structure, Recommended Decision and Order, 4 FCC Rcd. at
1356
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faun coopstiaa an existing circuit4witehcd networks ; and help protect the revenue but

for the universal service fund . Imposition of such charges at the federal level, moreover,

will discourage the states from imposing a patchwork oftheir own access charges on ESPs

a result that could not only undermine each of these goals, but also hamper the Bill

To be sure, setae enhanced services may be completely or almost completely

jokastate in character, or their intrastate aspects may be capable ofeasy identification and

separation from their interstate aspects .° For example, voice mail could be jurisdictionally

intrastate, depending on its network configuration- For these services, and upon a proper

showing, the ESP could properly purchase intrastate access (or local network) services,

Although the Commission might have authority to preempt such state regulation nuder
Ae centdecisions cited above, AT&T is not requesting such action and, indeed, does not
Believe there is any need or basis to consider such action here .

m Cf.. MPSand WATSMarker Structure, CC Docket Nos. 78-72, 80-286, Recommended
Decision and Order, 4 FCC Rcd. 1352 (1989); MTS and WATS Market Structure, CC
DocketNos_ 78-72, 80-296, Decision and Order, 4 FCC Red. 5660 (1989); Petition ofNew
York Telephone Co. for a Declaratory Ruling with Respect to the Physically Intrastate
PMwteLine amdSpecial Access Chotnels Utilizedfor Sales Agents to Computer New York
Lottery Communications, Memorandum Opinion and Order, 5 FCC Red. 1080 (Feb, 21,
1990).

The Commission also seeks comment (1315) on teetering and billing issues, "given the
difficulty of applying jurisdictional divisions or time-sensitive rafts to packet-switched
networks such as the Internet." With respect to the feasibility of requiring ESPs to pay
access charges, metering and billing issues are red herrings . The only issue is how to
measure local swihdtmg and transport, and the LECs have a system in place for measuring
loch usage. Indeed, ESPz would receive billsjust asthe 1XCs do today . ESPs, in turn, are
#mainly capable of billing their customers on a usage-sensitive basis if they choose. as
.°

	

(continued . . .)
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Finally, although the Commission clearly should regulate the prices ESPs pay for

netwmdc access services, there is no need for the Commission to consider here whether to

exercisejmisdietion over any of the services ESPs provide." Indeed, ifthe Commission

adopts cost-based pricing for all users ofexchange access - or at a minimum requires ESPs

pay TELRIC-based access charges - there will be no creed to explore substantive

'Ion ofany services provided on non-traditional networics. The market incentives that

cost-based pricing will ilk for deployment ofnew high-speed technologies (provided

- mcnmgGtl local competition is permitted to develop) should send the appropriate signals

to suppliers and customers. It would be especially premature for the Commission either to

forbear from regulation of new services that constitute "basic" services under the

; : OommUSM's current rules, or to impose traditional common carrier regulation on them."

"~ (. ..continued)
have dome in the past. Even today, many ESPs offer tiered usage plans. For

esaat;tle, Amnion Online offers a Light-Usage Program that allows three hours a month
' fair S99S, and $2.95 for each additional hour. Prodigy, CompuServe and other providers
have similar pricing plans.

u -See NOI 1316 (smlmtg comment on how new services such as Internettelephony (which
mopears to be a basic service), as well as real-time streaming of audio and video services
ox= the Internet; "should affect its [the Commission's] analysis")

`: The Ca nmiaeipn also seeks comment Q 315) on whether it should distinguish different
categories of enhanced and information services for differing regulatory treatment. The
mower is no. ESPs use local switching and transport today, and therefore should pay the
TELRIC cost ofusing those services, regardless how their services are classified . Indeed,
it has become difcul; if not impossible, to distinguish between the existing regulatory
classifications of "basic" and "enhanced" services in todays world of converging

. :, communications services .
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CONCLUSM

The Commission hasbefore it, in several related dockets, overwhelming evidence

that the rational pricing of monopoly LEC network components will create the proper

iueontives to meet the requirements of the 1996 Act to promote competition in the local

excbamige andexchange access madreb . This docket illustrates the wisdom ofthat mandate.

By pricingthe elements ofthe local network at their actual cost, all entities in the market

:i ?iSl receive the proper inxntives to upgrade existing networks, develop and deploy new

"letwodn and technologies, and build innovative new services to meet customer needs .

