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FORM 10-Q
UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

(Mark One)

[X] QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934
For the Quarterly Period Ended June 30, 1998

or

[1 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d)
OF THE SECURITIES EXCHANGE ACT OF 1934
For the transition period to

Commission file number 0-15658

LEVEL 3 COMMUNICATIONS, INC.

(Exact name of registrant as specified in its @rart

Delaware 47-0210602
(State of Incorporation) (I.R.S. Employer
Identification No.)
3555 Farnam Street, Omaha, Nebraska 68131
(Address of principal executive offices) (Zip Code)

(402)-536-3677
(Registrant's telephone number,
including area code)

Indicate by check mark whether the registrant € filed all reports required to be filed by Seeti or 15(d) of the Securities Exchange
of 1934 during the preceding 12 months (or for sslobrter period that the registrant was requirefilésuch reports(s)), and (2) has been
subject to such filing requirements for the pastag@s. Yes X No

The number of shares outstanding of each clagseassuer's common stock, as of August 10, 1998:
Common Stock 306,479,016 shares
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LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Consolidated Condensed Statements of Operations
(unaudited)

Three Mont hs Ended Six Months Ended
June 30, June 30,

(dollars in millions, except share data) 1998 1997 1998 1997
Revenue $ 103 $81 %190 $ 161
Costs and Expenses:

Operating expenses 49 41 91 80
Depreciation and amortization 7 5 13 10
General and administrative expenses 55 19 103 35
Write-off of in process research

& development 115 - 115 -

Total costs and expenses 226 65 322 125
Earnings (Loss) from Operations (123) 16 (132) 36
Other Income (Expense):

Interest income 45 8 71 15
Interest expense, net (36) (4) (40) )
Other, net, principally equity losses of

unconsolidated entities 4) (3) (26) (6)
Total other income 5 1 5 2

Earnings (Loss) Before Income Taxes and
Discontinued Operations (118) 17 (127) 38

Income Tax (Provision) Benefit 2 B) 5 (20)

Earnings (Loss) from

Continuing Operations (116) 12 (122) 28
Discontinued Operations:

Gain on split-off of

construction operations - - 608 -
Gain on disposition of energy business,

net of income tax expense of $174 - - 324 -
Energy, net of income tax expense of

$5 and $7 - 9 - 13
Construction, net of income tax

expense of $23 and $33 - 35 - 50

Earnings from discontinued operations - 44 932 63

Net Earnings (Loss) $(116) $56 $810 $ 91

Earnings (Loss) Per Share:
Continuing Operations:

Basic $(.39) $.06 $(41) $0.12
Diluted $(.39) $.06 $(41) $0.12
Discontinued Operations:

Basic $ - $.03 $3.14 $0.05
Diluted $ - $.03 $3.14 $0.05
Net Earnings (Loss):

Basic $(.39) $.09 $2.73 $0.17
Diluted $(.39) $.09 $2.73 $0.17

Net Earnings (Loss), excluding gain on
split-off of construction operations:

Basic $ (.39) $.09$ .68 $0.17

Diluted $(.39) $.09$ .68 $0.17




See accompanying notes to consolidated condenssucial statements.

LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Consolidated Condensed Balance Sheets

J
(dollars in millions, except share data) (u
Assets

Current Assets

Cash and cash equivalents $
Marketable securities

Restricted securities

Accounts receivable

Investment in discontinued operations - energy

Other
Total Current Assets

Property, Plant and Equipment, less
accumulated depreciation and amortization
of $224 and $228

Investments

Investment in Discontinued Operations - Constructio

Other Assets

une 30,
1998

December 27,
1997

naudited)

$4,719

See accompanying notes to consolidated condensaucial statements.

LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Consolidated Condensed Balance Sheets

(dollars in millions, except share data)
Liabilities and Stockholders' Equity

Current Liabilities:

Accounts payable

Current portion of long-term debt

Accrued reclamation and other mining costs
Accrued interest

Deferred income taxes

Income taxes payable

Other

Total Current Liabilities

Long-Term Debt, less current portion
Deferred Income Taxes

Accrued Reclamation Costs

Other Liabilities

Stockholders' Equity:

Preferred stock, no par value, authorized
10,000,000 shares; no shares outstanding
in 1998 and 1997

Common Stock, $.01 par value in 1998:
Common Stock (Class D in 1997),
authorized 500,000,000 shares;
306,252,930 shares outstanding in 1998 and
271,034,280 outstanding in 1997

Class B, no shares outstanding in 1997
Class C, 10,132,343 outstanding in 1997

Additional paid-in capital

Accumulated other comprehensive income (loss)

Retained earnings

Total Stockholders' Equity

June 30, December 27,
1998 1997
(unaudited)
$ 52 $ 31
5 3
13 19
35 2
14 15
34 -

22 19
175 89
2,137 137
65 83
101 100
140 140
3 8

1
691 427
8 (5)
1,399 1,799
2,101 2,230
$4,719 $2,779




See accompanying notes to consolidated condensaucial statements.

LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Consolidated Condensed Statements of Cash Flows

(unaudited)
Six Months Ended
June 30,

(dollars in millions) 1998 1997
Cash flows from continuing operations:

Net cash provided by (used in) continuing operatio ns $ (158) $ 107
Cash flows from investing activities:

Proceeds from sales and maturities of

marketable securities 2,484 99
Purchases of marketable securities (4,713) (102)
Investments (22) (23)
Proceeds from sale of property, plant and

equipment and other investments 26 -
Capital expenditures (144) (12)
Other - 1

Net cash used in investing activities (2,369) (37)
Cash flows from financing activities:

Payments on long-term debt including current porti on (5) 2)
Issuance of long-term debt 1,937 16
Issuances of common stock 21 5
Proceeds from exercise of stock options 7 -
Dividends paid - (12)
Exchange of Class C Stock for Common Stock, net 122 72

Net cash provided by financing activities 2,082 79
Cash flows from discontinued operations:

Proceeds from sale of energy operations 1,159 -
Investments in discontinued energy operations - an

Net cash provided by (used in) discontinued opera tions 1,159 a7)
Cash and cash equivalents of C-TEC at the beginning of 1997 - (76)
Net change in cash and cash equivalents 714 56
Cash and cash equivalents at beginning of year 87 147
Cash and cash equivalents at end of period $ 801 $203

The activities of the Construction & Mining GroupJe been removed from the Consolidated Condensgensnts of Cash Flows.
See accompanying notes to consolidated condensaucfal statements.
LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES

Consolidated Statement of Changes in Stockhol&epsty For the six months ended June 30, 1998

(unaudited)

Class Common Other
B&C Stock Additional Accumulated

Common (Class D Paid-in Com prehensive Retained
(dollars in Stock in 1997) Capital Inc ome (Loss) Earnings Total
millions)
Balance at
December 28,1997 $ 1 $ 8 $ 427 $ (5) $1,799 $2,230

Common Stock:
Issuance of Common
Stock - 1 173 - - 174



Stock options exercised - 1 7 - (1) 7
Designation of par

value to $.01 - (8) 8
Stock dividend 1 (1)
Stock option grants 11
Income tax benefit from

exercise of options - - 11 - - 11
Issuance of Class
R Stock - - 92 - (92)
Forced conversion of
Class R Stock to
Common Stock 72 - (72)
Class C Stock:
Repurchases - - (25) - - (25
Conversion of debentures - - 10 - - 10
Net Earnings - - - - 810 810
Other Comprehensive
Loss - - - 2) - 2)
Split-off of
the Construction
& Mining Group @ - (94) 15 (1,045) (1,125)

11

Balance at
June 30, 1998 $-%$3 $691 $

[ee]

$1,399 $2,101

See accompanying notes to consolidated condensucial statements.
LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
Notes to Consolidated Condensed Financial Statement

1. Basis of Presentation

The consolidated condensed balance sheet of Le@eh3nunications, Inc. and subsidiaries ("Level Bthe "Company"), at December 27,
1997 has been condensed from the Company's alwditedce sheet as of that date. All other finarat@lements contained herein are
unaudited and, in the opinion of management, coratiiadjustments (consisting only of normal remgraccruals) necessary for a fair
presentation of financial position, results of @gtems and cash flows for the periods presented.ddémpany's accounting policies and ce
other disclosures are set forth in the notes ta@timsolidated financial statements contained irdbmpany's Annual Report on Form KQas
amended, for the year ended December 27, 1997eTmascial statements should be read in conjunctiith the Company's audited
consolidated financial statements and notes thefét® preparation of the consolidated condensehéiial statements in conformity with
generally accepted accounting principles requiraragement to make estimates and assumptions téett thfe reported amount of assets
liabilities, disclosure of contingent assets aatilities and the reported amount of revenue ampeeses during the reported period. Actual
results could differ from these estimates.

