COVER STORY

Internet could
revolutionize
phone service

New phone By Steve Rosenbush

USA TODAY
tec‘hnOlogy NEW YORK — Almost a
COUId be year age, AT&T research

i chief David Nagle demon-

! *  strated an [nternet tele-

UnStOppable phone call during a two-day

I— meeting with stock analysts.

He piaced the call from a

computer, not a telephone. The sound quality was terrible.
The delays were annoying.

The story was far different iast 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<istance carrier to jump into the
emerging market now known as Internet Protocoi (IP) tele-
phony. It is basically a cheaper, more efficient technology
that could atlow miilions of AT&T phone calls 1o travel via
the Internet instead of the regular phone network.

The shift at AT&T is powerful evidence of a remarkable
charige that has occurred in telecommunications during the
past year. Telephone calls over the Internet, dismissed not
long ago as a high-tech version of harmn 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 quarier. Qwest Communications
and a few other carriers already allow people to make cails
over the Internet for 5 cents to 7.5 cents a minute.

By 2002, the Internet could account for 11 of U.S. and
international long-distance voice traffic, up from just 0.2
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 woridwide”

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-

phoene traffic, the International
Telecommunications Union
warned in a report last year,

Evidence of the hastening
convergence of the phone net-
work and the Internet is over-
whelming,

The same day that AT&T an-
ngunced its Internet telephone
plans, MCI revealed a pact
with Netspeak, a company that
makes computers that connect
phone networks to the Internet.
Bell 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 that it 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 nations first 1ele-
phone network based entirely
on Internet standards.

“QOver 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 *I
think it will he unstoppable.”
He aiready offers consumers
IP telephony in nine Western
cities.

Humble beginnings

Internet telephony baraly
existed untii February 1995,
when an Israeli company, Vo-
calTec, introduced a software

program that allowed people to
speak 1o 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 oniy
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.
ternet to the phone network.

That allowed people to speak
to each other over the Net us-
ing reguiar 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 eptire circuit. even when
people pause between words
or put the phone down o an-
swer the doorbell. The Internet
is much more eficient Calls

travel a short distance 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 finally drives a hole
through the heart of the .. &x-
traneous costs associated with
traditional voice communica-
tions,” says Jim Courter, presi-
dent of IDT, which charges 5
cents a minute for longdis
tance calls over the Imternet
“The cost of calls is going to be
dramatically reduced.”

IP cails are especially cheap
now, because they are exempt
from fees long-distance carri-
ers must pav local carriers for
access 10 the local networks,
where all long-distance calls
begin and end. Local carriers
want that to change, but IP
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technology would stiil be more
afficient than a regular long
distance cail.

Cable TV companies ang (n-
ernet service providers enter-
ing the $84 biilion long-tistance
business are sure to benetit, By
062, the Mternet will drain
3billion in annual revenue
from US. longdistance carri-
ers, Forrester Research est-
mates, That's about 49 of their
revenue base. About 32 billion
of that will go to new longdis-
tance providers, and about
§1billion will go directly
telephone users in the form of
price cuts,

Profitable niches

Others, 160, will benefit a5 [P
phone service takes hold:

» Lip to 10% of the world's
fax market which generates
$45 billion in telecom revenye
a year, will move 10 the Inter-
net in iwo or three years, says
CEQ David Friend of Faxiet.
a jongdistance carrier just for
faxes,

»“*The 518 billion market
tor calls from the United States
te foreign destinations will be
the first and biggest target of
Imerney telephony” Forrester
says. Key reason: The huernet
bypasses international iele-
phone networks, which are of-
len autrageously expensive.
USA Giobal Link announced
plans in early 1997 o huild an
1P-based network just for inter-
national calls,

¥ A company can easily
slash its phone budger 35% by
moving 15 voice trafile o the
same network that handles itg
data transmissions, says Fric
Benhamou, CED of Internet
squipment maker JCom. A
Forrester survey of 52 Fortune
100 companies finds that
more than 404 of ielecom
managers plan t move some
voice or fax traffic 1o the Inter
net by 1999,

One major force driving the
rapid growih of the internet
phone business is that the basic
iechnology behind the Internet
is available to the public for
free. But {oday's Internet has
drawbacks, 0. It is dogged by
traffic jams that ean oceur dur-
ing peak usage. Even users
with high-speed access can gat
bagged down whes the net
work is overicaded. Newer
varsions of the Net will be able
to assign higher priority to cer-
tain ginds of transmissions,
such as phone calls,

AT&T's Nagle serves ob a
presidential advisory commit-
tee that is guiding the develop-

ment of Internet 2, a high
speed network that will be
gvailable in several years,

Meanwhile, ne says the qual-
ity and security of IP telephony
on the existing Internet is iy
ing. The implications of that
are just reaching consumers,

Bruze Ravenel, TCTs senior
vice president for ielecom-
mugications, says TCPs 12 mil-
lion customers won't be able 1o
telf the difference between a
regular thone call and an IP
tail. “The iechnology inside
the network will be 1B but the
experience for the customer is
that they will make 3 "tolt’ qual-
ity phone call, just like they do
today with conventional tele
plione networks”

John Roth, CEQ of equip
ment maker Northern Tele-
com, goes even further He
sees the day when voice calls
wiil be virtually free and videop
and dats transmission will be
the real moneymaker,

Who witl dominate?

Newcomers might have an
edge in the market 1o provide
this new breed of phone ser-
vice, "Give ma one exampie of
any company in any industey
that has managed 10 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 carriens
that develop a good strategy
for IP telephohy might run inle
trouble, because they will need
10 1ake huge charges o write
off their old networks, savs
Francis Mcinerney, partner
with North River Ventures, an
investment and consulting

up.

But Nagle says big phone
companies already Have paid
oft mary of their network in-
vesiments. And new data net-
works wiil lower costs for tradi-
tignal carriers, so profil
margins won't be gutted by fall-
ing prices. Finally, he notes,
history shows that trafic on
communications networks
riges as prices fall.

Nagie says the fact that
AT&T has been zble o create
an Imtemet phone offering be-
tween 1997 and 1998 is proof
that it can compete,

“The industry is moving
more quickly. And more im-
portary for us, we're moving a
{ot mare quickly” ha says, “We
have realized the porential and
importance of the Internet,
ang we are rezolved 1o be lead-
ers in that industry.”
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€ The caller

The caller dials a toll-free
number and an iD number
that connects him or herto a
gateway computer, a bridge
between the reguiar phone
network and the intemet. The
cailer then dials the number
of the pany in Rome. The call
travels the phone network
unitil it gets to the gateway.

@ The gateway

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

© Digitization

The gateway breaks the
digitized voice into pieces
known as packets. A typical

Internet service
provider

How phone calls are made over the Internet

‘ packet includes 10 to 30
milliseconds worth of
conversation. Each packet is
coded with the second panty's
phone number, just as a letter
is put in an envelope with an
address.

Q01000010010101011030
3010006010110103100100

010111010118010010111601

O compression
The gateway compresses
the digitized packets.

© Transmission

The gateway thrusts the
compressed packets into the
Internet, where they share

T g b

Other calis oo |
Losamian] o7 Cutibarth x
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Analog
voice
waves

wires with other data
fransmissions.

O Routers

The packets travel the Internet, passing through
routers, computers that read the addresses on

R

each packet and assign them transmission lines.

.

LM I »2.:7 wn

Local
phone
network

@ Back to analog

The packets finally arrive at a gateway
that decompresses them and converts
the digital signal back to analog.

© Connection

The gateway transfers the call to the
local phone netwerk. which delivers
it to the intended party.

Source: Northem Telecom

By Dave Mernil, USA TODAY
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DOCUMENTS INCORPORATED ZY RIFERENCE

List hereunder the fellowing documents if incorporated by reference and the
Part of the Form 10-K (e.g., Part I, Part II, erc.) into which the cdocument :s
incorporated: (1) Any annual report to security holders; /[2) Aay Proxy or
information statement; and (32} Any prospectus filed pursuant <o Rule 424(b) or
{e) under the Securities Act of 1%i3. The listed documents should be clearly
described for idernrification purposes (2.¢., annual report o security holders
for fiscal year ended December 24, 1980).

Portions of the Company's Definitive Praxy Statement for tke 2000 Annual
Meeting of Stockholders are incotporated by reference into Part IILI of this
Form 10-K

Cauticnary Factors Thar MMay Affect Future Results

{Cauticnary Statements Under the Private Securitzies Litigation Reform Act of
299835

This report contains forward looking statements and information that are
based on the beliefs of management as well as assumptions made by and
information currently available to Level 3 Communications, Inc¢. and its
subsidiaries ("Level 3" or the "Cofpany”). wWhen used in this report, the words
nanticipate”, ®tbelieve!, "plans®, "estimate" and "expect" and similar
exXpressions, as they relate to the Company or its management, are intended to
identify forward-looking statements. Such statements reflect the current views
of the Company with respect to futire events and are subject to certain risks,
uncertainties and assumptions. Shouid cne c¢r 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-looking statements 1ncluce. among cthers. statements
ccncern:.nq H

. the Company's business plan to increase substantjally its communicaticons
and information services business and to expand the range of services
that the Company offers (the "RBusiness Plan"), its advanrages and the
Company's strateqy for implementing the Business Plan;

../Docmain.pi?doc=A%2D794323%2D0000940180%2D00%2D000164&s=1 &tagrype=PA 03/07/2000
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aanticinated growtn o tihe communicaticas znc infaormacion

2.2 _nTOTTNeETh sEervicegs
ilnguszrvy;
plans to devote significzet management t.Te Ind CERITIl TESOoUTrCes to tas
Company's business;
expectations &5 2 the Ccmpany's future rsevy=oues, margins, =xpenses and

capital requiremencs;

anticipatec daces on whi¢h the Campany will =zegin providing cer
services cr reach specific milestones in txz Business Plan; and

other statements cZ expec:tations, celiefs, I:ture plams and strategies,
anticipated developgments z2nd other matters - =-at are not historical
facts.

These forward-looking statements are subject =2 risks and uncertainties,
including finameial, requlatory, envircnmentai, wadustry growth and trend
projections, that could cause actudl events or r=sults—c differ macerially
Irom those expressed or implied by the statementz. The most important facrors

that could prevent Level 3 from achieving its stzrted goals include, but are not
limited to, the Company's failure to:

. achieve and sustain profiizbility based cn =he creation and
implementation of its advanced, internaticzmz=l, facilities based
communications network based on Internet Prcrocol technelogy;

. overcome significant early operating losses:
. produce sufficient capital te fumd the Busizess Flan;

. develop financial and managem@ht controls, =8 well as additional
controls of operating expenses as well as cwher COsts;

. attract and retain gqualified management anc other personnel;

. install on a timely basis the switches/rout=rs, £fiber optic cable and

associated electronics required for successz=ul implementation of the
Business Plan: .

. successfully complete commercial testing cf i:ts soitswitch technology
for voice transmission services:

. negotiate new and maintain existing peerizg agreements; and

——y

. develop and implement effective business suoport systems for processing
customer orders and provisioning. )

The Company undertakes no cbligation to publicly update any forward-looking
statements, whether as a result of new information, future events or otherwise.
Further disclosures that the Company makes on rziated subjects in its
additional filings with the Securities and Exchazmge Commission should be
consulted, For further information regarding tke risks and uncertainties that
may aifect the Company's future results, please —=view cur Current Report on

Form 8-K/& filed with the Securities and Exchancs Commission an November 9,
1949. —

ITEM 1. BUSINESS

Level 2 Communicaticns, Inc. and its subsidizzies (“Level I" cr the

./Docmain.pi?7doe=A%2D794323%2D0000940180%2D00%:2D0001 64&s=1&tagtype=PA 03/07/2000
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'Company"') shgage i tie communications, izfsrmaticn services end cIal Tanmizg
susilnesses thIough cwWnersiip of cpérating subsidiaries aré subscant

zesitions i1z public companies. Iz late 1587, <he Company znnounced ! H
£lad o increase substantizlly its izformation services rusiness znd Iz expand
ide raage c¢f services i offers by fbuilidine zn sdvanced, internz=ional
Zzeilities based communications nefwork based on Internes Protocol tzchnslizgy
i<he "Buysiness Plan").

LI U

Please see the Glossarv of Terms fox fefinitions of certain zerms used in
this Report.

distory

The Company was incorporated as Feter Riewit Sons', Iac. in Delaware in 12431
20 continue & construction business Zounded in Cmaha, MNebraska in 1884. I
subsequent years, the Company icvested aportion of the cash flow generzted by
its construction activities ir a variety of other businesses. The Company
entered the coal mining business in 1943, the telecommunicat:ons business
{consisting cf MFS Communicacions Company. Ine. ("MFS") znd, more recently, an
investment in C-TEC Corporation and its successors RCN Corporaticn {"RCN"),
Commonwealth Telephone Enterprises, Inc. ("Commonwealth Telephone") and Cable
Michkigan, Irc.) in 1988, the information services business in 1990 and che
alternative energy business, through an investment in MidAmerican Energy
Holdings Company, formerly known as CalEnergy Company, Inc. ("MidAimericap®)}, In
1991, Level 3 also has made investments in several develcpment-stage ventures.

In 1995, the Company distributed toc the Lkolders of its Class D Stock (as
defined) all of its shares of MFS. Ia the seven years from 1988 to 1995, che
Company invested approximately $500.million in MPS; at the time of the
distribution to stockholders in 1995, the Company's haoldings Zn MFS had a
market value of approximately $1.75 billion. In December 1936, MFS was
purchased by WorldCom in a transaction valued a%t $14.3 billion.

In December 1597, the Company's stockholders ratified the decisiorn of the
Board of Directors (the “"Board") ta effect the split-off separating the
Company's constructicn and mining management operations (tie "Construction
Group®} from the remaining coperatioms of the Company. As a result of the spli:-
off, which was completed on Marck 31, 1998, the Campany no longer cwns any
interest in the Comstruction Group.” In conjunction with the spliz-cff, tlie
Company changed its name to "Level 3 Communications, Inc.," and the
Constructicon Group changed its name to "Peter Xiewit Sops!', Ine.®

In Janunary 1998, the Company completed the sale to Midamerican of its energy
investments, consisting primarily of a 24% equity interest in MidAmerican. The
Company treceived proceeds of approximacely $1.316 billion from this saie, and as
a result recognized an after-tax gain of approximately 3324 million in 18998.

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

Business Plan

Since late 1997, the Company has substantially increased the emphasis it
places on and the resources gevoted.to its communications and informacicn
services business. Since that time, the Company has become a facilitieg based
provider (that is, & provider that owns or leases a substantial portion of 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 Informatica Services, Inc.
("PESIS") and is creating, through a combinaticon of cemstruction, curchase and
leasing of facilities and other asse€ts, an

.. Docmain.pl?doc=A%2D794323%2D0000940180%2D00%2D000164&s=| &tagrype=P A (3/0T7/2000




FS"EDGAR ONLINE SEC Filing

advanced, Intermaticnal. facilities rased communicacions network. The Commany
Zegsigned the Level 3 netwerk tased oa Internet -rotocol c=¢hnelogy Lo crder -
leverage the efficlencies of this technology -2 provide iower cost

cormunications services.

Market and Technolegy Opporcunicy. The Company believas that, a3 techascizay
advances, a comprehensive range ofhoth consumer and business cormmunications
Protocol technology. These servicers will include traditzicaal voice servicass,
well as other data services such as Iaternet access and virtual privats
networks. The Company beliieves this shifs has begun, znd over nime should
accelerate, for the follgwing reasons:

a8

. Efficiency. As a packet-switched techmnology, Interrnet Protccol
technology generally uses network capacity more efficiently than txe
traditional circuit-switched PSTN. This is because capacity in a packet
switched network is shared between end points only when they zre
communicating at any given time, whereas in circuit switched networks,
capacity 1ls reserved between communicating end points even when no
informaticn is actually being transmitted. Therefore, services including
voice, e-mail and file transfer can be provided fcr lcwer ccst over a
network using Internet Protocal technology.

. Open Protocol. Internet Protccol techrology is an cpen protocol (a non-
proprietary standard) which allows for market driven development cf new
services and applications for:Internet Protocol networks. In contrast,
the PSTN is based on proprietatry 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 techneology companies Lhave
developed sclutions to address problems associated with certain Internet
Protocol based applications thHat use the public Internet. Tor example,
typical voice over Internet Pfdtocol soclutions are characterized Ly
cunbersome two-stage dialing requirementcs, latency (deiay througn the
network which can negatively dffect timing sensitive communications such
as voice), gquality and concerns about adequate security and reliapility.
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 cf
some features assoclated with local service, such &s caller ID, voice
mail and call forwarding, durilg the first quarter of 2000. Level 3's
Internet Protocol voice technology provides a seamless intercomnnection
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 Intermet Protocol voice switching system. The Company
believes that this competition amongst vendors will emable more rapid
improvement in the price/performance ratic of individual network
camponents and thereby lower network cost.

Level 3's sStrategy. The Company is seeking to capitalize on the benefits cf

Internet Protocol technology by pursuing the Business Plan. Key elements of the
Cempany's strategy include:

. DBeccme the Low Cost Pruvider of Communications Services. Qur network is
designed to provide high quality communications services at a lower
cost. For example, the Level 3 network is being conpstructed using
multipie conduits to allow the Company to cost-effectively deploy future
generations of optical networking components and thereby expand capacity
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age 6 o7 -
and reduge uni: zos3ts. o addition, che Company's strategy is o
max:imize tze use of open, ononTproprisztary interfaces in the des
its rewwork sci:zware and nardware. This appreach iz iatended =c prow
Level I with the znilitv te purchase the most cost-effective network
eguipment ZIrom :‘lz'ple vendors. “ew tachnolcgles such &s cacket-
switching will zlso en:

nancs tie efficiencies ¢i our network.

Coembine Latest Zanerations of Tiber and Ziectronics. -a order zo ackieva

unit cost recuctions ror transmissica cazpacity, Zevel 2 nhas desigred f:s
network with multizle conduits tc deplcy successive generaticns ci Siter
0 eXxploit imprevements 1n transmission electronics. Optimizing

“ransmission electronics o eXploi: specific generacicns oI fiber aoptic
technology curreatly provides transmissicn

4

capacity on the new {iber more cost effectively than deploving naw
electronics on previcus generations of fiber.

. Offer a Comprenensive Range of Communications Services. The Ccompany
provides a comprenensive range cof commurnicariens services cver the Level
3 netwerk, iaciuding private line, (3}Voice long distance services,
coloccation, Interner zcgess Znd managed modem.
Level 3 expects 19 begin commercial zesting of some fsatures associated
with local service, such as caller ID, voice mail and call forwarding,
éduring the first cuarter of 2000. Level 3 is also offering dark fiber

and conduits aleong its local anu intercity networks on a long-term lease
basis. .

. Provide Significant Colocation. Facilities. Level 3 has been experiencing
higher demand for its colocatlion services from its web centris customers
than was anticipated in preparing the 3usiness Plan. Level 3 believes
that providing colocation services on its network sttracts web centrsic
customers by allowing Level 3 to offer those customers reduced bandwidth
costs, rapid provisioning of additional handwidth, interconnecticon with
other <hird-party networks and improved network performance. Therefore,
Level 3 believes that controlling significant colocation facilities in
its gateways provides it with a competi:zive advantage., In addition,
significant colocation facilities in a gaceway 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 tratffic
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
buildour of approximately 1.3 miliion square feet of this space. Level 3
believes it currently has more-cclocation space than any of its
competitors. In SJanuary 2000, Cével I znnounced an expansion of its
Business Plan to increase significantiy the aggregate amount of its

global gateway facilities to 6. 5 million scuare feet over the next two
to three vears.

. Provide Seamless Interconnectién co the PSTN. During December 1892, che
Company launched its (3)Voice.long distance service that allows the
seamless interconnecticn of the Level 3 network with the PSTN for long
distance voice transmissions. Seamless interconnection allows customers
to use Level 2's Internet Protocol based services without modifving
existing telephone eguipment or dialing procedures (that is, without the
need to dial access cocdes or follow other similar special procedures).
The Company's managed modem service uses similar softswitch techrnology
to seamlessly ipncerconnect tc the PSTN.

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

...;Docmain.pl?doc=A%2D794323%2D00009401 80%2D00%2D0001 64&s=1 &tagrype=PA 03/07/2000




EDGAR ONLINE SEC Filing ) -

Page 7 of 10+
develcp & customer sase in advance ¢f compieripy tihis comstructicn o
Sewwerk, Lsvel I offers services cver & combination oF lsased Lz=ca

_n-erc"'v facillties. Over iime, these ieased networks will e 4ispla
by the netwcrks that the Company is ccnstructing.

Taxget Web Censris Customers. The Company's distri;Jt‘c

strztecy 1z to
vtilize & direct sales force Iccused on communicaticas intensive znd web
centric businesses, These businesses include I3PsS, zpplication seTvice
providers, content providers, systems integrators, 1exXt generaticho
carriers, wepb-hosting companies, streaming media companies and Internes

Protocol based storage providers. Providing contintally declining
bandwidch costs to these companies is at the core of the_ Companvy's
market enabling strategy because bandwidth cenerally represents 3
substantial portion of web centric businesses' costs.

. Develop Advanced Business Supper:t Systems. The Company is develioping a
substantial, scalable and web-emabled business support system
infrastructure specifically designed to enable the Company ta offer
services efficiently to its targeted customers. The Company beilieves
that this system will reduce Tts operating costs, give its custcmers
direct control over some of the services they buy from che Company and
allow the Ccmpany to grow rapidly without redesigning zhe architecture
of its businpess Support system.

. Leverage Existing Information Services Capabilities. The Combany is
expanding its existing capabilities ir computer network systems
integration, consultircg, ocutsourcing ané software

3

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

Attract and Motivate High Quality Emnloyees. The Company has developad
programs designed to attract and retain employees with the technical -
skills necessary to implement the Business Plan. The programs iaclude

the Company's Shareworks stock purchase plan and its Outperiorm Stock
Option program.

Competitive Advantages. The Campany believes cthat it has the folliowing
competitive advantages that, together with its strategy, will assist it in
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 preducts and in designing, constructing
and managing intercity, metropolitan and international necworks.