Forthereasons discussed above, AT&T urges the Commission to issue aNotice of

Ptoposed Rulemaldng to eliminate the exemptionfrom Part 69 access charges for enhanced

39rvice providers, establish TELRIC pricing for those providers, andadopt apresumption

C~rroj.4T&TCorp.
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that all enhanced cammtmicationa are interstate in nature. AT&T neither recommends nor

sttports any "regnlanon" of Internet of online services at this time, and further recommends

that the Commission not seek at this time to distinguish between differt at categories of

Respectfully submitted,

4tk
Mark C. Rosenblum
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ALTERNATIVE ACCESS SERVICE TECHNOLOGIES

Technology Comparison:
Probable Relative Capabfties & Limitations

ISDN - lmegmted Satvlow Digml Network
DSL-Diphl Subsmhet Line
HFC-RybEdFderCoax
DES -DiroctBmad=sa%llitt
LMDS - Lomlblwt point Diwftion Smvire
MNIDS-MohidsaandMultipamtDimibntitmSasvim
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ATTACHMENT 2

Illustration of Access Elements and Costs
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Diagram ofAT&T WorldNet"" Services Network

214 464 1138

	

PAGE .45



NN
A
A
mA
rr
Wm

D0m
Am

A

N

rLLUST v D~ . of T
WOR,DNET`s RVIcEs D .-UP NETWORK

M Data Center/Web Svrs

	

. Representative Dial-up POP



PiUV 6C

	

_
)
_

	

'10 -r

	

OGPRD

	

~_, r__

	

.-00

	

;~~
,M.w-b4-1999 15 :03

	

E.1HT LEGAL DEPT .

	

214 464 1 .36

	

~.47/54

CERTM .A . OF SFRVC

I, Thomas A. Blaser, do hereby certify that on this 24th day ofMarch,
1997,1 caused a copy ofthe foregoing Comments ofAT&T Corp. to be served upon each
ofthe parties listed on the attached Service List by U.S. first class mail, postage prepaid.

THOMAS A. BLASER

NCLI 04 '99 14 :52

	

214 464 1132

	

PAGE . 47



f'JV CO _.7. 1' ._o IM p'.:7~ ]C~IC7
NUV-V4-,It*- '_t:03

	

SWBT LEGAL DEPT .

Mary E. Newmayer
Federal Affairs Advisor
Alabama Public Service Commission
P.O. Box 991
Montgomery, AL 36101

Gerald Depo, President
°=Alllanca for Public Technology
`'.90 15th SL, NW - Suite 230
`.Y*shington, DC 20005

Donna Lampert
,Mintz, Lavin, Cohn, Ferns, Glovsky & Popso
� ,70't Pennsylvania Ave., NW - Suite 900
"Washington, DC 20004

(ol C. Hendersan, Executive Director
"Amarican Library Association
~:13,01 Pennsylvania Ave., NW - Suite 403

I' (9lashington, DC 20004

Michael S . Pabian
Ameritech
Rth. 4H82
2000W. Ameritech Center Dr.
Hoffman Estates, IL 60196-1025

.; : "Joseph Di Belle
13001 Streak NW - Suite 400 West

oshirtgion, DC 20005
. , . Attorney for NYNEX Telephone Companies

,- :;CtvietopharJ. Wilson
' -Pioat &Jambs
-: -2500 PNC Center

2011 F- FM St.
Cincinnati, OH 45202

Attorney for Cincinnati Bell Telephone Co.

NOV B4 '99 14:52

SERVKT TITS

214 464 1175

	

P.48i54

James Rowe
Executive Director
Alaska Telephone Association
43418 SL - Suite 304
Anchorage, AK 99503

Carolyn C. Hill
ALLTEL Telephone Services Corporation
655 Fifteenth Street, NW - Suite 220
Washington, DC 20005

John Rother, Esq.
Director, Legislation & Public Policy
American Association of Retired Persons
601 E. SL, NW
Washington, DC 20049

America's Carriers Telecommunication Association
c/o Charles H. Halein, General Counsel
Helain &Associates, P.C.
8180 Greensboro Drive - Suite 700
McLean, VA 22102

Edward Shakin
1320 North Court House Road - 8th Floor
Arlington, VA 22201

Attorney for Bell Atlantic Telephone
Companies

Richard M. Sbaratta
BellSouth Corporation
BellSouth Telecommunications, Inc.
1155 Peachtree SL, NE - Suite 1700
Atlanta, GA 303119"3610

Richard NL Tattelbsum
Associate General Counsel
Citizens Utilities Company
140018th St, NW - Suite 500
Washington, DC 20036

214 464 1139

	

PAGE . 49



tiiha:Frix
'S!lvidler & Berlin
'fbKSUeat, NW - Suite 300
:1jVashington, DC 20007

Attorney for ACC Long Distance, Excel
Telocomm., and Telco Telecomm.