In 1997, the Company agreed to sell its energytasseCalEnergy Company, Inc. ("CalEnergy") andéparate the construction operations
("Construction & Mining Group") from the CompanynQanuary 2, 1998, the Company completed the §itte energy assets to CalEnergy.
On March 31, 1998, the Company completed the sfflitf the Construction & Mining Group to stockheld that held Class C Stock.
Therefore, the assets and liabilities and restiltgperations of both businesses have been clagsifialiscontinued operations on the
consolidated condensed balance sheet, statemenpeiations and cash flows for all periods presente

The Company is currently developing advanced bgsisepport systems. The external direct costsfoiae, materials and services, payroll
and payroll related expenses for employees direstfypciated with the project, and interest costsried when developing the business
support systems are capitalized. Upon completich@project, the total cost of the business sumy@tems will be amortized over its useful
life.

The Company is currently constructing its commuitiices network. Costs associated with the uncomgletgwork and interest expense
incurred during construction are capitalized. Agrsents of the network become operational, the sisg#itbe depreciated over their useful
lives.

The capitalized business support systems and nietvamrstruction costs incurred to date have beessifiad as assets under construction
within Property, Plant & Equipment in the accompagyconsolidated balance sheet.

The results of operations for the three and sixthmeanded June 30, 1998, are not necessarily indiaaf the results to be expected for the
full year.

On May 1, 1998, the Company's Board of Directo@ngfed Level 3's fiscal year end from the last Satyiin December to a calendar year
end. The additional five days in the 1998 fiscarywill be reflected in the Company's Forn-K for the period ended December 31, 1€



Where appropriate, items within the consolidatendemsed financial statements have been reclas#ifiedthe previous periods to conform
to current period presentation.

2. Reorganization - Discontinued Construction Ofiena

On March 31, 1998, a separation of the Companystiaction & Mining Group and Diversified Group wea@mpleted through the split-off
of the Construction and Mining Group (the "Splif“df

The Company recognized a gain of $608 million eqoidhe difference between the carrying value ef@onstruction & Mining Group and
its fair value in accordance with the Financial Agnting Standards Board Emerging Issues Tax Fasteel96-4. No taxes were provided on
this gain due to the tax-free nature of the Sgfit-the Company then reflected the fair value & @onstruction & Mining Group as a
distribution to the Class C stockholders.

In connection with the Split-off, Level 3 and therGtruction & Mining Group entered into various @gmnents including a Separation
Agreement, a Tax Sharing Agreement and an amendieel Management Agreement.

The Separation Agreement, as amended, providébdallocation of certain risks and responsibaitietween Level 3 and the Construction
& Mining Group and for cross-indemnifications tlaae intended to allocate financial responsibilityttie Construction & Mining Group for
liabilities arising out of the construction busiaemd to allocate to Level 3 financial respondipiior liabilities arising out of the non-
construction businesses. The Separation Agreensmabocates certain corporate-level risk exposma@ readily allocable to either the
construction businesses or the non-constructiombsses.

Under the Tax Sharing Agreement, with respect taogs, or portions thereof, ending on or before $ipét-off, Level 3 and the Construction
& Mining Group generally will be responsible forypag the taxes relating to such returns, including subsequent adjustments resulting
from the redetermination of such tax liabilitiesthy applicable taxing authorities, that are alldedo the non-construction businesses and
construction businesses, respectively. The Taxish&greement also provides that Level 3 and thasBaction & Mining Group will
indemnify the other from certain taxes and expetis&swould be assessed if the Split-off were deieed to be taxable, but solely to the
extent that such determination arose out of thadiréy Level 3 or the Construction & Mining Grougspectively, of certain representations
made to the Internal Revenue Service in connegtitinthe private letter ruling issued with resptcthe Split-off. If the Split-off were
determined to be taxable for any other reasongthkepses would be allocated equally to Level 3 &edCQonstruction & Mining Group. Finall
under certain circumstances, Level 3 would mak&ageliquidated damage payments to the Constru&idfining Group if the Split-off was
determined to be taxable, in order to indirectlynpensate Class C stockholders for taxes asseseadhgm in that event.

In connection with the Split-off, the Mine Managamégreement, pursuant to which the Constructiokli®ing Group provides mine
management and related services to Level 3's cimahgnoperations, was amended to provide the Coatstn & Mining Group with a right

of offer in the event that Level 3 were to deterenta sell any or all of its coal mining propertiesder the right of offer, Level 3 would be
required to offer to sell those properties to tlem€ruction & Mining Group. If the Construction &iMng Group were to decline to purchase
the properties at that price, Level 3 would be freesell them to a third party for an amount gre#ttan or equal to that price. If Level 3 were
to sell the properties to a third party, thus terating the Mine Management Agreement, it woulddwuired to pay the Construction &
Mining Group an amount equal to the discountedemesgalue of the Mine Management Agreement, detexthiif necessary, by an appraisal
process.

Following the Split-off, the Company's Common Stbegan trading on The Nasdag National Market oril Apd 998, under the symbol
"LVLT". In connection with the Split-off, the corrsiction business was renamed "Peter Kiewit Sons., ind the Class D Stock became the
common stock of Level 3 Communications, Inc. ("CoomStock™). Accordingly, the separate financiatestaents of Peter Kiewit Sons', Inc.
should be obtained to review the financial positibthe Construction & Mining Group as of March 3998 and December 27, 1997 and the
results of operations for the three months endertMa1, 1998 and the three and six months endesl 3uN1997.

The Company's certificate of incorporation gavelsholders the right to exchange their Class C Stocklass D Stock under a set
conversion formula. That right was eliminated assalt of the Split-off. To replace that conversi@ht, Class C stockholders received 6.5
million shares of a new Class R Convertible Std€{gss R Stock") in January 1998, which was coritvierinto Level 3 Common Stock in
accordance with terms ratified by stockholders @c@mber 1997. The Company reflected in the eqoitgpunts the exchange of the
conversion right and issuance of the Class R Stbitk fair value of $92 million at the date of tBplit-off.

On May 1, 1998, the Board of Directors of Level @@nunications, Inc. determined to force conversiball shares of the Company's Class
R Stock into common stock of the Company, effeckilay 15, 1998. The Class R Stock was convertedliet@l 3 Common Stock in
accordance with the formula set forth in the Ciedife of Incorporation of the Company. The formpitavides for a conversion ratio equal to
$25, divided by the average of the midpoints betwtbe high and low sales prices for Level 3 Comi8tatk on each of the fifteen trading
days during the period beginning April 9 and endimgil 30. The average for that period was $32ddjusted for the dividend issued August
10, 1998. Accordingly, each holder of Class R Stedeived .7778 of a share of Level 3 Common Stockach share of Class R Stock held.
In total 6.5 million shares of Class R Stock wesawerted into 5.1 million shares of Common Stodke Value of the Class R Stock at the
time of the forced conversion was $25 times thenilbon shares outstanding, or $164 million. Then@pany recognized the additional $72
million of value upon conversion of the Class Rc&tto Common Stock. As a result of the forced cosiom, certain adjustments were made
to the cost sharing and risk allocation provisiohthe Separation Agreement and Tax Sharing Agretlmtween the Company and Peter
Kiewit Sons', Inc. which reduced the costs andsrallocated to the Compar



The Company has embarked on a plan to becomelii¢aebased provider (that is, a provider that ewan leases a substantial portion of the
plant, property and equipment necessary to pratsdgervices) of a broad range of integrated comaations services. To reach this goal,
Company plans to expand substantially the busiofiés PKS Information Services, Inc. subsidiarg @o create, through a combination of
construction, purchase and leasing of facilitied ather assets, an international, end-to-end,iti@asibased communications network (the
"Business Plan"). The Company is designing the adtwased on Internet Protocol ("IP") technologwpider to leverage the efficiencies of
this technology to provide lower cost communicagiservices.

3. Discontinued Energy Operations

On January 2, 1998, the Company completed theo$dte energy assets to CalEnergy. Level 3 recaghan after-tax gain on the disposition
of $324 million and the after-tax proceeds of agpmately $967 million from the transaction will lssed to fund in part the Business Plan.
Results of operations for the period through Jan@af 998, were not considered significant andgi@ on disposition was calculated using
the carrying amount of the energy assets as of Deee27, 1997.

4. Earnings Per Share

Basic earnings per share have been computed Usingdighted average number of shares during eaaddp®iluted earnings per share hi
been computed by including stock options considésdae dilutive common stock equivalents.

The Company had a loss from continuing operationshfe periods ended June 30, 1998, thereforeptempial common shares related to
Company stock options have been included in thepetation of the diluted earnings per share bectheseesulting computation would be
anti-dilutive. For the periods ending June 30, 13®entially dilutive stock options are calculatediccordance with the treasury stock
method which assumes that proceeds from exerciak a@ftions are used to repurchase common stottieaverage market value. The
number of shares remaining after the proceedsxuausted represent the potentially dilutive effifdhe options.