. A More Readily Upgradable Network Infrastructure. Level 3's network
design takes advantage of recent ipnovations, incorporating many of the
features that are not present in older communicaticn networks, and
provides Level 3 flexibility to take advantage of future developments
and innovatione. Level 3 has designed the transmission network to
optimize all aspects of fiber and electrorics simultaneocusly as & system
to deliver the loweat unit cost to its customers. s f£iber 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 2 to

effect this deployment more quickly and at lower cost than other
carriers.
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Integrated Erd-to-End Network Flarficrm. Level I's strategy s ¢
network infrascructure in mafor metrspolican areas and to Iln
networks with significant intercizy zetworks in Norih americz znd
Europe. The Company believes that the incegraticn of its iocal and
intercity networks with its colocaticn facilitiss will expand the scope
and reach of its ca-net cuscoler coverage, and facilitate zhe unifcrm
deployment of tecanological inpovations as the Company manages 1:s
future upgrade paths. -

. Systems Integration Capabilii:ies, The Ccmpany believes that its abiiizy
to offer computer outsourcing and systems iategration services,
particulariy services relating to allowing a customer's legacy systems
to be accessed with web browsers, will provide additional opportunities
for selling the Company's products and services.

The Level 3 Network -

An important element of the Business Pilan is the development of the Level 3
network, an advanced, intermatcional, faciliities based communications network
optimized for Internet Protocol technology. Today, the Company is primarily
offering its communications services using local and intercity Zacilities that
are leased from third parties. This enables the Company tc oifer services
during the construction of its own facilities. Cver time, the portion cf the

_ Company's network that is owned by the Company will increase and the porticn
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 ir North America:

. leased or cwned local networks in 56 North American markets;

. an intercity network covering approximately 4,750 miles across Europe:
. leased or owned local networks in 21 Eurcpean and Pacific Rim markets;

approximately 6.5 million squife feet of gateway facilities in Nerth
America, Europe and the Pacific Rim; and

. undersea capacity, including & 1.28 Tbps transatlantic cable system and

a 2.56 Thps Northern Asia cable system initially connecting Eong XKong to
Tokyo. -

-
o

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

. Rights-of-way ("ROW®) from a number of third parties including
railroads, highway commissions 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
cbtained 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
Mmerican cities. In general, Lavel 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 imstailation of optical fibar scrands desicned s zccemmodate
dense wave dlvision multipleXing =ransmission techrology. This
zllows deployment S egulipment which t-ansmits signals on 2
individual wavelengths of light per strand, =hereby significamzily
increasing the capacity cf the Company's network relative to gider
networks which generally use optical fiker srrands that transmic Sawer
wavelengths of light per strand. I additicon, the Ccmpany telieves thas
the installaticn of newer cprtical Zibers will z1lcw a compinacion of
greater wavelengths of light per strand, higher digital transmiszsion
speeds and g¢reater spacing of network electronics. The Ccmpany also
believes that esack rnew generation of apeical fider will ailew ‘noraases
in the performance of these aspects of the fjiber and will Tesult in
lower unit costs.

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

3 design that maximizes the use of open, non-proprietary naréware and

software interfaces to allow less costly upgrades s hardware and
software technology improves.

In pPecember 1999, Level 3 bhegan carrying customer tzaffic between Dallas and

Houston on the f£irst completed and lit segment of its North American -ntercity
network.

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

on July 20, 1998, Level 3 enteréd into a network construction cost-sharing
agreement with INTERNEXT, LLC, a stbsidiary of NEXTLINK Communicaticns, Inc.
The agreement, which is valued at $700 million, ¢alls for INTERNEXT to acquire
the right to use 24 fibers and certain asscciated facilities installed alcng
the entires route of Level J's North American intercity network in the United
States., INTERNEXT will pay Level 3 _as segments cof the intercity cetwork are
campleted which will reduce the overall cost of the network to the Company. The
network as provided to INTERNEXT will not include the necessary eiectzonics
that allow the fiber tec carry commMications transmissions. Also, under the
cerms 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
instailations in Level 3 conduits.

)

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

[GRAPHIC OF CURRENTLY PLANNED NORTH AMERICAN INTERCITY NETWORK]

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

In Eurcpe, the Company is deploving an approximately 4,750 mile fiber cptic
intercity network with characteristics similar to those of the North American
intercity network. As in North America, the Company will provide initial
service in EBurope over a leased network that will be displaced cver time zy the
intercicy network owned by the Company.
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On April 25, 18589, level 2 anndiinced =kat iz had Zinslized coniracos
relating to csnstruction cf Ring 1 of i:-s European retwork in France, Zelgium.
the Netherlands, Cermany znd the United Xingdom. =ing 1, whicn ls zpproxorateliv
*.800 miles, will connect Paris, Frankfuss, imsterdam, Brussels ané Tondon. Tha
network is expected to be ready for service zv September Z00C. Zing I i1z pare

of the spproxamately 4,750 mile intercicy nectwork. This European on2twoIk we

be linkKed to the Level 2 North American intercity metwork Ty the Lavel I _
wransatlantic 1.28 Thps cable system currently under develcpment, 2150 expected
Lo be ready for sexvice Ly September 2500. -

on July 26, 1999, the Company amounced :we impertant develcomentz of izs

Zuropean rnecwork tuild with agreements with Zurosunnel and Alcatel. Iurotunnel
will install znd supply Level 2 with mul:iipie wross-Channel cables between the
United Kingdom and France through the high-security service tunnel. The fizsc
of these cables will be completed by the end of the first guarter cf 2J000.
Subsequent cables will be 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 I network

between the United Kingdom and Belgium. The cable system is already under
development and will »e completed by the end c¢f the first rnali ol Z000.

In addition., en May 4, 1999, Level 3 and CCLT Telecom Group plec ("COLT"!}
announced an agreement to share costs for the constructicn of European
networks, The agreement calls for Level 2 ¢ share censtruction ¢osts oi COLT's

-
-]

planned 1,600 mile intercity German network linking Berlin, Cologne,

Dusseldorf, Frankfurt, Hamburg, Munich and Stuttgart. In return, COLT will
share constructicn costs of Ring 1 of Level 3:s planned European network.

The Company has entered into transoceanic capacity agreements that will 1link
Level 3's North American, European and Pacific Rim intercity networks. One
agreement provides for Lewvel 3's participation in the comstruction of an
undersea cable system that will connect Japan and the United States by cthe end
of the year 2000. The remaining agreements relate to the Company's
transatlantic capacity. These agreements are in addition to the agreement
relating to the Company's 1.28 Thps transatlantic undersea cable system.

In the Pacific Rim, the Company currently intends to provide service over z
‘leased line intercity network and long-term leases of submarine cable capacity.
In 1$99, lLevel 3 opened its Asia Pacific headquarvers in Hong Keong. On January
24, 2000, Level 3 announced two important developments of its Asian network
with the planned construction of a 2.5 Thps undersea cable initially
connecting Hong Kong to Tokyo and gateway facilities in each c¢ity. This
connection between Hong Xong 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
‘or completion in the second gquarter of 2001. '

Local Market Infrastructure. The Company's local facilities include fiber
optic networks, in a SONET ring configuration, connecting Level 2's intercity
network gateway sites to ILEC and CLEC central offices, long distance carrier

POPs, buildings housing communication-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, 1399 and had completed the buildout
of approximately 1.3 million square feet of this space. The Ccompany's gateway
facilities are being designed to house local sales staff, coperational staff,
the Company's transmission and Intefnet Protocol routing/switching facilities
and technical space to accommodate colocation of equipment by high-volume Level
3 customers, such as ISPs, in an environmenrally controlled, secure site with
direct access to the Level 3 network through dual, fault tclerant connections.
The Company is offering private line, (3)Voice, colocation services, Internet
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access and mznaged medem ai ics gateway sizes. The availahlillizy ¢ these
services wvaries by lcecation. -
AS of Decemper 21, 1339, t=g Cotpany had operzzicmnal Zzcilities bzsed _ocal
metropolitan necworks in 22 U.35. markets and I Buropean Sarkets. Also, as of
December 31, 1399, the Ccmpany nad satered ntp interconnecgiosn zzreements with

RBOCs covering 49 markets.

The Company has negotiated mascéer leases with several CLECs and ILECs oo
obtain leased capacity from those providers so that the Cempany can provide Its

clients with local transmission capgabilities before its own Logcal networKs are

ccmplete and ir locacions zct d_rec:-j accessed by the Coxpany's owned

————

The launches of services in London and Frankfurt followed the Companyv's
acquisitions of BusinessNet Limited, a2 leading TK ISP, in January 129% and
miknet Internet Based Services GmbH, a leading German ISP, in September 1898.
in addition, in June 1999, the Company completed the comstruction of its
metropolitan network in the City of London. The Company launckhed its
internaticnal gateway in London in January 1999 and Paris, amsterdam and
Frankfurt in June 199%, The 75,000 square foot cffice and operations facility
in London is the hub of European operaticns and houses the operational center
and network equipment. along with additional space for expansion and colocaticn
gervices. In additicn, in July 1999 Level 3 acguired & building with an
additjional approximately 263,000 scuare feet of space to serve as colocation
cechnical space in London. The Company is currently offering services in and
amcng London, Paris, Amsterdam and Frankfurt.

Cemmunications and Information Services

In connection with the Business Plan, the Company is substantially
increasing the emphasia it places cn and thé resources devoted to its
communicaticns 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 bhroad rdlige of other services to business and other
end users. -

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

Transport Services. The Company's transport services consist of drivate

line and special access servicés and long-term leases of dark Ziber and
conduits.

[_iPrivate 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 is5 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, ILECs and
CLECs) tc other carriers.

End-user to Long Distance Provider Special Access. This type of
link connects an end-user, such 28 a large business, with the
local POP of its chosen long distance provider.
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The Company is currentlyv ciTering iz specizl
iine servi c

LC48.

ces with availablé transrossicn spee

[_!Tark Finer zné Ccnduits. Th cffering dark
cenduic ziong izs local znd ercity networks cno
Lasis. Customers cam lease Gark Iiber and ccnduit
of zhree wavs: (.1} segment -v¥ segment, (2} full rizg cr
entire Lavel 3 nstwork.

D

Ccompany is oifering dark Il

lLevel 3 oifers colocaticn space 12 its
gateway and iatercicty ratransmissicn facilities tc these customers
Ior their transmission electromics. Althougn Level I will net ze
rzsponsible for the management of the transmissiCn eiectrciics,
Lavel 2 is contemplating préviding imsteallaticn end maintenancs
services for :this equipment on a fee for service basis.

Colocation. The Company iz offering i:ts customers and other service
providers the ability to locafe their communications and necworking
equipment at Level I's gateway sites in a safe and secure technical
operaring envircnment. The demand for these coloczticn servicss bas
increased as companies expand into gecgraphic areas ino which they do not
have appropriate space or technical personnel to support zheir eguipment
and operations. At its operaticnal colocation sites, the Ccrmpany is
cifering customers AC/DC power, opticnal UPS power, smergency back-up
generator power, HVAC, fire protecticn znd security. Level I is also
offering high-speed, relizble connectivity to the Level 3 leased network
angd 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 cpportunity to
colocate their web-server computers at the Company's lLarger gateway
s5ites, enabliing them to take advantage of the marketing, custcmer
service, intermal company information networks ("intranets®) and other
benefits offerxed by such web pIesence. By colocating its web-server Iin &
Level 3 facility, a customer has the ability to deploy a high-quality,
high-reliability Internet presence without invescing capital in cata
center space, rultiple high-speed connections or other capital intensive
infrastructure. Altbough the customer is responsible for maintaining zhe
content and performance of its server, the Company's techknicians will be
available to monitor basic server cperation. The Company will ziso offer
redundant infrastructure coasisting cf multiple routers and cennections
to Internet backbones.,

Iaternet Access. The Company is offering Internet access to ousiness
customers, other carriers and ISPs. These services include high-capacity
internet connections rangirg from 45 Mbps to 1,000 Mbps.

. Managed Modem. The Company is Tffering to its customers an outsourced,
turn-key infrastructure solution for the management cof dial up access o
either the public Internet or a corporate data network

10

that may include access to the_public Intermet {"Managed Modem*). This
service was the first qffered By the Campany that used sefiswitch
technology to seamlessly interconnect to the PSTN. While ISPs are
provided a fully managed dial-up network infrastructure for access to
the publiec Internet, corporate custcmers that purchase Manazged 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 Izr zhe
orovision of local network coverage, dedicated local telephone numbers
{(which the Managed Modem customer distributes to its customers In the
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JYoice. Turing Dacemper 2999, Lavel I c¢ommerciazily lLaungched (IlVecice, i:zs
Iaternet Protocel tased long distance service, which uses sottawioon
sechnclogy. This long distance service 15 cusrently availazble in 1)

features associated with lccal service, such as caller ID, vaice rail
and call fcrwardinc, during the first guarcer of 2000. Customers access
{3)Veice long distance servic® by using existing telephone eguipment and
dialirg procedures. The Company believes that (3)Veice long discance
service is offered at a quality level egual to that of the PSTHN.

Level 1 currently offers, througn its subsidiary PXSIS, computer cperztions
outsourcing and systems integqratiofl services to customers lccated throughout
the Uaited States as well as abroad. The Ccmpany's systems integratlion services
help customers define, develop and implement cost-effective infermation
services. The computer cutsourcing services cifered by the Company include
networking and computing services .necessary for older mainframe-based systems
and newer client/server-based systems. The Ccipany provides its ocutsourciag
services to clients that want to focus their resources con core Cusinesses,
rather than expend capital and incir overhead costs to operate their own
computing environments., PESIS believes that i: is azble to utilize its expertise
znd experience, as well as operating efificiencies, to provide i:ts outsourciag
customers with levels of service egqual to or better than those achievable by
the customers themselves, while at the same tipe reducing the customers®' cost
for such services. This service -is particularly useful Zor those custeomers
moving from clder computing platforms to more moderm client/server networks.

PKSIS offers reengineering services that zllow companies to convert older
legacy software systems to modern necworked computing systems, with a focus cn
reengineering software to enable older sofiware application and data
repositories to be accessed by web browsers over the Internet or cver private
or limited access Internet Protocol networks. 2KSIS also provides customers
with a combination of workbench teools and methodoleogies that provide a compliete
strategy for converting mainframe-based application systems to ciient/server
architecture. S .

Distributicn Strategy

Level 3's distribution strategy is to utilize a direct sales Zcrce focused
on communications intensive and web centric Zusinesses. These businesses
include ISP3, application service providers, content providers, systems
integrators. next generation carriers, web-hosting companies, streaming mediz
companies and Intermet Protocol hased storage providers. Level 3 believes that
these companies are the most sig¢nificant drivers of bandwidth cemand. The past
distinctions between retail and wholesale have bheen blurred as these
communicatidons intensive and web centric businesses purchase Level I services,
add value to our services and then remarket the services to end-users.
Bandwidth constitutes a significant portion cf these companies' <ost structure
and their needs for bandwidth in many cases are growing at an exponential rate.
Previding continually declining bandéwidth costs te these companies iz at the
core of Level 3's market enabling strateqgy.

11
Level 3 expects that approximately 85% of iis 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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In order tc Dursue i:s sales and distribution strategies, =
develcping a set oI integrated scoftware applications designed o auscmate the
Company's operational zrocesses. Through the develeopment of a pust, scalable
business support svstem, the Company believes that i:- has the oppo--" Lty te

[%

copany is

I1 Ty

—_— -l md g -
davelop a competitive advantage relative to traditional telecommunicarions
companies. Whereas traditicnal telecommunicaticns ccompanies operate extensive
legacy business support systems with compartmentalized zrchitectures that
their ability to scale rapidly and introcduce enhanced services and Zesazures,
the Company has ceveloped z business suppor: system a*cn;:eczure iztended o
maximize botn reiiability and scaldbility.

Zey design aspects of the business support system development frogram aze:

integrated mcdular zpplicatiols to zllow the Company to upgrade speciiic
applicaticns &s new rproducts zre available:

a scalaple srchiteczure that allows certain functions that would
otherwise Lave tc be performed by Leve: 2 employees to be perZormed by
the Company's alterrnacive distributicn channel participants;

. phased completicn of software Teleases designed to allow the Campany oo
test funeticnality on an incremental basis;

. ""web-enablied” applications so0 that on-line access to all order entry,
network operations, billirg, zZnd customer care functions is available to
all authorized users, including Level 3's customers and resellers:

use of a three-tiered, client/server architecture that is designed to
separate data and applications, and is expected to enable continusd
improvement cf software functicmality a2t minimum cost; and

maxirmum use ¢f pre-develcped or *shrink wrapped" applications, wnich
will interfzce to Level 1's enterprise resource piannhing suites.

The first four celeases of the business support system have besen delivered
and contain functionali:ty necessary to support the set of services presently
offered. See “"--Communications and Information Services.*

interconnection and Peering -

As a result of the Telecom Act, properly certificated companies may, as 2
matter cf law, interconnect with ILECsS on terms designed to help ensure
economic, -echnical and administrative equality between the interconnected
parties. The Telecem Act provides, among other things, that ILECs must offer
competitors the services and facilities npecessary to offer local switched
services. See "--Regulation.”®

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

Feering agreements between the Company and ISPs are necessary in order Zor
the Company to exchange “raffic with those I3Ps without having to pay transit
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‘costs. The Curnany has pee*zng arrancemen- with approx;mataﬁﬁ_t,,iémz Cigrey
arnd zpproximately S0 incernmational I8Ps and is currently curczasing z-=znsiz
Izom one major ISP. The rasis on which the large naticnal ISPs make psering
zvailable or impose seattlement ’

p=t

charges is evolving as tie provision of Internet access and related services
-as expanded. Recently, companies that have rpreviocusly cifered seerinc nave cut
zack cr eliminated peer_"q relaticnships and are establishing z=ew, oore
restrictive criteriz Zcr peering. Th order to maintain certain cf izs pe
reiationships, Level X will have to meet these more restrictive criteria.

Zmployee Recruiting arnd Retention -

As of December 31, 1999, Level 2 had 3,175 employees in the communications
portion of its business and PESIS had approximately 681 employees, Ifcr a total
of 3,856 employees. The Company believes that its ability to implement the
Buginess Plan will depend in large part on its ability to attract and recain
substantial numbers of additional qualified employees.-zn order to attract and
retain highly qualified employees,” the Company believes that it ls important o
provide (i) a work environment that encourages each individual to periorm teo
hig or her potential, (ii) a work environment that Zacilitates cooperation
towards shared goals and (iii) a compensation program designed to attract the
kinds of individuals the Company s8eks and to align embloyees' interests with
the Company's. The Company believes the Business Plan and its relocation to new
facilities in the Denver metropolifan area help provide such a work
environment. With respect to compensation programs, while the Company believes
financial rewards alone are not sufficient to attract and retain gualified
employees, the Company believes a properly designed compensaticn program is a
necessary component of employee recruitment and retention. In this regard the
Company‘s philosophy is tc pay annual cash compensation which, if the Company's
annual goals are met, i1s moderately greater than the cash compensation paid by
competitors. The Company's non-cash benefit programs (including medical and
health insurance, life insurance, éisability iansurance, etc.) are cesigmed 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 ("LTIY) 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 !(ii) an innovative Outperform Stock Cptiom ("0SO") program applicable to
~he Company's employees. The Shareworks program currently enables employees to
contribute up to 7% of their compensation toward the purchase cf restricted
common 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 vears from the employee's initial grant date.

The Company has adopted the 0S0 program, which differs from LTI programs
generally adopted by the Company's competitors that make emplovees eligible for
conventional non-gqualified stock cptions {"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 080 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
FINANCIAL INFORMATION 1/1/99-6/30/99

TOTAL REVENUES

REVENUES FROM ISPs
% TOTAL REVENUES FROM ISPs: 28.2%

REVENUES FROM ISPs:

NUMBER OF ISP CUSTOMERS: 78

ISP REVENUES /ISP CusTOMER: $110,000
REVENUES FROM RECIPROCAL COMPENSATION

% ToOTAL REVENUES FROM
RECIPROCAL COMPENSATION: 41.8%

REVENUES FROM RECIPROCAL COMPENSATION:

RECIPROCAL COMPENSATION
REVENUES /ISP CUSTOMER $ 162,000

OPERATING COSTS
OPERATING COSTS AS %
OF REVENUES; 28.9%

$30.3 MILLION

$ 8.5 MILLION

$12.6 MILLION

$ 8.8 MILLION

SOURCE
P.9

P. 46

P. 29

P32

p. 32
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Ichust remste access
slatforn--with_ a local
call :2 their service
area: -
-=-IP fax

--Yoicehail

--faging

--Integrated messaging -

-~LAK and VPN Services

PROSPECTUS SUMMARY

Tha fcllowing summary highlights selected informacion in this prospectus.
The summary may pot contain all of the ioformacion taac is imporcant Co you.
This prospectus includea forward-lcoking statemenrs which iavelve risks and
uncertaincies. You should carefully read the entire prospectus. including the

risk tactors and the fizapncial atatementa, before decidipg whecher t©o ioveat :in
our common stock. .

Pac-Wear Telecomm, Iaz,

Our Company

Fag-West is a rapidly growing provider of intagrated commnications services
in the western United States. Cur customers include Iaternec service providers,
small and medium businesses and enhanced communications EErvice providars, Tany

i ATe COmMmMInICAtlONM-IOCENSlVE USErA. We believe tIhs bBreadth of our
product offerings and the structure of our necwork enable us to generace high

network utiliration, substantial revenues, scrong profit marging and posicive
cash f{low.

He began offering leng distance service in 1982 and local serviece in 19%6 :a
Califormia, which iz our primary market. As of June 30, 1593, we had over
76,000 lines in mervice, a 137V increase from June 30, 1398, We estimace That
quer B2% of the current uptilization of these lipes by our customers 1s CO cCarry
data craffic and that approximately 56% ot Sur current trattic s cerminaced on

QUI_potworke, Since 1994, we bave consistently generated positive casn flows
from coperaticons.

Tg meet demand for communications services in California, we have
established A switching site in each of Los Angeles. Oakland and Stockton, and
digical connecrions in each of Califormia‘s 1l local access and tranmport
areas. Ino Califermia, our network enables ocur customers to provida their
bSusineas and residential customars with access to Internet, paging and other
data and voice sexvices from almost any point in the scate through a local
call. This allows cur cuacomers ta achiesve statewids coverage with lower _
capital and cperating expenses, According to industry sources, the Califorzia
celecommunications markec generated over $27 bBillicn in total revenuea 1n 1397.