Cynthia B. Miller
Florida Public Service Commission

: :-Ginld; Gunter Bldg.
2540 Shumard Oak Blvd.

;;Tellathassee, FL 32399-0850

INUV
Nuv-H4-1519-9 1t5!e3

	

sWBT _EGPL I=EPT .

Michael J. Shortley, III
Frontier Corporation
180 South Clinton Ave.
Rochester, NY 14646

hail i A. Acquard
""e Director

JYUOnal Assn of State Utility Consumer Advocates
"4 03;15th Street, NW- Suite 550
Whshington, DC 20005

Ronald Dunn, President
Information Industry Association
1625 Massachusetts Ave., NW - Suite 700
Washington, DC 20036

Gary L Mann, Director, Regulatory Affairs
)XC Long Distance, Ins_
9t3 San Jacinto - Suite 700
Austin, TX 78701

Gregory Casey
LCI international Telecom Corp.
8'180`Grsenboro Drive-Suite 800

` McLean, VA 22102

NOV 04 199 14 :52

Robert A Mazer
Ynson& Elkins
1455 Pennsylvania Ave., NW
Washington, DC 20004-1008

Attorney for Aliant Communications Co.

Clint Frederick
Frederick & Warriner, LLC
10901 West 84th Terrace - Suite 101
Lenexa, Kansas 66214-1831

Kathy L . Shobert
Director, Federal Affairs
General Communication, Inc.
901 15th SL, NW - Suite 900
Washington, DC 20005

Gail L. Polivy 5214
GTE Service Corporation
1850M SL, NW - Suite 1200
Washington, DC 20036

Michael S. Fox
Director, Regulatory Affairs
John Staurulakls, Ine.
6315 Seabrook Rd.
Seabrook, MD 20706

214 464 1 :2G

	

=.45Z54

ITCs, Inc .
cfo David A. Irwin
Irwin, Campbell & Tannewald, P.C.
1730 Rhode Island Ave., NW
Washington, DC 20036

Mary Slsak
Senior Regulatory Analyst
MCI Telecommunications Corporation
1801 Pennsylvania Ave-, NW
Washington, DC 20006

214 464 1138

	

PRGE.49



iNLN U6 :7 1G : : : : . . TU7i-77"7
" N0U--94-1999

	

15 03

	

SWBT L=GRL DEPT .

Joseph S. Paykel
Media Access Project
2000M SL, NW

. Mlrshington, DC 20036

Jamas.Bradford Ramsey
National Assn. of Regulatory Utility Commissioners
1201 Constitution Ave. - Suite 1102
P.O. Box 884
Washington, DC 20044

Mary E. Burgess
Assistant Counsel
Office of General Counsel
New York State Department of Public Service
Three Empire State Plaza
Albany, NY 12223-1350

:Edwin N. Lavergne
Ginsburg, Feldman & Brass, Chartered
;140 Connecticut Ave., NW

" ,iWpshinpton, OC 20036
` : _.., .-Attorney for interactive Services Association

?Stephen G. Kraskin
`"sldn & tesse
2120-L Street, NW -Suite 520
Washington, DC 20037

Richard Johnson
A800 Northwest Center
96 South Seventh Street
Minneapolis, MN 55402-4129

Attorney for Minnesota Independent
Coalition

Stanley M. Gorinson
Preston, Gates, Ellis & Rouvelas Moods
1735 New York Ave., NW
Washington, DC 20006

Attorney for Microsoft Corp.

NOV 04 '99 14 :52

Richard J . Johnson
Moss & Barnett
4800 Norwest Center
90 S. Seventh St.
Minneapolis, MN 55402-4129

Attorney for MN Independent Coalition

Joanne Salvatore Sochis
National Exchange Carrier Association, Inc.
100 South'Jefrson Rd.
Whippany, NJ 07981

Robert S . Tongren
Ohio Consumers' Counsel
77 S. High St . -15th Floor
Columbus, OH 43266-0550

2~4 464 : :Z9

	

P.50/54

Dr. Norman K Myers
Ozarlrs Technical Community College
P.O. Box 5958
Springfield, MO 65801

Martha S. Hog"
Public Counsel for the State of Missouri
P.O. Box 7800
Jefferson City, MO 65102

Attorney for the Group of State Consumer
Advocates

Brian Moir
Moir & Hardman
2000 L Street, NW -Suite 612
Washington, OC 20036-4907

Attorney for International Communications
Association

Albert H. Kramer
Ditlcatein, Shapira, Morin & Oshinsky, LLP
2101 L Street, NW
Washington, DC 20037-1526

Attornsyfor ICGTelecom Group, Inc.