The following details the earnings per share caloos for Level 3 Common Stock:

Three Months  Six Months
Ended June 30, Ended June 30,
1998 1997 1998 1997
Earnings (loss) from continuing
operations (in millions): $ (116) $ 12 $(122) $ 28
Earnings from discontinued operations - 9 932 13
Net earnings (loss) $ (116) $21 $810 $ 41

Total number of weighted average shares
outstanding used to compute basic
earnings per share (in thousands) 301,786 245,123 296,986 244,765

Additional dilutive stock options 540 - 540
Total number of shares used to
compute dilutive earnings per share 301,786 245,663 296,986 245,305
Continuing operations:
Basic earnings (loss) per share $(.39) $ .06 $ (41)$ 0.12
Diluted earnings (loss) per share $(.39) $ .06 $ (41)$ 0.12
Discontinued operations:
Basic earnings per share $ - $ .03 $ 3.14 $ 0.05
Diluted earnings per share $ - $ .03 $ 3.14 $ 0.05
Net earnings (loss):
Basic earnings (loss) per share $(.39) $ .09 $ 273 8% 0.17
Diluted earnings (loss) per share $(.39) $ .09 $ 273 % 0.17
Net earnings (loss) excluding gain on
split-off of construction operations:

Basic earnings (loss) per share $(.39) $ 09 $ 68 % 0.17

Diluted earnings (loss) per share $(.39) $ .09 $ 68 % 0.17




The Company has 19,718,014 options outstandingatesd not included in the computation of dilutedné@ags per share because to do so
would have been anti-dilutive for the three andmbnth periods ended June 30, 1998.

Effective August 10, 1998, and December 26, 198¥ QGompany issued dividends of one share and faues of Level 3 Common Stock
(previously Class D Stock) for each share of L&/€ommon Stock outstanding. All share informatiod ger share data have been restated
to reflect these dividends.

5. Acquisitions

On April 23, 1998, the Company acquired XCOM Teog@s, Inc. ("XCOM"), a privately held company tlts developed technology
which the Company believes will provide certain keynponents necessary for the Company to develapenface between its IP-based
network and the public switched telephone netwdhe Company issued approximately 5.3 million restd shares of Level 3 Common
Stock and 0.8 million options and warrants to pasghLevel 3 Common Stock in exchange for all thekstoptions and warrants of XCOM.

The Company accounted for this transaction, vaatekll 54 million, as a purchase. Of the total puseharice, $115 million was attributable
in-process research and development, and was tskamondeductible charge to earnings in the segoader of 1998. The purchase price
exceeded the fair value of the net assets acqbyré&B0 million which was recognized as goodwill.

XCOM's 1997 and 1998 operating results prior toatbguisition were not significant relative to then@pany's results.
6. Investments

In September 1997, C-TEC Corporation ("C-TEC") anmzed that its Board of Directors had approvedithaned restructuring of C-TEC
into three publicly traded companies effective 8agier 30, 1997. Under the terms of the restrugu@isT EC stockholders received stock in
the following companies:

Commonwealth Telephone Enterprises, Inc., contgittie local telephone group and related enginedirsiness;
Cable Michigan, Inc. containing the cable televisgperation; and

RCN Corporation, Inc. which consists of RCN TelecBatvices; C-TEC, existing cable systems in thed@wv¥Vashington D.C. corridor; and
the investment in Megacable S.A. de C.V., a capkrator in Mexico. RCN Telecom Services is a previof packaged local and long
distance telephone, video and internet accesscesrprovided over fiber optic networks to residardustomers.

As a result of the restructuring, Level 3 owns légnss 50% of each of the outstanding shares andgvaghts of each entity, and therefore
accounts for each entity using the equity method.

On June 4, 1998, Cable Michigan announced th&dtsd of Directors had reached a definitive agredrtesell the company to Avalon
Cable for $40.50 per share in a cash-for-stockstation, subject to certain possible closing adjesits. The transaction, which is subject to
stockholder and regulatory approval, is expectetldse in the fourth quarter of 1998. Level 3 expéa recognize a pre-tax gain of
approximately $90 million upon consummation of ttensaction.

The following is summarized financial informatiofithe three entities created as a result of theEC-Testructuring for the three and six
months ended June 30, 1998 and 1997, and as oB0WA®98 and December 31, 1997 (in millions):

Three Months  Six Months
Ended June 30, Ended June 30,
Operations: 1998 1997 1998 1997
Commonwealth Telephone Enterprises:
Revenue $ 56 $49%109 $ 95
Net income available to common stockholders 5 6 9 12
Level 3's share:
Net income 2 3 4 6
Goodwill amortization - - Q)
Equity in net income $ 2 $ 3$3 $5

Cable Michigan:

Revenue $ 22 $ 20 $43 $40
Net loss available to common stockholders  (5) ) ®) (@3
Level 3's share:

Net Loss 2 1 3 @

Goodwill amortization 1) @ @ @

Equity in net loss $ (3) $ (3)$(5 --é (4)



RCN Corporation:

Revenue $ 50 $ 31 $90 $61
Net loss available to common stockholders (49) (9) (117) (20)
Level 3's share:
Net loss (22) (5) (63) (10)
Goodwill amortization - - - -
Equity in net loss $ (22) $ (5) $(53) $(10)
Commonwealth
Telephone Cable RCN
Enterprises Michigan Corporation
Financial Position: 1998 1997 1998 1997 1998 1997
Current assets $71 871 $ 16% 23$1,226$ 703
Other assets 331 303 115 120 627 448
Total assets 402 374 131 143 1,8531,151
Current liabilities 78 76 21 16 148 70
Other liabilities 277 260 156 166 1,228 708
Minority interest - - 14 15 36 16
Total liabilities 355 336 191 197 1,412 794
Net assets (liabilities) $ 47 $ 38 $ (60) $(54) $ 441 $ 357

Level 3's share:

Equity in net
assets (liabilities) $ 23 ¢ 18 $(29) $(26) $ 182$173
Goodwill 56 57 70 72 - 4

$79%75 $ 41 $46 $182%214

The Company recognizes gains from the sale, isguand repurchase of stock by its subsidiaries godyemethod investees once any
unamortized goodwill associated with the investntergt been reduced to zero. During 1998, RCN issteed in a public offering and for
certain acquisitions. The increase in the Compasrgportionate share of RCN's net assets as a mdhkese transactions eliminated the
unamortized goodwill attributable to the Compamypestment in RCN and resulted in a pre-tax gaifizdf million to the Company in the
second quarter of 1998.

On June 30, 1998, Level 3 owned 48%, 48% and 41#teobutstanding shares of Commonwealth Telephdakle Michigan and RCN,

respectively. The market value of the Company'sstment in the three entities on June 30, 1998 3234 million, $130 million and $516
million, respectively.

7. Long Term Debt

On April 28, 1998, the Company received $1.94 dmillof proceeds from an offering of $2 billion aggmee principal amount 9.125% Senior
Notes Due 2008 (the "Senior Notes"). The SenioeBlatre senior, unsecured obligations of the Companking pari passu with all existil
and future senior unsecured indebtedness of thep@oyn The Senior Notes contain certain covenartighnwamong others, limit consolidat
debt, dividend payments, and transactions withiaffis. The Company is using the net proceedseoStmior Notes in connection with the
implementation of its Business Plan to increasetsutially its information services business andxpand the range of services it offers by
building an advanced international, facilities-lhsemmunications network based on IP technologyt Bsuance costs of $65 million have
been capitalized and will be amortized over thmtef the notes. The Company capitalized $1 milbéimterest expense and amortized debt
issuance costs related to network constructionsgatéms development projects in the second quafrted98.

8. Level 3 Stock Plan

Subsequent to the Split-off, the Company adoptedéhognition provisions of Statement of Finangietounting Standards ("SFAS") No.
123, "Accounting for Stock Based Compensation" @SHWNo. 123") when it adopted an outperform stockaspprogram ("OSQO"). Under
SFAS No. 123, the fair value of an option (as corag@un accordance with accepted option valuatiodetg) on the date of grant is amortized
over the vesting period of the option. The recagniprovisions of SFAS No. 123 are applied prospebt upon adoption. As a result, they
are applied to all stock awards granted in the péadoption and are not applied to awards graimgdevious years unless those awards are
modified or settled in cash after adoption of theognition provisions.

The OSO program was designed by the Company sdadhsibckholders receive a market return on tineiestment before OSO holders
receive any return on their options. The Comparigbes that the OSO program aligns directly manageis and stockholders' interests by
basing stock option value on the Company's alititgutperform the market in general, as measuratidyptandard & Poor's ("S&P") 500
Index. Participants in the OSO program do not zeadiny value from options unless the Level 3 Com@imck price outperforms the Sé



500 Index. When the stock price gain is greatem tha corresponding gain on the S&P 500 Indexy#iee received for options under the
OSO plan is based on a formula involving a mukiptelated to the level by which the Level 3 ComnStock outperforms the S&P 500
Index. To the extent that the Level 3 Common Stmaiperforms the S&P 500, the value of OSOs to dimoolder may exceed the value of
non-qualified stock options.

The Company believes that the fair value methoalcebunting more appropriately reflects the substafiche transaction between an entity
that issues stock options, or other stock-baseadiments, and its employees and consultants; shanientity has granted something of value
to an employee and consultants (the stock optiatrar instrument) generally in return for theinioued employment and services. The
Company believes that the value of the instrumesmitgd to employees and consultants should be memmyin financial statements because
nonrecoghnition implies that either the instrumdrasge no value or that they are free to employedscansultants, neither of which is an
accurate reflection of the substance of the traiwadAlthough the recognition of the value of thetruments results in compensation or
professional expenses in an entity's financiakstants, the expense differs from other compensatidrprofessional expenses in that these
charges will not be settled in cash, but rathenegally, through issuance of common stock.