We are expanding our network into Nevada with a switch in Las Vegas and
digical connections in all of Nevada's local access and Cransport areas. We
intend to continue cur expansion into other westsrin staces, where many of our
existing customars have operations. We expect to have ten switches with
gperations in ten western states by tha end of 2000. As we expand our necwork.
we plan to leverage our existing customer relationsnips to provide predictable
usage rates on our petwork assets, rapid revepue ramp-up and continued 8TICDg
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Frofit margins

Since our :ocepticn, we have used a “smart-build® network scrategy, buiiding
and cwmaing tbe intelligent components of our necwork while leasing uabunclec
lacps and tranapezt lizes from other carriers. Currently, we lease all of sur
transport lines, but as craffic oo our necwork iccreases, we intend to purchase
rights of use in higk capacaty dark fiber c-ansport linss tc incercoznect
certain of our markets with an owned backbone necwork. This will s-ovade us
with greater flexioility in Sreacing and managing dsta and voice services and
result .2 cost savincs. We alse provide our customers with caliccation

services, ailowing them to house Caeir equipment iz space we operace withan cur
IWiltCling cegters.

We are a leading supolier cf Inteznet access and ather Internec
infrascructure services with 78 Internet service providers wao nave a
significant exi13CifNg custOmer base in Our MACKeLS. With Chnis iarge pase of
laternst service providers, we believe we are ideally posationed co provide
high-speed data services, such as digital subsgcriber line or OSL services. 0
Internet users. Recencly, we signed an agreement with Covad Communications ta
provide bundled high-speed services beqincing in the fourth quarter of 1999 and
are considering ocher ways co provide Qur customers with-ss casy mechod of
orderirg, installing and nmanaging bigh-speed Internet acceas.

1

1 addicion, with our network presence and gcale, we ars well positicmed to
serve small and medium busineas cuscomers. These customers want technologicaily
advanced communication solutions from a single source. Qur complete product
offering of gystem design, equipmant installation and maintemance, voice. data
and long distance services, 24/7 Support, subscription services with mulfi-year
contracts and opticnal upgradas Lo emperging state-of-tha-axt equipmentc direccly
meats the needs of this under-served market. Our fccus on somall and medium
businesses bas resultad in significant market penecracicn over the past year.
as we have ipcreased our business lines in service from approximacely 2.3500 to
over 12,000 from June 30, 1598 to Jupa 30, 1599. Acesrding to industry scurges.
QU Target ourkets currently have approximately 1.4 million small and medium
busioesses and 16.5 million business lines.

Ooux Strategy

We are focuased cn becoming the integrated communication provider ¢f choice
for our customers. Our 3Jtrateqy to meet this objective 13 to:

Capitalize on growing demand ia OUr current markets. The demand for daca
and voice comounicaticns services in OUr currenc markets is large and
growing rapidly. We intend to increase our market penetration and
capitalize op this growth by adding more switches and transpozrt lioes co
increase cur capacity, adding new ang inngvative products to our existing
cfferings, and repackaging and repricing cur offerings in respoose to che
changing demands of our customers. We belisve we are differepciated by
the architecture of our necwork, which supports high calling voiumes and
long holding t:mes, the ability to ZcCcesa Qur network througpout ocur
market ares thirough a local call., and the ability of service providers co
collocate ctheir equipment ac our switch locations.

Leverage existing customer base through geographic expanaion. We are a
leading supplier of Internet access and Iaternet infrastructure services
in California with 78 Intarnet service providear customars. Qur Customers
include: Concentric Metwork Corp., Earthliask, Iac., MindSpring
Enterprises, Inc. and Splitrock Servicea, Inc, We plan to leverage our
existing customer bass by entering new markets whare our currenc
cuscomars have or are beginning operations to achieve predictable usage
ratces on our network aasecs, rapid revenue ramp-up, and ceantinued strong
profit margips. By year end 2000, we plan to have cperacions in
California. Kevada, Washington, Arxizona, Urah, Colorado, Texas, New
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Lhe ungerwriteres' cver-allotment ©OCRAIER wWlll et be exeIclLicd.
'3} assumes cza:t

ali of the snares cffered 1n the dizr¢ctef share sSuD3ICILITLiICh
program are purchasec by snarenciders of Safeguard Scientificzs, (3] assunes
cnat all of our gutstacding convertible redeemanle preferred stock will e
converted into common SCOCK concurrent with the closing of this offering, Dased
on the preferemce amount as of June 30, 1999 and a conversion price of £10.C0
per share, (4) reflects a 10-for-1 sceek split chac was effected on Mazca 15,
1932 and (S) reflecra a l.4i-for-l scock splic effecced oo Cctober 7. 1339,

4

Summary Ficancial LCata

Cur scatements of operations gdata for the period from cormmencexent (October
1, 1996) co December 31, 1996 and for the years ended Decemper 11, 19%7 and
1998, shown in the table below, are derived from our audited financial
stactemencs. Our sctacements of operations daca for the six month pericds ended
June 30, 1998 and 1999 and our balance sheet cdata as of June 30, 1299 have Ceen
derived from our unaudited financial statemencs which, in the opizicn of
mapagecent, ianclude all adjustments., consisting only of normal recuITizg
adjustments, cecessary for a fair statement of the rasulcs for cthe unaudited
ianterim periods presenoted. The unaudited balance shesec data as ol June 30, 1339
includes the issuance on January 29, 19%9% of 5150 millien of 11 1/2% sexior
notes due 2009. The results of our operations for the gix month pericd ended
June 39, 1999 are not necessarily indicative of the results of operaticrs woich
we expect for the full 1959 calendar year. This summary shouid be read iz
conjunction with the section entitled *Management‘s Discussion and Analysis of
Finansial Comditieon and Results of Cperaticms* and cur fizancial statemencs.
including ralated notes thereto, included elsewhers in this prospectus.

The unaudited *As Adjysted” sumnary balance sheet data reflects the sale of
che 11,400,000 shares of common stock offared by ua in this offering ac the
initial public offering price of $10.00 per share, after ceducting the
uAdervriting discount and estimated offering expenses payable by us, and the
conversicn of our cutstanding convertible redeemable preferred scock. The
unaudited pro Zorma share and per share data give effect to the conversion of
Our ocutstanding convertible redeemable preferred stock into 4,864,547 shares of
commen Stock, based on the preference amount as of June 30, 1999 and a
cogversion price of 510.00 per share.

On October 1, 1996, we bhegan cperaticns when our predecessor comupany
transferred its telephone and answering service divisions to us. As a resuis.
you have limiced comparanle historical financial icfarmation Tpan which ©o Zase

your evaluation of cur past performance and the value of iavescing in our
comman AtOck .

Except as discumsed below, we recognize revenues [Of telecomrunicaticos
sexrvices when service is provided. Such revenues include recaprocal
compensaticn due under Sur new interccopection agreement with Pacific Bell.
Reciprocal compensation due under our previcus iDTEICONREction agreements with
Pacific Bell and GTE is re=cognized as revenue ouly to the extenc received iz
cash. Pacific Bell and GTE have each refused to pay us the portien of
reciprocal compensarion due under the prior agreements which they estimace is
the zesult of inbound calls terminacing to Intermet nervice providers. Pacific
Bell and GTE aryue that such calle are not local within the meaning of their
intarcomnection agreements and therefores aaserc that g0 reciprocal cowmpensaticon
is dus. See Note S to the audited financial astatements, "Risk Facrors--wWe may
nat be encitled to receive reciprocal compensation for calls te laternet

sarvice providers®" and *"Busineas--Regulatory Proceedinge--Interconnection
Agreemencs. "

Adjusted EBITDA as used in this prospectus represents earningsg before
interest, net; income taxes; depreciation and amorcizatiom; further adjusted
for the costs of merger and recapicalizaticn; transaction bonuses and
cousultant's ccats; and extrazordinary item. Included in other (iacomel expenae,
net, is interesc inceme of $5,000, $50,000, $327,000, $128,000 and $1,185,000
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tor the peried from commencement cn Ocrebar .. 1996 to December 31, 1536, I3t
~te years ended Decomper 31, 1931 and 1988, and for the six zopen periczs engel
June 30. 1998 and 1999, respectively. Althougz E3ITSN is not a measure of
finane:al performance under generally accepted accouncirng principles. w=
believe 13 13 4 common measure used by analyszs angd Lnvescors LI TCMUANLNG A
company's resuits with those of gimilar companies as weil as tc evaluate tze
fapaciiy of a company Lo service_1Is obiigaticna.

H
Peried from
Commencement cn 7aar Ended S1x Monen Period
October 1, 1396 Cacember 31, Ended June 30.
.. Tt December 11, ~-~v=wwu= dmrwvmamE S-S Eseme==-——
1996 1997 1998 1998 399
{iz chousands, except per share data)
Statemsnts of Operations
Data:
Revenues................ $ 4,232 $ 29,551 5 42,21 § 19,932 § 130,264
Castt and expenses:
Cperacing CostS........ 2,064 12,0860 15,344 7.781 8,753
Sellicg, genaral and
administracive:
Selling, general and
adminlstracive. ....... 1.51% 7.187 10,779 4,219 37,561
Transaction benuses and
comsultant's costs
(1)...... feeserarenenn - .- 3,798 - -
Depreciation and
AmOTCizatiod........ o -29% 2,204 4,386 1,701 3,292
Income from operaticns. 350 7.920 8,184 6,221 8,656
ISEEIest expense........ 108 932 4,199 786 2,502
(Gain) op disposal of
answering service
diwvision............... -- {385%) - .- i
Costs of merger and
recapitalizaticn (1)... -- -- 3,004 81 -
Cther {iocomel expense, .
.+ 12 . . 11 {1159) {330} {1281 .1,1858)
Income hefore provision
for iocome caxes and
extraordinary item.... 214 7.492 1.311 5,482 1,339
Provisicn for incoms
(X1 71 fereraen 94 2,997 1,561 _2.,193 315
locome (loas) before
extraordinary item.... 140 4,495 (250) 31,289 go4
Extraordicary item--loss
on early excingquishment
of debr, nec of incoma
tax benefit of $278
[ 5§ I st ieaeean - -- (417) -- .-
Net income {loss)....... $ 140 § 4,495 S (667} § 3,289 § 804
YT SR T T T sasEGews sSsSEe=ss rasoasn=
Basic and diluted income
{loan) before
extracrdinary item per
3. 7. - . 5 1.00 § 32.11 § (0.30) § 23.49% S (0.09)
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Jasi1c ang Ziluted nec
incenes (losg) per share
Zasic and diluced
welgnted average anares
ocutstanding..... ... ...
?ro fcrma casic nec
inccma (lsssl per
Pro forma weighted
average sanares
SUELBLANGIDG . o - v v v e v e nn
Ocher fFioancial Daza:
Reciprocal ccompeasacion
withheid.. .. ...........
Adjusted EBITDA.........
Adjusted EBITDA marzgin
...
Capital expenditures....
Cash provided by (used
i)
Operating activities...
Iavesting activities...
Financing agtivities...

Balance Sheet Daca:

Cash apd cash ecuivalents
RastricTted caah (2)
Woxking capital

Total asseca
Total lcoge-cerm dabt

Convertible redeemable preferred stock, iacluding acerued
cumuiative dividends of $3,E49

Stoexholders® equity (deficit)

$ ml.CO 303211 3
- 140 140
— 5
§.. - s 3,791 s
€13 10.538
15.0% 35.7¢
s 3.899 511,884 S
- 75 5,876
(1.682) (6,619)
1.549 1,658

0,28} § 23.49 $§ (0.a¥)
3,244 1490 .7.587
(0.10) s 2.4
§,563 . 22.220
32,591 $ 12,912 5 28,17%
16,4091 7,922 ~1,948
38.1% 39.7% 15.5%
42,466 § 7,863 S5 21,308
12,032 7.387 293,741
{42,031} 7,433} {41,604)
11,631 3,018 44,513
As of June 310, 19%%

P L L e L R

Actual

Equipmenc, vehicles and lcasencld improvemsars, nec

As Adjusted

{in chousands)

...+ § 138,886 5144.576
20,0686 20,066
44,643 150,313
e 76,010 76,010
e 150,208 255,898
v 150,062 250,082
- 48,649 --
e [75,634) 78,708

(1) Transaction honuses and consultanc‘'s costs, costs of wmerger and
cecapitalization and the extraordipary item all relate to our

recapitalization described io Note L to the audited financial statements
included elasewhare in this progpectus.

(2)

Restricted cash rcpresenca caab dapomited in an interest reserve LIust

accounc to fund the firae tweo interesc payments due under cur semior notes,
the firse of which was paid on August 2, 1999.

§

Recent Developments
(unaudited)

Revenues for the third quarter of 19%%, iccluding a cash paymeat of $20.0
million from Pacific Bell in setclemant of claims for unpaid reciprocal
cowpensation from prior periocds, were $37.0 millionr, up 134V from the second

Copyrigrs 2000 EDGAR Online ing. (ver 1.012.003)
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Teagcer of 199% (517.0 mill:cn or an A% increase excluding toe sercieaTent
paymenc) . Cn a vear-cver-year Dasig, chird quarter 1999 gpevenues were up 259%
As compared to third quarcer 1998 revenues ¢ £9.5 million (a 7%% increase
excluding tne sectlement paymenc!. For che third quarter 1999. excluding tne
settlement payment., gross margin (reveoues less direct cperating costs as a
perxcencage of revenues) was 66% and includes cte effect of a giguifizant price
reducticn as a resulc of lower reciprocal COMPensatichR razes per minute of use
3% the new cwo year Pacifig Sell interceanection agresmens. See “Managemsnc's
Discussion and Analy®is of Financial Condition and Resulcs of Operaticas--
Factors Affecting Operations.*

EBITOA f£2r the third guarrer of 1399 was $2%.8 million. a 337% increase from
second guarcar EBITDA of $5.9 miliion 155.8 million or a 2% decreases exciuding
the _seccilement payment!. To a year-over-year naEis, -hird cuarzer 1999 E3ITDA
was up 790% from chird cuarcer 1998 EBITDA of $2.9 million ta LJ0% increase
exgluding chie secclemenc caymenct.

Net iccome for the chird gquarter of 1999 was §10.0 millicn (a loss cf $0.5
million exclyding the gettlement piyment), ccmpared to net ingome of 50,2
millaon £0r the second quarter of 1999.

As of Sepcember 20, 1339, Pac-Wesc had cash and cash squivalencs and
rescricted cash tocaling $69.0 miilion and total debt of 5$158.1 mallioca.

hs of Septemper 130, 13499, Pac-Weat had a toral cf 88,009 liges in service
versus 76,263 lines in service at the end of the second quarter of 19%9. an
increase of 15%v. Ia additicn. on & year-cver-yedr basis {third quarter 1999
versus chird quarcer 199%8), lizes in service increased 150%.

Billed minutes of use increasad 14% to 4.0 billion for the thizd quarter,
compared O che aecond quarter of 1999. Cn a year-aver-year basis, billed
minuces of use izncreased from 2.0 billica to 4.0 billion, a 100% increase.
Total personnel iocreased by 29 in the quarcer to 216 at September 30, 159%%.

Subsequent to September 30, 1399, GTE paid. and Pac-Wast recorded as
revenue, 56,308,000 of recaiprocal compensatica that GTE had previoualy
withheld. See "Managemenc‘'s Discussion and Analysis of Financial Condicion and
Rasulcs of Cperatioma--Factars Affecting Operations.” GTE bas not waived aics

rights CO appeal. contest or sesk SubSsquent reimbursements of amouncs paid by
it as reciprocal compensacion.

RISK FACTORS

You sbould carefully consider the risks described below pefore maxing an
investment deczsicn. The risks and uncertsaintics described telow are not the
only ones facing gur cowpany. Additicnal risks and uncercainties not presencly
Kpown to us or that we currently consider immacterial may also impair cur
operatioas. If any of the following riskas actually coccur, cur business,
financial conditicn or resuits of operacions could be macerially adversely
atfected. In this case, the trading price of the common stock sould declice,
and you may lose all or part of your iovesctment.

Failure €o continue our expapsicn would adversely affect cur financial
condition. .

our failure to expand ocur business in order to satiafly the growing needs of
our customers, tc achieve economies of scale aud te benefir from che
infrastructure we have established would advermely affect cur buminess

prespects. financial coadition and results of cperationa. This could resuir
from our inability to:

. 488e’s potential markets;

obtain required governmental authorizations, franchises, and permits:

Capyrighe 2000 EDCAR Onling inc. (ver i.01/2.003) Page i/
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implement interconnestisn angd collOCAGLGN ArTangemencs with incumsens
local exchange carriers:

leage adequate rranamisaicn capacity fIom inter-exchange carriers.

incumbent local excmange carriers and competitive Local exchange
zarriery;

purchase and install swicches in additicnal markecg: and

. develop a sufficient customer base.

We may not be able to manage our growth, which could adversely affect our
busainess.

Future expansion will place significant additlenal strains om our personnel.
financial and other rescurces. The failure to efficiently manage our growth
could adversely affect the quality of our services, our business and our
financial condition. Gur ability to manage our growth will be particularly
dependent oo our ability to develop and retain an effective sales force acnd
qualifled cechnical personnel. Tha competitien for gualifiad managers and
tecbnical perscanel ic the teitcommunications industry is intensa, and ve may
not be able co bhire and recain sufficient qualified persommel. In addicica. we
may Not be able co maintain the quality of cur operations, te coatrol our
costs, te maincain compliance with all applicable requlaticas, and o expand

cuy intersal management, tecanical, information and accouncing sysatems in order
tO SUPPOrT Our desared growch.

We may not ba able to comply in a cosc-effective manner with currenc cr furture
requlations.

Our provisicn of telecommunications services is heavily requlated ac the
faderal, state, and local levels. Compliance with these regulations imposes
substantial costs oo us and restricts our ability to conduct cur business. For
exasple, in each state in which we desire to offer cur sarvices, we must obtain
prior authorization frem che appropriate state authoricies. If we exparience
delays in obtainifg required, nppr_avnlu or fail to comply with regulacory
requirements, cur business aod our fizmancial condicion could be adverseiy
affected. Io addition, requlatory requirsmencs may change with little notice,

which would adversely affect our business prospects, financial coaditica azd
results of operaciaons.

A failure to escablish interconnection agreemencs an favorable terms would
adversely affect cur businesa.

We must incerconnect with incumbent local exchasge carriers in ordes to
serfvice our customers. The Telecommunicationa Act of 1596 mandaces chac
ipcumbent local exchaunge carriers interconnect with coopanies like ours to
provide us wich individual necwork services components, such as origipacion.
terminacicn and other services. However, it does pot assure the time frame 1o
which those services will be offered to us or assure that we will be able to
purchase these services at rates and on terms and conditions thae allow us ko
remain compecitive and profitable. If we bave difficulties cbtaiping nigh
quality, reliable and reasonably priced services

from che incumbent lccal exchbange carriers. cur services will be less
attractive to customers and our businsss will be adversely affected. Cuz
primary intsrconaecticn agreements are with Pacific Bell and GTE. Cur '
intarconnection agreement with GTE has expired but will remain in force until a
replacemant agreement ia finalized. In additiocn., we will need new )
interconnection agraements in each new market we enter. We caanot be certain
that we will be able to enter into replacement or new interconnection
agreements on favorable terms. Based on curzrent macket conditicns, we expect
that che per minpute reciprocal compensation races under these agraements will
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sutstanding cptions with 4 weighrtedc average exsrcige price of S1.52 per
share as of June 30, 159%; and

1.721.300 shares of common stock issuable upen the exercise of QEzions
Treserved for granc under cur stocx cptien plans as cf June 30, 1929%9.
In addizion. the caleulaticns akbove assume che 2,300,000 shares offares oy

us pursuant te the direcrced share subscripoion program are purchased ty ns
shareholders of Safeguard Sciencifics and exclude 1.200.000 shares offered by

Sateguard Scient:ifics to :ts shareholders, for which no proceeds will te —
recelved by us.

:f all of the obcions oucstanding as of June 30, 1999 had been exercised at
that date, there would be additicnal dilucion to mew invescors.

20

SELECTED FINANCIAL DATA

The following table secas forth selected flaancial data of:

- Qur predecessor’'s telepheone and anawering service divisicns for the

utaudited years endad December 31, 1994 and 1595 and for the aine meath
period ended Sepcember 310, 1396, and

. Pac-West for the period from_our commencement cn October 1, 135€ to
December 31, 1996, fcr the years ended December 31, 1997 and 1998 and fcr
the unaudiced six monch periods endad June 30, 1998 and 1999.

Qur selected fipancial dacta as of the dates and for the periods indicacted were
derived from audited and unaudited fipancial jtatements contained elgewhere in
this proapectus and the unaudited fipancial stacemencs of cur predecessor‘s
telephone and answering service divisions for the years ended December 31, 1994
and December 31, 1395. Ths unaudited fizancial daca as of June 30, 1998 and
1339 and for the six month periods ended Juna 30, 1598 and Juns 30, 1989
include all adjustmente, consisting only of normal recurring adjustments. whick
management considers necessary for a fair preseatation cof results for toese
unaudited periods. The results of cperations for the six monch pericd ended
June 10, 139% are not pnecessarily indicative of the results of operatiocas thac
we expect far the full 1599 calendar year. The following selected fizanc:ual
informacion should be read in comjunction with the mection entitled
‘Managemenc's Discussion and Analysia of Financial Condition and Results ci
Cperations® and our financial statemencs, including the related notea czesIeto,
included elsewbere i thia proespectus.

on October 1. 1996, we began operations wheno our predecessor comDany
transferred its telephcns and answering service divisionw to Pac-Westc. A3 a
result. tonis prospectus includes our audited fipancial statements for the
pericd from our commencement on October 1, 1996 to December 31, 1996, and fcor
the years ended December 11, 1997 and 1998. Due to the significant changes io
our cpsrations since September 30, 1996, we believe that the financial
iaformation of cur predecessor’s relephone and answering service diviaions is
aot directly comparable to our curreat ressults of operaticns. Accordingly. you
bave limited comparable historical fimancial icformation upon which to base

your evaluation of our past performance and the value of investing ic our
commen atock.