214 464 1139

	

PRGE. 50



w-v.+-avoo 10"U4

	

bWtrl _C ::HL 7t-I .

Dartiai L Sranner
1724 Massachusetts Ave., NW
Washington, DC 20036

Attorney for the National Cable Television
Association

Ogee of the Judge Advocate General
V,S ..Army Utigation Center
-Vo Robert N. IGttel
``9p1 N: Stuart Street - Suite 713
;Arlington, VA 22202-1837

Margaret E. Garber
1275 Pennsylvania Ave., NW
Washington, DC 20004

Attorney for Pacific Telesis Group

Mark J . Golden
V1c*President - Industry Affaire

`: A rsonpl Communications Industry Association
Soo Montgomery St. - Suite 700
Alexandria, VA 22314-1561

Roger Hamilton, Chairman
Oregon Public Utility Commission
550 Capitol St, HE
Salem, .OR 973`104380

StevenT. Nourse
Assistant Attorney General
Public Utilities Commission of Ohlo
160 East Broad Street
Columbus, OH 432153793

George Petrutses
Fletcher, Heald 5 Hildreth, PLC
1300 North 17th Street - Suite 1100
Rosslyn, VA 22209

Attorney for Roseville Telephone Company

NOV 04 '99 14 :5,3

Michael J . Ettner
General Services Administration
18th & F Streets, NW - Room 4002
Washington, DC 20405

e14 404 :138

	

=.51/54

David J. Newburger
Newburger & Vossmeyer
One Metropolitan Square - Suite 2400
St Louis, MO 63102

AarWraIWANWIOan AosrumWA"ON Cmmrwv
Fdacr10ec AOliOM Mear.rroyWO Nuwn O.rrepnna tt KilImIcaYy
ft*CoWQWledunKw,ownwVAWwi+tOwe" Cndwe,ANeiry
MOMOrdAUWW NpbNf7moeownaCrmdwMs fewWnw.n:
N4IWWAvsrp~nf OVA10pmeaOriaMnWo: NdWW Fimuna UNon;
NVOOnol ftPweCaumSInAgYV 1710 NOWN0 True; NMbeW Ultra
TYOm0Me10"IMTOYPNar, Wlwa &C~r. Ceornanmmtlo
Cw"W1rfsmnrrl rd PrOMOar ofWmAUNedOmr, C401CM12 Su10
U"", Eunn10rb: PrwYef Ck*forTronmNAotlm0JwOnaK
UnkdSON= NAlMowWWNa:WWOOSft~OaewnAv"Adw. V0&4
Pubk blow,110m:andP10 Ur6 vftSmYyAWnra

Pat Wood, III, Chairman
Public Utility Commission of Texas
7800 Shoal Creek Blvd.
Austin, TX 78757

Lawrence D. Cracker, III
Public Service Commission of the District of
Columbia
71714th Street, NW
Washington, DC 20005

Joe 0. Edge
Drinker Blddle & Roath
901 Fifteenth SL, NW
Washington, GC 20005

Attorney for Puerto Rico Telephone
Company

John J. List
SaniorVioe President, Member Services
Rural Telephone Finance Coopertolve
2201 Cooperative Way
Harridan, VA 20171

214 464 1138

	

PAGE.51



nrra"+-L' 7 :~ " a4

	

SLOT LE5RL DEFT .

< Cberies C. Hunter
Hunter &Mow, P.C.