The Company believes that the adoption of SFASI28.will result in material non-cash charges torapens in 1998 and thereafter. The
amount of the non-cash charge will be dependent apaumber of factors, including the number of amgigranted and the fair value of each
option estimated at the time of its grant. The esgerecognized for options granted to employeesansultants for services performed for
the three and six months ended June 30, 1998, Yvaslfon and $11 million, respectively. On a parta basis, adopting SFAS No. 123
would not have had a material effect on the resiltsperations for the three and six month periods997.

9. Comprehensive Income

In the first quarter of 1998, the Company adoptEAS No. 130, "Reporting Comprehensive Income." Stamdard requires the display and
reporting of comprehensive income which includésl@nges in stockholders' equity with the exceptibadditional investments by
stockholders or distributions to stockholders. Coghpnsive income for the Company includes net egsnloss), unrealized gains (losses
securities and foreign currency translation adjestts, which are charged or credited to the cunuddtanslation account within stockhold
equity.

Comprehensive income (loss) for the three and sirths ended June 30, 1998 and 1997 was as followsil{ions):

Three Mo nths Six Months
Ended Ju ne 30, Ended June 30,
1998 1997 1998 1997
Net earnings (loss) $ (116) $ 56 $810 $ 91
Other comprehensive income before tax:
Foreign currency translation adjustments, - B3 1 (2)
Unrealized holding gains (losses)
arising during period (5) 4 3 (21
Reclassification adjustment for
(gains) losses included in net earnings (3) - (8
Other comprehensive (loss), before tax  (8) @ @ (22
Income tax benefit related to items of
other comprehensive income 3 1 2 7
Other comprehensive (loss) net of taxes  (5) 6) (2 (15
Comprehensive income (loss) $(121) $ 50 $808 $ 76

10. New Accounting Pronouncements

In 1997, the Financial Accounting Standards Boastiéd SFAS No. 131, "Disclosures about Segmeras &hterprise and Related
Information”, ("SFAS No. 131") which changes thewpaiblic companies report information about segmeBFAS No0.131, which is based
on the management approach to segment reportihgdge requirements to report selected segmentivation quarterly, and entity wide
disclosures about products and services, majoorests, and geographic data. This statement iste#efor financial statements for periods
beginning after December 15, 1997. The Companyreiléct the adoption of SFAS No. 131 in its DecemBl, 1998 financial statements.

On March 4, 1998, the Accounting Standards Exeeufiummittee (ACSEC) issued Statement of Positief,9&\ccounting for the Costs of
Computer Software Developed or Obtained for Intetds", ("SOP 98-1"). The effective date of thispouncement is for fiscal years
beginning after December 15, 1998, however, eaajiplication is encouraged and the Company is axtoayfor this cost in accordance with
SOP 98-1 in 1998.

On April 3, 1998, the AcSEC issued Statement oftloms98-5, "Reporting on the Costs of Start-Up isites" ("SOP 98-5"), which provides
guidance on the financial reporting of start-up arghnization costs. It requires costs of star&efvities and organization costs to be
expensed as incurred. SOP 98-5 is effective fanftial statements for fiscal years beginning december 15, 1998. The Company is
required to reflect the initial application of SOB-5 as the cumulative effect of a change in accogmiinciple, as described in Accounti



Principles Board Opinion No. 20, Accounting Chandesa result of the cumulative effect of a chaimgaccounting treatment, the Company
expects to record a charge to earnings in thediratter of 1999 for any unamortized staptor organization costs as of the beginning o]

On June 15, 1998, the FASB issued Statement ofiEiakAccounting Standards No. 133, "AccountingBarivative Instruments and
Hedging Activities" (SFAS No. 133). SFAS No. 133%ffective for fiscal years beginning after June 1999 (January 1, 2000 for the
Company). SFAS No. 133 requires that all derivatinstruments be recorded on the balance shee¢ #ithvalue. Changes in the fair valut
derivatives are recorded each period in curremtiegs or other comprehensive income, dependingluethver a derivative is designated as
part of a hedge transaction and, if it is, the tgphedge transaction. The Company does not clyratilize derivative instruments, therefore
the adoption of SFAS No. 133 is not expected tehasignificant effect on the Company's resultspefrations or its financial position.

11. Business Development

On March 23, 1998, the Company and Frontier Comoatiains International, Inc. ("Frontier") enteretbian agreement ("Frontier
Agreement") enabling the Company to lease appraein®,300 miles of OC-12 network capacity on Frerg new 13,000 mile SONET
fiber optic, IP-capable network currently under stoaction for a period of up to five years. Theskeg network will initially connect 15 of the
larger cities across the United States. While maggiian aggregate minimum payment of $165 millieerats five-year term, the Frontier
Agreement does not impose monthly minimum conswngiquirements on the Company, allowing the Comparrder, alter or terminate
circuits as it deems appropriate. The Company @ggeaecognize these costs as the leased netwatkized, beginning in the third quarter
of 1998.

On April 2, 1998, the Company announced it hadhved@ definitive agreement with Union Pacific Reald Company ("Union Pacific")
granting the Company rights-afay along Union Pacific's rail routes for constioitof the Company's North American intercity netkorhe
Company expects that the Union Pacific agreeméhsatisfy substantially all of its anticipated higof-way requirements west of the
Mississippi River and approximately 50% of the tigfiway requirements for its North American iniéyaetwork. The agreement provides
for initial fixed payments of up to $8 million torlibn Pacific upon execution of the agreement analighout the construction period,
recurring payments in the form of cash, communicegicapacity, and other communications servicesdbas the number of conduits that are
operational and certain construction obligationthefCompany to provide fiber or conduit connedifar Union Pacific at the Company's
incremental cost of construction.

On June 23, 1998, the Company signed a master easagreement with Burlington Northern and Sant®&éwvay Company ("BNSF").
The agreement grants Level 3 right-of-way acce&NSF rail routes in as many as 28 states, ovechwta build its network. Under the
easement agreement, Level 3 will make annual patstte BNSF and provide communications capacity MSB for its internal requiremen
The amount of the annual payments is dependent tiigomumber of conduits installed, the number ofduats with fiber, and the number of
miles of conduit installed along BNSF's route.

On June 18, 1998, Level 3 selected Peter KiewisSdme. ("Kiewit") to build its 15,000 mile intetg communications network. The overall
cost of the project is estimated at $2 billion. €onction of the network has begun in the thirdrtgreof 1998 and is expected to be compls

by 2001. The contract provides that Kiewit be raimsied for its costs relating to all direct and iedt project level costs. In addition, Kiewit
will have the opportunity to earn an award fee thitltbe based on cost and speed of constructioality, safety and program management.
The award fee will be determined by Level 3's assest of Kiewit's performance in each of thesesarea

12. Other Matters

Prior to the Split-off, as of January 1 of eachrydalders of Class C Stock had the right to con@aiss C Stock into Class D Stock, subject
to certain conditions. In January 1998, holder€lakss C Stock converted 2.3 million shares, witademption value of $122 million, in to 21
million shares of Level 3 Common Stock (formerha&d D Stock).

The Company is involved in various lawsuits, claensl regulatory proceedings incidental to its besin Management believes that any
resulting liability for legal proceedings beyonéatiprovided should not materially affect the Compafinancial position, future results of
operations or future cash flows.

13. Subsequent Events

On July 20, 1998, Level 3 entered into a netwomkstaction cost-sharing agreement with INTERNEXT(, a subsidiary of NEXTLINK
Communications, Inc. valued at $700 million. Theeggnent calls for INTERNEXT to acquire the righutse 24 fibers and certain associated
facilities installed along the entire route of LE8&s 15,000 mile intercity fiber optic networktime United States. INTERNEXT will pay Ley

3 as segments of the intercity network are comgleteich will offset the capital expenditures magethie Company for the network.

The network as provided to INTERNEXT will not inde the necessary electronics that allow the fib@atry communications transmissic
INTERNEXT will be restricted from selling or leagjtiiber to unaffiliated companies for the next fgears. Also, under the terms of the
agreement, INTERNEXT has the right to an additiauadduit for its exclusive use and to share castkcapacity in certain future fiber cable
installations in Level 3 conduits.

LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES



Management's Discussion and Analysis of Financtaddtion and Results of Operations

The following discussion should be read in conjiorctvith the Company's consolidated condensed fimhistatements (including the notes
thereto), included elsewhere herein. This docurnentains forward looking statements and informatfat are based on the beliefs of
management as well as assumptions made by andniation currently available to the Company. Wherdusehis document, the words

"anticipate", "believe", "estimate" and "expect'tlaimilar expressions, as they relate to the Compaits management, are intended to
identify forward-looking statements.