Except as diacussed below, we recognize revenues for telecommanicatzcas
sexvices when service is provided. Such revenues include raciprocal
compensatcion due under cur new intercoanection agreement with Pacific Bell.
Reciprocal cowpensatict due under cur previous intercomnection agreements with
Facific Bell and GTE i3 recoguized as revenue only to the extent received in
cash. Pacific Bell and GTE have each refused to pay the porticn of reciprocal
compensation due under the prior agreemencs which they estimate is the result
of inbound rraffic terminacing to Intermer service providers. Pacific Bell and
GIE argue chat such calle are not logal within the meaning of theirx
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1LCeICOonNEeCLicn agreemencs 4nd Cheresfore asseszt ©C regiprocal compensacion

=5
due. See Noce 5

ts e audited fipanc:al statemencs, "Risk Faccors--we may oo
be entitled £c zecsive resiprocal compengatien for caills te INTErMeC 3ervise
FIoviders" and "Busifes8--Regulacory Proceedingsi--intersonnectlich Adrecmencs

Adjusced EBITCA represents earnings before interest. HST: 1OSORE TaAXes:
depreciation and amortizaticnh; fuTther adjusted for the ¢3s5ts Of merger asc
recapitalizacion. Iransaciicn bonuses and ccoasultanct's costs; and extraoroinazy

tem, Included in otner (izcome) expense, 2ec, :s interest income of 311,000,
$20,000, $15.000., s$5.000, '590.000. 5327.000, $.i28.000 and §1.,185.000 for cx
predecessor ctelephone and answering service divisions for zhe years ended
December 31, 1594 ard 1995. and for tae nine month period ended Septemper 31,
1996, azd for Pac-West £2r the period from cotmencement on Qcteober 1, 199§ :to
December 31, 1996, for the years ended December 3i, 1937 and 19398, and Zor c:ze
six month pericds encdead June 30, 1998 and 1999, respectively. Although EBITDA
i3 pot a measure of Zipangcial performance under generally accepted accouniing
principles. we beiieve it is a common measure used by analysts and invescors :in
COmpPAring a compaay’'$ Iesults with those of aimilar companies as well as to
evaluace the capacity ¢f a company to service ita obligacions.

21
fredecesnor Teléphane and
Angwaring Sstvice Divisicos fac-West Telecoms. [ac.
cecaererrrmrrEaas L e A umaaAs. AhtiemSeSmimstibase-SitesssmacsemfRmATETTE T Eae,
Paryiod from
=" T
ca
Hina WMemch Coroper ), Year Endad Six Month Petiod
Pefiod [Mded 1796 Co Scossoer 11, radad June 30,
= ambwr 10, L, ----- wssasmaserrs sEmmssmwsscssac=e
1394 199% L7 1998 PR L L] L1y
e s st At A s i S L N AL S St hamy A bdlead S eumasEwE -msama= Trwena—
{10 thousaads) {18 thoypands, sacept par shars dath)
$ 6,775 s A, 00 T ;3,137 $ 435 39,881 § ¢32.333 $19.931 3 10.364
ODOEELINy COMES. . -0 u0ns 1.95% 1.498 4,103 1,064 13,080 18,344 TR 1,752
Selling, geoaral ana
AMRADLET YT L e
Selling, gensral sad
AARLAEERCAYE . s 3.687 1,012 333 1.519 7,187 10, TTY 4.119 1,562
Trassaction Doouses and
consullanc's costs {l!. i - -- e .- - .- 1,798 .. PR
Depyeciacion and A
AUBTELRAREADE 4 i mn v anan LL ;] 512 S48 299 3,308 4,198 P} .192
----- - - AlT A . m—— e mmAdhat= dsmEmEs Bl K R
iocuse from opacatians.. 31} 1.179 43 150 7,930 5, 104 4.2d% t. 458
TOLETENE EXDENS®. ... ... . s ] 1" 13 1858 "3 (YRS} ) 1) 1,533
JaAMR) con desposal af
ANSWErIng service
VLI cera i ire el = - - .- e ‘188) .- .n
Costs of wergur and
recspitalizacion (17.... - .- — -- .- - 1.004 "n -
ALher (incwmi) expenes.
BB asvesrusmssaniionnmae (141 (1T) (343 11 B4 1] [E3 11 A t1.1R8Y
Income bafore provision
{O0T LDCowE Caxms and .
SNELAMTTILALY itEm..... €€ 1.103 144 7Y 1,493 1,11 5.e02 1.3y
Prewisioa (or loccme
CANMO 2o nccunnrarsantans 59 132 143 ” 2.9%7 b1 9 2.1 315
inceme (loss) betfore
LECEALTIIRALY iLEm..... 7 .00 iy 140 .49 1180 1,289 s
EXRZBOIMLBATY 1EgEe--ioss
o8 S&fly EXTifduistment
of dabt. veT of inctwm
can benefic of 3378 (1}. .- - - .- a1 .- .-

11,00 H 519 ] 140 5 4408 § (66TY § 1.23% % 104

Mat incomm (loss)........

Bagpyé and diluced incoms
(lows) betoxe
SELEMOLAULIASY LTER Der
LT - 5 1.00 $ 12.12 5 (0.0 § 11.4% 83 (0.0%

Basic Aod dilured st
income (lowd) per share. 3 1.00 133,11 3 ¢0.281 3 1.4y 3 {0.0M
Basic and dalutest

waLghCed Averagm shares
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luisednd.ng - 140 140 [ TTY T F L
<354 FiTmancialL Cata .

ASCLPFOCAL COMDERSAG 100

withheid ,.......... ... H - 5 .- 4 .. s 3 1.7%F 3 33.5%L $12.9%12 5 M
Mjusted TRLTDA . .. e ) 1.3%8 143t 413 1.5 HW )% 1,912 1. %48
Adjugted CRITDA sargin o. PR L I 97 1 ] s } t4.08 15 7 pTINL) 19.7% IR 1
TASh PYOVIAEd Dy lused

s

Jperatisq accivicigm .. 5 t1.092 1 1" [N L B BTN 4 7,187 § 180 Tl
lovesting sctivities :1.511) L. 683) [ 338 ] [N E TR P

e

Finangipy scoivaciem

.- LT 11 ] 1,638 1.318 AR R
Salance Shest Gats 1as of Jeriod
eodis
Zaan and casn
quivalencs. H 5T 5 1y 1 Tad L1 ¥ ) S 31,603 $ L15.236 5 6.573 5 10 4de
kestricied . . an .- . .. - 0. 0ed
warkiny capitad
TOMERGIE i -ssisanae (5 F 1R ¥} H [T in .50 15,333 3.8t LR YD)
FIE 3 § 1 1.04% 5. 403 1,403 17,079 3T 2%4 23,153 TE. 930
1,348 5.5e1 1.441 11,988 27,410 82,433 J4.5T1L 130,308
509 ) 7.5 5, €70 i3.304 149,116 13.048 156,862
LoOWItCARin TEOGMERAD.
7referted stock, -
1nclgvduny aceTumd
Tamalative davidenas of
11,324 ac Cacemper J1.
‘e v — .. .- .. 46,334 .- 40,643
1.448 21.936 4,837 4.477 1.873 (74,143 11,361 115, 8340

(1] Transaczion boouses and coasultant's coats, costs of merger and
recapitalizacion, and the extraordinary item all relate to our
recapitalization described in. Note 1 to the audited financial stacemencs
included elsewhere 1n this prospectus.

(2) Resrricted cash represeats cash deposited in an interestc reserve trusc
Accpunt To fund the first Twe incerest paymeotd under our semlor notes. the
first of which was paid on Augustc 2. 1999.

232

MANACEMENT 'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITICH AND BRESULTS OF OPERATIONS

Qverview

Pac-West ip a rapidly-growing provider of integraced communicacions services
iD the wescern United States. Cur customexs izclude Iatermet service providers,
ama&ll and medium businesses and enhanced communlcacions service providers, many
ctf which are communicationa intensive users. Our predecessor, also known as
Fac-West Teclecomm, Inc.. began seiling office phone systems in 1980 and
reselling long distance service to small and medium businesses and residentidl
cuscomers in 1982. Beginning in 1986, cur predecessor began offering paging and
telephone answering services to ita customers. Effective September 30, 1996,
cur predecessor cransferred its telephooe and answering sarvice divinionsrtc
us. Pricr to Secptember 30, 1596, wa did not ccnduct any operacions and, since
that time, we have dizposed of the answering sarvice division and have t'ov._:u:ed
our business strategy on operating as a provider of integraced communicacions
services. For the year ended December i1, 1998 and for the six month peraiod
ended June 30, 1399, recognizing compensation from cther cotmunicacions
conpanies for complecing their custowmsrs' calls caly ta the exteat such
compensation was actually received in cash, we had pat revenues of
approximately $42.2 million and $30.3 million and adjusted BEITDA of
approximately $16.1 million and S11.% milliom, respectively.

Facrors Affecting Operations

Revenues. We derjve oyr revenues from monthly recurring charges, usage
charges and inirial pon-yecurring charges and telephone equipment sales a-ﬂd_
service. Manchly recurring charges include the fees paid by cuscomers for liczes
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in Servive anc agoit:isnal features on those lines, as well as eguapmenc
z=llocation services. Usage charges consist cf fees paid by end users for eacn
call made, {ees paid by incumben:t locAl exchange carriers as Ceciprocal
ccapensaction for completzon of their customers' calls througa Pac-West, and
access charges paird by carriers for long discarce traffic terminacec &y Pac
&

Hest. Izitial non-recurring charges are paid by end users., if applicanle,
tze initiation of our service,

-

e derive a subscancial

orticn of our Tevenues from reciprocal scrreasacicnh
we Nave loCarconI@cTisrs

AGERaTEncs. 2agi cal re=venues increasec sieniflcantiv Lol resenc

- 1

SSMDEensacion

- - [ 3 voiume from gus Irzermet
service provider and other tuscomess. For the vears ended December 31. 1997 ans
1993 and for the gix monch periods ended June 30, 1998 and 1399, recorded
feciprecal commensacion accouzted. for spproximacely 37.4%. 37.1%, 36.9% and
41.8%. respeccively, of our Ievenues. As of Jupe 3§, 193§, twd iccumoeac locai
ex: ¢ CAITIEI® with WOLCR we nave interconnection agreemeats, Pacific Bell
and GTE, refused to pay that porticn of reciprocal compensation dues under their
Prior agreemant that they estimated was the result of inbound calla terminacing
to laternet gervice providers. These incumbent local exchange carriers
contended that such Incernac service provider cally are not local calls wichin
tha meaning of their respective interconssction agreemsncs and claimed thac no
reciprocal compensation was therefore payable. The coral reciprocal
compensation wichheld by theses incumbent local exchange carriers aad not
inciuded in revenues was 53.8 million for the year ended Decamber 31, 1337,
$32.6 million for the year ended December 31. 1398 and 528.4 millien for the
s2ix month period ended Jude 30, 1999. On September 9, 1999, Pac-wWesC entered
inte a4 sattlement agreemesnt with Pacific Bell regarding our claims for unpaid
reciprocal ccmpensaticf under our Priof intarconneccicn agreement. Under che
terms of the settlemeant agreementc, Pacific Bell agreed to pay 5$20.0 million tc
Pac-West and $20.0 million to certain stockholders of Pac-West as of the dace
of the recapitalizacion in settlement of those claims. As a result of these
paynencs, che cerms of our Sepgember 1998 recapitalization requiring additional
distributions to carvain of our shareholders have baen sacisfied. As of
September 30, 1999, the total amgunt of reciprecal compensation, including lace
feos, which remains wichbeld by incumbent local exchange carriersm is
approxioately $7.2 milliom.

Cn June 24, 1399, the Califormia Public Utilities Commission adopted a
descisicn in aa arbitration proceeding between us and Pacific¢ Bell whiech held
that reciprocal compansaticn would be payable for Internet service provider
calls under cur cew interconnection agreement with Pacific Bell which hecame
effective on June 25, 1999. Pacific Pell has paid the full amount of our
billinas for calls since the effective date of the nev agreement. On Augusc 25,

1999, we, along with the commissioners of the Califormia Public Utility
Jommission :

2]

and others, were named a§ a defendant in an accica f£iled by GIE Califormia. The
actich challenges the legality of the Califormia Public Utility Commission's
decisions regarding reciprocal compensation as diacussed abave. We iatend to
sesk digmissal of the action or otherwise contese cthe claims of GTE Califarnia.
The cbligation of GTE or other local exchange carriers to pay this reciprocal
compensacion under izs current agreemepnt i3 currently under review by beth

state aod federal regulacors. See “Certain Relationsbhips asd Related
Transactions.*

Ve expect that reciprocal compensation will comtinue to represent a
siguificant porticn of our revenues if the future. We are currently negotiacting
and icplementing new interconnection agreemsants and the terms of the related
reciprocal compensaticn. The par minute reciprocal compensation raté we receive
from Pacific Bell under our new agreement is significantiy lower than it was
under cur previcus agreement, Pased on current market conditions, we alao
axpect chat cle per migute raciprocal compensacion race will similarly decline
from historic rates under any ocher future interconnection agreemencs. See
"Risk Factors--A failure to establish interconneccion agrecments on favorable

Copyrignt 2000 EDGAR Online, [ng, (ver 1.01/2.003) Page 29



PAC-WEST TELECOMM INC -d:4B4 = Prospecius Filed Pursuant to Rule 424 Date Fried 113,499

terms would adversely affect cur.tusiness* and "--We may not ce encizled to
receave reciprocal cocmpensaticn £Or calls to [ntermet servics provicers.”

Cperating Ccats. Coerating costs are comprised pramar:ly of leased traaspor:
charges, ugage ciarges for long distinge and intrastace calls and. ©2 a lesser
axtenf, reciprocal Icmpensation related o calils that eriginate with a Pac-wWest
Sustomer and terminate on the network of an izcumbent local exchange carzier or
czther compecitive lccal exchange carrier. Qur leasea transport charges are the
lease paymencs we incur for the transmigssion facilities used to connect our
TUSLOMErs £c Our SwWitCh and to connect To the incumbent iocal exchange carrTier
and other csmpecitive local exchange carrier necworks. Cur gcraceav of leas.nz
racher than bullding our own cranaport facalitis=s results in our opearating

Selling. General and Administratives Expenses. Our recurring selling, general
and administractive expenses include network development, admimistraticn and
oaintesance costs, selling and marketing, cuscomer aservice, informataon
technology, billing, corporate administration and personnel. We expect to incur
significant sslling and marketirg costs as we gcontinum to axpand our
cperacicns, a significant amount of which will be incurred iz a parxticular
market before the switch becomes cperaticnal and begins to generate revenue.
Consequently, selling and marketing expanses are expected to increase unt:il
ioplemencation of our expansion plan is cubstantially complece. We will incur
other costs and expenses; inciuding the custs associated with the development
and maintenance ©f Qur networks. administrative overhead, premises leases and
bad debts. We expect that these costy will grow significantly as we expand our
operaticns and thac salea and markecing and administrative overhead will e a

large porticn ¢f thess expenses during the stagt-up phase in each of our new
markers.

Resuits cf Operacions

The following table summarizes che results ¢f operacicna as a percentage of
revenues for:

(1) Our predeceasor's telephomne and answering service divisions for the
nine memch period ended Septemher 30, 1996 and Pac-West for the period

from gur commencement on October 1, 1996 to December 11, 1996 on a
combined basia; and

{2) Pac-West for tha years ended Cecember 31, 1997 and 1958 aond for the
unxudited six month periods ended June 30, 1998 and 153%.

The *Cozbined” ccluma in the following table combines the results of operationa
of our predecessor's telephone and answering secvice divisions for the niae
month period ended Septémber 310, 1996 with those of Pac-Weat for che peried
from our commeacement oo October 1, 1996 to Dacember 31, l1296. Due to the
aignificant changes in our operaticns mince September 30, 1996, we believe thac
the financial informaticn of our predecessor telepbone and answering service
divisions is oot directly comparable to our results of coperacions. As a result,
prospective investors are cauticned not to place undue reliance on such
finaocial information. The following data should be read in comjuncticn wikth

the fipangial statemsnts and notes tharato included elsewhere in this
proapectus.

Selling, general and administrative expenses and incowe from operaticns far
tha year ended December 31, 1398 include 5$3.8 milliom of cna-cime transactcico
bonuses and comayltant's coats., Exeluding these rransactica bonuses and

consultanc's coscts. selling, gemeral and administrative expenses were 25.5% of
revenuesa and

4

income from operacions was 23.4% of revenues for that pericd. The net lang far
1998 inciludes the costs of the recapitalization of $3.0 million, tIansacticn
bonuses and consultant's casts of $31.8 millicn and the extraordipary loas on
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esazly extinduisoment of debt cf $54.7 millicn pefore :mcome cax bDenef:G.

. §ixX Monch
Period
Year Ended Ended June -
Decemper 31, iqQ,

1296 1997 1938 998 L399

cfamdcmane mmaew esmas -wrdr s

Stacements of Operationa Daca:

Revenues.................. ~ e M ey 100.0% 100.0% 100.0% 190.0% 10C.C%
CPRTATIOG COBES. ... ...0uvuasn - 48.2 i0.8 16.4 39.1 28.%

Sellizng, general and adminiscrative

expenses....... D PN 35.8 4.9 4.5 2.2 11.6
Depreciacion and amortization .expense. 5.5 7.8 .7 8.5 »3.9
Incoma £rom OperaCions. . .... . covcenevs 9.4 5.8~ 13.4 1.2 28.6
Net iccome (las&)........cvuvpmmanras ‘e 5.1 18.2 (1.8} 16.5 2.7

SiX Month Period Endad June 30, 1999 Compared to Six Month pPericd Ended June
30, 1398

Revenues for the s:1x month pericd ended June 30, 1999 increased §1C.4
aillion te $30.3 million from $19.9% millica for the corresponding period in
1998. The iocrease in revenues was primarily attributed to an increase aof §5.1
nillion in paid local interconpection revenues and an increase of $4.1 millica

in Fecurring charges aod inscallatiop chargee pilled directly to Internec
service providers.

Iz the cthird quarcer of 1998, we installed new highar capacicy awitches ac
our Stockzoa and Los Anogeles aewitching sites, During the fourth quarter of
1998, wve expanded switch capagity to existing And new cuscomera. In the second
quarter Of 199%, we activated a Dew nigber capacity ewitch in Oakland and
continued o expard cur switching capacity in Los Angales. Qul revenucs for the
second quarter of 1999 sigmificantly increased compared to the second uUarLex
of 1598 ag a result of additional switch capacities, and incyeased utilizatica
of tur expanded switch capacities, primarily attribucable to internet service
provider customers. Io addition., aew service orders from small and medium

businesses have continued to accelerate in the second quarter of 1999 as we
have built our aales force.

The number of acceas lines in service increased L17% to 76,263 as of June
10, 1999 from 32,176 as of June 30, 1%98. Billable misutes of use were 6.§

billion 1n the firast bailf of 1599, up 1L0S% from 3.2 billion for the first half
of 1998,

Iobound local calls and minuytes subject to reciprocal compensacion revenues
in accorgdance with incszrconpsction agreements increased 65t and 106%.
respectively, for the firat half of 1999 over the first half of 1958, However.
for reascns discussed elsewhere in this prospectus, the izcumbenc local
axchange carriers paid caly 31% of che reciprocal compeasacion billings for the
first half of 1999 as compared Lo payipg 36% in 1598. The net effect of those
significant increases in inbound local calls and minutes, offset by the lower

payment percentage, resulted in the $5.3 millicn or 72% increame io paid
interconnection revenues.

The S4.1 million increase in the first half of 1999 over che firgz half of
1998 in direce billings co Internet service providers reprasented a 94% vesr Co
year increase. Lines used our Internet service providers significancl

increased 1o che firsgt half of 1999 over the game period in 1398 to 60,401
lipes i1n service ny Intermet service provaders ac Juse 30, 1999, from 28.108
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lines in service ac Jua= 10, 1938,

Qur cpezagang coste for the six mogch ver:od ended June 30. 2997 increased
$1.0 million vro S8.8 maiilicn Exom $7.9 miliion fgr Che corrssnonging Derice in
1398 OQur operacing -ciats 3s a CEICEnCage Of rovenues decreasea to 28.9% fcr
tAe _Six menth pericc enaed June 30, 1399 tr==n 39 1% Zor rtohe COTTESTORGLLT
period i 1998. The increase in Cperating CSECS was primariiy due Lo an
locTease 10 LETWOLK Operacions associated with a higher level of
telecommunications activity. We made significant iovestmencs in Sur telephcne
infrascructure during the seccnd half of 1998 aad the first Ralf of 199% c=
accommodace fucure growch ¢f Sur COmMMUNLCALLIONS services. As a result of
inereassd utilizacicn of our newlv inscalled swicechifig equipment and the uss= of

higher CAPAciIty tramsmiagjon tacilisoes, ol SSSFACIDg costs QasTeASSg 29 o,

zercencadge of ravenues.

25

Cur gelling, general and adminiscrative expenses for the six month pericd
endad June 30, 1999 1ncreased $5.4 million to $9.6 million from $4.2 millizn
tor the corresponding per:icd in 19%8. As a percentage of Pevenues, our selling,
genaral and administrative expanses increased to 311.6% for the aix mooth period
eaded June 30, 1%9% from 21.2% ia the corresponding period in 1998. The
increass iz selling, ganerai and admipistracive expenses was primarily due co
the addition of 36§ employees 1o salesy aod marketing; an increase in oetwork
operational, cdevelopment and administration costs, including 21 additicnal
network employees: an iccrease of 20 service technicians; and 11 addivtiomal
employees 1n other adminlstration, customer service and informaticn tectmology

functiops. Our total number of our employees increased frem §3 ac June 30, 1598
te 1B7 at June 30, 1999.

Our depreciacion and amortizacion expense for the six montk period ecded
June 30, 1999 increased $1.6 milliom £o $3.3 million from $1.7 million for the
corresponding period in 1996. Depreciacion aad amortizaticn as a perceatage af
revenues increased to 10.%% for the six mooth pericd ended June 30, 159% from
8.5% in the corresponding pericd in 199¢. The increase in depreciation and
amortizacien expense was primarily due co the addigicmal depreciation co the
portion of the $42.5 milliocn of equipment acguired during 1298 which has been
placed iz service. As the egquipment acquired is 1999 ia placed in service,
depreciation expense as a percentage of revenues is expected to increase in
subsequent quartars.

Our interest expense for the six month period ended Juns 30, 1999 increased
$7.7 millian to $8.5 millicn from $0.8 millicn in the corresponding pericd :a
1998. The increase in interest expense wad primarily due to the fipancing of a
significant portion of the 542.5 million of equipment acquired during 13%8 and
iacerest oo the $150 million senior notes iasued on Japuary 29, 1999. izcluding
amortization over 10 years of the rejated deferred financing costs associated
with that offering. In addition, the interest race oo the senicr potes since

January 29, 1399 is a higher intereat rate than the races paid on che equipment
financings cutstanding in the £irat balf 199s.