. 182A t St . . NW -Suits 701
Washington, DC 20006

Attorney for
Telecommunications Resellers Association

Richard A. Finnegan
2105 Evargraen Park Drive, SW - Suits B-1

, .,..,Olympia, WA 98502
.;,;Attorney for Oregon Independent Telephone

Association and Washington Independent

tbert M. Berger
'nster Communications, Inc.
AA619th SL, NW

ishington, OC 20036

Moan Q. Abernathy
i

	

quch Communications, Inc.
?f815"-.N SL, NW
Wash ngton, DC 20036

Glaitn B. Manishin
Blumenfeld & Cohen - Technology Law Group
1e1-5 M Street, NW - Suite 700
Washington, DC 20036

Attorney for Spectranet International, Inc.

teidiey StillmanV,-'1.Communications Corporation
;4Sp]"Pennsylvania Ave., NW
O.stdngton, DC 20006

Scott J. Rubin, Esq.
31ost CreekDrWe

" :Selinsgrove, PA 1787"357
Attorney for Pennsylvania Internet Service
Providers

NOV 04 '99 1453

214 464 1122

	

=.52i5G

Robert B. McKenna
102018th SL, NW
Washington, OC 20036

Attorney for U S West, Inc,

Benjamin H. Dickens, Jr.
Blooston, Modkofsky. Jackson&Dickens
2120 L Strsst, NW - Suite 300
Washington, OC 20037

Attorney for the Western Alliance

Richard S. Wt ilt
Worldcom, Ina
1120 Connecticut Ave.. NW -Suite 400
Washington, DC 20036

Jeffrey F. Beck
Beak&Ac kerman
Four Embarcedero Center - Suite 760
San Francisco, CA 94111

Attorney for Small Western LECs

Colleen Boothby
Levine Slaszak Block& Boothby
1300 Connecticut Ave., NW - Suits 500
Washington, DC 201738-1703

Attorney for Internet Access Coalition and
Ad HocTelecomm. Users Committee

Mary McDermott
1401 H Street, NW - Suite 600
Washington, DC 2000.5

Attorney for the United States Telephone
Association

W Fred Seigneur President
SONETECH, Inr~
109 Kale Ave.
Starting, VA 20164

214 464 1138

	

PAOE.52



NW-h4-lyyy 15:04

	

SWHT LEGAL C-

E

~ .
,- .. , .

UseM. Una
,21 -.Dupont Circle, NW - Suite 700
Washington, DC 20036

Attorney for Rural Telephone Coalition
(OPASTCO)

Margot Smiley Humphrey
Wean & Nafin, LLP
1150 Connecticut Ave., NW - Suite 1000
Washington, DC 20036

Attorney for Rural Telephone Coalition
(NRTA) and TDS Telecomm . Corp.

Pam Nelson
South Dakota Public Utilities Commission
State Capitol, 500 E. Capitol St .
Pierce, SD 57501-5070

obeft M. Lynch
6,8611 Center - Suite 3520
:a.oiiis, MO 63101
: s'.t., ., Attorney for Southwestern Hell Telephone

Randy Zach
TCA, Inc.
3617 Betty Dc - Suits I
Colorado Springs, CO 80917

Randall B . Lows
Piper & Merbury, L1P
110019th Street, NW
Washington, DC 20036

Attorney for Tale-Communications, Inc

Laurie Pappas
Deputy Public Counsel
-Texas Once of Public Utility Counsel
1Td1 N- Congress Ave., 9-180

' P:O. Box 12397
Austin, TX 78711-2397

NOV 04 '99 14 : 53

Jay C. Keiilhley
Sprint Corporation
1850 M SL, NW - Suite 1110
Washington, DC 20036

214 464 11-28

David Casson
2626 Pennsylvania Ave., NW
Washington, DC 20007

Attorney for Rural Telephone Coalition
(NTCA)

Wally Bayer, Administrator
United States Department of Agriculture
14th and Independence Streets
Washington, DC 20250

Anne U, MacClintock
Vice President- Regulatory Affairs & Public Policy
Southern New England Telephone Company
227 Church SL
New Haven, CT 06510

Margot Smiley Humphrey
IGateen & Nattalin, LLP
1150 Conncticut Ave., NW- Suite 1000
Washington, DC 20036

Attorney for TOS Telecommunications
Corporation

J. Manning Lee
Vice President, Regulatory Affairs
Tsleport Communications Group, Inc.
Two Teloport Dr. - Suite 300
Staten Island, NY 10311

Brian Conboy
Wilkie Fair & Gallagher
Three Lafayette Contra
1155 21st Street NW
Washington, DC 20036

Attorney for Time Warner

214 464 1139

	

?AGE .53



StevanG. Sanders, President
Northern Arkansas Telephone Company, Inc.