Such statements reflect the current views of the@oy with respect to future events and are subjestrtain risks, uncertainties and
assumptions. Should one or more of these riskscentainties materialize, or should underlying agstions prove incorrect, actual results
may vary materially from those described in thiswuoent.

Recent Developments
Split-off

In October 1996, the Board of Directors of the Camp(the "Board") directed management of the Compampursue a listing of the
Company's Class D Diversified Group Convertible liamgeable Common Stock, par value $.0625 per ¢tieréClass D Stock”), as a way

to address certain issues created by the Compiueyiswo-class capital stock structure and the neeadtract and retain the best management
for the Company's businesses. During the courfis ekamination of the consequences of a listinthefClass D Stock, management
concluded that a listing of the Class D Stock wawtladequately address these issues, and instgad ko study a separation of the
construction operations ("Construction Group") frima other businesses of the Company (the "DivedsiBroup”), thereby forming two
independent companies. At the regular meetingeBtbard on July 23, 1997, management submitteldet®bard for consideration a propc

for separation of the Construction Group and theeBiified Group through a split-off of the Constian Group (the "Split-off"). At a special
meeting on August 14, 1997, the Board approvedbiii-off.

The separation of the Construction Group and theiBified Group was contingent upon a number ofl@é@ns, including the favorable
ratification by a majority of the holders of bottetCompany's Class C Construction & Mining GrougtReted Redeemable Convertible
Exchangeable Common Stock, par value $.0625 pee gtiee "Class C Stock"), and the Class D Stoc#,tha receipt by Company of an
Internal Revenue Service ruling or other assuraicceptable to the Board that the separation woelld-free to U.S. stockholders. On
December 8, 1997, the holders of Class C StockCdass D Stock approved the Split-off and on Marchd®8, the Company received a
favorable private letter ruling from the Interna\Rnue Service. The Split-off occurred on March1®B88. In connection with the Split-off,
(i) the Company exchanged each outstanding shatéast C Stock for one share of Common Stock of Hilgings, Inc. ("New PKS"), the
company formed to hold the Construction Group, kicl eight-tenths of a share of the Company's Ga€onvertible Common Stock, par
value $.01 per share (the "Class R Stock"), wash#d, (i) New PKS was renamed "Peter Kiewit Sdne.," (iii) the Company was renarnr
"Level 3 Communications, Inc." and (iv) Class D &tevas designated as common stock, par value £0&hare ("Common Stock"). As a
result of the Split-off, the Company no longer ovany interest in New PKS or the Construction GroAgrordingly, the separate financial
statements and management's discussion and anaiyisiancial condition and results of operatiofi$eter Kiewit Sons', Inc. should be
obtained to review the financial position of thenStuction Group as of March 31, 1998 and DecerBBed 997, and the results of operations
for the three months ended March 31, 1998 andhtteetand six months ended June 30, 1997.

On March 31, 1998, as a result of the Split-of§ @ompany recognized, within discontinued operatiangain of $608 million equal to the
difference between the carrying value of the Cartsion Group and its fair value in accordance Witiancial Accounting Standards Board
Emerging Issues Task Force Issue 96-4. No taxes previded on this gain due to the tax-free natdithe Split-off. Also on March 31,
1998, the Company reflected the fair value of tl@gruction Group as a distribution to the Clasgdckholders.

Listing of Common Stock
Effective April 1, 1998, the Company's Common Stbekan trading on The Nasdaq National Market utigesymbol "LVLT."
Conversion of Class R Stock

On May 1, 1998, the Board of the Company determinddrce conversion of all shares of the Compa@yéss R Stock into Common Stock
of the Company, effective May 15, 1998. The Clasdtétk was converted into the Company's CommonkStoaccordance with the formu
set forth in the Company's Certificate of Incorgima. The formula provides for a conversion ratipal to $25, divided by the average of the
midpoints between the high and low sales priceshieiCompany's Common Stock on each of the fiftesing days during the period
beginning April 9 and ending April 30, 1998. Thateage for that period was $32.14, adjusted fodthielend issued August 10, 1998.
Accordingly, each holder of Class R Stock receivét¥8 of a share of Common Stock for each sha@asfs R Stock held. In total, the 6.5
million shares of Class R Stock were converted ffomillion shares of Common Stock on May 15, 1998a result of the forced
conversion, certain adjustments were made to thestmring and risk allocation provisions of the&ation Agreement and Tax Sharing
Agreement between the Company and Peter Kiewit'Slores which reduced the costs and risks alloctdgtie Company.

Conversion of Class C Stock in January 1998



Prior to the Split-off, as of January 1 of eachrydalders of Class C Stock had the right to con@aiss C Stock into Class D Stock, subject
to certain conditions. In January 1998, holder€laks C Stock converted 2.3 million shares, witademption value of $122 million, into 21
million shares of Level 3 Common Stock (formerha&d D Stock).

CalEnergy Transaction

In January 1998, the Company and CalEnergy Compaay("CalEnergy") closed the sale of the Compameyiergy assets to CalEnergy (the
"CalEnergy Transaction"). The Company received @eds of approximately $1.16 billion and recogniaadafter-tax gain of $324 million in
the first quarter of 1998. The after-tax proceedmfthis transaction of approximately $967 milliwill be used to fund in part the Company's
planned expansion of its information services bessnand the development of an advanced interngtfaedities-based communications
network based on Internet Protocol ("IP") techngl¢dBusiness Plan").

Stock Options

Subsequent to the Split-off, the Company adoptedédhognition provisions of Statement of Finangietounting Standards No. 123,
"Accounting for Stock Based Compensation" ("SFAS N23") when it adopted an outperform stock oppioogram ("OSO"). Under SFAS
No. 123, the fair value of an option (as computeddcordance with accepted option valuation modeishe date of grant is amortized o
the vesting period of the option. The recognitioovisions of SFAS No. 123 are applied prospectivgdgn adoption. As a result, they are
applied to all stock awards granted in the yeadufption and are not applied to awards grantedavigus years unless those awards are
modified or settled in cash after adoption of theognition provisions. The OSO program was desidnyeitie Company so that its
stockholders receive a market return on their itnmeat before OSO holders receive any return om tigtions. The Company believes that
the OSO program aligns directly management's arakisblders' interests by basing stock option valu¢he Company's ability to outperfo
the market in general, as measured by the StaddBabr's ("S&P") 500 Index. Participants in the Of@gram do not realize any value
from options unless the Level 3 Common Stock poiegperforms the S&P 500 Index. When the stock pyiie is greater than the
corresponding gain on the S&P 500 Index, the vedgeived for options under the OSO plan is basea fmnmula involving a multiplier
related to the level by which the Level 3 Commooc&toutperforms the S&P 500 Index. To the exteat the Level 3 Common Stock
outperforms the S&P 500, the value of OSOs to divoholder may exceed the value of non-qualifietis options.

The Company believes that the fair value methoalcebunting more appropriately reflects the substarfiche transaction between an entity
that issues stock options, or other stock-basdcuiments, and its employees and consultants; shahientity has granted something of value
to an employee and consultants (the stock optimthar instrument) generally in return for theinioued employment and services. The
Company believes that the value of the instrumesmitgd to employees and consultants should be memmyin financial statements because
nonrecognition implies that either the instrumdrdge no value or that they are free to employedsansultants, neither of which is an
accurate reflection of the substance of the traiwadAlthough the recognition of the value of thetruments results in compensation and
professional expenses in an entity's financiakstants, the expense differs from other compensatidrprofessional expenses in that these
charges will not be settled in cash, but rathemegally, through issuance of common stock.

The Company believes that the adoption of SFASI28.will result in material non-cash charges torapens in 1998 and thereafter. The
amount of the non-cash charge will be dependem apaumber of factors, including the number of amigranted and the fair value of each
option estimated at the time of its grant. The esgerecognized for options granted to employeesansultants for services performed for
the three and six months ended June 30, 1998, 9vaslfon and $11 million, respectively.

Frontier Agreement

On March 23, 1998, the Company and Frontier Comoatiuins International, Inc. ("Frontier") enteretbilmn agreement ("Frontier
Agreement") enabling the Company to lease appraein®,300 miles of OC-12 network capacity on Frerg new 13,000 mile SONET
fiber optic, IP-capable network currently under stoaction for a period of up to five years. Theskeg network will initially connect 15 of the
larger cities across the United States. While mgiian aggregate minimum payment of $165 millieerats five-year term, the Frontier
Agreement does not impose monthly minimum conswngiquirements on the Company, allowing the Comparrder, alter or terminate
circuits as it deems appropriate. The Company @xgeaecognize these costs as the leased netwotkized beginning in the third quarter
of 1998.

Union Pacific Rights-of-Way

On April 2, 1998, the Company announced it hadhed@ definitive agreement with Union Pacific Readl Company (the "Union Pacific
Agreement”) granting the Company the use of appnaieély 7,800 miles of rights-of-way along Union Fiats rail routes for construction of
the Company's North American intercity network. T@mpany expects that the Union Pacific Agreemelhsatisfy substantially all of its
anticipated right-of-way requirements west of this$ssippi River and approximately 50% of the rightvay requirements for its North
American intercity network. The agreement proviftgsnitial fixed payments of up to $8 million torlibn Pacific upon execution of the
agreement and throughout the construction peramjrring payments in the form of cash, communicaticapacity, and other
communications services based on the number ofuitsnithat are operational and certain construaioligations of the Company to provide
fiber or conduit connections for Union Pacific la¢ tCompany's incremental cost of construction.