Cur combined effective federal and state tax rate was 40% for the first malf
of both 1599 and 19598.

Year Ended December 31, 1998 Compared to Year Ended December 11, 1297

Qur revenues for the year ended December 11, 1993 increcased 512.6 millicn to
542.2 milliop from 52%.6 million for 1997. The incrmase in Tevenues wad
primarily actributed o an increase cf $4.6 millicn in paid intercomnecticn
revenues, an incresase of $5.1 million in recurrizg charges and installaticn
charges billed dirececly to Internet service providers, ac increase of $1.2
million in local and long distance usage revenues, and an increase of 50.8
million in dedicated rransport revenucs.

Iohound local calls and minuces subject to reciprocal compensacion revenues
in accordance with iotercoonection agresments increased 128% and 232%,

Dare Fifed /.5 7900
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Ucan. Idaho, Yew-.Mexico and Oregon, by the end of 20040. We believe that th= uss

I comrunications Servicex 13 rapidiy expandieg in eacn of these areas and chac

we wiil be apie to effectively use cur experiesce in Californmia and our
“ustomer relatiCASAlIDPS %O enter theje MArkKers.

34

The fallowina table seta forth sercain
wich Fac-WeSt gurrently Operates and our
ouildsuns. Iztarmet service providers are often present in more than one sctate
and are cherefore included ia the total for each auch scate. Small and mediunm
businesses are defined as businesses with fewer than 100 employces. The

following informacion is taken from the electronic publicacion "Boardwatch.com”

and publications issued by toe FCC and United Staces Small Business
Adminiscracion.

informaticn regarding the matxets :in
anticlpated geographic nstwork

L9957 Telecommunicaticons Revenuts
i%$? Targec Cuscowar Sase

1$ Millionw)
PR TR PP ————— e L A L L E L R R L L L b —
Hhepar of Bumbef of
Sarvaices InTarnec Soall & Tocal Locel Lochh
taupen  Service  Madius Jusiness Gxchange  Kechange  Oiscance  Tatal
Lace PToviders Businéss Linge Intrascate [ACarstite CACTI&LE Harket
....... h e AR MM NGtafEEE S - immememds TesEmESSem EmemEdRERS EEwemeen myowrEs
curreat Macketst
CallloTaid.....ovnns v.n 1382 1.6 €09,996 L. 363.882 % &.708 52,434 526,096 $IT.216
Bevadd. ... ... [ . 1393 376 11,509 11,953 113 s ’”1 1. 489
Total Current marxets.. 1,774,838 2.039 .59 L17.58% 36,718
Flamped mackecs:
ALABONE . .. oo ravenaaw 1008 $51 A7.4%4 114,349 L.008 [F3 ) L2324 1. 687
COLOTROO, .+ -avsvnnruas 2000 524 100,918 169,448 1.279 (3] 2,238 .08
1909 184 13,77% 188,212 15% 141 57L 47
000 18§ 311,396 243,938 410 164 14 1.370
1599 . 583 19.044 S%3,120 98 40 1,582 1.720
1000 e 168048 1. 644,183 5,108 1,870 3.ma1 15,343
3009 51 18,836 357,047 4«10 190 £33 1.464)
1999 13 128,293 1,039,812 1.169 164 1.780 4.41)
e T s femmabe  memee=-
Tocal Planned Harmecs.. 7,782,633 10,733 1,988 13,388 34,729
rerevmmeea  —evsmmw N ciscmss  amecs= -
Totnl Currest and
7lansed markecs. .. .. 16.827,460  £19,794 6,383 537,075 561.452

sasswassss ceoveess masamm samasss secAmES

Hatwork

We built our network Lo capitalize oo tha significant growtd in demand for
switched data and veice communicacions and the increasing demands of swail and
nedium businesses for customized, jiaregrated comuunications g@ervices. SiAce our
inception, we have used & "smart-build* stracegy, building and cwning
intelligent components of cur necwork while leasing unbundled lcopes and
traneport lines from octher carriers. Wea believe that this strategy. has provided
us with significant cost and time-to~market advantages over cCEPETitors that
own both their gwitches and fiber linea. By owning our switches, we can
configure our network o provide high performance, high reliability and cost-
effective aclutions for ouUr customers' needs. By leasing our transport lices,
we can reduce up-frant capital expenditures, rapidly enter aew markets, and
provide low-cost redundancy. In additicn, we seek £O maximize our operatizng
profits by cazrying a high percentage of ocur cuatomer-originated traffic on our
necwork. As traffic on our network increases, we intend to pufchase rights of
use iz high capacity dark fiber tramsport lices to interconnect cercain of our
markecs with an owned backbons petwork. This will provide us with greacer

flexibility in creating and managing data and voice services and resulc ip coat
savings.

To meet demand for commumications services in Califormia, we have
establisbed chree California swicching sices, one in each of Los Angelea,
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Zakland. ane Stock:ion. and digical connections in each of Californza’s 11 local

access and Cranspert aréeas. We pelleve che sCrycture of our JAecworsK ang, 1o

Calafornia, cur presence ta each Caiiformia local acczess and Eransport area

provides us with significant.-competitive advantages over incambent iocal

- #XCbADge CarTiers and other competitive local exchange carriers, partiguliarly
for Intemmer service providera, small and wedium business and enhanced

CoTIMUNLCATiIONS jervice providers. In Califormia, cur netwosk spables our

cuatomers to orovide cheir bmwwwm_m -

locern A A they services from almost an oLNT_1in the scate chzauan
lgral call. In this way, our cuscomers can achieve sr,a:eui.de coverage with

significantly lower capital and operacing expenses. He curyencly aggregace axd

Soncentrate all of pur necworx trafflc inte our high volupme swicchifig giCes
- called Super FPOPS. Qur pwitchipg as:tes offer Internet service providers highly
teliable. .ow cost tandem gwitching and the abilicy to bui:id lower oot

networks by ccllocan:.ng equipmene st gur three Caljforpia switchaipdg sices
rather than tn all 21 locai acgess

as

and transpart areas. Ia additicn, cur intsrcomnection arrangemencs and
scatevide leaséd Cransport fNetwork allow Intermst sarvice providers co obtain

statewide coverage at local calling rates. which reduces switchicg and
CritstuselIon COSES.

As of June 30, 1399, we had an installed capacity of 309,120 ports irn
California and Nevada, We expect to have tefll switches with operaticns in ten
“eSCEITn STAteN by the end of 2000 with statewvide local coverage in each of cur
targer wmarkets. We intand to install a second swicch in Los Angeles iz late

1999 az well as build awitcRing sites in Washingtom in 1999 and in Colorado in
early 2000.

Switching Platform. We have chosen Alcatel USA's digital tapdem owitches to
switeh calle becween originating locaticns and tinal destinationa. Dua tg their
high call carzying capacity, multiple path call routisg capapilities and
ability to switch miltiple digital, voica and data applicaticns of varying
bandwidchs, tandem awitches are idsally suited for handling the high volumes
and lony holding timas involved in serving Intermet service provider Cuscomers.
Tandem gwitches, software and customer collocation facilities provide the
seale, guitching capacity and atandardization needed to efficiently and
reliably serve cur target cuscomeres. Our uniform and advanced switching
platform combined with che structure of our compucer anstwork snable us to:

. deploy fcaturss and functions quickly throughout our entires necwork:

. expand switch and CrandAport capacity in 4 cost-effegctive. demand-based
manMEL;

lower maintenance coacs Chrough reduced training and spaxre parts
requiremencs; and

. achieve direct copnectivity to wireless and other permcnal communication
fystem applicacicons in the future.

Transmissicn Capacity. We currently leass our transmission facilicies from
inter-exchange carriers, incumbent local exchange carriers and other )
Compectitive loecal exchange carriers. Wa generally seek to leass fiber optic
transmisvicn facilities from multiple sources in each of our curzent and target
markets. We believe thar our broad market coverage results ia:

(1) an increased number of buildings chat cap be directly conpected to our

switching network. which should maximize che oumber of customers to
which we can offer our services;

(2) a higher volume of communicarions traffic boch originating and

taIminACing on our network, which should result in improved operacing
TAYgins;
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Susinesses. We offer cur rusiness customers technaicg:ically advanced systems
bundled cogether with local and lgng discance mervizes.

Sales and Marketifg

Sales. We are building an experienced dairsct sales foree. Cur dizect sales
force was increazed o 44 i€ of Jyne 13, 1999, from 21 as of Juma 3IC. 1936, He
recruit salespecple with srrong sales backqrounds in our existing and target
markets, including salespeopie from long distance companies, telecommunicaticas
equipment manufacturers, NecworK syetems lLutegrators and incumpnent local
exchange carriers. We plan to continue To attyact and recaza bignly qualalied
salaeapecple by offering them an opportunity o wark with an experisnced
mAnAgemen: taam in an encrepresgurial anviroamenc and to particlpace in the
potential economis revards made available through a resulta-oriencted
COmpensaticn prograd tiat empllagizes sdles commisgions.

Puring che months prior te initiating service in a new market, our
salespeopie will begip pra-selling our services co target customers. Txis pre-
selling effort i1s designed to snorten the perigd between the availabilizy of
service and trhe receipt of cugstemer orders and to geperate CUBCLORATd in fasn

market who may enter iatO Service AgTeements befors the lacal Pac-Weatd netwark
bacomas operacioczal. -

Markering. In our existing markecs, wa sesk To position curselves as a high
quality alternative to iacumbent local exchange carriers for loctal
calacomrunication services by offering neftwork reliability and auperior
Customer sUppoOrt at competitive prices. WNe intend ta build our reputaticon ang
brand idantity by working closely with cur customars to develop services
cajilored ro their particular feeds and by implemencing targeced advertiaing and
prosoricnal efforts, which will be gradually expanding to mass Tedia.

Custommr and Techoical Service. We believe that our ability teo provide
superior customer and technical service is a key factor in acquiring new
customers and reducing churn of exiscing customers. We have davelcoped a
customar service strategy designad to effecrively meat the service cequiresencs
of cur target cuscomars. Tha prizcipal aalesperson for each cuscomer will
provide tha first lins of cuscomer service by identifying and resolving any
customer concerns. Custouier Se¢rvice representatives will provide real time
problenm identification and resolution and superior customer service. All of

these services will be supported by our exparienced eagineering aod cechsical
statl.

maﬂ:amn

We fucud oo providing inregrated communications sefvices to [nsarnet jervice
psoviders, small and medium businesses., enhaiced coswnmicacions sercvice
providers, paginyg companies and call centers. aany of which are communications-
intennive ysersw. For the three wmonth period ended June 30. 139%, tea of our Lep
fifteen custocmers were Internet service providers. For the years ended December
31, 1997 and 1998 and for the aix gmonch period ended Juns j0. 1999, Intesmel
sgtvice providers acoounted for approxamacely 16.2%, 23.3%¢ and 28.2%,
rgspectively, of oOur revenues, not iocluding reciprocal comnehsaclion rtlated to
terminacing calls o lnternet sefvice providers.

a9

I1n addition to Intermet saxvice providers, we have targeted enhamced
communicacions service providers as porantial large volume users of our
services. Enhanced communications service providers offer unified messaging
placfarms and fax wmail servicesm. in addition to recently introdoced frae fax
and voice mail servicea. Tha characteristics of this market segment OOR ©aly
affer us the pocential to sell mors trunks and bill more minutes of use but
alesg alliows ug to jmprove tha utilization of aur regources.

The following is a list of socme of our Internec service providers, eanhanced
commumcaticng sarviea providers, and paging customers:
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09/17:1908
COMMUNICATIONS DAILY
(Copynght 1998 by Warren Publishing, Loc.)
FCC proposed Wed. to remove barrier to faster modem speeds by aliowing digital 56 kbps modems to use more
nerwork, power. Change suggested in notice of proposed rulemaking would refax 2-decade-old rule that linuted
amount of signai power that can be ransmired through phone nerwork. If adopred. proposal wouid allow for
"moderatelv” higher moderm speeds (rue 56 kbps instead of current 53.6 kbps) from [SPs to consumers. FCC said.
Action is latest in Commussion’s biznnial review. in which agency must examine rules and eliminate or streamime
those it finds outdated. Power limutations were conrained in Part 68 of Commussion rules that set technical
parameters for terminal equipment and limited power ievels to prevent electrocution. malfuncuons. snierference.
TCC said it thinks signal power iimitatzons can be reiaxed withou causing interizsrence or rechnical problems. but it
asked for comment on "any benefits and harms" that might result. It said that while proposal wouild produce
“somewhat higher” modem speeds. it still intends to remove other impedimenis 10 faster data transmission when ir's
in "public interest " Chmn. Kennard said proposed change is "common-sense move" and is "justa small par of the
FCC's ongoing effort to end the woridwide wan.” Comr. Furchtgott-Roth approved rules. but reiterated his belief
that scope of biennial review is too narrow and shouid encompass all FCC regulations. Comumnents on proposal are
due at FCC 30 days from when it is published in Federal Register. Reply comments are due 13 days later.
Unit of Nextel leapirogged Inte! Global in bidding for almost every major license in 2nd round of FCC's 220 MHz
spectrum auction Wed. Nextel outbid Iatel for 2 of 3 nauonal licenses. all 6 regional licenses and spectrum in all top
10 markets except San Francisco. Sophia License bid topped Intel for 3rd nationai license. FCC said. However. wo1al
top bids for auction increased just 2.3% to $5.58Tillion. Commission's spectrum auctions ofien last for weeks.
Licenses in 220 MHz biock 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 1o high-speed nerwork. Covad Communications Chmn. Chuck McMinn said
Tues. in speech to Economic Strategy Institute in Washington. "I think reciprocal compensation is a boondoggle .”
he said. and incumbent LECs (ILECs) have "legiimate point.” McMuon aiso said he fully supported recent FCC
notice of proposed rulemaking on Telecom Act Sec. 706 to allow ILECs 10 enter data services market through
separate subsidiary. If ILECs are “forced to deal with thetr own bureaucracy. they'll sumplify. streamline and
elimunate process for obtaimng capaciry on digial subscriber tine (DSL) nerworks. he said. Covad 1s CLEC
providing DSL service in San Francisco area with upcoming service planned for L.A.. N.Y. McMinn said DSL is
"fundamentaily an interstate service™ and encouraged FCC to "exercise their authority” to develop set of consisient.

national standards. He said local market still is heavily reguiated --even for CLECs -- and umtil this vear Covad
employed more tawyers thanr markerers.

Nortel is curring 3.500 emplovees as part of plan 1o shift business from making waditional nerwork equipment 10
advanced equipment, company announced. [t said layoffs, representing 3% of work force, will allow it to focus on
“growth opportunities in data networking.” Workforce will be reduced 1 each of Nortel's units except for recemly
acguired Bay Nerworks. Company said it will eliminate managers, seek "addituonal operational efficiencies.” realign
units. Meanwhile. GTE approved Nortel access gquipment for its network and deployed equipment 1n Cal.. Fla..

Tex Nottet also said it extended its imtegrated service to wireless users. ailowing them to move berween private
affice system and public wireiess nerwork.

U S West introduged cail management service to prevent Web users with single phone line from missing calis.
Using technology developed by eFusion. U S West said service identifies caller and allows option of accepting call.
sending call to voice mail or wansferring call to another number. Service wiil be available to U § West customers in
Omaha, Minneapolis and St. Paul by year-end. with pians 1o expand o other major markets in 1999.

Objective Communications signed reselier agreement with TDS Datacom. Madison, Wis., for delivery of video
services, 1ocluding videcconferencing and video-on-demand.

——

Lucent seiected Equant's giobai services management system to provide addnionai services and support in 55
countries for its international data nerwork.
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In victory for CLECs. N.Y. PSC rujed 1ha: Bell Atianuc { BA) can't bar rformer business parmers from senving
customers they contacted tnrough BA parmersiup and ¢an't charge customers termination fee for switching sen tee
1o new competitor. Ruling stems from iong-runmng dispute tn which BA iried to block former agent CTC
Communications from serving former BA customers that it acquired through work as BA partner. PSC said tha:
charging termination fee to customers who switch to new competitors violates Telecom Act and state law because
it's "discriminatory and designed to protect market share.” Agency said Act prohibits unreasonabie restrictions or

limuzations on resale. CTC Chmn. Robert Fabbricatore said decision 1s important because 11 sets precedent that
CLECs can "freely compete.”

Minn. Anomev Gen. Hubert Humphrey III filed compiamt with state PUC accustng U S West of discnmminating
against nonaffiliated Internet service providers (ISP) in its marketing and deployment of its high-speed ADSL
“MegaBit" Internet access service and with "Internet slamming.” Compiaint alleges U S West is using its monopoiv
provision of MegaBit access lines to "squeeze out its [Internet] competition by discriminating 1n favor of its own
affiliate” USWEST.Net. U S West delayed installation of MegaBit scrvice to compemors, filing chiarged. but
provided 2l! of necessary commections to USWEST.Net, giving its own Intemet service head siart and unfair
advantage. Humphrey said: "A delay of 2 weeks or 2 month in an extremely comperitive environment can provide
1S West with a significant and unfair market advantage.” He also charged camter with Internet siamoung by
switching MegaBit customers from their designared 1SP 10 USWEST.Net without authorizatton. U S West s
unfairly using MegaBit access-iine ordering process to steer castomers toward its Intemet affiliate. compiaint
contended. 1t asked PUC 1o end discrimunarory practices and compei U S West to trear affiliated and nonaffiliated
ISPs equally. Compiaint also calied oz PUC 1o establish momtonng and reponung of capacity availabulity and to
require that MegaBit service be available for resale.

Ida. PUC approved rate rebalancing plan for GTE Nonnwest that shifts revenues from access services onto basic
exchange service. Plan will increase monthly local service rates $1.35-32.85 per month for most business and
residential subscribers. Offsening increases will be 50% reduction in GTE's intrastate carrier access charges.
Changes will take effect by Oct. 1 1. PUC said. Order aiso drected AT&T and MCT to report by Dee | on how
much their toll rates have gone down as result of access charge reduction.  —-

——

Lanstng. Mich.. city officials have given up on joint venrure 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 10 cITy parks and vacam city-owned lots and keep proceeds. City Council 1ast week decided there was no
hope for pian first aired in Jan. to lease 8 school-owried and 7 city-owned PCS tower sites, with bulk of estimated
$700.000 1n annual proceeds going 1o fund educational technoclogy at Lansing schools. Oppaesition from parents and
neighbors concerned about effects of tower radiation led school dismicr to pull from pian all but one of school sites
origanally listed. "Our peopie said 'ves' but the school district said 'no’." said Mayor David Hoilister. "We said ‘okay.
we can't make vou take this meney.™ Citv Council will hold public hearings next week to determinc residents'
reaction to first 5 sites in revised pian. Meanwhile, eiry's finance admimistrator sawd he has strong interest in ciry-
owned tower sites irom at least one wireless firm.

Tex. PUC adopted rules that protubit telephone solicitors from blocking dispiay of their numbers and names to
persons with caller ID service. Rules impiement provisions of 1997 teiemarketing law. Telemarketers face fine of up
to $1.000 per day if they block display of their company name and originating numoer. No-block requirement
applies regardiess of whether live solicitor or awomatic dialing and announcing device is used to piace calls. Rules
require that number that appears must accept incomung calls. They also limut telemarkeung calis to hours berween 9
a.m. and 9 p.m. and require telemarkerers 10 “make every effort” not 1o call customer who asks not to be called
again.

Frontier Telephone, N.Y. Dept. of Public Service staff and N.Y. Consumer Protection Beard proposed to smate PSC
plan 1o address cironic service quality problems with Frontier. formerly known as Rochester Telephone. Plan calis
for rebate of S2 million to customers in recognition of poor service in 1998, tightening service quality targets,
rmaximum $7 rmillion annual penalty for failure 1o meet goals, up from current 31 miilion. Proposal aiso would
provide for $20 credit to anv customer who expeniences missed repair appointment, and waiver of scrvice order

charges for missed installation appomtment. Frontier aiso would boost its 1998 network investment to $80 million --
20% over amount originaily budgeted.
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Ameritech Mich.. saying slamming problem has "gone ourt of conwol." ureed Mich. PSC 1o give customers opuon of
freezing therr toll and long distance camier choice to prevent slamming. Amentech said there aireadv have been
40.000 slamming incidents 1n 1998, compared with 33.800 for ail of 1997 and 3.800 for ail of 1996. PSC is holdmny
hearings on implementing mapdate of 1998 state amisiamming law. As pan of camer freeze program. Amenitech
suggested lists of "frozen” customers be made available to ali interexchange carriers. It also 1s asking Mich.
Anorney Gen.'s Consumer Div. to provide iocal prosecutors. Bener Busmess Bureaus. iocai chambers of commeree
and Small Business Assn. of Mick. with "look-out list” of iong distance companics doing bustness in state that have
been fined (n other states for siamming. Teico also is sending its "Slam the Slammers" fact sheet out for broader
consumer distribution through groups such as Mich. Alliance for Competitive Telecommuinications.
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 reguiation of wireless services
don't preclude state courts from awarding damuages 1o cellular customers affecied by contract breaches or decen.
State's top court reinstated 1995 class action lawsuit against AT&T Wireless Services that alleged breach of contract
and deceptive advertising becsuse of rounding up cellular catls 1o next full min. Plaintiffs in that suit claimed that
practice couid cost cellular customer more than 40% of monthly air time nominally promised by ceflular calling
plan. State Supreme Court ruling didn't address merits but reversed 1996 King Counry Supernior Court decision that
suit couldn't be med 1n Wash. because of federal preemption. Top Wash. court said award of damages to consumers

1st't equivalent of raremaking. which is sole domain of FCC. Court also denied AT&T request to refer case 1o FCC.
saying claims of deceptive ads were proper mater for State courts.

SBC Communications and Ameritech reiterated to Ohio PUC Tues. their position that their planned merger doesn't
require hearings. Amentech urged PUC to "reject efforts by competitors 1o faunch an unjawful. expensive and tume-
consuming fishing expedition on 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 teiephone operations. Also.
AT&T told Ind. Utilitv Reguiatory Commission that 1ssues raised by merger can be addressed oniy through full
heanngs. I1 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. rares and Ameritech’s
commumty involvement.