. ;-. 301:East Main Street
._ Ffippin, AR 72634

Kenneth T. Burchett, Vice President
GVNW Inc.
P.O. Box 230399
Portland, Oregon 97281-0399

Wayne Leighton, PhD
Senior Economist
Citizens for a Sound Economy Foundation
1260 H Street, NW - Suite 700
Washington, DC 20005

ivy Baker
puty General Counsel

ouri Public Service Commission
Box 360

J_ifferson City, Missouri 65102

;Jon Radoff
1630 Worcester Road #421
Framingham., MA 01701

Curtis T. White
Managing Partner
Allied Associated Partners, LP
4201 ConnectiM Ave.. NW - Suite 402
Washington, OC 20008-11513

NOV 04 '99 14=53

Reginad R. Bernard, President
SON Users Association, Inc.
P .O . Box 4014
Bridgewater, NJ 013807

Gerald Dope, President
Alliance for Public Technology
801 15th street, NW
Washington, DC 20005

Lyman C. Welch
190 S. LaSalle SL - #3100
Chicago, IL 60603

Christopher Klein, Chief
Utility Rate Division
Tennessee Regulatory Staff
460 James Robertson Parkway
Nashville, Tennessee 372430505

Myra L. Keregianes
General Counsel
Illinois Commerce Commission
160 N. LaSalle SL - Suite C-800
Chicago, IL 60601

Eva Powers
Assistant Attorney General
Kansas Corporation Commission
1500 Southwest Arrowhead Rd.
Topeka, Kansas 66804

n-uo r

TOTAL P .54
214 464 1139

	

PAGE .54

** TOTAL PAGE.55 **



MCIWORLDCOM

Mr. Larry Cooper
Vice President- Interconnection and Negotiation
Southwestern Bell Telephone
311 S. Akard
Four Bell Plaza, Room 840
Dallas, TX 75202-5398

Dear Larry,

Mldwol 8"01
voce President
west Region
Telcokine Cost Mimg6MOM

April 2t$, ZOOn

	

212 South Fiddlers Green Grcle
Suite e00 ext

Yra Farand U.S Matt

	

Englewood. CO 80111

This letter responds to the April 14, 2000 letters (attached) that MCI WorldCem received
from SBC, giving notice that SBC intends to terminate our existing local interconnect
contracts for MFS and Brooks Fiber in Missouri . These letters indicate that SBC is
terminating the contracts due to a dispute over the proper payment by SEC to MCIW of
reciprocal compensation. Your position ignores the fact that the Federal
Communications Commission (FCC) left pricing decisions for Internet Service Provider
traffic to the states and that, prior to these SBC letters, the FCC assertion ofjurisdiction
ova these calls was vacated by the appeals count Do. page 10 ofthe decision reached on
Mach 24, 2000 the United States Court of Appeals for the District of Columbia Circuit
wrote,

'Because the Commission has notprovided a satisfactory explanation why LECS
that terminate calls to ISPs arc not pxopcrly seen as "temtittat{mg) . . .local
teleeommumications traffic," and why such traffic is "exchange access" rather than
"telephone exchange service," we vacate the ruling and remand the case to the
Commission . We do not reach the objections ofthe incumbent LECs - that
S251(b)(5) preempts state commission authority to compel payments to the
competitive LECs.

The strongarm tactics used in these SEC termmation letters are not acceptable and
requires that IviLl WorldCom continue to press for regulatory action to prevent SBC from
cominning to refuse to pay for the transport and termination of calls that SBC customers
make to MCI WorldCom customers.

I must also point out that SBC has no right to initiate new contract negotiations underthe
terms ofthe Telecommunication Act Section 251(c)1 provides that the Duty to
Negotiate is one ofthe "Additional Obligations ofIncumbent Local Exchange Carriers."
Thus, this provision applies to SBC (an MEd) and not to MCI WcddCom.

Further, Section 252 of the Act only provides procedures for negotiations and arbitration
in the eventan Incumbent Local Exchange Carrier receives a written request for
negotiation

Schedule 7-1



There are no provisions contained in the Act that would apply when an incumbent Local
Exchange Carrier submits suoh a request to anyone other than another Incrunbent Local
Exchange Camer.thus. the SBC statement that the 13S to 160 day window for
arbitration can be started on the basis of these letters is contrary to the clear language of
the Federal Telecommunications Act

The SBC letters also raise the possibility of addressing these issues through dispute
resolution. I believe our contracts remain in full force and effect until a replacement
agreement becomes effective and until then SEC is obligated to pay for all local
interconnect traffic at the rates contained in these agreements . However, I am willing to
tncet with you to discuss the matter and the potential for dispute resolution, at your
convenience.

please letme ]mow howSBC would like to proceed.

Sincerely,

Cc: John Stankey

Attachment
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