XCOM Technologies, Inc. Acquisition



On April 23, 1998, the Company acquired XCOM Tedbgs, Inc. ("XCOM"), a privately held company theas developed technology
which the Company believes will provide certain keynponents necessary for the Company to develapenface between its IP-based
network and the public switched telephone netwdhe Company issued approximately 5.3 million shafdsevel 3 Common Stock and 0.8
million options and warrants to purchase Level 3n@mn Stock in exchange for all the stock, optioms warrants of XCOM.

The Company accounted for this transaction, vaatekll 54 million, as a purchase. Of the total puseharice, $115 million was attributable
in-process research and development, and was éskamondeductible charge to earnings in the segoader. The purchase price exceeded
the fair value of the net assets acquired by $3omiwhich was recognized as goodwill.

Senior Notes

On April 28, 1998, the Company received $1.94 dmilof proceeds from an offering of $2 billion aggmee principal amount 9.125% Senior
Notes Due 2008 (the "Senior Notes"). The SenioeBlatre senior, unsecured obligations of the Companking pari passu with all existil
and future senior unsecured indebtedness of thep@ayn The Senior Notes contain certain covenartigshmamong others, limit consolidat
debt, dividend payments and transactions withiaféis. The Company is using the net proceeds dsé¢iméor Notes in connection with the
implementation of its Business Plan.

Burlington Northern Sante Fe Rights-of-Way

On June 23, 1998, the Company signed a master easegreement with Burlington Northern and Sant®&éroad Company ("BNSF").
The agreement grants Level 3 right-of-way acce®&NSF rail routes in as many as 28 states overhwioiduild its network. Under the
easement agreement, Level 3 will make annual patgierBNSF and provide communications capacity NSB for its internal requiremen
The amount of the annual payments is dependent tiygomumber of conduits installed, the number ofdeits with fiber, and the number of
miles of conduit installed along BNSF's route.

Network Construction Contract

On June 18, 1998, Level 3 selected Peter KiewisSdme. ("Kiewit") to build its 15,000 mile intetg communications network. The overall
cost of the project is estimated at $2 billion. ouction of the network has begun in the thirdrtgreof 1998 and is expected to be compls

by 2001. The contract provides that Kiewit be raimsied for its costs relating to all direct and iedt project level costs. In addition, Kiewit
will have the opportunity to earn an award fee thitltbe based on cost and speed of constructioality, safety and program management.
The award fee will be determined by Level 3's assest of Kiewit's performance in each of thesesarea

NEXTLINK Agreement

On July 20, 1998, Level 3 entered into a netwomkstaction cost-sharing agreement with INTERNEXT(, a subsidiary of NEXTLINK
Communications, Inc. valued at $700 million. Theeggnent calls for INTERNEXT to acquire the righutse 24 fibers and certain associated
facilities installed along the entire route of LE8&s 15,000 mile intercity fiber optic networktime United States. INTERNEXT will pay Ley

3 as segments of the intercity network are comgleteich will offset the capital expenditures magethie Company for the network.

The network as provided to INTERNEXT will not inde the necessary electronics that allow the fib@atry communications transmissic
INTERNEXT will be restricted from selling or leagjtiiber to unaffiliated companies for the next fgears. Also, under the terms of the
agreement, INTERNEXT has the right to an additiauadduit for its exclusive use and to share castkcapacity in certain future fiber cable
installations in Level 3 conduits.

Results of Operations

In late 1997, the Company announced a plan to &sersubstantially its information services busiresbto expand the range of services it
offers by building an advanced, international, lfaes-based communications network based on IRnelogy. Since the Business Plan
represents a significant expansion of the Compamytsmunications and information services busintaesCompany does not believe that the
Company's financial condition and results of operet for prior periods will serve as a meaningfication of the Company's future
financial condition or results of operations. Then@pany expects to incur substantial net operatingds for the foreseeable future, and there
can be no assurance that the Company will be aldeltieve or sustain operating profitability in fhaure.

Revenue for the quarters ended June 30, is sumedaaiz follows (in millions):

199 8 1997
Communications and Information Services $ 36 $ 24
Coal Mining 62 54
Other 5 3

$1 03 $ 81



Communications and Information Services revenusistsof computer outsourcing revenue of $16 nm|ligystems integration revenue of
$14 million and $6 million of communications revenfuom XCOM, subsequent to its acquisition on AgAl 1998. XCOM's revenue is
derived primarily from reciprocal compensation feagd by a regional telephone company. The comfaahounts in 1997 for computer
outsourcing and systems integration were $13 miléiod $11 million, respectively. Computer outsaugaievenues increased due to the
addition of several new customers throughout 19®@.increase in systems integration revenue wasapily attributable to $2 million of
revenue from DataBase Technologies, a firm acquosethe Company on April 8, 1998. Revenue from camitations services is expected
to increase in the third and fourth quarters asbmpany begins to recognize revenue from its l&ted services.

Coal mining revenue increased $8 million in theosecquarter of 1998 compared to the same perid@97. Additional alternate source coal
sales to Commonwealth Edision was partially offsethe expiration of other long term contractshat ¢énd of 1997 and lower priced contr:
with new customers in 1998.

Operating Expenses increased 20% in 1998 to $4BmiDverall, margin, as a percentage of revemas, consistent with that of 1997 for
communications and information services businesdes . early termination of a large contract in Maoflthis year for the systems integrat
business, resulted in lower staff utilization andiegrease in margins. Margins for the computeraautsng business improved as it had
incurred significant migration costs in the secondrter of 1997 for new customers. Migration castsexpensed as incurred and were lower
in the second quarter of 1998. Margins on coalksialereased 2% in the second quarter of 1998. Amrease in sales of the higher margin
alternate source coal was partially offset by lomargins on coal sold by the Company's mines.rifezu market conditions continue, the
Company will experience a significant decline imlcevenue and earnings over the next several ysaiglivery requirements under long-
term contracts decline as these long-term contltzg to expire.

Depreciation Expense increased $2 million in 13987 million. Depreciation on equipment for compudatsourcing contracts and
depreciation and amortization of assets acquireddérKCOM acquisition are primarily responsible fioe increase. Additional depreciation is
expected beginning in the third quarter of 1998 mvthee Company commences operations on a portide b# network.

General and Administrative Expenses increasedfgigntly in 1998 to $55 million from $19 million ih997 primarily due to the cost of
activities associated with preparing for the expeddaunch of the IP related services in the thirdrtgr of 1998. The Company incurred
incremental compensation and travel costs for tistantial number of new employees that have bied to begin implementation of the
Business Plan, legal costs associated with obtiitenses, agreements and technical facilitiesather development costs associated with
the Company's plans to begin offering serviceshit1S. cities in the fall of 1998. In addition teetcosts to expand the communications and
information services businesses, the Company reddd million of noncash compensation and profesdiservice expenses in the second
guarter of 1998 for expenses recognized under FASLR3. General and administrative costs are eggdotincrease significantly in future
periods as the Company implements the Business Plan

Write-off of In Process Research and Developmerst $24.5 million in 1998. The in process researchdeelopment costs were the portion
of the purchase price allocated to the telephoh&ark-to-IP network bridge technology acquired bg Company in the XCOM transaction
and were estimated through formal valuation, aB®tillion. In accordance with generally acceptedoamting principles, the $115 million
was taken as a nondeductible charge against earimirige second quarter of 1998.

EBITDA which consists of earnings (losses) befotteriest, income taxes, depreciation, amortizationcash stock-based compensation and
other non-operating income or expenses was $8omilli 1998 and $21 million in 1997. The primarysea for the decrease between periods
is the significant increase in general and admiaiiste expenses, described above, incurred in atiomewith the implementation of the
Company's Business Plan. EBITDA is commonly useitiéncommunications industry to analyze companmethe basis of operating
performance. EBITDA is not intended to represeshdiow for the periods. See Consolidated Condefsattments of Cash Flows.

Interest Income increased significantly in 199%4& million from $8 million in 1997 as the CompangVerage cash, cash equivalents and
marketable securities balance approximated $3lidrbih the second quarter of 1998. The Companyesame cash, cash equivalents and
marketable securities balance approximated $62%mih 1997. Pending utilization of the cash eglénts and marketable securities in
implementing the Business Plan, the Company intemdssest the funds primarily in government andgrmmental agency securities. This
investment strategy will provide for less yield ttve funds, but is expected to reduce the risk itecypal prior to using the funds in
implementing the Business Plan.