ADC Telecom agreed to pay $200 million cash for outstanding shares of Teledata Commurications of Israet and
said it expects to close deal by year-end. ADC said acquisttion will allow it 10 expand local loop technology

offerings. provide new distribution channeis to iffcrease international sales. supply platform to develop broadband
digital loop carrier system.

e

Matorola's Cellular Infrasmucture Group (C1G) signed $53 million conmact with Sichuan Posts & Telecom
Administraton 1n China to expand GSM nerwork by 300.000 subscribers. Agreement 1s part of $210 million
contract won by company from Eastern Communicanons in June.

Noriel won $40 million contract from Chunphwa Telecom of Taiwan for 3rd expansion of its GSM network. Norte!
said 1t will install addiuonal radio equipment for network and expand capaciry by 400.000 subscribers to 1.5 million,
DD Corp. of Japan setected Ciena's dense wavelength division multiplexing (DWDM) system for deployment in

nationwide nerwork with service expected to begin early next year. Ciena said DDI is 3rd new Japanese commmon
carrier 10 select 1ts DWDM producrs.
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SUMMARY

1
INTRODUCTION |

L PACKET-SWITCHED DATA SERVICES CARRIED OVER THE PUBLIC
SWITCHED NETWORK ARE GROWING RAPIDLY, BUT THE EXISTING
ACCESS NETWORKS ARE NEITHER DESIGNED NOR PRICED TO
ACCOMMODATE THIS GROWTH. 9

A.  The Enhanced Services Market Has Grown Rapidly In Recent Years. 10

B.  Packet-Switched Technologies Are Already Beginning To Compete With
Traditional Telephony. 12

0. REQUIRING ESPs TO PAY COST-BASED CHARGES FOR NETWORK USAGE
IS NECESSARY TO ACHIEVE THE COMMISSION'S TWIN OBJECTIVES OF
FACILITATING THE DEVELOPMENT OF HIGH-BANDWIDTH NETWORXS
AND PRESERVING EFFICIENT INCENTIVES FOR INVESTMENT AND
INNOVATION IN THE EXISTING VOICE NETWORK. 17

A.  Cost-Based Network Charges Are Necessary To Encourage Prudent
Investnent In Building The Packet-Switched, Higher-Speed Networks Of
The Future. 17

B.  Cost-Based Network Charges Are Also Necessary To Encourage Efficient
Utilization Of Existing Networks. 21
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SUMMARY
As the Commission notes in the Notice of Inquiry, the proliferation of new packet-
switched services offered by information service and Intemet service providers mow
warranis reexamination of existing regulations regarding informstion services. The demand
. for packet-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, "BSPs") today stll use the public local switched network to deliver
dial-op services to their custamers,

The public switched local network, however, is neither designed nor priced to carry
data traffic efficiently. And as demand contirues to grow, packet-switched access
networks will be necessary m carry this data traffic. The Commission’s current policies
have not facilitated the deployment of such nerworks and have, in fact, created artificial
incentives 1o use exdsting, circuit-switched networks incfficiently. These failures are due
in part to the ESPs' cxerption from the obligation to pay federal access charges, even
though ESPs clearly usc interstate cxchanpe access just as interexchange carriers do.

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

solution i3 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

Commuission'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 everyene,

Commenty of AT&T Corp. March 24, 1997
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Moreover, although network congestion is clearly not a probiem today, TELRIC-based,
traffic-sensitive peicing 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 of arnificially induced migration of traffic from the
public switcked 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

~ transition from statc-regulated business lines to TELRIC-based interstate access charges

would incresse CompuServe's costs by only $6 cents per custamer per month. Such an
increase will not matenially affect overall demand for ESPs' services (assuming the increase

L i3 passed on 1o customers) and, in all events, would not irpose significant financial harm

upon ESPs operating in competitive environments. Requiring the ESPs to pay cost-based
sccess rates also will not provide a windfall to the incombent LECs because the

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

revenuc.

Finally. there can be little doubt that most ESP services fall squarely within the

) Commission's jtniﬁt!icﬁon. Particularly with respect to the Internct and online services,
ESPs and LECs are incapable of dividing the waffic into interstate and intrastate
communications, and therefore such services are "inseverably” interstate. Such waffic is

therefore fully subject to the Commission's jurisdiction.

Comments af AT&T Corp. i March 24, 1997
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Before the
FEDERAL COMMUNICATIONS COMMISSION
Washington, D.C. 20554

In the Matter of

Access Charge Reform CC Docket. No. 96-262
. Price Cap Performance Review

CC Docket No. 94-1
~ for Local Exchange Carriers

Tmnsport Rate Structure CC Docket No. 91-213
and Pricing

" Usage of the Public Switched
Network by Information Service
and Intenet Service Providers

CC Docket No. 96-263

NI P N W il

COMMENTS OF AT&T CORP.

Pursuant to the Com;nission’s December 24 Notice of Inquiry ("NOI™),' and irs
subscquent January 24 Order,? AT&T Corp. ("AT&T") hercby submits these comments
concerning usage of the public switched network by information service and Internet
service providers ("ISPs™).

INTRODUCTION

AT&T welcomes the Commission's effort to determine whether “additional actions

reiating to interstate information services and the Internet"” are warranted in view of the

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

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

2 Usage of the Public Switched Network by Information Service and Internet Service
Providers, CC Docket No. 96-263, Order (released January 24, 1997).

NOU 24 '99 14:41 214 484 1138 FAGE. 26
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and in light of the Commission's engoing access reform and universal service proceedings.
~ NOILat§312. ATET agrees that the time has come to examine the extenat to which
 advencesin technology, and the proliferation of new digital services accessed through the
: circait-switched networks of the LECs, warrent changes to the reguiation of local exchange

~ and exchange access services.
Recent technological and market developments make such an examination both
N timely snd necessary. New information services based on packet-switched technology are
becoming increasingly available to American consumers and businesses on a dial-up basis
over their residential and busiges narrow-band phone lines, creating enormous demand for

- packet-switched higher-speed data services. The information services industry is growing

.. exponentially to meet thix growing demand.

"~ -

< I Nevertheless, the packet-switched local networks that would be capable of providing

A :3'.‘"thosc services efficiently have notyet emerged. As a result, these packet-switched services
continue to utilize the local public circwit-switched network, which has not been expanded
to accommodste, and in gl events is not designed or priced to provide, efficient data

~ services. Accardingly, it is becoming increasimgly clear that existing regulatory policies
neither “facilitate the development of the high-bandwidth data networks of the future” nox
"preservie] efficient incentives for investment and innovation in the underlying voice

network.” NOLat §311.

The 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

Comments of AT&T Corp. 2 March 24, 1997
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the cconomic inefFiciencies of the current access pricing scheme. These inefficiencies can
be traced, in part, to the exemption from access charges that the Commission granted to
enhanced service pmvidem‘ ("ESPs") in 1983° At that time, the exemption was a
- reasonable accommodstion to the then-fledgling ESP industry. ESPs had been paying for

use of the local network by purchasing business lines under state-tariffed rates, in the same

-,_fi manner as MCI and other common camiers that could not obtain foll-feature access services

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

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

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

: accustomed to paying.! Thus, even though the Commission ecknowledged that ESPs

"employ exchange access for jurisdictionally interstate communications,” the Commission

.. found that ESPs would “expczience severe rate impacts were we immediately to assess

‘carrier access charges upon them,” and classified them under its rles as "end users.”
‘ : thereby removing them from carrier access charges.

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

| during a "transition” period* The ESP exemption, however, has now been in place nearly

fourtcen years, even though the Commission has ¢liminated a similar exemption for data

' In these comments, AT&T generally uses the term ESP to refer to all categorics of
eohanced services providers, including Intemet service providers ("ISPs"), online service
providers, and electronic business information service providers.

* MTS and WATS Marker Structure, Memorsndum Report and Order, 97 F.C.C. 24 682,
715 (1983) ("M7TS Market Structure Order").

' Id

Comments of ATET Corp, 3 March 24, 1997
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and telex carriers ¢ Like those carriers, ESPs are now capable of paying cost-based local
network charges, which wonld represent only a mnodess increase in the rates ESPs currently
pay.

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

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

* ecopomic signals to network su;ipliers, network customers, and end users -- than benefit.

5 For example, new technologies have made it possible for ESPs to provide services that were
unimaginsbie in 1983, such s allowing subscribers to make traditional phone calls over the
Internet. As a resnit, enhanced services are beginning to compete directly with traditional
telephony -- 10 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 packet-switched networks is leading to a rapid convergence in all

commnunications markets.

. .% MTS and WATS-Related and Other Amendments of Part 69 of the Commission’s Rules,
% CC Docket No. 86-1, Second Report and Order, 60 Rad. Reg. 2d 1542 (§ 11) (rel. Ang. 26,
1986) ("As we indicsted in the Supplemental Notice, telex and data carriers, like carriers

.- offering MTS/WATS-type services, use ordinary subscriber lines and end office facilities

- through their dial-up connections, and should therefore pay the same charges as those

assessed on other mtercxchange carriers for their use of these local switched access

facilities. We believe that the non-MTS/WATS nature of these services is irreievant in
determining whether these carriers should pay access charges. Our intention in adopting
the excmoption in question . . . was not to exerapt carriers who provide non-MTS/WATS-

type services permanently from carrier sccess charges, but only to grant them some
transitional relief.™).

7 John W. Verity, "Calling All Net Surfers," Business Week, August 5, 1996, p. 27.

Comments of AT&T Corp. 4 Morch 24, 1997
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The growth of these services presents two distinct and important problems. First,
the ESPs' use of the LEC networks is not priced efficiently. ESPs use interstate exchange
access from the LECs that is the samce as to that provided to the interexchange carriers. Yet

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

" exempt from paying interstate access charges. This irrational pricing system encourages

o usage paitemns by ESPs that may be cfficient when occumming over a totally packet-switched
. petwark, but are extremely insfficient over the public switched network. The existing
' gystem also maintsins powerful incentives to continue loading data traffic onto the existing
’ loul 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
\ prmndc packet-switched data services must rely on the incumbent LECs' existing circuit-
*_switched networks, which were not designed for data traffic and are not efficient for that
i’)urpose. To best accommodate the contimued rapid growth of enhanced services, new
packet-switched access networks arc already necessary. Yet the access charge exemption,
in the Commission's words, “hinder{s] the development of emerging packet-switched data
networks” by blunting the incentives to build them. NOI at §311.

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

ueﬂ:e incumbent local exchange camiers ("ILECs"), who have made grossly exaggerated

~claims that the growth of packet-switched services is causing severe netwark congestion

) '-;‘:-"mnunm the poblic switched network. Although access charges paid by IXCs already

provide the [LECs with billions of dollars every year in uneconomic and unwarranted

Comments of AT&T Corp. h] March 24, 1997
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cabsidies, the ILECs nonetheless ask for additional revenues to respond to what 15 still only

 alimited congestion “problem.” The Commission should resist the ILECs' efforts to subject

£ “jI—TESPS to the same inflated and inefficient access charges that the ILECs currently impose

4 on IXCs.

At the sgme time, however, the Commission should not simply perpetuate the status

a7 quo. If the status quo is maintained, circuit-switched networks will continue to be used
| inefficiently, thereby creating s risk of greater congestion, and adequate incentives will not
= - bein place to build altrmative packet-switched access networks that are more effective for
i . thedelivery of packet-switched data services. In particuler, prospective new providers will

w107 have little incentive to invest in new networks that will compete against the incumbents’

" :  mrtificially inexpensive circuit-switched access. And the migration of Jong-distance traffic

A e __éf*f—‘it:ummissinn's and Congress’ universal service priorities.
The Commisgion should therefore heed the mandute of Congress in the 1996
Telecommumications Act by removing implicit subsidies from access charges and by pricing
access elements under a total element long-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 usexs of

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

_ communications being transmitted.

Comments of AT&T Corp. 6 March 24, 1997
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But even if the Commission initially maintains the IXCs' access charges above
TELRIC levels for other (and, in AT&T's view, flawed) reasons, the Commission should

require the ESPs to pay ﬂnt TELRIC-besed amount. This would help reduce the

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

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

A : "TELRIC costs are readily available; indecd, many states have adopted those costing tools
today.

In considering these changes, moreover, the Commission should not be detesred by

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

oo Internct.” As 8 provider of Intemet and other online services, AT&T staunchly opposes

nunecessary regulation of tuly competitive markets, including the enhanced services
- market” However, the Commission already regulates (through the ESP exemption) the

anm of the bagic telecommumijcations services that ESPs carrently use as an input in their

ﬁwn services. The substitution of access charges for the flat-rate business lines ESP
iR parchasc today will 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 ESPs to pay the true econamic cost of the telecommunications services they

’ employ thus does not constitute "regulation of the Internet” any more then price regulation

! The enhanced services industry is already demonstrating that it can regualate itself in
content-related areas, such as individual pnivacy, pnmarily through technology sofutions
that enable customer ernpowernment and customer choice.

Commenty of ATET Corp. 7 March 24, 1997
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of electricity used at mo sutomobile factory can be sud 10 "reguiate” the automobiie
industry.
In short, AT&T supports cost-based pricing for all users of the network as the most

~ rational, pro-competitive, snd efficient means of achieving the Commission's twin

" objectives in this proceeding, namely, "facifitating] the development of the high-bandwidth
‘ data networks of the future, while preserving cfficient incentives for investment and
;";:'fi__; innovation in the underdying network.” NOLat311. As an Intemnet and online service
e plmdcr (through its ATET WorldNet™ 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-swiched

L networks that AT&T wanty for the delivery of its information services. As a potential
entrant into the focal and exchange access market, ATET supparts that policy because it
would eliminate the distortions that cuzrently allow ESPs to obtain circnit-switched access

- st below-market prices, und ﬁu make investments in newer, competing technalogies less

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

-, Suppoxts that policy because it is the only way to climinate the uncconomie subsidics that

" imfiate the price of access (and therefore toll) services and artificially drives traffic from the

| public switched netwark to the Internet,

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

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

existing circuit-switched networks are neither designed nor priced to accommodate this

Comments of AT&T Corp. 8 March 24, 1997
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growth. Section II explains why cost-based pricing for access services \'vould provide the
proper incentives for the deployment of packet-switched networks and the efficient pricing
of all information services. Section I explains wiy such a policy would not threaten the
| viability of ESPs, ar give the LECs a windfall. And Section IV explains why the

) ission has statutory authority to impose cost-based access charges on these entities.

L PACKET-SWITCHED DATA SERVICES CARRIED OVER THE PURLIC
. SWITCHED NETWORK ARE GROWING RAPIDLY, BUT THE EXISTING

ACCESS NETWORKS ARE NEITHER DESIGNED NOR PRICED TO
ACCOMMODATE THIS GROWTH.

L The Commission first secks comment on "the effects of the current system on
'_ nctwork usage, incumbent LEC cost-recovery, and the development of the information
- . services marketplace.” NOLat §315. In fact, a broad amay of new information services
- based on packet-switched techmology are becoming increasingly available an a dial-up basis
B over residential and business nammow-band phone lines. The rapid growth of these new
- packetsswitched services is most welcome, because of the innovative new features and

fonctions that they provide. Their 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 digjtalization and growing importance of data technologies.” NOJ at ] 311.

Commenss of ATAT Corp. 9 March 24, 1997
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S . A. The Enhanced Services Market Has Grown Rapidly In Recent Years.

The rccent growth rates of packet-switched data services have been dramanc. Fer
example, Erternet scrvice revenue in the United States was expected to grow more than 200
 percent from 1995 to 1996 (from $956 million to $3.1 billion).” Consumer online services

) * revennes are also anticipated 1o grow 120 percent over the same period,’ outpacing the

: expected increase in the number of subscribers to consumer online services during that
" same period. ™ It is cstimatgd that there are currently more than 18 million Internet and

consumer online subscribers,* and that there wiil he 23.3 million by year-end.?’
These astonishing growth rates are expected to continue. Internet service revenue

e ,J nthe US. is tod to grow at a compound average growth rate of 76 percent from 1995

ﬁrough 2000, which wonld Iead to nearly $16.2 billion in revenue in 2000.'* Revenues
" froam U.S. consumer onine services arc predicted to grow at a compound average growth

mte of 64 percent from 1995 to 2000, from $384 million to $4.6 billion.*

* 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 Apalysis," July 1996, ch. 1, p. 2.

1 Consumer online services subscribers increased from 10.3 million in 1995 to 14.7
million in mid-1996 — a 42 percent increase. Jd

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

v B IDC, "Interactive Services Bulletin, US Consumer Osline Services Forecast 1997-2001,"
7" March 1997, Table 2.

1.4 IDC, "U.S.-Based Worldwide ISP Market Overview 1996-2000," p. 6.
'* Yankee Group, ch. 1, p. 2.

Comments of AT&T Corp. 10 March 24, 1997
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Consistent with recent historical trends, morcover, this huge revemue growth is

expected to surpass the growth in subscribers. The number of Intemet and consumer online

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

i - growth rate of 33 percent).'¢ Others have estimated that 40 percent of U.S. households will
* 'be online by 2000."” And the number of Internet users is almost doubling every year: it wili

grow from about 35 million worldwide roday to 160 million in 2000.*

g i . . Another sign of the emerging stability in the Intemnet and on-line services market is
: the consolidation of Internet providers from 1525 in 1995 to 1310 m 1996. Analysts
- predict that there will be 95 such providers in the year 2000.”” Moreover, ail of the major
7, msevexchange carriers now provide consumer Internet and online services. The RBOCs,

e oo, have begun or are ahout to begin providing such services.”

While the Internet and consumer online services providers have been achieving

fincreased growth and approaching stability, other ESPs have already grown into mature,

“Id atch 1, p. 1.

7 IDC, Interactive Services Bulletin, at 5. Most consumers already own or have access to
the equipment necessasy for Intemet use. For example, more than two-thirds (71%) of all
Americans have access to 8 computer at home or at work. Mareover, 45 percent have
access to commercial or Intemet-based online services at home or at work. Odyssey
Report, Taking Off: The State of Electronic Commerce in Amenca, Fall 1996, p. 7.

12 Kevin Maney, "Online Community grapples with gridlock on info highway," USA
Today, January 20, 1997, p. B1.

¥ Yankee Group, "Intemnet Service Provider Market Analysis," Executive Summary, p. i.

¥ Veronis, Suhler & Associates, "The Veranis, Subler and Associates Communications
Industry Forecast,” August 1996, Ch 14, Interactive Digital Media, p. 319.

Commens of AT&T Corp. 11 March 24, 1997
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o single "session,” & consumer can simulteneously send and receive electronic mail, browse

the World Wide Web, and complete 2 phone czall by clicking on an icon on a computer

sqresn.

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

m all communications markets. Packet-switched technology is already making substantial
mrolds into waditional telecormmmmications markets. A good example is the international

,flx busincss. ESPs have a significant cost advantage in that market, both becanse of the
| access charge exemption, aod beceuse of their ability to bypass international settiements.

.. Asaresult, businesses are quickly moving their fax traffic to the Internet. One analyst has

Wht "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 Intemnet."® Analysts estimate that

the Internet fax server and router market will grow to $38 million by 1998,%* and AT&T

it i 2 Brett Meudel, "Net Faxing Awaits Its Day,” LAN Times, December 19, 1996, at 25
:++++(quoting Peter Davidson, president of Davidson Consulting).

;- <" Barbwra DePompa, "New Life for the Fax Machine," Information Weck, October 14,

. 1996, ar 62, 64. This projected growth is already being realized. For example, FaxSav

offers internationsl fax service, with nodes in Engiand, Hong Kong, France, Germany,

South Kores, and the U.S. Rates are quoted at a 90 percent savings over the telephone

network. Chardotte Dunlap, "Beating Ma Bell at own game; Internet Faxing aims to replace

- long-distance calls,” Compnter Reseller News, June 6, 1996. PSINet Inc. is building

Intemet fax software info its network, which will allow for centralized management of

tranxmissions. The company claims savings of at least 40 percent over the “high cost of

sending faxes over standard phone lines.” Wall Street Journal Technology Brief, "PSINet
Inc.: Internet Provider to Install Fax Software in Network,” December 12, 1996.

Commanty of AT&T Corp. 13 March 24, 1997
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estimates that 20-40 percent of U.S. originated international fax traffic wiil migrate to the
Internet before 2000.

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

" Numerous companies ~ including Microsoft, Netscape, Intel, VocalTec, snd NetSpeak --

. hlve already placed Internet telephony products on the market. These products have been

m publicized in articles in the New York Times,” Newsweek,* Business Week,* and

R other similar publicstions. These companies may have shipped as many as 1.5 million
3 Intemnet telephony software packages.” Indeed, Microsoft and Netscape are beginming to
, 3qu:mbetl such telephony options into their standard Web browsers; other companies provide
L thc saftware for free on the Internet.®

Although Internet telephonry has some limitations, they ere being quickly overcome

By technological innovation. For example, Intemet telephony today usually requires both

putes to be online, using & computer. But that is already changing. Voice gatewnys
" 'between the Intemnet and the Public Switched Network are being deployed that allow

 telephony over the Internet using reguiar telephones, without the assistance of a personel

" .® Peter H. Lewis, "Free Long-Distance Phone Calls,” New York Times, Aug. 5, 1996, p.
.. .:-D1; Johg H. Cashman, Jr., "Calling Long Distance, on a PC and the Internet,” New York
-~ Times, May 19, 1996, p. 8.

P Steven Levy, "Calling All Comparters,” Newswecek, p. 43 (May 13, 1996).
¥ "Try Beating These Long Distance Rates,” Business Week, p. 43 (April 22, 1996).
R !
® *Toll Free Net Calls,” PC Camputing, February 1997, pp. 130-32.

Camments af ATET Corp, 14 Mareh 24, 1997
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r:»computu' Such technology includes signaling capability so that a call carried over the
\ Imgt csn "ring” the called party's phone (or personal computer).

- Once such techrology becomes broadly available, large-scale migraton of traffic
7% from the yublic switched netwrk to the Internet will be facilitated. While such migration
| faxy be the logical result of technological innovation, it is also being artificially stimulated
by the large disparity in pn'cﬁs resulting largely from the access charge exemptian. ISPs
o A typically charge s flat fee of $19.95 per month to users. Using a conservative estimate of
ten hours of usage per month per customer,™ the customer effectively pays a retail price of

30032 per minute, compared to the charges for "traditional” long distance calls, of which

31 : switched access alone is ‘lbont $0.05. (On a purcly incremental basis, the retail price
: {)} such telephonty sexvices over the Internet is zero.) These prices are likely to induce many
3 "tndmnnnl" long distance customers to switch even where the Internet is not the most
eﬁcn:nt option. Thus, it isrpredicted that today's estimated 400,000 Internet telephony
users could swell to 16 million by the end of 1999.” Indeed, Probe Research estimates that

16 percent of U.S. lang distance traffic will migrate to the Tnternet by 200022 And as many

3 PC Week, December 12, 1996.

% John W. Verity, "Calling All Net Surfers,” Business Week, August 5, 1996, p. 27.

Comments of ATAT Corp. 15 March 24, 1997
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) as 12.5 billion long distance minutes of use will be carricd over packet-switched networks
by 2001 — a compound average growth rate of 137.9 percent over current levels.”

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

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

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

.10 use the public switched network incfficiently, and ESPs contimue to invest heavily in

S77EL infrastracmore {e.g., modems) to support more traffic over the public switched network.
B 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-

et -yensitive local switching and tninsport costs axe being recovered through flat-rate business

Jdine charges, the incentive to load the maximum amount of usage onto the netwark will

“gontine, even as flat-rate pricing provides no incentive to the incumbent LECs to upgrade

LT
ﬁzr:

“their networks to accommodate additional traffic,

4
Sty

The 1996 Act has made these concems especially urgent. As the local exchange and

exchange access markets are opencd to competition, new entrants can be expected — and

: ‘;should be encouraged —~ to deploy alternative facilities-based networks. The current
| tmational pricing systeme, 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 recejve.

.7 ® IDC/LINK, "Residential Broadband Services, Internet Telepbomy: An Alternative
B “Dialtone?,” Januscy 1997, p. 1.

A Comments of AT&T Corp. 16 Mareh 24, 1957
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II. REQUIRING ESPs TO PAY COST-BASED CHARGES FOR NETWORK
USAGE IS NECESSARY TO ACHIEVE THE COMMISSION'S TWIN
OBJECTIVES OF FACILITATING THE DEVELOPMENT OF HIGH-
BANDWIDTH NETWORXS AND PRESERVING EFFICIENT INCENTIVES

FOR INVESTMENT AND INNOVATION IN THE EXISTING VOICE
NETWORK.

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

' including ESPs, to bear their fair share of their costs of using the local network. Such a
 policy is essential if the Commission is to achieve its stated objectives in this proceeding,
namely, "facilitatfing] the development of the high-bandwidth data networks of the future,

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

"¢ network.” NOTatq311.

i . A, Cost-Based Network Charges Are Necessary To Encourage Prudent Investment
. In Building The Packet-Switched, Higher-Speed Networks Of The Future.

First, cost-based pricing is necessary to provide the comrect incentives for investment

; " mthe pucket-switched local networks that are efficient for the delivery of packet-switched

14" Services. The ILECY existing networks are circuit-switched networks that were designed
. ‘ ' '. 'primanily for voice traffic. Although these networks can carry data traffic, they are not the
a most efficient networks for those purposes. For example, during an Internet session, the
circutit-switched connection mmst remain open for the entirety of the session, even though

data are being transmitted only a small fraction of that time. Cf NOI at § 313.

Comments of ATAT Corp. 17 March 24, [997
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A mare mm. solation — and one that would facilitate the broader availability
of packet-switched services -- would be the deployment of high-speed, packet-switched
local netwarks, 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

' circuit-switched networks.

The access charge exemption, hawever, creates powerful disincentives ta build or
ase such altemnative pnr.lcat-swmhed networks. Because of the exemption, ESPs todgy are

’iising traffic-sensitive network facilities but paying for them on a flat-rate basis. Asa
remlt, neither the mcumbent LECs nor prospective competitive LECs are receiving accurate

~ economic signals that would encourage them to upgrade their existing networks — or o

-~ engineer their planned networks — to bandle traffic more efficiently.

. In light of the Commission’s (and Congress’) averarching goals of opening up the
*"-}“fiocal exchange and exchange access markets to competitive entry,” it is particularly
important for the Commission to establith market-based rules that send the appropriate
signals to potential competitors. Continued below-cost pricing of ILEC network facilities

is {or same users sgbsidized by higher prices for others will make it Jess likely — not more

- that the efficient packet-switched networks of the future will be built.

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

¥ Implementation of the Local Competition Provisions of the Telecommunications Act of
1996, Notice of Proposed Rulemaking, 11 FCC Red. 14171, 14172-73 (1996).

Comments of AT&T Corp. 18 March 24, 1997
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A LEC's mcentive to build an sltcraative network depends largely upon the demand

| a LEC expects for service on that petwork. But because the existing netwark is a substitute

for 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 artificislly soppress demand for service on the new network, thereby reducing

o ) - . both the ILECs' and CLECS’ incentives to build a new network,

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

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

XYoo

. _"nlu:mm networks will take years, and the sooner the pricing system is raticnalized, 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 "instal] [] new high-
bandwidth access tcchnoloéics." NOI at 7 313. [t would be far more effective and
defensible than establiching any kind of mandated subsidy scheme in which non-ESPs
shsidize the constmction of "data-friendly” netwarks to be used for ESPs' packet-switched
services. The Commission should not adopt such a scheme, The proper course is 1o

estahlish all rates for exchange access at cost-based levels, and allow the marketplace to

find and construct the most eficient networks.

Nor should the Commission pick and choose among possible technologies, or
= " mxndste the construction of particular networks based on particular technologtes. Several

deta-friendly technologies already exist today. However, there will be a need for multiple

Communits of ATET Corp. 19 March 24, 1997
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network solutions involving loop, switching, and wansport, becanse of the inherem

" . limitations of esch technology. These technologies vary greatly in terms of speed, cost,

R *"technical maturity, availability for implementation, reliability, and limits on growth. For
; ‘.",:‘_‘- ‘exaxple, turning to new gmﬁmion loop technologices, Integrated Services Digital Network

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

" Tocal loop, snd therefore could be widely deployed. Coverage is not universai, however,
o h t because of limitations of plant layout and physical loop distances. By contrast, Local

s ” Multipoint Distribution Service (LMDS) offers significant two-way vaice, data and video
.. delivery, but it is expensive and its coverage is highly limited by physical terrain. Another

" wechnology, Digital Subscriber Lines ("DSL"), offers digital commmunications over existing

copper loops, and in one of its three formats (Fligh bit-rate, or "HDSL") it operates at
‘- ds of 2 Mbps. DSL technology is very expensive to deploy (i.e., estimates are $1500
%0 $3000 per customer), and it suffers from the same limitations as ISDN in that load coils
) ;nd bridged-taps must be removed from the local loop in order to madimize its
capabilities ** Similar advantsges and disadvantages exist for packet switching and

i transport as well
“ Each of these technologies has advantages and limitations, and indeed, future
i networks will likely require some combination of 2 number of these technologies.

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

 technology wins out will depend on what features sustomers will want and their willingness

i % A tble comparing the various alterative access technologies is appended as Attachment
: '—1'

L Cm of AT&T Corp. 20 March 24, 1997
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to puy. Thc Commission has no basis for predicting that one or another of these
technologies will emerge as the supenor technology, and it should not try. Rather, the
7 soundest spprossh the Commissien could take to ensure the development of new, needed

‘higher-speed technologies is to creste a pro-competitive environment in which such new

$ervices can emerge — primanly through the establishment of cost-based pricing and
‘enforcement of the local competition rules. Such a technology-neutrel approach is

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

“B.  Cost-Based Network Charges Are Also Necessary To Encourage Efficient
' Utilization Of Existing Networks.

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

"% inefficient use of the existing netwark and whether it should change its rules in response

‘to the rise of Internet telephomy. NOI at Y 315-16. The answer to both questions is "yes,"

’Imt not for the reasons advanced by some RBOCs.

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

AT cmgmtmn Those claims, however, are greatly exaggersted ¥ To be sure, virtually all of
- ESPs' traffic todsy is carried over incumbent LECs' facilities to ESP switching centers.

-, Also, the ILECs' facilitics were concededly designed to camry voice traffic of relatively

7 "Report of Bell Atlantic on Internet Traffic,” June 28, 1996; "Pacific Bell ESP lmpact
Stady," July 2, 1996; Letter from NYNEX to James Schlichting, Chief, Competitive Pricing
Division, FCC, dated July 10, 1996; "US West Communications ESP Network Study --
Final Results,” October 1, 1996; Amir Atai, Ph.D,, and James Gordon, Ph.D., "Impacts of

- Internet Traffic on LEC Networks and Switching Systems,” Red Bank, New Jersey,
o Bellcore, 1996.

-+ Commenss of ATAT Corp. 21 March 24, 1997
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short duration, yet users of infarmation services often stay online for significantly longer
pexiods of time, tying up their phone lines when they do so.

 ESPs, however, have convincingly shown that the RBOCS' studies purporting to
show network congestion are seriously flawed.’® Those studics are based on a very small

set of selectively chosen exchanges where congestion was sbnormally high.*® Therefore,

= huad on careful examination of the data provided in the RBOCs' own studies, it appears

ﬂm network congestion is not 8 significant problem today outside of a very small handful

mf exchanges.”
There is nevertheless a significant risk of congestion in the future if the
3 rm Camnssmns policies are not reformed. This risk arises from the fact that switching and

L mgpm costs are significantly traffic-sensitive,*! and that the ESPs’ use of those network

,r:lum:ms therefore generates additional costs. Yet because the ESPs do not pay for access
,‘ bn a maffic-sensitive basis, they bave an incentive to use it inefficiently.
For the same reasons, the ILECs 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 exemption thus undermines the incentives that the

" Lee Sclwyn and Joscph Laszlo, "The Effect of Internet Use on the Nation's Telephone
"Network,” Econamics and Techunology, Inc. (January 22, 1997) ("ETI Study™).

. .* Seeid, pp. 19-22.

© ATAT agrees with the ET1 Study (p. 13) that the overpricing of more efficient trank-side
conpnections has contributed to the proliferation of business line usage by ESPs.

® Comments of AT&T Corp. at 55-60 (January 29, 1997); Reply Comments of AT&T
Corp. at 29-33 (February 14, 1997).

Comment of AT&T Corp. 22 March 24, 1997
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- TLECs would otherwisc have to perform the necessary upgrades to accommodate this
incyeased usage. Both of these effects tend to exacerbate congestion. Thus, although there

£ 7. uppesrs to be litfle network congestion today, network cangestion is potentiaily & problem

: "";"""';";ifmw (ormdﬂéompensmd) usage continues to increase at the rate it has been
. ; mcrmms ing in recent years.
‘;’_-F_ EC " B : Moreover, as noted above, the access charge exemption and the resulting artificial

- . ‘cost advantages to ESPs arc driving forces behind the rapid migration of traffic from the

Todly. interexchange carriers pay above-cost access charges that are used 1n part to
| ﬁbﬂthzc the ESPs' use of the network. As traffic continues to migrate to the ESPs -- and

is migrating at a rapid rate —~ the minuteg of use that generate the revenue to pay for that
: lmge will decline. Under the current access charge regime, that will put upward pressure
on access charges, and thus on long distance rates.® This in tum will encowrage all carmriers

to promote their Internet offerings and to induce more users to migrste to the networks that

.-.. do not bear those costs.”

% This will result from artificially redacing (1) the growth ("G") factor in the common line
fonmula; (2) the LECs' sharing obligations (1o the extent that they have selected a sharing

1" ‘option); and/or (3) measured productivity growth and the "X" factor at subsequent price cap
Teview proceedings.

4 Indeed, the proliferstion of Internet-bascd services is already blurring the distinction
between basic and enhanced services, indicating that the exemption will be increasingly
(continned...)

Comments of ATET Corp. 23 March 24, 1997
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This will inevitably lead to two sertous, adverse effects. First, it will separate the

mh:.tmm "haves” and "have-nots” - i.e., "haves" who have access to ESPs' services and

thus can obtxin telecommunications and enhanced services at low, subsidized rates, and

_7 : Mmm' who remaun on the public switched network and pay higher rates.

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

" shrink the cantribution base for universal service support. Ironmically, the growth and

o pthmy of ESPs’ packet-switched data services may increase the demand for and nsage
of the public switched network, and yet the costs of carrying out the Commission's

‘finiversal service priorities would have to be recovered from an ever smaller contribution

?tedmnlogy they use to provide service.* Thus, even if the Commission determiges, in the
'!3;37:_ : acccss charge reform docket, not tc require TELRIC-based charges (and even if the

- Cammmm adopts — improperdy, in AT&T's view — a flat charge per presubscribed line),

T “ (...continued)
difficalt to administer.

© % The Commission recognized in 1988 that the exemption given to ESPs constitutes
+ . discriminatory trestment vis-a-vis those carriers that must pay access charges, but
T conchuded that “it remains, for the present, not an unreasonable discrimination within the
‘-tq_canmg of Section 202(s) of the Communications Act." Amendments of Part 69 of the
Commission’s Rules Relating to Enhanced Service Providers, 3 FCC Red. 2631, 2633
:1988). As demonstrated above, the cvents of the last nine yewss — and especially of the
77 last two years — confirm that maintaining the exemption is indeed "unreasonsble
- discrimination.” Moreover, ending the exemption will facilitste consideration of whether
and how ESPs should participate in fostering the goal of universal service.

Comments of AT&T Corp. 24 March 24, 1997
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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. Ata

] mininrgm, the Commission can assess TELRIC-based charges on ESPs, as a transitional

- “step vntil network charges for all access customers are brought down to actual cost.**

"HL RATIONALIZATION OF NETWORK FRICING WILL NOT ADVERSELY

AFFECT THE HEALTH OF THE INFORMATION SERVICES INDUSTRY
OR GIVE THE LECS A WINDFALL.

Rationalizing network pricing and assessing cost-based rates on ESP3 and ISPs,
moreover, will not adversely affect the health of the information services industry as long
- . 'asthe Conumnission proceeds in & 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 reinitislization of price caps so that the access charges paid by all

. ‘users arc based on TELRIC.® Significantly, under the TELRIC methodology, access

; dmgcs woald not include nontraffic-sensitive (NTS™) costs like the Common Carrier Line
. bhnge ("CCLC™). Nor would it include non-cost-based charges like the Transport
Intercomnection Charge ("TIC™). Consistent with TELRIC, therefore, ESPs should pay only
for local switching (sbout 0.21 cents per minute) and for transport (which would vary

" according to the nature of the facilities used but wonld be around 0.17 cents per minute) --

9 Obwviously, the long term viability of this approach would depend on the Commission
rapidly moving all access charges to 8 TELRIC cost basis. Any long term disparity
between access prices based on the technology utilized wonld only give rise to distortions
and inefficiencies similar to those of the current access charge structure.

4 See Comments of AT&ET Corp., pp. 49-61 (Janmary 29, 1997); Reply Comments of
AT&T Corp., pp. 24-34 (February 14, 1597).

" i, Comments of AT&T Corp. 25 March 24, 1997
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s total of spproximately 0.38 cents per minute.” Whether or not the Commission adopts
the proposal to establish TELRIC-based access charges in the access reform docket, the

Conxmnission can snd should require ESPs w pay these TELRIC-based access charges now.

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

: Blyﬁ::mﬂlmd access charges that the Commission currently permits the LECs to charge
‘i‘n inteyexchange commiers, tm the grounds that such high access charges might radically alter
-ESPs rates.® That the imposition: of TELRIC-based rates will not have this effect is made
o cleu from en examination of data provided in CompuServe’'s Comments in the access

.. -reform proceeding.® Based on CompuServe's dats, CompuServe is today effectively paying

! $024 cents pex minute to the LECs * AT&T estimates that TELRIC-based access charges
o would increase CompuServe's per minute charges by approximately 0.14 cents per minute

) SR - from 0.24 cents to sbout 0.38 cents.** This increase would translate into an increase in

" See Attachment 2 for an illustration of access elements and costs.

¥  MIS Market Structure Order, 97 F.C.C. 2d at 715 ("it would be unreasonable
iz Memw o increase as much as tenfold the charges paid by customers who do not
wgrescmly come under the coverage of the current ENFIA taniffs”).

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

. CompuServe indicates that it spends $35,700,000 per year to purchase 85,000 business
hmsﬁ'umﬂmLECs,nllsomdxmsthnnusesmoscloulhnes “in the range of 240 hours

per month.” Id, p. 11 n.25. Multiplying that out, CompuServe pays 0.24306 cents per
minute.

3 See Attachment 2 for a comparison of current charges compared with TELRIC-based
charges.

Comments of AT&T Carp, 26 March 24, 1997
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) ‘:CmnSme‘s costs of 56 cents per month per customer.** Even if CompuServe chose to
pass on that cost to its customers, the price increase resulting from cost-based access rates
would not be very large ? Thus, the change to market-based pricing of access — and the
resalting economic benefits of such access pricing reform -- can be achieved with little if

| This change, moreoves, can snd should be implemented in a way that does not create

 a windfall for the ILECs. To that end, a5 long as IXCs are required to pay access charges

o ., excess of cost, the Commission should mandate an adjustment to the ILECs' price caps

lf)mmﬂlulhcaddiﬁon of ESP access revenues is reverme neutrai to the [LECs. Today’s
8 A 'icocu charges are grossly infiated and provide the ILECs with billions of dolars in pure
" : @mmic sabsidy. The ﬂaw in the current system is not that the LECs are under
mcvmng— far from it Rather, the flaw in that system is that it results in a rate strocture

- thtt does not reflect the way the costs are actoally incurred. The ILECs should not be

allowed 10 recover a windfall from the correction of that fiaw.

.+ ® According to CompuServe, it uses sbout 1,224,000,000 minutes per month (240 hours

Sl % 60 minutes x. 85,000 lines). Since it has 3,000,000 subscribers (see Compuserve

' ‘Comments at 10), an additional 0.13694 cents per minute x 1,224,000,000 minutes pey
: month divided by 3,000,000 subscribers comes to 56 cents per month per customer.

= According to the Graphic, Visualization, and Usability Center's (GVU) WWW User
Sutvey, the average household income of all Internet subscribers is $59,000. Nearly three-
fourths of the respondents are from the U.S. See GVU's WWW Users Survey,
wewrw.cc.gatech edu/gvifuser, April 1996, This modest increase in the monthly price is not
likely to repress demand significantly among users at this income level.

Comments of AT&T Corp. 27 Maych 24, 1997
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TRAFFIC GENERATED BY ESPs SHOULD BE CLASSIFIED AS
INTERSTATE TRAFFIC SUBJECT TO THE COMMISSION'S
JURISDICTION.

The Commission aiso seeks comment on the scope of its jurisdiction over access

- charges paid by ESPs, especially in light of "the difficulty of applying junsdictional

divisions . . . 1o pecket-switched networks such a8 the Internet.” NOT at 315, The answer

is that, in part because of that very difficulty, the Commission should adopt a rebuttable
-""‘"f;remmption that access services provided to an ESP are entirely subject to the
e " Commission's jurisdiction becsuse of their interstate character, but allow that presumption

- 10 be rebutted on & thowing that the enhanced service for which access is provided is itself
j onay

" . .. smply satisfied by most enhanced services, in particular Intemet and online services.
| First, access sexvices provided to most ESPs erc not onty substantially interstaw in
~ character — as the Commission expressly recognized in finding that ESPs " employ

s exchange access for juisdictionally interstate cammunications”? -- but overwhelmingly so.

i E ¢, Louisiana Pub. Serv. Conmt'n v. FCC, 476 U.S. 355, 375-79 (1986); Public Utility
Gomm'n of Texas v. FCC, 386 F.2d 1325, 1331-34 (D.C. Cir. 1989); California v. FCC,
39 F.34 919, 931-933 (9th Cir. 1994), cert. demied, 115 5. Ct. 1427 (1995).

s MTS Market Structure Order, 97 F.C.C. 24 682, 715 (1983).

Comments of AT&T Corp. 28 Mareh 24, 1997
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For the provision of Internet and online services, for example, the ESP typically routes calls
from its POP along a dedicated line to its data center or web server, which is where its

~ "home page” resides. ESPs génernl]y have only a few data centers in the eatire country,

howcver, and therefore the caller and the data center are almost always in different states.
: For example, AT&T WorldNet has two data centers in the United States, which
- mesns that simply sccessing WorldNet's home page already involves interstate transmission
for virtuslly sll callers. Indeed, when a dial-up customer accesses AT&T's home page,
~ AT&T does not necessarily route that call to the data center that is geographically nearer

to the customer.**

But cven in the small fraction of cases in which a call can reach the ESP's network
nthnme page without crossing state boundaries, during most sessions a customer will still
3 ms applications und databases that require interstate transmission, For example, when
i iuntmnu'wmrs to use the Internet to access the home page of a retail business down the

. ‘_"“:.s'ireet. it is not unusual for that home page to be housed in a server thousands of miles

-1
e
N

away. Moreover, during s typical session, a customer accesses multiple applications and

B2 - databases, a large fraction of which are likely to involve interstate transmission. Even a

: cnnu:y review of the bome pages of both large and small Intemet service providers reveals

literally & “world" of information available at the click of the mouse.’” Therefore, it canpot

% Atmchment 3 provides an illustrative diagram of AT&T WorldNet™ Service's network,
which is representative of how ESPs provide consumer mass market service.

7 See, e.g., the home pages for ISPs: America Online (www.gol.com); Prodigy
~ (www.prodigy.com); Erol's Imternet Service (www.erols.com); and SpectraNet

e i (continued...)
L Comments of ATET Carp, 29
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be seriously questioned that the vast majority of ESPs' Internct and online services
overwhelmingly involve interstate traffic which falis squarely within the Comrmission’s
Jjurisdiction.

For the same reasons, access services provided for the vast majority of enhanced

sr.mcu applications are just as “interstate" in character as sccess services provided to
: igi‘f y terexchange carriers. To be sure, under the Commission’s current rales, ESPs benefit
: ‘from their srtificial classification as "end-users,” and thus are allowed to buy state-tarrffed
business lines just like true business users. But the ESPs generally use the LEC's local

. switching end transpart as part of a much more extensive transmission path, just as IXCs

. do As alresdy noted, calls to an ESP are typically ronted over the local network to the
ESP'suodc, or POP, and from there to a distant data center or Intemet site. Thus, such calls
e mlde to an ESP do not ferminate at the ESP's POP, as they would if the ESP were truly a
”'bnlmess user. Like an IXC's POP, the ESP's node or POP merely collects traffic for
; mterstnte transmission. In fact, the ESPs today use business lines in. precisely the same
q:uncr thar MCT used business lines o providing its Execunet service, prior to the

mbhahm:m of the current access charge regime. ™

. ¥ (...continued)
f_ -_ -(m.mmcom).