Interest Expense increased significantly in 199836 million from $4 million in 1997. Interest expge increased substantially due to the
completion of the offering of $2 billion aggregaméncipal amount of 9.125% Senior Notes Due 2088¢esl on April 28, 1998. The
amortization of $65 million of debt issuance castsociated with the Senior Notes also increasedeisit expense in the second quarter. The
Company capitalized $1 million of interest expeasenetwork construction and systems developmenegis

Other Expense, net increased slightly in 1998 ton#idon. The decline is due to the losses incusgdhe Company's equity method
investees, primarily RCN Corporation, Inc. ("RCNRCN is a full service provider of local, long diste internet and cable television
services to primarily residential users in the édnpopulated areas of the Northeast United St&EH is incurring significant costs in
developing its business plan including the acqoisé of several internet service providers. The Gany recorded $22 million of equity
losses attributable to RCN in the second quartd988. Partially offsetting these losses was thie ga RCN's stock activity. In 1998, RCN
issued stock through a public offering and for @iericquisitions. These issuances resulted in eedee in the Company's ownership
percentage but an increase in the Company's piopaté share of RCN's equity. The Company firstiadghis increase against the goody
previously established for RCN, and then recognaed-tax gain of $21 million in the second quarter 0989Also included in Othe



Expense are equity earnings in Commonwealth Telepmterprises, Inc., a Pennsylvania public utpitgviding telephone service, equity
losses of Cable Michigan, Inc., a cable televisiparator in the State of Michigan, of marketableusigies, investments and other assets each
not individually significant to the Company's resudf operations.

Income Tax Benefit differs from the statutory ratel 998 primarily due to the $115 million nondedbigt write-off of the research and
development costs acquired in the XCOM acquisitidre income tax provision in 1997 is slightly beltve statutory rate due primarily to
depletion allowances, tax exempt interest inconteather individually insignificant deductions f@xtpurposes in excess of that recognized
for financial reporting purposes.

Six Months 1998 vs. Six Months 1997

Revenue for the six months ended June 30, is suimmadaais follows (in millions):

1998 1997
Communications and Information Services $ 65 $ 40
Coal Mining 115 115
Other 10 6

$190 $161

Revenue increased 18% to $190 million in 1998Hergix months ended June 30, 1998 compared t@the period in 1997. Systems
integration revenue increased 88% to $29 milliod988. The Company's systems integration businassstill in its early states of
development in 1997 and the increase in revenlectefthe strong demand for system integrationisesv Revenue for the computer
outsourcing business increased 21% to $30 milliok998. The increase is attributable to the aduitibseveral new customers in 1997 and
early 1998. The remaining $6 million communicatioegenue is attributable to XCOM acquired on A@A| 1998.

Mining revenue in 1998 was consistent with that @97. Increases in alternate source coal salesaffset by a decrease in coal sold from
Company's mines. Coal sold from the Company's ndeetned due to the expiration of a long-term cacitin 1997.

Operating Expenses increased 14% to $91 milliakP®8. Margin, as a percent of revenue, decreaskdfdOthe systems integration busin
as the early termination of a large contract reslih a lower utilization rate of operating perseln®Gross margins for the computer
outsourcing business increased 9% during thedixstnonths of 1998. Migration costs incurred in 790 implement new outsourcing
contracts were lower in 1998. Margins for the minbusiness were consistent with the same perid@97. In 1998 an increase in higher
margin alternate source coal sales were partidigebby the reduced margins on coal sold fromGbenpany's mines. In 1997, margins were
positively effected by the buyout of a spot coaitcact. Under the buyout, the customer was abtateel its contract commitments by
making a payment equal to 60% of the price of thed.cThese proceeds, with no corresponding castslted in the higher margin for the
period.

Depreciation Expense increased $3 million durirgfitst six months of 1998. Depreciation on the pater equipment purchased for general
and administrative personnel and computer outsogrgusinesses and the depreciation and amortizetiequipment and goodwill acquired
in the XCOM acquisition, were primarily responsifibe the increase in depreciation expense.

General and Administrative Expenses increasedfgignily in 1998 due to the expansion of the comizations & information services. The
hiring of several hundred employees to implemeatiEhbusiness led to increases in compensatiatatbn and travel expenses. In addition
to regular compensation, the Company recognizeddillibn of noncash expense for stock options amdrants granted in the first half of
1998. The Company also incurred approximately #8aniof professional service fees associated Withinitial development of a
substantial, scalable business support infrastrectpecifically designed to enable the Comparoffier services efficiently to its targeted
customers. In addition, the Company also incureg@ll costs associated with obtaining licenses eageats and technical facilities and other
development costs associated with the new BusiPlass

Write-off of In Process Research and Developmerst $44.5 million in 1998. The in process researchdewklopment costs were the portion
of the purchase price allocated to the telephoh&ark-to-IP network bridge technology acquired bg Company in the XCOM transaction
and were estimated through formal valuation, aB$tillion. In accordance with generally acceptedoamting principles, the $115 million
was taken as a nondeductible charge against earininige second quarter of 1998.

EBITDA declined to $7 million in 1998 from $46 mdh in 1997. The increase in operating costs ameige and administrative expenses
associated with the expanding communications afodriration services businesses was primarily resptfor the decline.

Interest Income increased to $71 million in 19981fr$15 million in 1997. The $1.16 billion proceddsm the sale of the energy assets on
January 2, and the $1.94 billion proceeds fromditat offering on April 28, were primarily responisilfor the average cash, cash equivalents
and marketable securities balance increasing fleé89 $nillion to $2.6 billion for the six months endiJune 30, 1997 and 1998, respectively.
The increase in the average balance was direcporesible for the increase in interest inco



Interest Expense increased to $40 million in 199& increase in interest expense is directly attable to the interest on the Senior Notes
and the amortization of the deferred debt issuansts. The interest expense for 1997 is primatilybaitable to the debt on the California t
road which is nonrecourse to the Company.

Other Expense, net increased substantially in 10$26 million from $6 million in 1997 due primayrito increased losses recognized by the
Company's equity method investee, RCN. The Compagre of these losses approximated $53 millid®#8. RCN recognized a charge
earnings of approximately $52 million (Company'areh$24 million) with respect to certain costshaf acquisitions associated with in
process research and development activities. Pyanigsetting these losses was the gain on RCid'sksactivity of $21 million. Also include
in Other Expense are equity earnings in CommonWwdatephone Enterprises, Inc., equity in losseSaifle Michigan, Inc., of marketable
securities, investments and other assets eacindigtdually significant to the Company's resultsopkerations.

Income Tax (Provision) Benefit differs from the exped statutory rate of 35% primarily due to thadexuctible write-off of the in process
research and development costs allocated in theM@@nsaction. The effective rate in 1997 is lowean the expected rate due to depletion
allowances and tax exempt interest income.

Discontinued Operations includes the one-time ga¥608 million recognized upon the distributiontibé Construction Group to former
Class C stockholder on March 31, 1998. Also inctlitediscontinued operations is the gain, net xf ¢ $324 million from the Company's
sale of its energy assets to CalEnergy on Janydr99B.

Financial Condition-June 30, 1998

The Company's working capital increased substantlairing 1998 due primarily to the sale of the Qamy's energy assets to CalEnergy for
$1.16 billion on January 2, 1998, and the $2 hillissuance of Senior Notes on April 28, 1998. Thenfany's working capital increased $2.3
billion to $3.7 billion on June 30, 1998. The Compa operations used $158 million of cash durirgyfirst half of 1998, primarily for the
payment of income taxes and the costs in implemgritie Business Plan, partially offset by fundsvjated by coal mining operations.

Investing activities include the purchase of $4,#filion of marketable securities, the sales andunigzes of marketable securities of $2,484
million, $144 million of capital expenditures, pramily for the expanding IP and information servibesiness and $22 million of investments,
principally $18 million for information services binesses. The Company also realized $26 milliggreéeeds from the sale of property, p
and equipment and other assets.

Financing sources in 1998 consisted primarily efrlet proceeds of $1.94 billion from the sale afiSeNotes in April, the conversion of 2.3
million shares of Class C Stock, with a redemptiatue of $122 million, into 21 million shares ofied 3 Common Stock (formerly Class D
Stock) in January, proceeds from the sale of L8v@bmmon Stock of $21 million and the exercisehef Company's stock options for $7
million. The Company reflected in the equity accsuthe $164 million fair value of the issuance &rded conversion of the Class R Stock
during the first half of 1998.

Liquidity and Capital Resources

Since late 1997, the Company has substantiallgaszd the emphasis it places on and the resowreeted to its communications and
information services business. The Company has camed the implementation of a plan to become étfasibased provider (that is, a
provider that owns or leases a substantial podfdhe plant, property and equipment necessaryduige its services) of a broad range of
integrated communications services. To reach g, ghe Company plans to expand substantiallyptisiness of its subsidiary, PKS
Information Services, Inc., and to create, throagtombination of construction, purchase and leasirigcilities and other assets, an
international, end-to-end, facilities-based comroations network. The Company is designing its netvibased on IP technology in order to
leverage the efficiencies of this technology tovidte lower cost communications services.

The development of the Business Plan will requigaificant capital expenditures, a substantial jporof which will be incurred before any
significant related revenues from the Business Biarexpected to be realized. These expenditgsttter with the associated early opere
expenses, will result in substantial negative gjregacash flow and substantial net operating logsethe Company for the foreseeable futi
Although the Company believes that its cost estimand build-out schedule are reasonable, therbecan assurance that the actual costs or
the timing of the expenditures will not deviaterfraurrent estimates. The Company estimates theajfigal expenditures in connection with
the Business Plan will be in excess of $500 millimd998 and will approximate $2 billion in 199%d& Company's current liquidity in

addition to the net proceeds from the Senior Natkthe cost sharing agreement with NEXTLINK, shduddsufficient to fund the currently
committed portions of the Business Plan.

The Company currently estimates that the implentiemtaf the Business Plan, as currently contemg|aiéll require between $8 and $10
billion over the next 10 years. The Company's ghit implement the Business Plan and meet itsegtefl growth is dependent upon its
ability to secure substantial additional financinghe future. The Company expects to meet itstamfail capital needs with the proceeds fr
sales or issuance of equity securities, creditifies and other borrowings, or additional debtws#es. The Senior Notes were issued unds
indenture which permits the Company and its subsih to incur substantial amounts of debt. In taalii the Company may sell or dispost
existing businesses or investments to fund portidriee Business Plan. The Company may, sell @eleapacity, its conduits or access to its
conduits. There can be no assurance that the Conwplifbe successful in producing sufficient cashwf, raising sufficient debt or equity
capital on terms that it will consider acceptableselling or leasing fiber optic capacity or acctsits conduits, or that proceeds of
dispositions of the Company's assets will reflaetassets' intrinsic value. Further, there candbassurance that expenses will not excee:



Company's estimates or that the financing needédatilikewise be higher than estimated. Failweénerate sufficient funds may require
the Company to delay or abandon some of its fueMpansion or expenditures, which could have a nadiilverse effect on the
implementation of the Business Plan.

There can be no assurance that the Company wialbleeto obtain such financing if and when it isdegbor that, if available, such financing
will be on terms acceptable to the Company. If@leenpany is unable to obtain additional financingewimeeded, it may be required to scale
back significantly its Business Plan and, dependimgn cash flow from its existing businesses, redbe scope of its plans and operations.

In connection with implementing the Business Plaanagement will continue reviewing the existingibesses of the Company to determine
how those businesses will complement the Compdogiss on communications and information servicket.i$ decided that an existing
business is not compatible with the communicatenms information services business and if a suithbiesr can be found, the Company may
dispose of that business.

New Accounting Pronouncement

In 1997, the Financial Accounting Standards Boastiéd SFAS No. 131, "Disclosures about Segmeras &nterprise and Related
Information”, ("SFAS No. 131") which changes theppaiblic companies report information about segmeBFAS No0.131, which is based
on the management approach to segment reportihglgs requirements to report selected segmentivetion quarterly, and entity wide
disclosures about products and services, majoosests, and geographic data. This statement istefefor financial statements for periods
beginning after December 15, 1997. The Companyrefiléct the adoption of SFAS No. 131 in its DecemBl, 1998 financial statements.

On March 4, 1998, the Accounting Standards Exeeufismmittee (AcSEC) issued Statement of Positiot,9ccounting for the Costs of
Computer Software Developed or Obtained for Intetdse", ("SOP 98-1"). The effective date of thispouncement is for fiscal years
beginning after December 15, 1998, however, eaafiplication is encouraged and the Company is axtowyfor this cost in accordance with
SOP 98-1in 1998.

On April 3, 1998, the AcSEC issued Statement oftlms98-5, "Reporting on the Costs of Start-Up ikites", ("SOP 985"), which provide:
guidance on the financial reporting of start-up arghnization costs. It requires costs of star&efvities and organization costs to be
expensed as incurred.

SOP 985 is effective for financial statements for fisgahrs beginning after December 15, 1998. The Coynjsarequired to reflect the initi
application of SOP 98-5 as the cumulative effed ohange in accounting principle, as describe&titounting Principles Board Opinion No.
20, Accounting Changes. As a result of the cunudagiffect of a change in accounting treatmentQbmpany expects to record a charge to
earnings in the first quarter of 1999 for any undimed start-up or organization costs as of thdrbegg of 1999.

On June 15, 1998, the FASB issued Statement ofiEiabAccounting Standards No. 133, "Accounting Barivative Instruments and
Hedging Activities" ("SFAS No. 133"). SFAS No. 1B3effective for fiscal years beginning after Jus 1999 (January 1, 2000 for the
Company). SFAS No. 133 requires that all derivatinstruments be recorded on the balance shee¢ #ithvalue. Changes in the fair valut
derivatives are recorded each period in curremtiegs or other comprehensive income, dependingluethver a derivative is designated as
part of a hedge transaction and, if it is, the tgpbhedge transaction. The Company does not clyratilize derivative instruments, therefore
the adoption of SFAS No. 133 is not expected teehamsignificant effect on the Company's resultsperations or its financial position.

The Company has conducted a review of its commytstems to identify those systems that could kectdtl by the "Year 2000" computer
issue, and has developed and is implementing atplezsolve the issue. The Year 2000 issue reBolts computer programs written with
date fields of two digits, rather than four digitsiis resulting in the inability of the computeograms to distinguish between the year 1900
and 2000.

The Company expects that its Year 2000 compliancggt will be completed before the Year 2000 dduange. During the execution of this
project, the Company has and will continue to irioternal staff costs as well as consulting aneo#xpenses. These costs will be expensed,
as incurred, in compliance with generally acceptecbunting principles. The expenses associatedthiglproject, as well as the related
potential effect on the Company's earnings is ®Rpeeted to have a material effect on its futurerapeg results or financial condition. There
can be no assurance, however, that the Year 2@ideon will not adversely affect the Company anditsiness.

The Company has reviewed the guidance issued bgdberities and Exchange Commission Staff on Augu$898 with respect to Year
2000, and has begun the process of addressinglditioaal information requested by such guidandee Tompany will include the
information so requested in its filing on Form 1faD the quarter ended September 30, 1998.

PART Il - OTHER INFORMATION
Item 2. Changes in Securities

Pursuant to an agreement dated March 2, 1998, dhg&ny sold 200,000 shares of Common Stock, paevalD1 per share to Gleacher
NatWest Inc., in connection with financial advis@grvices to be provided to the Company at an gggeepurchase price of $4,000,000.
sale to Gleacher NatWest Inc. was made pursuahetexemption from registration contained in

Section 4(2) under the Securities Act of 1933,rasraded



Pursuant to an agreement on April 23, 1998, theg2my issued 5,255,534 to the holders of the caglibek of XCOM Technologies, Inc. in
connection with its acquisition by the Company. T¥siance of stock to the holders of XCOM Techniggginc. capital stock was made
pursuant to the exemption from registration corgdim Section 4(2) under the Securities Act of 1%&3amended.

Item 6. Exhibits and Reports on Form 8-K
(a) Exhibits filed as part of this report are lgteelow.

Exhibit
Number

27 Financial Data Schedule.

(b) The Company filed a Form 8-K on April 16, 1998d a Form 8-K/A on April 30, 1998, providing gesdénformation concerning the
Company and its Business Plan not otherwise cédieby Form 8-K.

The Company also filed a Form 8-K on June 9, 1888rting that on May 29, 1998, the Board of Dioesthad adopted a Stockholders
Rights Plan in which preferred stock purchase sidfave been distributed as a dividend.

SIGNATURES

Pursuant to the requirements of the SecuritiesEatiange Act of 1934, the registrant has duly catisis report to be signed on its behalf by
the undersigned thereunto duly authorized.

LEVEL 3 COMMUNICATIONS, INC.

Dat ed: August 14, 1998 \s\ Eric J. Mrtensen
Eric J. Mortensen
Control l er and
Princi pal Accounting O ficer

LEVEL 3 COMMUNICATIONS, INC. AND SUBSIDIARIES
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ARTICLE 5

This schedule contains summary financial infornragatracted from the Form 10-Q for the period egdinne 30, 1998 and is qualified in
its entirety by reference to such financial statetsie

MULTIPLIER: 1,000,000

PERIOD TYPE 6 MOS
FISCAL YEAR END DEC 31 199
PERIOD END JUN 30 199
CASH 801
SECURITIES 2,95¢
RECEIVABLES 61
ALLOWANCES 0
INVENTORY 3
CURRENT ASSET¢ 3,87¢
PP&E 573
DEPRECIATION 224
TOTAL ASSETS 4,71¢
CURRENT LIABILITIES 17t
BONDS 2,13i
PREFERRED MANDATORY 0
PREFERREL 0
COMMON 3
OTHER SE 2,09¢
TOTAL LIABILITY AND EQUITY 4,71¢
SALES 11t
TOTAL REVENUES 19C
CGS 55
TOTAL COSTS 96
OTHER EXPENSE¢ 102
LOSS PROVISION 0
INTEREST EXPENSE 40
INCOME PRETAX (127
INCOME TAX (5)
INCOME CONTINUING (122
DISCONTINUED 93z
EXTRAORDINARY 0
CHANGES 0
NET INCOME 81C
EPS PRIMARY $2.7¢
EPS DILUTED $2.7¢
End of Filing
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