3% Prior to that time, carriers such as MCI obtained switched aceess for use in providing
long distance service by purchaxing line-side service, just as the ESPs do today. See, e.g.,
Exchange Network Facilities for interstate Access, Memorandum Opinion and Order, 1

" FCC Red. 618, 619 (1986); 71 F.C.C. 2d 440, 445 (1979). The Commission permitted this
. arrangement becausc, at that time, full-featare access services designed for use by
competitive mterexchange carriers were not available. The Commission mandated the

(continued...)

" Comments of AT&T Corp. 30 March 24, 1997
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Second, for lnternet and online service applications, there is no way to separately
identify (much less meter and bill) interstate and intrastate traffic for jurisdictional
purposes. A fortiori, the LECs providing access to the ESPs likewise cannot possibly
determine which calls being made to an ESP are wholly intrestate in character, or

' interstate.” The advent of new product und service platforms that allow customers to

~pexform many different fanctions st once, coupled with the inability to track which of these
apphcauons involve interstate or intastate communications, means 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.

% (...continued)

‘dévelopment of switched access, however, and in the interim the Commission oversaw a
-+ series of transitional sccess charge arrangements (first the ENFIA tariffs, followed by
Feature Group A access ind other arrangements, and culminating in today's Featre Group

D). In so doing, the Commission considered "the effect of sudden rate increases upon
campetition and concluded that the phase-in of [the ENFIA tariffs] as OCC revenues
increased pmwded adequate time far OCCs to absorb the increased payments for exchange
services." The Conmmission also found "that the practice of connecting the OCCs to local

~ exchange facilities pursoant to local business exchange tariffs could not continue because
=" the OCCs did not make a contribution to the interstate costs of local exchange sexvice.” See

7% id. at 620; see also id. at 618-24; Exchange Network Facilities for Interstate Access,
Memorsndum Opimion and Order, 71 F.C.C. 2d 440 (1979); MTS and WATS Market
Skucture, Memorandum Opinicn and Order, 97 F.C.C. 2d 834, 858-63 (1984) ("OCCs that
;_qceive equal access will pay the same per minute charges that are assessed for MTS or
“ . WATS ussge as equal access becomes available in cach 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 carriers should move to
;.. & System in which they paid for the access they used.

% See PUC of Texas v. FCC, 886 F.2d st 133] (recognizing this inability as key factor in
determining that inseparability doctrine applied in that case).

Comments of AT&T Corp, 31 March 24, 1997
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In other contexts, the Commission has recognized that services involving both
‘intrastate and interstate elements — such as mixed-use special access — are properly
considered interstate in nature for precisely this reason. Most pertinently, the Commission

- found special access 10 be sn interstate service in large part because attempting to separate

. the intrastate snd interstate traffis "woold involve substantial difficuities since . . . the LECs
v;'lnnot readily measure state and interstate special access traffic . . .," and neither could
- ‘their custamers.® The Commission also noted that introducing divided federsi-state

) .."fjurisdiction into sn area that has not been jurisdictianally divided in the past would

‘neceysitate significant changes in the LECs' present billing systems,” and "would greatly

mpossiblc to scparate interstate and intrastate taffic—indeed, both types of communication
oﬂu: take pisce during the very same "call.” Because of this inseversbility, all access
.semm provided in connection with such services should be presumed to be interstate in

chnm and subject to the Commussion's jurisdiction.

Such a presumption, moreover, is supportcd by sound policy considerations. As

g "';exphmed above, federally imposed, cost-based access charges will remove the existing

i .;'.ch:imuve for the construction of modemn, packet-switched networks; reduce the risk of

S MTS and WATS Market Structure, Recommended Decision and Order, 4 FCC Red. at
356; see also PUC of Texas v. FCC, 886 F.2d at 1331.

Y MTS and WATS Marker Structure, Recommended Decision and Order, 4 FCC Red. at
1356

" Comments of ATAT Corp. 32 March 24, 1997
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. futare congestion on existing circuit-switched networks; and help protect the revenue base

| for the universal service fund. Imposidion of such charges at the federal level, moreover,

vnll discoursge the states from imposing a patchwork of their own access charges on ESPs
- @ result that could not only undermine each of these goals, but also hamper the full
. development and utilization of the Intemet.®

. To be sure, some enhanced services may be completely or almost completely
unnsum in chamcter, or their intrastate aspects may be capable of easy identification and
‘Seperation from their interstate aspects.® For example, voice mail could be jurisdictionally

E - intrastate, depending on its network configuration.  For these sexvices, and upon a proper

_ showing, the ESP could properly purchase intrastate access (or local network) services,
which would not be subject to the Commission's jurisdiction

Beho %Ahhmsh the Commission m:ght have authority to preempt such state regulation uder
fhe court decisions cited above, AT&T is not requesting such action and, indeed, does not
i+ #z “'believe there is any need or basis to consider such action here.

S Cf. MTS and WATS Marker Structure, CC Docket Nos. 78-72, 80-286, Recommended

: Decision and Order, 4 FCC Red. 1352 (1989); MTS and WATS Market Structure, CC

-7 i 2 - DocketNos. 78-72, 80-286, Decision and Order, 4 FCC Red. 5660 (1989); Petition of New
i - ewt -~ York Telephone Co. for a Declaratory Ruling with Respect to the Physically Intrastate
Es v -Private Line and Special Access Chamels Utilized for Sales Agents to Computer New York

Lottery Communications, Memorandum Opinion and Order, 5 FCC Red. 1080 (Feb. 21,
1990).

% The Commission also seeks comment (Y 315) en metering and billing issues, "given the
difficulty of applying jurisdictional divisions or tme-sensitive rates to packet-switched
networks such as the Internet.® With respect to the feasibility of requiring ESPs to pay
access chacges, metering and billing issues are red herrings. The only issue is how to
" -7 measare local switching and transport, and the LECs have a system in place for measuring
- such ussge. Indeed, ESPs would receive bills just as the IXCs do today. ESPs, in turn, are
-,icetmnly capable of billing their customers on a usage-sensitive basis if they choose, as

(continued..)

. Comments of ATET Corp. 33 Morch 24, 1997
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Finally, although the Commission clearly should regulate the prices ESPs pay for
network gecess services, there is no need for the Commission to consider here whether to
" cxervise jurisdiction over any of the scrvices ESPs provide.® Indeed, if the Commission

g l‘kps cost-based pricing for all users of exchange access — or at a minimum requires ESPs

16 pay TELRIC-bascd acoess charges — there will be no need to explore substantive
engplhum of any services provided on non-traditional networks, The market incentives that
- cmt-based pricing will generate for deployment of new high-speed technologies (provided
'7 meaningful local competition is permitted to develop) should send the appropriate signals
Y tosupphexs ang customers. It would be especially premature for the Commission either to

... Torbear from regulation of new services that constitute “basic" services under the

N Cmm assion’s current rules, or to impose traditional common carrier regulation on them.

SR w ( .continued)
mmy have dope in the past. Even todsy, many ESPs offer tiered usage plans. For
AR exunple, Americs Online offers s Light-Usage Program that allows three hours a month
o, f0r$9.9S, and $2.95 for each additional hour. Pradigy, CompuServe and other providers
" 77T haye similar pricing plags.

C e 1 4 -See NOI {316 (secking comment on how new services such as Intemet telephony (whxch
L to be a basic service), as well as real-time streaming of audio and video services
ove: the Internet, “should affect its [the Commission's] analysis")

% The Commmnission also seeks comment (Y 315) on whether it should distinguish different
catcgories of enhanced and information services for differing reguistory treatment. The
snswer is no. ESPs use local switching and transport todey, and therefore shonld pay the
TELRIC cost of uuing those services, regardless how their services are classified. Indeed,
it has become difficult, if not impossible, to distinguish between the existing regulatory

clunﬁntmns of "basic” and “enhanced” services in today's world of converging
" coumumications services.

Commans of AT&T Corp. 34 March 24, 1997
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CONCLUSION
The Commission has before it, in scveral related dockets, overwhelming evidence
" that the rationsl pricing of monopoly LEC network components will create the proper
incentives to meet the requirements of the 1996 Act to promote competition in the local

-exchange and exchange access markets. This docket illustrates the wisdom of that mandate.

- By pricing the elements of the local network at their actual cost, all entities in the market
“inll receive the proper incentives to upgrade existing networks, develop and deploy new
"wtwouks and technologies, and build innovative new services to meet customer needs.

: For the reasons discussed above, AT&T urges the Commission to issue a Notice of

Proposed Rulemaking to climinate the exemption from Part 69 access charges for enhanced

amcc providers, eatablish TELRIC pricing for those providers, and adopt a presumption

Comemerits of ATAT Corp. 35 March 24, 1997
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7 that all enhanced communications are interstate in nature. AT&T neither recommmends nor

yupports any "regulanion” of Internet of online services at this time, and further recommends

- that the Commission not seck at this time to distinguish between different categories of

""" information or enhanced services for different regulatory treatment.
Respectfuuy submitted,
e '

Mark C. Rosenblum
Ava B. Xleinman

Room 325271
295 Notth Maple Avenue
Basking Ridge, New Jersey 07920
(908) 221-8312
Gene C. Schaen
James P. Young
1722 Eye Street N.W.
Washington, D.C. 20006
(202) 736-8141
Commente of AT&T Corp. 36 March 24, 1997
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ATTACHMENT 1

Comparison of Alternative Access Service Technologies
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ALTERNATIVE ACCESS SERVICE TECHNOLOGIES

Techoology Comparison:

Probable Relative Capabilities & Limitations

AL T

Lim

OWRRTCEID Vey v

- Pandwidth Low Mediom | High | High High High _Bigh

K Very
Bandwidth Low Medium High Medium Low Medium | Medium
Maxinmm

- Temitory 100% 70% 60% 90% E5% 30% 85%
Range Imi 2mi 1mi 2 U.S. 1 mi 10+ mi
(Customer

| Come Low Medium | High | Medium | High | Medium | Medium
- Likelibood of

|- widowpread Exists High Medium | Medium Exists Low Lower
{ doployment

.. NOL®4 '99 14:S1

[SDN - Integratexl Services Digital Nerwork
DSL - Digital Subscriber Line
HPFC - Hybrid Fiber Coax

DABS - Direct Brosdosst Satellite
LMDS - Local Multipaint Digtribntion Service

MMDS - Multicharnel Multipoimt Distribution Sarvice
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Hiustration of Access Eloments and Costs

NOU 84 °59 14:51 214 454 1138 PRAGE.43



IS:bT 868. b2 AON

BEIT ¥8b bl

P 5004

A

End office

S

Estmnce

Curreat Access Rates: Average Coats (Cests per Minnte)*

,
Er i e Vi

Subacriberline |  Exd offce’ Local trasspori | Eatramce facility Total
IXC CCLC =078 LS =0.92 " Combined = 0.28 per minte 2.79
Other TS =012
TIC = 0.69
ESP - with exemuption 0 0 o Business line rates, depending om type 0.24+
of connectivity.
0.24/MO] according to CompuServe”.
Cost-hased Access Rutes: Average Costs (Ceats per Mimute)®
Subscriber lint Ead office Local transport [ Extrunce fecility Total
IXC Q L8 & signaling Combined = 0.17 per minate 0.38
=0.2]
ESP - with eacmption 0 1] 0 (See note 2) Buriness line rute, D.24+4
sepending on type of .
ESP - without exenption 0 LS & signaling | Combincd =0.17 to 0.27 per mimate”, depending an the type of Eacilitics and | 038 10
=0.21 connectivity., - 0.48

| Based on 1996 anpual eccess filings of the RBOCs and GTE, and inclodes both usage and fiat-rated elements.

! LS ia the sbbreviation for Local Switching, Other TS for Other Traffic Sensitive; and TIC far Transpart Imterconasction Charge.
} If the BSP and end nser are not in the seme bocal calling area, the ESP may parchase FX Imes (at privato lise rates) to the end offices near its customers.
! Calculatod from dsta presented in Comments of CompuBerve and Prodigy in Dodket 96-262, 1/25/97, pp. 10-11,
' Hased oo results from Hatfield modet, verslon 3.1, for LECs with more than 140,000 lines,

¢ Represents a range based on refative use of tandemn gwitching, from 20% (the averago for LXCs) up b 50%%.
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ATTACHMENT 3

Dlagram of AT&T WorldNet"™ Services Network
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L Thomas A. Blaser, do hereby certify that on this 24th day of March,
1997, I caused a copy of the foregoing Comments of AT&T Corp. to be served upon each
.. of the parties listed on the attached Service List by U.S. first class meil, postage prepaid.

(—‘—M%ﬁ_&_

THOMAS A. BLASER
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Unkand Seriors Hinalh Cooperat: Unisd Heeymowremn Axaoelatan: Vieginia
Public interest Conliion; and the Uriversa) Sarvics Allyres

Pat Wood, III, Chairman

Public Utility Commission of Texas
7800 Sheal Cregk Blvd,

Austin, TX 78757

Lawrence D. Crockar, 11l

Public Service Commission of the District of
Columbia

T47 14th Strest, NW

Washington, DC 20005

Joe D. Edge

Drinker Biddle & Reath

901 Fifteenth St., NW

Washington, DC 20005
Attorney for Puerto Rico Teisphons
Caompany

Jahn J. List .

Sanior Vico President, Mamber Services
Rursi Telephone Finance Cooperative
2201 Cooperalive Way

Hemdon, VA 20171
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" Charies C. Hunter
" Hunter & Mow, P.C.
. 4620 { SL., NW - Suite 704
Washington, DC 20008
- Attermey for
Telecommunications Resellers Agsocialion

" Richard A Finnagan
... -2A05 Evergraen Park Drive, SW - Suite B-1
- Olympis, WA 98502

:Association and Washington Independent

- Glenn B. Manishin
'Blumenfeald & Cohen - Technology Law Group
1815 M Street, NW - Suite 700
- Washington, DC 20036
. Altorney for Spectranet Intematianal, Inc.

ay Stlliman

I lCommumatmns Corporation
801 Pennsyivania Ave., NW

,ashlngton DC 20006

_ Scott J. Rubin, £34.
:;ELQStCWECkIJﬂVU
- Sulinsgrove, PA 17870-9357

- Attamay for Pannsylvania Intemat Servica
Providers
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Robert B. McKenna
1020 16th S, NW
Washington, OC 20036
Altornsy for U S West, Inc,

Banjamin H. Dickens, Jr.
Blooston, Modkofsky, Jackson & Dickens
2120 L Strest, NW - Suite 300
Washingten, DC 20037

Atterney for the Wastern Alliance

Richard S. Whilt

Wetldeom, Int.

1120 Connecticut Ave.. NW - Suita 400
Washington, DC 20036

Jeffroy F. Back
Back & Aclarman
Four Embarcaderc Coenter - Suita 760
San Francisco, CA 84111
Attormey for Small Westem LECs

Colisan Boothby
Levine Blaszak Block & Boothby
1300 Connecticut Ave., NW - Suita 500
Washington, DC 20038-1703
Attornay for Internst Access Coalition and
Ad Hoc Telacomm. Usars Committee

Mary McDarmott
1401 H Street, NW - Suita 600
Washington, DC 20005

Attomey for the United Statas Telephons
Association

W. Fred Seigneur, Prasident
SONETECH, Inc.

100 Kale Ave.

Sterling, VA 20164
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~ Uisa M. Zaina David Cosson
. © .21 Dupont Circle, NW - Suite 700 2626 Pennsyivania Ave., NW
" Washinpton, DC 20038 Washington, DC 20037
Altomey for Rural Telephona Coalition Attormnaey for Rural Telephone Coalition
(OPASTCO) (NTCA)
Margot Smitey Humphray Wally Beyer, Administratar .
Knteen & Naftalin, LLP United States Dapartment of Agnculture
1150 Connecticut Ave., NW - Suita 1000 14th and Indepsndenca Straats

:.; Washington, DC 20036 Washington, DC 20250
.-+ Atterney for Rural Telephone Coalition
* (NRTA) and TDS Telecomm. Com.

-+ . Pam Nalson Anne U, MacClintock
Scuth Dakota Public Utilities Commission Vice Prasidant - Ragulatory Affairs & Public Policy
State Capital, 500 E. Capito! St. Southern New Engiand Telephona Company
Pierre, SD 57501-5070 227 Church SL

New Haven, CT 06510

oben M. Lyneh Jay C. Kethley
‘Ohe Bell Center ~ Suite 3520 Sprint Corporation

lm;as MO 63101 1850 M St., NW - Suite 1110
i, 1 Altorney far Southwestarn Bell Telaphone Washington, DC 20036

‘ Randy Zach
" YCA, Ine.
3517 Belty Dr. - Suite |

Margot Smiley Humphray
Koteen & Naftalin, LLP
1150 Conncticut Ava., NW - Suite 1000

Coleradoe Springs, CO 80317 Washinglon, 0C 20038
Attorney for TDS Telecommunications
Corporation
- Randall B. Lowe J. Manning Lee
'Plper & Marbury, LLP Vica President, Regulatory Affairs
... --1200 19th Strest, NW Telaport Communications Group, Inc
" Washington, DC 20036 Two Teleport Dr. - Suite 300
Altomey for Tele-Communications, Inc. Staten Island, NY 10311
. “Laurie Pappas Brian Conboy
- Deputy Public Counzal Wilkle Farr & Gallagher
- “Tuxas Offics of Public Utllity Counss} Throe Lafayetts Centre
» 1701 N. Congress Ave., 9-180 1155 215t Stroet, NW
=50, Box 12397 Washington, DC 20036
Austin, TX 78711-2397 ' Attomey for Tima Wamer
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" Kerneth T. Burchett, Vice President
O EGVINW Ine.
- P.O. Box 230399 .
Portland, Orsgon 97281-0398

“Staven G. Sanders, President

: Northem Arkansas Telephone Company, Inc.
-301:East Main Street

Flippin, AR 72634

" _‘Wayne Leighton, PhD
;7T geanlor Economist

.-~ .. Citizens for a Seund Economy Foundation
. 1250 H Street, NW - Suite 700

© -Washington, DC 20005

anny Baker
‘Bieputy General Counsel
Aissouri Public Service Commission
%0, Box 360

~J-efferson City, Missouri 65102

.1630 Worcester Road #421
“Framingham., MA 01701

o o Curtis T. White
: "t “Managing Pantner
. -Allied Asscciated Partners, LP
4201 Connecticut Ave., NW - Sulte 402
. -Washington, DC 20008-1158
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Reginald R. Bemard, Prasident
SDN Users Asscciation, Inc.
P.O. Box 4014

Bridgowater, NJ 08807

Geraid Depo, Prasident
Alliancae for Pubiic Technology
801 15th Street, NW
Washington, DC 20005

Lyman C. Walch
190 S. LaSalle St. - #3100
Chicago, I 60603

Christophar Klein, Chief

Utility Rata Division

Tennessese Regulatory Staff

460 Jamos Robertson Parkway
Nashville, Tennessee 37243-0505

Myra L. Karegianas

General Counsal

Minois Commerce Commission
160 N. LaSalle St - Suita C-800
Chicago, IL. 50601

Eva Powers

Aasistant Atiornay Genaral
Kansas Carporation Commission
1500 Southwast Amowhead Rd.
Topeka, Kansgs 66804
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Michael Beach
MCIWORLDCOM Michael Besa
Waest Region
. Telco/line Cost Managament
April 26, 2000

6312 Sauth Fiddler's Green Circle
Suite 600 East
Via Fax and U.S. Mail Englewnod, CO 301N
Mr. Larry Cooper
Vice President ~ Interconmection and Negotaion
Soutbwestern RBell Telephone
3118, Akard
Four Bell P1aza, Room 840
Dallas, TX 75202-5398

Dear Larry,

This lctter responds to the April 14, 2000 letters (aitached) that MCI WarldCom reecived
from SBC, giving notice that SBC intends to terminate our existing local interconmect
contracts for MF'S and Brooks Eiber in Missouri. These letters indicate that SBC is
terminating the contracts due to a dispute over tne proper payment by SBC to MCTW of
recipracal compensation. Your position ignores the fact that the Federal
Communications Commission (FCC) left pricing decisions for Internet Service Provider
waffic to the states and that, prior to these SBC letters, the FCC assertion of jurisdiction
over these calls was vacated by the appeals court. On page 10 of the decision reached on

March 24, 2000 the United States Court of Appeals for the District of Columbia Circuit
wrote:

“Beceause the Commission has not provided a satisfactory explanation why LECs
that teyminate calls to ISPs are not properly seen as "terminat(ing]...local
telecommumications raffic,” and why such traffic is "exchange access” rather than
“telephone exchange service,” we vacate the ruling and remand the case to the
Coramission. 'We do not reach the objactiens of the incumbent LECs - thar

S251(b)(5) preempts state commission anthority to compel payments to the
competitive LECs.

The strong-arm tactics used in these SBC termination letters are not acceptable and
requires that Myl WorldCom continue to press for regulatory action to prevent SBC from

continwing 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 initate new coniract negotiations under the
terms of the Telecommumication Act. Sectian 251(c)1 provides that the Duty to
Negotiat.c is one of the "Additional Obligations of Incumbent Local Exchange Carriers.”
Thus, this provision applies to SBC (an ILEC) and nat to MCI WoridCom.

Further, Section 252 of the Act only provides procedurcs for negotiations and arbitration

in the event an Incumbent Locai Exchange Camier reccives a wrinten request for
nagotiation. .
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Ttere are no provisions contained in the Act that wouid apply when an Incumbent Local

Exchange Carrier submits such a request to anyone other than another Incurnbent Lecal
Exchange Carrier*Thus, the SBC statement that the 135 to 160 day window for

arbitration can be started on the basis of these letters is contrary to the clear language of
the Federal Telecommunicanons Act.

The SBC letters also raise the pessibility of addressing these issues through dispute
resotution. I believe our contracts remain in full force and effect unnl a replacement
agreement becomes effective and unti] then SBC is obligated to pay for all local
interconmect traffic at the rates contained in these agreements. However, I am willing to
meet with you to discuss the marter and the potential for dispute resolution, at your

convemence.

Please let me know how SBC would like to proceed. -

Sincerely,

BB

Cc: John Stankey

Atachment
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